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Taking Credit

Having briefly — but violently — reconnected, asset
markets again disconnected in response to looser
fiscal and monetary policy in the US. Wall Street
bounced almost 10% from its intra-day January lows,
led by sharp rallies in some cyclical sectors. Credit
markets, by contrast, barely responded. (Exhibit 1
shows a selection of credit indicators.)

A few thoughts on this:

First, equity-credit market disconnect is not unusual at
turning points. Our credit team refers to the ‘equity-
credit’ clock, showing how credit and equity markets
can move out of synch (see Neil McLeish, Bear Market
Update, 23 January). Exhibit 2 shows a long-term
series of US corporate bond spreads (using the
Moody’s seasoned BAA series). Spreads typically
peak late in a recession, or even after the recession
has ended. Equities, meanwhile, usually rally before a
recession has ended. Hence, the general rule: Credit
is quicker to price recession than equity, while equity is
quicker to price recovery than credit.

Second, the current disconnect between equities and
long-end Treasuries is more unusual. Long-end
Treasury yields usually start to rise before the Fed
finishes easing, in anticipation of recovery. In other
words, if the equity market rally really reflects investors
anticipating recovery — rather than, say, a short-
covering rally — it would be usual for Treasury yields to
be rising, not falling.

Third, the disconnect between Treasuries and equities
is maintaining the apparent relative value of equities
versus debt. The well-know Fed model — which
compares the yield on equities and Treasuries —
continues to signal that equities are at almost
unprecedented levels of relative attractiveness, despite
the bounce from the lows.
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Exhibit 1
No Relief in Credit
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Exhibit 2
Credit Recovers Late
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Whether the usual lead-lag disconnects between credit
and equity hold true in this cycle is a moot point, in my
view. It's moot because the credit boom — centered on the
consumer — was a key driver of growth (and hence
earnings) through the expansion phase. The fact that
credit remains in a funk therefore will have particularly
important economic implications in this cycle — and that, in
turn, will likely affect how policy works (or doesn't), as well
as corporate earnings and equity performance.

Exhibit 3
Tighter Still
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The Fed’s survey of senior loan officers, released
yesterday, showed another material tightening in lending
standards. Exhibit 3 shows the net balance of
respondents tightening mortgage lending standards. (The
Fed has only recently asked for separate responses on
different mortgage types, but the balance tightening on
prime mortgages is now higher than any previous measure
for the overall mortgage market.)

Lenders are also tightening standards for commercial
borrowers. While it is true that the household sector is the
epicenter of credit risk in this cycle, the change in bankers’
lending standards has historically provided a good lead on
commercial loan delinquencies (Exhibit 4).

Bankers are also reporting reduced fund demand from the
corporate sector. This demand indicator typically leads
commercial and industrial loan volumes — the recent
divergence (Exhibit 5) presumably reflects in part the re-
intermediation of previously off-balance-sheet lending
vehicles.

Source: Federal Reserve; Morgan Stanley

In this context, it’s critical to remember that we are still
very early in the recession cycle. | think it's almost
inconceivable that credit providers will loosen lending
standards in the midst of the downturn. (That’s not to say
that market pricing of credit products will remain in a bear
market — our credit team thinks that spreads will widen
before narrowing by year-end. See Greg Peters, Credit
Strategy Conference Call presentation, 4 February.)

Exhibit 5
Corporate Credit Demand Easing

Exhibit 4
Bankers Tighten Ahead of Bad Debt Rise
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The important economic point is that tighter lending standards
will reduce the effectiveness of monetary policy. Yes, lending
standards usually get tightened in a downturn, but this time
the tightening seems extraordinary for households — the most
restrictive in the history of the Fed survey — which contrasts
with the prior recession, which saw little or no lift in lending
standards. This supply-side restraint will compound likely
lackluster demand for credit, as households focus on reducing
debt burdens and leverage rates. The serious economic
effects of the ongoing credit malaise suggest that equity
markets will struggle to see a sustained rally much ahead of a
sustained improvement in credit conditions — and that seems
some way off.
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