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INTRODUCTION

• The immediate economic fallout from the COVID-19 pandemic has 

been substantial. As lockdown measures are being eased across various 

countries, a cautious recovery in activity is currently taking place. 

• The Federal Reserve and other key global central banks acted with 

unprecedented speed and force to mitigate the economic and financial 

impacts of the pandemic. These actions can be generally grouped into 

three categories: 

* monetary policy measures, to bolster economic activity over the 

medium-term and to support more immediate market functioning 

concerns;

* steps to stabilise short-term funding markets; and 

* actions to support more direct credit flows to households, businesses, 

and communities.

• Both the real economy effects of the pandemic itself, and the immense 

response from central banks have naturally led to questions about inflation. 

• To be sure, there are bi-directional concerns – either that inflation picks 

up meaningfully as a consequence of reduced capacity and supply-side 

constraints, or that inflation will continue to dwindle in an environment of 

severely battered demand and remains unresponsive to massive central 

bank stimulus.

• Concerns over a pick-up in inflation are not new - the introduction of 

unconventional monetary policy in the US and elsewhere in 2008 was 

greeted with warnings that such unprecedented actions would lead to 

rapidly rising prices. 

• In that respect, this paper will begin by considering the central bank 

response to the Global Financial Crisis of 2007-2009 and gauge the 

success it had with regards to reviving output, and consumption-based 

measures of inflation.

• Thereafter, we aim to outline the arguments that have been made for both 

lower and higher future inflation, with critical comments on their respective 

merits.
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• We end with the world post-COVID, and outline the risks and

vulnerabilities we currently see.

Large-scale asset purchases by the Fed restored liquidity in March 2020

Source: Federal Reserve Bank of New York

Executive summary

• A consequence of the real economy after-effects of COVID-19, as well

as the immense and swift response of central banks – which includes

ultra-loose monetary policy, large-scale asset purchases and signalling

as forward guidance - have given rise to widespread and bi-directional

concerns about how inflation would unfold in future.

• The large, and then unprecedented central bank response to the GFC was

met with upside inflationary concerns, but we show in fact that large-scale

asset purchases (QE) did not mechanically lead to inflation post the GFC,

as was feared then.

• In the previous QE episode, the “bank-lending channel” and the “money-

multiplier” macro-model of bank operations did not work as assumed. We

will show how banks preferred to keep excess reserves lodged in central

bank accounts, as opposed to using those reserves to extend loans and

credit.
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• In the current context, we outline two strands of arguments, one that 

outlines the case for higher future inflation, and one for lower future 

inflation.

• As part of the case for lower future inflation, we talk about the recent spike 

in M2 – a broad measure of money supply which includes cash deposits, 

and other liquid instruments. We aim to warn against the overly simplistic 

contention that a rapid increase in M2 will lead to inflation.

• M2 supply has increased because banks are lending and extending credit 

again, but this lending to consumers and corporates are in response to 

chronic cashflow shortages in the absence of revenues – corporates are 

drawing on lines of credit merely to stay afloat. 

• Put differently, corporate loan applications are not in response to robust 

aggregate demand. 

• Corporates are not taking out loans to fund expansionary capital outlays, 

they are using credit to replace lost cashflow and service their fixed 

expenses. These drawn lines of bank credit are therefore unlikely to be 

inflationary at all.

• We make the point about the quantity of money being offset by declines 

in the velocity of money.

• We explain that the growth in M2, even with the higher step-change, is still 

fractional compared to how much is still parked at central banks. 

• This means that even though banks are creating deposits and extending 

credit again, the main stratagem on the part of commercial banks has 

been to keep reserves parked at the central bank.

• We end with an overview of risks and vulnerabilities as we see them, and 

an overall conclusion.
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LESSONS AND DEVELOPMENTS AFTER THE GFC

A brief appraisal of the efficacy of unconventional monetary policy 

with regards to inflation 

• The global financial crisis and its subsequent impact on the global macro-

economy led to a fundamental change in the conduct of monetary policy. 

Before this crisis, a common goal of monetary policy was to achieve low 

and stable inflation, implemented through a nominal interest rate target. 

