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Abstract

The price of a safe asset reflects not only the expected discounted future cash

flows but also future service flows, since retrading allows partial insurance of id-

iosyncratic risk in an incomplete markets setting. This lowers the issuers’ interest

burden. As idiosyncratic risk rises during recessions, so does the value of the ser-

vice flows bestowing the safe asset with a negative β. The resulting exorbitant

privilege resolves government debt valuation puzzles and allows the government

to run a permanent (primary) deficit without ever paying back its debt, but the
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1 Introduction

What is a safe asset? What are its features? Why does it have a negative β? Why
is government debt of advanced countries like the US and Japan a safe asset? Why
does it enjoy an exorbitant privilege? How much of it can the market absorb? Is there
a debt valuation puzzle? When can governments run a permanent (primary) deficit
without ever paying back its debt, like a Ponzi scheme, and is there a limit, a “Debt
Laffer Curve”? When does one lose the safe asset status? How do we have to modify
representative agent asset pricing and the government debt valuation equation to ac-
count for safe asset features? This paper presents a theory of safe assets that sheds light
on these questions.

We define a safe asset by its key characteristic, the Good Friend Analogy. A safe asset
is like a good friend, it is around; that is, it is valuable and can be traded when one needs
it.1 We illustrate this within a setting in which citizens face uninsurable idiosyncratic
risks and save for precautionary reasons. Each citizen adjusts her portfolio consisting
of risky physical capital and the safe asset, a government bond. Idiosyncratic shocks
that cannot be diversified away (as well as aggregate shocks) make capital risky. This
makes the safe asset attractive since it can be sold after an adverse shock. From an
individual citizen’s perspective it is this ability to retrade which makes the government
bond a desirable hedging instrument. Her planned dynamic trading strategy generates
a payoff stream that is a good hedge.

Since a safe asset generates this extra service flow in the form of self-insurance, it
is attractive even at a low real interest rate, r, its cash flow return. It is instructive to
consider a new asset pricing formula which nicely separates the two benefits of the safe
asset: cash flows, possibly negative, and a service flow that results from the ability to
self-insure through retrading. The real value of a safe asset (or any tradable asset) is

pricet = Et[PVr∗∗ [cash f lows]] + Et[PVr∗∗ [service f lows]].

While the traditional asset pricing formula prices the cash flow of a buy and hold
strategy of the safe asset, the above stated pricing formula prices the cash flow of a dy-
namic (equilibrium) strategy whose cash flow is positive when the asset is sold (after

1In this paper we focus on risk and abstract from liquidity considerations by assuming that all assets
are liquid in our model. But, conceptually, liquidity is also an important aspect of this definition.
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a negative shock) and negative when additional safe assets are bought (after a positive
shock). Valuing individual dynamic trading cash flow streams and aggregating them
leads to the above pricing equation, where a different discount rate, r∗∗, arises natu-
rally.2 Interestingly, r∗∗ can be viewed as the “representative agent interest rate” in an
incomplete market setting. It is the risk-free rate that excludes the component that is
due to precautionary demand driven by the exposure to uninsurable idiosyncratic risk.

A safe asset is really like a good friend if it not only allows citizens to self-insure
against adverse idiosyncratic shocks, but also serves as a safe haven after adverse ag-
gregate shock. That is, it appreciates in recessions due to flight-to-safety capital flows.
To see why a safe asset has a non-positive β consider an economy in which idiosyn-
cratic risk rises and aggregate output declines in recessions. A drop in output reduces
payoffs and increases the marginal utility, leading to the traditional positive β in the
asset pricing equation for the cash flow term. The second term, the service flow term,
behaves very differently. As idiosyncratic risk rises in recessions, citizens prefer to shift
their portfolio away from capital towards the safe asset, resulting in a force that pushes
up the real value of safe assets. It is due to the second term capturing the discounted
stream of service flows that the safe asset has a non-positive β.

Our model has also interesting stock market asset pricing implications due to "flight-
to safety" phenomena. During recessions, idiosyncratic risk is assumed to rise. While
for outside equity, idiosyncratic risk can be diversified away, the residual claimant to
each firm is an insider who remains exposed to the idiosyncratic risk via her inside eq-
uity holdings. During recessions, these insiders demand a higher insider risk premium
which depresses payouts to outside equity holders. As a consequence, the (outside)
equity stock index depreciates relative to the safe asset. That is, outside equity has a
positive β, even when held in a diversified mutual fund.

For the safe asset the required cash flow return r is low due to its service flow and
its negative β. Any entity that issues a safe asset, be it the government or private corpo-
rations, benefits from the low required cash flow return. Since similar service flows can
be derived from all safe assets, whether issued by the government or by corporations,
traditional measures of convenience yields, like the BAA-Treasury interest rate spread
used in Krishnamurthy and Vissing-Jorgensen (2012), do not capture the full service

2While it is here applied to the safe asset, this “dynamic trading perspective” is a general valuation
approach and can be used in any incomplete markets setting to isolate the benefits from equilibrium
trades.

3



flow from trading safe assets.

However, not any entity that issues a safe asset with service flows can run a Ponzi
scheme. When precautionary savings due to idiosyncratic risk depress the required
real cash flow return r below the economic growth rate g, sustainable Ponzi schemes
become feasible. One can pay off the maturing bonds with newly issued debt and issue
more to fund additional expenditures. Viewed differently, in this case one can issue
a “bubbly” safe asset.3 In our model with uninsurable idiosyncratic risk, bubbles are
possible even though individual citizens’ transversality conditions hold. Strictly speak-
ing, which entity can run a Ponzi scheme depends on which equilibrium is selected. In
other words, the selected “bubble equilibrium” determines who is subject to a no-Ponzi
constraint. Brunnermeier et al. (2021a) argue that the government’s ability to tax and
impose regulations on the private sector puts it in a unique position to defend a bubble
on its debt. According to this view, which we follow in this paper, the government en-
joys an exorbitant privilege as a safe asset issuer that sets it apart from private entities.
While the latter may also be able to issue a safe asset with service flows, they can –
unlike governments – not run a Ponzi scheme.

Note that safe assets do not need to be bubbly. Safe assets can also arise in the
absence of bubbles. However, a bubble component can make an asset “safer”, since the
value of the service flow is proportional to the market value of the (bubbly) asset – and
the service flow is highly priced, not least because it carries a negative β. Indeed, under
certain circumstances, the same asset without a bubble can have a positive β (driven
by discounted cash flows), while when the bubble is associated with the asset, its β

becomes negative. In that case, the asset is only a safe asset if the bubble is attached to
the asset. In other words, bubble and safe asset characteristics are complementary. This
leads us to a second concept, the Safe Asset Tautology that holds for bubbly safe assets:
A safe asset is safe because it is perceived to be safe. In this case, the safe asset status
can be lost, when the bubble pops.

Finally, the government can generate seigniorage revenues by “mining the bubble”
(expanding the Ponzi scheme to fund deficits). One contribution of this paper is to
document quantitatively that “bubble mining” only raises sizable government revenue
if safe public debt has a negative β. A government can generate revenue by issuing
bonds at a faster pace, create higher inflation, and thereby reduce the real return on

3A standard (“buy and hold”) asset pricing equation carries then a bubble term.
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holding the government bond. “Printing” bonds at a faster rate acts like a tax on bond
holdings or, better said, on partial self-insurance through holding and retrading the
safe asset. It is a form of “financial repression.” Increasing the tax rate increases the
“tax revenue”, but erodes the “tax base”, the value of the bonds. A “Debt Laffer Curve”
emerges. When the tax exceeds a certain level, overall tax revenue from bubble mining
declines. Our calibration quantifies the Laffer Curve and estabilishes that the negative
β is crucial to generate quantitatively significant revenue from “bubble mining”.

Literature. This paper touches upon many strands of classic and recent economic lit-
erature. It connects to the large literature on the risk-sharing benefits of money or
government debt in environments with uninsured idiosyncratic risk. The classic ref-
erence is Bewley (1980). Aiyagari and McGrattan (1998) calibrate the optimal debt level
in an Aiyagari (1994)-type model without aggregate risk. In Woodford (1990) trading
of government debt improves consumption smoothing and crowds in investment. In
Kiyotaki and Moore (2008) citizens use money as liquidity to exploit investment op-
portunity shocks. Our model environment is closest to Angeletos (2007), who studies
idiosyncratic investment risks, and Brunnermeier and Sannikov (2016a,b) who add a
‘bubbly’ safe asset in the form of government debt or money into that framework and
allow for aggregate risk. Di Tella (2020) and Merkel (2020) study similar environments
in which the safe asset is money and has a convenience yield instead of being bubbly.
In this paper, we emphasize that government debt generates a service flow from re-
trading even in the absence of bubbles and convenience yields. We provide a formal
characterization of these service flows by developing a new asset valuation approach in
incomplete markets settings, the “dynamic trading perspective”, which explicitly high-
lights the gains from trading. Government debt retains its safe asset role possibly with
a negative CAPM β even in a setting with publicly traded equity mutual fund that is
also fully liquid and free of idiosyncratic risk.

Our discussion of public debt bubbles is also related to the literature on rational bub-
bles and debt sustainability when the interest rate r is lower than the economic growth
rate g. Papers generating r < g with Overlapping Generations (OLG) include Samuel-
son (1958), Diamond (1965) with capital, Tirole (1985) with a bubble and, most recently,
Blanchard (2019). In the above cited Bewley (1980)-type models, as well as ours, inter-
est rates are depressed due to a precautionary savings motive. Bassetto and Cui (2018),
Brunnermeier et al. (2021a) and, more recently, Kaplan et al. (2023) study the fiscal the-
ory of the price level (FTPL) when r < g. Brunnermeier et al. (2021a) show how the
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government can ensure that the bubble is associated with government debt and does
not jump to other assets, e.g. crypto assets. They also point out that a bubble gives rise
to a “Debt Laffer Curve”, but consider an environment without aggregate risk. In this
paper, we quantify the Laffer curve and show that aggregate risk and the negative β are
quantitatively important. Reis (2021) studies fiscal debt capacity in a related framework
with a bubble on government debt. To avoid an opposite infinity problem in the debt
valuation equation when r < g, Reis (2021) discounts at the higher marginal product of
capital m > g. In this paper, we propose instead r∗∗-discounting, which also avoids the
opposite infinity problem but has a very simple economic interpretation. Aguiar et al.
(2023) show that bubbly government debt can lead to a Pareto improvement. Mian et
al. (2022) study debt issuance at the zero lower bound in a setting in which households
derive utility from holding government bonds. There is also an extensive literature on
rational bubbles outside of the government debt context. Survey papers include Miao
(2014) and Martin and Ventura (2018).

This paper resolves the “Public Debt Valuation Puzzle” proposed in Jiang et al.
(2019), which argues that government debt appears overvalued not least because pri-
mary surpluses, the total payments to all bond holders, are procyclical and should thus
be discounted at a high rate. In our setting, the price of debt is countercyclical since the
value of service flows rises in bad times, resulting in a negative β asset. Second, it also
resolves the “Government Debt Risk Premium Puzzle” (Jiang et al., 2020), the puzzle
that government debt appears to insure simultaneously bond holders and taxpayers
whereas in standard models, it can insure only one of the two groups. Our analy-
sis shows that sufficiently large service flows can make the bond a negative β-asset, a
good hedge for bond holders, while primary surpluses are procyclical at the same time,
thus providing insurance for taxpayers.

One strand of the safe asset literature points to high market liquidity as the key
feature of safe assets. In contrast, we focus on the risk properties of safe assets and
fully abstract from any trading costs or asymmetric information frictions. Dang et al.
(2015) emphasize the information insensitivity of safe assets. In Gorton and Pennachi
(1990), Dang et al. (2017), and Greenwood et al. (2016) intermediaries create information
insensitive assets. Trading frictions are also central in the New Monetarist literature and
arise there from decentralized exchange (see Lagos et al. (2017) for a survey). Closest
to the previously mentioned papers is Rocheteau (2011), wherein the risk-free asset is
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informationally insensitive and used first in bilateral trades.4

Several other papers are loosely related in that they are also about safe assets, but
they make different conceptual points and study distinct model environments. He et
al. (2019) model a safe asset tautology within a generalized global games setting. Ca-
ballero et al. (2017) and Caballero and Farhi (2017) stress the importance of safe asset
shortage in zero lower bound episodes. Brunnermeier et al. (2017, 2016) point out that
an asymmetric supply of safe assets across countries can lead to eruptive flight-to-safety
cross-border capital flows. Brunnermeier et al. (2021b) discuss the loss of safe asset sta-
tus in the context of an international framework for emerging market economies.

Like us, Constantinides and Duffie (1996) show how variation in idiosyncratic risk
exposures in an incomplete markets setting can resolve several asset pricing puzzles.
Unlike our paper, they abstract from asset trading and focus exclusively on the no-
bubble equilibrium, while in our theory re-trading of the safe asset is key and can gener-
ate bubbles. Krueger and Lustig (2010) provide conditions under which aggregate risk
premia are unaffected by uninsurable idiosyncratic risk in a model in which bonds are
not traded. Heaton and Lucas (1996, 2000a,b) are prominent papers quantifying incom-
plete market models that include trading costs and the importance of entrepreneurial
risk. In our analysis traded equity exhibits excess volatility and predictability as, in
recessions, idiosyncratic risk rises, which drives up the risk compensation for inside
equity and leaves fewer cash flows for outside (publicly traded) equity holders.

2 Model

2.1 Model Setup

Environment. The model is set in continuous time with an infinite horizon.

There is a continuum of households indexed by i ∈ [0, 1]. All households have
identical logarithmic preferences

Vi
0 := E

[∫ ∞

0
e−ρt log ci

tdt
]

4While not about safe assets, Vayanos and Vila (1999) represents an important early contribution that
studies asset pricing in general equilibrium with (reduced-form) trading costs.
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with discount rate ρ > 0.5

Each agent operates one firm that produces an output flow atki
tdt, where ki

t is the
capital input chosen by the firm and at is an exogenous productivity process that is
common for all agents. Capital of firm i evolves according to

dki
t

ki
t
=

(
Φ
(

ιit

)
− δ

)
dt + σ̃tdZ̃i

t + d∆k,i
t , (1)

where Φ is an increasing concave function that captures adjustment costs in capital ac-
cumulation, ιit the investment rate (in output goods) per unit of capital, δ is the depre-
ciation rate, σ̃tdZ̃i

t represents idiosyncratic Brownian shocks, and d∆k,i
t represents firm

i’s market transactions in physical capital. Brownian motions Z̃i are agent-specific and
i.i.d. across agents. The levels of idiosyncratic risk σ̃t and productivity at are exogenous
processes.

