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Introduction

• ―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 (1933) 
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• ―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 (1933) 

• ―…many households will continue to strive to rebuild their net-

worth positions in response to past – and possibly future – falls 

in residential land prices. I believe that the decline in 

household net worth, precipitated by falls in land values…will 

remain important in the recovery.‖

– Narayana Kocherlakota (2/6/2011)
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Introduction

• ―The recent decline in the personal saving rate also suggests that 

many households have made substantial progress toward repairing 

their balance sheets… That prudence, combined with significant 

gains in equity values since early 2009, has led to substantial 

improvements in the financial positions of many households… 

Given these stronger fundamentals, it seems quite reasonable to 

project robust growth in consumer spending this year.‖

– Jeffrey Lacker (2/8/2011) 
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Household Debt Relative to Disposable Personal Income
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Source: Haver Analytics 02/25/11
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Glick and Lansing, FRBSF (2010)
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Wealth Effect: Changes in Equity → Spending
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Source: Federal Reserve
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How Does Leverage Impact Spending?

• According to work by Frederic Mishkin, the size of 
household liabilities will be a factor in times of financial 
distress – liquidity hypothesis

• Very intuitive theory—consumers who face financial distress 
would prefer to be holding highly liquid financial assets (cash) 
rather than illiquid tangible assets (consumer durables)
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How Does Leverage Impact Spending?

• According to work by Frederic Mishkin, the size of 
household liabilities will be a factor in times of financial 
distress (liquidity hypothesis)

• Very intuitive theory – Consumers who face financial distress 
would prefer to be holding highly liquid financial assets (cash) 
rather than illiquid tangible assets (consumer durables)

• When indebtedness is high, consumers have higher debt 
service payments and other financial obligations that increase 
the likelihood of financial distress

• As the probability of financial distress increases, demand for 
tangible assets will decrease for highly indebted consumers

• Mishkin found that in the Great Depression and the 1973-
1975 recession, ―balance-sheet effects‖ strongly 
contributed to both economic downturns
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Mian and Sufi , Household Leverage and the Recession of 2007 to 2009 (2010)
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Active Space

All content and graphics should stay within 

the active space. When possible, align 

graphics to the left edge of active space 

area, which is also left-aligned with title.

Mian and Sufi , Household Leverage and the Recession of 2007 to 2009 (2010)
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The Great Deleveraging

• Consider three main reasons net borrowing can decrease

• Less new borrowing 

• Paying down existing debt

• Defaulting on existing debt

• Clearly all three have been taking place since the onset of 
the recession

• Auto & home purchases – Newly originated installment loan 
balances for autos and mortgages fell sharply

• Accelerated payments on existing balances – Likely not a 
predominant factor; typically households tend to repay credit 
balances at slower rate when economic activity is weak

• Enormous wave of mortgage defaults and a sharp increase in 
defaults on credit cards and other consumer loans

26



Confidential Information

Financial Position of Households Improving

• Indications that suggest improvement in credit conditions
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Financial Position of Households Improving

• Indications that suggest improvement in credit conditions

• Consumer credit has turned positive in recent months; auto 
sales picked up sharply at the end of 2010

• Survey of Senior Loan Officers indicate greater demand for 
consumer loans & greater willingness to make new loans

• Charge-off and delinquency rates on consumer credit 
improving

• Some of the balance sheet indicators suggest significant 
progress in repairing household balance sheets

• Increase in net worth over 10% since 2009 ($4 trillion)

• However, rate of seriously delinquent mortgages remains 
elevated and it will take to work through these loans; 
default rates will remain elevated in the near-term
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Nonrevolving Consumer Credit Outstanding
 Difference - Period to Period     EOP, SA, Bil.$

Consumer Revolving Credit Outstanding
 Difference - Period to Period     EOP, SA, Bil.$

10090807060504

Sources:  Federal Reserve Board /Haver Analytics 02/25/11
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Household Financial Obligation Ratio

SA, %
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Source:  Federal Reserve Board /Haver Analytics 02/25/11
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Homeowning Households Financial Obligation Ratio
SA, %

Renting Households Financial Obligation Ratio
SA, %

10050095908580

Sources:  Federal Reserve Board /Haver Analytics 02/24/11
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Conditions Vary Considerably by State
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Conclusion

• The Great Recession was preceded by a dramatic increase 
in household liabilities

• Sharp decline in housing and equity wealth negatively 
impacted consumer spending (wealth effects)

• Highly leveraged areas of the country experienced more 
severe declines in economic activity (balance sheet 
effects); this is consistent with Mishkin’s liquidity theory

• Those states/households that were more highly-indebted 
will take longer to fully recover

• Looking ahead, there are signs that households have made 
significant progress in repairing balance sheets; this is 
consistent with expectations for solid consumer spending
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