• The extent of the slowdown in economic activity during the crisis was so 

significant that a normative use of Taylor rules implied setting a negative 

Federal funds rate, something thought to be extremely untenable at the 

time. 

• In December 2008, the Federal Reserve abandoned the traditional use 

of the target rate to control lending channels and began to implement 

“unconventional monetary policy”.

• To be sure, some of these measures had already been pioneered by the 

Bank of Japan roughly a decade earlier in the wake of that country’s 

banking crisis and stubbornly low inflation.

• What is “conventional” or not is partly in the eye of the beholder, but 

most common definitions subsume balance sheet policies (commonly 

termed “quantitative easing”), forward guidance and negative policy rates 

amongst the tools broadly considered “unconventional”, as they go far 

beyond the pre-crisis typical mode of operation – controlling a short-term 

policy rate and moving it within a positive range. 

• At the time of the GFC, whilst the initial imperatives for unconventional 

monetary were to alleviate distress in the financial sector, its ultimate 

objectives were very firmly to stimulate the real economy and revive 

consumption-based measures of inflation.

• What has also been less appreciated by market participants, are 

the channels by which monetary stimulus (whether conventional or 

unconventional) is transmitted into the real economy. Without reliable 

and foreseeable patterns of influence on aggregate demand and inflation, 

monetary policies would be like sailing without navigation.
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• As part of the look-back to the response of central banks to the GFC, we 

consider a key channel of monetary policy transmission, the bank-lending 

channel (also called the credit channel). Our aim is to summarise their 

intended method of operation, and their ultimate efficacy with regards to 

growth and particularly inflation.

The efficacy of the bank-lending channel in reviving inflation  

(via loan growth and consumption)

• An important path of monetary transmission runs through the commercial 

banking system. 

• It depends on actions by the banks, however, to what extent such a 

stimulus will be passed on to clients and thereby generate additional 

demand in the economy. 

• The basic working of the bank lending channel is as follows:

* Under a textbook money view, open market operations i.e. buying 

treasuries by the central bank, increases bank reserves held at the 

central bank itself. 

* When large-scale asset purchases first started, economists were still 

using a model of bank lending known as the “money multiplier”. This 

postulated that given these new central bank related reserve credits, a 

commercial bank would only keep around 10 percent as reserves at the 

central bank and lend out the rest. 

* Commercial banks are required to hold reserves proportional to their 

transaction deposits, and they would then be holding more reserves 

than required. 

* To put these excess reserves to use, commercial banks make loans, 

which create deposits.

* They continue to create loans and deposits until they have created 

enough deposits to ensure that the new, higher level of reserves is no 

longer excessive.

* It was thought that around 90 percent of the new money it created 

would be lent out as new loans. 

* This would kickstart spending and investment in the economy, bringing 

it out of recession and raising inflation to target. Economists did not 

expect the Fed to infuse much money into the economy: the “money 

multiplier” would do the rest.
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• However, the decision of a commercial bank to raise the amount of

lending depends on many issues. A bank in this model must make an asset

allocation choice between holding liquid assets (such as reserves, highly

rated bonds etc.) or earning a spread on lending; and a liability choice in

terms of how much external financing they use at an increasing premium.

• Most importantly, banks can lend to the private sector only if they are

adequately capitalised and meet regulatory requirements (solvency

requirements, liquidity ratios, total loss rules).

• So the passthrough of monetary policy action is in no way guaranteed; it

will depend quite heavily on risk-taking capabilities of the banking system.

• Whether this will happen depends on various factors that will shape banks’

expectations, e.g. the expected persistence of the liquidity, the adequacy

of lending spreads and the availability of risk capital.

• It also depends on the demand side of the credit market. If borrowers are

constrained by a lack of capital or collateral, the stimulus of the central

bank may simply peter out.

Base-money growth did not see commensurate loan growth in the US 

(Dec 2007 = 100)

Source: Bloomberg, Prescient Investment Management
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• Looking at the build-up of huge central bank held reserves of the

commercial banks in the years after the great financial crisis, and the lack

of significant credit growth for many years, there is compelling evidence

that the bank-lending channel did not work as intended. Commercial

banks simply kept their new credit reserves at the central bank, preferring

to hold “excess reserves” rather than opt for loan origination.

