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The Aftermath of the Great Recession

• Recovery from the Great Recession proceeds far 
slower than anticipated and most forecasts were 
too optimistic.

• This is true even in countries with active monetary 
and fiscal policy response to the crisis, e.g. U.S.

• Considerable heterogeneity in economic 
performance, e.g. Germany v UK.

• Are recoveries from financial crises different? 
What‘s holding economies back? 
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Value of macroeconomic history

• Importance of long-run empirical evidence

– Financial crises are rare events

– Dangers of myopic focus on 20 years of data

• The influential work of Reinhart and Rogoff looks 
at public debt and its effects on the economy

– e.g. Reinhart/Rogoff (AER, 2009, 2010)

• Focus in our research is on private sector credit

– Schularick/Taylor 2012 (AER, 2012); 
Jorda/Schularick/Taylor 2011 (IMFER, 2011) 
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Credit, Crises and the Macroeconomy

• We assembled a new panel database of bank credit
over 140 years.

• 14 advanced economies: yearly data from 1870 to 
2008.

• Study role of leverage in close to 200 business 
cycles.
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Two key facts emerge

• Fact 1: Crises are credit booms gone bust.

• Fact 2: More credit intensive booms are 
followed by deeper recessions.
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Fact 1: Crises are Credit Booms Gone Bust

For crisis prediction:

• An acceleration of credit growth is the best early 
warning signal for financial crises
– True also in advanced economies

• The role of current account imbalances is much less 
clear 
– Jorda, Schularick, Taylor 2011; Schularick and Wachtel 2012

– FoF: China financed the war in Iraq at low cost, Wall Street 
financed the housing bubble with foreign private savings

– Need to look at gross flows, not net flows (cf. Obstfeld; Borio)
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UK: Credit and Crisis
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UK: Bank loans (% of GDP) and financial crises
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Sweden: Credit and Crisis
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Baseline Model

Source: Schularick and Taylor (2012)



Fact 2: Credit Bites Back

• A close relationship exists between the 
build-up of leverage in the expansion and 
the severity of the subsequent recession.

• More credit intensive booms tend to be 
followed by deeper recessions.

• Debt overhang has effects on consumption 
and investment for many years.

• Inflation is not a threat for many years in 
debt overhang situations.



After the Party



Debt overhang: Household leverage and 

employment losses in US counties

Source: Mian/Sufi 2011



Inflation is a phantom menace

Source: Jorda, Schularick and Taylor (2012)



Key lessons for policy makers

• Lesson 1: Credit growth contains valuable 
information about the economy that a pure 
inflation targeting Central Bank would miss.

• Lesson 2: After a big credit boom expect a more 
painful recession and mark down growth; treat 
inflation is a phantom menace for many years.

– Keep in mind: the recent credit boom was of truly 
historic proportions…
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The Great Leveraging

Source: Schularick/Taylor (2012) 15



Household debt overhang
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Thank you for your attention!
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