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 I have always been a great fan of science fiction novels 

and films, perennially frustrated by the fact that quality 

material is so scarce and that most authors historically 

have struggled to rise above the threshold of banality.  

One science fiction novel that has 

stayed with me since I was a boy is 

“Brave New World” written by Ald-

ous Huxley back in 1932. Huxley's 

novel came back to me vividly three 

weeks ago, when my family and I fi-

nally managed to set foot in our Milan 

home, after spending four months in isolation in Switzer-

land, and my eye fell on a copy of the book sitting on the 

corner of our bookshelf. It is a dystopian novel that tells 

the story of an imaginary and highly ideological society 

of the future, in which the principles of mass production 

are extended to human reproduction, which must only 

take place artificially in factories designed for that pur-

pose, and never by natural means. The human beings gen-

erated in this fashion are divided into five castes, created 

by exposing the embryos to varying degrees of oxygen: 

the alpha class, in charge of command; the beta class, en-

dowed with higher education but without decision-mak-

ing power; and three lower classes (gamma, delta and ep-

silon) characterized by inferior capacities and degree of 

education, and by increasingly manual and humble tasks. 

All individuals are subject from birth to mental condition-

ing to ensure compliance with their assigned role, and 

control is further ensured by the compulsory ingestion of 

an antidepressant drug called soma. The soma pushes 

away negative thoughts and consequently promotes con-

formism, extinguishing the critical sense and thereby con-

signing the human being, thus anesthetized, to a limited 

existence defined by production and hedonistic consump-

tion. Without revealing the ending to those who have 

never read the novel, the basic moral of this tale is that a 

significant degree of manipulation, or limitation, of free-

dom of choice and expression on an individual level is re-

quired to guarantee stability and security in a modern so-

ciety. The citizens of the “Brave New World” are unaware 

of history, and are led to disbelieve in the value of expe-

rience. They are continually conditioned to believe that 

today's reality is the best possible. If an individual were to 

ever experience doubt, soma, the state drug, is there to 

eradicate it. 
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 If you have read this far - even though I have not yet men-

tioned the words spread, debt, liquidity, and central banks 

- it is probably 

because you 

have sensed 

some similarities 

between the plot 

of this book and 

the events we are 

witnessing, or more accurately, experiencing in the credit 

markets. While the global economy is enjoying a seem-

ingly vigorous rebound from the pandemic abyss, albeit 

mechanical and uneven, sparking hopes among investors 

for a recovery to pre-crisis growth levels, the authorities 

continue to provide massive stimulus on various fronts, 

and to prepare new extraordinary market support 

measures. 

 Since the begin-

ning of the cri-

sis, almost 700 

different 

measures have 

already been 

launched, in-

cluding fiscal interventions, credit lines and public guar-

antees for loans, stabilizing and then lifting the mood in 

many households, businesses, and among institutional in-

vestors. These measures are universally recognized as un-

precedented in peacetime, both in quantity and in unor-

thodoxy. Despite the strong impact they are having on 

public finances and on the already exponential trajectory 

of debt, they must be seen as a life-saving drug that helps 

cope with the very violent shock inflicted on the system 

by the pandemic. At the moment of writing, the view of 

an ever-increasing slice of market analysts is that these 

measures and reopening will result in a faster-than-ex-

pected recovery, and no new lockdowns are on the way 

even if the coming surges of the pandemic become more 

more severe than those now taking place (see the United 

States, LATAM, Beijing, Eastern Europe), since we know 

the disease better. And yet, in this climate of optimism, 

the analysts themselves feel the need to forecast (and 

therefore indirectly ask for) new extraordinary support 

measures. Why is this? As you will have certainly noticed 

from the daily debate on the markets - sometimes resem-

bling the flavor of the month - the reason is that the 

measures announced so far focus mainly on liquidity and 

not on the solvency of the private sector. As The Credit 

Voice pointed out in June, the authorities continue to 

frame the effects of the pandemic as temporary, and the 

tools to deal with it have been designed accordingly, ra-

ther than as support for the financial structure. 
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These tools have 

certainly been effec-

tive, as witnessed by 

the growth in credit 

after the Great Fi-

nancial Crisis, but 

they are not a struc-

tural solution to the 

risks faced by busi-

nesses and 

families - 

and the 

global eco-

nomic sys-

tem - in the 

near future. 

