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COVID-19, MMT & THE
OUTLOOK FOR INFLATION

The institutional response to COVID-19 has lifted
the hood on the direction that the relationship
between fiscal policy and monetary policy may be
headed. The independence between governments
and central banks is blurring, central banks are
monetising government debt to support
governments in their policy initiatives (albeit
indirectly) and government deficits and debt levels
are seemingly becoming less important. In last
month’s article, we discussed why this looks a lot
like Modern Monetary Theory (MMT), even if
policymakers refuse to acknowledge the likeness.

SHORT-TERM INFLATION OUTLOOK

In this month’s article, we build on the discussion
on the ongoing push towards MMT by
governments and central banks. Given that inflation
is one of the biggest concerns about MMT, we
begin by exploring the short-term and mediumterm inflation outlook, caused by both the current
economic environment and the fiscal and monetary
response to COVID-19. In the latter half of the
article, we discuss what impact this shift towards
MMT and a potentially more inflationary
environment may have on financial markets, as well
as investment strategy more broadly.

The financial uncertainty that people feel during
recessions typically leads to a rise in precautionary
savings and a surge in debt repayments.
Households hastily build savings buffers to protect
against adverse income shocks. This was the case
during the GFC when the personal savings rate
increased to 13% of income. Remarkably, the fear
of the COVID 19 unknown caused the rate to
surge to 33% in March, as shown in Chart 1. The
increase in all deposits at US commercial banks is
also shown. Furthermore, the increase in private
debt since the GFC fuelled by cheap credit
conditions means that households and businesses
may also be incentivised to pay off debt during
these uncertain times.

Mass unemployment, shelter in place orders and
social distancing measures have led to the most
severe demand shock since the Great Depression.
While we are seeing containment measures ease
globally, consumer spending patterns will be
affected until people feel safe to return to normal
life. The demand shock is being felt across many
sectors of the global economy – most notably the
services sector – with images of empty airports and
shuttered restaurants now the norm.
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Chart 1: Personal Savings Rate and Deposits at Commercial Banks in the United States
Deposits at US Commercial Banks, 2000 - 2020
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This demand shock is expected to persist until
people feel safe again. The discovery of a vaccine,
or the more successful containment of the virus
are the likely catalysts for perceived safety, neither
of which seem imminent. In isolation, a demand
shock of this magnitude is extremely deflationary.
The supply shock began with the supply chain
dislocation caused by the containment measures in
China in January. The global spread of the virus
led to even more widespread labour and supply
shortages, with flow-on implications for
manufacturing levels and output. As shutdown
measures continue easing, the kinks in the global
supply chains will be worked out, but it may take
time. In isolation, a severe supply shock would
typically lead to higher costs for manufacturers,
passed through to consumers by way of higher
prices.

But, in the short-term inflation outlook, the
demand impact is so extraordinary that it
overwhelms the supply impact. Additionally,
supply is likely to recover more meaningfully than
demand in the near term, which will push prices
down. The lower oil price will also be deflationary
in the short term (refer to our recent article on
the oil price war for a more fulsome discussion).
Even prior to COVID 19, the outlook for the
global economy was for weak inflation and only
moderate growth. COVID-19 has all but
cemented low inflation in the near term.
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MEDIUM-TERM INFLATION OUTLOOK
Inflationary pressures could emerge when economic activity normalises, but it could take a while to play out.
Potential drivers of higher inflation over the medium term are presented in Figure 1.

Figure 1: Potential Drivers of Higher Inflation over the Medium Term

While the above factors taken together could lead to a meaningful recovery in inflation, it is important to note
the future is abound with uncertainties. We highlight the factors that could limit inflation in Figure 2.

Figure 2: Potential Limiters of Higher Inflation over the Medium Term

Companies that have
been dramatically
impacted by the
shutdown measures may
be willing to discount
aggressively to increase
sales when shutdown
measures ease.

