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Inside the loan portfolio
Credit metrics of leveraged loans in the primary market*

first-lien debt/Ebitda         total debt/Ebitda         cash-interest coverage         cash-flow coverage

* Analysis based on pro forma adjusted Ebitda.

source: LCD, an offering of S&P Global Market Intelligence
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The lowest interest rates, the most ac-
commodating Fed, the shortest junk-
bond durations, the highest corporate 
leverage and the longest business expan-
sion frame the value proposition for junk 
bonds and the speculative-grade, trad-
able bank debt styled “leveraged loans.” 
“Hold on to your hats!” is the investment 
conclusion of the analysis to follow.

We write to connect fact with per-
ception, perception with valuation and 
valuation with risk. The conclusion, a 
truism, is foregone: Bubbles end with 
televised congressional hearings. What 
turns a truism into capital gains for the 
alert speculator is the correct answer to 
the question beginning “When?”

We don’t know when. Nor does his-
tory shine a bright light on the future 
in this particular cycle, given that so 
much is new, even unprecedented, in 
today’s markets. Here’s what the past 
does teach:

1. Ultra-low interest rates distort in-
vestment judgment, prolong the 
lives of profitless companies and 
inflate the present value of future 
cash flows.  

2. Desperately searching for yield, in-
vestors often find trouble. 

3. Technological innovation threat-
ens established businesses, heavily 
leveraged established businesses 
most of all. 

Community Health Systems, Inc., 
one of America’s largest hospital op-
erators, “overleveraged and stressed for 
a long time,” as Brian Horey, paid-up 
subscriber and president of Aurelian 
Management, reminds colleague Fabi-
ano Santin, could be the avatar of those 
three lessons.  

icaid reimbursement rates and thus 
pressuring margins. 

Even so, on Jan. 23, Community 
Health was able to issue $1.46 billion of 
five-year, first-lien notes bearing a cou-
pon of 65/8%. The issue refinanced $1 
billion of 51/8%, first-lien notes of 2021 
as well as $426 million of 6¼% first-lien 
securities of 2023. 

Time will tell if Caa2/B-minus are 
reasonable ratings, if 6%-plus is ad-
equate compensation for the creditors 
and if management can juggle the new, 
higher interest costs it’s just contract-
ed. Income-seeking investors are per-
haps less concerned about those ques-

Rated Caa/B-minus, the company 
owes $13.4 billion (its securities con-
stitute the fifth-largest holding of 
HYG, the iShares iBoxx High Yield 
Corporate Bond exchange-traded 
fund). It generates, or over the past 
three years has generated, no free 
cash flow, rather a net cash loss. Since 
2015, it has cut capital spending in 
half. Since 2014, to finance an ag-
gressive acquisitions strategy, it has 
increased its indebtedness by 50%. 
Fewer patients are seeking admis-
sion to its mostly smaller, mostly rural 
hospitals, at which operating costs are 
rising faster than Medicare and Med-

Grand tour of junk
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Jan. 23 bankruptcy filing of McDer-
mott International, Inc. highlights the 
possibilities for microeconomic, credit-
led trouble. 

The former J. Ray McDermott & 
Co., founded in 1923, survived many an 
oil-and-gas slump but came a cropper 
following its particularly leveraged, espe-
cially ill-founded merger with CB&I, the 
old Chicago Bridge & Iron, in December 
2017. A year later, McDermott featured 
in these pages in an analysis of the games 
that managements can play when ac-
counting for merger-related business dif-
ficulties (see “Really, it’s just IOUs” in 
the Dec. 14, 2018 issue of Grant’s). 

So it was no state secret that some-
thing was amiss at McDermott. Yet 
as recently as the end of July 2019, 
the then-B3/CCC-plus-rated McDer-
mott 105/8s of 2024 traded at 96. Two 
months later, the bonds, suffering a 
two-notch downgrade, dropped to 68 
before plunging to 16.5 (it took just 
two days) at the end of September. 

“The price of McDermott’s first-lien 
loan largely followed the price move-
ment of the bonds,” Santin observes, 
“perhaps because CLO managers were 
slow to realize that the loans were in-
deed in danger of losing their B-ish 
rating, which would jeopardize CLOs’ 
typical 7.5% exposure limit to CCC 
debt.” Post-bankruptcy, the bonds 
change hands at 13 cents on the dollar, 
the loans at 65.

