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Whatever happened to credit cycles? That question came into our mind as we were contemplating the banking 
industry’s results for the first quarter of 2019. What we found there was what we have found for the last many 
quarters—that not much had changed, that the numbers had not appreciably worsened, that nonperforming 
assets crept up a tiny bit, and that loan loss reserves had continued their long-term decline as a percentage of 
aggregate loan portfolios. There was no worrisome spike in NPAs in one segment or another, and there was no 
management commentary that indicated that anything worse was in the offing. 
 
So why are we so nervous about the whole issue of credit quality? Perhaps it is our inability to forget the 
summer of 2007, when volatility was nonexistent, risk was thought to have been vanquished by the wonders 
of securitization, and few analysts or pundits saw the Big One coming. What could go wrong with housing, 
after all? Mortgages were the safest asset class historically and most of them were off the books, anyway. And 
so we all (bankers and investors alike) sailed into 2008, in a state best described as fat, dumb and happy.  
 
Are we all wiser now? Were there lessons learned in that debacle on the part of regulators and bankers alike 
that have now rendered credit cycles inconsequential? It would certainly be tempting to think so. We have 
noted with interest in the last few years that the 100/300 rule as it pertains to commercial real estate exposures 
has become a guideline and seems to be respected in a way that we have not experienced before in our career, 
something that bankers really seem loath to violate and about which they seem to be constantly aware. 
 
Credit cycles in the past have usually arisen primarily from one asset class, with collateral damage spreading 
to other lending segments as the downturn progressed. The example of the Financial Crisis in 2008-2009 will 
likely be viewed historically as the perfect storm of a credit cycle—an asset class (residential housing) where 
values were inflated for several years by low rates and investor mania before a seemingly extraneous series of 
events (the failures of Bear Stearns and Lehman Brothers, most notably) led to a massive devaluation of home 
values, and almost all other asset sectors followed housing downward as a result. 
 
It can certainly be argued that the near-collapse of the banking system that accompanied the devastation of 
home values—and exacerbated it—makes our most recent credit cycle one that is unlikely to be repeated. (At  
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least in the near term.) The ubiquity and the opacity of the securitization of residential housing loans meant 
that home values were almost impossible to ascertain with any certainty and the resultant lack of pricing 
confidence made the recovery from the downturn that much more difficult.  
 
In any case, we do not see a reoccurrence of the unique set of circumstances that hit us last time, and we have 
not spoken with any banker who does. However, almost every CFO with whom we have conversed has had 
the same head-scratching questions that we have. Given that this cycle of very low rates has gone on for so 
long, it is inevitable that there are bubbles in some asset classes, but the exact location of these over-valuations 
and when (and how) they might burst are issues with which everyone in the industry seems to be grappling. 
Marianne Lake, CFO of JPMorgan Chase & Co. (JPM), pointed out in that bank’s 1Q19 earnings call that they 
had seen several loans with no particular unifying themes go bad during the quarter, and that they had 
experienced a similar phenomenon in 4Q18. She characterized these new nonaccruals as “idiosyncratic” in their 
nature, leading one questioner to ask—when does a string of idiosyncratic bad loans become a credit cycle? 
 
Good question. In looking through our 1Q19 notes, there were indeed several instances of increases in NPAs 
that had seemingly arisen as a consequence of particular corporate circumstances but that did not seem to 
portend any industrywide trend. Bank of America Corp. (BAC), Wells Fargo & Co. (WFC) and several other 
major banks registered losses for a “utility client” (read that PG&E) that is involved in a bankruptcy. Terry 
Turner of Pinnacle Financial Partners (PNFP) cited a “relatively minor increase in credit costs” in his 
company’s results, while Kessel Stelling said that Synovus Financial Corp. (SNV) had seen “no material 
deterioration in credit quality” in 1Q19. And CEO Doug Williams of Atlantic Capital Bancshares (ACBI) cited 
a $3.5 million SBA loan to a developer on his bank’s books that went on nonaccrual as a result of “difficulties 
in working capital management during a wet winter.”  
 
Not a trend exactly, but perhaps a bit more hedging in the verbiage than we have seen in prior quarters. But 
we would also note that these assessments of 1Q19 developments came before the Federal Reserve caved on 
the path of future interest rates and put the possibility of a rate cut on the table—a development that would 
almost assuredly delay the start of any meaningful downturn in credit quality yet once again. We would also 
note that the 18 major banks made it through the first round of stress tests—which assumed a 10% 
unemployment rate and other draconian impacts on consumers in the severely stressed scenario—with 
surprisingly little stress, and the fact that credit card losses rose by the greatest amount of any asset class in the 
test comes as little surprise. 
 
There has been a great deal of speculation that the bulk of credit losses in the next downturn will come from 
outside the banking industry—i.e., in the “shadow banks”—and this view gained credibility with commentary 
from Fed Chairman Jay Powell in his press conference on June 19. Mr. Powell pointed out that many of the 
leveraged loans, etc. that have received so much coverage in the press are resident in vehicles owned by 
insurance companies and other non-bank players that are not under the purview of the Fed. He did warn, 
however, that the U.S. banks have varying exposures to funding these various non-bank companies and lending 
vehicles (Wells Fargo has roughly $104 billion, or about 11% of its loans to “Financials except banks”) and as 
such are being closely scrutinized by the Federal Reserve for the quality of their exposures. 
 
And then there is the elephant in the room—good old CECL (or current expected credit loss, for anyone who 
has been hiding under a rock.). Will this hotly-debated change in approach to credit risk and loan loss 
provisioning blunt future credit cycles—or make them worse? The large banks will soon begin to reveal their  
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initial assessments of this massive change to credit loss assumptions—taking lifetime losses at the time of 
booking a loan, versus realizing losses as incurred—and it looks like the impacts could be significant.  
 
Bank of America CFO Paul Dinofrio said in the 1Q19 conference call that their loan loss reserve might need to 
be raised as much as 20% (roughly $2 billion), and Terry Turner of PNFP stated on April 16 that his company’s 
reserve might need to be raised between 20% and 60%, or somewhere between $18 million and $52 million. All 
of this, of course, will mean a one-time hit to earnings and capital and a resultant lessening of the ability to fund 
loan demand at a time when the economy may be slowing anyway, as well as greater variability in future 
earnings. All of this uncertainty has been recognized in Washington, and there are various efforts in Congress 
to stop the implementation of CECL until it is possible to better gauge its wide-ranging implications. 
 
But all is still quiet on the credit quality front, at least for now. We expect that the issue will gain greater attention 
in coming quarters as investors grow increasingly concerned about the course of the economy and as the 
political season further heats up and the banks and their state of health and profitability become subjects (yet 
again) of active debate. We advise that investors buckle up—this time may be different, but probably not. 
 
Nancy A. Bush, CFA 
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This commentary was provided by Nancy A. Bush, CFA of NAB Research, LLC and is being distributed by Banks 
Street Partners, LLC, a Performance Trust Company. The views of the author do not necessarily represent the 
views of Banks Street or that of its affiliates, and Banks Street has neither directed nor had editorial oversight 
over the content. Material in this report is from sources believed to be reliable, but no attempt has been made to 
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