COVID-19 may have
forever changed the way
we live and work. People
may opt to continue
working from home and
avoiding air travel even
after containment
measures ease. This
could permanently alter
the global demand for oil,
putting downward
pressure on the oil price,
and inflation more
broadly.

Unemployment rates
have surged and it may
take several years for the
labour market to return
to its pre-COVID-19
state. Wage inflation,
and in turn, price
inflation, may not
materialise until global
unemployment rates are
reduced significantly from
current levels.
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HOW DOES MMT AFFECT THE
INFLATION OUTLOOK?
The extent to which governments and central
banks continue on their current MMT trajectory is
important for the medium-term inflation outlook.
We consider there to be different implications
depending on if MMT is implicitly pursued or
officially adopted.
It is important to note here that there are
qualifying characteristics that countries need to
meet to embark on MMT. They must be
monetary sovereign - they must issue their own
floating currency. This rules out the eurozone, as
member countries share a single currency but
implement fiscal policy independently (within
eurozone constraints on government deficits and
debt, however). An MMT approach requires the
government to issue debt only in its own currency,
not in a foreign currency, which rules out many
emerging market countries as they issue a great
deal of US dollar-denominated government debt.
The United States, Canada, Australia and New
Zealand are examples of countries that could
implement MMT. Throughout the remainder of
the article, we focus on the US, largely because the
US is furthest down the MMT track.

Implicit MMT
In implicit MMT, the US government will continue
to implement broad fiscal policies, including the
improvement or introduction of safety nets, and

measures to encourage economic growth, such as
infrastructure projects. The relationship between
the Fed and the US government is complicated in
this scenario, but outwardly, the Fed maintains its
independence. The government knows that the
Fed will create money to purchase the
government debt that it issues, but it cannot be
certain how much. As such, the Fed must exercise
some restraint when implementing fiscal policy.
Given the current economic environment of very
high unemployment rates, low inflation and
negative growth, the US government will likely be
able to continue implementing extensive fiscal
support before any inflationary pressures
materialise. Furthermore, inflation has been muted
since the GFC, so why should we expect inflation
to be any higher in the coming years if the Fed’s
role is largely unchanged? To answer this, we
must consider how the money printed by the Fed
was used following the GFC versus currently.
The Fed introduced QE because the financial
system was on the brink of collapse. The money
printed by the Fed was used to purchase
government and corporate bonds, which ensured
yields stayed low. However, rather than flowing
through to the real economy, the money flowed
through to the excess reserves of US commercial
banks, as shown in Chart 2. The only type of
meaningful inflation that we have seen since the
GFC has been in asset prices, not in more
standard measures of consumer price inflation.

Chart 2: Federal Reserve Assets and Excess Reserves at US Deposit-Taking Institutions
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However, the Fed’s response to COVID-19 has
not just been about providing liquidity to markets,
it is clearly also about ensuring that debt is nearly
costless for the government to take on. The
government debt is being used reasonably
productively – keeping people employed,
improving unemployment benefits and supporting
businesses in keeping their doors open.
Furthermore, the money being pumped into the
economy is not just sitting as excess reserves on
bank balance sheets – it is being lent, as shown in
Chart 3. As compared to the decade following
the GFC, the printed money is having more
tangible benefits for the real economy. If the fiscal
support is successful in closing the output gap
(reducing unemployment, increasing productivity),
inflation is more likely to pick up than in the years
following the GFC.

Without an explicit change to the Fed’s mandate, it
is hard to envisage how the Fed could let inflation
run. The Fed would likely attempt to rein in
inflation through higher interest rates. This marks
an important difference as to what would be
expected in an explicit MMT approach, as we
discuss below.
A further consideration in an implicit MMT
approach is that the Fed and the US government
are enacting it somewhat covertly. As such,
investors may continue to be focused on the
increasingly large government debt burdens and
the impact that the lack of fiscal restraint will one
day have on inflation. This would be problematic if
we see a destabilisation of inflation expectations
while global growth continues to be anaemic. The
result would be stagflation, an environment
characterised by slow growth with rising inflation.