Certainly to the readers of Grant’s, 
the generalized deterioration in corpo-
rate-credit quality is old news. Thus, 
issuers of leveraged loans last year 
carried leverage of 5.2 times adjusted 
Ebitda, matching the all-time record 
set in 2018 and up from 3.8 times in 
2008 and 4.9 times in 2007, according 
to S&P’s LCD unit, though it was very 
likely that even the “all-time record” 
was greatly understated. 

With respect to Ebitda—earnings 
before interest, taxes, depreciation 
and amortization—it’s the promoters 
who make the adjustments, and the 
“adjusted” Ebitda level at which they 
borrow is seldom the Ebitda level that 
they subsequently earn. From 2016 to 
2018, S&P has found, most loan issuers 
missed their published Ebitda targets 
by 25%, suggesting that actual lever-
age is meaningfully higher than that 
to which the deal-doers admit. “The 
implication is that the loan market is 
riskier than that implied by credit rat-
ings,” the analyst team led by Matthew 

the CFA Institute’s website, called 
the 10-year-old credit expansion a 
“bubble.” Unburst, it continues to ex-
hibit the characteristics that promote 
growth in lending and borrowing, he 
noted, e.g., low default rates, OK re-
covery rates on actual defaults, small 
yields, liquid markets. 

Since the dawn of the modern junk 
market in the late 1970s, such “benign” 
cycles, he calculates, have lasted for 
six years on average. If you classify the 
downside rip in 2016 as a localized en-
ergy crisis, not as a full-fledged contrac-
tion, today’s debt expansion is closing 
in on its 11th birthday. “[O]nce such a 
cycle ends,” Altman writes, “the subse-
quent spike in high-yield bond default 
rates and decline in recovery rates have 
been dramatic, with default rates reach-
ing at least 10% for one or two years and 
recovery rates dropping below 40% and 
sometimes even below 30%.” 

Altman hazards no guess about when 
this granddaddy of benign cycles will 
turn malicious: “When both macro and 
micro market forces point to an unmis-
takably negative outlook, I expect the 
next stressed credit cycle to produce 
default amounts that will be higher 
than any in the past due to the enor-
mous bond, bank and nonbank build-
up, and the crisis may last longer than 
the previous one.” 

Or it just might be, as Santin sug-
gests, that this time around, the credit 
tail wags the macroeconomic dog. The 

tions than they are captivated by the 
figure 6%. Then, too, the refinancing 
has bought Community Health three 
more years of corporate life. 

It can’t be said that Mr. Market is 
oblivious to such businesses and the 
risks they pose. Anomalously last year, 
triple-C-rated bonds, situated near 
the bottom of the junk pile, under-
performed double-Bs, which rank near 
the top of that stack. The record of the 
past 30 years is that, in a strong market 
for high-yield debt, the more specula-
tive stuff outshines the better stuff. 
Not this time. 

In the second half of 2019, Standard 
& Poor’s three-month trailing ratio of 
loan downgrades to upgrades topped 
3:1. It was the most elevated reading 
since the dark second quarter of 2009. 

If bubbles are their own worst en-
emies, it’s because investors and pro-
moters reasonably act on the incentives 
that the cyclical gods dangle before 
them. Thus leverage builds, valuations 
stretch and loan covenants disappear as 
borrowers and lenders internalize the 
message (especially persistent since 
2008) that the after-tax cost of borrow-
ing will remain low indefinitely, if not 
for longer. In Davos last month, bold-
face Wall Street names claimed that 
boom-and-bust is history. 

The junk-bond eminence Ed Alt-
man, emeritus professor of finance at 
the Stern School of Business at New 
York University, writing last year on 

Never junkier

Proportion of leveraged loans rated single-B-or-lower by S&P*

sources: LCD, an offering of S&P Global Market Intelligence; S&P/LSTA Leveraged Loan Index

* Based on S&P Facility Ratings only. 
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cate a 97% probability of a recession by 
the middle of next year, according to 
Sahm’s indicator. 

