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A study on boom-bust cycles driven by diverse expectations
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We constructed a dynamical model that extends the standard general equilibrium
model with incomplete markets that allows for diverse expectations by incorporating production so as to
understand the two feedback mechanisms - from financial side to the real side, and from the real side to
the financial side of the economy. In particular, we consider a model that has a socially optimal level
of investment, implying that the existence of a coordination problem regarding investment. When the
expectations are more volatile over time, prices become more volatile, but the average GDP level shows no
monotonic relationship, when there is no short-sale constraint. In contrast, when short-sale constraints
are imposed, looser constraints imply a higher average GDP level, but has no monotonic relationship with
?rice fluctuations. However, the social welfare level will be lower when the short-sale constraints are

ooser.
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