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The Credit Voice – June 2020 

The Japanese have a favorite expression, handed down for 

generations: Nankuru-naisa, roughly translated as "time 

is everything." They use this expression as a mantra, and 

believe that if you say it often enough it can improve your 

destiny. The linguistic roots of this hypnotic sounding 

phrase come from the 

dialect of the beautiful 

tropical island of 

Okinawa, home to the 

population with the 

highest average age in 

the world.  The link between this long life expectancy, 

generation after generation, and a serene acceptance of 

human impotence in the face of the change reflected in the 

saying “time is everything” appears natural and 

immediate.   

Perhaps this is the spirit that guided the Japanese 

authorities as they launched one “unprecedented” 

package of fiscal and monetary measures after another 

after the bursting of the speculative financial bubble in 

1991. And perhaps now, faced with the pandemic of 2020, 

they realize these measures are of little use. The "lost 

decade" in the meantime is about to become three. In spite 

of everything, one has to give the impression of 

continuing to believe these measures work. Not seeing is 

a flower, says another old Japanese adage: it is easier to 

continue to nourish the dream of a better future, hoping 

that time will bring solutions, rather than facing reality 

and being responsible for its political consequences in the 

eyes of public opinion. 

On November 25 2008, in the midst of the financial storm 

unleashed by Lehman's bankruptcy less than two months 

earlier, the US Federal Reserve announced its first 

Quantitative 

Easing (QE), 

what we now 

refer to as 

QE1. At the 

time it seemed 

revolutionary 

for both its size and its philosophy, but it now pales in 

comparison to what came after, especially in the era of 

Covid-19.  Actions speak louder than words, say the 

Americans, who have the hallmark of always believing 

firmly in what they do, in the importance of acting 

quickly, and in their ability to influence the course of 

events. Rivers of ink have been written since the late 

1990s in American academic circles about Japan’s slow 
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response to the crisis; and then later on about  how 

economic stagnation, deflation and the liquidity trap -- 

which had characterized the Japanese economy for over a 

decade (the famous lost decade) -- were, all in all, 

avoidable, an homage to inertia. And a tribute paid also to 

Japan’s attitude towards its economic-financial system, it 

was said, embodied by the keiretsu model. This inertia 

and this consensus-seeking social compact is far removed 

from the ethos of Anglo-Saxon culture, the beating heart 

of liberal ideology and world finance; in the collective 

imagination, it has become the highest expression not 

only of doing, but also of a compulsion to repeat: if at first 

you don't succeed, try and try again.  

After letting Lehman fail, the US financial authorities 

acted immediately, acted vigorously, increased the dose 

of medicine over and over again in the following decade, 

in terms of quantity and quality. They also dragged all the 

other major economies with them on this journey, which 

recently arrived at a point that calls for monetary alchemy 

with unpredictable implications, and QE policies by 11 

emerging central banks. When the ticket controller (the 

market) asked where they were going, they always 

showed a round-trip ticket without hesitation. But since 

destiny does not lack a sense of irony, as Morpheus used 

to say, over time it became increasingly clear (even to 

themselves) that this was becoming a one-way trip, and it 

was hard to turn back voluntarily. In the end the 

establishment preferred to let the public swallow the blue 

pill, cultivating the illusion that this journey could end 

without risk, and they could soon be safely back home. 

Not seeing is a flower. Dreaming is the only possible 

solution when reality is too difficult to change. Even in 

the United States. Japan’s experience is an uphill road that 

seems more and more inevitable. 

Today's global reality has three main features: 1) a lop-

sided economic model, which by accelerating income 

inequality amid secular stagnation is no longer able to 

generate growth organically, thus creating strong social 

and international tensions; 2) an excessive 

financialization of the economy, making it possible in the 

past to generate 

growth through 

leverage, but which 

has resulted in high 

debt levels that now 

make it a less useful 

tool; 3) a legacy of 

redundant economic policies which have so far directed 

economic stimuli towards existing imbalances, generating 

a dangerous echo effect. The economic and social disaster 

created by the Covid-19 pandemic has provided an 

opportunity for the world’s large economies to make 

structural changes to the economic-financial system, and 

to finally find a scapegoat (the emergency) for any future 

damage. These changes are not a product of the 

emergency, of course. The pandemic is only acting as a 

catalyst, providing the political cover necessary to 

introduce them as temporary, but with the intention of 

keeping them in place after the pandemic ends.  

