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How long is a piece of string? 

Please note that the views, thoughts and ideas expressed in this document reflect the opinion of Geoff Barker and the CQS Asian 
Macro Fund team, given the opportunity set and parameters the Fund operates within. 

The traditional view of monetary policy is that it works 

with so-called “long and variable lags”. Of course, this is 

inconvenient. How can policymakers judge whether they 

have done enough to stimulate growth or to cool things 

down? They may either be “pushing on a string” or be 

pulling furiously, not knowing when the slack will 

suddenly be taken up, the string tauten and the whole 

economic edifice tip over! 

Academics have tried in vain to calculate “r-star” – the 

natural rate of interest that is consistent with trend GDP 

growth and stable inflation. However, there are too many 

unknowns in estimating potential growth and the output 

gap. And economic shocks can throw out the old 

rulebook. 

Real interest rates are generally problematic both 

because it is hard to know which inflation rate to use 

(historic or expected... and expected by whom?) and 

because they just don’t work as a leading indicator. It 

turns out that interest rates are generally highest in real 

terms when demand for capital is strong, and low when 

weak. They are more of a signal of health than a useful 

tool of policy. 

If central banks seek to distort the signal – for example by 

suppressing the yield curve – then there are liable to be 

unintended consequences. Without an accurate market 

price, capital tends to be misallocated, leverage 

increases, and efficiency declines. The upshot is that 

artificially low real rates end up reducing long-run GDP, 

not stimulating it. 

Amid this uncertainty over calibrating monetary policy, it 

has therefore become fashionable to monitor “financial 

conditions” as an intermediate gauge of whether policy is 

starting to bite. This makes some sense in principle. 

Financial markets normally move ahead of the real 

economy, and they are sensitive to changes in liquidity. 

Definitions vary but most financial conditions indices are 

a composite of four factors: interest rates (long and 

short), the exchange rate, the stock market and credit 

spreads. If market interest rates are dropping, the 

exchange rate is depreciating, stocks are rising and credit 

spreads tightening, then financial conditions are 

supposedly getting easier. 

It is just this market combination that has had the US 

Federal Reserve on the backfoot so far in 2023. Having 

kept policy too easy for too long – and allowed inflation to 

surge way above target – Fed Chief Powell has been 

scrambling to raise interest rate expectations and “lean 

against” an apparent easing of financial conditions in the 

last few months, as he tries to slow the economy to 

contain prices. 

But is he measuring the right variable or is he doomed to 

overtighten in a mirror image of the errors made in 2020 

and 2021? 

Financial conditions can be fickle, driven not only by 

liquidity but by the greed and fear of market participants. 

Measurement is also a problem. In particular, the 

direction of short- and long-term interest rates may be 

less important than the yield curve itself. A peak in long 

rates could be a sign of trouble rather than an easing. 

The track record of financial conditions as a leading 

indicator of GDP is patchy. Specifically, there was 

virtually no warning of the global financial crisis in 2008 

and there have equally been “false positives” in 1994 and 

2015. 

What is clearly missing from central bank analysis of 

monetary policy – and the major reasons why the inflation 

genie has been allowed out of the bottle – is the role of 

money itself. One does not have to be an ardent 

monetarist to recognize that the fiscal transfers made in 

the aftermath of the Covid crisis boosted private money 

balances and were the fuel for a surge in demand. 

Yet, US money supply growth is now negative and overall 

credit growth is decelerating rapidly. Moreover, the Fed’s 

own “senior loan officers survey” indicates that banks 

have already tightened their lending standards to a point 

that has historically heralded recession. 

The apparent easiness of US financial conditions in 

recent months may just reflect the difference between 

stock and flow. Savings buffers built up during the 

pandemic – both in the US and in other developed 

economies – have not yet been fully drawn down. And 

Quantitative Easing (QE) policies in Europe and Japan 

have not yet been reversed. But the trend of tightening is 

clear. Policy lags are simply longer than usual. 
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As well as downplaying the role of money and credit in 

their analysis, the other blind spot for many economists is 

corporate profits. The tightness or otherwise of monetary 

policy is best considered, not by comparing policy rates 

with inflation, but by looking at the aggregate cost of funds 

relative to the rate of return on investment (profitability). 

