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� The Macroeconomic Conditions Leading to the 
‘Sudden Stop’.

� The ‘Great Intervention’ and the Private- to- Public 
‘Risk Transfer’. 

� A Permanent Shock in the ‘Cost of Capital’?

Some Reflections on Three Areas
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Economic integration of the BRICs, particularly Chi na, leads to an 
increase in the global supply of labour and in the return on 
physical capital .

A Labour Supply ‘Shock’ and Portfolio Choice

‘Unusual’* flow of funds from countries 
with high return on capital to countries 

with a low one, channelled by 
government entities. 

Large relative price shift –
commodity and services 

vs. tradable goods. 
Low inflation, low volatility.

Institutional constraints mean that savings 
flow mainly into fixed income assets. 

The marginal investor is more ‘risk averse’ 
(portfolio choice theory).

Shift in the risk premium between 
bonds (fixed income) 

and equities.
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Money Flowing from East to West
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Central Banks Opt for High Grade Fixed Income 

Ownership Breakdown of US Treasury SecuritiesOwnership Breakdown of US Treasury Securities

Source:  Goldman Sachs calculations on Flow of Fund s data
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Falling Core Inflation, Led by Tradable Goods

CPI-U: Commodities Less Food & Energy CommoditiesCPI-U: Commodities Less Food & Energy CommoditiesCPI-U: Commodities Less Food & Energy CommoditiesCPI-U: Commodities Less Food & Energy Commodities
SA, 1982-84=100

CPI-U: Services Less Energy ServicesCPI-U: Services Less Energy ServicesCPI-U: Services Less Energy ServicesCPI-U: Services Less Energy Services
SA, 1982-84=100
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The CFO Was Busier than the CEO!
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Meanwhile, Banks Took a Levered Bet on Housing

US Chartered Banks: Balance Sheet MetricsUS Chartered Banks: Balance Sheet Metrics

Source:  Federal Reserve; mortgages exclude governm entSource:  Federal Reserve; mortgages exclude governm ent --guaranteed assets.guaranteed assets.
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The 2005-2007 ‘Bond Conundrum’, RIP.

Global Bond Premium FactorGlobal Bond Premium Factor

Source: GS Global ECS Research, last obs. September  2009.  
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A Shift in the Marginal Investor’s Risk Aversion

Source: Goldman Sachs calculations
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Equity Valuations Not Stretched...

Cyclically-Adjusted P/E Multiple
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...And No Evident ‘Anomaly’ in Credit Spreads
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Forward Premium Unusually Low in 2004-07
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Was the Rate Market Already ‘Smelling a Rat’ (i.e., a 
Collapse in House Prices)?

USD 1-yr rates, current USD 1-yr rates at the trough of previous cycle
FEDERAL FUNDS: TARGET RATE
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Sep 2008: ‘It’s Not Speed That Kills, It’s the Sudden 
Stop’

1mth AA ABCP USD 1mth AA nonfinancial CP USD 1mth AA financial CP
USD 1mth A2P2 nonfinancial CP rolling front Euro$ contract Fed Funds target
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A Fire-Sale of Less Liquid, More Complex Assets

 US ASW Spread Linkers vs. Nominals  UK ASW Spread Linkers vs. Nominals 0
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Fun and Games in the Bond-CDS ‘Basis’

Europe iTraxx Main
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The ‘Great Intervention’

Source: GS Global ECS Research.
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A Massive Private-to-Government Risk Transfer

 Average European Sovereign CDS (5yr)  Europe iTraxx (5yr)
 differential private less public
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Financial Intermediation Proves Elastic

Source:  GS Global ECS Research, last observation A ugust 2009; tSource:  GS Global ECS Research, last observation A ugust 2009; t he index can be accessed in plot tool usinghe index can be accessed in plot tool using : : gir_data_fsi@pricegir_data_fsi@price
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BRICs Support World Consumption Growth

-0.2

0.0

0.2

0.4

0.6

0.8

04 05 06 07 08 09 10

pps

USA BRICs

Euroland Japan

*Calculated from consumer expenditure for India, US , Japan, and Euroland. Brazil and Russia 
use private consumption and China uses household co nsumption. Annual averages 2004-2008, 
GS forecasts 2009-2010.

Real Contribution to World Consumption GrowthReal Contribution to World Consumption Growth

Source: GS Global ECS Research.



22

Level of Industrial Production, DecLevel of Industrial Production, Dec --1997=1001997=100

Source: GS Global ECS Research

Decoupling Very Evident in the Industrial Sector
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A Permanent ‘Shock’ to the Cost of Capital?

� Domestic output is ultimately determined by what th e economy is capable 
of producing. What does a shift in the ‘cost of cap ital’ (cost and terms of 
funding) imply for the economy’s potential output?  

� On standard parameters for developed countries, a 1 0% increase in the 
gross cost of capital would depress potential output by 2 .5% (the result 
depends on the elasticity of substitution between c apital and labour, and 
on capital’s share of income).

� This effect is not trivial: For the UK, GS estimate s* suggest that 
(conservatively) the credit crisis could have perma nently reduced the level
of potential output by as much as 2%. 

� The effect could be compounded by the impact on out put from a 
permanent shock to output-per-head in financial ser vices and lower 
immigration. 

*: See: UK Economics Analyst, 01 May 2009
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A Shift in Leverage Ratios, and a Bigger Premium on 
Complexity and Liquidity

Senior Debt 
3.0-4.0x
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Pre-2006 ‘The Bubble Years’ Today

� Equity cushion back to 40-50%
� Senior debt has to amortise in the base 

case
� Capacity constrained at c. � 1bn of 

financing, but very few deals are 
happening and mostly around � 200-
300mn 

� Club deals, no underwriting
� Spreads widened to 400-500bps for 

senior, upfront fees at similar levels

� Equity cushion ~ 20%, returns as low as 18%
� Very limited debt amortisation, bullet maturities 

and high refinancing required at maturity 
(typically years 8 and 9 and 10). Subordinated 
debt both cash pay and PIK

� ‘Covenant lite’
� Senior debt mainly lent by institutional investors
� Spreads compress and reduce to c. 175bps on 

the amortising tranches with similar upfront fees. 
Delta vs. 2nd lien tranches of 100-150bps. 

� Equity cushion c. 25-30% , target IRR >25%

� Senior debt amortises over seven years, 
maybe some refinancing risk for the sub

� Maintenance financial covenants applicable 
to senior and mezzanine

� Senior debt mainly lent by commercial banks

� Senior spreads 200-300bp, similar upfront 
fees, bonds around 200/300bp wider 
depending on credit rating. 
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Rate Markets Discount a Lower ‘Neutral Rate’

USD 1-yr rates, current USD 1-yr rates, at the trough of the previous reces sion
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Many Vexing Questions...

� Monetary and fiscal ‘exit strategies’ and their opt imal 
sequencing/international coordination. 

� Tradable goods prices: A ‘level effect’ or a sustai ned 
dynamic?

� Capital deepening in Asia, and the ensuing potentia l 
shifts in portfolio choice.

� Regulation, credit availability and trend output 
growth. 
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