Santin asked Moody’s whether a 
4.1% jobless rate wouldn’t imply a 
surge in defaults just beyond the tem-
poral horizon of its own default fore-
cast. The agency declined to say more 
than that 12 months is the outer limit 
of its default-prediction range. At that, 
it’s further than ours. All we think we 
know about the next default cycle, in 
bonds and, especially, in leveraged 
loans, is that it’s going to be a doozy. 

Although ratings are backward-look-
ing, Moody’s incorporates the history 
of ratings changes—the so-called rat-
ings-transition matrix—into its default 
prediction model. 

Thus, for instance, based on the re-
cord between 1987 and 2017, a previ-
ously downgraded double-B-rated U.S. 
issuer has a 30% probability of being 
moved down another notch within the 
next six quarters. In contrast, a new 
issuer has only a 7% chance of being 
downgraded in the same time frame. 
It makes no difference whether the 
particular borrower drills for oil, sells 
sheets and towels at shopping malls or 
manages a water utility. 

“What Moody’s and S&P want to 
show people is a smooth transition,” 
Christopher Whalen, publisher of The 
Institutional Risk Analyst, tells Santin. 
“They want people to believe that 
you can predict the future in terms of 
defaults. I would tell you that if you 

that this cycle is, in fact, something 
new and different, Moody’s projects 
smooth sailing in 2020. It forecasts 
that the speculative-grade default rate 
will shrink to 3.5% by the end of the 
year, down from 4.2% in December 
2019. For context, since the beginning 
of 1970, the trailing 12-month default 
rate has averaged 3.9%.

Maybe Moody’s is correct, and per-
haps the simplicity of its three-factor 
default-rate forecasting model is a 
source of analytical strength, not short-
sightedness. Anyway, to arrive at the 
near-term default rate, Moody’s weighs 
the spread of junk yields to Treasury 
yields, the national unemployment rate 
and the history of ratings migrations (of 
which more in a moment).

Forecasting simplicity may have 
reached its apogee last year in a model 
devised by a former Fed economist. 
The Claudia Sahm Recession Indicator 
holds that when the three-month av-
erage rate of unemployment increases 
at least one-half a percentage point 
above its low from the previous year, 
the economy is effectively in a reces-
sion. Back-testing since 1970 rings up 
a perfect score with no false positives. 

Although the consensus of prognos-
ticators anticipates that joblessness 
will more or less hold steady at 3.7% 
over the next year, Moody’s projects 
a bump up in the three-month aver-
age rate to 4.1% by June 2021, exactly 
half a percentage point above the 3.6% 
rate one year earlier. This would indi-

Mish, head of credit strategy at UBS, 
justly concludes. 

The ratings agencies, not customar-
ily the market’s thought leaders, have 
themselves noticed the signs of ter-
mites in the house of credit. “Thus,” 
Santin relates, “at the end of 2019, 
65.1% of U.S. leveraged loans rated by 
S&P received a single-B or lower rating 
versus 37.4% at the end of 2007. It’s the 
worst ratings distribution for the S&P 
historical series going back to 2006. Giv-
en that leveraged loans were much safer 
and better-rated until the last economic 
cycle, it’s likely that this is the highest 
proportion of lower-rated loans ever.

“A broader data set from Moody’s 
Investors Service’s annual default 
study, dated Jan. 30,” Santin contin-
ues, “showed that issuers rated triple-
C and lower represented 43.6% of the 
global speculative-grade issuers rated 
by the agency in the beginning of 2019, 
compared with 19.7% in 2007. Here, at 
least, no new dubious record was set: 
The all-time high of 44.5% is from the 
beginning of 2016.”

What might truly define this cycle in 
lending and borrowing, a veteran credit 
investor remarks, is the systematic re-
moval of the covenant language that 
prevented borrowers from spiriting away 
the assets that the lenders had assumed 
would protect them in bankruptcy.  

“That to me is the existential threat 
in the [leveraged loan and high-yield 
bond markets],” our source says. 
“There are issuers who on day one have 
tremendous financial flexibility to pay 
out dividends or dividend out assets, 
which goes right against the efficacy of 
a creditor’s fundamental protection of 
assets and cash flow.”

