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Does leverage magnify the severity of recessions?

�Over-investment and over-speculation are often important;
but they would have far less serious results were they not
conducted with borrowed money.�

� Irving Fisher (Econometrica, 1933, p. 341)

The U.S. stock-bust recession of 2001 was mild, whereas the
U.S. housing-bust recession of 2007-2009 was severe.

IMF World Economic Outlook 2009, Chapter 3: study of 21
advanced economies from 1970 to 2008.
) Housing-bust recessions tend to be longer and more severe
than stock-bust recessions.

This paper: U.S. counties with the largest increases in
household leverage from 2002 to 2006 experienced the most
severe recessions in subsequent years.
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Summary: This paper is third in a series.

Mian & Su� (2009a): House prices rose faster in counties
where subprime mortgages were more prevalent.

) Self-reinforcing feedback loop between easy mortgage
credit and rising house prices.

Mian & Su� (2009b): For each $1 of additional house price
appreciation, the average homeowner extracted $0.25 to $0.30
that was used for consumption or home improvement.
) House price appreciation was a signi�cant driver of
economic growth during the boom years.

This paper, Mian &Su� (2009c): Counties with the largest
increases in household leverage tended to experience the most
severe recessions.
) Recession severity in a given area re�ects the degree to
which prior growth in that area was driven by an
unsustainable borrowing trend.
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Household leverage and house prices: Country-level data
From Glick and Lansing, FRBSF Economic Letter, forthcoming.
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Policy implications: Detecting credit-driven bubbles

�When asset prices are rising rapidly at the same time that credit
is booming, there may be a greater likelihood that asset prices are
deviating from fundamentals, because laxer credit standards may
be driving asset prices upward...�

�[F]inancial regulators at central banks...may have a greater
likelihood of identifying that a bubble is in progress...[T]hey might
have information that lenders have weakened their underwriting
standards and that credit extension is rising at abnormally high
rates.�

�The resulting analysis of �nancial developments might then lead
policymakers to consider implementing policies to. . . help reduce
the magnitude of the bubble.�

Fed Governor Frederic Mishkin, May 15, 2008.
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A new strategy for dealing with bubbles?
Q&A after speech �Stabilizing the Financial Markets and the Economy,� 10/15/2008

Question: �Mr.Chairman, what are the lessons of the last few years
from the economy and from the �nancial markets for the conduct
of monetary policy.�

Bernanke: �...I think implicitly your question is probably the very
vexed question of bursting bubbles, and what to do about those...

[O]bviously the last decade has shown that bursting bubbles can be
an extraordinarily dangerous and costly phenomenon for the
economy and there is no doubt that as we emerge from the
�nancial crisis, we will all be looking at that issue and what can be
done about it...�

Fed Chairman Ben Bernanke, October 15, 2008
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