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Contribution

I Novel shock to the level of financial incompleteness, IS

I Studied in two-agent model with endogenous capital allocation
I Analytical results

I IS leads to ineffi cient capital allocation and lower output
I IS matters even if it is hedgeable or fully anticipated

I Capital reallocation can be significant, output effects are more
muted
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Model

I Experts and Households with identical preferences, both
produce subject to different productivity processes

I Aggregate capital is fixed, allocated endogenously across the
two sectors

I Benchmark economy has complete set of one-period
contingent claims

I Incompleteness shock, IS, shuts down contingent claims,
maintains one-period bond

I Equilibrium capital allocation
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Incompleteness shock
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Risky wedge example

With ZH = ZE0 = Z
E
1 = 1 and 1 = ZE2D < Z

E
2U = 1.66















Other points

I "Benchmark results" are based on non-representative
simulated paths

I Empirical evidence on "Risky wedge" incompleteness shock?
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I Is this quantitatively important?
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