Far from resisting these insults to fi-
nancial safety and soundness, the credi-
tors appear to have succumbed to a kind 
of Stockholm syndrome. It’s fallen to 
S&P, for instance, not the Society for 
the Defense of American Savings (which 
organization happens not to exist) to 
observe that the growing frequency of 
loan-only capital structures is jeopar-
dizing the safety of first-lien lenders. It 
stands to reason: Without a loss-absorb-
ing layer of subordinated debt, senior 
creditors bear greater risk. And yet, S&P 
reports (via LCD News, on Feb. 3) that 
the market has been pricing “loan-only” 
obligations at just a slight discount to 
the better-protected ones. 

In line with recent history, but con-
trary to the accumulating evidence 

Leverage goes global

Proportion of global speculative-grade issuers rated 
Caa or lower by Moody’s 

source: Moody’s Investors Service
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“Another potential overhang to 
leveraged loans and high-yield credit 
in general is if CLO equity returns 
continue to deteriorate,” Santin ob-
serves. “This could make it more dif-
ficult for new CLOs to raise equity 
and consequently throw a spanner 
in Wall Street’s structured-financing 
machine. On Jan. 27, S&P’s LCD re-
ported that CLO managers are ‘strug-
gling to convince past LPs . . . to stick 
around because of equity underper-
formance.’ An unnamed lawyer ex-
plained to LCD that equity returns 
have just not ‘turned out as well as 
envisioned.’

“An interruption in the issuance of 
leveraged loans could increase debt 
costs as borrowers turn to the bond 
market instead,” Santin continues. 
“Given that high-yield bonds and loans 
are outstanding in roughly equal mea-
sure—$1.2 trillion—and given that 
CLOs hold 70% of leveraged loans, 
a 30% shrinkage in the CLO market 
could require a meaningful jump in 
bond financing. By the numbers, it 
could, in fact, call forth a jump of 21%, 
or $252 billion, in new issuance. 

“It would be rash to attempt to pre-
dict the denouement of these various 
trends and forces, both macro and mi-
cro, as they bear on leveraged finance,” 
Santin winds up, “but on the face of it, 
it doesn’t sound bullish.” 

•

ratings migration table (1983 to 2018), 
there was a more than 70% probability 
that the leveraged loan of restaurant 
chain Steak ’n Shake, Inc. would re-
tain its B3-rating, or even be upgraded, 
through October 2018—only consider 
the chain’s “strong brand awareness” 
and “relentless focus on value.” Instead 
came an April 2018 demotion to Caa1—
only consider the “challenging operating 
environment with higher costs, includ-
ing commodities and labor, alongside 
reductions in traffic . . . and weakened 
credit protection measures.” 

Now, according to the agency’s pro-
tocols, there was a 70% probability that 
the loan would retain the Caa1 rating 
for at least another year. But April 2019 
brought another downgrade, to Caa2, 
along with a shift in the ratings outlook 
to “negative.” As for the loan itself, it 
changes hands today at less than 71, 
down from par in October 2017. 

It will be said that migration-table 
probabilities apply not to any single 
issuer but to a statistically signifi-
cant cohort of issuers. Granted. Yet 
the “Industry Sector Outlook” report 
of Jan. 30 from Moody’s underscores 
how broad-based is the deterioration 
in credit fundamentals (there’s been 
nothing like it since 2008–09, Moody’s 
says). And the investors? Income is the 
prize, and they hunger for it, as they 
seem not to hunger, for instance, for 
conservative leverage ratios. 

look at their own historical numbers, 
defaults are a little more idiosyncratic 
than they would have you believe.”

. . .

With the understanding that we will 
stick to journalism and let Moody’s as-
sign its ratings, we wonder what will 
become of the vintage businesses, en-
cumbered by cheap debt to finance 
private-equity-sponsored buyouts and 
dividend distributions, come the next 
credit comeuppance. Testament to 
the instability of business models in 
this time of ultra-low bond yields and 
up-tempo technological change is that 
even some of the top disrupters—Uber 
Technologies, Inc., The We Co., Inc.—
have wound up on the back foot. 

Consumer taste is perhaps no more 
fickle than it ever was, and government 
regulation no more capricious, but the 
restaurant business is struggling more 
than you’d expect in the current econ-
omy. “It shouldn’t be in this shape be-
cause the consumer is supposed to be in 
pretty good shape—still spending, still 
wanting to eat out,” says John Ham-
burger, founder and CEO of Franchise 
Times. But, Hamburger adds, consum-
ers are picky, wage costs are rising, “and 
then this movement towards digital and 
mobile ordering, it is starting to acceler-
ate right now.” 

