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Abstract

Risk is an important factor that affects investment decisions, especially for
undiversified entrepreneurs in less developed economies. Yet standard macro
models of financial frictions do not incorporate risk: short-term returns are known
in advance, and investment is fully reversible. Thus, even if entrepreneurs are risk
averse and credit constrained, they will invest all of their assets in the firm, until
the marginal product of capital equals the interest rate. As a result, standard models
often find that productive entrepreneurs quickly save their way out of credit
constraints, limiting the effect of financial frictions on output and aggregate
productivity. We incorporate risk into a model of financial frictions, by making
investment partially irreversible. Productive entrepreneurs accumulate capital
substantially more slowly than in the first-best, leading to a reduction in aggregate
productivity. Credit can play a role in undoing these frictions if firms have an
option to default. Default creates a state-contingent contract, in which the
entrepreneur repays if productivity stays high and defaults if productivity falls; this
encourages investment and improves welfare through risk-sharing with the bank.
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