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Releveraging not yet a threat to the expansion 

Main Points: 

• With last week’s release of the US Financial Accounts, we can update where the US economy is 
in its releveraging process. 

• The process is playing out slowly, which is acting as a headwind on bank loan and revenue 
growth.  From a macro perspective, however, the more important issue is that tepid credit 
demand is delaying the development of destabilizing financial imbalance that can trigger 
recession. 

• There are pockets of excess among corporations and in the corporate bond market, as has been 
well documented in street research.  This creates the risk of a market correction and fits into the 
idea that now is probably not the right time to be taking aggressive directional risk. 

• However, the corporate sector is not overextended in terms of its real-economy operations, as I 
document in this note.  That fits, in turn, into the idea that recession risks are not yet pressing. 

• The household sector has barely stopped deleveraging, let alone begun a meaningful 
releveraging.  However, from a financial balances perspective, which is probably more relevant 
for assessing the risks of a contractionary shock, it is not at all obvious that the household sector 
is in a more pristine position than the corporate sector.  Both sectors are in a middling position. 

• As an historical aside, the forecast of “deleveraging” after the Global Financial Crisis was a 
trivially easy call, which appears to have provided no insight into how this business cycle 
expansion would play out. The deleveraging was not so much beautiful as irrelevant. 

 

Source: Federal Reserve 
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The Financial Accounts for the third quarter, released last week, allow us to update where the US 
economy is in its releveraging process.    

While there are pockets of excess in the corporate bond market, in terms of both pricing and borrowing, 
the releveraging is progressing slowly overall.  This sluggishness is restraining bank lending and revenue 
growth, although that headwind has diminished from the period immediately following The Crisis.  From a 
macro perspective, however, the more important point is that the slow revival of credit extension is 
delaying the development of the large financial imbalances that have preceded recent recessions.   

To be clear, the risk of recession has risen during the past couple years, and is perhaps now marginally 
above average at the one- or two-year horizon.  The achievement of near full employment means that the 
Fed is now trying to stick the landing, rather than deliver maximum stimulus, which makes the no-
recession call a bit tougher.  Financial balances have evolved alongside the labor market, to the point 
where they no longer signal extensive pent-up demand and de minimis recession risk.  However, the re-
leveraging process is not dangerously extended, which fits easily into the theme that recession risk is not 
yet pressing.  

Automatic both ways 

Let’s start by reviewing the conventional measure of macro leverage, which is the ratio of private 
nonfinancial debt to GDP.  There are more formal measures of leverage, such as the ratio of household 
debt to assets or corporate debt to EBITDA or equity.  But when prominent economy bears warned of 
“deleveraging” in the wake of The Crisis, they were referring to the private debt/GDP ratio, which is shown 
in the left panel of the chart below.   

It is worth recalling that the steep decline of the debt/GDP ratio after the last recession did not stand in the 
way of cyclical recovery, led in fact by the most credit-intensive components of aggregate demand.  

By the later stages of the 2008-09 recession, goods and structures demand had collapsed far below their 
recent trends. As a result, amortizations on the debt accumulated during the boom phase far exceeded 
the credit extension required to sustain then-current levels of demand. And this implied, in turn, that 
credit-intensive spending could enjoy a very strong recovery without interrupting a decline of the private 
debt/GDP ratio.   

Jason Benderly of Applied Global Macro Research referred to this as “automatic deleveraging,” which 
captured one of the most important insights into the early recovery.  Contrary to what some of the 
economy bears were saying, the US could experience both a deleveraging and a strong recovery of 
credit-financed spending from its depressed level.  In other words, getting the trivial deleveraging call right 
provided no insight into the cycle.  

Indeed, all of the decline of the debt/GDP ratio achieved during the “automatic” phase of the deleveraging 
happened during economic recovery. The need to deleverage contributed powerfully to the recession, but 
once deleveraging was actually showing up in the data, the recovery had – predictably -- already begun 
and was unlikely to be much affected by the process. 

The broader recovery has been subpar, in fairness.  For a while, it was the weakest in the postwar era; 
and that status was shed only by this it outlasting – in time and cumulative advance – the last one.  But 
that relative weakness is due almost entirely to the services side, which is not heavily dependent on credit 
extension.   

The salient point is that there has been no connection between “deleveraging” and credit financed-
spending, which is a point to Benderly.  Others have come along and pronounced after the fact that the 
deleveraging has been “beautiful” for this or that reason, which seems mostly an evasion of having not 
internalized the right arithmetic in real time. 