To obtain simple closed-form expressions, we choose the functional form Φ (ι) =
1
φ log

(
1 + φι

)
with adjustment cost parameter φ ≥ 0 for the investment technology.6

Each agent i can reduce idiosyncratic risk exposure by selling equity to other agents.
Outside equity claims on i’s capital ki have the same aggregate and idiosyncratic risk as
capital itself, but may pay a lower expected return, reflecting an insider premium that
i earns for managing the capital stock. Agents can hold a diversified equity portfolio
and thereby eliminate idiosyncratic risk.

The key friction in the model is that agents are unable to share idiosyncratic risk
perfectly. Specifically, we assume that agents face a skin-in-the-game constraint and
must retain at least a fraction χ̄ ∈ (0, 1] of their capital in undiversified form. As a
consequence, agents have to bear the residual idiosyncratic risk of at least χ̄σ̃tdZ̃i

t per
unit of capital in their firms.

Besides this limit on idiosyncratic risk sharing, there are no further financial fric-
tions. Agents are allowed to trade physical capital and contingent claims on aggregate
risk subject to standard no Ponzi conditions.

In addition to households, there is a government that issues nominal government
bonds, funds government spending, and imposes taxes on firms. Outstanding nominal

5In Appendix B.4, we present a generalization with Duffie and Epstein (1992) preferences (continuous
time Epstein and Zin (1989) preferences).

6This function is defined for all ι ≥ ι := −1/φ. We set Φ(ι) := −∞ for ι < ι.

8



government debt has a face value of Bt and pays nominal interest it. The face value
follows a continuous process dBt = µBt Btdt with growth rate µBt . There is an exogenous
need for real spending gKtdt, where Kt :=

∫
ki

tdi is the aggregate capital stock and g is a
model parameter. The government can finance this spending by setting a proportional
tax τt (subsidy if negative) on firms’ output and by adjusting the bond issuance rate µBt
(repurchasing bonds if negative). We assume that µBt and it are exogenous processes
while taxes τt adjust to satisfy the nominal government budget constraint

itBt + PtgKt = µBt Bt + PtτtatKt, (2)

where Pt denotes the price level.

We assume that the exogenous processes at, σ̃t, µBt , and it follow a joint Markov
diffusion process that is driven by some Brownian motion Zt, which captures aggregate
risk and is independent of all idiosyncratic Brownian motions Z̃i

t.

Finally, the aggregate resource constraint is

Ct + gKt + ιtKt = atKt, (3)

where Ct :=
∫

ci
tdi is aggregate consumption and ιt =

∫
ιitk

i
t/Ktdi is the average invest-

ment rate.7

Household Problem. We formulate the household problem as a standard consumption-
portfolio-choice problem that does not make explicit reference to the capital trading
process d∆k,i

t as a choice variable. For this purpose, denote by ni
t the net worth of

household i and let θK,i
t , θE,i

t , θĒ,i
t be the fraction of net worth invested into capital,

own outside equity, and the diversified portfolio of equity, respectively. The own out-
side equity share θE,i

t is typically negative as this asset is issued by the household. The

7To ensure that this constraint can be satisfied given our assumptions on government spending and
investment, we assume that the productivity process satisfies at > g + ι at all times. Here, ι is as in
footnote 6.
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remaining fraction of net worth is invested in bonds. Net worth evolves according to

dni
t

ni
t
= − ci

t

ni
t
dt

+ drBt + θK,i
t

(
drK,i

t

(
ιit

)
− drBt

)
+ θE,i

t

(
drE,i

t − drBt
)
+ θĒ,i

t

(
dr̄E

t − drBt
)

︸ ︷︷ ︸
=:drn,i

t

. (4)

where drBt , drK,i
t (·), drE,i

t and dr̄E
t denote the returns on bonds, capital, own outside

equity and the diversified equity portfolio, respectively. These returns depend on the
evolution of market prices, which individuals take as given.8 We provide explicit ex-
pressions for them below.

The household chooses consumption ci
t, real investment ιit, and the portfolio shares

θk,i
t , θE,i

t , and θĒ,i
t to maximize utility Vi

0 subject to (4), the skin-in-the-game constraint

−θE,i
t ≤ (1− χ̄)θK,i

t , (5)

and a solvency constraint ni
t ≥ 0 that rules out Ponzi schemes.

Prices and Returns. Here we formalize how market prices determine returns in (4).
We denote by qK

t the market price of a single unit of physical capital. Recall that Pt

denotes the nominal price level, so that the real value of a single unit of bonds is 1/Pt.
It is more convenient to work with qB

t := Bt/Pt
Kt

, which is the ratio of the real value of
government debt to total capital in the economy.9

With these definitions, the return on bonds is10

drBt = itdt +
d (1/Pt)

1/Pt
= itdt +

d
(

qB
t Kt/Bt

)
qB

t Kt/Bt
=

d
(

qB
t Kt

)
qB

t Kt
−
(

µBt − it

)
︸ ︷︷ ︸

=:µ̆Bt

dt (6)

8For the capital return, individuals take the function ιi 7→ drK,i
t (ιi) as given but do internalize how

their own investment choice affects the capital return.
9This is a normalized version of the inverse price level 1/Pt. While the latter depends on the scale of

the economy and the nominal quantity of outstanding bonds in equilibrium, qB
t turns out to be stationary.

10The last equality uses dBt = µBt Btdt.
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and the return on agent i’s capital is

drK,i
t

(
ιit

)
=

(1− τt) at − ιit
qK

t
dt +

d(qK
t k̃i

t)

qK
t k̃i

t
,

where k̃i
t follows the same evolution (1) but with trades d∆k,i

t set to 0.

In addition to bonds and capital, there are outside equity claims in zero net supply.
Outside equity claims issued by household i have the same risk characteristics as the
capital return drK,i

t but may have a different expected return. A return differential may
exists because the inside equity holder i requires a compensation for bearing idiosyn-
cratic risk whereas outside equity holders can eliminate this risk by diversification.
Specifically,

drE,i
t = Et[drE,i

t ] +
(

drK,i
t −Et[drK,i

t ]
)

,

where the expected return component Et[drE,i
t ] is determined in equilibrium. In equi-

librium, all agents optimally hold a perfectly diversified equity portfolio. The return
on that portfolio is

dr̄E
t =

∫
drE,i

t di.

Equilibrium. A competitive equilibrium, given an exogenous government policy and
initial conditions, is defined in the usual way as a set of allocations and prices such
that all households maximize utility and all markets clear. Here, prices and aggregate
variables may depend only on aggregate exogenous histories, that is histories of the
aggregate exogenous shocks dZt. In contrast, individual outcomes for household i can
depend on both aggregate and individual idiosyncratic histories, that is joint histories
of the shocks dZt and dZ̃i

t.

Formally, we define equilibrium as follows. For ease of exposition, we restrict atten-
tion here to a symmetric equilibrium in which the expected return Et[drE,i

t ] of all outside
equity claims is the same and in which all agents make identical choices for scaled con-
sumption ĉi

t := ci
t/ni

t, the investment rate ιit, and portfolio weights θK,i
t , θE,i

t , θĒ,i
t .11 This

does not mean that all agents are identical because they can differ with regard to the
level of their net worth ni

t.

Definition 1. Let K0 > 0 be the initial level of capital and let at, σ̃t, µ̆Bt be exogenous processes

11The restriction to symmetric equilibria is without loss of generality. In our environment, any equilib-
rium must be symmetric because agents face identical investment opportunities and utility is isoelastic.
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adapted to the filtration generated by Z. A symmetric competitive equilibrium consists of
processes for prices

(
qB

t , qK
t , Et[drE

t ]
)

t≥0
, scaled consumption (ĉt)t≥0, investment rates (ιt)t≥0,

portfolio weights (θK
t , θE

t , θĒ
t )t≥0, taxes (τt)t≥0, and aggregate capital (Kt)t≥0, all adapted to the

filtration generated by Z, such that

1. Aggregate capital is consistent with the initial condition and satisfies12

dKt =
(
Φ (ιt)− δ

)
Ktdt

2. Taxes satisfy the government budget constraint13

τtatKt + µ̆Bt qB
t Kt = gKt

3. For each household i ∈ [0, 1], ci
t = ĉtni

t, ιit = ιt, θK,i
t = θK

t , θE,i
t = θE

t , θĒ,i
t = θĒ

t solves i’s
optimization problem (described previously) for arbitrary ni

0 under the assumption that
E[drE,j

t ] = E[drE
t ] for all j ∈ [0, 1].

4. All markets clear:

• goods market clearing: equation (3) holds;

• asset market clearing:14

θK
t =

qK
t Kt

(qK
t + qB

t )Kt
, θE

t + θĒ
t = 0.

We remark here that we have eliminated nominal quantities from this equilibrium
definition by not explicitly adding B0 > 0 to the initial conditions, by using the scaled
bond value qB

t instead of the nominal price level Pt, and by exogenously specifying
government policy in terms of the differential µ̆Bt = µBt − it. This is convenient because
Pt and Bt do not enter any decision problem directly. If one is interested in nominal
variables, one can easily recover them ex post from any given equilibrium together
with a specification for B0 and for either µBt or it.

12This equation follows immediately from the individual capital evolutions (1) and the fact that idios-
nycratic shocks and trading average out.

13This equation follows from (2) by dividing by Pt and combining µBt and it.
14These are for the capital and equity markets. The bond market clears by Walras’ law.
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We also remark that we have only defined the equilibrium in terms aggregate vari-
ables. However, for any given equilibrium and any given initial net worth distribution
(ni

0)i∈[0,1] consistent with it, i.e.
∫

ni
0di = (qB

0 + qK
0 )K0, we can recover individual vari-

ables from condition 3 in Definition 1 as this condition requires that choices are optimal
for arbitrary initial net worth.15

2.2 Model Solution

The key equilibrium quantity is the share of total wealth invested in bonds,

ϑt =
Bt/Pt

Bt/Pt + qK
t Kt

=
qB

t
qB

t + qK
t

.

Ultimately, results in this paper are driven by individual demand for safe assets, which
is directly related to ϑt in equilibrium. In this section, we first establish that all equilib-
rium quantities of interest can be written in terms of ϑt and exogenous variables. In a
second step, we characterize the evolution of ϑt.

The first step only relies on the optimal consumption and investment choices of
households and on goods market clearing. We solve the household problem in Ap-
pendix A.1 using the stochastic maximum principle. Here, we merely report the main
conclusions. The optimal consumption and investment choice are determined by the
two conditions

ci
t = ρni

t,

qK
t = 1

Φ′(ιit)
= 1 + φιit.

The first line is the familiar permanent income consumption equation for log prefer-
ences. The second line is a Tobin’s q condition for physical investment in the presence
of capital adjustment costs. The second equality in that line follows from the functional
form assumption Φ (ι) = 1

φ log
(
1 + φι

)
. Because all households face the same capital

price qK
t , they all choose the same investment rate ιit, so that we may drop the i super-

script from now on.

Aggregating the first condition across all agents i and combining the two equations

15The individual variables are, of course, dependent on histories of the idiosyncratic shocks dZ̃i
t as

well, that is these processes for agent i are adapted to the filtration generated by the pair (Z, Z̃i).

13



with goods market clearing (3) and the definition of ϑt immediately implies the follow-
ing lemma.

Lemma 1. In any equilibrium, the investment rate, (scaled) value of government bond, and
price of physical capital are given by

ιt =
(1− ϑt) (at − g)− ρ

1− ϑt + φρ
, (7)

qB
t = ϑt

1 + φ (at − g)

1− ϑt + φρ
, (8)

qK
t = (1− ϑt)

1 + φ (at − g)

1− ϑt + φρ
. (9)

These equations determine the equilibrium uniquely as a function of the exogenous
process at and the (endogenous) bond wealth share ϑt. To fully characterize the equi-
librium, we thus only need to determine ϑt.16

ϑt can be thought of as a relative price between capital assets (including equity
which is a claim to capital) and government bonds. It is determined by households’
portfolio choice and asset market clearing. The portfolio choice conditions for θK,i

t , θE,i
t ,

and θĒ,i
t take the form of standard Merton-type portfolio conditions that ensure that

for the optimal portfolio, each asset’s expected excess return over
Et[drBt ]

dt is equalized
to the risk premium that the agent requires to be willing to hold the aggregate and
idiosyncratic risk associated with the asset.17 We present the formal equations in Ap-
pendix A.1.

There, we also show that by combining these portfolio choice conditions and using
asset market clearing to eliminate the individual portfolio weights θK,i

t , θE,i
t , θĒ,i

t , we can
reduce them to a single equation for the expected change in ϑt:

Proposition 1. In any equilibrium, ϑ must satisfy the equation

Et [dϑt] =
(

ρ + µ̆Bt − (1− ϑt)
2 χ̄2σ̃2

t

)
ϑtdt. (10)

16Equilibrium objects from Definition 1 not covered by this lemma are ĉ, E[drK], τ, K and the portfolio
weights. However, ĉ follows from the optimal consumption rule, τ from the government budget con-
straint and K from the capital evolution given ι. We show in Appendix A.1 how E[drK] and the portfolio
weights depend on ϑ and exogenous quantities.

17In the case of capital and outside equity, there is also a Lagrange multiplier term related to the skin-
in-the-game constraint (5). In the problem considered here, the constraint is always binding, so that
households issue the maximum amount of outside equity consistent with it.
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Conversely, any [0, 1]-valued solution ϑ to this equation is associated with a competitive equi-
librium.

Equation (10) is a backward stochastic differential equation (BSDE) for ϑt. It char-
acterizes all possible stochastic processes for the bond wealth share ϑt (≈ relative price
between bonds and capital) that are consistent with household portfolio choice and
market clearing. Together with a specification for the evolution of the exogenous states
σ̃t and at and for policy µ̆Bt , equation (10) determines the equilibrium process for ϑt.
Equations (7), (8), (9) and goods market clearing (3) can then be used to back out the
remaining quantities of interest.

2.3 Uniqueness of Stationary Monetary Equilibria

In our model, equilibria as defined in Definition 1 may not be unique because equa-
tion (10) for ϑ is a fixed-point equation that can have multiple solutions. However, we
establish here that if we make suitable Markov assumptions on exogenous processes,
then there is always at most one solution to equation (10) that is both non-degenerate,
i.e. different from ϑ ≡ 0, and stationary. This solution corresponds to a unique sta-
tionary “monetary” equilibrium in which government bonds have always a positive
value. This equilibrium has a particularly appealing property: it is the only equilib-
rium consistent with any belief that, with positive probability, bonds retain a positive
value bounded away from zero in the arbitrarily distant future. In this paper, we al-
ways focus on this equilibrium with the exception of Section 5, where we briefly discuss
how alternative equilibria may be associated with a loss of safe asset status.18

We next formulate our uniqueness result. To do so, we first need to provide a precise
definition of the notion of stationarity we are requiring.