According to the Moody’s one-year 
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A kind of price discovery

Sir Isaac Newton himself experimented 

with alchemy. And the Fed, in deliver-

ing Tuesday’s out-of-the-blue 50 basis-

point reduction in the federal funds rate, 

showed that it’s open to faith-healing. 

The “fundamentals of the U.S. economy 

remain strong,” the Federal Open Mar-

ket Committee allowed, but “the corona-

virus poses evolving risks to economic ac-

tivity.” It was the first such inter-meeting 

interest-rate action since Lehman failed. 

Is this a Lehman moment? No ama-

teur Wall Street virus hunter can possibly 

know. Is it an interest-rate moment—

that is, a time to deliver urgent relief from 

crushing interest expense? You wouldn’t 

think so. Investment-grade corporate 

bonds are priced to yield 2.5%, junk bonds 

5.9%. In modern times, corporate credit 

has rarely been cheaper. As to liquidity 

in last week’s selloff, BlackRock, Inc. re-

ported on Monday that exchange-listed 

products “traded with generally tight bid-

ask spreads, heavy volumes, high liquidity 

and no forced selling.” 

Maybe the evidently benign backdrop 

explains why, after a brief post-cut rally, 

the S&P 500 retreated. “Investors,” 

colleague Evan Lorenz observes, “just 

don’t believe that lower rates will inocu-

late the economy from a virus-related 

slowdown. After all, how can slightly 

lower interest expense unsnarl supply 

chains or top up the income of a quaran-

tined worker? For that matter, how can 

even lower bond yields help the income- 

famished pension funds? Be that as it 

may, Mr. Market expects Chairman 

Jerome Powell to keep dispensing the 

same medicine: The futures market 

guesses that fed funds will fall by an-

other 50 basis points by Dec. 16.” 

The editors of these pages never tire 

of taking the Fed to task for suppressing 

honest price discovery. But Tuesday’s 

emergency action did convey some use-

ful information. When the Fed said its 

piece, the S&P traded at 3,059.50, or 

9.6% below its all-time high. Is a 10% 

drawdown the strike price for the Fed’s 

famous put? If not, why could the rate-

setting panel not wait two weeks for the 

regularly scheduled March 18 meeting? 

The pullback notwithstanding, the 

S&P 500 remains expensive at 19.7 

times trailing earnings (and a much 

higher multiple if properly measured; 

see the issue of Grant’s dated Jan. 24). 

According to the Investment Company 

Institute, passively managed funds hold 

more than $11 trillion worth of assets. As 

the indexed hordes trim exposure, they 

sell alike cyclical shares and defensive 

ones. The popularity of low-volatility 

ETFs, which are overweight consumer 

staples, may explain why the staples 

component of the S&P 500 plunged by 

5.3% during the first hour of trading on 

Feb. 28, compared with a 4.1% decline 

in the overall index. 

Maybe the faith-healers can’t cure 

volatility after all.
 •

Ten-cent beers

“We are still paying interest rates,” 

President Donald Trump com-

plained at a coronavirus-themed 

press conference the week before 

the Fed slashed the funds rate. 

“We’re the greatest of them all. We 

should be paying the lowest inter-

est rates. When Germany and other 

countries are paying negative rates, 

meaning they are literally getting 

paid when they put out money. 

Whoever heard of this before?”

Not Richard Sylla, co-author, 

with the late Sidney Homer, of A 

History of Interest Rates, who told 

a Grant’s audience last year that 

negative nominal bond yields of the 

post-crisis era were indeed some-

thing new under the sun. 

Correct on the historical ques-

tion, President Trump chose not 

to engage with the theoretical one. 

What are interest rates for? Well, we 

have the answer. Interest rates are 

the indispensable prices by which 

people (or their robots) discount 

estimated future cash flows, reckon 

investment hurdle rates and cali-

brate credit risk. 

To Irving Fisher, by acclamation 

the greatest home-grown American 

economist, the “rate of interest ex-

presses a price in the exchange be-

tween present and future goods.” 

Thus, at the heart of the matter is 

time—that plus the human condi-

tion. Impatient people borrow, the 

patient ones save. 

