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Too Soon”? Pandemic

Policy Response Raises
Risk of Inflation

By Chris Brightman, CFA

Now is too soon to worry about inflation from a public policy perspective
given the immediate humanitarian need for disaster relief. Many millions of
newly unemployed people need cash now to pay bills and just to buy food
for themselves and their families. Hesitating to provide help now because of
worries about inflation later would be beyond the pale.

Now is too soon, also, to expect to see a rising Consumer Price Index (CPI). Rising
unemployment and precautionary savings are currently exerting downward
pressure on inflation. According to the US Bureau of Labor Statistics, CPI fell by
0.4% in March. Longer term, however, exploding deficits, soaring debt levels, and

Key Points

1 Today's public health response to the COVID-19 disease is causing mass
unemployment and precautionary savings, which depress demand and

exert downward pressure on inflation.

2. Today's fiscal and monetary stimulus is necessary medicine to prevent
a larger than necessary economic contraction and consequent human

suffering.

3. Longer term, exploding deficits, soaring debt, and money printing raise

the risk of inflation as of a toxic side effect.

4.  Aswe approach the coming recovery, investors should be on the lookout
for cheaply priced inflation protection, including REITs, small-cap stocks,

commodities, and emerging-market value stocks.
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money printing raises the risk of a toxic bout of inflation.
Investors should consider the opportunity provided by
declining inflation expectations to diversify into newly
cheap inflation-hedging assets.

Falling Employment Is
Deflationary

A shocking number of people are losing their jobs.
Approximately 17 million people across the United States
filed for unemployment insurance during the three weeks
ended April 4, representing almost 11% of the 150 million
people working in March (FRED, 2020). Add expected new
claims for the week of April 11and the unemployment rate
is likely near 15% and climbing fast. Layoffs and furloughs
will continue in coming weeks. Seemingly outlandish
estimates that the peak unemployment rate will hit Great
Depression levels (Bartash, 2020) of 20% or even 32%'
later this year now seem uncomfortably plausible.

Have you increased or decreased your spending over recent
weeks? When people lose their jobs, they must immediately
cut back discretionary spending. More important, those who
keep their jobs reduce spending to increase precautionary
savings. This sudden decline in spending reduces aggregate
demand more than aggregate supply and thereby puts
downward pressure on the prices of goods and services.

Unsurprisingly, inflation expectations have dropped. The
current 10-year breakeven inflation (BEI) rate of 1.2%
is below the Fed's 2.0% target. Note that the market is
pricing a prolonged period of below-target inflation. The
expectation for the inflation rate from 2025 through 2029
is well below target too. Specifically, the five-year BEI rate
five years forward is only 1.4%.

Exploding Deficits

We must act. Fiscal stimulus is a necessary humanitarian
effort to keep our economy functioning through this
COVID crisis. By propping up aggregate demand, we aim
to prevent a larger than necessary decline in economic
output. Failing to do so would risk a depression and
profound human suffering.

When tax receipts tumble and government spending soars,
deficits explode. Consider tax collections. Income and
employment tax receipts are falling alongside declining
employment. Sales tax receipts are falling in line with lower
spending. Capital gains tax receipts are falling because
stock prices have dropped.

Government spending is rising even faster than tax
receipts are falling. Congress recently passed the
CARES Act, which directs the US Treasury to spend an
extra $2.2 trillion this year.? This fiscal stimulus includes
$500 billion sent directly to individual taxpayers, $350
billion in forgivable loans to small businesses, and
$260 billion for emergency unemployment insurance.
Congress is already preparing another round of fiscal
stimulus at an additional $1trillion (House and Wasson,
2020). More may follow.

“We worry that future
Congresses may become
addicted to imprudent
deficit spending.”

How much new debt will be created? Goldman Sachs
estimates that the combination of already enacted fiscal
stimulus along with additionally required disaster relief
legislation will raise our deficit to $3.6 trillion this year
and $2.4 trillion next year for a total of $6.0 trillion over
just these two years (Rosenberg, 2020). Given that we
in the United States were already on track for $1 trillion
annual deficits before the COVID crash, that's a tripling
of our deficits.

Who will buy all of this new debt? The Fed will.

A $5 Trillion Bazooka

In July of 2008, early in the global financial crisis, then
Treasury Secretary Hank Paulson told Congress: “If you've
got a bazooka, and people know you've got it, you may not
have to take it out.” As the global financial crisis proceeded,
Hank had to use his bazooka.

www.researchaffiliates.com
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In March of this year, the UK newspaper The Telegraph
headlined its report on the ECB's announcement of a
$750 billion Euro Pandemic Emergency Purchase Program
with “ECB Brings 750 Billion Euro Bazooka to Coronavirus
Fightback.”

The CARES Act provides $500 billion for the Treasury's
Exchange Stabilization Fund. Following the playbook from
the global financial crisis, the Treasury, with help from the
Fed, will lever up this half of a trillion dollars by 10 times
(Cantrilland Wilding, 2020). The Fed now has the firepower
to inject nearly $5 trillion into global capital markets.