Definition 2. The exogenous processes σ̃t, at, and µ̆Bt are stationary if there exists an ergodic
Markov state process Xt on a compact domain X ⊂ Rn and continuous functions σ̃, a, µ̆B :
X→ R such that

σ̃t = σ̃(Xt), at = a(Xt), µ̆Bt = µ̆B(Xt)

18We make two further remarks with regard to this equilibrium selection. First, the selection of
the unique stationary monetary equilibrium is in complete analogy to the standard choice in models
with monetary frictions. Second, under the fiscal policy arrangements discussed in Brunnermeier et al.
(2021a), this equilibrium would emerge as the unique equilibrium in the sense of Definition 1.
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for all t ≥ 0.19

Given stationary exogenous process, we say that a solution ϑt to BSDE (10) is stationary if
there is a continuous function ϑ : X→ [0, 1] such that ϑt = ϑ(Xt) for all t.

Proposition 2 (Uniqueness of stationary non-degenerate solutions). Suppose the exoge-
nous processes are stationary and ρ + µ̆B(X) > 0 for all X ∈ X. Then, equation (10) has at
most one stationary nondegenerate (i.e. not identically 0) solution.

We prove Proposition 2 in Appendix B.1. The key idea behind the proof is to in-
vestigate the finite-horizon version of BSDE (10) and show two key properties. First,
the mapping from terminal conditions ϑT > 0 to the (always unique) finite-horizon
solution over [0, T] represents a contraction in a suitable sense. Second, conditional
on a fixed state Xt, the finite-horizon solutions are monotonic in time t. We establish
these properties with the help of the comparison theorem for BSDEs (e.g. Pham (2009,
Theorem 6.2.2)).

In fact, these properties do not only allow us to establish uniqueness of the non-
degenerate stationary solution but also yield an additional limit result: for any given
terminal condition ϑT > 0, the solution to the finite-horizon equation converges to the
unique non-degenerate stationary solution as T → 0, provided the latter exists. Con-
ceptually, this additional result is important because it implies that all nonstationary
solutions must converge to 0 in the distant future. Practically, the additional result
matters because it ensures that the solution procedure that we employ for the numeri-
cal illustration in Section 4 converges to the desired solution.

2.4 Closed-Form Steady State

We provide a brief characterization of the model’s steady state.20 To do so, we as-
sume that productivity a, idiosyncratic risk σ̃, and policy µ̆B are constant and look for
a constant solution ϑ > 0 to equation (10). By Lemma 1, also qB, qK, and ι must be
constant in a steady state.

Imposing dϑt = 0 in equation (10) leads to a third-order polynomial equation which-

has three (mathematical) solutions: ϑ = 0, ϑ =
χ̄σ̃+
√

ρ+µ̆B

χ̄σ̃ , and ϑ =
χ̄σ̃−
√

ρ+µ̆B

χ̄σ̃ . Among

19Informally, an ergodic Markov process can travel from any state to any other state.
20The “steady state” is in fact a balanced growth path. In our AK-type model, there is always a growth

trend in the capital stock Kt.
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these solutions, at most the third can satisfy the additional restriction ϑ ∈ (0, 1). It sat-
isfies this restriction, and is then consistent with a monetary stationary equilibrium, if
and only if the condition

χ̄σ̃ ≥
√

ρ + µ̆B

is satisfied. Effectively, this inequality imposes a constraint on bond growth in excess
of interest payments µ̆B, a measure of dilution of existing bonds. Dilution µ̆B cannot be
too large for the private sector to remain willing to hold government bonds. The higher
is the residual idiosyncratic risk χ̄σ̃ that agents have to bear after optimal outside equity
issuance, the less restrictive is this constraint.

If this condition is satisfied, investment is

ι =

√
ρ + µ̆B (a− g)− ρχ̄σ̃√

ρ + µ̆B + φρχ̄σ̃

and the (scaled) real asset values are

qB =

(
χ̄σ̃−

√
ρ + µ̆B

) (
1 + φ (a− g)

)√
ρ + µ̆B + φρχ̄σ̃

, qK =

√
ρ + µ̆B

(
1 + φ (a− g)

)√
ρ + µ̆B + φρχ̄σ̃

.

These closed-form solutions yield straightforward conclusions regarding the impact
of parameter changes on equilibrium outcomes. We emphasize here explicitly that cap-
ital valuations and investment are strictly decreasing while bond valuation are strictly
increasing in idiosyncratic risk σ̃. This is because an increase in idiosyncratic risk leads
to a portfolio reallocation from capital assets to government bonds as can be readily
seen from equation (10). This same force also plays an important role in the flight-to-
safety dynamics that we emphasize in Section 4.

2.5 Safe Asset Definition

Individuals hold a safe asset for precautionary reasons, which they can “liquify” at
an above average return when they face an idiosyncratic and/or aggregate shock and
they attach a high marginal value to extra resources. This marginal value for individual
i is measured by that individual’s stochastic discount factor (SDF) process, which we
denote by ξ i

t. This process satisfies ξ i
0 = 1 and dξ i

t/ξ i
t = −r f

t dt− ςtdZt − ς̃i
tdZ̃i

t, with a
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negative drift term equal to the risk-free rate and aggregate and idiosyncratic prices of
risk, ςt, ς̃i

t respectively.21 The return of citizen i’s net worth, rn,i is given by equation (4).

The following definition makes the “Good Friend Analogy” of a safe asset precise.

Definition 3. An asset j is in equilibrium a safe asset for individual i at time t if the conditional
covariance between her SDF and return of the asset in excess to her net worth return, drj

t− drn,i
t ,

is positive, i.e. Covt[dξ i
t/ξ i

t, drj
t − drn,i

t ] > 0.

We make several remarks. First, the safe asset concept is an equilibrium concept.
The same asset with the same cash flows can be a safe asset in one equilibrium and not
a safe asset in another equilibrium. The returns rj

t and rn,i
t as well as the SDF ξ i

t depend
on the equilibrium the economy is in.

Second, an asset is safe for individual i relative to her own net worth ni. A safe asset
provides (on average) better payoffs in high marginal utility states than the total net
worth portfolio.22

Third, the definition is contingent on the economy’s state. An asset can be safe at a
specific point in time t but may lose its “safe-asset status” at a different time.

Fourth, the definition focuses exclusively on the risk properties of the asset. This is
sufficient because, in our model, we have assumed that all assets enjoy perfect market
liquidity (all the time). However, as we explain in the next section, safety derives from
retrading. Therefore, liquidity is also an important feature of a safe asset. Beyond our
model environment, a definition of a safe asset should also include that the asset can
be traded easily without any trading frictions, e.g. due to asymmetric information.

The following proposition shows that government bonds are indeed a safe asset in
the steady-state solution derived in Section 2.4.

Proposition 3. If σ̃t > 0, at, and µ̆Bt are constant over time, the government bond is a safe
asset for all agents at all times.

21In integral form the individual SDF is

ξ i
t = exp

(
−
∫ t

0
r f

τdτ

)
︸ ︷︷ ︸

time discounting

· exp
(
−
∫ t

0
ςtdZτ −

1
2

∫ t

0
ς2

τdτ

)
︸ ︷︷ ︸

aggregate risk

· exp
(
−
∫ t

0
ς̃τdZ̃i

τ −
1
2

∫ t

0
ς̃2

τdτ

)
︸ ︷︷ ︸

idiosyncratic risk

,

where the second and third factors are martingales.
22Alternatively, one could define an asset as (absolutely) safe by Covt[dξ i

t/ξ i
t, drj

t] ≥ 0.
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In equilibrium each citizen’s net worth return is positively correlated with her con-
sumption growth rate and hence negatively correlated with her SDF, as the incom-
plete markets frictions prevents her from hedging her idiosyncratic risk. Since the
government bond return is risk-free, Covt[dξ i

t/ξ i
t, r f − drn,i

t ] > 0 and consequently the
government bond is a safe asset. Capital is not a safe asset as Covt[dξ i

t/ξ i
t, drK

t ] ≤
Covt[dξ i

t/ξ i
t, drn,i

t ].

More generally, with stochastic idiosyncratic risk σ̃t, the real return of the govern-
ment bond is not risk-free. However, as we will see in Section 4 in the context of our
calibrated model, it depreciates in volatile times less than citizen’s net worth. Indeed it
even appreciates, and hence more than satisfies the safe asset criterion.

3 Two Perspectives on Asset Valuation Equations

The value of government debt has to satisfy a debt valuation equation that relates
the real value of debt to the present value of future primary surpluses. In this section,
we contrast the standard asset pricing approach of deriving such an equation with an
alternative approach that emphasizes and makes explicit the benefits from retrading of
the asset. Both approaches imply an identical valuation formula with complete mar-
kets, but lead to two distinct equations when markets are incomplete. These equa-
tions provide two different perspectives for asset pricing in incomplete market envi-
ronments. Here, we apply these perspectives to government debt valuation.23

The standard approach to asset valuation is based on a buy-and-hold fiction. An
asset is priced as if it was held forever, so that the value of the asset must equal the
present value of all future cash flows derived from the asset’s payouts.24 We call this
the “buy and hold perspective” of asset pricing. Applied to the total government debt
stock, the cash flows in the present value formula are precisely the primary surpluses.25

We propose an alternative approach that recognized that, in equilibrium, individ-

23For concreteness, we present the equations only for government debt in the context of our model.
But we remark that our alternative valuation approach, the “dynamic trading perspective”, is general
and can be applied in any incomplete markets setting to any asset.

24To be fully precise, the buy-and-hold fiction does assume an eventual liquidation of the asset which
results in a single terminal resale cash flow. The liquidation time is then sent to infinity, so that the
present value of this cash flow only matters if there is a bubble.

25Despite the label, this may require the agent to trade, but only directly with the issuer, the govern-
ment, in order to absorb new debt issuance, not with other agents.
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ual agents may not intend to buy and hold an asset, but plan to retrade it whenever
they face a shock. They raise cash flow by selling the asset and face a cash outflow
when buying more of the asset. The aggregate stock of the asset can also be priced by
first valuing the cash flows from agents’ optimal dynamic trading strategy in equilib-
rium and then aggregating across all agents. This approach leads to a “dynamic trading
perspective” of asset pricing. Importantly, the aggregated present value of individual
trades may be different from zero, even though trades among private agents wash out
in the aggregate. Hence, the dynamic trading perspective incorporates an additional
term that makes explicit the aggregate value of equilibrium trades. Applied to gov-
ernment bonds in our model, this term is positive because bonds allow agents to self-
insure against idiosyncratic shocks. We refer to this term as the “service flow” term
from retrading.

The distinction between the two perspectives is particularly illuminating when there
can be rational bubbles. Dynamic programming implies that a transversality condition
has to hold only from the dynamic trading perspective, for each individual agent. Op-
timality does not imply a transversality condition from the buy and hold perspective.
For that reason, a gap may appear between the value of debt and the present value of
surpluses from the latter perspective. This gap is closed by an additional bubble term.

Unfortunately, it can even happen that both the bubble term and the present value
of primary surpluses are infinite with opposite sign, yet their sum still converges as
the time horizon approaches infinity. In contrast, the terms in the dynamic trading
perspective are always well-defined and finite.

Buy and Hold Perspective. We denote by st := τtat − g the primary surplus per
unit of aggregate capital. Recall that ξ i

t is agent i’s SDF process. From the buy and
hold perspective, individual uninsurable risk does not enter the valuation equation di-
rectly, so that only the aggregate component ξ̄t of the processes ξ i

t matters, i.e. dξt/ξt =

−r f
t dt− ςtdZt.26 Absent aggregate shocks (including inflation shocks), the government

bond is a risk-free asset and the relevant discount factor is simply ξt = exp(−
∫ t

0 r f
τdτ).

26The aggregate discount factor is the projection of any individual citizen’s SDF onto a common filtra-
tion generated by the aggregate Brownian Z. Put differently, ξt := E

[
ξ i

t | Zτ : τ ≤ t
]
, takes conditional

expectations with respect to the history of aggregate shocks dZτ up to time t but without any knowledge
of idiosyncratic shocks. Equivalently, ξt =

∫
ξ i

tdi is the unweighted average of individual SDFs.
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Proposition 4 (Buy and Hold Perspective). The value of government debt at t = 0 satisfies

B0

P0
= lim

T→∞

E

[∫ T

0
ξtstKtdt

]
+ E

[
ξT
BT

PT

]. (11)

This equation consists of two terms: a discounted stream of primary surpluses plus
(the limit of) a discounted terminal value. The latter can be positive even in the limit,
giving rise to a possible bubble on government debt.27 The reason is that individual
transversality conditions do not necessarily imply E

[
ξT
BT
PT

]
→ 0 because agents do

not buy and hold a fixed fraction of the government debt stock but constantly trade
bonds. If the terminal condition does converge to zero, then we obtain the traditional
debt valuation equation that says that the value of debt must equal the present value
of primary surpluses.

The derivation of equation (11) is standard. Essentially, one multiplies the govern-
ment’s flow budget constraint by the SDF, iterates forward the resulting equation, and
then takes expectations and the limit T → ∞. We relegate the formal details to Ap-
pendix A.2.

Dynamic Trading Perspective. Let ηi
t := ni

t/Nt be agent i’s net worth share and de-
note again i’s SDF process by ξ i

t. In our model, ηi
t also represents the share of total bonds

held by i because all agents hold identical portfolios (up to scale). Pricing individual
bond portfolios and aggregating over agents i yields our main valuation equation from
the dynamic trading perspective,

B0

P0
=
∫ (

E

[∫ ∞

0
ξ i

t · ηi
tstKtdt

]
+ E

[∫ ∞

0
ξ i

t · ηi
t (1− ϑt)

2 χ̄2σ̃2
t
Bt

Pt
dt
])

di. (12)

The real value of all outstanding public debt B0/P0 is the integral of the valuations
of individual debt holdings. Each of these valuations consists of two terms, the dis-
counted value of the share of future primary surpluses, ηi

tstKt := ηi
t(τta − g)Kt, paid

out to agent i plus the discounted value of future service flows, ηi
t (1− ϑt)

2 χ̄2σ̃2
t
Bt
Pt

, that
agent i derives from trading bonds. The safe asset service flow is due to partial in-
surance. It increases in the value of public debt and the amount of idiosyncratic risk
the citizen is exposed to. The latter depends on her portfolio share on physical capital

27The bubble term on government debt is discussed in detail in Brunnermeier et al. (2021a).
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(1− ϑt) and undiversified risk χ̄σ̃t. Government bonds provide a positive service flow
because the agent sells bonds precisely when she experiences a negative idiosyncratic
shock, so that the bond portfolio generates a positive payout in times of high marginal
utility ξ i

t.

Equation (12) emphasizes that the total value is obtained by aggregating individual
portfolio valuations. Mathematically, it is more convenient to interchange the order of
integration (Fubini’s Theorem). This yield the following proposition.