“The rate of interest,” to quote 

our own words from last summer, 

�  (Continued on page 2)

“I said, WHAT’S THE MARKET DOING?”
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Chairman Powell meets Professor Goodhart

Goodhart’s Law says that a central 

bank’s policy target, merely by being 

a target, isn’t worth shooting at. Or, as 

the anthropologist Marilyn Strathern 

framed that proposition, “When a mea-

sure becomes a target, it ceases to be a 

good measure.” 

Now in progress is a survey of mea-

sures at which the Fed is taking aim. In 

preview, we judge that the bullseyes of 

volatility suppression and “yield-curve 

control” are ones that the central bank 

ought not to be pointing at, let alone 

hitting. Distortion, risk and opportu-

nity lie ahead. 

Charles Goodhart formulated his 

adage in 1975, as if anticipating the 

monetarist agenda of the future gov-

ernment of Margaret Thatcher. By 

controlling the money supply, the 

Thatcherites believed, one could con-

trol inflation. Goodhart, an emeritus 

professor of banking and finance at 

the London School of Economics and a 

former adviser to the Bank of England, 

forearmed the critics of that policy 

with these words: “Any observed sta-

tistical regularity will tend to collapse 

once pressure is placed upon it for con-

trol purposes.” 

To clarify, imagine a CEO who single- 

mindedly targets his company’s share 

price because no great company can 

have a second-rate stock. Imagine him 

leveraging the balance sheet in order to 

repurchase the stock to lift that price. 

Imagine him borrowing so much, and 

repurchasing so much, that the business 

becomes insolvent. Picking his target, 

he ignored Goodhart’s Law.

Or imagine a publisher who decides 

to pay her authors by the word because 

doorstops are the kind of books that 

seem to be selling. So incentivized, her 

writers clog their pages with adverbs, 

adjectives, extraneous quoted matter 

and other such padding. The authors’ 

incomes rise as their unreadable tomes 

go unsold. The publisher, too, has had 

an encounter with Goodhart’s Law. 

Which brings us to the Fed and its 

targets. Section 2A of the Federal 

Reserve Act, “Monetary policy objec-

tives,” tells the central bankers what to 

strive for: 

The Board of Governors of the Federal 

Reserve System and the Federal Open 

Market Committee shall maintain long run 

growth of the monetary and credit aggre-

gates commensurate with the economy’s 

long run potential to increase production, 

so as to promote effectively the goals of 

maximum employment, stable prices and 

moderate long-term interest rates. 

In law, then, there is no “dual man-

date.” Yes, maximum employment is 

right there in the statute book, but 

where did the goal of a 2% inflation 

rate come from? (Answer: It came from 

the Reserve Bank of New Zealand and 

Janet Yellen and the Bank of Canada 

and other such monetary institutions 

and bureaucrats, but not from Con-

gress.) As for “moderate long-term in-

terest rates,” rates either nominal or 

inflation-adjusted, a sub-1% yield on 

the Treasury’s 10-year note seems not 

to meet the definition. 

Besides these objectives, Congress 

stipulated the means to achieving 

them. The Fed was to encourage the 

production of money and credit in 

volumes “commensurate with” the 

nation’s potential for lasting econom-

ic growth.
Over the past 10 years, real GDP 

has risen at an average annual rate of 

2.3%—and over the past 20 and 30 

years, at rates of  2.0% and 2.5%, respec-

tively. On the next page, we compare 

those figures with growth in nonfinan-

cial debt, in the broadest definition of 

money and in the Fed’s balance sheet. 

For comparability, we express these 

data in nominal (i.e., non-inflation-

adjusted) terms and terminate each 

series on Dec. 31, 2019, i.e., before the 

pandemic. Note that growth in debt 

has eclipsed gains in GDP over each of 

the three intervals and that growth in 

money has topped gains in GDP over 

the 20- and 30-year intervals. Note, 

particularly, the 30-year increase in 

the ratio of nonfinancial debt to GDP. 

Whatever else may be said for the fi-

nancial record of the past generation, 

it’s been great for credit formation. 

Leveraged economies, like leveraged 

companies, are more fragile than un-

encumbered ones, a fact that bears on 

the Fed’s choice of policy objectives. 

On paper, there are many such targets, 

e.g., full employment, a respectable 
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