Reserves of depository institutions in the US – Excess reserves dwarf 

required reserves

Source: Federal Reserve Board, Prescient Investment Management

* The first factor that hampered the lending channel of monetary

stimulus after the crisis was capital shortages in the banking system.

Inadequate capital reserves forced banks to decrease risks and repair

their balance sheets.

* A process of de-leveraging and de-risking set in. Banks scrutinised and

reduced their loan books, offloaded investments that bound capital

and tightened credit standards for new loans.

* After a crisis like the one in 2008, such balance sheet repair is a matter

of survival and it will take place even if there is a lot of cheap central

bank liquidity available.
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* Conversely, on the side of borrowers, be they corporate or household 

clients, the fallout from a financial crisis tends to trigger risk reduction 

and spending restraint.

* After the GFC, the average credit quality of bank clients declined. 

Financial assets were impaired, and many private borrowers 

threatened by job losses or at least lower incomes. 

• In such a situation, monetary policy will not be very effective via the bank 

lending channel. All it can do is to smooth the process of de-leveraging 

and extend it over a longer period of time. This can help limit immediate 

adjustment pressures after a financial shock, but it also carries major 

economic risks if it slows down balance sheet adjustments for too long. 

• If loans are continuously extended to weak borrowers, such policies will 

not accelerate growth but slow it down, since weak and highly leveraged 

companies do not usually invest, innovate and generate growth. 

THE WORLD POST-COVID:  

IMPLICATIONS FOR INFLATION

Arguments for lower inflation

• The initial signs are that the coronavirus crisis is having a significant 

deflationary impact on the world economy with both activity and inflation 

falling sharply. The collapse in demand has hit oil prices, leading to lower 

energy costs whilst we have seen a deluge of offers from retailers keen to 

clear the excess stock which built up during the lockdown. 

• As airlines and hotels re-open we can expect more discounting and would 

not be surprised to see headline inflation rates turn negative in the US and 

Europe in coming months. 

• Passing on higher costs will be difficult, and firms will pursue technological 

solutions with greater vigor.

• The drop in commodity prices has been similar to that experienced in the 

last recession and the mid-cycle slowdown of 2015 and signals a period of 

sustained weakness in US inflation in coming months.
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• As mentioned by Guy Toms, Chief Investment Officer at Prescient

Investment Management in our monthly commentary piece, the

acceleration in money supply in the US is often seen as a harbinger of

higher prices; here we have seen extraordinary growth in M2 – a measure

of cash deposits, and other liquid instruments including mutual funds.

However, if values are rebased to comparable scales, then the growth in

M2 in the US is only fractional compared to overall size of the monetary

base (which are largely reserves held at the central bank).

• Furthermore, rapid accelerations in the money supply are frequently

accompanied by equivalent declines in the speed with which money

circulates in the economy (known as velocity) to leave overall activity little

changed.

Only a modest expansion of M2 money supply (relative to the monetary base) 

(Dec 2007 = 100)

Source: Bloomberg, Prescient Investment Management
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• As we mentioned earlier in the paper, after the global financial crisis

despite the rise in base money growth, inflation did not pick up in

response to large-scale asset purchases (QE).

• The scale of QE is undoubtedly larger than in the last recession, as are the

increases in budget deficits, but this needs to be seen in the context of

a much greater collapse in demand. The government has stepped in to

pay wage bills and facilitate loans to keep businesses afloat that would

otherwise have failed as a result of the lockdown and cessation of cash

flow. In effect governments are acting to cushion the economy against the

impact of the lockdown rather than adding extra demand.

US inflation expectations have moderated despite a growing Fed balance sheet

Source: Datastream, Prescient Investment Management

• Similarly, the increase in corporate bond issuance and lending to

companies is not in response to stronger corporate activity. Instead, it

reflects attempts to offset lost cash flow, to cover fixed costs and to build

a war chest to get through the lockdown period.
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• The important point is that the act of QE does not mechanically serve as a 

catalyst for loan growth and for households and companies to go out and 

spend more. Those decisions largely depend on confidence in the future 

which in turn is driven by the strength of incomes and balance sheets 

alongside innovation and technology. 