Proposition 5 (Dynamic Trading Perspective). The value of government debt at t = 0
satisfies

B0

P0
= E

[ ∫ ∞

0

(∫
ξ i

tη
i
tdi
)

︸ ︷︷ ︸
=:ξ∗∗t

stKtdt

]
+ E

[ ∫ ∞

0

(∫
ξ i

tη
i
tdi
)

︸ ︷︷ ︸
=:ξ∗∗t

(1− ϑt)
2 χ̄2σ̃2

t
Bt

Pt
dt

]
. (13)

This equation discounts aggregate cash flows (surpluses and service flows) free
of idiosyncratic risk like equation (11) obtained from the buy and hold perspective.
But importantly, the “stochastic discount factor” ξ∗∗t in this equation is a net-worth-
weighted average of individual stochastic discount factors. Since a single agent’s indi-
vidual net worth weight ηi

t co-moves negatively with her SDF ξ i
t, the discount factor

is lower (discount rate is higher) than the usual unweighted average discount factor
(used in the buy and hold perspective). It turns out this weighted average SDF is not
a mere mathematical artifact from swapping integrals but has an economic interpreta-
tion. It is the correct marginal rate of intertemporal substitution of aggregate cash flows
for a pseudo-representative agent who is forced to distribute aggregate consumption to
individuals according to the equilibrium consumption shares ci

t/Ct in our model. We
discuss this interpretation in more detail below.

To derive valuation equations (12) and (13), we start by valuing agent i’s bond port-
folio at time t = 0. Denote by bi

t := (1− θK,i
t − θE,i

t − θĒ,i
t )ni

t the value of agent i’s bond
portfolio at time t and let bi

td∆b,i
t be the stochastic bond trading process, where

d∆b,i
t = µ∆,i

t dt + σ∆,i
t dZt + σ̃∆,i

t dZ̃i
t

denotes the proportional appreciation of bi
t due to trading and payouts between t and

t + dt. Under the optimal trading policy, the initial bond wealth bi
0 must equal the
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discounted value of future payouts (=outflows) from the bond portfolio,28

bi
0 = −E

[∫ ∞

0
ξ i

tb
i
t

(
µ∆,i

t − ςtσ
∆,i
t − ς̃i

tσ̃
∆,i
t

)
dt
]

. (14)

As all agents hold the same constant fraction of their net worth in bonds (θi
t = ϑt), the

value of the individual bond portfolio is simply the product of the agent’s net worth
share and aggregate bond wealth, bi

t = ηi
tq

B
t Kt. In Appendix A.3, we show that the

bond trading process satisfies

µ∆,i
t = −st/qB

t , σ∆,i
t = 0, σ̃∆,i

t = (1− ϑt)χ̄σ̃t. (15)

The first equation says that the proportional reduction in the value of all agents’ bond
portfolios due to trading with the government equals the surplus-debt ratio st/qB

t .
This term captures cash flows from payouts, not from retrading among private agents.
The second and third term capture such retrading in response to aggregate and id-
iosyncratic shocks, respectively. Here, agents do not trade in response to aggregate
shocks as they are all exposed symmetrically, but agents do trade in response to id-
iosyncratic shocks: they sell capital and buy bonds when they receive a positive shock
and vice versa. We also show in the appendix that the price of idiosyncratic risk sat-
isfies ς̃i

t = (1− ϑt)χ̄σ̃t, where the right-hand expression is the residual (proportional)
idiosyncratic wealth risk that agents have to bear in equilibrium.

Combining the previous equations and using qB
t Kt = Bt/Pt leads to the individual

valuation equation

ηi
0
B0

P0
= E

[∫ ∞

0
ξ i

tη
i
tstKtdt

]
+ E

[∫ ∞

0
ξ i

tη
i
t (1− ϑt)

2 χ̄2σ̃2
t
Bt

Pt
dt
]

. (16)

Finally, integrating over individuals i yields equation (12).

Comparison of the SDFs ξ̄t and ξ∗∗t The SDFs used in equations (11) and (13) are both
free of idiosyncratic risk and imply the same aggregate risk premium, but they differ
with respect to their average rate of decay, the “risk-free rate” they imply. The average
SDF ξ̄ decays at the equilibrium risk-free rate r f

t . It is thus a proper SDF in this model
that prices all assets free of idiosyncratic risk. The same is not true for the weighted

28A transversality condition always ensures that there is no additional nonvanishing terminal wealth
term. We provide a formal derivation of this equation in Appendix A.3.
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average SDF ξ∗∗t . The latter decays at a rate r f
t + ς̃tσ̃

n
t , where σ̃n

t is the idiosyncratic
net worth volatility of agents (which is identical for all agents in equilibrium). The
weighted average SDF ξ∗∗t therefore discounts safe cash flows at a higher rate than the
risk-free rate that contains a risk premium for idiosyncratic wealth risk. The reason for
this is apparent from equation (12) which inverts the order of integration: while aggre-
gate cash flows from bonds are free of idiosyncratic risk, each agent holds a stochastic
share ηi

t of the aggregate bond portfolio so that individual bond portfolios do contain
priced idiosyncratic risk.

These considerations imply that only equation (11) is a standard asset pricing for-
mula, a discounted present value formula using a SDF that prices all assets (at least
those free of idiosyncratic risk). But equation (11) can have a bubble and infinities with
opposite sign. It can be more informative to work with equation (13) instead, as this
equation makes the source of trading gains transparent. However, we need to keep
in mind that this equation uses a SDF that does not (in general) price the assets in the
economy correctly without additional service flow terms.

Relating the Dynamic Trading Perspective to a Representative Agent. The weighted-
average SDF may not be a proper SDF that prices assets in the competitive equilibrium
of our incomplete markets economy. Yet, it turns out to be the correct SDF of a hypo-
thetical representative agent who is forced to distribute aggregate consumption accord-
ing to the consumption shares that arise in our incomplete markets economy.

More precisely, consider a representative agent whose preferences are described
by a weighted welfare function W0 =

∫
λiVi

0di with some (positive) welfare weights
(λi)i∈[0,1]. If we denote by ηi

t := ci
t/Ct the consumption share of agent i, we can write

utility of this representative agent as

W0 = E

[∫ ∞

0
e−ρt

∫
λi log

(
ηi

tCt

)
didt

]
. (17)

For any fixed stochastic processes for the consumption shares ηi
t,W0 describes standard

time-separable preferences in aggregate consumption Ct with period utility function Ct 7→∫
λiu(ηi

tCt)di (here, u = log, but the following applies more generally).

Using the usual identification between an agent’s SDF process and the marginal
rate of substitution for consumption in different time periods, the SDF process Ξt of

24



this hypothetical representative agent can be defined as

Ξt = e−ρt
∫

λiηi
tu
′(ηi

tCt)di∫
λiηi

0u′(ηi
0C0)di

=

∫
λiu′(ci

0)ξ
i
tη

i
tdi∫

λiu′(ci
0)η

i
0di

,

where the second equality uses the definition ξ i
t = e−ρt u′(ci

t)

u′(ci
0)

of the SDF process for
agent i.

We are interested in the special case that the ηi
t-processes are the ones that arise

in equilibrium in our incomplete markets economy. In this case, dηi
t = σ̃

η
t dZ̃i

t with a
common volatility process σ̃

η
t . As we show in Appendix B.3, Ξt is then independent of

welfare weights λi, so that we can assume w.l.o.g. that λiu′(ci
0) is a constant indepen-

dent of i.29 This implies the following proposition.

Proposition 6. The representative agent’s SDF equals the weighted-average SDF,

Ξt =
∫

ξ i
tη

i
tdi = ξ∗∗t .

In Appendix B.3 we elaborate more on the connection to a representative agent.
Specifically, we note that representative agent utility (17) can also be written in the
form

W0 = w0 + E

∫ ∞

0
e−ρt

(
log Ct −

1
2ρ

(
σ̃

η
t

)2
)

dt

 (18)

with some constant w0. Equation (18) eliminates the direct dependence on i and gives
us the alternative interpretation that the representative agent forms preferences over
two “goods”, aggregate consumption and volatility. In Appendix B.3 we embed a con-
tinuum of agents with this utility function into a Lucas (1978) tree economy with two
trees. Both trees produce bundles of consumption goods and volatility that resemble
the aggregate and cross-sectional cash flows arising in our incomplete markets econ-
omy from trading capital and bonds, respectively. We show that asset prices and the
consumption allocation in this hypothetical representative agent economy are the same
as in our incomplete markets economy. In particular, the valuation equation for the
“bond tree” for the representative agent resembles our valuation equation (13) from
the dynamic trading perspective.

29The independence of the welfare weights holds trivially in our model with log utility, but we show
that it holds also if u is a general CRRA utility function.
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4 Counter-cyclical Safe Asset and Negative Beta

4.1 Setup for Numerical Illustration

In this section, we illustrate the dynamics of our model with aggregate risk in the
context of a numerical example. To ensure that this example captures a quantitatively
plausible situation, in particular with regard to the implications for government debt
valuation, the example is based on a calibration. However, because the most important
takeaways from this section are qualitative, not quantitative, we defer a description
and justification of our calibration choices to Section 7.

We introduce aggregate risk as shocks to idiosyncratic risk σ̃t. We specify a Heston
(1993) model of stochastic volatility, i.e. we assume that the idiosyncratic variance σ̃2

t

follows a Cox–Ingersoll–Ross process (Cox et al., 1985) process,

dσ̃2
t = −ψ

(
σ̃2

t −
(

σ̃0
)2
)

dt− σσ̃tdZt (19)

with parameters ψ, σ, σ̃0 > 0.

We interpret periods of high idiosyncratic risk as recessions and want them to be as-
sociated with lower consumption and higher marginal utility. Rather than microfound-
ing this relationship explicitly, we simply impose an exogenous relationship at = a(σ̃t)

with a′(·) < 0 that generates the desired correlation structure.30

For government policy, summarized by debt growth net of interest payments, µ̆Bt ,31

we similarly impose a functional relationship µ̆Bt = µ̆B(σ̃t) with (µ̆B)′(·) > 0. For suf-
ficiently large (µ̆B)′, this ensures that primary surpluses st = −µ̆Bt qB

t are positive for
low idiosyncratic risk (in expansions) and negative for high idiosyncratic risk (in reces-
sions). Primary surpluses therefore correlate negatively with marginal utility and any
agent in the economy would require a positive risk premium for holding a (hypotheti-
cal) claim to primary surpluses, a feature that is empirically plausible (see, e.g., Jiang et
al. (2019) for the US).

30For models similar to ours in which output and consumption naturally react negatively to risk
shocks, see DiTella and Hall (2020) and Li and Merkel (2020).

31To be precise, the government also chooses the nominal interest rate it. However, in our flexible
price model, this policy choice merely affects the equilibrium inflation rate but not real allocations or
asset prices.
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Imposing tight functional relationships between σ̃t and the other exogenous vari-
ables at and µ̆Bt is somewhat stylized but allows us to keep the state space of our model
one-dimensional. This is helpful to illustrate global dynamics.

We also remark here that, for our numerical example, we replace logarithmic prefer-
ences of households with stochastic differential utility (Duffie and Epstein, 1992) with
relative risk aversion γ > 1, but we continue to assume a unit elasticity of intertemporal
substitution (EIS). We elaborate more on the details in Section 7. This modification does
not matter for the qualitative behavior of the model, but it allows us to generate quan-
titatively realistic aggregate risk premia. This is important to capture the full extent to
which pro-cyclical primary surpluses reduce the value of the cash flow component.

4.2 Equilibrium Dynamics of Bond and Capital Values

Figure 1 illustrates the equilibrium dynamics of the value of the government bond
stock qB and the value of the capital stock qK per unit of capital in the economy by
plotting these valuations as a function of the state variable σ̃. The gray shaded area
depicts the stationary distribution of σ̃. qB is strictly increasing in idiosyncratic risk
whereas qK is strictly decreasing. We can interpret this observation as flight to safety
from capital to bonds in times of elevated idiosyncratic risk. We discuss implications
for the pricing of (diversified) equity from flight to safety in Section 4.5 below.

Because output comoves negatively with σ̃ by construction, the monotonicity pat-
terns of qB(σ̃) and qK(σ̃) imply that bond valuations are counter-cyclical whereas cap-
ital valuations are pro-cyclical. It is this counter-cyclical valuation that makes govern-
ment bonds a good safe asset in the presence of aggregate risk. We analyze the source
of the counter-cyclicality in the following subsection.

4.3 Analyzing the Two Bond Asset Pricing Terms Separately

We now consider the two terms in the government debt valuation equation derived
from the dynamic trading perspective, equation (13). Figure 2 plots the two present
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values32

qB,CF(σ̃) := E

[∫ ∞

0

(∫
ξ i

tη
i
tdi
)

stKtdt | σ̃0 = σ̃, K0

]
/K0,

qB,SF(σ̃) := E

[∫ ∞

0

(∫
ξ i

tη
i
tdi
)
(1− ϑt)

2 γχ̄2σ̃2
t
Bt

Pt
dt | σ̃0 = σ̃, K0

]
/K0.

The dashed line depicts the present value of future primary surpluses (cash flows) qB,CF

as a function of the single state variable σ̃. This value is strictly decreasing in idiosyn-
cratic risk and has a low – in fact negative – value. Comparing the present value of
surpluses qB,CFK in our model to the market value of government debt qBK, which is
represented by the solid line in Figure 2, reveals a large gap (qB− qB,CF)K, a “debt valu-
ation puzzle”. In addition, when compared with the present value of surpluses qB,CFK,
the total value of government debt qBK has also the opposite correlation with the ag-
gregate state. Yet, there is no puzzle from the perspective of our model: government
debt is a safe asset valued for its service flow from re-trading which is represented by
the component qB,SF(σ̃). As the dashed-dotted line in Figure 2 shows, this value is pos-
itive, large and positively correlated with σ̃t. This additional component dominates the
overall dynamics of the value of government debt and is the reason that qB appreci-
ates in bad times despite the simultaneous drop in qB,CF. That qB,SF must be positively
correlated with σ̃ can also be seen from the present value equation: for our policy spec-
ification, residual net worth risk (1− ϑt)χ̄σ̃t is increasing in σ̃t, so that an increase in
idiosyncratic risk increases the value of insurance service flows from re-trading.33

The correlation structure apparent in Figure 2 implies that, if the two claims qB,CF

and qB,SF could be traded separately, the cash flow claim would be a high-β asset,
while the service flow claim would be a negative-β asset. The presence of this second,
negative-β component makes government debt as a whole a negative β asset. Govern-
ment debt emerges as a “good friend” also with respect to aggregate shocks.

We remark that, while the exact numbers in Figure 2 depend on our calibration, the

32Relative to equation (13), here an additional factor γ appears because we no longer assume logarith-
mic preferences.

33This is not an entirely rigorous argument as it ignores changes in the discount rate. The effective
discount rate in the weighted-average SDF

∫
ξ i

tη
i
tdi can both increase or decrease with the aggregate

state σ̃t depending on whether the aggregate risk premium increases or decreases. Note however, that
the level of idiosyncratic risk does not directly matter for the effective discount rate because the risk
premium on idiosyncratic risk exactly offsets the lower risk-free rate due to a precautionary motive.
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broad qualitative pattern described in this section is fairly robust, so long as the cali-
bration is consistent with the following two stylized facts about US primary surpluses:
(1) the average primary surplus is close to zero or even slightly negative and (2) pri-
mary surpluses are pro-cyclical. Fact (1) implies that even a risk-free claim to the cash
flows would have a non-positive value and, together with fact (2), the most likely out-
come is a negative cash flow component that has a positive β. The model can then only
generate a large positive total value of government debt if the service flow component
dominates.