The important question in an implicit MMT
approach is how the Fed would respond if inflation
did materialise. In the decade following the GFC,
the Fed was able to focus on ensuring liquidity and
stability in asset markets because inflation was at
low and manageable levels.

Chart 3: Commercial and Industrial Loans from All US Commercial Banks, 2005 - 2020
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Explicit MMT
Any official change to the economic framework
employed by the Fed and the US government
would require redefining the relationship between
governments and central banks. The government
would need to determine new targets and
constraints. It could be an inflation target, the
unemployment rate, asset price stability or wage
growth, among others. The government would
need to ensure that it has proper oversight on
fiscal processes, given that elected officials may by
incentivised to spend money regardless of the
government’s newly stated targets and constraints.
The Fed would need to determine its new role
too. If MMT is officially adopted, the Fed would
likely act as an execution arm of the government in
which it buys an agreed amount of government
debt with newly created money. It would
relinquish its independence, and its inflation target.
In the first few years, explicit MMT would be
expected to help the global economy recover
from the COVID 19 crisis. Governments would
be able to support their economies through
targeted and appropriate fiscal spending and the
Fed would ensure that the government can do so
cheaply. Inflation would not be expected to
materialise immediately, for the same reasons as in
an implicit MMT approach – there is a lot of spare
capacity in the economy that needs to be sopped
up first.

The true test for an explicit MMT approach will be
when inflation does materialise. Governments may
need to take some of the heat out of the
economy, either through reduced government
spending, or increased taxation. Neither option
will be politically popular after a period of
abundant fiscal support. This highlights a key
weakness in the MMT school of thought – elected
officials are both responsible for seeing inflation
coming, and making the very tough decisions to
curb it.
Governments may also be incentivised to allow
inflation to run a bit higher than usual to inflate
away their debt burdens. This has worked well in
the past, for example, many global governments
had their debt burdens reduced in the 1970s
because of the impact that the oil price shock had
on inflation. However, this depends on how the
explicit MMT approach is defined – are
governments still responsible for paying off preMMT debts?
The final consideration for inflation is the
perceived credibility of the explicit MMT approach
by global investors. America is often considered to
have ‘exorbitant privilege’ given that its currency is
used as the primary global reserve currency.
America can consistently run large budget deficits
without worrying about depreciating the currency
because foreign investors want to hold US dollars
in reserve. Approximately 60% of the world’s FX
reserves are in US dollars, and the majority of
global commerce is conducted in US dollars.
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However, the strength of a currency is dependent
on the perceived credibility of the country’s
monetary policy. If investors and other countries
become sceptical of the MMT approach that the
US is embarking on, they may opt to ditch the
currency in favour of other currencies or asset
classes. This would cause the US dollar to
depreciate, making imports more expensive, thus
amplifying inflation in the US.
Could the wariness of the US dollar ever be strong
enough for there to be calls to move away from
the US dollar as a reserve currency? Potentially
over the longer term, however, a more fulsome
look at the current uses of the US dollar, as well as
potential replacements for it as the reserve
currency (which are arguably very limited at
present), is necessary to properly answer
this question.
So, in the medium term, we could expect inflation
to increase from its current low levels, but if
managed well, inflation would not be expected to
get out of control. It will be problematic however
if elected officials do not prioritise keeping inflation
in check, because it would not take long for
inflation to increase rapidly. It is concerning when
we think about how long it typically takes
governments to push through tax reform – the
policy initiative that would be required to
manage inflation.