• From an inflation perspective, QE has had little impact on household price 

expectations which have continued to decline throughout the QE era – a 

key factor in containing wage growth.

Arguments for higher inflation

• In effect, both the nature of the shock and the length of the ensuing 

downturn make it likely that the post-COVID global economy will 

experience important structural shifts.

• Disentangling the effects of these shifts on demand and supply, and hence 

on medium-term inflation, is inherently difficult. In their baseline scenario 

projections, many central banks predict notable downward pressure on 

inflation arising from the much larger shortfall in aggregate demand than 

supply.

• Given the unprecedented impact of the crisis on income and consumption, 

such disinflationary pressures are not surprising. However, the uncertainty 

around these forecasts is exceptionally large: while measuring economic 

slack is already a challenge in normal times, it is currently exacerbated by 

the highly uncertain effects of the crisis on potential output, both in the 

short and in the medium to long run.

• In the short run, potential output is severely affected by disruptions in 

global value chains and social distancing measures, which constrain the 

full use of capital. Such effects may partly offset the negative effects of 

weakening demand on inflation even in the short run.
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• In the medium to long run, the impact of the crisis on potential output, 

and hence on inflation, will crucially depend on the response of firms and 

policymakers to the following challenges:

* Some sectors of the economy may never return to their previous 

size, requiring a large reallocation of capital and labour, also across 

borders. The speed and extent of capital and labour reallocation is 

likely to differ across developed world economies, depending on the 

sectoral composition and the quality of labour market institutions. Such 

differences risk increasing heterogeneity and fragmentation.

* Recent events have increased the odds that large cash-rich firms may 

absorb liquidity-strapped start-ups, thereby curtailing competition, 

with potentially adverse effects on productivity and welfare. The 

pandemic could therefore amplify trends in economic concentration 

that we have already observed prior to the crisis, particularly in the  

United States. 

* There are risks that COVID-19 will lead to a surge in protectionism 

reversing the current pattern of international production. While re-

shoring could be the outcome of benign advances in automation, a 

general unwinding of global supply chains would jeopardise potential 

output growth across the globe.

* And, finally, financial distress of firms and households will cause 

the share of banks’ non-performing loans (NPLs) to rise over time, 

weighing on bank capital. Large multi-national banks as a whole have 

entered this crisis in comparatively good shape, the experience of 

past crises highlights that vulnerabilities in the banking sector, if not 

addressed early enough, may severely slow the pace of recovery and 

leave long-lasting damage. 
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The world post-COVID: Current risks and areas of vulnerability

• The outbreak of COVID-19 remains a shock of unprecedented size 

and nature. Lockdowns and containment measures on a global scale 

led to a generalised, and sudden stop in economic activity. Workers’ 

reduced income exacerbated the fall in demand induced by distancing 

measures and contributed to an increase in the risk of impairments and 

delinquencies on mortgages and consumer loans.

 

 

GFC period defined as Q3 2007 to Q4 2012; COVID-19 period defined as March to December 
2020. Pre-crisis GDP is Q2 2007 GDP for GFC and Q4 2019 for COVID-19.

Source: Bank for International Settlements Bulletin, June 2020
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• The distinguishing feature of central banks’ response to COVID-19 was the 

use of measures designed to support the flow of credit to households and 

non-financial corporations. Their deployment was more direct and far-

reaching than during the GFC. Conversely, while liquidity support to the 

financial sector was sizeable during the GFC, it has played a more limited 

role so far during the COVID-19 pandemic.

• These differences are partly a reflection of the different nature of the two 

crises: 

* The GFC hit financial markets first and then slowly propagated to the 

real economy, negatively affecting confidence and tightening credit 

conditions for businesses and households. 

* In contrast, the COVID-19 pandemic imposed severe containment 

measures that hit the real economy first and then propagated to the 

financial sector.

Our view on the general areas of vulnerability would be as follows:

• Asset valuations

* Asset prices have been volatile across many markets. Since their lows 

in late March and early April, risky asset prices have risen, and spreads 

have narrowed in key markets.