4.4 The Possibility of Insuring Bond Holders and Tax Payers at the

Same Time

In our simple setting, households are both capital owners and bond holders. In this
section, we conceptually separate each household into two sub-units, a capital owner
and a government debt holder. Surprisingly, it is possible to follow a government pol-
icy that provides insurance against negative aggregate shocks for both tax payers and
bond holders at the same time. By cutting taxes (or even granting subsidizes) for cap-
ital owners in recessions, their tax burden is positively correlated with their income
providing insurance to tax payers. At the same time, the safe asset service flow rises
in recessions, which provides insurance to government bond holders. This finding in
our incomplete market setting with a safe asset is in sharp contrast to traditional asset
pricing in which either tax payers or government bond holders can be insured, but not
both, as pointed out by Jiang et al. (2020).

We remark that the government nevertheless faces a trade-off also in our setting. By
making debt issuance more counter-cyclical, tax payers become better insured whereas
insurance to bond holders is reduced. This is the case because bond holders are also ex-
posed to the cash flow component, which captures the conventional logic emphasized
by Jiang et al. (2020). However, the trade-off is considerably more favorable because
the cash flow component represents only a small fraction of the total value of debt.
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4.5 Volatile, Flight-to-Safety Prone Equity Markets

The presence of idiosyncratic risk and government debt as a safe asset has also im-
plications for equity markets. We explain in this section why the diversified equity
portfolio does not emerge as a safe asset and how flight to safety can generate quanti-
tatively large additional equity return volatility.

Why Stocks Are not Safe Assets. In our model, agents can hold a diversified stock
portfolio. Like government bonds, this stock portfolio is free of idiosyncratic risk and
thus allows agents to self-insure against idiosyncratic consumption fluctuations. How-
ever, unlike government bonds, stocks are poor aggregate risk hedges as they are ulti-
mately claims to capital, which looses in value in recessions. This implies that stocks
are positive-β assets in our model.

To understand why stock prices fall in times of high idiosyncratic risk, even though
idiosyncratic equity risk can be diversified away, note that the marginal holder of cap-
ital in our model is always an insider who has to bear the increased idiosyncratic risk.
As a consequence, when idiosyncratic risk goes up, so does the insider premium earned
by the managing households, which is achieved by a reduction in the dividend that is
paid to outside equity holders.34 This makes stock dividends more pro-cyclical than
production cash flows, so that stocks lose value precisely when idiosyncratic risk goes
up.

When evaluating the diversified stock portfolio with regard to the key characteristic
of safe assets, the Good Friend Analogy, stocks fail to qualify as safe assets in the same
way as government debt does. Stocks have the good friend property only partially:
stocks are valuable when an agent experiences a negative idiosyncratic shock, but due
to their positive β, they are not in bad aggregate times.

Flight-to-safety Volatility. While the focus of this paper is on government bonds, our
model can also match the empirical mean and volatility of the excess return on the stock
market in excess of government bonds as we discuss in Section 7 below. The realistic
Sharpe ratio is clearly a feature of recursive preferences with a high risk aversion, but
the ability of our simple model to generate large return volatility in the presence of

34Formally, the Lagrange multiplier λi
t on the skin-in-the-game constraint (5) that governs the spread

Et[drK,i
t ]−Et[drE,i

t ] increases, compare Appendix A.1.
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realistic levels of output variation is noteworthy35 and directly related to the existence
of safe government bonds.

To gain intuition, let’s abstract from the distinction between capital and outside eq-
uity36 and consider the following equation, which aggregates the intertemporal budget
constraints of all households:

qK
t Kt + qB

t Kt = Et

[∫ ∞

t

∫
ξ i

sη
i
sdi∫

ξ i
tη

i
tdi

Csds

]
. (20)

In many macro asset pricing models, government debt does not represent positive
net wealth, qB

t = 0, and thus equation (20) implies for such models that the value of the
capital stock equals the present value of future consumption. In other words, in these
models, pricing the aggregate equity claim is equivalent to pricing the aggregate con-
sumption claim.37 In the presence of realistic consumption volatility, large volatility in
capital valuations qK

t Kt is then hard to generate (and requires substantial time variation
in the SDF

∫
ξ i

sη
i
sdi).

Our model with qB 6= 0 suggests an additional explanation for the high observed
stock market volatility. When idiosyncratic risk σ̃t rises, there is a flight to safety that
increases the value of bonds (qB

t ) and lowers the value of capital (qK
t ). Even in the

absence of changes in the present value on the right-hand side of equation (20), this
portfolio reallocation generates flight-to-safety volatility in capital valuations and thus in
the stock market.

To understand how much flight-to-safety volatility matters quantitatively, we com-
pare the excess stock return volatility in our model to the one generated by a version
of the model without government debt. In that alternative version, qB

t = 0 at all times
and thus flight-to-safety volatility disappears.38 We find that the average (annualized)
excess return volatility in the alternative model would be 2.4% as opposed to 11.7% in

35This is so because we work with preferences that feature a unit EIS. It is well-known from the long-
run risk literature that recursive preferences can also generate large return volatility, but only if the EIS is
sufficiently larger than 1. In contrast, the mechanism we describe here works even for EIS ≤ 1.

36As discussed previously, a state-dependent insider premium will ensure that equity values and cap-
ital values move in lockstep despite the fact that idiosyncratic equity risk can be diversified away.

37Because the equation results from aggregating individual intertemporal budget constraints, the SDF
used in this pricing equation is again the weighted-average SDF as in the dynamic trading perspective.

38Formally, we selection the “non-monetary” equilibrium in our model (degenerate solution ϑ ≡ 0 to
equation (10)). We keep all parameters as in our baseline model.
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our baseline model.39 We can therefore conclude that flight-to-safety volatility accounts
for more than three quarters of the overall excess return volatility in our framework.

5 Safe Asset Tautology and Loss of Safe Asset Status

In this section, we clarify the relationship between safe assets and bubbles as well
as the fragility of the safe asset status. We offer two key takeaways: First, while safe
assets and bubbles are two distinct concepts, they complement each other. If an asset is
associated with a bubble, it is more likely to be a safe asset. Second, safe-asset status is
fragile and may be lost when the bubble pops. The same asset with the same payoffs
might be a safe asset in one equilibrium, but not a different equilibrium. In this sense,
a safe asset is safe because it is perceived to be safe, a tautology. In contrast to our
standard equilibrium selection (compare Section 2.3), in this section – and in this section
only – we do not restrict attention to stationary equilibria in which government bonds
have a positive value. Then Proposition 2 does not apply and multiple equilibria may
possibly arise.

Bubbles and Safe Assets. While bubbles and safe assets are distinct concepts, there
is a complementarity between bubbles and the negative β property of safe assets:

First, low-β assets can sustain bubbles more easily that high-β assets. A bubble on
an asset is possible if, in the buy and hold perspective, the discounted terminal value
does not necessarily vanish in the limit. For example, in the case of government debt,
the terminal value may not vanish if E

[
ξ̄TBT/PT

]
does not necessarily converge to

zero as T → ∞ (compare equation (11)). In the long-run, the value of government
debt BT/PT grows on average at the same rate as the aggregate economy, so that the
discounted terminal value grows on average at the rate

g− r f − risk premium on gov. debt

where g is the average growth rate of the economy and r f is the average risk-free rate.
The (average) risk premium on government debt scales linearly with its (average) β,
at least approximately. Hence, the smaller is the β, the larger is the growth rate of the

39As the benchmark asset in the alternative model, we choose a zero net supply risk-free bond, the
most common choice in the literature.
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discounted terminal value and the easier it is to sustain a bubble on government debt.
The same argument applies of course also to other assets than government debt.

Second, a bubble component can lower an asset’s β and thereby make it safer. To
understand this point, take again government debt as an example but now consider
the dynamic trading perspective, equation (13). Suppose the situation is as depicted in
Figure 2 with a cash flow component that has a positive β and a service flow component
that has a negative β.40 The relative contribution of the two components to the overall
value of government debt determines the size and sign of the asset’s β. The service
flow component is proportional to the market value of government debt whereas the
cash flow component does not directly depend on it. A bubble component raises the
market value of the debt and thus increases the relative contribution of the service flow
component, which lowers the asset’s β.

The previous discussion implies that the safe asset status can be bubbly. An asset
whose cash flow component has a sufficiently large β may be safe in some equilibria but
not safe in others. Specifically, in an equilibrium in which the asset has a (sufficiently
large) bubble component, the service flow component dominates, it has a negative total
β and its required risk-adjusted rate of return is low, such that the asset can easily
sustain the bubble. In a different equilibrium without a bubble component, the cash
flow component dominates, the total β is positive and, as a result, the risk-adjusted
rate of return so large that the asset does not appear to be able to sustain bubbles.

Bubbly safe assets give rise to the Safe Asset Tautology: the asset is safe in a given
equilibrium because it is perceived to be safe, but there are alternative equilibria in
which the asset is not safe. In these alternative equilibria, the asset has a positive β and
is therefore not a good friend after negative aggregate shocks. When government debt
is merely a bubbly safe asset, the safe asset status can be fragile. If markets coordinate
on a different equilibrium, the bubble bursts and the government loses the safe asset
status together with the fiscal space it implies.

Bubbly versus Fundamentally Safe Government Debt. In our model environment,
a precautionary savings motive arising from uninsured idiosyncratic risk can depress
discount rates sufficiently to make bubbles possible. But importantly, it depends on
government policy how strong this precautionary savings motive is. If the government

40As we have explained previously, this is the relevant case to make sense of the empirical facts about
primary surpluses and debt from the perspective of our theory.
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makes bonds more attractive by raising higher primary surpluses (equivalently, by low-
ering µ̆Bt ), the bond wealth share ϑt increases, idiosyncratic risk sharing improves and
the precautionary motive is dampened.

A government that makes its debt very attractive can therefore raise discount rates
sufficiently to eliminate any space for rational bubbles. Under such a policy, govern-
ment debt can still be a safe asset, however. In this case, government debt is a fun-
damentally safe asset whose safe asset status does not require the continued belief of
market participants in its safety, unlike for bubbly safe assets.

The simplest way to retain a safe asset status in the absence of a bubble is for the
government to give up insurance of tax payers in recessions and make the β of the
cash-flow component negative. Alternatively, there may still be a sufficient amount of
residual idiosyncratic risk for the counter-cyclical service flow component to be sub-
stantial even though the precautionary savings motive is not large enough to sustain
bubbles. In this case, also a mildly pro-cyclical surplus process may be consistent with
safe government debt in the absence of bubbles.

Selecting the Public Debt Bubble. When the safe asset status is bubbly, a government
with access to a richer set of policy tools than considered in this paper may still be able
to select a unique equilibrium. Brunnermeier et al. (2021a) analyze how fiscal policy
and asset regulation can affect the set of possible equilibria in environments with public
debt bubbles. Their results also apply to our model:

The government can impose a number of specific policy measures that target bub-
bles on alternative assets or give an advantage to government bonds: it can eliminate
private Ponzi schemes by imposing no Ponzi conditions on private agents through in-
solvency laws, it can tax competing bubbly assets, and it can use financial repression
tools such as reserve and liquidity requirements to generate additional demand for its
own liabilities. But most importantly, if a government can credibly commit to create a
fundamentally safe asset off equilibrium by raising surpluses, it can eliminate all other
equilibria. Hence, a government with sufficient backup fiscal capacity does not need to
fear a loss of the safe asset status of its debt.
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6 Privately Issued Safe Assets and Convenience Yields

So far, we have emphasized government debt as a safe asset. In this section, we dis-
cuss safe asset issuance by private agents. We also elaborate on the difference between
service flows derived from retrading and convenience yields.41

Privately Issued Safe Assets. We consider a model extension with privately issued
safe assets. We discuss here merely the economic conclusions and relegate the formal
details to Appendix B.5.

We assume that each agent can issue nominally risk-free bonds, just like the govern-
ment. Our safe asset definition, based on the Good Friend Analogy, applies equally also
to such debt instruments issued by private citizens. For any individual asset holder,
government bonds and privately issued safe bonds are perfect substitutes. As a conse-
quence, the equilibrium interest rate ip

t that private agents have to pay on their bonds
equals the government’s, ip

t = it.

In equilibrium, agents are then indifferent as to how many bonds to issue and how
many privately issued bonds of other agents to hold. In Appendix B.5, we consider a
simple example in which the quantity of outstanding private bonds is always propor-
tional to the quantity of government bonds and all agents keep the relative allocation
to private and government bonds in their portfolios constant, so that they must trade
them in constant proportions. Just like government bonds, we can value bonds issued
by some agent j (“j-bonds”) from the dynamic trading perspective by pricing the cash
flows of the portfolios of j-bonds held by all other agents i 6= j. The resulting equa-
tion is in complete analogy to equation (13) for government bonds. In particular, the
service flow that agents derive per real unit of j-bonds outstanding is the same as for
government bonds.

Overall, the model extension in Appendix B.5 highlights that privately issued bonds
are equally suitable as safe assets for their holders. However, private bond issuance also
comes with a short position in the bond for the issuing agent. In the same spirit as be-
fore, we can value the short position by determining the present value of net payouts
that an issuer makes to all bond holders. That valuation exercise reveals that the short
position generates a negative service flow for the issuing agent. This negative service
flow results from the fact that the agent repays outstanding debt after negative idiosyn-

41For the equations presented in this section, we revert back to the logarithmic preference specification.
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cratic shocks and issues additional debt after positive idiosyncratic shocks. While the
cash flows generated from this contingent bond issuance are zero on average, they are
systematically correlated with marginal utility and thus tend to increase the overall
riskiness of the agent’s portfolio.

Once we aggregate all long and short positions of all privately issued safe bonds, the
service flows “earned” by bond holders and the service flows “paid” by bond issuers
exactly cancel out.42 Therefore, unlike government debt, private safe asset creation
does not generate net service flows for the economy as a whole.

Convenience Yields. A conclusion from the previous model extension is that ∆it :=
ip
t − it = 0, the yield spread between privately issued and government debt is zero.

Government debt is not special. In the presence of idiosyncratic risk, a precautionary
motive depresses all asset returns symmetrically. Equivalently, a service flow from
re-trading can be derived from all assets that are both free of idiosyncratic risk and
tradeable on liquid markets.

Such a service flow is conceptually different from a convenience yield. A conve-
nience yield on government debt captures the special role that government bonds play
in certain transactions. It can be measured by a positive yield spread ∆it > 0 between
government debt and safe corporate debt of equal maturity. In contrast, the service
flow from retrading we emphasize in this paper affects also safe corporate debt. It is
therefore unrelated to the spread ∆it.

