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Summary

• Correction in corporate profitability is long 
overdue

• Tech margins contracted in 2022, but expect this to
be the general experience in 2023-24

• Consumers under increasing budgetary pressure 
will obstruct profits progression

• Impossible to sustain pretence of near-zero bond 
default risk when profitability is under threat

• Corporate bankruptcies and insolvencies are 
surging again, signalling a new default cycle
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Summary

• Successful repression of interest rates over many 
years has created an illusion of credit market 
invincibility

• Resurgence of inflation triggered a delayed but 
eventually urgent response from central banks, 
punishing those who bought bonds on near-zero
or even negative yields

• A parallel suppression of private bond default rates
has yet to adjust to this dramatic shift in the
financial landscape

• Now is the time!
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The legacy of Covid  

• As Huw Pill has remarked: “We have to accept that 
we are all poorer!”

• This includes the corporate sector

• The surge in inflation has not inflicted much 
damage on profitability. Companies with strong 
brands and franchises have held or even increased 
margins.  

• The threat to profits is in the disinflationary phase 
where materials and labour costs cannot be 
passed on. 

• Expect double-digit percentage erosion of profits
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Profitability rebounded strongly in 2021 …

• ... and remained buoyant well into 2022, but 2023-
24 is a different story
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US profit margins are contracting sharply

• 23Q1 bounce in earnings expectations is a fake
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Profitability matters for credit risk  

• Covid’s tidal wave of liquidity was very positive for 
credit pricing, and sustained the illusion of low 
default risk

• This tide is going out for individuals and SMEs, as a 
higher proportion of income is disappearing in 
energy and  debt service costs

• The transition from ample liquidity to scarce
liquidity is coinciding with a tightening of credit 
conditions as banks withdraw loan offers

• Businesses face sagging consumer discretionary
spending and excess inventory
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Advanced economies are very sensitive to a profits shock

• Simulation of -20% on earnings, +200bp on debt cost
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Upside-down thinking on balance sheet strength

• Interest coverage ratios set to plunge for weakest 

9



Why do credit cycles matter?

• Rational expectations theories with financial 
frictions (Fisher, Bernanke and Gertler)

• Ability to borrow constrained by arbitrary debt 
limit, or dependent on borrower net worth or 
collateral value – leading to amplification and 
propagation effects via variations in the external 
finance premium

• Over-borrowing (in the aggregate) takes place
because rational borrowers fail to consider the
systemic implications of their actions: externalities 
in leverage choice
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Why do credit cycles matter?

• Behavioural theories (Minsky and Kindleberger)

• Imperfectly rational investors sometimes become 
over-optimistic, driving credit spreads to unduly 
low levels; this optimism eventually reverses 
endogenously, leading to a tightening of credit 
conditions and negative macro impacts

• In periods of very low interest rates, intermediaries
are more likely to reach for yield – ie accept lower
premiums for bearing duration and credit risk
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Rapid credit growth brings vulnerability; sentiment is the trigger

• Credit supply shocks matter for recessions and 
slowdowns as well as crises

• Quantity of credit: rapid growth in credit precedes 
adverse macro outcomes, but these impacts can 
take years to arrive

• Credit market sentiment: when sentiment is
strong (tight spreads, high proportion of weaker-
rated borrowers), the expected returns to bearing 
credit risk are low. Disappointment leads to sharp
reversals in credit conditions (inward shift in credit 
supply). Economic impacts arrive quickly!

12



Empirical results of credit impacts 

• Using a sample of 30 advanced countries, data 
1960-2012: a one standard deviation increase in 
growth of household credit to GDP in a 3-year 
interval leads typically to a 2.1% decline in real 
GDP over the following 3 years

• Exuberant credit market sentiment (tight spreads
and high burden of low quality issuance) is
associated with an immediate drop in net debt 
issuance and a decline in economic activity 2 and 3 
years later (Lopez-Salido, Stein & Zakrajsek, 2017)
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Jeremy Stein’s dangerous credit research  
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Jeremy Stein’s dangerous credit research 
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Explanation of the results in figures 11 and 12
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Credit pricing is backward-looking

• Using a sample of 30 advanced countries, data 
1960-2012: a one standard deviation increase in 
growth of household credit to GDP in a 3-year 
interval leads typically to a 2.1% decline in real 
GDP over the following 3 years

• Exuberant credit market sentiment (tight spreads
and high burden of low quality issuance) is
associated with an immediate drop in net debt 
issuance and a decline in economic activity 2 and 3 
years later (Lopez-Salido, Stein & Zakrajsek, 2017)
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Credit makes the world go round (EP results, Feb 2016)

• Quantum, spreads and yield curve changes  
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Credit pricing has not adjusted to banking tremors

• Oblivious to the profits threat
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The draining away of US bank deposits is remarkable

• Indicative of further financial instability

20



Corporate insolvency is grabbing headlines again

• World’s largest bankruptcies in past 12 months
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Liabilities (US$bn)

AIG Financial Products Corp. US 37.3

Garuda Indonesia Indonesia 13.4

Modern Land Ltd China 10.7

Cineworld Group UK 10.4

Talen Energy Supply US 10.0

FTX Trading Ltd US 10.0

Reverse Mortgage Investment Trust Inc. US 10.0

OI S.A. Brazil 9.8

Endo International Ireland 9.5

Americanas S.A. Brazil 6.4

MIE Holdings Corporation China 5.8

Celsius Network US 5.5

Avata Inc. US 5.1

Altera Infrastructure UK 3.7

Revlon US 3.7

Silicon Valley Bank Financial Group US 3.7

Source: Global Finance



Early days, but US bankruptcies are making a comeback
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Composition of US bankruptcy filings

23



Lockdowns may only have postponed business closures

• UK registered company insolvencies 
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Tight HY spreads are inconsistent with February SLOOS

• New survey due this month
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Euro area HY spreads have tracked US HY spreads

• These rallies presume a Fed ‘put’ option 
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But bankruptcies are taking off in Europe also

• Possibly a delayed reaction post-pandemic
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Back to the ‘Powell put’, if it exists

• The options sellers are out in force 
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The noose is tightening on economic growth

• Central banks can’t afford to capitulate to market 
pressures for lower rates … yet

• Budget deficits are spiralling out of control on both 
sides of the Atlantic, keeping funding issues alive

• Benchmark bond yields have been too quick to
rally: beware of snapbacks

• Watch corporate profits and insolvencies very 
closely for trigger events in credit sentiment

• Expect credit to underperform government bonds 
for up to 3 years
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