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US expansion still making sober use of credit 

Last week’s release of the Flow of Funds report for the fourth quarter had the typical zero impact on 
financial markets.  But it highlighted a phenomenon that is quite striking in recent US business cycle 
history.  Even ten years into an economic expansion, private credit growth has still not moved 
meaningfully above nominal GDP growth.   

While the bears may begin again to bemoan the dire implications of “deleveraging”, the fact that credit 
growth remains subdued is actually a big part of the case against recession.  As the period immediately 
ahead of the Global Financial Crisis of 2008-09 highlighted dramatically, a sudden stop in the availability 
of credit or in borrowers appetite for new debt can be extremely destabilizing.  But, by the time that shock 
is realized into actual credit growth, the damage is already done. 

Closely related, it is constructive for aggregate demand growth (and the stability of the economy) that 
credit growth is still subdued.  This would seem to be particularly the case given that the little credit 
growth we do see is driving financial engineering rather than an overextension of real activity in the 
corporate sector — or anywhere else.   

Taken in isolation, financial engineering is obviously not cause for celebration among those hoping for a 
stable economy.  But if I had to pick among two causes of moderately rapid corporate borrowing, I would 
go for financial engineering over an overextension of real activity.  That may strike some readers as non-
obvious, so I will get into it further down in this note. 

First, let’s take a look at the headline numbers from the Flow of Funds (now Financial Accounts) and the 
related GDP report.  Private non-financial debt rose at an annualized rate of just 2.7% during the fourth 
quarter and by 5.1% vs year-ago.   Over both periods, private credit growth is rising less quickly than 
nominal GDP, which implies renewed deleveraging, according to the most conventional macro-related 
measure of the concept. 

 

Source: Financial Accounts of the United States, BEA, FH calculations 
Data are actual to Q4 in all cases except GDP for the nonfinancial corporate sector. 
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Within private borrowing, business credit growth is a bit stronger than household, for reasons I will 
describe below.  But even on the business side, the strength in credit growth does not map to a potentially 
destabilizing financial imbalance.  

Automatic deleveraging has not really given way 

One way to express the fact that private non-financial credit growth has still not pushed above nominal 
GDP growth is to say that automatic deleveraging has not transitioned into releveraging, even though 
even though the US expansion is now presumably late-cycle and the most credit-sensitive components of 
aggregate demand have recovered somewhat. 

My take on automatic deleveraging and releveraging is heavily influenced by the work of Jason Benderly 
at Applied Global Macro Research.  In the early aftermath of the Global Financial Crisis, when the 
consensus was very worried about the chronic drag likely to be caused by “deleveraging”, Benderly 
provided his clients with an insight that I think might have been one of the most enduringly important of 
the past decade.   

For the nuts and bolts, you might want to get in touch with his firm, but the gist is the following.  Once the 
most credit-intensive components of aggregate demand have collapsed far below their recent peaks, it is 
easily conceivable — indeed the base case — that nominal spending can enjoy a strong recovery, even 
as the stock of credit outstanding contracts, relative to GDP or even in simple nominal terms.   

The implication of Benderly’s insight was that those many forecasting deleveraging were actually making 
a very easy call, but one that had virtually no implication for the contours of the cyclical recovery after the 
financial system was stabilized.  Indeed, measured growth terms (from the lows), the strongest recovery 
in aggregate demand was heavily concentrated on the goods side of the economy.  Great call, and one 
that could easily be embraced with some confidence by Benderly’s readers because the arithmetic behind 
his reasoning is so simple. 

The point I would add to Benderly’s argument, or maybe make a bit more explicit, is the following.  When 
credit growth is running far ahead of nominal demand growth, and when there is developing an ex-ante 
need for a shift towards deleveraging, then danger abounds.  The reason is that the current flow of 
aggregate demand is at that point particularly exposed to any shock that might weaken either the supply 
of credit or borrowers’ desire to take on new debt.  But in the event of a crisis, the peak damage from it 
will be long past by the time credit itself begins to contract and the “deleveraging” is evident in the data, 
which are by definition ex post. To say these points were not internalized in the early days of the recovery 
would be a pretty extreme understatement. 

Automatic Deleveraging Only 

Source: Financial Accounts of the United States, BEA, Jason Benderly 
Data are actual to Q4 
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The basic mechanics should be obvious from the chart above, so I won’t dwell on this much further, 
except to point out that the aggregate releveraging has stalled, even though the economic expansion is 
now presumably late cycle, a point at which we might expect leverage to start rising again.  Its failure to 
do so reflects two primary considerations.  Importantly, these considerations might be negative for the 
revenue streams of firms dependent on rapid credit growth (e.g. banks), but they are actually quite 
constructive as regards the durability of the expansion the US economy is current experiencing.  They do 
not make recession implausible, as there are other things going on, obviously. But they do point away 
from recession. 