* Asset prices remain vulnerable to significant price declines should the 

pandemic take an unexpected course, the economic fallout proves 

more adverse, or financial system strains reemerge.

• Borrowing by businesses and households

* Debt owed by businesses had been historically high relative to gross 

domestic product (GDP) through the beginning of 2020, with the 

most rapid increases concentrated among the riskiest firms amid weak 

credit standards. 

* The general decline in revenues associated with the severe reduction 

in economic activity has weakened the ability of businesses to repay 

these (and other) obligations. 

* Partly as a result, there has been a widespread repricing of credit risk 

and the issuance of high-yield corporate bonds and, the origination of 

leveraged loans appear to have slowed appreciably. 

* While household debt was at a moderate level relative to income 

before the shock, a deterioration in the ability of some households to 

repay obligations may result in material losses to lenders.
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• Leverage in the financial sector

* To date, banks have been able to meet surging demand for draws 

on credit lines while also building loan loss reserves to absorb higher 

expected defaults. 

* Broker-dealers struggled to provide intermediation services during 

the acute period of financial stress. At least some hedge funds appear 

to have been severely affected by the large asset price declines and 

increased volatility in February and March, reportedly contributing to 

market dislocations. 

* All told, the prospect for losses at financial institutions to create 

pressures over the medium-term appears elevated.

• Funding risk

* In the face of the COVID-19 outbreak and associated financial market 

turmoil, funding markets proved less fragile than during the 2007–

2009 financial crisis. 

* Nonetheless, significant strains emerged, and emergency central bank 

actions were required to stabilise short-term funding markets.

CONCLUSION

• The Federal Reserve and other key global central banks acted with 

unprecedented speed and force to mitigate the economic and financial 

impacts of the pandemic.

• Both the nature of the shock and the length of the ensuing downturn 

make it likely that the post-COVID global economy will experience 

important structural shifts. Disentangling the effects of these shifts on 

demand and supply, and hence on medium-term inflation, is inherently 

difficult.

• The initial signs are that the coronavirus crisis is having a significant 

deflationary impact on the world economy with both activity and inflation 

falling sharply.
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• However, potential output will be affected by disruptions in global value 

chains and social distancing measures, which constrain the full use of 

capital. Such effects may partly offset the negative effects of weakening 

demand on inflation even in the short run.

• We have seen extraordinary growth in M2 – a measure of cash deposits, 

and other liquid instruments including mutual funds. However, if values 

are rebased to comparable scales, then the growth in M2 in the US is only 

fractional compared to overall size of the monetary base (which are largely 

reserves held at the central bank). 

• Furthermore, the current increase in corporate bond issuance and lending 

to companies is not in response to stronger corporate activity. Instead, 

it reflects attempts to offset lost cash flow, to cover fixed costs, and to 

build a war chest to get through the lockdown period. What is happening 

is that banks are lending to corporates, but the use of this cash is to stay 

operationally afloat, it is not in response to robust aggregate demand.

• As we highlight via a flashback to previous episodes of QE, a deeper 

understanding of the transmission mechanism of the bank-lending channel 

after the global financial crisis meant that despite the rise in reserves (base 

money growth), loan growth and ultimately inflation did not pick up in 

response to large-scale asset purchases.

Reza Ismail 

Portfolio Manager
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DISCLAIMER

The information contained herein is provided for general information purposes 

only. This information does not constitute a solicitation, recommendation, 

guidance or proposal, and the service provided is not intended nor does it 

constitute financial, tax, legal, investment or other advice.

Whilst reasonable steps are taken to ensure the accuracy and integrity of 

information contained herein, Prescient accepts no liability or responsibility 

whatsoever if any information is, for whatever reason, incorrect. Prescient 

further accepts no responsibility for any loss or damage that may arise 

from reliance on information contained herein. The forecasts are based on 

reasonable assumptions, are not guaranteed to occur and are provided 

for illustrative purposes only. There are risks involved in buying or selling a 

financial products.

Prescient Investment Management is a Financial Services Provider authorised 

under the Financial Advisory and Intermediary Services Act of 2002 (FSP 612).




