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The Growth of Cor porate Debt:
Implicati on s and Policy Re spo nse

It is a pleasure for me to be here and address this group 

today* The topic of debt and its economic  implicat ions is an 

important one and the list of con ference parti cipan ts  i s — as I 

am sure you a g r e e — very impressive. To join our latest Nobel 

Prize w i n n e r - - J a m e s  B u c h a n a n — on the prog ra m is a special honor.

A p p r e h e n s i o n s  about debt and its growth pe rtain  to both the 

public and private sectors of the economy. Problems asso ci ated 

with public sector debt growth were di scu ssed this morning.

While I certai nly  share some of the concerns held reg arding the 

growth of public debt, I will focus my atte nt ion on a component 

of private sector debt, namely corporate debt, and its growth.

The rapid rise of cor porate debt is of great interest to the 

Federal Reserve for several reasons. First, a debt buildup has 

the po tentia l to inhibit future business spendi ng  on plant and 

equipment. Secondly, increase d corporate leverage may lead to an 

increase in the number of corporate failures. Thirdly, the
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greater likelih ood of def aults suggests that finan cial institutions 

may be assuming greate r risks in their loan portfolios. Since 

this may contribute to making the financial sy stem less stable 

and, therefore, to making the economy more vulner able to u n a n t i c i 

pated economi c shocks, it is of particular impor tance to the 

Federal Reserve. Finally, some argue that because of inc reased 

leverage of the corporate sector, the Federal Reserve will be 

more reluctant to tighten when necessary, thereby i nt ro ducing an 

inflati ona ry bias to mo net ary  policy.

The growth of corporate debt in the current economic expansion 

has been no teworthy not only because it has been rapid, but also 

because it has persisted for an exte nded period. While the pace 

of corporate debt growth has slowed consider ab ly since early 

1984, it still remains about 5 percentage points faster than 

growth rates of val ue-added in the corporate sector or in the 

economy as a whole. As a consequence, the level of corporate 

debt relative to corporate product has risen to a su cces si on of



new p o s t -Wo rl d War II peaks, though the ratio remains well below 

those typical earlier in the century.

This debt ex pansio n has been unusual in that a si gnificant 

portion of the rapid growth of corporate debt is a t t r i b u t a b l e  not 

to normal borrowi ng for new investment goods, or to d e s perati on  

borrowing by failing firms, but rather to the r e s t ru ct uring of 

healthy and pr evi ously  stable firms. Some of the re st ru cturin g  

has stemmed from the financing of mergers or leverag ed buyouts, 

and some has occ urred through share repurchas es for the explicit 

purpose of increasing leverage. The d i s tinc ti on is insignificant 

since some share repurchases were designed to fend off mergers 

and some mergers occurred primari ly because the target firms were 

not heavily leveraged. For all non financi al firms, these largely 

deb t- fi nanced  stock purchases have retired more than $300 billion 

of equity in the past three years.

Both increased debt and decreased equity have dramat ically 

affected debt-eq uity ratios. With asset values adjusted to reflect
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r e p l a c e m e n t  costs, the agg r e g a t e  d e b t-equi ty  ratio of nonfin ancia l 

c o r p o rati on s has risen to a po st-Worl d War II record of 50 percent, 

up from 37 percent at the end of 1983, This has happ ened despite 

strong growth in r e t ai ned earnings and a rel ative ly  robust pace 

of new stock offerings«

While there clea rly are risks involved for the in dividual 

firms that have restructur ed, many firms have been able to increase 

the c ombi ne d market value of their ou ts t a n d i n g  sec urities by 

i n c r ea si ng the pr o p o r t i o n  of debt. Conseq uently, the attrac tion 

of leverage must be hard to ignore.

Th ere  are a number of reasons why investors like leverage.

A pr incip al one is the tax advantag e. Returns from capital passed 

through to invest ors as intere st on debt are not taxed at the 

firm level, whe reas those passed through as dividends on shares 

are. Also, leverage (up to a point) can improve capital market 

ef ficiency by providing  a wider choice of securities to investors 

with di fferi ng  needs and tastes, thereby facilit ating the channeling
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of risk toward the investors best able and most will in g to accept 

it.

Recently, a t t e n t i o n  has focused more on the idea that leverage 

enhances contro l of m a n a g e m e n t  by investors because it reduces 

the choices availab le  to managers in a ll oc ating funds« Managers 

are pr o s c r i b e d  from m i s g u i d e d  capital e x p en diture decisi ons if 

revenues in excess of labor and ma ter ial s costs are com mi tt ed to 

pay intere st on heavy loads of debt, e s p e ci al ly if leverage is so 

high that lenders wo uld be relu ctant to lend more«

Why le ve ra ging has been so w i d e s p r e a d  recently is not as 

apparent, but a number of d e ve lopmen ts  have aug me nted the more 

end uring advantage s of leverage« The rest ru cturing  of balance 

sheets has been conc e n t r a t e d  among firms in a few industries 

where the lev eraging may represent an ad a p t a t i o n  to new c i r c u m 

stances« As examples, one could include sharply changing investment 

o pp or tunities in p e t r o e l u m  pro du ct ion and a new regulatory 

en vironm ent taking a more ope n-minde d view of mergers in
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b r o a d c a s t i n g • In the pe troleu m case, investors may have raised 