This is the “Wicksell spread”, after the late nineteenth 

century Swedish economist. 

The beauty of this measure is that it recognises the central 

importance of profits to the economic cycle. Conditions are 

restrictive if the cost of funds (proxied by corporate bond 

yields) exceeds profit growth by a given margin. This 

implies that there are several important factors outside of 

the control of central banks, notably cost pressures 

sapping earnings, that will determine the tipping point for 

policy. 

Stubborn cost pressures are a threat to US profits in 2023, 

even as Europe enjoys some relief from last year’s energy 

shock. Labour markets are tight, “onshoring” is raising the 

costs of production, interest costs are higher and any 

uptick in Chinese demand is liable to put a floor under oil 

and commodity prices. 

So long as monetary conditions were easy, these cost 

pressures could be passed on to consumers but, as money 

supply drops and nominal GDP growth falls, so the sales 

curve will cut down through the cost curve. 

In summary, while the Federal Reserve is busy raising 

rates to contain “financial conditions”, corporate margin 

pressures are intensifying, and the jaws of the Wicksell 

spread are closing. 

In its determination to quell inflation, at the risk of driving 

short-term interest rates into overshoot territory, the Fed is 

no doubt drawing some comfort from the notion that 

“balance sheets are strong”. Thanks to the post-pandemic 

rebound in nominal GDP, US private sector debt/GDP 

ratios have dropped. Also, over the last decade, banks 

have rebuilt capital and are more thoroughly “stress 

tested”. 

Of course, lower private sector debt ratios are offset to 

some degree by higher public sector debts, but the real 

issue is the step change in financing costs. 

For US households, 90% of mortgages are fixed term so 

the hit would only come if they needed to move. This is a 

major deterrent to relocation and explains some of the 

recent collapse in labour mobility – a cost factor for 

businesses. More broadly, the aggregate interest burden 

for households will rise to about 3.5% of GDP this year 

from a trough closer to 2.5% in 2021. So, interest costs are 

a headwind to discretionary spending but not likely to 

cause distress unless people start to lose their jobs. 

 

The US corporate sector is a more complex problem. Non-

financial corporate debt is just under 50% of GDP, slightly 

up from 45% in 2015, with only about a quarter of bond 

issuance “speculative grade” (according to S&P). Most 

larger borrowers took the opportunity to “term out” their 

debt maturities in 2021-22 and will not face serious 

refinancing pressures for another couple of years. 

This is not the whole story, however, as there is another 

large category of non-financial, unincorporated debt (sole 

proprietors and limited partnerships) whose debt amounts 

to some 33% of GDP. This is mainly floating rate debt, 

some of it sourced outside of the formal banking sector, 

and subject to significant repricing. 

In short, the Achilles heel in the US is going to be small 

business that will face margin pressure from higher unit 

labour costs and from rising interest charges. Given that 

some 40% of Americans work in companies with fewer 

than 100 employees, this is the likely trigger for higher 

unemployment, as the buffer of surplus savings is eroded. 

As far as the financial sector is concerned, there is also no 

room for complacency even though bank leverage in the 

developed markets has been reduced since the Global 

Financial Crisis. According to the Financial Stability Board, 

in the US, the assets of shadow banks (“narrowly defined 

non-bank financial institutions” involved in credit 

intermediation activity) still account for some 85% of GDP, 

and they are vulnerable to sharp changes in funding costs 

and to mark-to-market losses on fixed income portfolios. 

Indeed, there are similar vulnerabilities even outside the 

shadow banks, including in the pension system and among 

institutions exposed to private markets and leveraged 

loans. 

The focus of this discussion has been on the US economy 

and the likelihood that the Fed will overtighten and trigger a 

hard landing with attendant financial risks. But many other 

central banks face the same dilemma, having allowed 

inflationary pressures to build and belatedly being forced to 

drain liquidity. Europe is probably only six months behind 

the US and Japan will also face a reckoning this year. 