To illustrate this difference further, we augment our model so that government debt
has a convenience yield. We model the source of the convenience yield by simply
putting government bond holdings in agents’ utility functions. Other mechanisms like
collateral constraints require richer environments but would lead to the same conclu-
sions. We present the formal model equations in Appendix B.6.

In the augmented model, we can once again price government debt according to
our two valuation perspectives:

Proposition 7. In the model with convenience yields, the value of government debt at t = 0

42This conclusion is generally true, not just in the specific example analyzed in Appendix B.5.
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satisfies from the buy and hold perspective:

B0
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= lim
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and from the dynamic trading perspective:
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From the latter, dynamic trading perspective, the service flows from bonds in the
utility function (captured by ∆it) and from self-insurance through retrading (captured
by (1− ϑt)

2 χ̄2σ̃2
t ) appear symmetrically. However, the buy and hold perspective re-

veals an asymmetry. The convenience yield still enters the valuation explicitly as a
service flow term. In contrast, the service flow from retrading is absent in this perspec-
tive. Instead, it is implicitly contained in the stochastic discount factor ξ̄t and results in
a lower discount rate due to precautionary savings as well as – potentially – a bubble
term.

The terms arising from the buy and hold perspective are the ones that are typically
measured in empirical asset pricing. The best an empirical researcher can do when
estimating a SDF based on aggregate asset price data is to identify ξ̄t. When looking
at yield differences between safe corporate and government bonds, the empirical re-
searcher identifies an estimate of ∆it. The importance of self-insurance service flows
can only be determined indirectly, e.g. by finding a bubble component.43

We interpret the empirical findings of Jiang et al. (2019) as evidence in support of
such a bubble component. They conclude that an empirical estimate of the present
value of surpluses and convenience yields falls short of the market value of government
debt. As their empirical analysis is conducted from the buy and hold perspective, the
gap must be explained by a bubble component.

43The presence of a bubble component in the buy and hold perspective means that even at the low dis-
count rates implied by ξ̄t, cash flows stKt and convenience yield service flows ∆itBt/Pt are insufficient
to explain the total value of government debt. The same always remains true if we discount at the higher
rates implied by ξ∗∗t , so that the self-insurance service flow must explain the gap.
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7 Calibration and Quantitative Model Fit

In this section we describe the calibration underlying the numerical illustration pre-
sented in Section 4 and argue that it leads to predictions for asset prices and macro
aggregates that are broadly realistic.

Details on the Model Setup We remind the reader that σ̃t is assumed to follows a
Heston (1993) model of stochastic volatility and that we impose functional relationships
at = a(σ̃t) and µ̆Bt = µ̆B(σ̃t) (compare Section 4, in particular equation (19)).

For the functional relationships for at and µ̆Bt , we choose parsimonious linear spec-
ifications

a(σ̃t) = a0 − αa(σ̃t − σ̃0), (21)

µ̆Bt = µ̆B,0 + αB(σ̃t − σ̃0) (22)

with parameters a0, µ̆B,0, αa, and αB. Sufficiently large coefficients αa, αB > 0 ensure
that output, consumption, and primary surpluses all fall when idiosyncratic risk rises.

In order to match certain aspects of the data better, we also make two small mod-
ifications to the model itself. First, for our model to generate a quantitatively realistic
price of aggregate risk, we replace logarithmic preferences with stochastic differential
utility with unit EIS and arbitrary relative risk aversion γ > 0: household i maximizes
Vi

0, where Vi
t is recursively defined by

Vi
t = Et

[∫ ∞

t
(1− γ)ρVi

s

(
log(ci

s)−
1

1− γ
log
(
(1− γ)Vi

s

))
ds

]
.

In the special case γ = 1, this specification collapses to our baseline specification with
logarithmic utility. Second, to separate the level of investment from the adjustment cost
parameter φ, which governs fluctuations in investment and capital prices, we consider
the slightly more general capital adjustment cost function

Φ̂(ι) = ι0 + Φ(ι− ι0)

with the additional parameter ι0. All solution formulas for the baseline model remain
valid for this more general specification if we replace at with at − ι0 and ιt with ιt − ι0.
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We present the model solution for this generalized model in Appendix B.4. There,
we also describe our numerical solution algorithm.

Calibration Strategy We calibrate our model such that, when we feed in a quanti-
tatively realistic process for idiosyncratic risk, the model generates variation in macro
aggregates and aggregate risk premia that are broadly consistent with US data. We
briefly outline our calibration strategy here. The resulting parameter choices are sum-
marized in Table 1. Additional details as well as a description of the underlying data
sources can be found in Appendix C.1.

We normalize the time period in our model to one year. Because ours is a continuous-
time model, this is merely a choice of units that does not affect any results.

With regard to the parameters σ̃0, ψ, σ of the exogenous risk process σ̃t, we tie our
hands by estimating them externally. Specifically, we choose these parameters such that
σ̃2

t closely matches, in a maximum likelihood sense, the common idiosyncratic volatility
(CIV) factor proposed by Herskovic et al. (2016). As that paper shows, CIV is a priced
risk factor that is correlated with idiosyncratic risk exposures of both firms and house-
holds. In Appendix C.1.2, we argue that CIV is a model-consistent data counterpart of
σ̃2

t .44

For the share of undiversifiable idiosyncratic risk, χ̄, the previous literature pro-
vides some imperfect guidance. Angeletos (2007) reports that, in the aggregate, private
and public equity firms in the US are of approximately equal importance for produc-
tion, employment, and wealth and uses this as the basis to calibrate a model with id-
iosyncratic return risk similar to ours that features both private and public equity. His
calibration suggests χ̄ ≈ 0.5 in our framework. Heaton and Lucas (2000a,b) provide
evidence on the portfolio composition of the wealth of US stockholders. Broadly speak-
ing, two fifths of wealth are composed of liquid assets, and three fifths are composed
of real estate and business wealth. Depending on whether one treats real estate wealth,
which has no direct counterpart in our model, as diversifiable or non-diversifiable cap-
ital, their evidence suggests values of χ̄ between 0.2 and 0.6.45 Based on this broad

44We have also considered alternative measures for idiosyncratic uncertainty (Bloom et al., 2018; Has-
san et al., 2019) but ultimately chosen CIV both due to the quality and length of the available data series
and because of the theoretical link between σ̃2

t in the model and CIV.
45More recent work based on administrative data from Sweden and Norway (Bach et al., 2020;

Fagereng et al., 2020) provides corroborating evidence that private business wealth of households in
the top percentile of the wealth distribution – those most relevant for asset pricing – makes up well
above 20% of their total portfolio holdings.
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evidence, we choose an intermediate value of χ̄ = 0.3.

The calibration of the parameters σ̃0 and χ̄ jointly affects the (average) level of non-
diversifiable idiosyncratic risk faced by agents in our model. To further assess our
calibration choices of these parameters, we check how the predictions of our model for
the volatility of wealth growth compare with estimates in the data. The ergodic mean
of the total wealth growth volatility (

√
(σn)2 + (σ̃n)2) in our model is 0.13. Most of

this is due to idiosyncratic volatility: the ergodic mean of idiosyncratic wealth growth
volatility alone (σ̃n) is 0.12. While these numbers are homogeneous in our model, it
is less clear what the right comparison group is in the data. Compared to empirical
estimates for households at the top of the wealth distribution, who are arguably most
relevant for asset pricing, risk exposures in our model appear to be on the low end.
For the US, Gomez (2023, Table II) reports wealth growth standard deviations between
0.25 and 0.31 but his data only include very wealthy individuals in the Forbes 400.
Based on a richer administrative dataset from Sweden, Bach et al. (2020, Table II) report
wealth growth standard deviations for different groups in the top-10% of the wealth
distribution that range from 0.11 to 0.33 and are monotonically increasing in wealth.46

However, when assessed against the numbers reported by Bach et al. (2020) for wealth
groups in the bottom-90% (their Table II), risk exposures in our model appear to be too
high.

To discipline the comparison with the empirical estimates better, we set up in Ap-
pendix B.7 an extension of our model with two types to generate heterogeneity in the
volatility of wealth growth also in the model. We show that, under certain conditions,
this model generates the exact same predictions as our baseline model with homoge-
neous wealth growth volatility, provided the dynamics for the (cross-sectional) wealth-
weighted average of the variance of (idiosyncratic) net worth growth are identical. Mo-
tivated by this observation, we conclude that such a wealth-weighted average of the
empirical estimates is the correct comparison statistic to our model-implied volatili-
ties.47 To compute this comparison statistic, we combine data from Bach et al. (2020) for
wealth growth volatility across the wealth distribution (in Sweden) with data reported
by Smith et al. (2023) for wealth shares estimated for the US. We provide additional

46These authors also attempt to isolate the idiosyncratic component based on a factor model and find
that, in the top-10% group, the share of idiosyncratic risk ranges from one third to two thirds, again
monotonically increasing in wealth Bach et al. (2020, Table I).

47To be consistent with the result from the two-type model, we take a wealth-weighted average of the
variances, not the standard deviations.
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details of the procedure in Appendix C.1.4. Depending on the precise choices, we find
numbers between 0.16 and 0.19 for total wealth growth volatility and between 0.09 and
0.1 for the idiosyncratic portion. We conclude from this exercise that our calibration im-
plies broadly realistic amounts of risk exposures in total portfolios, albeit with a slightly
overstated idiosyncratic component.48

We choose the nine parameters γ, ρ, a0, g, µ̆B,0, αa, αB, φ, ι0 such that the model
generates values for a number of moments that are broadly in line with the empirical
evidence.49 These moments are the average ratios of consumption, government expen-
ditures, primary surpluses, capital, and debt to output, the average investment rate,
the volatilities of output, consumption, investment, and the surplus-output ratio, and
the equity premium and equity sharpe ratio.50 Our empirical moments are based on
a sample from 1970 to 2019 just prior to the start of the covid pandemic with two ex-
ceptions. The first is the debt-output ratio. Over the largest part of our sample period,
this ratio has exhibited a clear upward trend. For this reason, we target the average
over the last decade in the sample (0.71) instead of the average over the full sample
(0.39). The second exception is the average investment rate, E[I/K], which we do not
compute ourselves but take directly from Cooper and Haltiwanger (2006), who report
a value estimated from micro data.

As we explain in Appendix C.1.3, matching the average ratios is directly informative
for the average value of the endogenous variable ϑt and the parameters ρ, a0, g, µ̆B,0,
and ι0. Requiring the model to match the macro volatilities is standard in the business
cycle literature and also ensures that the model generates a broadly realistic amount
of aggregate macro risk.51 While including the surplus volatility is less standard, this
moment is important to discipline the (cyclical) variation in primary surpluses, a key
ingredient into the valuation of government debt.52 Finally, requiring the model to
match the equity premium and equity sharpe ratio ensures that this aggregate macro
volatility is realistically priced in capital markets.

48Our calibration may not even overstate idiosyncratic risk if we adopt a broader interpretation that
includes idiosyncratic human capital risk, which is absent from our model, but arguably an important
source of idiosyncratic risk outside the top wealth group.

49We do not employ a formal simulated method of moments estimation but merely adjust parameters
manually to achieve a good visual fit.

50Volatilities of macro aggregates are at the quarterly frequency. Equity moments refer to annualized
quantities but are measured at a monthly frequency.

51These moments also discipline the model parameter αa and φ.
52That moment also disciplines the parameter αB .

41



The remaining parameter δ does not affect anything of interest for the purpose of
this paper.53 We set it to 0.055, a value slightly smaller than but broadly in line with
typical calibrations. With this choice, the average growth rate of our model economy is
2.0%, close to the empirical counterpart of 2.1% in our sample.

Model Fit. Table 2 summarizes the quantitative model fit. In addition to our target
moments, we report in Table 2 also a number of untargeted moments: the correlations of
consumption, investment, and primary surpluses with output, the standard deviation
of the debt-output ratio, and the average and standard deviation of the risk-free rate.

Section (1) of Table 2 reveals that our model achieves overall a very good fit to the
targeted moments. As we have varied only nine of our parameters to match twelve
moments, this is by no means a trivial observation. Most importantly, our model is con-
sistent with the observed large equity premium and price of risk (Sharpe ratio) while
at the same time matching the volatility and comovement of macro aggregates. This
verifies that our model is capable of generating realistic aggregate risk premia without
requiring excessive real volatility. Notably, our model achieves quantitatively plausible
aggregate risk pricing with a moderate risk aversion parameter (γ) of just 6.

However, Section (2) of Table 2, which reports untargeted moments, reveals some
quantitative shortcomings of our model with regard to the risk-free rate and the debt-
output ratio.54 In particular, the debt-output ratio is too volatile and the risk-free rate
is too high on average and also too volatile.

The first two observations are, in fact, closely related. As Figure 1 reveals, a large
fraction of the price adjustments in a flight-to-safety episode are due to (deflationary)
adjustments in the value of bonds qB

t as opposed to adjustments in the capital price qK
t .

When prices are flexible, large fluctuations in qB
t due to (instantaneous) deflationary

and inflationary adjustments in response to shocks are a robust feature of this class
of models. If, instead, the relative price adjustment between the two asset was the
same but all the impact adjustment was due to movements in capital values, then the
volatility of the debt-output ratio would be reduced and, at the same time, the risk-free

53This is due to the combination of the AK structure of our economy with a unit EIS. The former
implies that δ merely affects the growth rate of the economy and the latter that income and substitution
effects from permanent variations in growth rates cancel out.

54While three correlations reported also appear too high relative to the data, particularly the correlation
between output and surpluses, we do not view this as a major issue. In a model with one state variable,
all non-zero correlations are close to 1 in absolute value, such that only the sign is truly informative, not
the precise numerical value.
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rate would fall and be closer to the average return on bonds, which is approximately
matched by our model (2.63% vs. 2.40% in the data).

One way to shift all instantaneous volatility from inflationary or deflationary bond
value adjustments into capital prices is to introduce sticky prices. Li and Merkel (2020)
show, in the context of a related model, that introducing even an arbitrarily small de-
gree of price stickiness leads to sluggish movements in qB

t and “overshooting” in qK
t ,

so that all relative price volatility between the two assets is shifted into capital price
adjustments.

A bigger challenge is the volatility of the risk-free rate. It is unclear how much this
moment matters because the risk-free rate does not perform a direct allocational func-
tion in our model. Still, it is difficult to match it well without additional ingredients.
The reason is that the risk-free rate can be written as

r f
t = ρ + µn

t − ςtσ
n
t − ς̃tσ̃

n
t ,

where µn
t , σn

t , and σ̃n
t are the (common) geometric drift and (aggregate and idiosyn-

cratic) volatility loadings of net worth ni
t. The mechanism we emphasize in this paper

requires that the idiosyncratic risk premium ς̃tσ̃
n
t shoots up in recessions and, with the

exogenous process (19), also the aggregate wealth risk premium ς̃tσ
n
t increases in re-

cessions. Both dynamics appear plausible, but they require the risk-free rate to fall in
recessions unless expected net worth growth µn

t offsets the increase in risk premia. Ex-
pected net worth growth µn

t , in turn, cannot vary too much without generating counter-
factually large aggregate consumption volatility. We leave the question how to resolve
this tension for future research.

