Panel Discussion, NBER Asset Pricing Meeting March 20 2009

John H. Cochrane

Methodology

This panel was tasked with the questions on the slide:

· Title:  "Rethinking Asset Pricing: Lessen [sic!] from the current  financial crisis" 
· Is the divide between asset pricing and corporate finance useful?  

· Is a framework based on a single representative agent still appropriate? 
· Does asset pricing focus too much on specification of preferences and too little on                frictions/constraints/liquidity? 
· Should we switch to an "Institutional Finance" paradigm?

I object to the tone of these questions. Words like “divide,” “appropriate,” “too focused” tell us to evaluate work based on ingredients rather than results. Words like “should switch” are an invitation to coerce people into following certain lines of research and exclude others.  

There are lots of clubby subfields and pointless methodological wars in economics and finance. Let us not follow.  Let us instead re-state emphatically that in this group, we evaluate research by whether the models make sense internally, whether they fit the data, and how many assumptions they make relative to predictions -- some measure of discipline -- not by their ingredient list or citation list. 

Removing the objectionable tone, I might rephrase the questions as follows: 
· Might work that merges insights from asset pricing (dynamic models, complex markets, risk premiums, explicit comparison to data) and corporate finance (incentives, information, agency) be useful? (To corporate questions as well as to asset pricing questions!)   

· Might models with heterogeneous agents give interesting insights to some asset pricing phenomena? 

· Could the study of frictions, constraints, and liquidity help us to understand apparent mispricings? Are the levels of prices affected by information-based trading activity? 
· Is the study of financial institutions useful, including how perhaps arbitrary “rules of the game” affect outcomes, and an economic understanding of the incentives that drive the structure of such institutions? 
Once asked this way, the answers are obvious: “yes, of course.” But these ideas have been around for decades.  They describe most NBER AP working papers. You don’t need the benediction of a panel of old-timers to follow these ideas. 
However, getting useful results is bloody hard, and success is all about results, not ingredients. Darwin didn’t get famous for suggesting, “hey, maybe we’re descended from monkeys.” He got famous for collecting the mountain of evidence and showing how it all fit.   
Further hindering an effort at methodological orthodoxy, no single model will be right for every phenomenon.  It’s a safe bet that a single-agent frictionless model will not help you to understand the 2008 Libor spread, the on the run/off the run spread, the CDS/bond spread, covered interest parity violations, the convertible arbitrage spread, or the 1999 Palm/3 Com spread.  I happen to have a graph of treasury bonds in 2006, and the same graph in December 2008. Even this plain vanilla market went nuts.  (It might have been much more useful to ask each panel member to show 3 graphs like this of puzzling facts from the financial crisis.)  
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But it does not follow that frictions, agency conflicts, “institutions,” “corporate finance,” “liquidity” are the only ingredients we need to understand broad patterns of aggregate prices and macroeconomic aggregates, as “switch to” implies, or that we should agree to banish other models ex ante. Liquidity is the frosting on the cake of finance. There is a lot more frosting, but there still is some cake.  

Asset Pricing questions -- a role for risk aversion?
Here is the central asset-pricing question. We had a financial system with a large number of intermediaries, many highly leveraged.  A lot of those intermediaries blew up, and others de-levered after losses, others had no choice when their investors demanded redemption.  We hear stories of “dumping securities” in “fire sales,” and prices seem very low.  Of course we can’t all sell -- someone has to hold securities.  Are prices artificially low because investors must now hold obscure securities directly, or only a few investors must bear risks previously spread out? Or are prices low simply because the ultimate investors are very risk averse at the moment? 
(As an aside, “representative agent” models can still be quite useful in the latter case. Even a market suffering a friction can act as if there is a “representative agent” who became more risk averse. Just don’t ask micro or structural questions of such a model.) 
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Now, everyone sees confirmation of their last paper in current events. Ken Rogoff says “Aha! Global imbalances!” Doug Diamond says “Aha! short term debt, needed for monitoring.”  Anil Kashyap says “Aha! Banks are up against their capital constraints.”  Markus and José may say “Aha! An irrational bubble is bursting!” Bob Barro says “Rare event!”  I can’t resist a bit of the same: “Aha! Habits!” Risk aversion went up after a shock to wealth, sending risk premiums wild across all markets. 
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Seriously, now. Let’s think about the stock market, which has of course fallen sharply as shown above. Every single one of us is marginal in the equity market. Half the country has a 401(k) plan. Any of us can buy more stocks if we think they’re underpriced. Increased risk aversion rather than a failure of intermediation or obscure securities is surely part of the story. For example, the University of Chicago endowment is surely a long-horizon investor and it’s run by some pretty rational people. It sold most of its stock in November, following big losses, and now has 30% invested in cash.  The committee thought something like “If the endowment goes below $1 billion we might as well close up shop, so we just can’t take any risk right now.” They faced X, and became more risk averse. (This is entirely a guess. The cash investment number is a rumor passed around the faculty, and I’m just guessing at their motives.) Other endowments are even more panicked, as we all read in the papers. 
I’m not religious about “habits” as an interpretation: X may represent commitments, the optimal spread of equities to the more risk averse agents in models such as Francis showed us this morning, or even the natural psychology of “once burned twice shy.” But this premium surely has some component that does not come from a failure of intermediation. The “representative agent” can seem more risk averse when intermediation fails, when wealth shifts between heterogenous investors, or when the fundamental investor is in fact more risk averse. Surely it’s not all the former in this case.  
And of course, this story does not answer the question “what was the fundamental shock.” But it does show why a small shock can propagate to a much larger price decline, hopefully (!) matched by a rise in expected returns. 
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Similarly, here is the BAA AAA spread. A longer view is a bit frightening--this really is a number that has not been this high since the 1930s. And even the level of AAA yields is high when you look at all rates. 
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 Credit spreads are enormous, and unless we really are headed off a cliff, correspond to huge expected returns.  Now some fixed income securities are obscure, but we can all buy the Vanguard corporate bond and high yield funds. (CDOs, tranches of mortgage-backed securities, etc.)  The average investor is marginal, and is leaving a huge expected return on the table.  This seems like pure, unintermediated risk aversion. 
Macroeconomics
Taking this line just a little bit further – and perhaps further than it ought to go – I plot below the S&P500, the CRSP price/dividend ratio, and the surplus consumption ratio, calculated as in my paper with John Campbell. (In our model, the price/dividend ratio is nearly a linear function of the surplus consumption ratio, falling in bad times when consumption falls toward habit.) Consumption has taken a nosedive in the fall, and so has the SPC. This is working as well as it ever did.  More generally, it’s not too surprising that risk aversion is high -- we are in the midst of an epic recession. 
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Similarly, the right hand graph shows suggestively how the Q theory worked through the last two big price movements. The relations I exploited in “production-based” papers hold well; Lu Zhang is saying “Aha!”  Rather unsurprisingly investment is in the tank now. 
Both graphs are important to the question “why did stock prices fall so much?” If stock prices fall, we expect long run investors to run in and buy. The left graphs suggests why they don’t -- their discount rate rises in a recession. If stock prices rise, we expect firms to issue more stock and finance real investment, providing a relatively flat “supply” curve, and vice versa if stock prices fall. We see them reacting exactly as they should to stabilize prices as much as possible. 

