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Portfolio: The US economy is gradually, but

steadily, moving through the credit cycle to a

healthier phase. The economy’s firm rate of

growth is justified by stable and improving

household, business and bank balance sheets.

We expect a notable uptick in US GDP and

faster-than-expected improvement in

employment but one that lags price performance

in equity markets, housing, and business capital

investment.

Credit Activity Expanding: One of the least

ambiguous economic data trends of the past

twelve months has been the steady increase in

bank lending. Most notably, both residential and

commercial real estate loan growth have

continued to improve, though the commercial

sector may have gotten ahead of itself as

fundamentals are softer there than in residential.

Capex Catch-Up: US companies have

underinvested since 2008 as a way of controlling

costs. Both during the recession and after,

businesses sharply reduced spending to all but the

most critical projects. While we expect that a

more steady global growth profile in 2013 will

serve as a catalyst for a meaningful amount of

“capex catch-up”, a pick-up in US inflation will

further incentivize the sector to increase business

spending.
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Credit Growth Coming Back
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Aggregate decisions by market participants to put

capital at risk in search of return, or to hold back,

underlie the global economic system. The sum of

these decisions normally produces a seven- to ten-

year global business/investment cycle that can be

characterized in distinct phases. While there are

several factors which impact the business cycle—

fiscal and monetary policy, labor participation and

productivity, and national savings rates—over the

past ten years, the expansion and contraction of

credit accessibility/demand has played a significant

and little understood role in first accelerating and

subsequently slowing the economy’s progress

through the business cycle.

In our first US Quarterly of 2013, we focus

specifically on credit and the location of banks,

households and corporates in the credit cycle.

1. Based on the trend in loan growth and improving

bank asset quality, it is clear that US banks are

steadily moving through the recovery phase of the

credit cycle. We believe this progress will stabilize

consistently improving economic activity. This is

especially true of housing which will drive

employment growth and lift the economy out of the

disinflationary environment.

2. Household credit demand has steadily improved and

we expect personal consumption growth (PCE) to

stabilize but not return to previous growth rates.

3. The US corporate sector has made the best progress

through the cycle. An increase in policy

predictability, better global growth, and a firmer

trend in US inflation will trigger a meaningful

amount of business spending that will further

underpin US growth in late 2013 and 2014.

For the sake of timeliness and digestibility, our

analysis will be published in four parts. In Part I,

we discuss what impact the credit cycle has on the

overall economy and the sustainability of recent

trends in credit supply and demand.

The US economy is gradually but convincingly

moving through the credit cycle to a healthier phase.

Whereas credit creation over the past three years has

been inadequate in the wake of a deleveraging cycle

and has dampened activity, it is now returning to a

firm rate of growth justified by stable and

improving household, business, and bank balance

sheets. In upcoming quarters, we expect that a

sustained upturn in the credit cycle, driven by the

private sector, will act as a “financial accelerator”

and propel the US economy more assuredly through

the business cycle.
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1. A disinflationary economic environment brought on by excess capacity, of which housing was a big part, was another

contributing factor. The shortfall in aggregate demand was estimated to have been as much as $1 trillion in annual

sales and transactions. Only once (in the 1981-1982 recession) since the Great Depression has there been such a

severe loss of output. After that downturn, it took seven years before the economy regained the lost production. See

Louis Uchitelle, “Economy Falling Years Behind Full Speed,” New York Times 6 April 2009.

2. We define credit demand and supply as the demand for and supply of bank credit (on balance sheet) specifically. As

we discuss later, although several types of traditional financial institutions (thrifts, credit unions, federal savings banks

and industrial loan companies among others) provide credit intermediation between savers and borrowers, banks are

the largest and most important provider of credit to the overall economy. Non-traditional credit intermediation occurs

in the shadow banking system. Shadow banks provide a wide range of securitization and secured funding techniques

such as asset-backed commercial paper (ABCP), asset-backed securities (ABS), collateralized debt obligations (CDOs)

and repurchase agreements (repos). Shadow banking is an important source of credit to the economy and we intend to

address it in later research.

Tracking The US Credit Cycle: Part I 

Credit availability is a key determinant of an

economy’s position in the business cycle and its

overall growth rate. Credit booms accelerate an

economy through the businesses cycle and often

precede the development of speculative investment

bubbles. Credit busts, on the other hand, act as a

drag and stymie activity—this was a contributing

factor to the sluggishness of post-recession US

activity.1 Neither condition of excess credit nor

credit deficiency, however, exists forever.

Importantly, the growth consequences for an

economy returning to more normal and sustainable

credit availability are as auspicious as the growth

consequences following a boom are adverse.

The US economy is now making deliberate progress

through the credit cycle. Households, businesses

and banks have begun to emerge from the

aggressive deleveraging regimen of the past five

years and both credit supply and demand have

increased as a result.2 We expect that a sustained

upturn in the credit cycle, driven by the private

sector, will act as a “financial accelerator” for the

economy and propel the US economy more

assuredly through the business cycle.