8 Quantifying the Bubble Mining Laffer Curve

When idiosyncratic risk is large, safe asset demand may be sufficient to sustain a
public debt bubble. This is indeed the case for our calibration. As Brunnermeier et
al. (2021a) point out, such public debt bubbles represent a fiscal resource that can be
“mined” for revenue as a substitute for taxation. However, the ability to mine a bubble
does not imply that a government can expand spending without limits. Bubble mining
affects the sustainability of bubbles and thereby creates a “debt Laffer curve”.
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Here, we briefly revisit the Laffer curve logic and then use our calibrated model to
quantify the Laffer curve for the US. The main takeaway is that the negative β property
of government debt matters considerably. The (average) maximum permanent deficit
is above 2% of GDP in our dynamic model but merely 0.1% if we hold idiosyncratic
risk constant over time.

The Laffer curve logic follows from the following simple formula for primary deficits
per unit of capital55

−st = µ̆Bt qB
t .

The first factor, µ̆Bt , measures revenue raised by bond issuance that is not distributed
to bond holders in the form of interest payments. If it is positive, the claim of old
bond holders is diluted by the issuance of new bonds, i.e., a higher µ̆Bt represents a
tax on existing bond holders. The second factor, qB

t , is the tax base, the real value
of existing debt (per unit of capital). Permanent deficits are possible if this tax base
remains positive even for (permanently) negative primary surpluses. That this is a
possibility can be seen from both perspectives to debt valuation discussed in Section 3:
the value of debt remains positive despite negative surpluses if, in the buy and hold
perspective (equation (13)), a positive bubble term offsets the negative surplus term,
or, equivalently, in the dynamic trading perspective (equation (13)), the service flow
term is sufficiently large. In this case, the tax base is positive, but it nevertheless reacts
negatively to an increase in the rate of bubble mining µ̆Bt .56 This negative reaction
creates a Laffer curve.

The solid line in Figure 3 depicts the debt Laffer curve for our calibrated model.
Specifically, the figure plots the average deficit-GDP ratio that can be sustained for
different debt growth policies of the form (22) with identical αB (identical cyclicality of
debt growth and surpluses) but varying µ̆B,0, i.e. the average level of (interest-adjusted)
debt growth varies across different policies on the x-axis. The implicit assumption
in Figure 3 is that g remains unchanged, so that larger deficits imply smaller output
taxes.57

55This equation, in turn, follows immediately from the government budget constraint.
56We can see analytically that higher µ̆B lowers the equilibrium value of qB in steady state, compare

the formulas in Section 2.4. Outside of the steady state, equation (8) tells us that there is a negative
relationship if an upward shift in µ̆Bt at all dates decreases ϑt. Equation (10) suggests that this is indeed
the case, but additional technical considerations are required to make this a fully rigorous argument.

57If instead the increased revenues from bubble mining are used to fund additional government ex-
penditures (higher g), the slope of the Laffer curve is uniformly smaller.
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In Figure 3, if the bubble is mined too aggressively so that the average µ̆B exceeds
7.3%, the government fails to raise additional real revenues. In particular, there is a
limit to bubble mining and the government still faces a constraint on real spending.
Our calibrated model suggests that the average primary deficit that can be sustained
by bubble mining is bounded above by 2.25% of GDP.

It turns out that the negative β property is very important for the qualitative and
quantitative shape of the Laffer curve depicted in Figure 3. If we abstract from counter-
cyclical idiosyncratic risk and consider a constant level of σ̃t = σ̃0 instead, the result-
ing Laffer curve is as depicted by the dotted line in Figure 3. This steady-state Laffer
curve reveals two differences compared to the dynamic model. First, the Laffer curve
is quantitatively tiny. The maximum (average) permanent deficit is merely 0.1% (and it
is reached at a much lower average value of µ̆B). Second, the steady-state Laffer curve
quickly decays to zero, so that the tax base is more quickly eroded as the government
dilutes the claims of existing bond holders at a faster rate. Instead, in the dynamic
model, agents hold on to some bonds even at very large levels of average (interest-
adjusted) debt growth rates of more than 10% despite the high inflation rates that they
imply. The reason is that the insurance against adverse aggregate events makes bonds
attractive for agents even if they pay negative rates of return on average.

How plausible and robust are these conclusions? First, the quantitative importance
of the negative β property appears to be robust. We have found that it does not hinge on
our specific calibration choices, except for the assumption that there is counter-cyclical
idiosyncratic risk and the insistence that the model generate a realistic (i.e., large) price
of aggregate risk. Second, the exact numbers such as the 2.3% maximum permanent
deficit are more sensitive to calibration choices, in particular to the target level for the
average debt-output ratio.58 As we show in Appendix C.2, a calibration that reduces
the target for the debt-output ratio by one third generates a much smaller Laffer curve
that peaks already at a permanent deficit of 0.9% of output. In contrast, other alter-
native calibration choices that we investigate in Appendix C.2 leave the target for the
debt-output ratio unaltered and have only minor effects on the maximum sustainable
deficit.59

58Furthermore, the comparison with the steady-state Laffer curve reveals that also the calibration of
the exogenous process for σ̃t must be important for the quantitative predictions. However, in a previous
version of this paper we calibrated our model based on the alternative measures for idiosyncratic risk
mentioned in footnote 44. The resulting Laffer curve was quantitatively similar to Figure 3.

59The observation that the calibration target for the debt-output ratio is quantitatively important is
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There are by now also several other recent papers that quantify the debt Laffer
curve in different model environments. Aguiar et al. (2023) and Kaplan et al. (2023)
contain quantitative evaluations of Aiyagari-Huggett models. Aguiar et al. (2023, Ap-
pendix D.3) plot only a portion of the Laffer curve, as their paper has a different focus.
Still, the information they provide is sufficient to conclude that the peak must be above
2% and likely between 2% and 2.5% of GDP. Kaplan et al. (2023) report estimates for
the maximum sustainable deficits of 4.6%–4.8% of GDP.60 Mian et al. (2022, Figure 7)
plot the Laffer curve across four different models, all calibrated to the same targets, and
show that they all imply a similar peak estimate of about 2%–2.5%, albeit at different
levels of total debt. In light of these complementary findings, we conclude that our
own estimates appear plausible – and possibly even slightly conservative.

9 Conclusion

In this paper we have developed a safe asset theory of government debt based on
time-varying idiosyncratic insurance service flows generated by trading government
bonds. Our model matches properties of US government debt qualitatively and quan-
titatively and can resolve the empirical puzzles emphasized by Jiang et al. (2019, 2020).
The theory also features a novel explanation for the large equity return volatility based
on flight to safety into government bonds.

Throughout this paper we have assumed that government bonds are traded on liq-
uid markets. The (bubbly) safe asset status rests on this assumption because the service
flow that citizens derive from government debt is directly tied to their ability to trade
it as they experience adverse shocks. The government through its central bank can en-
gage as market maker of last resort so that citizens can trade the asset facing only small
bid-ask spreads. This helps ensuring that government debt retains the safe asset status.
Private assets do not enjoy this privilege.

also shared by Mian et al. (2022) in the context of a different model.
60However, their calibration targets are not fully comparable. They target a steady-state debt-output

ratio of 1.1 (0.74 in our model) and a steady-state primary deficit-output ratio of 0.033 (0.0004 in our
model). Therefore, their numbers must be larger than ours by construction.
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A Appendix

A.1 Omitted Steps in the Derivation of the Model Solution

Rewriting the Return Processes. We first write the return processes stated in Section 2
explicitly as diffusion processes using Ito’s lemma. To do so, we postulate that qB

t and
qK

t follow a generic Ito evolution of the form

dqB
t = µ

q,B
t qB

t dt + σ
q,B
t qB

t dZt, dqK
t = µ

q,K
t qK

t dt + σ
q,K
t qK

t dZt.

Whenever qB
t , qK

t 6= 0, the unknown (geometric) drifts µ
q,B
t , µ

q,K
t and volatilities σ

q,B
t , σ

q,K
t

are uniquely determined by the local behavior of qB
t and qK

t , respectively. In the follow-
ing, we also use the notation µϑ

t and σϑ
t for the (geometric) drift and volatility of ϑt.61

Using Ito’s lemma, the bond return can be written as62

drBt = µ̆Bt dt +
d
(

qB
t Kt

)
qB

t Kt

=
(

Φ(ιt)− δ + µ
q,B
t − µ̆Bt

)
dt + σ

q,B
t dZt,

Similarly, the return on agent i’s capital can be written as

drK,i
t

(
ιit

)
=

(1− τt) at − ιit
qK

t
+

d(qK
t k̃i

t)

qK
t k̃i

t

=

(
(1− τt) at − ιit

qK
t

+ Φ
(

ιit

)
− δ + µ

q,K
t

)
dt + σ

q,K
t dZt + σ̃tdZ̃i

t.

Using the government budget constraint (2) allows us to eliminate taxes τtat and yields

drK,i
t

(
ιit

)
=

 at − g− ιit
qK

t
+

qB
t

qK
t

µ̆Bt + Φ
(

ιit

)
− δ + µ

q,K
t

dt + σ
q,K
t dZt + σ̃tdZ̃i

t.

61This means, dϑt = µϑ
t ϑtdt + σϑ

t ϑtdZt.
62In line with our symmetric equilibrium definition and the discussion in the main text, we have

assumed here ιit = ιt for all i so that
∫

Φ(ιit)di = Φ(ιt). This assumption is also verified below from the
optimal choice conditions of households.
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Given the capital return, the return on outside equity issued by agent i can be writ-
ten as

drE,i
t = Et[drE,i

t ] + σ
q,K
t dZt + σ̃tdZ̃i

t.

Finally, the return on the equity portfolio is then

dr̄E
t =

∫
drE,i

t di = Et[dr̄E
t ] + σ

q,K
t dZt,

because idiosyncratic risk σ̃tdZ̃i
t of individual equity securities averages out in the port-

folio.

Hamiltonian of the Household Problem. We use the stochastic maximum principle
to derive optimal choice conditions for the household problem. After substituting the
return expressions stated previously into the net worth evolution (4), we see that the
Hamiltonian for the household problem is

Hi
t = e−ρt log ci

t + ξ i
t

−ci
t + ni

t

Et[drBt ]
dt + θK,i

t

(
Et

[
drK,i

t (ιit)
]

dt − Et[drBt ]
dt

)

+ θE,i
t

(
Et [drE,i

t ]
dt − Et[drBt ]

dt

)
+ θĒ,i

t

(
Et [dr̄E

t ]
dt − Et[drBt ]

dt

)
− ςi

tξ
i
tn

i
t

(
σ

q,B
t −

(
θK,i

t + θE,i
t + θĒ,i

t

) σϑ
t

1− ϑt

)
− ς̃i

tξ
i
tn

i
t

(
θK,i

t + θE,i
t

)
σ̃t,

where we have used σ
q,K
t − σ

q,B
t =

σϑ
t

1−ϑt
. Here ξ i

t denotes the costate (“Lagrange multi-
plier”) for the net worth evolution (4), and we write the loadings of ξ i

t with respect to
the Brownian motions dZt and dZ̃i

t as −ςi
tξ

i
t and −ς̃i

tξ
i
t, respectively.63

As this is a standard portfolio choice problem, we conjecture that the value func-
tion of the problem inherits the functional form of the utility function, i.e. Vt

(
ni
)

=

vt +
1
ρ log ni, where vt depends on (aggregate) investment opportunities, but not on

individual net worth ni.64 The usual relationship between the value function and the
costate, ξ i

t = e−ρtV′t (n
i
t) then implies ξ i

t = e−ρt/(ρni
t), which we use to eliminate ξ i

t

from the Hamiltonian Hi
t.

By the stochastic maximum principle, the optimal choice (ci
t, ιit, θK,i

t , θE,i
t , θĒ,i

t ) must

63We use the same notation ξ i
t for the costate in the household problem and the SDF in Sections 2.5

and 3 because the two in fact coincide.
64The verification argument for this conjecture is entirely standard, see e.g. Brunnermeier et al. (2021a),

Appendix A.2.
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maximize the Hamiltonian subject to the skin-in-the-game constraint (5).

Optimal Consumption and Investment Choice. Taking first-order conditions with
respect to ci

t and ιit yields the two equations

ci
t = ρni

t, (23)

d
dι

Et

[
drK,i

t (ι)
]∣∣∣∣

ι=ιit

= 0.

The first equation is precisely the optimal consumption condition stated in the main
text. The second equation implies the Tobin’s q condition stated in the main text once
we take the derivative in the explicit formula for drK,i

t (ι) stated in Section 2.2. We re-
produce the Tobin’s q condition here for the convenience of the reader:65

qK
t = 1 + φιt. (24)

Derivation of Equations (7), (8), and (9). Integrating the optimal consumption condi-
tion (23) across all households i yields

Ct =
∫

ci
tdi = ρ

∫
ni

tdi = ρ(qB
t + qK

t )Kt,

where the last equality follows from the fact that aggregate net worth consists precisely
of all capital and bond wealth combined.66

We next use qB
t + qK

t = qK
t /(1− ϑt) (by the definition of ϑt) to replace the right-hand

side of the previous equation.
Ct =

ρ

1− ϑt
qK

t Kt.

Substituting this into goods market clearing (3), canceling Kt, and using equation (24)
to eliminate qK

t yields the equation

ρ

1− ϑt

(
1 + φιt

)
+ g+ ιt = at.

65We have already dropped the i superscript on ι because all households choose the same investment
rate as argued in the main text.

66Note that, in our formulation, taxes are effectively imposed on capital holdings such that the present
value of tax liabilities of households is implicitly capitalized in capital valuations. Also note that outside
equity claims are in zero net supply and thus do not contribute to aggregate net worth.
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This is a simple linear equation for ιt. Solving it implies equation (7) as stated in the
main text. Equation (9) can then be recovered by substituting the resulting expression
for ι back into equation (24). Finally, equation (8) follows by exploiting the relationship
qB

t = ϑt
1−ϑt

qK
t , which is a direct consequence of the definition of ϑt.

This also completes the proof of Lemma 1.