I don’t need to tell you real estate investment and prices line up even more nicely, and the dictum “every bubble comes with a trading frenzy” hold quite well in that market. “Macro” asset pricing at this broad level is doing just fine.  Of course there is a lot of frosting. There is also some cake.
The (lack of) flow of new debt
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Let’s turn from the price of existing securities to the flow of new loans. New borrowing by people and businesses has really fallen.  (Borrowing by the government is off the charts, as you might expect, and these numbers do not include the credit guarantees our government is throwing around with abandon.) Is this the result of a “crunch,” as illustrated on the left – a failure of intermediation? Or does it simply reflect greater risk aversion – a leftward shift in the supply of risky debt, combined with a decline in demand? If it is a failure of intermediation, where is the problem located – in bank capital inadequacy, or in debt markets? 

I think it’s a bit of both, actually, and that the central problem is in the securitized debt markets. The banking SYSTEM is in fact not deleveraging, as shown in the first few graphs below, and are still holding far more loans that at similar stages in previous business cycles. 
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[image: image13.png]Consumer (Individual) Loans at All Commercial Banks (CONSUMER)
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[image: image14.png]Commercial and Industrial Loans at All Commercial Banks (BUSLOANS)
Source: Board of Governors of the Federal Reserve System
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[image: image15.png]Real Estate Loans at All Commercial Banks (REALLN)
Source: Board of Governors of the Federal Reserve System
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Well, if people aren’t borrowing, and the banks haven’t changed lending much, what’s going on? The answer is simple: banks can’t sell securitized debt. This market IS opaque, usually held by intermediaries.  This strikes me as a convincing candidate for the central friction right now. 
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Predictability and varying discount rates. 
Let me close with a last bit of old wisdom that is holding up pretty well. The picture shows the dividend yield and the following seven year stock return. The lesson that the most variation in many yields and yield spreads corresponds to expected returns, not to varying cashflows or payout probabilities, is truer than ever. Certainly the many credit market near-arbitrages correspond to expected returns!  
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This is one asset pricing lesson that I think the corporate and “institutional” world needs to digest, since most of their procedures assume that prices reflect payoffs not discount rates.  
For example, I think this insight illuminates the argument mark to market accounting in bank regulation. If assets decline in value because risk premiums have risen should a regulator or debtholder close down the institution?   The probability of not meeting debt obligations has not changed, the state-prices have. I think this is what otherwise nonsensical wish for “hold to maturity” prices is all about. The regulators don’t agree with the rise in state prices announced by the market.

Concluding comment 
These are exiting times. There are lots of interesting phenomena for us to study. Some people like to to announce a new theory for every data point, mirrored a bit in “lessons from the financial crisis” in the title of this panel. I try to avoid that path, if for no other reason than it means your new theory will be cast out with the next data point. We’ve seen credit crises since the 1300s. Most of the mispricings, agency problems, and frictions we see now are much larger versions of familiar, if poorly understood phenomena. The promising ingredients to understand these have been around for decades. Now we have a strong incentive to the hard work of getting results from those ingredients. Nobody needs grand-old-man benediction, nor the affirmative action of ingredient-based paper evaluation, to embark on this project.  Go for it!
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