
September 26, 2018 

Corporate sector slightly less clear cut, but looks ok too 

In this brief report, I finish the thought raised in stages over the past couple weeks: that the combination 
of a large and apparently-rising general government deficit and a small/stable current account balance 
implies a healthy, rates-hawkish surplus in the aggregate financial position of the domestic private sector. 

A few days ago, I documented how that aggregate surplus maps to the position of the household sector 
taken in isolation.  The household sector is in solid shape, from the perspective of financial flows, as from 
the perspective of real-economy developments.  In principle, these two perspectives should accord. And 
so far as I can tell, they do. 

This note completes the thought by looking at trends in the nonfinancial corporate sector.  Here, the main 
aggregates are slightly less impressive and probably also slightly less representative of dispersion across 
individual agents, in this case corporations.  For example, tech and pharma holding a ton of cash is not 
necessarily relevant to the aggregate credit quality of the corporate sector.  But despite that ambiguity, the 
corporate sector looks on balance to be fine, when assessed through this prism.  It is merely a case of 
needing to consider other prisms as well, because the issue of dispersion is probably more relevant in the 
business sector than in the household sector, at least in terms of this appication. 

Source: BEA, Federal Reserve 

With that in mind, take a look at the picture above, which is easily the most important exhibit I will show in 
this note, as the others are more sensitive to the issue of dispersion. It confirms that nonfinancial 
corporate gross saving has made a strong recovery, in the past few quarters.  The main causes, as I read 
them, have been the reversal of the energy patch slump, the tax cuts, and the underlying solid 
performance of the cycle.  There is no longer a cost-based tailwind behind profit margins, but so long as 
GDP growth is exceeding potential, margins seem likely to be sustained or possibly even widen further. 
When growth gets ratcheted down to trend, the outlook for margins should be somewhat darker. 
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Without getting too much into the weeds, I should mention that my measure of corporate saving is a bit 
away from the conventional take, which tends to emphasize a concept the Fed calls “internal funds.” My 
simpler measure is intentionally invariant to whether profits earned overseas are held overseas or 
repatriated.  This has obviously been a major issue recently and a source of great noise in the 
conventional internal funds concept.   

My measure will be the more meaningful if you believe as I do, that earnings held overseas are fungible 
with domestically-retained earnings.  In any event, the effect of this judgment call is actually to weaken my 
argument. If I were to go with internal funds, rather than gross saving, the underlying firepower of the 
nonfinancial corporate sector would look about $450 billion (or 4.5% of own- sector value added) higher 
than I record it as being during the first half of 2018.  But it would also be misleading, because repatriation 
does not actually create new resources.  Normally, that has not mattered much, but it does now. 

Meanwhile, the recovery of nonfinancial corporate capex has (predictably) lagged the recovery of gross 
savings, leading the overall corporate sector move into a measured financial surplus of about 2% of own-
sector value added or “GDP.”  This is small relative to the huge surplus recorded in the wake of The 
Crisis, when a soaring fiscal deficit was proving particularly stabilizing — even as the hairshirts worried 
about America becoming Greece.  But while the corporate sector surplus is down from 2010, it looks quite 
healthy from the perspective of longer-term history.   Note that the corporate deficit was a major issue at 
the peak of the NASDAQ bubble. In 08, nonfinancial corporations got caught up in the housing and 
household credit bubbles, but were not themselves directly guilty.  When they raid the house of ill repute, 
they take the piano player, as the sage once said.   

Looking forward, the fact that the corporate sector is willingly running such a large surplus is arguably 
bearish from a long-term growth perspective, a point I will leave here as mere assertion, in the interest of 
brevity.  But from a short-term business cycle stability perspective, the fact that corporations are not 
remotely overextended in their underlying business operations is a positive.   And it is an important 
one, because the aggregate position of the corporate sector is fairly reliably measured by the macro data, 
in this case. 

