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Abstract

We document empirically that financial risk has a long-lasting impact on economic ac-
tivity, leading to a permanent effect on the economy’s trend. We propose a model featuring
endogenous productivity, financial frictions, and financial risk to explain the data. In our
model, both the financial and real sectors contract after an adverse financial risk shock be-
cause this shock has perverse effects on productivity. Furthermore, financial risk induces

persistent movements in consumption, which leads to endogenous long-run risk.
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