First, the most cyclical components of aggregate demand — which also happen to be the most credit 
intensive — enjoyed a strong recovery in growth terms, from roughly 2009 through 2015.  However, in 
level terms they remain quite bombed out.  Within Benderly’s -leveraging framework, this means that new 
borrowing is unlikely to be running far ahead of amortizations, thereby favoring deleveraging or at least 
not much leveraging, taken in isolation. 

Credit intensive spending rebounded from the lows, but is not extended 

Source: BEA, FH calculations 
Data are actual to Q4. 

Second, operating in the same direction is the fact that real borrowing rates have in the private sector 
have fallen relative to (if not in all cases below) the rate of growth of nominal GDP.   This means that we 
should get less realized releveraging for any given relationship between amortizations and fresh 
borrowing to support current spending.   The most compelling work I have seen on this issue is in this 
paper by JW Mason and Arjun Jayadev, whose draft version is ungated. 

The actual accounting linking the pace of deleveraging or releveraging to the level of spending and the 
interest-growth gap is more complicated than I am prepared to master.  But the high-conviction point is 
that the current shift to deleveraging at the aggregate level reflects mostly favorable influences (at least 
from the perspective business cycle stability) and is favorable to the durability of the current expansion. 
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Household sector is straightforward 

Private credit growth is basically the sum of net borrowing in the household and business sectors, with 
the latter dominated by corporations.  The seemingly-benign credit situation prevailing at the level of the 
overall economy maps most into the household sector. For the corporate sector, it is a bit less clear cut, 
as I will get to below and in a bit more detail. 

Household sector looks fairly pristine, in aggregate 
 

Source: Financial Accounts of the United States, Federal Reserve 
Balances and debt data are actual to Q4, Financial obligations and payment burdens are actual to Q3. 

The household sector is running health financial surplus, which means that gross saving is running well 
ahead of gross investment (in housing and durables).  It is probably worth noting how sharply this 
contrasts with the situation prevailing prior to the minor downturn after 2000 and The Crisis of 2008-09.  
Indeed, the entire period from the early 1990s through 2007 might be described as a single bubble 
episode from the perspective of household sector finances taken in isolation. What distinguished 2008 
from 2000 was that the creditors ended up being far weaker hands.  Separately, debt ratios continue to 
decline, led by mortgage credit and the various measures of payments burdens look quite benign. 
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Corporate sector not so clear 

The corporate sector presents a much more complicated picture.  As with the household sector, it is 
running a healthy financial surplus, because profit margins are at record highs and the recovery of capital 
spending has been muted.  Indeed, the data shown in the top right panel of the chart below probably 
understate the underlying surplus because the recent pop in capex has been concentrated in inventories, 
a situation that is already being corrected, and because the profits data underlying these figures are 
understated owing to the transfer pricing distortion I have covered in other reports.  The corporate sector 
is in strong financial surplus, at least in aggregate. 

However, total corporate debt was up 8% during 2017 and by 6 ½ % last year.  This is actually fairly tame 
compared to the 11 ½ % growth recorded ahead of the last two recessions. But it has meant that 
corporate sector leverage, as measured by the ratio of gross debt to corporate value added (GDP), has 
been rising and is now back to the peaks achieved before The Crisis, which I hasten to add was not 
triggered by developments in this sector.  

The fact that corporate leverage has been rising even with the corporate sector in healthy financial 
surplus is mainly a function — at the aggregate level — of stock buybacks or financial engineering, as it is 
often called.  At some point, that activity is going to be disciplined by weakness in the corporate debt 
market, either in aggregate for for the poster children involved.  But the good news here is that this 
disciplining will not likely be aggravated by a forced retrenchment of capital spending, because it has 
been quite disciplined, relative to the economy, and especially relative to the corporate sector’s internal 
sources of revenue, again at the aggregate level. 

Leveraging without overinvestment 
 

Source: Financial Accounts of the United States, BEA 
All data are actual to Q4. NFC GDP is actual to Q3 and estimated to Q4 
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A separate concern here is that granularity (down to the industry or company level) is a more important 
issue in the corporate sector than in the household sector.  I cannot add much value on that debate, 
except to point out that it is worth following through research more granular than my own and that my 
sense is that there are no major imbalances in the underlying detail.  Whereas the household sector looks 
like an A, the corporate sector is perhaps a B, with the overall economy scoring an A- or B+ in this 
subject. 

Gerard MacDonell 
gerard@frontharbor.com 
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