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The Question

Can “frothy” conditions in asset markets create risks to 
future macroeconomic performance?

◮ If so, which markets and what measures of froth?

◮ What are the channels of transmission?

Hypothesis: Elevated credit-market sentiment today leads to eventual
reversal and inward shift in credit supply.

◮ Tightening in credit supply leads to economic contraction.



Our Approach

What is credit-market “sentiment?”
◮ Variables that forecast future returns to bearing credit risk:

• level of credit spreads and high-yield share of bond issuance

Greenwood & Hanson (2013)

• term spread

Find that elevated credit-market sentiment at time t − 2 forecasts:

◮ Widening of credit spreads at time t.

◮ Significant declines in economic activity at time t, t + 1, and t + 2.



Economic Significance

A swing in credit-market sentiment from 25th to 75th percentile of 
distribution in year t − 2 implies a cumulative:

◮ Decline in real GDP growth of about 4 pps. between t and t + 2.

◮ Decline in real BFI growth of about 6 pps. between t and t + 2.

◮ Increase in unemployment rate of about 2 pps. between t and t + 2.



The Identification Problem

Maybe sentiment forecasts economic activity through some other

channel, rather than through its effect on future credit supply.

Example: frothy credit markets and general overoptimism ⇒

firms over-invest or mis-invest ⇒

sows seeds for future macroeconomic fragility ⇒

later observe falling credit demand, rather than

reduction in credit supply



Identification: A Possible Mechanism

Examine ability of credit-market sentiment to also forecast changes in
firms’ future financing mix.

◮ Elevated sentiment today: equity issuance rises relative to debt issuance at

time of future economic contraction. Suggests a supply effect rather than 
just a decline in demand.

◮ Decline in debt issuance relative to investment is greater for HY firms than

for IG firms.

◮ Credit-market sentiment also forecasts a drop in investment of

lower-credit-quality firms relative to that of higher-credit-
quality firms.

Suggests that we’re picking up something that allows us to forecast 
an increase in the relative cost of debt finance.



Moody’s Baa-Treasury Corporate Bond Spread
Sample period: 1925:M1–2013:M12
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Financial Market Sentiment & Economic Growth
Dep. variable: ∆yt; Sample period: 1929–2013

Regressors (1) (2) (3) (4) (5)

∆ŝt −5.237∗∗∗ . . −4.830∗∗∗ −5.004∗∗∗

(1.449) (1.027) (1.385)

r̂M
t . 0.155 . 0.081 .

(0.145) (0.113)

r̂SP
t . . 0.132∗ . 0.058

(0.072) (0.062)
∆yt−1 0.596∗∗∗ 0.524∗∗∗ 0.535∗∗∗ 0.598∗∗∗ 0.601∗∗∗

(0.126) (0.103) (0.108) (0.123) (0.130)

R2 0.398 0.342 0.336 0.404 0.402

Auxilliary Forecasting Regressions

∆st rM
t rSP

t

log HYSt−2 0.077∗∗∗ . .
(0.026)

st−2 −0.242∗∗∗ . .
(0.038)

log[D/P]t−1 . 0.105∗∗ .
(0.045)

log ESt−1 . −0.083∗∗ .
(0.039)

log[P/Ẽ]t−1 . . −0.136∗∗∗

(0.039)

R2 0.095 0.072 0.086

NOTE: Standard errors in parentheses: ∗p < .10, ∗∗p < .05, and ∗∗∗p < .01.



Subsample Analysis

Are results robust to excluding the Great Depression and the Great
Recession?

◮ Subsample I: 1952–2013

◮ Subsample II: 1952–2007

Estimate our specification using a 40-year rolling window.



Financial Market Sentiment & Economic Growth
Dep. variable: ∆yt; Sample period II: 1952–2007

Regressors (1) (2) (3) (4) (5)

∆ŝt −3.031∗∗∗ . . −2.938∗∗∗ −3.166∗∗∗

(0.702) (0.789) (0.982)
r̂M

t . −0.028 . −0.023 .
(0.031) (0.026)

r̂SP
t . . 0.031 . −0.029

(0.039) (0.069)
∆yt−1 0.126 0.034 0.063 0.109 0.118

(0.126) (0.134) (0.127) (0.143) (0.142)
R2 0.107 0.013 0.006 0.114 0.109

NOTE: Standard errors in parentheses: ∗p < .10, ∗∗p < .05, and ∗∗∗p < .01.