Optimal Portfolio Choice. The first-order conditions for maximizing the Hamilto-
nian with respect to the portfolio shares θK,i

t , θE,i
t , and θĒ,i

t yields three Merton portfolio
choice equations

Et

[
drK,i

t (ιit)
]

dt − Et[drBt ]
dt = −ςi

t
σϑ

t
1− ϑt

+ ς̃i
tσ̃t − λi

t (1− χ̄) , (25)

Et

[
drE,i

t

]
dt − Et[drBt ]

dt = −ςi
t

σϑ
t

1− ϑt
+ ς̃i

tσ̃t − λi
t, (26)

Et[dr̄E
t ]

dt − Et[drBt ]
dt = −ςi

t
σϑ

t
1− ϑt

. (27)

Here, λi
t is a scaled Lagrange multiplier on the skin-in-the-game constraint (5). Com-

bining the last two equations and using
Et[dr̄E

t ]
dt =

Et

[
drE,i

t

]
dt in equilibrium, we obtain a

simple characterization of λi
t:

λi
t = ς̃i

tσ̃t.

As we show below, ς̃i
t is always positive and so the constraint (5) must always be bind-

ing – households issue the maximum possible amount of outside equity. In particular,

θK,i
t + θE,i

t = θK,i
t χ̄. (28)

We now perform two substitutions in the first portfolio choice condition stated
above. First, we eliminate λi

t on the right-hand side using the previously derived
equation. Second, we plug in the expected return expressions implied by the return
equations stated in Section 2.2. The condition then becomes

at − gt − ιt

qK
t

− µϑ
t − µ̆Bt
1− ϑt

−

(
σ

q,B
t − σϑ

t

)
σϑ

t

1− ϑt
= −ςi

t
σϑ

t
1− ϑt

+ ς̃i
tχ̄σ̃t. (29)
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Characterizing the Costate Volatility Loadings ςi
t and ς̃i

t. To determine the values of
ϑi

t and ς̃i
t in the previous equations, recall that, by definition, −ςi

tξ
i
t and −ς̃i

tξ
i
t are the

loadings of dξ i
t with respect to dZt and dZ̃i

t, respectively. We can use ξ i
t = e−ρt/(ρni

t) to
conclude that

ςi
t = σn,i

t , ς̃i
t = σ̃n,i

t ,

where σn,i
t and σ̃n,i

t are the (geometric) volatility loading of net worth ni
t for aggregate

and idiosyncratic risk, respectively. The net worth evolution (4) combined with the
return expressions stated in the beginning of this appendix furthermore implies67

σn,i
t = σ

q,B
t −

(
θK,i

t + θE,i
t + θĒ,i

t

) σϑ
t

1− ϑt
, σ̃n,i

t =
(

θK,i
t + θE,i

t

)
σ̃t.

We now eliminate the equity portfolio weights. For idiosyncratic volatility, we can
use equation (28) to eliminate θE,i

t . For aggregate volatility, we use that in equilibrium
all agents face the same portfolio conditions (28) and (29) and thus optimally choose
the same portfolio allocation θK,i

t , θE,i
t , θĒ,i

t (i.e., these quantities do not depend on i).
Market clearing in the outside equity market then implies θE,i

t = −θĒ,i
t , which allows

us to eliminate the sum θE,i
t + θĒ,i

t in the aggregate risk loading.

In sum, we obtain

ςi
t = σ

q,B
t − θK,i

t
σϑ

t
1− ϑt

, ς̃i
t = θK,i

t χ̄σ̃t. (30)

Derivation of Equation (10). We start from the portfolio choice condition (29), substi-
tute in the costate voatility loadings as stated in equation (30), use that all households
choose identical portfolios together with capital market clearing θK,i

t = 1− ϑt as well as
the fact that qK

t = (1− ϑt)(qB
t + qK

t ), and rearrange:

1
1− ϑt

at − g− ιt

qB
t + qK

t
− µϑ

t − µ̆Bt
1− ϑt

= (1− ϑt)χ̄
2σ̃2

t .

By goods market clearing, the second factor in the first term on the left equals ρ. Solving
the resulting equation for µϑ

t yields

µϑ
t = ρ + µ̆Bt − (1− ϑt)

2 χ̄2σ̃2
t .

67Compare also the Hamiltonian stated earlier. There, the same expressions enter because ni
t is a

controlled state variable.
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Equation (10) follows from this equation by multiplying both sides by ϑt and using
Et[dϑt] = µϑ

t ϑt.

This also proves the first part of Proposition 1. We comment on the proof of the
second part below.

Remark on Determination of Equilibrium Quantities in Definition 1. We have claimed
in the main text after Lemma 1 that all equilibrium quantities in Definition 1 are func-
tions of ϑt and exogenous variables. We still have to justify this claim for the portfolio
weights and the expected equity return.

Regarding the portfolio weights, first note that θE
t = −θĒ

t by equity market clearing,
so that it is sufficient to determine only θE

t . This weight, in turn, can be expressed in
terms of θK

t by equation (28). Finally, capital market clearing, θK
t = 1− ϑt, expresses θK

t

in terms of ϑt.

Regarding the expected equity return, note that the portfolio choice first-order con-
ditions and the characterization of the Lagrange multiplier λi

t imply

E[drE
t ] = Et[drK

t ]− ς̃tσ̃t + λi
t(1− χ̄) = −χ̄ς̃tσ̃t

and then equation (30) together with capital market clearing yield

E[drE
t ] = −(1− ϑt)χ̄

2σ̃2
t .

The right-hand side is a function of ϑt and the exogenous variable σ̃t.

This also concludes the proof of the second part of Proposition 1, as we have con-
structed all variables in Definition 1 as functions of ϑt. By following the previous
derivation steps backwards, one verifies that then indeed households maximize util-
ity and all markets clear.

A.2 Derivation of Equation (11)

We derive here equation (11), the debt valuation equation from the buy and hold
perspective. We start by using dBt = µBt Btdt to rewrite the government flow budget
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constraint (2) as
− (dBt − itBtdt) = Pt (τat − g)︸ ︷︷ ︸

=st

Ktdt.

Multiplying both sides by the nominal SDF ξ i
t/Pt of agent i and using Ito’s product

rule to replace ξ i
t/PtdBt with d

(
ξ i

t/PtBt

)
−Btd(ξ i

t/Pt)68 yields

−d
(

ξ i
tBt/Pt

)
+ Bt

(
d
(

ξ i
t/Pt

)
+ itξ

i
t/Ptdt

)
= ξ i

tstKtdt.

Integrating this equation from t = 0 to t = T, taking expectations, and solving for
ξ i

0B0/P0 implies

ξ i
0
B0

P0
= E

[∫ T

0
ξ i

tstKtdt

]
−E

[∫ T

0
Bt

(
d
(

ξ i
t/Pt

)
+ itξ

i
t/Ptdt

)]
+ E

[
ξ i

T
BT

PT

]
. (31)

Equation (31) is simply an accounting identity, an integrated version of the govern-
ment flow budget constraint (2). We now note that the individual SDF ξ i

t must price the
bond because agent i is marginal in the bond market. This implies that the associated
nominal SDF ξ i

t/Pt must decay on average at the nominal market interest rate, so that
the second term in equation (31) vanishes. In addition, we can replace the individual
SDF ξ i

t with the average SDF ξ̄t because equation (31) holds for all individuals i and
stKt and BT/PT are free of idiosyncratic risk. When taking the limit T → ∞, we obtain
equation (11).

A.3 Omitted Steps in the Derivation of Equation (13)

We present here the missing steps in the derivation of equation (13) left out in the
main text. There, we have used without proof equation (14), which expresses the value
of the bond portfolio as the present value of trading cash flows, and equation (15),
which characterizes the bond trading process. In addition, we have used that the price
of idiosyncratic risk is given by

ς̃i
t = (1− ϑt)χ̄σ̃t.

68There is no quadratic covariation term because dBt is absolutely continuous.
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This equation has already been derived in Appendix A.1 (compare equation (30) and
the market clearing equation for θK,i

t stated in the subsequent paragraph).69 We thus
only derive equations (14) and (15) here.

Derivation of equation (14). We can write the evolution of the bond portfolio as

dbi
t

bi
t
= drBt + d∆b,i

t . (32)

Absent trading and payouts, the bond portfolio would grow at the (stochastic) bond
return drBt . But the actual portfolio value has to be adjusted for cash inflows bi

td∆b,i
t due

to trading and payouts. Writing

drBt = µrB
t dt + σrB

t dZt, d∆b,i
t = µ∆,i

t dt + σ∆,i
t dZt + σ̃∆,i

t dZ̃i
t

and using Ito’s product rule, we obtain for the discounted bond wealth

d(ξ i
tb

i
t)

ξ i
tb

i
t

=

( =0︷ ︸︸ ︷
µrB

t − r f
t − ςtσ

rB
t +µ∆,i

t − ςtσ
∆,i
t − ς̃i

tσ̃
∆,i
t

)
dt

+
(

σrB
t + σ∆,i

t − ςt

)
dZt +

(
σ̃∆,i

t − ς̃t

)
dZ̃i

t. (33)

Here, the first part of the drift is zero by standard asset pricing logic because agent i
is marginal in the market for government bonds. Integrating over t ∈ [0, T], taking
expectations, and rearranging yields

ξ i
0bi

0 = −E0

∫ T

0
ξ i

tb
i
t

(
µ∆,i

t − ςtσ
∆,i
t − ς̃i

tσ̃
∆,i
t

)
dt

+ E0

[
ξ i

Tbi
T

]
.

Optimal behavior implies a transversality condition limT→∞ E
[
ξ i

Tni
T

]
= 0 on total

wealth ni
T of agent i as a necessary choice condition. Because total wealth consists of

bond wealth and capital wealth and the latter cannot become negative, a transversal-
ity condition for bond wealth bi

T immediately follows. Consequently, the second term
converges to zero as T → ∞ and we obtain equation (14) in the limit.

69Note that we have defined ξ i
t in Appendix A.1 as the costate in the household’s problem whereas we

use the same notation for the individual SDF in Section 3. The two are the same (up to scaling) because
both measure the marginal utility of an additional unit of wealth at time t in a given state.
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Derivation of equation (15). To characterize the trading process d∆b,i
t , start from (32):

d∆b,i
t =

dbi
t

bi
t
− drBt . (34)

Because all agents hold the same fraction θi
t = ϑt of their net worth in bonds, we have

bi
t = ηi

tq
B
t Kt. As ηi

t loads only on the idiosyncratic Brownian and qB
t Kt only on the

aggregate Brownian, their quadratic covariation vanishes and thus Ito’s product rule
simply implies

dbi
t

bi
t
=

d(qB
t Kt)

qB
t Kt

+
dηi

t

ηi
t

.

Furthermore, the return on bonds can be written as (compare equation (6))

drBt =
d(qB

t Kt)

qB
t Kt

− µ̆Bt dt.

Substituting the previous two equations into (34) yields

d∆b,i
t = µ̆Bt dt +

dηi
t

ηi
t
= µ̆Bt dt + σ

η,i
t dZ̃i

t,

which implies
µ∆,i

t = µ̆Bt , σ∆,i
t = 0, σ̃∆,i

t = σ
η,i
t .

The equations in formula (15) follow, if we can show that

µ̆Bt = −st/qB
t , (35)

σ
η,i
t = (1− ϑt) χ̄σ̃t. (36)

Equation (35) follows immediately from the government budget constraint (2) and the
definition of st. For the proof of equation (36), note that individual net worth ni

t and
total net worth Nt := (qK

t + qB
t )Kt have identical drifts and volatility loadings on the

aggregate Brownian dZt, so that simply

dηi
t

ηi
t
=

d(ni
t/Nt)

ni
t/Nt

= σ̃n,i
t dZ̃i

t

because ni
t loads on the idiosyncratic Brownian dZ̃i

t, but Nt does not. Combining the
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net worth evolution (4) with the equilibrium portfolio weights, we obtain

σ̃n,i
t = (1− ϑt)χ̄σ̃t (37)

which completes the proof of (36).
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Tables and Figures

Table 1: Parameter Choices

parameter description value parameter description value

σ̃0 σ̃2
t stoch. steady state 0.54 g gov. expenditures 0.138

ψ σ̃2
t mean reversion 0.67 µ̆B,0 µ̆Bt stoch. steady state 0.0026

σ σ̃2
t volatility 0.4 αa at slope 0.072

χ̄ undiversifiable risk 0.3 αB µ̆Bt slope 0.12
γ risk aversion 6 φ capital adj. cost 8.1
ρ time preference 0.138 ι0 capital adj. intercept -0.022
a0 at stoch. steady state 0.625 δ depreciation rate 0.055
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Table 2: Quantitative Model Fit

moment model data
symbol description

(1) targeted moments

σ(Y) output volatility 1.3% 1.3%
σ(C)/σ(Y) relative consumption volatility 0.61 0.64
σ(I)/σ(Y) relative investment volatility 3.35 3.38

σ(S/Y) surplus volatility 1.1% 1.1%
E[C/Y] average consumption-output ratio 0.58 0.56
E[G/Y] average government expenditures-output ratio 0.22 0.22
E[S/Y] average surplus-output ratio -0.0005 -0.0005
E[I/K] average investment rate 0.12 0.12

E[qKK/Y] average capital-output ratio 3.48 3.73
E[qBK/Y] average debt-output ratio 0.74 0.71

E[dr̄E − drB ] average (unlevered) equity premium 3.59% 3.42%
E[drE−drB ]
σ(drE−drB)

equity sharpe ratio 0.31 0.31

(2) untargeted moments

ρ(Y, C) correlation of output and consumption 0.98 0.92
ρ(Y, I) correlation of output and investment 0.99 0.94

ρ(Y, S/Y) correlation of output and surpluses 0.98 0.60
σ(qBK/Y) volatility of debt-output ratio 4.8% 2.0%

E[r f ] average risk-free rate 5.18% 0.69%
σ(r f ) volatility of risk-free rate 5.47% 2.43%

Notes: For x /∈ {drE − drB , r f }, σ(x) denotes the standard deviation of x and ρ(x, y) denotes the correlation of x and y, both at a
quarterly frequency. Inputs x and y are HP-filtered with smoothing parameter 1600. For x, y ∈ {Y, C, I, G}, we take logarithms
before filtering. E[x] denotes expectations over the ergodic model distribution, inputs x are not HP-filtered. x ∈ {drE − drB , r f }
refer to annualized returns measured at monthly frequency and are also not HP-filtered. Y: (aggregate) output, C: consumption, I:
investment, G: government expenditures, S: primary surplus, r f : risk-free rate; K, qK , qB, drB, dr̄E are defined as in Section 2.
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Figure 1: Equilibrium asset valuations qB (left scale) and qK (right scale) as a function of id-
iosyncratic risk σ̃. The gray shaded area in the background depicts the (rescaled) ergodic den-
sity of the state variable σ̃.
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Figure 2: Decomposition of the value of government debt as a function of idiosyncratic risk σ̃.
The dashed line shows the present value of primary surpluses (qB,CF), the dashed-dotted line
the present value of service flows (qB,SF) and the solid line the total value of government debt
(qB), all normalized by the capital stock.
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Figure 3: Debt Laffer curve for dynamic model and in steady state (constant σ̃t) when there is a
bubble on government debt. E[µ̆B ] is varied by varying parameter µ̆B,0 while keeping all other
parameters as in Table 1.
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