It is helpful to think of the credit cycle as being

governed by a categorized set of behaviors which

determine the willingness of savers to lend to

borrowers. In a perfect world, with no “frictions”,

lending decisions are rational and based on the

probability of principal and interest repayment in

Recovery Expansion

DownturnRepair
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Banks

Phases of the Credit Cycle

Shadow*

Gov’t

* Shadow represents the shadow banking system
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1. Governmental policy-making can be an important decision input for lenders. Both policy inertia and procyclicality can

aggravate and extend periods of suboptimal lending. We will explore this area in later commentary.

2. The occurrence of over-investment in housing construction in the middle of the decade was unprecedented. The

combination of federal incentives and low-interest rates created a boom in home construction which outpaced the

growth in household formation. Homeowner vacancy rates, which may be the best indicator of the degree of

overinvestment, peaked at 2.9% by 2008—nearly twice the average rate dating back to 1956. By early 2009, home

construction had plunged by over 75% from its 2006 high.

3. Both state and municipal governments are in the best financial shape since the recession and many economists expect

they will absorb some of the impact of impending federal budget consolidation. See Richard Miller and William

Selway, “US Set for Biggest State-Local Jobs Boost since 2007,” Bloomberg 7 January 2013. Unfunded pension

liabilities, however, present longer term concerns.

Tracking The US Credit Cycle: Part I 

the form of the price of risk. Two factors determine

the price of risk:

1) The borrower’s ability to identify

projects/investments with attractive, risk-

adjusted expected returns and/or;

2) The likelihood that the borrower will earn a

steady future income or can offer robust

collateral.

In the real world, however, there are frictions which

impede completely rational lending decisions. First,

restrictive regulation can limit the supply of credit

that financial intermediaries (banks) extend. An

example of the impact of regulation occurred in the

early 1990s with the implementation of Basel I

(discussed in Box 1). Second, there exist behavioral

biases which drive savers to extend “too much” or

“too little” credit relative to the availability of good

projects and/or future income expectations. 1

These suboptimal lending decisions act to aggravate

the business cycle as borrowers then over- and

under-invest (or consume) at the wrong times.

The recent US economic episode illustrates this

point most clearly. Overinvestment spurred by too

much credit in 2006-2008 (amid the shrinking risk

premiums indicative of an overabundance of

capital chasing too few good projects) boosted

economic growth unsustainably above trend.2

Underinvestment brought on by too little credit after

2008 (amid high risk premiums indicative of a

shortage of capital to fund projects) significantly

dampened US activity following the credit

bust/Recession.

The US has now, however, begun its credit cycle

recovery. Credit supply has meaningfully increased

as lenders (most often through the conduit of banks)

once again have the ability and willingness to lend.

Credit demand is stronger on the back of improving

sentiment and expectations among borrowers.

Without question, fiscal consolidation in the public

sector will be an enormous task, but the federal

government can limit the economic drag, as it has

done in the past, by scheduling that reduction in a

responsible manner over a sufficiently long

horizon.3 The other key economic institutions in

the economy—households, businesses, banks—are

progressing through the credit cycle and the

frictions which have until now spurred inadequate

Credit demand is stronger on the

back of improving sentiment and

expectations among borrowers.
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For a more complete understanding of the dynamics

and consequences of credit unavailability on output,

we refer to the credit crunch of 1990/1992. The

similarities between the events which caused the

collapse in credit supply at that time and those

which preceded the credit crunch following the

global financial crisis (GFC) are both startling and

instructive.

In early 1990, a bank supply crunch developed as a

result of three events. First, the collapse of the

savings and loan (S&L) industry, brought on by

excessive real estate lending, drew enormous public

scrutiny of financial institutions. Banks

dramatically tightened lending standards and

effectively cut off credit to a large part of the

economy as they attempted to repair their balance

sheets. Second, Basel I imposed tougher capital

requirements on banks which had little choice but to

shrink their asset profiles in order to meet the new

requirements. Third, the frenzy of the 1980’s

financial bubble brought on by deregulation and

financial innovation (junk bonds) came to a brutal

end by early 1990.1

An unwinding of the debt excesses of the previous

decade followed. Households and corporations cut

spending in order to reduce heavy debt servicing

burdens at the same time that real estate prices

plummeted. This created a self-reinforcing process

as the negative wealth effects of collapsing real

asset prices led to even less spending.

By the first half of 1993, most of the debt

restructuring was complete. Aggressive policy

action by the Fed—the Fed cut rates from 9.75% in

early 1989 to 3.00% by September 1993—was a

key factor which allowed households and businesses

to reduce monthly debt servicing payments and

improve cash flow balances. The stage was thus set

for a strong rebound in credit demand in late 1993

which accelerated economic expansion for the rest

of the decade.

