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ABSTRACT
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Herrenbrueck (Simon Fraser University)

We investigate the question of the optimal level of bond issue when the liquidity
of these bonds (and therefore their price) depends on financial market conditions.
In our model, the bonds are imperfect substitutes for money and have downward
sloping demand curves. Issuers of potentially liquid bonds seek to profit from the
liquidity rent their bonds can earn. Secondary markets are segmented and
agents will choose to trade in the market where they expect to find better
conditions. As a result, the oligopoly game of the two issuers can become very
complex. We characterize this game and how it depends on aggregate
conditions, such as the level of inflation.
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