We are at the end of an era where cheap money and fiscal 

largesse could be relied upon to forestall difficult economic 

adjustments and come to the rescue of financial markets. 

We need genuine productivity gains and technological 

breakthroughs to reduce costs, spur profits and revive the 

Wicksell spread. In the interim, investors should brace for a 

period of creative destruction. 

 

Geoffrey Barker 

10th March 2023 

 



  

 

3 

  

 

CQS Asian Macro Fund: The Big Picture 

Important Information 

This document has been issued by CQS (UK) LLP which is authorised and 
regulated by the UK Financial Conduct Authority, CQS (US), LLC which is a 
registered investment adviser with the US Securities and Exchange 
Commission, and/or CQS (Hong Kong) Limited, which is authorised and 
regulated by the Hong Kong Securities and Futures Commission. The term 
“CQS” as used herein may include one or more of CQS (UK) LLP, CQS (US), 
LLC, and CQS (Hong Kong) Limited or any other affiliated entity.  The 
information is intended solely for sophisticated investors who are (a) 
professional investors as defined in Article 4 of the European Directive 
2011/61/EU or (b) accredited investors (within the meaning given to such term 
in Regulation D under the U.S. Securities Act of 1933, as amended) and 
qualified purchasers (within the meaning given to such term in Section 2(a)(51) 
of the U.S Investment Company Act 1940, as amended).  This document is not 
intended for distribution to, or use by, the public or any person or entity in any 
jurisdiction where such use is prohibited by law or regulation.  

This document is a marketing communication prepared for general information 
purposes only and has not been delivered for registration in any jurisdiction nor 
has its content been reviewed by any regulatory authority in any jurisdiction. 
The information contained herein does not constitute: (i) a binding legal 
agreement; (ii) legal, regulatory, tax, accounting or other advice; (iii) an offer, 
recommendation or solicitation to buy or sell shares or interests in any fund or 
investment vehicle managed or advised by CQS (a “CQS Fund”) or any other 
security, commodity, financial instrument, or derivative; or (iv) an offer to enter 
into any other transaction whatsoever (each a “Transaction”). Any decision to 
enter into a Transaction should be based on your own independent 
investigation of the Transaction and appraisal of the risks, benefits and 
appropriateness of such Transaction in light of your circumstances. Any 
decision to enter into any Transaction should be based on the terms described 
in the relevant offering memorandum, prospectus or similar offering document, 
subscription document, key investor information document (where applicable), 
and constitutional documents and/or any other relevant document as 
appropriate (together, the “Offering Documents”). Any Transaction will be 
subject to the terms set out in the Offering Documents and all applicable laws 
and regulations. The Offering Documents supersede this document and any 
information contained herein. The Offering Documents for CQS UCITS range of 
funds is available here (https://www.cqs.com/ucits-funds#global-convertibles) in 
English (US persons will not be eligible to invest in CQS managed UCITS funds 
save to the extent set out in the relevant Offering Document). A copy of CQS’ 
Complaints Policy, which sets out a summary of investors’ rights, is available 
here (https://www.cqs.com/site-services/regulatory-disclosures) in English. 
CQS may terminate the arrangements for marketing or distribution of any CQS 
Fund at any time. 

Nothing contained herein shall give rise to a partnership, joint venture or any 
fiduciary or equitable duties. The information contained herein is provided on a 
non-reliance basis, not warranted as to completeness or accuracy, and is 
subject to change without notice. Any information contained herein relating to 
any non-affiliated third party is the sole responsibility of such third party and has 
not been independently verified by CQS. The accuracy of data from third party 
vendors is not guaranteed. If such information is not accurate, some of the 
conclusions reached or statements made may be adversely affected. CQS is 
not liable for any decisions made or action taken by you or others based on the 
contents of this document and neither CQS nor any of its directors, officers, 
employees or representatives accept any liability whatsoever for any errors or 
omissions or any loss howsoever arising from the use of this document. 

