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Reallocation of Credit,  
a Measure of Financial Activity,  
Has Yet To Bounce Back

As stated by University of Maryland 
economics professor John Haltiwanger, the 
sorting of successful business endeavors from 
unsuccessful ones is a central and neces-
sary part of our market economy, and it is 
essential that the public and policymakers 
understand this process.1  

Our previous studies show that the reallo-
cation of employment has been low in the 
current recovery compared with what hap-
pened in past recoveries.2  Business Employ-
ment Dynamics data from the Bureau of 
Labor Statistics reveal that employment 
turnover was significantly lower following  
the Great Recession than following the 
former two recessions, in 2001 and 1990.  The 
same trend appears in the creation of start-
ups.3  By the first quarter of 2010, business 
closings declined to prerecession levels for 
both the nation and the Eighth District, but 
business formations were slower to recover. 

Although these studies analyze the behav-
ior of the labor market and small firms 
(those entering and exiting), little is known 
about reallocation of resources among 
larger, more-established firms.  This article 
concentrates on credit flows among publicly 
traded firms at the national level and also 
examines a sample of firms headquartered 
in the Eighth District.  Studying the real-
location of financial resources (e.g., credit) 
is important:  Economists Jith Jayaratne and 
Philip Strahan argued in their 1996 study 
that the intrastate branching reform in the 
United States played an important role in 

economic growth by improving the alloca-
tion of capital.4  

To understand the definition of credit 
reallocation, we need to introduce two 
related concepts: credit creation and 
destruction.5  Credit creation is the sum of 

debt of firms with rising debt plus debt of 
newborn firms.  Credit destruction is the 
sum of debt of firms with shrinking debt 
plus the debt of closing firms.  Credit reallo-
cation, instead, is the sum of credit creation 
and destruction.  To illustrate, imagine an 
economy with only two firms.  If one firm 
increases its debt from $75 to $125 and 
another firm decreases its debt from $125 
to $75, the net change in total debt would 
be $0.  However, credit reallocation would 
be $100 (or 50 percent when calculated as in 
Herrera et al.).  The analysis hereafter will 
focus on the reallocation of total debt. 

Credit reallocation is computed at the 
national and Eighth District levels using 
Standard and Poor’s Compustat.  The mea-
sure of debt considered, total debt, is defined 
as total liabilities.  The sample size for the 
nation is 21,493 companies, including  
Wal-Mart, Exxon Mobil, Chevron, Conoco- 
Phillips, General Electric and General 
Motors.  The sample for the District includes 
only 68 firms headquartered within the 
Eighth District boundaries.  Among them 
are Wal-Mart, International Paper, FedEx, 
Emerson, Tyson Foods and Murphy Oil.

The strength of economic activity is usually 
reflected by high reallocation of credit.  Figure 1 
shows the evolution of reallocation during 
the past 30 years.6  For each economic cycle 
since 1982, the maximum growth of realloca-
tion is reached just before or shortly after the 
beginning of the recession.  Specifically, credit 
reallocation peaked in the U.S. at rates of  
19 percent, 17 percent and 16 percent in 1988, 
2000 and 2007, respectively.  The same pat-
tern is depicted in the Eighth District, where 
credit reallocation rates reached 25 percent, 
21 percent and 13 percent in 1990, 2000 and 
2006, respectively.7  During the latest eco-
nomic downturn, the rate of credit realloca-
tion in the nation decreased by roughly  
one-third, while for the District the drop was 
even higher, declining to half of the prereces-
sion level.  This pattern is similar to what hap-
pened around the previous two recessions. 

Figure 2 decomposes reallocation into 
credit creation and destruction from 2006 

 ach year, while thousands of businesses grow and succeed, many others weaken and shut      
 down.  These dynamics, in turn, are reflected in the flow of factors of production (i.e., labor 

and capital) that are constantly being reallocated among businesses.

The Eighth Federal Reserve District 
is composed of four zones, each of 
which is centered around one of  
the four main cities: Little Rock, 
Louisville, Memphis and St. Louis.   
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Credit creation is the sum of 
debt of firms with rising debt 
plus debt of newborn firms.  
Credit destruction is the sum 
of debt of firms with shrinking 
debt plus the debt of closing 
firms.  Credit reallocation, 
instead, is the sum of credit 
creation and destruction.  
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through 2010.  The far left panel of the figure 
displays average annual levels of credit 
creation for three periods: 2006-2007 (the 
economic peak before the Great Recession), 
2008-2009 (a period affected by the Great 
Recession) and 2010 (a period of economic 
recovery).  Blue and red bars represent credit 
creation in the nation and the District, 
respectively.  The middle and far right pan-
els display the same information for credit 
destruction and credit reallocation. 

The weakness of credit reallocation expe-
rienced since the latest recession started is 
evident in the nation and the District.  At the 
national level, creation of credit increased in 
2010 to 7 percent but was far from its prere-
cession level.  In contrast, credit destruction 
appears to have experienced a declining 
trend:  Destruction of credit was 8 percent in 
2006 and 4 percent in 2010. 

Firms headquartered in the Eighth District 
also experienced a negative trend in credit 
reallocation despite the increase in credit 
destruction during the recession.  In 2010, 

credit reallocation was significantly lower 
than in 2008-2009—a decrease of roughly 
48 percent—due to very low levels of both 
credit creation and destruction.  While credit 
creation decreased by 44 percent, credit 
destruction decreased by 55 percent in the 
District during this period. 

The evidence above suggests that by 
the end of 2010 credit markets had not yet 
recovered to prerecession levels of dynamism, 
as measured by reallocation of credit among 
firms in the nation and the Eighth District.  
This trend, together with evidence of weak 
reallocation of employment and sluggish 
startup activity, seems to indicate that eco-
nomic activity as of the end of 2010 had not 
yet recovered its previous strength. 

Juan M. Sánchez is an economist and Con- 
stanza S. Liborio is a research associate, both 
at the Federal Reserve Bank of St. Louis.  See 
http://research.stlouisfed.org/econ/sanchez/  
for more on Sánchez’s work.

E N DNO T E S

	 1	 See Haltiwanger. 
	 2	 See Liborio and Sánchez, 2012a.
	 3	 See Liborio and Sánchez, 2012b.
	 4	 See Jayaratne and Strahan. 
	 5	 This article follows the methodology in  

Herrera et al. 
	 6	 The time series displayed was smoothed using 

a two-period moving average process. 
	 7	 District statistics display higher volatility due 

to their smaller sample size. 
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SOURCE: Authors’ calculations from Standard and Poor’s Compustat data. 

NOTE:  Time series were smoothed using a two-period moving average process.  Shaded areas are years in which at least part of a recession was 
experienced, according to the National Bureau of Economic Research (NBER). 

FIGURE 1

Credit Reallocation: Nation and District
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FIGURE 2

Average Annual Credit Creation
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SOURCE:  Authors’ calculations from Standard and Poor’s Compustat data.
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