In any event, the recent shift from automatic deleveraging to releveraging has been more muted than we 
might have expected.  With credit-financed spending having recovered strongly from its recession trough, 
the easy call was that the debt/GDP ratio would begin rising, even without an acceleration in the rate of 
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growth of credit-financed spending.  In the event, re-leveraging has arrived, but in extremely muted form, 
as the ratio of debt to GDP has barely recovered from its cyclical low in late 2014. 

In hindsight, the shallowness of the releverging trend seems to reflect two considerations.  First, the credit 
intensity of spending on goods and structures appears to have declined. To cite the most prominent 
example, the prevalence of cash-only real estate purchases surged following the crisis and has remained 
high. This may be due in part to regulation, in part to a more conservative ethic among lenders and in part 
to post-crisis hesitation among purchasers to lever up.   

Second, and probably more importantly, a decline of borrowing rates relative to nominal GDP growth has 
tilted the path of the debt/GDP ratio lower for any given pace of credit-financed spending and level of 
credit intensity within it.  

Source: Federal Reserve 

Documenting the relative importance of these two forces would make a nice research project.  But 1

whatever the cause, the releveraging has thus far been slow, which has been a headwind against bank 
revenue growth but an important force extending the life of the economic recovery.   The corporate sector 
has been releveraging for a while, which is becoming a bit of a concern, as I discuss below. But in the 
household sector, it has merely been a case of the deleveraging (almost) ending.  

Many analysts, pundits and investors like to focus on the stock of accumulated debt, as described above, 
because the trends there are easiest to describe and can occasionally provide the most drama – for those 
who enjoy being dramatic.  But from a business cycle timing perspective, the path of the debt stock does 
not really tell us much. For most of the postwar era, the ratio of debt to GDP has been at a record high, 
with no implication necessarily following from that.  What seems to cause trouble is when the debt ends 
up in weak hands or when the flow of credit becomes excessive and difficult to sustain.   

Prior to the last recession, the flow of credit to the household sector – measured as a ratio to nominal 
GDP – was at a record high. And corporate sector borrowing was quite close.  However, household sector 
borrowing is currently quite tepid, comparable with the lows achieved in past cycles.  Corporate borrowing 
has recovered strongly, but does not yet look excessive by historical standards, as shown in the chart 
above. 

 JW Mason of The Roosevelt Institute has made a nice start, setting out here the algebra relating the gap between interest rates 1
and growth to the speed of credit growth.  In a more recent paper he follows up by arguing that primary borrowing has generally 
played a less important role in the rise and fall of household debt growth over the past few cycles than is widely imagined, although 
the bubble period was an important exception.
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Financial balances perspective 

Credit extension is closely linked to financial balances, which are best thought of as the gap between 
gross saving and capital spending in the sectors involved.  When financial balances are negative, the 
gaps must be closed with either borrowing — as discussed above — or by a rundown of financial assets.  

Source: Federal Reserve 

But financial blances are arguably better indicator of cyclical fragility than is the pace of borrowing itself. 
After all, if borrowing is being driven by asset accumulation (or stock buybacks), rather than by negative 
financial balances, then any interruption in the flow of credit, can be accommodated by a slowdown of 
asset accumulation with a relatively small effect on the economy.  In contrast, if large financial balances 
need quickly to be corrected, then a hit to aggregate demand growth and financial stability is virtually 
inevitable. 

An accounting identity dictates that the aggregate financial balance of the private sector is always equal 
to the sum of general government fiscal deficit and the current account balance, where the latter is 
expressed such that a deficit shows up as negative figure.  Identifying causation within accounting 
identities is tricky, not to mention often poorly done.  An economic boom, for example, can cause of the 
decline of the fiscal deficit accommodated by a deterioration of the private sector’s aggregate financial 
balance, and yet we would not call that a sign of weakness.  
   
Economists often argue about such things. But from a practical perspective, there is general agreement – 
at least among those following the financial balances perspective – that the economy is less vulnerable to 
shocks if the starting position is one where the aggregate private sector is in surplus.   The reason is 
simple. Private sector financial deficits are much more dangerously self-correcting than are fiscal deficits, 
at least when the credit quality of the government sector is beyond reproach, as remains the case in the 
US.   

With this in mind, take a look at the chart above.  The aggregate financial balance of the private sector 
has declined from the record surplus achieved in the wake of the Global Financial Crisis.   This has partly 
reflected fiscal austerity after 2011, although the stronger causal story seems to be a revival of animal 
spirits the private sector, which has allowed the economy to recover and allow a cyclical decline of budget 
deficits.  

