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Facts on the last recession: Output, Unemp, Cons, Inv
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Facts on the Great Recession: wealth, mortg, houses, pr h
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Facts on the last recession: productivity and labor quality
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TFP: measured with total hours
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Culprit: Financial Shocks?

When looking for triggers of the Great Recession some form of
financial breakdown comes out in most popular explanations.

Financing difficulties contribute to cut spending both of firms and
households.

Most of the action occurs via a demand reduction.

Yet models have a hard time to deliver this.
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This paper

Explores recessions that are triggered by shocks to households’ ability
to borrow.

What are the theoretical elements needed

In the context of a modern macro model

Production with Savings

A lot of wealth

Heterogeneity so that financial frictions restrict trade between households
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Findings: The answer is yes, provided there are (from +to-)

1 Real frictions that difficult the switch from production of consumption
goods to exports or investment.

2 Houses with prices amenable to falling as they did in the data.

3 Frictions in the goods markets that generate movements in measured
GDP.

4 Households that differ in job prospects.

5 Some labor market frictions that limit wage adjustments.
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Findings: The Recession that we generate

• Shares most of the features of the Great Recession:

1 A large decline in output, employment, consumption and investment.

2 Large reductions in assets (housing and stocks) prices.
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The Model Characteristics: Steady State

Enhanced Aiyagari Economy:

1 Multisector: Tradables and nontradables.

2 Houses (land) that need to be purchased to be enjoyed.

3 Endogenous productivity movements (frictions in goods markets).

4 Various job market frictions.
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Households (Many)

H’holds care about quantities and number of varieties of nontradables,
and about tradables and housing.

Finding varieties require search effort so increasing consumption
implies increasing productivity.

They differ in skills and may or may not have a job (they are rationed)

Have assets usable to purchase houses with a financial constraint or to
save as shares of mutual funds.

Poorest have almost no assets.

Middle house and mortgages.

Rich all else.
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The Financial Shocks
We now pose simultaneous (MIT) shocks to the Financial system:
Both to

1 Loan to value ratio. λ

2 Markup on loans ζ

Solve for the transition

We have to take care of wages dynamics. They are determined via the
following formula

logw − logw = εw
(
logY − logY

)
[Gornemann, Kuester, and Nakajima(2012)].

Solving the transition implies solving for sequences for home prices,
wages, nontradable prices.

We assume the transition is completed in T periods.
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Mapping the Model to Data
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Housing Utility Function

Housing utility function Engel Curve: consumption vs housing
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Calibration Strategy

Set to replicate

Macro aggregates (wealth, indebtedness, housing, employment, goods
shares,)

Lorenz curves of earnings, housing and non housing wealth

Evolution of wages

Changes (inv, TFP, exports) during the transition
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Lorenz Curve Return

Networth Housing

0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1

0.1

0.2

0.3

0.4

0.5

0.6

0.7

0.8

0.9

1

 

 

Model
Data

0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1

0.1

0.2

0.3

0.4

0.5

0.6

0.7

0.8

0.9

1

 

 

Model
Data

Huo & Rı́os-Rull, Yale, Penn, UCL, CAERP Financial Frictions, Asset Prices, & the Great Recession KAEA-AEA ASSA 15/28



Experiments: once and for all set of surprises

Over three months the down payment changes from 20% to 40%

The borrowing interest rate’s surcharge goes from zero to 0.5%
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Long Run Properties

• Typically like in all [Aiyagari(1994)] - [Bewley(1986)] -
[Huggett(1993)] - [Imrohoroğlu(1989)] type models, in the long run
output and wealth end up being higher.

• But in our economies the transition is associated to a recession.
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• But in our economies the transition is associated to a recession.
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Cross-Sectional Effects
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• This agrees with the evidence in [Petev, Pistaferri, and Eksten(2012)] and

[Parker and Vissing-Jorgensen(2009)]

Huo & Rı́os-Rull, Yale, Penn, UCL, CAERP Financial Frictions, Asset Prices, & the Great Recession KAEA-AEA ASSA 21/28



Constant Housing Prices: Loss of Wealth is what matters
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Allowing Default Exacerbates the Recession
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Financial Expansion looks good for the Aughts: Credit Cycle
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Experiment 7: Credit Cycle
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Conclusions

We have a recession generated purely by increased difficulties to
borrow on the part of households

The recession comes together with

TFP loses

Drop in Housing prices (movements too sharp because of lack of house
frictions)

Drop in Stock Market

The literature is trying hard to get this ([Midrigan and Philippon(2011)],

[Guerrieri and Lorenzoni(2009)]) with limited success.

Still ways to go:

Foreclosures; slow housing frictions; Long term Mortgages.

Slow expanding export industries.

Model of banking cycles.
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Thank you very much
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