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Abstract

We analyze the financial and macroeconomic environment within which produc-
tion activity is embedded, and study the effects on equilibrium production of shocks
to banking risk and to investor risk aversion in a general equilibrium setting. Given
investor risk aversion, the total effect of a banking risk shock is decomposed into a
bankruptcy effect and a risk-aversion effect. Allowing for changes in investor risk
aversion, an accounting framework is developed to quantify the contributions of var-
ious shocks. When calibrated to financial data during the Global Financial Crisis,
the risk-risk attitude shocks interact to generate large declines in employment and

output.
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