SUMMARY OF THE OUTLOOK
The discussion above shows that implicit or explicit
MMT has the potential to be inflationary in the
medium term. This is not necessarily a bad thing,
especially when we consider that central banks
have struggled to get inflation off the floor for the
past decade. However, avoiding crippling inflation
will require restraint on behalf of policymakers, a
group of people who have historically erred on
the side of too much support rather than too little.
Chart 4 shows the International Monetary Fund’s
(IMF’s) outlook for inflation for 2020 and 2021
(released in June). Clearly, the expectation is for
incredibly weak inflation in 2020, before recovering
in 2021. This is consistent with our views
presented above, noting we expect inflation to
continue rising beyond 2021 if governments and
central banks have the conviction to continue
down an MMT path.
Noting the uncertainty of the current environment
as well as the timing and strength of the recovery,
the IMF has not released inflation forecasts
beyond 2021.

Chart 4: Actual and Expected Inflation Rates for Select Developed Market Countries, 2018 - 2021
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IMPLICATIONS FOR
INVESTMENT STRATEGY

As it became apparent that COVID-19 was going
to spread globally, financial markets responded
aggressively to both the health and the economic
implications of what was quickly becoming a
global pandemic. The rapid escalation of the
crisis led to a dramatic ‘flight to safety’ in financial
markets. The widespread selling pressure in all
asset classes led to a significant deterioration in
market liquidity and considerable market moves
from late February through to late March.
Remarkably, financial markets rebounded strongly
and swiftly, despite a worsening of the economic
fundamentals since then. The coordinated fiscal
and monetary policy responses announced
throughout March put a floor under risk assets,
and has further decoupled asset prices from
economic fundamentals that had already been
occurring since the GFC. The ‘whatever it takes’
attitude amongst policymakers, means that the
strength of the economy only has a small
influence on the shorter-term outlook and
performance of investment markets. We
consider these market movements important
because it provides a starting point on analysing
the outlook for investment markets.

WHERE TO FROM HERE?
From the discussion in this month’s article, as
well as the previous one, we have established
that governments and central banks are already
implementing an implicit MMT approach. This is
expected to continue if policymakers do not
come forward and publicly embrace a new
economic policy framework. Given this scenario
is a continuation of current conditions, we focus
the discussion on financial market implications on
what we expect to happen if policymakers
embrace an explicit MMT approach instead.
We consider two scenarios that could unfold
under an explicit MMT approach. The first is a
best case scenario, where MMT works well
because governments implement the economic
policy framework to the letter, with the support
and buy-in from the public. The second scenario
is the exact opposite – MMT fails to be
successful and inflation moves out of control
without stimulating meaningful growth.
We discuss what these two scenarios may mean
for asset class outlooks, first by summarising the
views in Table 1, with more detailed analysis
following the table.
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Table 1: Asset Class Outlooks in Explicit MMT Scenarios
ASSET CLASS

SCENARIO:
MMT PROVES
EFFECTIVE

SCENARIO:
MMT DOES
NOT WORK

ASSET CLASS

Cash

Listed Equity

Inflation-Linked Bonds

Gold & Precious Metals

Government Bonds

Real Assets

Corporate Bonds &
High Yield Debt

US Dollar

Scenario: MMT Proves Effective
An explicit adoption of MMT may initially lead to
a more turbulent time in financial markets as
investors grapple with what the new economic
policy framework means for asset prices.
However, we expect that this period of market
volatility would be relatively short-lived, especially
if governments and central banks reassure
investors about what the new economic policy
framework entails. Financial markets would
quickly adjust to what initially seems like a
continuation and acceleration of accommodative
monetary and fiscal policy, particularly if it is used
consistently and effectively across countries at the
same time.
In this scenario, governments use government
spending and tax policy effectively throughout
economic cycles to maintain inflation at a
moderate level. Given the current starting point
of very high unemployment rates, MMT would
be expected to slowly close the output gap
(reducing unemployment and improving
productivity) through extensive government
spending programs, given that there is no limit to
the quantum of government debt. A universal
minimum wage may be a key effective tool.