The changes are essentially three: fiscal dominance, the 

return to Modern Money Theory (MMT) and, for Credit as 

an asset class, what we could call Financial Repression 

2.0. Since the beginning of the crisis, $6 trillion of global 

fiscal measures have been put in place, or 6% of GDP. 

The resulting deficit does not take into account the effect 

of the vertical drop in economic activity during the 

lockdown and in the months to come, given the likely slow 

recovery and the risk of possible second waves of 

pandemics. In the United States, the consensus sees the 

deficit/GDP ratio at 25% in 2020, close to World War II 

levels; in Europe it should be around 10%, and in the 

emerging countries around 7%, with only a partial 

reduction in 2021 for all these countries.  
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These deficits will have an extraordinary impact on the 

debt trajectory of the major economies in the coming 

years -- which was already very high at both public and 

private level -- paving the way for the advent of fiscal 

dominance. The task of monetary policy will no longer be 

to achieve economic objectives such as growth, 

employment or inflation, but simply to prevent the state 

from going bankrupt, using the money or reserves (as the 

case may be) of central banks to finance the growing 

public debt made necessary by the economic downturn 

and the associated need for large fiscal expenditures.  

In other words, fiscal and monetary policy intersect, and 

cross-pollinate one other. What distinguishes this phase 

from unconventional monetary policy? One out of two 

possible conditions are required: 1) Treasury bonds must 

be purchased on issue, instead of on the secondary market; 

2) they cannot be resold on the market, and therefore the 

fig leaf of temporariness must be removed. Both cases 

rightly fall within the definition of monetization of debt. 

In essence, on closer inspection, the train ticket controller 

(the market) will realize that the return ticket is fake. 

The Japanese experience clearly shows that the second 

form of debt 

monetization has 

been at work for 

a long time, 

testifying to the 

BOJ’s growing 

loss of 

independence since the advent of Abenomics. The 

proportion of Japanese Government Bonds on the central 

bank's balance sheet is now 50%, and no one is under the 

illusion that these securities will ever return to the market. 

One could again object that the Japanese case is unique, 

and that no one has ever considered the BOJ to be 

independent like the Fed or the European Central Bank.  

But if we look at what both the United States and Europe 

have done during the few weeks after the outbreak of the 

emergency, the increasing interference governments must 

make in monetary policy, and the public debate about the 

United States decision to join the ranks of central banks 

using yield curve control frameworks (YCCs) and 

negative rates, it is clear that the boundary between 

monetary and fiscal policy that Western countries are 

trying to defend is becoming increasingly illusory despite 

attempts to justify it in the court of public opinion. The 

last bastion of this lie is the assertion that these policies 

are reversible.  

According to Modern Monetary Theory (MMT) fiscal 

deficits simply do not count, at least for countries that 

have monopolistic control over their own currency -- even 

more so if the currency is the world's reserve currency. In 

a recession, the state must spend without worrying about 

making ends meet, and if economic weakness persists, the 

state must use its debt capacity to help citizens and 

businesses. Support for the latter must be aimed above all 

at ensuring that they can maintain employment levels and 

that employees can continue to spend.  

A particular role is given to taxation, which is not used 

balance the budget, but to do two other things: 1) 

invigorate the enthusiasm for the national currency, which 

is used to pay taxes; 2) stir up aggregate savings, so as to 

increase the speed of circulation of the currency itself. 

Now that the era of austerity is over, the twinning of fiscal 

dominance and MMT is a return to past policies which 

have always produced far from desirable results. In the 

meantime, the tool kit of the so-called independent central 

banks will continue to be enriched by tools already tested 

in Japan with more negative results than positive: YCC 

and, in spite of the Fed’s lack of enthusiasm, negative 

rates, which have some great supporters among American 

academics.  
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The goal is unlimited spending by taking traditional 

Financial Repression to extremes, neutralizing the risk of 

a rise in interest rates, and continuing to keep real rates in 

negative territory to erode the value of public debt in real 

terms. Given traditional monetary policy’s now-total 

subservience to the needs of the state, central banks are 

moving to create their Lebensraum, a new living space. 

