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Mainstream forecasts assume rapid growth in 2022 …

• … and inflation easing back
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US fiscal and monetary largesse kills off defaults

• Business bankruptcies – cumulative comparisons
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But … underlying insolvency pressures are elevated
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Recasting of economic policy objectives

• Formerly, the objective of monetary stability 
required that the cost and access to borrowed 
money varied to regulate inflationary pressures

• Formerly, the objective of financial stability 
required that financial institutions were regulated 
to hold sufficient capital to meet bad debts

• Currently, monetary policy has been redefined in 
terms of full/over-employment of the labour force

• Currently, financial stability has been redefined in 
terms of minimising the likelihood of default 
through zero interest rates and debt forbearance
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Nationalisation of credit creation

• In response to the pandemic, the state has re-
emerged as the dominant economic actor

• When the pandemic struck, government realised 
that the banks would not provide the support to 
the private sector that would be necessary

• State effectively nationalised credit creation and 
weakened bankruptcy/insolvency mechanisms   

• State guarantees for ‘crisis’ bank loans

• US Fed’s historic interventions in US corporate 
credit markets to neuter pricing of default risk 
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Extensive interference in bank lending decisions
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Phasing-out of measures will have disparate effects
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Nationalisation of credit creation

• Acquiescence of central banks to expansion of 
state credit creation: acting in concert

• State has subverted the monetary framework to its 
own ends, declaring force majeure

• Colossal budget deficits – largely monetised by CBs

• Post-GFC, bank credit creation has not responded 
to the cheapness of credit nor to cyclical indicators

• Banking regulation and the extent of likely 
unrecoverable household and SME debt has 
dissuaded banks from loan book expansion
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Broad money is slowing, but the overshoot is huge

• Policy has validated a richer price structure
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Source: IIMR



How the credit markets have changed

• Despite rock-bottom interest rates, in some ways 
credit conditions have tightened in recent months

• Bank lending to SMEs has withered since GFC

• SMEs are forced to become self-financing, seek 
trade credit through their supply chain partners, or 
use a government-sponsored loan scheme 

• Covid-19 lockdowns have depleted the reserves of 
SMEs, leaving them unable or unwilling to gear up 
in the re-opening phase. 

• Significant implicit business shrinkage, self-
employed job losses, rise in voluntary liquidations
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Private sector credit creation is weak

• Bias of lending to companies and financial 
institutions with poor prospects and moderate to 
weak balance sheets

• In 2020, Fed opened the floodgates to issuance by 
troubled entities, increasing moral hazard and 
perpetuating socialistic credit dynamics

• State is on the hook for failed loans and ongoing 
grants and subsidies to ailing sectors

• Tax revenues are unlikely to rebound strongly as 
deferred tax will be hard to collect  
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Bank lending spurt is over, the more so in EM

• US: 4.8%; Japan 0.5%; Germany 3.8%; France 4.3%; UK 1.5%; 
Italy 3.7%; Canada 6.5%
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What to make of the G3 private sector credit impulse?

• New credit as % of nominal GDP (US, China & EU)
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Are we headed for an economic recession or depression?

• Is the 2021 rebound a bad joke?
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But wait … how should we interpret this impulse series?

• G3 private sector credit includes state-guaranteed 
bank loans, which were intended as pandemic 
bridging finance, to tide businesses over 

• Repayment of these loans is good, not bad news!

