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U.S. Corporate Credit:
A Question of Substance

Sal Guatieri, Senior Economist • sal.guatieri@bmo.com • 416-359-5295

U.S. nonfinancial corporate debt has outrun the economy for most
of this decade, raising concerns about sustainability. Growth
averaged 6.1% y/y since 2012, a full percentage point faster than the
three-decade norm. It even ramped up to 6.7% in the past year as a
sharp rise in loans offset slowing securities issuance (Chart 1).1
Total credit is $9.6 trillion or 46% of GDP, both records (Chart 2).2
The mounting debt was driven by investment spending. Growth in
private domestic investment averaged 6.7% in the past seven years.
It was propelled by several factors, including steady economic
growth, low interest rates, looser credit standards (Chart 3), the
desire to automate to stay competitive, and, in 2018, lower corporate
taxes including full expensing. In addition, demand was supported
by rising commercial real estate prices (averaging 7% in the past
seven years) and the need for warehouse space to serve booming ecommerce. Shale oil drillers also spent and borrowed heavily until
recent years.3 Meantime, investors greased the credit wheel,
providing relatively generous rates and terms (with more limited
protections) that proved irresistible for companies, many of which
borrowed to fund acquisitions and share buybacks.
Despite the rapid run-up, corporate debt is not large relative to
assets or profits.4 Assets, the wellspring for servicing debt, stood
nearly five times taller, and the ratio compares favourably with
long-run norms (Chart 4). Companies also hold a mountain of cash,
deposits and money-market funds that can be readily used to repay
debt. Relative to profits, the debt ratio is only modestly above
normal and has steadied in recent years (Chart 5). Assuming the
economy keeps growing and interest rates rise only modestly, most
companies should have little trouble servicing debt. In fact, net
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By comparison, household mortgages and credit have grown just 1.7% on
average since 2012, slower than the economy.
Loans of nonfinancial unincorporated businesses, which largely tracked those of
corporations in the past seven years, hit a record $5.4 trillion in 2018Q3. The
combined debt of all nonfinancial businesses equals 72.4% of GDP, just shy of
the record in the last recession.
https://www.wsj.com/articles/frackers-face-harsh-reality-as-wall-street-backsaway-11551009601
Although international debt comparisons are always suspect, the IIF estimates
that the U.S. debt ratio is well below the global average. Institute of International
Finance. Global Debt Monitor: Devil in the details. January 15, 2019.
https://www.iif.com/Portals/0/Files/Global%20Debt%20Monitor_January_vf.pdf
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interest payments consume a normal share of profits (Chart 6).5 The
business default rate is near all-time lows at 0.9%.

Chart 4

Although the amount of business debt should not pose a serious threat
to the expansion, a decline in quality could. High-yield bonds have
risen rapidly, nearly doubling since 2005 to just under $1.2 trillion.6
More than 40% of the value of U.S. corporate bonds is rated triple-B,
the bottom rung of the investment-grade ladder, up from 26% in
2007.7 Near-junk bonds now account for over half of investmentgrade bonds.8 The growing number of leveraged loans (or loans to
firms with high debts) has drawn warnings from the IMF, BIS and exFed Chair Yellen. Some companies, however, are starting to take
remedial action to reduce debt, for instance by selling assets.9

United States

If the economy stumbles or credit tightens, many highly-leveraged
companies will feel the pain. Some will be forced to cut staff and
spending, aggravating the slowdown. A sharp increase in interest
rates would be troublesome for sectors with lower interest-coverage
ratios, such as real estate, energy and health care.10 About 17% of
publicly-traded U.S. companies had trouble meeting interest
payments in late 2018, compared with less than 10% in 2010, though
this share is down from over 20% in 2016.11 While many are small
firms, the large number under duress is worrisome.
Also of concern is that many investment funds, which are required
to hold only investment-grade issues, will be forced to sell if
ratings get cut, squeezing companies that need credit. This could
roil the one-half trillion dollar market for U.S. Collateralized Loan
Obligations, which provides the bulk of leveraged loan financing.
Bottom Line: Unlike the lead-up to the financial crisis when both the
size and calibre of household debt put the economy at risk, today it’s
largely the quality of business debt that poses a threat. Most U.S.
companies are not under financial strain and are unlikely to cut spending.
However, a number of leveraged companies with shakier finances could
aggravate the next slowdown if they are compelled to retrench.
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It would be more accurate to compare payments to EBITDA, or earnings before
interest, taxes, depreciation and amortization, but this series is unavailable.
https://www.marketwatch.com/story/the-next-wreck-in-high-yield-bonds-willbe-bigger-longer-and-uglier-2018-06-04
https://www.wsj.com/articles/there-have-never-been-so-many-bonds-that-arealmost-junk-1537466036
https://www.wsj.com/articles/taking-stock-of-the-worlds-debt-11545906600
https://www.bloomberg.com/news/articles/2019-02-27/corporate-america-goeson-debt-diet-after-a-3-trillion-binge
Global Debt Monitor Insights: Growing risks in the U.S. corporate sector.
January 8, 2019. Institute of International Finance.
http://files.clickdimensions.com/iifcom-ai7nn/files/gdminsightu.s.corporatedebt_vf.pdf
https://www.reuters.com/article/us-usa-debt-leveraged-analysis/loose-moneyera-leaves-trail-of-u-s-corporate-debt-junkies-idUSKCN1PU0DA
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