their preference for leverage, while in the b r oad ca sting case, 

leverage may be largely a s h o r t- te rm byproduct of mergers that 

may be partly offset over time by greater earnings retention«

Three factors that have probably increased pre fe rence s for 

debt have done so largely by reducing the risks entailed. Over 

the past five years, interest rates paid by firms on new debt 

have decre ased substant ially , falling by almost half on long- te rm 

bonds and by about two-thirds on s h o r t-t er m paper or loans. The 

lower rates combined with  the recovery in corporate cash flow 

during the business e x pa ns ion have actually red uced the share of 

cash flow needed to service debt in recent years, despite the 

huge grow th in the amount of debt on which interest is being 

paid •

At the same time, stock prices have soared and are now 2 to 

2-1/2 times the lows of four years ago, on average. This makes 

restructu ri ng more exp en sive for firms, as it raises the cost of
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the shares purchased. But it may also make bo rr owing safer and 

more at tractive to investors. To the extent that the dis cr epanc y 

betw een  balance sheet values and the true e a rnin g power of assets 

has grown, the increase in balance sheet d eb t- equity ratios is 

illusory. Indeed, measu re d at their market values, the aggregate 

ratio of debt to equity has been roughly stable over the past 

four years —  lower than duri ng the middle and late 1970s, though 

higher than in the 1950s and 1960s.

Over the past few years, many firms have also benefi ted from 

improved access to credit markets. In some respects, this has 

lessened the risk of being unable to borrow at times of credit 

stringency. D e re gu lation  of fin ancial markets and the growth of 

loan commitme nts have helped ensure the access of healthy firms 

to loan credit, regardles s of changes in credit conditions. In 

other respects, access to new bo rrowing markets have become 

possible for many firms because of the increase d use and acc eptance 

of techniques such as interest rate and currency swaps, third
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party guarantees, and the new-issue market for low-rated bonds, 

among others. In short, some increase in debt may reflect not 

only tec hn ologi ca l advances in infor ma tion proc essin g and therefore 

risk evaluation, but also financial innovati ons  that ensure firms 

ready access to credit markets when they may have had more 

difficulty in the past.

Taken together, these credit market dev elopments  are 

e n c o u ragi ng  in that they suggest that some increase in debt does 

not neces sarily reflect a desire to take on more risk, but rather 

reflects the fact that many cor porations are now better able to 

cope with debt.

Nevertheless, while higher leverage may be somewhat safer 

now than it was some years ago, the corporate sector and esp ecially 

some individua l firms may be more vulner able to u n a n t i ci pa ted  

shocks, whet he r specific to particul ar industries or to the m a c r o 

economy as a whole. A sharp rise in interest rates for example, 

could produce adverse con sequences. The latter continge ncy is
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e s p e c i a l l y  w o r r i s o m e  in view of the high ratios of s h o r t - t e r m  to 

l on g- t e r m  debt that firms have m a i n t a i n e d  in recent y e a r s — though 

in the agg re gate this ratio has not w o r s e n e d  over the past three 

years of rapid debt growth. The c o m pl icating  effects of leverage 

are already visibl e in the recent problems suf fe re d in the energy, 

agric ult ure, real estate, and steel industries. A l t hough  highly 

levera ged  balance sheets were not the fu ndamental cause of problems 

facing these industri es,  high leverage con tr ibute d to the failure 

of some firms.

-9-

S u b s t itut io n of debt for equity, while it may raise risks 

for the in dividual firms, does not necessar ily increase the 

potential for fi nan cial market instability. If, for example, a 

firm ca pi talize d solely with equity exc hanges newly created debt 

for some of the equity of existing shareholder s, and those same 

sharehol ders keep the new debt along with the remain ing equity, 

then risks to investors are little changed. The same investors 

hold the same total claims on the f i r m ’s cash flow and the same

ex pected va ria bi lity of total returns.



If these investors then sell the debt to w e l l - c ap italize d,  

well-di ve rsified  investors, the risks remain small. Such 

debtholders can presuma bly absorb a subs tantial loss in one of 

their many investments. But to the extent that the debt is 

purchased by thinly cap ita lized  financial institutio ns in 

concentrated doses; problems can arise. A critical danger from 

debt, then, may not be the risks taken by the firms that become 

more leveraged, but rather the risks created by the d e t e r i or at ion 

in the soundness of lenders.

So far, there have not been many serious problems with the 

firms that have restructured  most dramatically. Of greater 

immediate concern is the impact of agriculture, energy and real 

estate lending on many banks and thrift institutions.

