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Since the end of the Fed’s quantitative easing program in 2013, a consistent debate has 
raged throughout the financial community over whether or not asset prices in the US have 
risen so much so as to cause a bubble. One catalyst to this discussion is the massive amount of 
cheap credit that was made available by the Fed’s easy money policies following the Great 
Recession. Due to this extraordinary expansion of credit, looser lending conditions and 
macroeconomic factors an asset bubble has formed in C&I lending. 

Figure 1. Source:https://chicagofed.org/research/data/nfci/background

The National Financial Conditions Index1 measures on an adjusted basis (blue) and 
unadjusted basis (red) of financial conditions in the U.S. for both debt and equity markets. Figure 1 
above provides an overview of the current lending conditions, i.e. “loosening” or “tightening” 
lending standards.When financial conditions are tighter than average, the index gives a positive 
value, and when looser than average, a negative value. As recent data suggests, on an adjusted 
basis, financial conditions have turned slightly tighter following a period of relative lending ease.

In research done by Dell’Arricia and Marquez2, they find, somewhat obviously, that banks 
ease lending standards when competition is high and the public demand for credit is high. 
Surprisingly though, as banks obtain more information about borrowers, although limited, this 
tends to decrease lending standards. One of the most notable consequences is that banks reduce or 
drop their collateral requirement in an effort to undercut competitors, thus reducing the quality of 
their portfolio and increasing the potential for a crisis/bubble.
 This process turns into a self-fulfilling process whereby lenders are receiving a surge in 
demand, they are receiving slightly more information on borrowers (most notably default rates), 
which reduces the extent of their screening process. In an effort to stay competitive in a lower 
interest rate environment banks continue to loan more, leading to a boom.

As Figure 1  illustrates following the trough of the recession, mid-2009, adjusted lending 
standards have by and large been looser than average. The chart on the next page helps shed light 
on whether a bubble is forming or not.

https://chicagofed.org/research/data/nfci/background


Figure 2. Source: http://www.zerohedge.com/news/2017-06-10/us-weeks-away-recession-according-latest-loan-data

Figure 2 above displays total commercial and industrial loan volume for all banks in the 
U.S.3 As shown, following the significant contraction in 2008-09, loan growth bottomed out in 
Q1 of 2010. Since this period, total loan volume has increased steadily, if not rapidly in the 
past 7 years. The end of Q1 2017 saw the first decrease in loan volume growth since 2010.

Easy credit undoubtedly fueled this growth and it can be argued that recent “rate 
hikes” have likely caused loan volume growth to pause. It’s also worth noting that the recent 
leveling off relates to the rate of growth, loan volume is still near or at all-time highs. As 
mentioned, when the real interest rate decreases, lenders have to loan a higher aggregate loan 
amount to obtain comparable aggregate returns. Could rising interest rates simply be the 
realization of higher returns and thus a decrease in needed loan volume? Or could the higher 
interest rates be squeezing lenders out the market and forcing borrowers to deleverage? The 
direction of real interest rates is crucial for understanding if a bubble is forming, as a 
“popped” bubble, or sudden deleveraging is the main concern.
 

In our affinity for the usefulness of graphs, Figure 3 on the next page shows the trend 
of real long-term interest rates for the G7 since 1955. As the chart displays, real long-term 
interest rates have been steadily decreasing and converging from a high in the 1990’s.

The research done by Kei-Mu Yi and Jing Zhang analyzed the reasons these trends exist 
and found that demographics and capital allocation decisions, as exemplified by MPK and 
TFP, have brought about the downward convergence of long term interest rates.4

http://www.zerohedge.com/news/2017-06-10/us-weeks-away-recession-according-latest-loan-data
http://www.zerohedge.com/news/2017-06-10/us-weeks-away-recession-according-latest-loan-data


Figure 3: G-7 Real Long Term Interest Rates

Source: https://chicagofed.org/publications/economic-perspectives/2017/2-yi-zhang

An often-cited metric for understanding the relationship between economic conditions and 
interest rates is the Taylor Rule, which Yi and Zhang use in their research. Essentially, the Taylor Rule 
treats the nominal interest rate as a function of inflation, output, or other economic conditions. 
Total factor-productivity (TFP), and marginal productivity of capital (MPK) are two key 
components that affect economic output, subsequently affecting the direction of interest rates.

Any quick review of recent history, post WWII, will show that TFP and MPK for the world 
peaked during the post war boom and reconstruction. Yi and Zhang’s research confirms this as well. 
This graph doesn’t capture the post war period entirely, but its antithesis is shown in the 
contraction from the 70’s, when TFP and MPK fell dramatically as the world economy limped along.