Whatever the cause of the change over the past five or six years, the more important point from a 
forecast perspective is that the private sector financial balance is now in a middling position.  This 
confirms other measures showing that pent-up demands are largely exhausted and that the risk of 
recession is no longer de minimis.   
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However, the balance is not yet overextended.  And with fiscal policy more likely to ease than tighten over 
the next couple years, getting to a position of overextension would probably require a sustained period of 
above-trend demand growth.  In other words, the aggregate financial balance in the private sector is not 
yet itself the source of a pressing recession risk. 

The aggregate financial balance of the private sector tends to reflect the balances in its two largest sub-
sectors, households and corporations, as the right panel in the chart on page 4 shows.   Conventional 2

wisdom suggests that the corporate sector is more extended than the household sector, and there seems 
to be something to that, as I discuss below.   

But the differences are a bit more subtle than the consensus seems to recognize.  The corporate sector is 
arguably overextended from a financial engineering perspective, but there is yet little evidence that it is 
overextended in terms of its real activity, at least in aggregate.  

And this is relevant when attempting to size up the risk to the economy itself posed by financial 
developments in the corporate sector.  At the height of the tech bubble, corporations were overextend 
financially and in their real operations. At the height of the housing bubble, the same was true of the 
household sector.  The current environment involves a bit more complexity. 

It seems obvious that there is some overheating in corporate finance.  A stretch for yield has contributed 
to — if not been the main cause of — an impressvive tightening of default spreads in the bond market, 
which has encouraged corporations to lever up by swapping debt for equity, particularly term corporate 
bonds, which has in turn pushed median leverage ratios in the corporate sector up to levels that have 
often heralded trouble.    3

This seems widely recognized by macro analysts and is well covered in street research.  The only point I 
would add is that I am aware of it and that it is a source of risk to the equity market that seems likely to 
persist until the next corporate deleveraging, which seems likely to follow a recession and bear market. 

Source: Federal Reserve 

 The chart shows the household and corporate sector balances as 4-quarter moving averages because those balances are quite 2
noisy as directly measured.  The aggregate balance for the overall private sector is more reliably inferred via an accounting identify 
from the fiscal and current account balances, which are also imperfectly measured, but with measurement errors that seem to be 
much less volatile.

 Not to disparage the idea that corporate leveraging is an emerging issue, but as a matter of fact, more than all of the rise of 3
corporate debt relative to corporate value added over the current expansion has been driven by corporate bonds, even though 
bonds accounted for just over half of nonfinancial corporate debt at the beginning of the recovery. Analysts who follow the 
outstanding stock of corproate bonds and take that as a proxy for aggregate corporate leverage may be slightly more alarmed than 
is perhaps appropriate.
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On the other hand, the aggregate financial balance of the corporate sector has deteriorated but is 
currently only in small deficit. This is in sharp contrast with the situation prevailing at the top of the tech 
and NASDAQ bubles, when corporations were heavily overextended in both their financial and real 
activities, and were a legitimate source of recession risk, which turned out to be realized.  Corporations 
also ran a (smaller) financial deficit at the height of the 2000s cycle, but the corporate sector was not an 
important cause of the disaster that followed. 

This does not mean that there are no issues in the corporate sector. The prospect of a correction in the 
corporate bond market is a higher risk now than it was earlier in the cycle, when financial engineering was 
less extended.  And it does seem that the tailwind to EPS and net demand for equtiies from financial 
engineering will have to get rationed down at some point.  But from the perspective of recession risk, 
itself, the corporate sector does not look to be in a particularly dangerous position yet.  

In contrast, the household sector looks to be in a less pristine position than the absence of a powerful 
lending / borrowing recovery would itself seem to imply.  Gross saving has fallen slighly during this 
expansion, while capital spending in durables and structures has picked up, in many cases financed by 
financial asset rundown rather than by new debt.  Neither development has been particularly remarkable 
in its own right, at least when taken on a rate of change basis.  (The low level of saving is striking, 
although there are measurement issues there related to low inflation.) However the net effect has been to 
cut the household sector’s net financial surplus to about a third of what it was at the beginning of the 
recovery.   

There is little evidence that the household sector is in aggregate heavily overextended here, although 
there are issues in student and auto loans, which would best be covered in a separte report.  But as in the 
corporate sector, this seems to be more a story of a major cyclical positive having been exhausted, rather 
than the development — yet — of a pressing threat to the overall economic expansion.    

Source: Federal Reserve 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not guaranteed. 
No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views and other information 
provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific investment objectives, financial 
situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or sell any securities or related financial 
instruments. Predictions, forecasts, and estimates for any and all markets should not be construed as recommendations to buy, sell, or hold any security--including 
mutual funds, futures contracts, and exchange traded funds, or any similar instruments.  
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