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In Search of the Origins of Financial Fluctuations: The Inelastic Markets
Hypothesis

In this paper, the authors develop a framework to theoretically and empirically analyze the fluctuations of the aggregate stock market.
Households allocate capital to institutions, which are fairly constrained, for example operating with a mandate to maintain a fixed equity
share or with moderate scope for variation. As a result, the price elasticity of demand of the aggregate stock market is small, so flows in
and out of the stock market have large impacts on prices.

Using the recent method of granular instrumental variables, the authors find that investing $1 in the stock market increases the market’s
aggregate value by about $5. They also show that they can trace back the time variation in the market’s volatility to flows and demand
shocks of different investors.

The authors also analyze how key parts of macro-finance change if markets are inelastic. They show how general equilibrium models and
pricing kernels can be generalized to incorporate flows, which makes them amenable to use in more realistic macroeconomic models, and
to policy analysis. Their calibration implies that government purchases of equities have a non-trivial impact on prices. Corporate actions
that would be neutral in a rational model, such as share buybacks, have substantial impacts too.

The author’s framework allows them to give a dynamic economic structure to old and recent datasets comprising holdings and flows in
various segments of the market. The mystery of apparently random movements of the stock market, hard to link to fundamentals, is
replaced by the more manageable problem of understanding the determinants of flows in inelastic markets. They delineate a research
agenda that can explore a number of questions raised by this analysis, and might lead to a more concrete understanding of the origins of
financial fluctuations across markets.

This documrent is not intended to, and does not relate specifically to any investrrent strategy or product that AQR offers. It is being provided merely to provide a framew ork to assist
in the inplementation of an investor's own analysis and an investor’'s own view on the topic discussed herein.

This docuent has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or recontrendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived fromsources believed by the
author and AQR Capital Managenrent, LLC (“AQR) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or inplied, as to the information’s accuracy or conrpleteness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary informetion and should not be
the primary source for any investrrent or allocation decision. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing
investrrent losses.

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR The view's expressed reflect the current views as of the date hereof
and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein.

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained fromsources believed to be reliable; how ever, neither
AQR nor the author guarantees the accuracy, adequacy or conpleteness of such information. Nothing contained herein constitutes investrrent, legal, tax or other advice nor is it to
be relied on in making an investment or other decision. There can be no assurance that an investrrent strategy will be successful. Hstoric market trends are not reliable indicators of



actual future market behavior or future performance of any particular investrent w hich may differ materially, and should not be relied upon as such. Diversification does not
eliminate the risk of experiencing investment losses.

The information in this paper may contain projections or other forw ard-looking statemments regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different fromthat shown
here. The information in this document, including statements concerning financial merket trends, is based on current market conditions, w hich will fluctuate and may be superseded
by subsequent market events or for other reasons.
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