Yi and Zhang’s research shows that when TFP and MPK decrease, real interest rates decrease. 
This decrease occurs largely due to the law of diminishing returns and opportunity costs. For the 
profit maximizing firm it must choose the level of capital it will employ, taking into account the 
cost of capital, or the rental rate of capital, and the expected benefit of one additional unit, the 
marginal product of capital. This relationship is expressed in the following equation, 

Equation 1 : rt = Et [MPKt +1] – δt – RPt . 
Where rt  is the real interest rate, Et [MPKt +1] is the expected marginal product of capital, δt  is 

the depreciation rate of capital, and RPt  is the risk premium on capital. 
The relationship is relatively straightforward, as more and more capital is allocated to a 

certain use, the marginal return on each additional source of capital decreases. Additionally, as 
there are fewer places to efficiently allocate capital the opportunity cost, or risk premium (RP), for 
employing one additional unit of capital requires additional compensation or a higher risk 
premium, thus decreasing the real interest rate. 



Essentially as investors, businesses, etc. are more risk averse, their aversion acts as a drag 
on returns through a flight to safety, the most well known example being a flight to 10-Yr 
Treasuries. 

This sort of dynamic appears to be playing out today; an interdependence of interest rates, 
productivity and capital allocation. Following the subprime crisis, nominal interest rates were 
pushed so low so as to encourage lending and growth but productivity didn’t increase.5 
Businesses were given more capital, consumers were allowed lower debt service costs but growth 
largely occurred on paper.

Figure 3 suggests that despite the Fed’s decision to raise interest rates in the mid 2000’s, 
real interest rates were still pressured to trend downward. Although this was a relatively short 
time frame that the Fed Funds Rate was raised the graph still suggests that the forces of 
productivity, capital allocation and risk aversion are affecting the lending environment more 
acutely through their pressure on real interest rates.
          

We conclude from this analysis that an asset bubble has occurred as an artificially low real 
interest rate; as caused by excessive capital, has over encouraged borrowing to compensate for 
lower returns. This persistently low interest rate environment and low capital productivity, 
combined with easier lending standards have led to excessive lending. The information 
presented suggests that fundamentally, economic conditions have not changed to support this 
level of lending. 

What remains to be seen, and requires additional research, is how levered are businesses 
and consumers, particularly on short term or flexible interest rate products that will be affected 
by a rising interest rate. Understanding that relationships is crucial in determining the 
magnitude or the potential consequences of this bubble. 
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the most effective and advantageous manner.  Utilizing a vast database of 
relationships and knowledge of the debt capital markets, Rush Street Capital 
assists business owners, private equity firms, and independent sponsors to 
find the best possible capital structure.  Options include a wide array of 
corporate debt alternatives, including Senior Debt from banks, finance 
companies, hybrid lenders, Unitranche lenders, Business Development 
Companies (BDC), Mezzanine Debt, bridge loans, project financing, 
acquisition financing and more.   

For more information, visit  www.rushstreetcapital.com.       

http://www.rushstreetcapital.com


Works Cited:

1. “National Financial Conditions Index (NFCI) Background, Federal Reserve Board 
of Chicago, https://chicagofed.org/research/data/nfci/background.

2. Dell'Ariccia, Giovanni, and Robert Marquez. "Lending Booms and Lending 
Standards." The Journal of Finance 61, no. 5 (2006): 2511-546. 
http://www.jstor.org.ezproxy.depaul.edu/stable/3874718.

3. “U.S. Weeks Away From A Recession According To Latest Loan Data,” Zero 
Hedge,  
http://www.zerohedge.com/news/2017-06-10/us-weeks-away-recession-according-latest-loan-d
ata

4. Kei-Mu Yi and Jing Zhang, “Understanding Global Trends in Long-run Real 
Interest Rates,” Economic Perspectives, Vol. 41, No.2 (2017),   
https://chicagofed.org/publications/economic-perspectives/2017/2-yi-zhang. 
  

5. John Fernald and Bing Wang, “The Recent Rise and Fall of Rapied Productivity 
Growth,” FRBSF Economic Letter (2015-04), 
http://www.frbsf.org/economic-research/publications/economic-letter/2015/februa
ry/economic-growth-information-technology-factor-productivity/

https://chicagofed.org/research/data/nfci/background
http://www.jstor.org.ezproxy.depaul.edu/stable/3874718
http://www.jstor.org.ezproxy.depaul.edu/stable/3874718
http://www.jstor.org.ezproxy.depaul.edu/stable/3874718
http://www.zerohedge.com/news/2017-06-10/us-weeks-away-recession-according-latest-loan-data
http://www.zerohedge.com/news/2017-06-10/us-weeks-away-recession-according-latest-loan-data
http://www.zerohedge.com/news/2017-06-10/us-weeks-away-recession-according-latest-loan-data
https://chicagofed.org/publications/economic-perspectives/2017/2-yi-zhang
https://chicagofed.org/publications/economic-perspectives/2017/2-yi-zhang
https://chicagofed.org/publications/economic-perspectives/2017/2-yi-zhang
http://www.frbsf.org/economic-research/publications/economic-letter/2015/february/economic-growth-information-technology-factor-productivity/
http://www.frbsf.org/economic-research/publications/economic-letter/2015/february/economic-growth-information-technology-factor-productivity/
http://www.frbsf.org/economic-research/publications/economic-letter/2015/february/economic-growth-information-technology-factor-productivity/

