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Lending Standards Tighten Further 
 
The Fed’s Senior Loan Office Survey for July showed an across-the-board 
tightening of lending standards. According to the Fed, “large net fractions of domestic 
institutions reported having tightening their lending standards and terms on all major 
loan categories over the previous three months.” A casual observation of this data 
series shows that lending standards tended to peak slightly ahead of the business cycle 
in both 1990 and 2001 and began to ease before the economy turned back up. With 
standards still tightening across the vast swathe of loan categories, the second half of 
2008 increasingly looks likely to be worse than the first half.  
 
 

Source: Federal Reserve; Bloomberg
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Banks are backing away from consumer installment loans at a record pace. The 
Fed’s July survey showed a record “low” for banks who said they were more willing to 
make consumer installment loans. This particular series extends back to 1990-1991 and 
is now well below the trough seen in that cycle (-15% vs. -34%) -- the last time 
consumer spending contracted in real terms. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 Source: Federal Reserve
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Banks also appear to be turning the screws on credit cards. Lending standards for 
credit cards and “other” consumer loans have shot up by the widest margin on record 
(this series only goes back to 1996).  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Net % of Banks Tightening Standards

-20

-10

0

10

20

30

40

50

60

70

80

96 96 97 97 98 98 99 99 00 00 01 01 02 02 03 03 04 04 05 05 06 06 07 07 08 08

"Other" Consumer Credit Cards

Source: Federal Reserve
MKM Partners                                                                                                                                                                  2 



Standards for commercial and industrial loans continue to tighten as well. New 
cycle highs were seen for lending standards on C&I loans for large & medium sized 
firms. A record proportion of banks (65.3%) tightened standards on small business 
loans. This tightening (and the parallel wideness of risk spreads) strongly suggests that 
economic conditions are likely to deteriorate further during the second half of 2008.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 ourcS e: Federal Reserve
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Lending standards are still tightening for both residential and commercial real 
estate. A record 80.7% of bank respondents indicated they tightening standards for 
commercial real estate loans; 74% of respondents said standards were raised for prime 
real estate loans, also a new record. This data suggests the resilience of the 
commercial real estate market could be coming to an abrupt end.  
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Conclusion: The Fed’s July Senior Loan Officer Survey showed that credit continues to 
tighten across a vast swathe of loan categories. According to the Fed, “the net fractions 
of banks that had tightened credit standards on consumer loans increased notably 
relative to the April survey.” The report showed the net fraction of banks more willing to 
make consumer installment loans dropped to the lowest level on record -- a negative 
omen for the second half. At the same time, a record fraction of banks tightened credit 
for both prime mortgages and commercial real estate loans. This suggests it may be 
more likely that we see a rollover in the commercial real estate market before we see a 
recovery in the residential sector. Credit standards also continued to tightening for all 
categories of business loans -- a negative for the business sector going forward. 
 
Investment Implications: The recent tightening in lending standards for all categories 
of commercial and industrial loans is typically associated with high yield spreads of 
1000 bps or more. There is a close historical relationship between these two series that 
suggests caution going forward. While the retail sector is rallying on falling crude oil, 
thus far we’re only talking about a fraction of a dollar decline per gallon at the gas pump. 
The potential drag on growth from a soft labor market, tight lending standards and more 
expensive capital is much more significant in our view. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 Source: Bloomberg; MKM Partners
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Ratings for Stocks:  As of May 7, 2007, the Firm revised its ratings, which comprise the following: 
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