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Abstract
This paper studies a competitive general equilibrium model with default and endogenous collateralized contracts. The possibility of trade in spot markets creates
externalities, as spot prices and the bindingness of collateral constraints interact. We
propose a market based solution which overcomes the externalities problem and obviates the needs for any government policy intervention. If agents are allowed to contract
ex ante on market fundamentals determining the state-contingent spot prices used to
unwind collateral, over and above contracting on true underlying states of the world,
then standard existence and welfare theorems apply, that is, competitive equilibria are
equivalent with Pareto optima.
∗

This paper previously circulated under the title “Endogenous Valuation of Collateral and Ex Ante Trade

in Market Fundamentals, 2007” and “Market Based Segregated Exchanges with Default Risk, 2009”. We
would like to thank Anmol Bhandari, Mikhail Golosov, Lars Hansen, Bengt Holmstrom, Edward S. Prescott,
Thomas Sargent, Alp Simsek, Harald Uhlig, Randall Wright, Haoxiang Zhu, seminar participants at Boston
FED, Richmond FED, MIT, UCSB, UTCC, 2008 SED conference, Bewley conference, and LAFE conference.
Sartja Duangchaiyoosook provided excellent research assistance. Tee Kilenthong is grateful to financial
support from David Marshall-Merrill Lynch Faculty Fellowship at UCSB and the University of the Thai
Chamber of Commerce (UTCC). Robert Townsend is grateful to financial support from the Eunice Kennedy
Shriver National Institute of Child Health and Human Development (NICHD) under grant R01 HD027638,
the Centre for Economic Policy Research (CEPR) and the Department for International Development (DFID)
under grant MRG002 1255, the John Templeton Foundation, and the CFSP at the University of Chicago
through a grant from the Bill & Melinda Gates Foundation. The findings and conclusions contained in the
report are those of the author(s) and do not necessarily represent the views of the funders.

1

