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Uncertain Booms and Fragility

I develop a framework of the build-up and outbreak of financial crises in an asym-
metric information setting. In equilibrium, two distinct economic states arise endoge-
nously: normal times periods of modest investment, and booms periods of expansion-
ary investment. Normal times occur when the intermediary sector realizes moderate
investment opportunities. Booms occur when the intermediary sector realizes many
investment opportunities, but also occur when it realizes very few opportunities. As
a result, investors face greater uncertainty in booms. During a boom, subsequent ar-
rival of negative information about an intermediary asset results in large downward
shifts in investors confidence about the underlying quality of long-term assets. A cri-
sis of confidence ensues. Investors collectively force costly early liquidation of the
intermediated assets and move capital to safe assets, in a flight-to-quality episode.
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Credit Rating Inflation and Firms’ Investments, by Itay Goldstein and Chong Huang,
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