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The basic story, phase I

Real-estate binge in the 2000s

Buildup of housing and consumer durables

Buildup of mortgage, car, and credit-card debt

Financial institutions thinly capitalized
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The basic story, phase II

Real-estate prices began to fall in 2007 and have fallen ever
since.

Financial institutions failed because of declining asset
values; others severely stressed. Credit to households
dramatically tightened.

Homebuilding and consumer spending declined sharply and
remain low today.

The zero lower bound prevented interest rates from falling
far enough to maintain full employment.
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Guerrieri and Lorenzoni

Definitely a good account of the basic issue of how credit
tightening lowers the equilibrium interest rate.

Not clear that the sticky-price, flexible-wage version
explains what happens when the ZLB binds.

I strongly agree that moving to a DMP labor market and
adding business capital are the next steps.
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Eggertsson and Krugman
This paper lies between the beautiful and transparent
simplicity of Krugman (1998) and the
let’s-do-it-right-on-the-computer approach of Guerrieri and
Lorenzoni.

Much of the complication necessarily arises from replacing
Krugman’s driving force of declining consumption
endowment with credit tightening. I think the paper is
successful in capturing the effects of tightening.

The New Keynesian part of the paper shares the opacity of
most NK modeling—the story is inevitably sufficiently
complicated that only the most determined student can
follow it.

I think the approach in Christiano, Eichenbaum, and
Rebelo’s recent JPE paper might be better—embed the
new ideas in an otherwise standard computer-based NK
model and let it grind out the answer.
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Midrigan and Philippon

A key distinction is that liquidity is available immediately
but credit takes one period to arrange.

Like many papers tackling the question of why the crisis
resulted in large employment declines, this one has to
include a mechanism that prevents the workers released
when local consumers are buying less from making stuff for
other consumers.

The geographic restriction here is analogous to the zero
lower bound in intertemporal models.

I’ll present evidence that the focus on household credit is
right on point.
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Deleveraging is central

Business credit tightened, but most GDP arises in
businesses that are not credit-dependent

Huge tightening of credit to households and most are
credit-dependent
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The typical household has almost

no liquid-asset buffer

Define a family as liquidity-constrained if holdings in
savings accounts and the like are less than two months of
income.

In the 2007 Survey of Consumer Finances, households
illiquid by this standard earned 58 percent of all income.

Many quite prosperous families hold essentially no liquid
financial assets (Kaplan and Violante (2011)).

The fraction of households that were constrained—74
percent—is even higher because lower-income households
are more likely to be constrained.
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Burden of Debt Service
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Indexes of Lending Standards

Inferred from the FRB Senior

Loan Officer Survey
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Index of Google Search Queries

for the Term “withdrawal

penalty”
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The Primacy of the Household

Channel in the Collapse of GDP

after the Financial Crisis

New paper almost ready for distribution
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Purchases,Trillions of Dollars

2008:3 
actual

2010:4 
actual Change

Non-crisis 
model 

solution

2010:4 
departure 

from model

(1) (2) (3) (4) (5)

Household channel 11.65 10.75 -0.90 12.83 -2.08

Consumer non-durables and service 9.92 9.29 -0.63 10.29 -1.00

Consumer durables 1.22 1.12 -0.09 1.53 -0.40

Residential construction 0.51 0.33 -0.18 1.02 -0.68

Business channel 1.78 1.49 -0.30 1.78 -0.30

Inventory investment -0.05 0.04 0.09 -0.04 0.08

Business fixed investment 1.83 1.45 -0.38 1.83 -0.38

Other purchases

Net exports -0.83 -0.50 0.33 -1.01 0.51

Government purchases 3.22 3.02 -0.20

Total trend-adjusted real GDP 15.82 14.76 -1.07 16.63 -2.07 14



Estimated Behavioral Shifts

Caused by the Crisis

Component of purchases Behavioral shift 
induced by crisis

Household channel -1.28

Consumer non-durables and services -0.43

Consumer durables -0.21

Residential construction -0.64

Business channel -0.11

Inventory investment 0.14

Business fixed investment -0.25

Net exports 0.51
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Estimated Effects of the Crisis

Affected component of purchases Departure 
from forecast

Effect of 
crisis-period 
exogenous 
variables

Effect of 
increase in 
government 
purchases 
multiplier

Effect of 
household 

shifts

Effect of 
business shifts

Effect of all 
shifts

(1) (2) (3) (4) (5) (6)

Household channel -2.07 0.05 -0.22 -2.17 -0.08 -1.89

Consumer non-durables and services -1.04 -0.05 -0.11 -1.07 -0.06 -0.88

Consumer durables -0.42 0.02 -0.06 -0.45 -0.02 -0.38

Residential construction -0.60 0.08 -0.05 -0.64 0.00 -0.64

Business channel -0.18 0.04 -0.02 -0.14 -0.12 -0.21

Inventory investment 0.12 0.01 0.00 -0.05 0.13 0.11

Business fixed investment -0.30 0.03 -0.01 -0.09 -0.26 -0.31

Net exports 0.41 -0.07 -0.03 0.00 0.00 0.51

Total trend-adjusted real GDP -2.04 0.02 -0.27 -2.30 -0.20 -1.59
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The zero lower bound on the

interest rate

The nominal interest rate can’t be negative, because
investors can always hold currency.

The inflation rate in today’s economy is stuck around 1 or
2 percent per year.

So the real rate cannot be lower than -1 or -2 percent.
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The near-exogeneity of inflation

in today’s economy
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Inflation outlook

Professional forecasters, 10 year: 2.2 percent

Consumer expectations, 5 to 10 year: 3.0 percent

Treasury inflation-protected breakeven, 5 year: 2.9 percent

No sign that providential inflation will break out, resulting
in lower real rates and faster recovery
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The central bank’s influence

over inflation

Suppose the central bank has a policy lever that controls
the rate of inflation π.

Any reasonable central bank would pick a rate of inflation
that exceeded minus the equilibrium real interest rate
(π > −r∗), so that the nominal rate would be positive in
equilibrium and the zero bound would cause no mischief.

The zero lower bound binds when the central bank loses
control of the rate of inflation.
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Real rate of interest

The real rate is the nominal rate minus the rate of inflation.

Thus, if the nominal rate zero, the real rate is minus the
rate of inflation.

If the rate of inflation is exogenous, the real rate is pinned
at minus the rate of inflation.
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A Long Period with the Nominal

Short Rate Pinned at Zero
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The U.S. economy in October 2008

and October 2009, while at the

zero lower bound
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