In light of these circumstances, some addition al super vi sory 

steps have already been taken. Examin ation staffs of bank 

supervisors have been improved recently, capital adequa cy r e q u i r e 

ments for both banks and thrifts have been strengthened, and we
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have pr op o s e d  a ri s k - b a s e d  capital requirement. We continue to 

urge banks to exe rc ise prudent lending standards, espe ci ally  

in regard to high ly leveraged firms.

It is true that leverage ratios of some firms have risen 

sharply and that, in the aggregate, debt of no n f i n a n c i a l  firms 

has risen sharply. But debt growth and increased  leverage are not 

n e c essaril y bad; for some companies, changed industry conditions, 

higher stock prices, and lower interest rates may justify higher 

debt loads. Indeed, the positive  or negative effects of debt 

growth depend cr itic al ly on how the bor rowed funds are employed.

If increased debt is used in ways that promote capital market 

efficiency, it may actu ally stimulate econ omic growth and enhance 

stability rather than impair it. Even debt used in corporate 

takeovers and spinoffs may work to improve the allo catio n of 

capital in the corporate sector and help sti mulate competition. 

Broad rules run the risk of restrict ing many desirable loans to
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stop a few bad ones. We cannot place ourse lves in the business 

of di ct ating leverage ratios or making indi vid ual loan decisions.

We cannot, however, rest easy. Potential problems of a more 

highly leveraged corpor ate  sector do exist. And it should be 

noted that current tax laws may well foster some of this in creas ed 

leverage and fac ilitate or subsidize more risk taking than would 

otherwise be the case. There are any number of possible  public 

and private policy responses to the likelihood of incre ased 

econom ic v u l n erabil it y arising from the greater leverage that we 

have observed in recent years. Many of these policies relate to 

functions of the Federal Reserve; namely, to monetary policy, to 

central banking, and to the re gul ati on of financial institutions. 

In di scussing policy responses, then, I will focus on those 

relevant to the Federal Reserve.

Many debt problems that we have e xperien ce d in recent years 

stem from the inflation of the 1970s. Inf lati on ary psychology 

often encourages the ass um ption of addi ti onal h ig h-yield  debt



since borr owers a n t i ci pa te that they will repay such debt with 

money that will be w or th less in real terms. The u n a n t i c i p a t e d 

ce ssa t i o n  of infla t i o n  increases real debt burdens and sometimes 

leads to severe problems for borrowers who expec te d the c o n t i nu at ion  

of rising prices in their industries. Recent history suggests 

that sectors which ben ef ited from inflati on in the 1970s are the 

very ind us tr ies ha vin g some of the worst pro blems today.

Agricu lt ure, energy, and some real estate and c o m m o d i t y - b a s e d  

industries  serve as examples of this phenomenon.

Accord in gly, monetar y policy can make an important co ntri b u t i o n  

to m i n i m i z i n g  po tential  problems asso ci ated with an incr easing ly  

leveraged corporate sector. It can do this by pr omoting  price 

stability. A stable price envir onm ent avoids creating those 

incentives w hich often promote the rapid buildu p of specu lative 

debt. The pr omo t i o n  and maint en ance of price sta bility is a 

fundamental  obj ective of monetar y policy today. And it will 

continue to be in the future. The Federal Reserv e recognizes 

that attempts to employ infl ati on as a remedy to debt problems
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will likely only create the type of problems it was intended to 

s o l v e .

In addition to pur su ing price stab ility  and ensuri ng  the 

system's liquidity in times of crisis, the Federal Res erve can 

adopt addition al policies to promote a stable, healthy financial  

system. Specifically, the Federal Reserve has respons ibilities  

for the superv ision and regulati on of certain financial institutions  

in cl udi ng bank holding companies. In carrying out this function, 

it can create incentives to discourage excessive risk taking, 

thereby promoting a more stable financial system. While the 

current system certai nly remains very healthy, there is always 

room for improvement in the regulatory area. For example, in the 

process of attempting to promote a safe and sound financial 

system, risk is un witting ly  subsidized through deposit insurance 

and discount windo w borrowing. Because of this potent ial problem, 

we are seeking to institute a new risk related capital reserve 

standard that helps internalize to banks the cost of risky
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activi tie s. This is cons istent  with the objective that market 

dis cip li ne sh ould be en co u r a g e d  wherever it is feasible.

Of course, the m a c r o e c o n o m i c  concerns relating to debt growth 

are far broader than the corporate sector focus I have been asked 

to take this afternoon. As we know all too well, red uc tion or 

control of federal go vernment borr ow ing must play an important 

role in any overal l m a c r o e c o n o m i c  policy response to the proble m 

of the rapid growth of debt. As with corporate borrowing, not all 

governmen t bor row in g is bad. But to the extent that public debt 

is used for less pr od uctive purposes, federal go vernment spe nding 

growth should be re st rained so that more produ ctive private sector 

activity can be financed. If such action is taken, it should 

help in a m e l i o r a t i n g  the trade deficit as well.


