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We describe a classroom demonstration in which students explore
the relationship between collateral constraints and housing prices.
By being actively involved in tracing the changes in consumer
balance sheets, students gain a better understanding of the effects of
asset prices on household wealth and the associated ﬁnancial
accelerator mechanism. Following the demonstration, students will
be better prepared to discuss (a) how lower lending standards
facilitated the housing bubble and then led to the 2007–2009 crisis;
(b) the impact of irrational consumer expectations on macroeconomic activity during the inﬂation of the housing bubble; and (c) the
role of the central bank in stabilizing asset prices and containing
speculative actions of households.
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1. Introduction
The majority of economists agree that the collapse of the housing market both precipitated and
exacerbated the 2007–2009 recession. Homes are a major component of household wealth, and the
collapse of home prices severely damaged the household balance sheets causing consumers to cut
back dramatically on spending. Although this narrative has entered public folklore, most economics
students are unable to explain the precise underlying mechanism: what caused the housing bubble to
inﬂate, and why did it burst? What is the connection between ﬂuctuating housing prices and
consumption spending? How does it affect the overall economy? In this classroom exercise students
experience ﬁrst-hand the economic incentives and forces governing the housing market. The goal of
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this ‘‘bottom-up’’ participatory approach is to raise students’ understanding of the links between
household credit, housing prices, and lending standards.
We conduct a classroom demonstration of the ﬁnancial accelerator—the observation that the
ability of ﬁrms and households to borrow is a function of their net worth. The notion of ﬁnancial
accelerator has not been addressed in mainstream macroeconomics textbooks despite being
widely discussed in the academic literature.1 The main objective of our demonstration is to show
students how higher asset prices increase a household’s net worth and therefore its borrowing
limit, leading to increase in demand which further fuels asset prices. When the process goes in
reverse, the economy may experience a vicious cycle of bankruptcies, lower demand and
collapsing asset values.
This demonstration is fairly short and should take no more than 20 min of class time. Our aim is
to use a simple numerical example to demonstrate the underlying phenomenon so that in the rest
of the class period students will be better prepared to discuss (a) how lower lending standards
facilitated the housing bubble and then led to the 2007–2009 crisis; (b) the impact of irrational
consumer expectations on aggregate consumption during the inﬂation of the housing bubble; and
(c) the role of the central bank in stabilizing asset prices and containing speculative actions of
households.
Our demonstration is ideal for smaller classes of up to 30 students. We want to keep the exercise
accessible to students in the Principles of Macroeconomics classes, but our baseline setup can be
extended in several dimensions depending on the level of the course.2 For instance, instructors may
choose to add a banking sector, which allows students to discuss required and desired reserve ratios,
track the evolution of total credit in the economy, and observe the effect of a looser monetary policy on
the housing and ﬁnancial system collapse. Regardless of the course level, this exercise should be
performed following the lectures on monetary and ﬁscal policies. Finally, this paper is primarily
written for the instructor (and not for the students). Therefore, as a teaching aid to the classroom
discussions, we have added a number of ‘‘talking points’’ that include both data and graphs to help the
instructor link the demonstration to the real world observables. A PowerPoint document with all the
graphs included in the paper can be found at https://facultystaff.richmond.edu/omykhayl/
research.htm.

2. 1995–2007 housing bubble: a brief overview of the underlying causes
In the several years following the burst of the U.S. housing bubble, a multitude of studies have
engaged in both empirical and theoretical investigation of the sources of housing price ﬂuctuations.
The commonly identiﬁed culprits of the recent volatility in the real estate market include international
capital ﬂows and the lowering of global interest rates (Caballero et al., 2008; Laibson and Mollerstrom,
2010); loose domestic monetary policy (Taylor, 2009); shifts in preferences for housing (Gete, 2010;
Iacoviello and Neri, 2010); ﬁnancial liberalization (Favilukis et al., 2011); and productivity gains (Kole
and Martin, 2009; Punzi, 2007). We begin with a short summary of the key mechanisms operational in
the build-up and the subsequent burst of the housing bubble.3 While many of these details may be
beyond the scope of the in-class exercise presented in the next section, they serve to motivate the
framework used in our demonstration, and link it to some of the observed outcomes students may be
familiar with.
The early 2000s witnessed a signiﬁcant increase in the international capital inﬂows into the U.S.
(the ‘‘global savings glut’’ identiﬁed by Bernanke, 2005). These were caused both by the reactionary
build-up of foreign reserves in Asia and Latin America following a series of currency crises during the
mid- to late 1990s, and by surging revenues of oil-producing economies. The capital inﬂows, combined
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Intermediate Macroeconomics and Money and Banking. A detailed description of this exercise is available at https://
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