Congress just gave the Fed a $5 trillion bazooka. The Fed
will use it.

Printing Money Is Inflationary

The Treasury is now wiring newly created money directly
into people's bank accounts. Even if “helicopter drops”
of cash and the Fed's buying of $5 trillion newly issued
bonds could maintain the nominal value of output
and consumption, it cannot prevent the real value of

consumption from declining.

Surely, you might think, we should be able to consume
more than we produce during this unprecedented crisis.
But how can we do so in aggregate? We are not an agrarian
economy; eating our seed corn and prepper rations won't
substitute for today's lost production. Nor will we be
able to replace the lost output of goods and services by
consuming imports from the rest of the world. All other
countries’ output is falling too.

Real consumption must decline in line with the real value
of output lost due to the cessation of productive activity.
If today's money printing does succeed in maintaining
the nominal value of consumption spending, many more
dollars will be chasing a smaller amount of goods and
services. The result will be inflation.

Crying Wolf

The boy who cried wolf is one of Aesop’s more-famous
fables. The moral of that story is those who repeatedly

make false warnings will be disbelieved when their
warnings are finally true. Are we crying wolf about an
imaginary risk of inflation?

I don't think so. | explained in 2015 why quantitative easing

(QE) was not then causing inflation and needn't cause
inflation in the future. Quantitative easing creates bank
reserves, which do not necessarily increase the money
supply. Further, by paying interest on bank reserves, a
central bank can effectively discourage banks from using
those reserves to create money.

| also said: “Money printing is different from QE. Money
printing is inflationary by definition. If the central bank
rapidly prints a lot more currency and immediately puts
it into circulation, then more money is chasing the same
amount of goods and services” (Brightman, 2015).

To be clear, our worry isn't about monetary policy
conducted by the Fed. We worry about fiscal policy
conducted by Congress. We worry that future Congresses
may become addicted to imprudent deficit spending. With
the economy at full employment, $1 trillion deficits didn't
cause inflation in 2019. If a tripling of those trillion-dollar
deficits doesn't cause inflation in 2020 and 2021, will
Congress choose to raise taxes and/or reduce spending
in 20227 After the economy recovers to full employment,
some level of government spending in excess of tax
collections will be inflationary. Inflation is ultimately a
political choice.

Mint That Coin?

Should we explore unorthodox policies? Yes, some of the
ideas in the Automatic BOOST to Communities Act Policy
Proposal (BOOST Act) merit consideration.? This Modern
Monetary Theory (MMT)-inspired proposal to distribute
debit cards to all US residents regardless of whether those
people appear on the IRS database of taxpayers might
solve today's problem of failing to get emergency cash to
the least fortunate among us, particularly those without
bank accounts.

While the entirety of the proposed BOOST Act seems
unlikely to be enacted into law, it does clearly demonstrate

www.researchaffiliates.com
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“Risk of inflation in future
years seems much higher
than priced by today’s BEL.”

what MMT means in practice. Specifically, the BOOST Act
directs the Treasury to mint two $1trillion platinum coins,
thus dispensing with the current intermediate step of the
Treasury's selling bonds to the market.

Of historical note, the $1 trillion platinum coin idea was
first proposed back in 2011 to avoid the need to exceed
the legislative debt ceiling. This fringe idea was then
endorsed in early 2013 by Nobel Prize-winning economist
Paul Krugman in a blog post titled “Be Ready to Mint That
Coin" as a superior alternative to a US government default.

The key difference between the MMT-inspired BOOST
Act and present policy is transparency. It would eliminate
the complex and opaque process of the Treasury's selling
bonds to the market while the Fed simultaneously buys a
similar amount of bonds in its open market operations. No
phony government debt would be created by the BOOST
Act.

| appreciate the practical importance of central bank
independence. | am on record as saying: “Relying on
Congress to manage inflation through tax policy seems
recklessly naive regardless of whether it would be
theoretically possible” (Brightman, 2019). Still, how does

today’s policy substantively differ from full MMT? Is debt
owed by the Treasury to the Fed real debt at all? If the
BOOST Act would be irresponsibly inflationary, why is the
fiscal response now being applied not?

Is This Time Different?

Onthe one hand, lessons learned from austerity in Europe
following the global financial crisis warn against failing
to provide necessary emergency fiscal stimulus (Fatas,
2018). On the other hand, history also teaches us that
if government sends large quantities of cash directly to
people for too long, financial crisis and inflation result
(Reinhart and Rogoff, 2011).

Will policy nimbly pivot to prevent inflation? The Fed
can't do it alone. Some combination of tax increases and
spending cuts following the coming recovery will become
necessary to prevent a spike of inflation. Will Congress
understand precisely when to execute this fiscal U-turn?
Will our politicians display the required foresight and
courage? | worry.