We believe a similar scenario will play out in the

US over the next several quarters. US households

have now completed the majority of their necessary

debt restructuring. Lower household debt levels and

improving sentiment are two factors which have

driven, and will continue to drive, increased credit

demand in the near term. Furthermore, now that

banks have sufficiently increased their risk-based

capital levels in preparation for Basel III

implementation, credit supply will also steadily

expand.

Now, as in 1993, the credit cycle is moving into a

healthier phase. Spending, however, is likely to be

muted as boomers shore up their savings in

preparation for retirement. Nonetheless, we expect

PCE growth to move toward 2.50%-3.00% growth

rate from its present 1.50% growth rate. Such an

increase would contribute just less than one

percentage point to GDP, ceteris paribus. Given our

conservative expectations of modest near term

growth in investment (2.00% YoY) and a 1.00%

decline in government spending, economic growth

in 2013 is more likely to be high in the 2.25%-

2.50% range versus consensus estimates of 2.00%.

1. The end was indeed messy and highlighted by the crash of October 1987, the mini crash of October 1989, the February

1990 Drexel Burnham bankruptcy and the ensuing collapse in the corporate junk bond market.

Box 1.  Back to the Future
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credit creation are reversing. The combination of

greater credit availability and demand will spur US

activity over the next several quarters—almost

certainly faster than that suggested by consensus

economic estimates.

One of the least ambiguous economic data trends of

the past twelve months has been the steady increase

in bank lending, illustrated by the graphs in Figure

1. Most notably, both residential and commercial

real estate loan growth have continued to improve

and offer the most convincing argument that the

recovery in real estate is firmly in place. We

anticipate that better lending in the context of a

post-recession uptick in household formation will

drive a sharp rebound in residential investment.

Housing will almost certainly make a meaningful

step-wise contribution to activity over coming

quarters. Over a longer period, however, household

formation is bounded by a slower growing and

aging population—the demographic trends which

previously triggered residential investment are now

in reverse. Residential construction will thus play a

smaller role in overall GDP growth than it has in

previous decades. So while the rate of home

construction will increase to the point at which the

stock of desirable housing satisfies new demand, it

will thereafter slow to a new, lower equilibrium.

The rebound in home prices and construction will

have a meaningful impact on growth and especially

on asset prices in the near term.1,2 But it is hard to

see how economic growth returns to 2006 levels for

the long term, absent stimulative monetary policy.

Beyond the immediate impact of stronger home

construction, the second, more enduring growth

source will be pent-up demand for business capital

expenditures. Anecdotal information suggests that

companies reined-in long-term investment plans

ahead of US fiscal negotiations. The CEO outlook

survey published by the Business Roundtable shows

a meaningful downturn in expectations and restraint

Exhibit 1:  Home Construction to Track 

Slowing US Population  Growth

Source: World Bank

Percent

1. The US economy is at an important transition point. Although household formation rates are poised for a post-

recession rebound, thereafter they will roughly track slower US population growth. The economy will thus become

more reliant on productivity and investment as growth drivers and less dependent on consumer spending and housing.

2. Residential construction is cyclical in nature and responsive to capacity decisions and real interest rates. The strong

mean-reversion tendencies of both capacity and rates mean that construction will likely restore 2.5-3.0 percentage

points of GDP over the next two years once vacancies normalize well below 1.5%.
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on major capital investments leading up to the fiscal

cliff negotiations in the US. That decline in

sentiment has made its way through recent capital

goods data; capital goods shipments and new orders

took a nasty dive in 2H12. On the other hand,

commercial and industrial loan growth has shown

no signs of a significant slow-down. Growth in

corporate debt issuance likewise shows that

companies are taking advantage of historically low

rates to build sizable war chests. What emerges

then is a story in which companies are prepared to

make sizable capital investments at the time either

policy uncertainty decreases or inflation begins to

move higher. This could generate growth of near

3% for a few years even in the face of rising global

rates, a strong dollar, and an accelerated recovery in

the labor market. If the uptick in home construction

can be thought of as a first quick jab delivered by

the rebounding economy, we expect that a wall of

capital investment will be the powerful straight-right

that puts slow-growth fears on the canvas.

Exhibit 2:  Which Way is Up?  Uncertainty on the Rise

Source: Scott Baker, Nicholas Bloom and Steven J. Davis 

at www.PolicyUncertainty.com 

Index Value

Exhibit 3:  CEOs—As Confused as Everyone Else

Source: Business Roundtable
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Figure 1.  Credit Growth Looks Solid

C&I loan growth tapered modestly in light of political 

and fiscal uncertainty, but will pick-up again in 2013.

Single family mortgage rebound is key factor in 

housing recovery.

Developers are breaking new ground, and banks are 

lending to them.

This is for real.  Credit expansion will provide 

momentum for economy into 2014.

Source: FDIC Source: FDIC

Source: FDIC Source: FDIC
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