For example, the strong acceleration in retail sales and 

confidence in the United States that showed up in the June 

data should be interpreted in terms of a one-off contribu-

tion to the disposable income of American households via 

the various support measures, and which have particularly 

benefited the lower income brackets. 

In the months of March and April, disposable income had 

suffered a monumental drop of 10.5%, or about $100 bil-

lion. This was immediately offset by an increase in public 

benefits 

of about 

$258 bil-

lion and a 

drop in 

taxes and 

social 

contributions of about $29 billion.  Not since 1959 had we 

seen such a leap in disposable income during a recession. 

The balance between lower revenue and higher expendi-

ture has led to a significant increase in total U.S. Treasury 

debt, partly offset by an increase in purchases by the U.S. 

Federal Reserve and a consequent injection of liquidity 

into the system. The increase in disposable income bene-

fited 

lower in-

comes 

more, in 

relative 

terms. 

Thanks to this extraordinary support, these families have 

almost entirely resumed their spending habits. 

 Obviously, it is 

thanks to this gi-

gantic cushion 

(temporary, let's 

remember that) 

that consumption 

has resumed its 

upward path. Consumption is also supported by the pre-

viously discussed Paycheck Protection Program (PPP), 

part of the CARES Act, that channeled public resources 

through banks to small- and medium-sized American 

companies. It was recently extended for another 24 

weeks. Some $500 billion has been disbursed at the mo-

ment, and much of it has gone to pay the salaries of em-

ployees who would otherwise have been laid off. How-

ever, this has not resulted in an improvement in consumer 

sentiment. Families continue to feel particularly uncertain 

about the future, particularly with regard to their jobs and 

their financial strength. 
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More than a third of consumers reported they postponed 

payments 

on at least 

one type of 

loan and, 

according 

to data from 

the Census 

Bureau 

compiled by UBS, as of June 25 people expected their in-

come to fall during the following four weeks. According 

to the same source, 60 percent of U.S. consumers said 

they cannot cover their expenses or that they feel close to 

missing some of their payments, and virtually no one sees 

an improvement in their financial condition. 

The corporate system has also largely benefited from 

measures designed to shore up its liquidity, thanks to 

state-guaranteed loans, credit lines set up by central 

banks, and the gradual reopening of the primary market, 

which, thanks to improved sentiment, has made it possible 

to place large quantities of paper, and to improve the over-

all liquidity situation. 

As a result of this - as well as the considerable generalized 

tightening of spreads induced by strong demand from re-

tail investors - the pace of downgrades, and negative out-

look and credit watch revisions, is visibly slowing. The 

fall in spreads also translates into a substantial drop in the 

share of bonds classified as distressed (spreads > 1000), 

prompting many strategists to cut their forecast for de-

faults in the coming quarters. The market continues to run 

like a hamster on its wheel in the usual circle (injection 

of liquidity at the 

public level; in-

crease in public and 

private corporate de-

mand; decline in 

spreads; reopening 

of the primary mar-

ket; refinancing gradually extended to riskier segments; 

deceleration of negative rating actions; decline in ex-

pected defaults; further decline in spreads reinforced by 

demand accelerating further). Meanwhile, average corpo-

rate credit quality has 

deteriorated signifi-

cantly, with obvious 

potential for problems 

for the financial struc-

ture’s sustainability in 

large segments of the 

market. 

In Europe, the percentage of so-called zombie companies 

- those that fail to cover their debt costs - rose to 37%, 

very close to the 40% high reached during the Great Fi-

nancial Crisis (GFC). In terms of debt, the percentage of 

companies with excessive leverage is now 14% in the Eu-

ropean IG market, compared to 4% at the peak of the 

GFC, while the percentage of high yield companies with 

excessive leverage is in line with that period, at about 

13%. This means that, although the liquidity buffer has 

temporarily succeeded, like a pat on the back for the ham-

ster (who has started running again), the financial struc-

ture of many companies remains relatively precarious. As 

a result, we’ve only kicked the can down the road.  In the 

U.S., the problem is even more apparent, as debt/EBITDA 

levels are proportionally higher, the sector composition is 

more unbalanced towards cyclical sectors, and the per-

centage of high yield companies with debt-to-Enterprise 

Value ratios above 75% is over 20%. It should also be 
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pointed out that in many cases the sectors in which we are 

seeing ratings 

suddenly sta-

bilize are 

those which 

have relied 

the most on 

government-guaranteed loans – making it even more evi-

dent that any improvement in the private sector is depend-

ent on public support. 

