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The basic idea
Measure local financial demand shocks from the relation
between household leverage in 2007 and subsequent
declines in employment in non-tradable production

Assume that the average of these demand shocks across
counties has the same effect on local employment as does
the local shock

Use this assumption to inflate the effect on non-tradables
employment to total employment, by dividing by the share
of non-tradables

Notwithstanding the title, no attempt to translate
employment effects into unemployment effects
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The factor model

Y NT
c = γNT + βαδc + νNT,c

Y R
c = γRβ(1 − α)δ̄ + νR,c
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Demand shocks

δc = κ+ φXc + εc
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The model with observables

Y NT
c = γNT + βα(κ+ φXc + εc) + νNT,c
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Regress non-tradables

employment drop on leverage

Y NT
c = γNT + βακ+ βαφXc + νNT,c
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Counterfactual

No net local financial demand shocks:

δ̄ = 0

To alter the specification to correspond to the
counterfactual, we need to know κ
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Identifying κ

Assume that the smallest financial demand reduction is
zero:

κ+ φX1 = 0

so
κ = −φX1
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Non-tradables

Y NT
c = γNT + βαφ(Xc −X1) + βαεc + νNT,c

Effect of financial demand shock on non-tradables is

Ŷ NT
c = βαφ(Xc −X1)

where βαφ is the estimated compound coefficient in the
earlier regression of non-tradable employment reductions on
leverage across counties
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Total employment reduction

from financial demand shocks

Ŷ = βφ(X̄ −X1)

=
1

α
average of Ŷ NT

c over c
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c over c

·

10



The key assumption
is that the coefficient β in

Y NT
c = γNT + βαδc + νNT,c

is the same as the coefficient β in

Y R
c = γRβ(1 − α)δ̄ + νR,c

β is the elasticity of output with respect to output demand,
a cousin of the expenditure multiplier

One can think of good reasons why the national multiplier
would be lower than the local multiplier and good reasons
why it would be higher

The evidence suggests that the local multiplier may be
somewhat higher than the national multiplier...
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Recent evidence on local

multipliers
I Valerie A. Ramey, “Can Government Purchases

Stimulate the Economy? JEL, 2011
I Daniel Shoag, “The Impact of Government Spending

Shocks: Evidence on the Multiplier from State Pension
Plan Returns”

I Emi Nakamura and Jón Steinsson, “Fiscal Stimulus in
a Monetary Union: Evidence from U.S. Regions”

I Jeffrey Clemens and Stephen Miran, “Fiscal Policy
Multipliers on Sub-National Government Spending”

I Sylvain Leduc and Daniel Wilson, “Roads to
Prosperity or Bridges to Nowhere? Theory and
Evidence on the Impact of Public Infrastructure
Investment” Macro Annual 2012
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Results by sector

Concept Source Non-
tradables Tradables Construc-

tion Services Total

Fraction of total employment Table 2 0.196 0.107 0.112 0.585 1

Employment, 2007 Calculated 23,964 13,082 13,694 71,525 122,265

Decline in employment From authors 858 1410 1993 1794 6055

Decline in employment attributable to 
local financial demand shocks Calculated 769 420 439 2,295 3,923

Decline in employment from national 
shock and structural shifts Calculated 89 990 1,554 -501 2,132
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Compared to what?

The more natural comparison of the estimated financial
demand effects is to the shortfall of employment by trend,
not to the absolute decline in employment
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Financial demand effects relative

to total employment shortfalls

Concept Non-
tradables Tradables Construc-

tion Services Total

Decline in employment 858 1,410 1,993 1,794 6,055

Decline in employment attributable to 
local financial demand shocks 769 420 439 2,295 3,923

Ratio 0.90 0.30 0.22 1.28 0.65

Two-year trend rate, 1990-2007 0.029 -0.027 0.045 0.043 0.028

Total shortfall in employment relative to 
trend 1,544 1,054 2,608 4,850 9,495

Ratio of financial demand effect to total 
shortfall 0.50 0.40 0.17 0.47 0.41
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“Quantifying the Forces Leading

to the Collapse of GDP after

the Financial Crisis”—financial

friction
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