Credit-Market Sentiment & Economic Growth
Sample period: 1929–2013; 40-year rolling window estimates
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Financial Market Sentiment & Economic Activity
Dep. variable: ∆yt+h; Sample period: 1929–2013

h = 0 h = 1 h = 2

Real GDP per capita

∆ŝt −5.237∗∗∗ −6.205∗∗∗ −4.051∗

(1.449) (2.401) (2.524)
Cumulative effect (pct.) −1.409∗∗∗ −3.068∗∗∗ −4.173∗∗

(0.390) (1.125) (1.835)

Real business fixed investment

∆ŝt −10.056∗∗∗ −10.218∗∗ −0.470

(3.785) (5.267) (3.085)
Cumulative effect (pct.) −2.705∗∗∗ −5.368∗∗∗ −5.560∗

(1.018) (2.050) (3.333)

Unemployment rate

∆ŝt 2.457∗∗∗ 2.371∗∗∗ 1.512∗

(0.668) (0.798) (0.863)
Cumulative effect (pps.) 0.661∗∗∗ 1.277∗∗∗ 1.686∗∗∗

(0.180) (0.373) (0.599)

NOTE: Standard errors in parentheses: ∗p < .10, ∗∗p < .05, and ∗∗∗p < .01.



Financing Mix
U.S. Nonfinancial Corporate Sector
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Credit-Market Sentiment & Corporate Financing Mix
Dep. variable: [F/A]t; Different subsamples

F: Net Equity Repurchases F: Net Debt Issuance

Regressors 1952–2013 1985–2013 1952–2013 1985–2013

∆ŝt −0.927∗∗∗ −1.063∗∗∗ −0.968∗∗∗ −1.049∗∗

(0.326) (0.409) (0.258) (0.471)
[F/A]t−1 0.684∗∗∗ 0.775∗∗∗ 0.682∗∗∗ 0.715∗∗∗

(0.045) (0.068) (0.071) (0.098)
log[D/P]t −0.073 −0.512∗∗ . .

(0.186) (0.243)

∆i
(10y)
t . . −0.144∗∗∗ −0.125

(0.044) (0.128)
R2 0.692 0.523 0.542 0.525

NOTE: Standard errors in parentheses: ∗p < .10, ∗∗p < .05, and ∗∗∗p < .01.



Credit-Market Sentiment & Corporate Bond Issuance
Dep. variable: log[ISS/I]t; Sample period: 1973–2013

High Yield Investment Grade

Regressors (1) (2) (1) (2)

∆ŝt −66.772∗∗∗ −74.473∗∗∗ 51.392∗∗∗ 40.141∗∗∗

(17.135) (21.825) (16.249) (12.475)
log[ISS/I]t−1 0.202∗∗∗ 0.103 0.823∗∗∗ 0.795∗∗∗

(0.060) (0.069) (0.118) (0.109)
R2 0.177 0.264 0.550 0.550

NOTE: Standard errors in parentheses: ∗p < .10, ∗∗p < .05, and ∗∗∗p < .01.



Credit-Market Sentiment & Corporate Bond Issuance

Why does HY bond issuance react more to credit-market sentiment?

Leverage effect: The lower the credit quality, the more price-to-
fundamental value moves in response to a credit-sentiment shock:

◮ Aa-rated bonds are never too “mispriced,” but Caa-rated bonds can be.

◮ Issuers respond to perceived mispricing.



Credit-Market Sentiment and Investment
Dep. variable: ∆ log Ijt; Sample period: 1973–2013; No. of firms = 5,553

Regressors Unrated All HY Low IG High IG

∆ŝt × RTGj,t−1 −8.154∗∗∗ −6.684∗ −6.180∗∗ 0.508

(2.899) (3.954) (2.520) (2.534)
∆ log Yjt × RTGj,t−1 0.660∗∗∗ 0.911∗∗∗ 0.895∗∗∗ 1.007∗∗∗

(0.037) (0.062) (0.061) (0.109)
rM

jt × RTGj,t−1 0.067∗∗∗ 0.037 −0.038 −0.024

(0.022) (0.030) (0.024) (0.039)
∆ log IPI

t × RTGj,t−1 0.324∗∗∗ 0.086 −0.082 0.114

(0.079) (0.124) (0.121) (0.160)

Pr > W 0.008 0.035 0.005 .
Obs. 52,901 4,804 5,179 1,021

NOTE: Standard errors in parentheses: ∗p < .10, ∗∗p < .05, and ∗∗∗p < .01.



Summary

Buoyant credit-market sentiment in year t − 2 predicts significant

contraction in economic activity in years t through t + 2.

We’ve argued for a causal mechanism based on reversion in credit

spreads and accompanying contraction in supply of credit.

Credit sentiment proxy forecasts:
◮ Changes in corporate financing mix.

◮ Differential response of HY vs. IG bond issuance.

◮ Larger declines in investment for lower credit-quality firms.
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