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Our research establishes a foundation work for the theory of asset price bubbles, underemployment
and wealth inequality. We provide insights into empirical puzzles, such as the rise of part-time
employment in Japan, and policy recommendations for overcoming these challenges.

The purpose of this grant was to analyze the macroeconomic implications of a
preference for wealth in dynamic macroeconomic models. Such a preference provides strong incentives
to save for households, which lowers equilibrium interest rates. Our main findings are as follows.

First, we show that such a low interest rate environment can give rise to asset price bubbles, i.e.
asset values above those justified by economic fundamentals, and extends the fiscal space available
to governments above the level suggested by the traditional analysis. Second, an economy can suffer
from a persistent lack of aggregate demand (secular stagnation) in such an environment. We show that
the labor market under stagnation can be characterized by substantial underemployment (i.e.
non-regular and part-time employment) despite a low unemployment rate. Finally, our model Erovides a
microfounded theory of inequality, formalizing and extending the empirical analysis of Piketty
(2014).
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1. Background of the research project: The standard workhorse models of macroeconomics
assume that households save for the purpose of optimally distributing consumption over time
only. Ono (1994, Oxford University Press) was the first to study the implications for
macroeconomic dynamics of incorporating behavioral features, specifically a preference for
wealth, into an otherwise standard dynamic model. In a set-up with infinitely-lived
households such a preference can represent bequest motives or status concerns, effectively
providing additional incentives for households to save compared to standard models. In
earlier research (Illing et al, 2018, EER), we have studied the implications of such a
preference for credit growth and aggregate demand in a heterogeneous agent setup. The
purpose of this grant was to extend this analysis in order to further our understanding of the
macroeconomic implications of a preference for wealth.

2. Purpose of the research project: In a series of interrelated research projects, joint with
Japanese and international researchers, we want to analyze the implications of a preference
for wealth for macroeconomic dynamics. Specifically, we aim at studying the implications for
the labor market of long-run economic stagnation, the implications for asset prices and the
possibility of asset price bubbles as well as the implications for wealth inequality.

3. Methods of the research projects: Our method is two-folds. We study these questions
analytically using modern continuous-time dynamic macroeconomic models, such as the
neoclassical growth model or the Pissarides (2000) search-and-matching model of the labor
market, that we have extended to include a preference for wealth. Based on these models, we
derive propositions about the macroeconomic implications of the preference for wealth using
stochastic optimization methods. In addition, we support the theoretical analysis by
calibrating the model to match real-world data and numerically simulate the associated
dynamics, partly using mean-field game methodology.

4 . Research results: In three interrelated projects, we have analyzed the implications of the
wealth preference for asset pricing, the labor market and inequality. Let me give a brief
overview of the main results and the current state of each of these projects:

Asset pricing: We have established a foundation work generalizing the previous works of
Tirole (1985) for the OLG model and Ono (1994) for the neoclassical growth model. We show
that asset price bubbles, i.e. an asset valuation above its fundamental value, can emerge in
the presence of a preference for wealth if the real rate of interest rin the absence of a bubble
is below the real economic
growth rate g. In that case, the
model economy admits
multiple equilibria depending
on the initial size of the asset
price bubble as illustrated in
Figure 1.

Applying these insights to the
case of sovereign debt, we
show that the fiscal scope for
governments is greater than
usually suggested by the
traditional analysis if the
condition r < g holds. This
finding complements the
recent literature on fiscal
scope in the presence of low
interest rates (see Mian et al.
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2021 or Reis, 2021).

Our paper 1is currently
submitted to and under review
at an international journal.

Figure 1: Equilibrium dynamics when 8 > 0 and 7 € (n — 6, n).



Labor market: While our previous work (Illing et al, 2018) has analyzed credit growth under
secular stagnation, this current project analyzes the consequences of a lack of aggregate
demand for the labor market. We show that underemployment and not necessarily high
unemployment becomes the main measure of economic slack in the labor market under
secular stagnation. Specifically, involuntary underemployment in the form of a persistent
shortfall of working hours occurs in the search and matching model, provided that households
derive utility from holding wealth, and quickly dominates the total employment gap under
stagnation. Our results provide new insights into empirical puzzles such as the substantial
rise in part-time and irregular employment in Japan during its lost decade despite the
seemingly decent employment record in terms of unemployment as illustrated in the figure
below.
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With respect to labor market policy, our analysis shows that conventional policy measures
aimed at reducing unemployment may increase the labor market gap through their effects
on underemployment and should be used with caution. In contrast, positive demand shocks
improve unemployment and working hours, while increases in potential output worsen both.
Our paper is currently submitted to and under review at an international journal.

Inequality: In this project, we provide a microfoundation of Piketty’s (2014) approach to
inequality, showing that widening or narrowing inequality dynamics depend on the real
interest rate rrelative to the growth rate of the real economy g. In addition, we analyze the
role of wealth preference shocks, idiosyncratic income risk and illiquidity of assets for the
dynamics of the wealth distribution. Our work so fare has created the foundations for future
work, establishing both the model framework and an extended code to conduct numerical
simulations.
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