A future bout of high and volatile inflation may prove to
be a toxic side effect of today’s experimental economic
medicine. Risk of inflation in future years seems much
higher than priced by today's BEI. As we approach the
coming recovery, investors should be on the lookout for
cheaply priced inflation hedges. TIPS remain expensive;
REITs, small-cap stocks, and commodities have become
interesting; and emerging-market value stocks are
exceptionally cheap.*

www.researchaffiliates.com
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Endnotes

1. Rates of 20% and 32% have been suggested by US Treasury Secretary
Steven Mnuchin (CNBC, 2020) and the Federal Reserve Bank of
St. Louis (Faria-e-Castro, 2020), respectively.

2. More information on the CARES Act is available at https://home.
treasury.gov/cares.

3. Details of the Automatic BOOST to Communities Act are available
at https://tlaib.house.gov/sites/tlaib.house.gov/files
Automatic%20B00st%20t0%20Communities%20Act%20.pdf

4, Our long-term forecasts for over 100+ assets across global markets are
available on the Asset Allocation Interactive (AAI) tool on the
Research Affiliates homepage.
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Disclosures

The material contained in this document is for
general information purposes only. It is not
intended as an offer or a solicitation for the
purchase and/or sale of any security, deriva-
tive, commodity, or financial instrument, nor
is it advice or a recommendation to enter into
any transaction. Research results relate only
to a hypothetical model of past performance
(i.e., a simulation) and not to actual results or
historical data of any asset management prod-
uct. Hypothetical investor accounts depicted
are not representative of actual client accounts.
No allowance has been made for trading costs
or management fees, which would reduce
investment performance. Actual results may
differ. Simulated data may have under-or-over
compensated for the impact, if any, of certain
market factors. Simulated returns may not
reflect the impact that material economic and
market factors might have had on the advisor's
decision-making if the adviser were actually
managing clients’ money. Simulated data is
subject to the fact that it is designed with the
benefit of hindsight. Simulated returns carry
the risk that the performance depicted is not
due to successful predictive modeling. Simu-
lated returns cannot predict how an investment
strategy will perform in the future. Simulated
returns should not be considered indicative of
the skill of the advisor. Investors may experience
loss. Index returns represent back-tested perfor-
mance based on rules used in the creation of the
index, are not a guarantee of future performance,
and are not indica-tive of any specific invest-
ment. Indexes are not managed investment
products and cannot be invested in directly. This
material is based on information that is consid-

ered to be reliable, but Research Affiliates™
and its related entities (collectively “Research
Affiliates”) make this information available on
an “as is” basis without a duty to update, make
warranties, express or implied, regarding the
accuracy of the information contained herein.
Research Affiliates is not responsible for any
errors or omissions or for results obtained from
the use of this information. Nothing contained
in this material is intended to constitute legal,
tax, securities, financial or investment advice,
nor an opinion regarding the appropriateness of
any investment. The information contained in
this material should not be acted upon without
obtaining advice from a licensed professional.
Research Affiliates, LLC, is an investment adviser
registered under the Investment Advisors Act
of 1940 with the U.S. Securities and Exchange
Commission (SEC). Our registration as an invest-
ment adviser does not imply a certain level of
skill or training.

Investors should be aware of the risks associated
with data sources and quantitative processes
used to create the content contained herein or
the investment management process. Errors
may exist in data acquired from third party
vendors, the construction or coding of indices
or model portfolios, and the construction of the
spreadsheets, results or information provided.
Research Affiliates takes reasonable steps to
eliminate or mitigate errors, and to identify data
and process errors so as to minimize the poten-
tial impact of such errors, however Research
Affiliates cannot guarantee that such errors will
not occur. Use of this material is conditioned
upon, and evidence of, the user's full release of

Research Affiliates from any liability or respon-
sibility for any damages that may result from
any errors herein.

The trademarks Fundamental Index™, RAFI™,
Research Affiliates Equity™, RAE™, and the
Research Affiliates™ trademark and corporate
name and all related logos are the exclusive intel-
lectual property of Research Affiliates, LLC and
in some cases are registered trademarks in the
U.S. and other countries. Various features of the
Fundamental Index™ methodology, including an
accounting data-based non-capitalization data
processing system and method for creating and
weighting an index of securities, are protected
by various patents, and patent-pending intel-
lectual property of Research Affiliates, LLC.
(See all applicable US Patents, Patent Publica-
tions, Patent Pending intellectual property and
protected trademarks located at http:/www.
researchaffiliates.com/Pages/legal.aspx, which
are fully incorporated herein.) Any use of these
trademarks, logos, patented or patent pending
methodologies without the prior written permis-
sion of Research Affiliates, LLC, is expressly
prohibited. Research Affiliates, LLC, reserves
the right to take any and all necessary action
to preserve all of its rights, title, and interest in
and to these marks, patents or pending patents.
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the author and not necessarily those of Research
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