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• Short term default risk remains remarkably low

• The Expected Cumulative Default Rate for 10 years is 
extremely high

• Fiscal and Monetary impacts on liquidity and spreads

• Transitory, Structural and Unintended Risks

Defaults Deferred
What Happened to the Credit Cycle
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What Has Covid Done to my Models?
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Expected Cumulative Defaults
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Expected Cumulative Default Rate by Sector October 
2021
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Number of U.S. Defaults by Sector, Q1-Q3 2021 
Versus Q1-Q3 2020
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Energy 24

Consumer Discretionary 20

Health Care 7

Information 
Technology 4

Capital Goods 4

Telecommunications 3 Utilities 2

Consumer Staples 1

NUMBER OF USA DEFAULTS BY SECTOR
65 Defaults in 2020-01-01 thru 2020-09-30



What has happened to longer term defaults?
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Traded Spreads for BBB are 99 basis points lower 
than before Covid and BB+ are 188 bp lower
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1. Goldilocks – bottlenecks disappear and no new variants 
emerge

2. Overheating – growth accelerates as bottlenecks clear –
salary growth accelerates and inflationary pressures build

3. Ongoing Stagflation – Central Banks caught between high 
public and private debt ratios and have to normalize rates 
without triggering a debt crisis

4. Global Slowdown – the transitory factor coming out of the 
pandemic turns out to be demand

Scenario Analysis – Economic Outlook
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• Shipping

• Trucking

• Energy

• Commodity Prices

• “Sand in the Gears”

Logistical and Other Challenges
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Transpacific container costs surged after Covid Recession 
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Source: Drewry Supply Chain Advisors



Producer Price Index Accelerated in October
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Consumer Price Index shows inflation high and 
broad based in October
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• How 
should I 
measure 
inflation or 
why data 
matters.

Inflation – Transitory or Structural?
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• Clear Example of why 
you need to 
understand the data 
and assumptions in 
your models

Why the Data Matters
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Is the Employment Problem Transitory or 
Structural?
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Statements of Governors 

 Actions ”conditioned on employment and average inflation 
outcomes”

 Policy shift away from the practice of heading off inflation early

 Does the Fed have the “will” to use its tools if their models are 
wrong about inflation?

Why Does that Matter?
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“Stop giving people extra money and they’ll get back 
to work” – “Business community advocates in ‘Merica’ ”
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• Is there dry 
powder if 
the 
economy 
slows?

A couple random thoughts – Federal Reserve 
Balance Sheet
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Total Public Debt – Not Seasonally Adjusted
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Total Public Debt as Percent of GDP
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 Through 1969 borrowing tended to be reserved for wars, 
economic depressions, investments in transportation 

 From 1970’s the country shifted to a budget-deficit policy

 Deficits averaged 3% of spending from 1950-1969

 Deficits averaged 10% of spending during the 1970’s

 Deficits averaged 18% of spending during the 1980’s

 Deficits averaged 22% through 2018

 In 2020 the deficit was 47.8% of federal spending

U.S. Borrowing over time
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Mr. Powell attributed the continuing pop in prices to a 
series of factors: temporary data quirks, supply 
constraints that ought to “partially reverse” and a surge 
in demand for services that were hit hard by the 
pandemic

“We are monitoring the situation very carefully, and we 
are committed to price stability,” Mr. Powell said. He 
added that “if we were to see that inflation were 
remaining high and remaining materially higher above 
our target for a period of time — and that it was 
threatening to uproot inflation expectations and create a 
risk of a longer period of inflation — then we would 
absolutely change our policy as appropriate.”

”Don’t Fight the Fed”
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• Inventories especially “WIP”

• Additional working capital needs

• PPP forgiveness and retention tax credits

• “Normalized” expenses

How will the pandemic impact financial reporting 
of your borrowers
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• Time to revisit your credit risk tools

• Validate material models if you have not recently done so

• Are there new risk drivers

• Do your models need recalibrating

• Are you looking at the term structure?

• Back to basics
• Know your customers

• Know your customers’ customers

• Follow the Cash

What Does this Mean?
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Supply Chain Re-engineering 

Work-life

 Remote work – how will it effect business intelligence

 Productivity

Fiscal Policies

 Government policies benefitting certain segments or companies over others

Leverage

 Will both the private and public sector operate with higher levels of debt?

What Changes are Likely to be Permanent?
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• Cyber-currencies

• Unanticipated disruptions in labor markets

• Demographics – especially China

• Rising interest rates

• ‘Regime Change’ – for 40 years rates have been falling (US 10-
year peaked at 16% in 1981 reaching 0.5% during the 
pandemic)

• Liquidity and Refinance Risk

New Risks
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• Understanding how your models and assumptions work has 
never been more important

• Assume that the “unknown- unknown’s” will happen 

• Stress testing has never been more important – especially 
interest rate shocks and a GDP slowdown

• Stress test factor correlations

• Worry about the “zombies” in your portfolio?

• Embrace new tools but continue to practice the fundamentals

Credit Management Post Covid
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Questions
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