Source: BEA, Federal Reserve 

The impact of financial engineering is an entirely different kettle of fish, and it is quite tricky to get a 
handle on it with highly-aggregated data from the Flow of Funds.   The Flow of Funds data do show that 
the nonfinancial corporate sector has been rapidly buying back stock in recent years, as the left panel in 
the picture above shows.  And it is widely recognized that this has been a positive in the equity story, 
although analysts predictably sort into camps on the question of whether this is a fake tailwind or sensible 
second-best balance sheet management in a world where so-called behavioral influences on investors 
may be prominent.  (If you won’t take the risk, then we will on your behalf!)  
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Relating this financial engineering influence to leveraging, though, is quite tricky for three reasons: 

• To some extent it is offset by the underlying financial balance discussed immediately above. 

• Some of the buybacks have been financed by repatriation and by foreign direct investment, which 
meant they have not actually required debt. 

• The dispersion issue, also mentioned above.  

But what we can say, looking at actual Flow of Funds data on net borrowing, as in the right panel of the 
picture above, is that corporate borrowing has actually slowed quite a bit in recent quarters, at least in 
aggregate.   From a macro perspective, it is a modest positive — and stabilizing — that the nonfinancial 
corporate sector is not in aggregate dependent on a huge flow of credit.  

 To be sure, the corporate sector — unlike the household sector — has “relevered” in the sense of its 
aggregate debt rising relative to its own-sector value added or GDP.  That fits my late-cycle “automatic 
releveraging” perspective, and has been strong enough to dictate a rise in this measure of leverage when 
applied to the overall private sector, despite the apparently hesitant position of the household sector. 

But there are other measures of leverage, even at the aggregate level, that show a much healthier 
position.  Just to cite one example, the ratio of corporate debt to net worth remains very well behaved.  
And I hasten to add that this has zero to do with corporate assets being overvalued, because the assets 
are here measured at historical cost, which actually tends to be distorted downward in an environment of 
rapid financial engineering.  As the financial analysts point out, takeovers in a rich market typically destroy 
book.  

Again, without getting down too much into the weeds, I want to make just one quick logical point before 
moving on.  If booming profits are largely financing a healthy trend rise of capital spending, there is no 
reason to expect that moderate borrowing growth — even if driven by financial engineering — should 
necessarily push up debt to book.  We can argue about the details (or maybe I should say, better 
informed people than me can), but this is a very simple point that some of the bears tend to miss. 

 

Source: BEA, Federal Reserve 
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Of course, it is very important not to weaken this point by overstating it.  I am adamant that some of the 
bears make a simple logical mistake when failing to recognize that a profit-driven rise of capital spending 
can prevent dangerous leveraging (in aggregate), even when borrowing is rising moderately in support of 
financial engineering.  To me, that is an important point to make to settle down some of the folks who like 
to approach this issue from a normative and unnecessarily dark perspective. 

However, all these aggregates — whether you like the bullish or bearish ones — measuring “leverage” 
suffer from insufficient granularity. And this reminds me that I do sort of miss having access to Charlie 
Himmelberg’s (GS) measures of median net debt debt to book or cash flow or whatever.   

Those medians are less distorted by lumpy cash holding in sectors such as tech and pharma and are far 
more useful then the top-down aggregates I show.   The value of my aggregates is that they respect that 
things must add up, and that there is no necessary inconsistency between between debt growth and 
effective deleveraging from a credit risk perspective.  That might help you to bring the correct intuition 
when looking at the firm-specific or even median-based metrics, which I readily concede are by far the 
more important here. 

Finally, just to reiterate, my high-conviction point here, with which I opened, is that the corporate sector is 
not remotely overextended in terms of its real-economy or operational side.  This is definitely the case in 
aggregate, and the aggregate measure is practically relevant in this case.   

At some point, the financial engineering may get disciplined, although spreads in the corporate bond 
market are not yet suggesting that point has to be imminent.  When that happens, it will be an event in 
equity land, but the real-economy reaction to it could be quite limited, given the lack of real-side 
overextension documented here and elsewhere. 

Gerard MacDonell 
gerard@frontharbor.com 

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 instrument.  
The analyst authoring reports from Front Harbor may have positions in some of the securities discussed here.
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