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Abstract: This paper investigates the impact of consumer-debt distress on the U.S. economy.
Preliminary results find that changes in household balance sheet can explain approximately 45%
of the total decline in consumption during the recent recession.

Introduction: Household consumption expenditure is approximately 70% of the U.S. economy.
Recent research has shown that consumption decline during the Great Recession was in part due
to household debt burden, which is also partially the reason for the slow recovery. Our preliminary
results suggest that household debt burden can explain 45% of the decline in consumption from
crest to trough during the Great Recession. The reduction in consumption was disproportionately
borne by households with weaker balance sheets in terms of net wealth, income and leverage to
begin with. For example, households with wealth in the lowest decile saw their consumption decline
two times more than households with highest wealth.

Our preliminary results show that one standard deviation increase in household balance sheet
has the same impact as 4% increase in unemployment in terms of reduction of consumer demand.
Such comparisons can help understand the tradeoff between consumer debt and inflation in terms
of monetary policy, in addition to the traditionally accepted tradeoff between unemployment and
inflation.

Background: Recent theoretical works have hypothesized that accumulation of large amounts of
debt by consumers can be an important driver of recessions.! Mian, Rao, and Sufi (2013) use a
new data set to observe changes in household consumption and wealth at the county and zip code
levels. They estimate a large elasticity of consumption with respect to housing net worth. They
also point out that heterogeneity among households is an important determinant of consumption
patterns.

Research Description: Our paper has two goals: (i) We seek to study the impact of heterogeneity
of individual households on consumption pattern. (ii) More importantly, by using individual house-
holds consumption patterns, we seek to measure the aggregate impact of overextended household

balance sheets on consumption during the recent recession.

!See Eggertsson and Krugman (2012), Guerrieri and Lorenzoni (2011), Hall (2011), Philippon and Midrigan
(2011). Mian and Sufi (2011) use zip code level data on auto purchases and exploit within-county variation to show
that the consumption response to declining house prices was stronger in areas with more reliance on housing as a
source of wealth.



We utilize Panel Study of Income Dynamics (PSID) data to estimate the consumption response
of households to their balance sheet shocks and aggregate shocks. We then employ a structural
model to disentangle the various household characteristics (income, wealth, leverage) at play that
affect household consumption. The model can distinguish between two main channels through
which household balance sheet affects household consumption: (i) the collateral channel and (ii)
the “wealth effect”. In addition to PSID, in the structural model calibration, we employ Survey of
Consumer Finances data to obtain more detailed balance sheet data on U.S. consumers over time.?
To the best of our knowledge, this is the first paper to measure the impact of consumer balance
sheet on consumption at an aggregate level allowing for heterogenous response of consumers.

The model features a continuum of infinitely lived consumers who maximize their utility. Wages

are persistent and depend on aggregate and individual specific shocks. If wage offer is below
reservation wage, consumers choose to not work and receive reservation wage. Each consumer
has two accounts - cash/savings and investment/housing account, with fixed and variable returns
respectively. Adding capital to the housing/investent account is costly, as observed in real estate
transactions. The wage process is able to generates substantial heterogeneity in terms of wealth,
income and household debt. These moments generated from the model are matched with data
providing us confidence regarding model fit. The model generated panel data of consumers with all
relevant information and code for analyzing it will be available to all.
Preliminary Results: As a counterfactual analysis, we compare the consumption reduction of
each household from their peak in December 2007 to trough in June 2009 (NBER defined recession),
to the case where the housing prices remained flat starting December 2007. Aggregating over the
distribution of all individual households, we find that optimal consumption falls by 1.25% due to
the household decline. Given that the total consumption fell by 2.78%, household balance sheet
channel can explain 45% of the decline in consumption during the recent financial crisis.

Regarding cross-sectional variation, preliminary results show that households that were most
levered before the crisis faced approximately three times larger decline in consumption compared
to households with no leverage. The decile of consumers with the lowest income faced 50% larger
decline in consumption compared to the highest income group.

We hope that our results help policy makers to shorten periods of economic downturn and slow

growth further.

2We employ Case-Shiller House Price Index for housing prices, along with additional macroeconomic data from
the Bureau of Economic Analysis.



Itemized Budget

1. Research Assistantship: We plan to hire a research assistant who can independently check
our code and data analysis. We also hope to ask him/her to help us clean additional data

that we obtain. 40 weeks at 20 hours a week, $10 per hour: $8,000.

2. Travel Support: We would like to obtain partial support for at least two conferences where
one of the authors can go to present this paper. $400 airline tickets, and three nights stay

per conference at $200 per day cost: $2,000 in total for two conferences.

3. Total Grant Requested: $10,000

Public Availability of Our Data: Our fitted model produces simulated data on consumers. We
plan to make this model generated panel data of consumers with all relevant information and code
available to everyone. Hopefully, this data will help several researchers interested in understanding

household behavior based on various household characteristics (such as income, wealth, leverage).
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