Information contained in this document should not be viewed as 
indicative of future results as past performance of any Transaction is not 
indicative of future results. Any investment in a CQS Fund or any of its 
affiliates involves a high degree of risk, including the risk of loss of the 
entire amount invested. The value of investments can go down as well as 
up. Don’t invest unless you’re prepared to lose all the money you invest. 
This is a high-risk investment and you are unlikely to be protected if 
something goes wrong.  

 

 

 

 

 

 

 

 

 

 

 

 

 

Future performance is subject to taxation which depends on the personal 
situation of each investor and which may change in the future. Investments may 
lead to a financial loss if no guarantee on the capital is in place. An investment 
in any CQS Fund will involve a number of material risks which include, without 
limitation, risks associated with adverse market developments, currency and 
exchange rate risks, risk of counterparty or issuer default, and risk of illiquidity. 
Any assumptions, assessments, targets (including target returns and volatility 
targets), statements or other such views expressed herein (collectively 
“Statements”) regarding future events and circumstances or that are forward 
looking in nature constitute CQS’ subjective views or beliefs and involve 
inherent risk and uncertainties beyond CQS’ control. Any indices included in 
this document are for illustrative purposes only and are not representative of 
CQS Funds in terms of either composition or risk (including volatility and other 
risk related factors). Unless stated to the contrary CQS Funds are not managed 
to a specific index. 

The information contained herein is confidential and may be legally privileged 
and is intended for the exclusive use of the intended recipient(s) to which the 
document has been provided. In accepting receipt of the information 
transmitted you agree that you and/or your affiliates, partners, directors, officers 
and employees, as applicable, will keep all information strictly confidential. Any 
review, retransmission, dissemination or other use of, or taking of any action in 
reliance upon, this information is prohibited. Any distribution or reproduction of 
this document is not authorized and prohibited without the express written 
consent of CQS, or any of its affiliates. Unless otherwise stated to the contrary 
herein, CQS owns all intellectual property rights in this document. 

CQS is a founder of the Standards Board for Alternative Investments (“SBAI”) 
which was formed to act as custodian of the alternative investment managers’ 
industry best practice standards (the “Standards”). By applying the Standards, 
managers commit to adopt the “comply or explain” approach described in the 
Standards. CQS is a signatory of the UN Principles for Responsible Investment 
and a supporter and participant of certain other responsible investment related 
industry associations. 

Information required, to the extent applicable, for Distribution of Foreign 
Collective Investment Schemes to Qualified Investors in Switzerland:  

The representative in Switzerland is Acolin Fund Services AG, Geneva Branch, 
6 Cours de Rive, CH-1204 Geneva, Switzerland. The distribution of Shares of 
the relevant CQS Fund in Switzerland will be exclusively made to, and directed 
at, qualified investors (the “Qualified Investors”), as defined in the Swiss 
Collective Investment Schemes Act of 23 June 2006, as amended (“CISA”) and 
its implementing ordinance (the “Swiss Distribution Rules”). Accordingly, the 
relevant CQS Fund has not been and will not be registered with the Swiss 
Financial Market Supervisory Authority ("FINMA"). The paying agent in 
Switzerland is Banque Cantonale de Genève, 17, quai de l’Ile , 1204 Geneva, 
Switzerland. The relevant Offering Document and all other documents used for 
marketing purposes, including the annual and semi annual report, if any, can be 
obtained free of charge from the representative in Switzerland. The place of 
performance and jurisdiction is the registered office of the representative in 
Switzerland with regards to the Shares distributed in and from Switzerland. 
CQS (UK) LLP (as the distributor in Switzerland) and its agents do not pay any 
retrocessions to third parties in relation to the distribution of the Shares of the 
relevant CQS Fund in or from Switzerland. CQS (UK) LLP (as the distributor in 
Switzerland) and its agents do not pay any rebates aiming at reducing fees and 
expenses paid by the relevant CQS Fund and incurred by the investors. 

PRI Note:  

PRI is an investor initiative in partnership with UNEP Finance and the UN 
Global Compact. GMAv4.  
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