This dependency is crucial to understanding the implica-

tions of the switch from temporary liquidity support to 

solvency improvement measures. We already have some 

clues about the direction these latter measures will take: 

the Bank of England recently said it could be possible to 

use public resources to attract private equity capital to in-

vest in companies whose leverage has grown too much 

because of the pandemic, while Europe estimates that it 

can allocate around €31 billion of public money to mobi-

lize at least €300 billion for corporate recapitalizations.  

The fear is that by continuing to support companies with 

loans, fewer resources will be available to companies to 

support jobs and investments, thus paradoxically jeopard-

izing central bank intervention. As a result, as we said in 

our June report, these interventions are destined to mutate 

from emergency liquidity injections into long-term sup-

port for both family budgets (through grants or partial 

debt reductions) and corporate balance sheets (through 

capital increases). In English, the term “drug” means 

both “medicine” and “drug,” but they differ in two ways: 

addiction, and the severity of the side effects. In the Brave 

New World to which we are migrating - driven as we said 

last month by Fiscal Dominance, Modern Monetary The-

ory and Financial Repression 2.0 - the life-saving drug 

mentioned above may eventually become the state drug. 

The side effects will be tolerable at first, but over time 

they may radically weaken the system, undermining the 

mechanism of creative destruction through the promotion 

of moral hazard on a large scale. 

Since the Capital Asset Pricing Model (CAPM) was con-

ceived only in the 1960s, Huxley was certainly not influ-

enced by finance and the Greek letters it uses to denote 

risk sensitivities when he chose the symbols to designate 

the different social classes in his book. He was influenced 

only by their order in the Greek alphabet. I was always 

struck by the fact that the beta class were the highly-edu-

cated individuals who have no real decision-making 

power, since those who manage the beta (the systematic 

risk of the CAPM) on today’s financial markets today fit 

that description precisely: an educated individual who 

doesn't really decide anything. The alpha class, which in 

our society corresponds to a policy-making establishment 

and a niche of increasingly self-referential super-rich, 

makes decisions that severely limit the ability of the ap-

parently sophisticated investor to take a divergent posi-

tion and make alternative choices. The betas are forced to 

carry out the alpha plan, rather than the opposite we would 

expect in a democratic system and a market economy. 

Meanwhile the other social classes, to continue with the 

analogy, remain mere symbols of shrinking potential, like 

those Greek letters in options contracts that continue to 

lose value as time goes by. The larger the quantities of the 

“drug” administered, and as the betas become uncon-

scious slaves to it, the greater the increase in conformism 

- which in financial terms means a lowering of defenses 

and a structural decline in volatility. 

Ironically, the practical implications of all this in the 

medium term remain very positive for credit markets. 

Although current valuations are expensive compared to 

macro and micro fundamentals, justifying tactical 

position management and/or the search for better entry 

points to add additional risk, credit spreads in the 

immediate future will tend to move in an increasingly 

narrower corridor than in the past, reflecting the 



- 6 - 

 

indispensable necessity of investing in credit and the 

expectation of a strong reaction from the authorities to any 

regurgitation of risk aversion. 

With rates set to remain anchored in place for the next 2-

3 years, the stock market is conditioned by:  weak growth; 

less room for maneuver in terms of shareholder friendly 

policies or extraordinary finance; declining dividends; 

potential public recapitalizations and knock-on 

interference. Therefore, credit will increasingly be the 

undisputed pillar of portfolios, with the high yield 

segment being the only real income generator capable of 

sustaining returns. It is precisely the high yield segment 

(the maximum expression of small and medium-sized 

enterprises which employ the bulk of the population in 

many advanced countries) that will, in my opinion, be the 

major beneficiary of the transition to the Brave New 

World. 
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