• Credit impulse does not capture pandemic-related 
increases in budget deficits, which have provided a 
massive boost to nominal GDP – public support is 
being phased out more gradually

• Strong nominal GDP growth will ease the burden 
of debt service costs and relieve stress for highly 
indebted borrowers

16



Global debt issuance sustains a strong pace

• Credit spreads continue to be unusually 
suppressed and financial conditions are 
exceptionally loose

• Investors' hunt for yield pushed speculative-grade 
bond, leveraged loan, and collateralized obligation 
totals to multiyear and in some cases record-
breaking first-half totals in 2021

• Issuance of high yield bonds and leveraged loans in 
developed markets has been rapid in 2021 H1, 
with combined issuance surpassing the 
investment-grade bond total
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Global debt issuance sustains a strong pace
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Credit conditions: “loose as cooked spaghetti”
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US credit pricing is oblivious to inflationary risks
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Compression of EM credit spreads is unnerving
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Cheap credit is fuelling financial borrowing
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Yet, global goods supply chains are creaking

• Delivery times are lengthening, prices rising
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Manufacturing recovery is short of parts, not orders

• Global logistics in disarray

24



Spiralling container rates

• Strong demand, ships in the wrong place!
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Signs of supply bottlenecks in shipping and air freight

• Baltic Dry Index: cost of moving raw materials
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Source: Baltic Exchange

Baltic Dry Index



Tight inventory conditions unalleviated as …

• … consumer demands remain intense
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Data sources: FRED, NFIB

https://fred.stlouisfed.org/graph/?g=GQsP


US CPI inflation: transitory components are softening

• But non-transitory items are hardening
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US single family rental market is tightening

• Scope for rental inflation to set OER on fire
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Pricing in the coming inflation – even in Germany

• Market-implied inflation compensation
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UK economic outlook clouded by inflation and policy exits

• Overlay of a regional supply crisis in energy on a 
global supply crisis in goods. 

• Trying to force more demand through a broken 
supply chain brings frustration and inflation

• UK – as with US and Canada – turned a firehose on 
the health and social problems created by Covid: 
the problem now is how to turn it off

• Removal of spending largesse will drag UK growth 
back to 1%-2% even as inflation remains elevated

• Enormous political pressure on BoE to postpone 
QE taper and delay raising rates 

31



UK economy has a different shape in 2021 to 2019
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Composition of UK economic recovery
  2018 weights Jul21/Jul19

% %

Human health and social work activities 75 6.3

Wholesale and retail, vehicle repairs 104 4.4

Water supply, sewerage etc. 13 4.3

Public administration and defence 49 3.7

Electricity gas, steam and air 14 2.0

Professional, scientific and technical activities 77 1.0

Real estate activities 135 -1.9 

Total service industries 790 -2.2 

Financial and insurance activities 68 -2.3 

Total GVA at basic prices 1000 -2.6 

Information and Communication 66 -2.6 

Total production industries 139 -3.1 

Manufacturing 101 -3.4 

Construction 64 -5.1 

Education 57 -5.4 

Accommodation and food service activities 29 -7.2 

Agriculture, forestry and fishing 6 -10.3 

Transport and storage 40 -10.4 

Administrative and support service activities 53 -11.3 

Mining & quarrying 11 -16.6 

Arts, entertainment and recreation 16 -18.1 

Activities of households as employers 3 -20.7 

Other service activities 18 -22.7 



UK credit and money trends are softening
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Lending to corporate sector has tanked …

• … as government guarantees are withdrawn
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Annual growth of lending to SMEs and large 

businesses

Seasonally adjusted



Mortgage lending: back to earth after SD holiday
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Mortgage lending

Seasonally adjusted flows



But UK housing market still tilted to appreciation

• Potential vendors scared of selling too cheaply
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Regional housing and rental markets are on fire
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UK consumer recovery: fading momentum
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UK labour market is showing signs of strain

• Skills shortages and mis-matches are rife
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Withdrawal of services capacity remains an issue

• Survivors find a firmer pricing environment
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Inflation: a richer narrative 

• Covid has provided a credible inflationary trigger

• Public sector budget deficit reduction will squeeze 
the private market sector – lurch toward a 
command economy and smaller SME sector

• Public sector pricing of labour and materials is 
driving up the aggregate price level

• Impending market-led credit tightening will 
weaken private sector activity but raise costs

• Semi-permanent contraction of supply will keep 
inflation strong even when the sugar-high is over   
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