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Household Debt Housing Price Channel and Business Cycle in China
MENG Xianchun and ZHANG Yishan

( Business School Jilin University)

Summary: The financial crisis caused by the large number of subprime mortgage defaults in 2007 propelled the U. S.
economy into the Great Recession. The crisis has sparked new questions about the relation between household debt and the
business cycle. In the past decade the Chinese economy has witnessed a substantial expansion of household debt

accompanied by a great housing boom and a slowdown in economic growth. Moreover Chinas macro data also shows that
household debt positively co-moves with housing prices in the same direction while housing prices co-move with household
consumption corporate credit and investment in the opposite direction. The household debt expansion affects the real
economy primarily via housing price channel. However compared with developed economies the macro effect of housing
price fluctuations in China is significantly different. Therefore the theoretical model focusing on the impact of household
debt on the developed economies is difficult to explain the co-movements between household debt and China‘s business
cycle.

This paper aims to fill part of this gap by modeling the co-movements between household debt and fluctuations in China
s business cycle in a quantitative general equilibrium framework. Specifically this paper extended the standard New
Keynesian Dynamic Stochastic General Equilibrium ( NK-DSGE) model in three ways. First based on the reality that the
underdeveloped financial system causes housing assets to become desirable safe stores of value for Chinese households the
model assumes that household members have a relatively low risk aversion with respect to housing services. Second
financial frictions in households enterprises and commercial banks coexist and interact which affects the model “s
equilibrium. Third the model incorporates a household credit expansion shock that can generate co-movements between
household debt and the housing price which are a driving force behind the impact of household debt on the business cycle.

We present three main findings. First with a relatively low housing risk aversion residents’marginal utility of housing
services decreases slowly with the increase of credit-driven housing demand which keeps the households ~ demand for
housing strong. As a result an expansion in household debt raises the housing price which in turn promotes the further
expansion of household debt through the collateral channel forming a positive closeddoop feedback mechanism between
household debt and housing prices. Second through the housing price channel a rise in household debt makes credit—
constrained households reduce consumption and stimulates constrained commercial banks to allocate more credit to the
unproductive household sector instead of the entrepreneurial sector crowding out corporate investment and causing
fluctuations in the business cycle. Third the pro-cyclical bank balance sheet leads to the higher the loan-to-value ratio of
households the larger fluctuations in household debt and business cycle. This result implies that depressing the leverage of
households can curb the expansion of household debt and stabilize the aggregate economy and housing market.

This paper makes contributions in two aspects. First a novel feature of our model relative to the DSGE literature on
credit cycle in China is that households have low risk aversion with respect to housing services. More importantly it gives
rise to an empirically plausible mechanism that can potentially generate the positive co-movements between household debt
and housing price observed in Chinas macro data. Understanding the microeconomic forces that underpin household debt
cycle is a critical first step for formulating appropriate policy interventions in credit markets. Second in our model both
households and enterprises are credit constrained by the value of their houses and the commercial banks face a balance
sheet constraint. This allows our model to incorporate the housing price channel through which the household debt expansion
affects household consumption expenditure bank credit allocation and corporate investment. Therefore our model provides
a novel mechanism to understand the co-movements between household debt and business cycle in China. In addition this
paper offers a tractable model for evaluating the role of policy interventions in household debt.

Keywords: Household Debt; Housing Price Channel; Business Cycle; Financial Frictions
JEL Classification: E32 E44 G51
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