SCENARIO:
MMT PROVES
EFFECTIVE

SCENARIO:
MMT DOES
NOT WORK

The deflationary pressures that we discussed in
the first half of this article would keep inflation
under control for the short to medium term (i.e.
in the low to mid-single digit range), and
governments are ultimately successful at bringing
about increased company revenues and
generating moderate growth in the real
economy. In this scenario, governments have the
tools in place to see inflation materialising, and
ease government spending and implement higher
taxes, as necessary. If implemented well, this
should keep inflation reasonably steady.
The traditional defensive asset classes of cash and
government bonds perform poorly in this
scenario over the near to medium term as cash
rates and government bond yields will be held at
0% or close to. This has important implications,
as investors will earn virtually no interest on their
cash deposits. In an inflationary environment,
cash will have less buying power. As an asset
class, cash would continue to look increasingly
unattractive from a return perspective, however
it will remain an important source of liquidity.
Normally (in a non-MMT environment), in a
moderately inflationary environment, the yields
on government bonds would increase from
9
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current ultra-low levels. However, at least in the
medium term, there may not be a government
bond yield much above 0%, stifling the income
but also resulting in minimal capital gains given
the starting yield is so low. Inflation-linked bonds
are a more attractive asset class than traditional
government bonds in this scenario.
For corporate and high yield bonds, the Fed
would likely no longer include these asset classes
in their asset purchase programs, which would
cause credit spreads to adjust higher in the short
term. This is somewhat painful for investors
initially, but would provide a better starting point
for future investors. Given that inflation remains
in check in this scenario, credit spreads would not
be expected to widen dramatically, and the
improving corporate backdrop is a clear positive
for investors.
While it may take share markets a bit of time to
digest what the new policy framework means,
when markets accept that MMT means that cash
rates would be expected to be very low into
perpetuity, equities would perform well in the
moderate growth environment and stronger
economy.
Gold has historically been used as a hedge against
unconventional monetary policy settings, and
investors may turn to gold if they are wary of the
new economic policy framework. Gold is an
attractive store of wealth as central banks print
money.
In the case of MMT being implemented by
several countries at the same time, currency
markets should react relatively placidly (or
currencies would be range bound versus each
other). However, if one country implements
explicit MMT in isolation (for example, in the US),
the international perception of the new policy
framework will be incredibly important. If
investors grow wary of the ballooning
government debt and the potential for stagflation
or hyperinflation, investors may opt to ditch the
currency in favour of other currencies or asset

classes, which will cause the US dollar to
depreciate. This would lead to sharp and sudden
inflation (and would clearly lead us into a scenario
of MMT not working well).
Scenario: MMT Does Not Work
A scenario of MMT not working well may stem
from an undisciplined government, ineffective
bipartisan support/control or an inability to keep
inflation under control among other factors. This
would not necessarily lead to a bad outcome in
the very short term, given that the deflationary
pressures related to COVID-19 will balance out
the inflationary pressures from excessive money
printing. However a sustained lack of fiscal
restraint, and using government spending as a
way to build political capital as opposed to a way
to maintain a functioning economy, would
eventually overrun the short-term deflationary
pressures.
Initially, the lack of prudent fiscal restraint would
likely lead to moderate inflation. Historically,
central banks would increase cash rates to keep
inflation in check. However, in an explicit MMT
approach, it is no longer in the bank’s purview to
worry about inflation. As such, without effective
inflation-controlling measures from the
government, inflation would not be expected to
remain at moderate levels for long before
spiralling out of control.
If governments have not been able to achieve
moderate growth before inflation takes off, the
economy would end up with stagflation – an
environment characterised by low growth and
high inflation.
With cash rates and government bond yields
needing to be kept as low as possible, even in a
stagflation environment, the high inflation will
erode the buying power of cash and the value of
nominal bonds. Inflation-linked bonds are an
attractive alternative because unlike nominal
bonds, the principal value of inflation-linked
bonds increases when inflation increases.
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Corporate bonds and high yield debt would be
vulnerable to weak performance and we could
see a rise in defaults and losses as debt servicing
costs increase, given the backdrop of high debt
levels and anaemic growth.
In theory, equities are a hedge against inflation
over the long term. Company revenues typically
increase with consumer prices, and thus so
should share prices. In practice, rising inflation
typically leads to falling stock prices in the short
to medium term as increased discount rates
cause the present value of future cash flows to
decrease (if the discount rate impact more than
offsets the upward revision to earnings
estimates). However, in an explicit MMT
approach, government bond yields are held at
0%, so the discount rate would be largely
unchanged. Importantly though, a stagflation
environment is one of high inflation and low
growth. Higher consumer prices can lead to
higher company revenues when paired with
stronger growth. When higher inflation is paired
with slow growth, any benefit from higher
consumer prices is likely to be overwhelmed by
the slow growth (through weak aggregate
demand), leading to headwinds for company
revenues and, thus, share market sell-offs. Share
markets that have been particularly inflated by
the post-GFC QE (and the first few years of
MMT) would be expected to suffer.
However, sector and geography specific
considerations should be made. Commodityexporting countries, such as many emerging
market countries, will benefit from higher
commodity prices in an inflationary environment.
Materials and energy companies are typically seen
as a proxy for commodity markets, so they too
will likely benefit from a higher inflation

