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Empirical Facts

Capital reallocation is procyclical

Tobin’s q is acyclical

Dispersion in productivity (TFP), proxy for benefit of capital reallocation,
is counter cyclical
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The Model

mass productivity firm value
productive firm 1− δ yt > 0 V1

unproductive firm δ 0 V0

Total surplus of capital reallocation: ∆ = V1 − V0

↪→ procyclical
σ2(V ) = δ(1− δ)(V1 − V0)2 is also procyclical

Price of displaced capital: m = (1− d)[σ∆ + V0]
↪→ procyclical

Dispersion in productivity: σ2(y) = δ(1− δ)y 2
t

↪→ procyclical
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Why is σ(q) acyclical?

V

m︸︷︷︸
q in the model

?
=

Market value of assets

Book value of assets︸ ︷︷ ︸
q in the Data

STD of empirically measured q might not be a good measure of efficiency
gain of capital reallocaiton

Cyclicality of σ(q) is ambiguous in the model because both m and V are
procyclical

The denominator in q is important!
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What’s the role of financial fricitions in reallocation?

Hartford (2005, JFE): Whether industry shocks materialize waves of
mergers depends on whether there is sufficient liquidity in the capital
market.

Rhodes-Kropf, Robinson, and Viswanathan (2005, JFE): Industry produc-
tivity/regulatory shocks drive merge waves, however, misvaluation deter-
mines who buys whom

Bouwman, Fuller, and Nain (2006, RFS): Acquisitions made during booms
have lower long-run stock and operating performance
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Conclusion

A very elegant model with search friction!

It will be interesting to explain the counter cyclical dispersion in produc-
tivity.

Financial market frictions may play an important role in the cyclicality of
capital reallocation.
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