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Chapter 6

Conclusion

This thesis analyzes the importance of frictions in household �nance in a¤ecting business

cycle dynamics. Intuitively, it may strike one as obvious that such frictions are impor-

tant for macroeconomic outcomes. It seems unlikely that since Gogol wrote Dead Souls,

borrowers bettered themselves and have come to behave in line with the best interests

of banks. Moreover, it has become very common for households to use mortgages and

consumer credit to �nance their purchases. The e¤ects of adverse macroeconomic shocks

may very well be exacerbated by increased di¢ culties in obtaining household credit. The

chapters in this thesis study the extent to which theoretical models and empirical evi-

dence support this type of idea. Below, I discuss some of the main �ndings and their

implications for future research.

Chapter 2 discusses the e¤ects of credit frictions in a basic model of the macro economy

with durable and non-durable consumption goods. In particular, it is studied how the

presence of collateral-constrained borrowers alters the transmission of a monetary policy

shock. Conventional intuition suggests that credit frictions become more severe follow-

ing a negative macroeonomic shock, exacerbating the decline in output. In accordance

with this intuition, the model predicts that borrowers become more constrained in their

spending opportunities after a monetary tightening. However, the presence of collateral

constraints does not generate a larger decline in output, because in general equilibrium,

savers and borrowers take nearly opposite spending decisions. This is a surprising �nding

that is obtained in a setting in which borrowers and savers are assumed to have very sim-
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ilar characteristics. In reality, borrowers and savers may be quite di¤erent, for example

because a typical borrower may be in a di¤erent stage of the life cycle than a typical

saver. A useful direction for future research is to explore whether there are plausible

forms of heterogeneity between borrowers and savers that could fundamentally change

the transmission of shocks.

If frictions in household �nance are important for macroeconomic dynamics, then inno-

vations in markets for mortgages and consumer credit might have fundamentally changed

the nature of the business cycle. Chapter 3 shows that aggregate data on mortgage debt

and consumer credit provide surprisingly little support for this idea. Therefore, models

with standard frictions in household borrowing may not be very helpful in explaining

the observed change of the business cycle. However, the analysis also shows that once

aggregate debt is split up into loans that are on the balance sheets of banks and loans

that are not, substantial changes in business cycle behavior of these components are ob-

served. Thus, models that provide more realistic descriptions of the complex decisions

made by �nancial intermediaries, may be more promising in explaining changes in the

business cycle than models that focus exclusively on constraints that limit the behavior

of borrowers.

Chapter 4 shows that frictions in household borrowing can create a tight link between

housing and labor markets. When house prices decline, it becomes unattractive for bor-

rowers to accept job o¤ers that necessitate a move to a distant location, since moving

requires borrowers to re�nance their mortgages. Credit frictions are shown to magnify

and propagate the real e¤ects of shocks that a¤ect house prices.

The e¤ects in Chapter 4 arise in a model with a new type of constraint. Under this

new setup, collateral requirements apply only to new mortgage loans, which are taken out

when a borrower moves. By contrast, standard credit friction models make the unrealistic

assumption that collateral requirements are renewed in each and every period.

The newly introduced constraint has the appeal of realism, but it has not been derived

as a feature of an optimal contract. I leave this exercise for further research, but it is
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intriguing that in reality lenders usually do not demand any additional downpayments

when house prices fall. This may be the result of problems in enforcing additional down-

payments. Before a mortgage contract is written, a lender can simply refuse to make a

loan unless a certain collateral requirement is met. But once the borrower has received the

funds, additional downpayments are only viable if it is in the best interest of the lender

to take possession of the collateral if the borrower refuses to comply with the contract.

This may not be the case if foreclosures are costly to the lender or easily delayed by the

borrower.

A second way to extend the analysis of Chapter 4 is to model homeownership as an

endogenous choice. Providing homeowners with the opportunity to become renters may

dampen the reduction in geographical mobility when house prices fall. However, a realistic

model of renters and homeowners would take into account the bene�ts of homeownership

versus renting. In particular, renters do not have full discretion over their house due

to frictions between them and their landlords. Moreover, homeownership may have tax

advantages or intrinsic bene�ts. As a consequence, a homeowner su¤ers a utility loss when

becoming a renter. Such a utility loss obstructs geographical mobility, like the utility loss

that is su¤ered when re�nancing a mortgage after a fall in house prices.

Chapter 5 develops a model with heterogeneous borrowers and collateral requirements

that are renewed infrequently at the individual level, as is observed in reality. It is shown

that transitions in the aggregate demand for mortgage loans occur very gradually. A

model without borrower heterogeneity, but with the constraint introduced in Chapter 4

is shown to reproduce this property. In models that follow the standard assumption that

collateral requirements are renewed in every period, however, the aggregate demand for

loans is very sensitive to shocks. This �nding suggests that standard models overstate

the e¤ects of credit frictions on the magni�cation of shocks, but understate their e¤ects

on the propagation of shocks.