And this leads us directly to Financial Repression 2.0, i.e. 

placing global credit markets under external 

management. Like we’ve seen in the previous crisis, the 

banking system has confirmed its pro-cyclical attitude, 

i.e. the tendency not to provide credit when central banks 

see the most need for it. In the latest Fed loan survey, the 

percentage of American banks that decided to tighten their 

credit terms rose from 5% to 41%. And although after the 

start of the emergency the Fed immediately lifted banks’ 

obligation to 

maintain reserves, the 

amount of excess 

reserves boomed, 

demonstrating that 

banks scrambled to 

reduce their lending 

risks.  If we then consider that these same banks were 

saved en masse during the Global Financial Crisis with 

public money, and that they made huge profits in the 

following decade, the picture is complete. In the two 

months after the start of the health emergency, 

Commercial & Industrial loans grew by almost $800 

billion, but this simply shows the massive precautionary 

use of pre-existing credit lines by companies, not the 

willingness of 

American banks 

to provide new 

credit.  

What comes next 

-- with the 

possible introduction of negative rates even in the United 

States in 2021 as priced in by the market -- will not 

improve the situation. Since the introduction of negative 

rates in 2016, total lending by the Japanese banking 

system has continued to decline by volume, mainly due to 

the significant drop in the rate applied on new loans, and 

thus the overall net interest rate. Japanese banks are well 

capitalized and have very low funding costs, but this is not 

enough to make lending 

worth their while. As a 

result, their liquidity has 

been invested in foreign 

bonds.  

Even in Europe, where the 

introduction of negative 

rates is a more recent phenomenon, banks are showing a 

decreasing inclination to lend, as demonstrated by loan 

application rejection 

rates that have 

grown steadily since 

2018; and from the 

latest ECB quarterly 

survey, in which 

banks said negative 

rates were a risk to future profitability. That is why, over 

time, we have seen a growing decline in European banks' 

stock valuations along the lines already seen for Japanese 

banks. I believe that a similar trend has started in the 

United States, and 

will most likely 

lead to the same 

fate.  

In short, while the 

central banks 

complain that 

banks don’t want to lend -- proves to be dangerously 

procyclical -- it is clear that the financial repression 

http://www.haver.com/comment/200430v.png
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implemented by the central banks themselves in recent 

years has further exaggerated the phenomenon. The result 

is an ongoing petrification of banking systems. If you are 

committed to serving one master (the state) by keeping 

interest rates at ultra-low levels to ensure refinancing and 

the erosion of public debt in real terms, you cannot satisfy 

the other (the banking system) which, as a private entity, 

increasingly follows its own aims that diverge from the 

public interest.  

Since the policy of low rates is not reversible, and with 

fiscal dominance central banks will definitively lose the 

ability to influence the flow of credit in the system 

through traditional banking intermediation, the only 

option left is to provide credit directly to citizens and 

businesses (Helicopter Credit), both with monetary and 

fiscal policy. This reduces the role of the banking system 

to a purely technical-organizational support during 

disbursement.  

The Fed’s multiplication of credit lines -- each designed 

to serve a specific segment of the financial system -- 

reveals this intention. The central bank has set numerical 

parameters, and the banking system is called upon to hold 

between 5% and 15% of the loan on the balance sheet. 

The parameters are very mobile, as demonstrated by the 

progressive extension to “fallen angels” and the high 

yield market, and the repeated changes in certain 

thresholds based on the consultative indications coming 

from passive management giants in the United States, 

such as BlackRock.  

These credit lines show evidence of the growing cross-

pollination between fiscal and monetary policy, since they 

are structured as SPVs where the Treasury (and therefore 

the taxpayer) holds the equity tranche -- the one destined 

to absorb any losses up to 10% of the total.  

If this were not enough, the disintermediation of the 

banking sector is being extended to the disintermediation 

of the market, with central banks directly purchasing 

corporate bonds (also high yield bonds indirectly), thus 

becoming not only lenders of last resort but also into 

buyers of last resort. This is an ambitious goal, and 

therefore it is entirely possible that these measures may 

have limitations in practice linked to their design for use 

in an emergency. 