environment. Companies that can easily pass
rising product costs on to customers, such as
those in the consumer staples sector, will be
more resilient in an inflationary environment.
Real assets would be expected to be more
resilient in a stagflation environment given the
typical income inflation linkages, although assets
that are more exposed to GDP may struggle
with the lack of real growth coming through the
economy. Gold and precious metals would also
be expected to perform strongly, given their use
as a hedge against both inflation and
unconventional monetary policy settings.
This scenario ends with yet another rethink of
the economic policy framework du jour. It is
hard to envisage how governments and central
banks could continue down an MMT path when
it has failed so spectacularly the first time.
Confidence in the approach would be significantly
eroded, as would the perceived ability to recover
from the deeper chasm of unprecedented debt
levels because of the continual printing of money.
SUMMARY
These are two scenarios at opposite ends of the
MMT spectrum. There is clearly a multitude of
scenarios in between where MMT is somewhat
effective.
Ultimately, investors need to be
prepared for a more inflationary environment
than has been the case over the past decade.
Paired with cash rates and government bond yields
being held at very low levels even if inflation does
materialise, investors may need to rethink their
defensive portfolios – the outlook for cash and
government bonds is poor. Alternative asset
classes that have not traditionally featured in
investment portfolios may need to play a role.
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CONCLUSION

As we have discussed in this feature article as
well as the previous one, the economic and
financial market conditions are ripe for change.
The unintended consequences of the current
framework, such as asset price bubbles,
extremely high public and private debt levels and
worsening income and wealthy inequality, make
attempting to stay the course extremely
unpalatable. MMT is unlikely to be the cure for
all the world’s current economic woes, however
it is becoming a more inevitable alternative
framework with every risk-off event or increase
to debt levels that moves governments and
central banks further and further away from
traditional policy settings. In the short term,
more government spending with the help of
central banks will help revive the economy, and
more effectively than central banks would be able
to do on their own.
The outlook for the medium term is trickier to
forecast. It is dependent on if policymakers have
the conviction to formally adopt a new economic
framework, or if they do so more covertly. It

then relies on the fiscal discipline they have and
their ability to make tough and politically
unsavoury decisions. In any case, we may see a
more inflationary environment than we have
seen in some time. The level of inflation that the
future holds is inherently dependent on if
policymakers have the backbone to make the
tough decision to keep inflation in check.
We have not seen an inflationary environment in
some time, so investors will need to be mindful
of what inflation will mean for their portfolios.
Careful consideration will need to be given to the
configuration of defensive portfolios, given that
cash and government bonds are unlikely to
provide any source of return and so do not
provide the same defensive firepower as they
traditionally did. Alternative asset classes that
have not traditionally featured in investment
portfolios may need to play a role, such as
inflation-linked bonds and even gold. Being
nimble and inflation-conscious will be of utmost
importance.
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