Nevertheless, one can’t help get the feeling there is a 

desire to make all the necessary changes gradually, so that 

these measures can be transformed from emergency 

backstops into structural levers. And there is the desire to 

use them extensively, thereby overcoming their 

reputational stigma.  

After the physical lockdown, a financial lockdown: 

penning investors inside the credit markets, and setting a 

remuneration range aligned with the goal of channeling 

private savings for public aims; a return that is neither too 

high nor too low. This will lead in the medium to long 

term to a “Japanification” of credit in Europe and the 

United States. The result will be less volatility, a risk-

return ratio distorted physically by market interventions 

and psychologically by an implicit mega trade of moral 

hazard. All this will take place gradually, because for the 

time being the authorities continue to present the radical 

changes that we are seeing as temporary. And the tools 

have been designed accordingly as a temporary liquidity 

support rather than support for the financial structure 

itself. 
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In this phase of interregnum, the fundamentals will still 

count. The misalignment between the disastrous situation 

in which companies find themselves, and the more than 

optimistic evaluations that we see on the market will 

probably re-set with another adjustment of the latter. The 

rating drift -- or the balance between upgrades and 

downgrades -- has been at appallingly low levels since the 

beginning of the year, and over the last twelve months has 

approached Global Financial Crisis levels. Bankruptcy 

rates are still low, but the basic forecasts of the rating 

agencies indicate 

a double-digit 

level of failures 

for March 2021, 

compared to 4% 

discounted today 

by the market. 

Two-thirds of small American companies, according to 

the Census Bureau, say their turnover is still shrinking, 

and believe that their liquidity can only last for two 

months. Varde, one of the largest distressed securities 

managers, will see an avalanche of opportunities this 

year. Leading bankruptcy experts in the United States 

believe we will see a significant amount of liquidations in 

this cycle, with permanent destruction of production 

capacity and know-how, and very low recovery values. 

There are highly justified reasons for doubting the 

rationale for such a violent appreciation of the credit 

markets in a very short space of time. I personally believe 

that the year will offer more attractive entry points. But I 

also believe that every time the system shows a 

regurgitation of risk aversion, monetary authorities will 

tighten the screws on Financial Repression 2.0, creating 

the conditions for private investors to continue to channel 

their savings into the markets. In this sense, the High Yield 

market will take a leading role, and support for it will 

multiply. Its role as the only income generator in 

portfolios has led to an exponential growth in its profile, 

which has now become systemically important.  

And here, too, it will offer direct support to businesses, 

disintermediating the banking system, as we see for 

example with the Fed’s Main Street Lending Program; as 

well as direct support to market valuations, intervening 

through purchases and consequent psychological co-

opting of investors. Even the mega recovery that we have 

seen so far, after all, was produced with little direct 

commitment 

from central 

banks: once 

again, all that 

was needed 

was the 

announcement. 

Any major widening of spreads reflecting the poor state 

of the economy, in this perspective, will be an opportunity 

to buy.  

The failure of Lehman was probably the last time the 

economic-financial system made any sort of strenuous 

attempt to wed macro policies with the ideology of the 

free market and Schumpeterian creative destruction. 

Since then, monetary authorities in Western economies 

have, in spite of themselves, followed in Japan’s 

footsteps. Even the keiretsu, the typical network of cross-

shareholdings with a bank at the center in a managerial 

role, comes back to mind when one reads the conditions 

associated with some of the support measures recently 

launched for companies: minimum employment levels, 

and giving up their say in distributions, buy backs, M&A, 

and remuneration of management. The keiretsu have 

always been regarded by the Western world as the 

undemocratic symbol of corporatocracy, and the denial 

of the free market. But a central bank that finances 

industrial enterprises in exchange for veto power over 

some important aspects of corporate life does not seem so 
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very different. As in the past, the effectiveness of these 

interventionist and dirigiste policies, and of wall-crossing 

by monetary and fiscal policy, will be determined by how 

much confidence they inspire among investors. If they 

lose confidence, a few years from now the result could be 

a loss of control over interest rates and/or the value of the 

currency. Nankuru-naisa. Everything in the end will be 

fine. 

 

Fabrizio Biondo, CFA 

Senior Portfolio Manager 

Lugano, June 2020 
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