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“Deficits, MMT and inflation”

Market trends

Investor sentiment has been undermined by localised
lockdown measures (in the UK, Madrid, and some French
cities), fears on whether the recovery will continue in
Europe, given the relapse in the services sector, the
failure to approve a new stimulus plan in the US, and
uncertainties surrounding Brexit and the US presidential
elections.

After five consecutive months of gains, global equities
gave back 3.4% in September. The US markets and the
tech sector underperformed during the correction (with
the S&P 500 down by 3.8% and the Nasdaq by 5.1%).
They nonetheless led other markets for the quarter and
on the year to date (+5.6% and +25.3%, respectively).
Switzerland and Japan finished in positive territory (with
the SPI and Nikkei up 0.5% and 0.7%, respectively). Bond
yields were mostly unchanged (with the US 10Y down by
2bps), and credit underperformed duration (US IG -0.2%
and US HY -1.0% vs. +0.3% for the US 7-10Y segment).
The dollar rallied by 1.9% vs. the euro from 1.1944 to
1.1728 after bottoming out in late August. In contrast,
gold gave back some of its very strong returns (-4.2% on
the month, +24.3% on the year to date). Swiss real estate
fared very well, gaining more than 4%. Finally, Swiss real
estate fared very well (+4%) thanks to reassuring
communications from major players in the industry.

But not all the news is bad as the US job market continues
to open back up, and the business climate is improving in
France and Germany. On the pandemic front, vaccine
research is a constant source of hope, and the second
Covid-19 wave is coming with far lower hospitalisation
and mortality rates than earlier this year. The US elections
will be a constant backdrop until early November
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Economic highlights
The Fed gives itself more room to manoeuvre. At the
central bankers’ meeting in Jackson Hole, the US Federal
Reserve made a significant shift in its monetary policy
framework, adopting “average inflation targeting” in place of
the inflation target in effect since 2012 under Bernanke’s
leadership. Under this new framework, inflation will be
allowed to exceed 2% in order to offset periods during which
it was below-target.
Why this change and why now? The change in objective was
driven by a long period during which inflation stayed below
2%, even as real equilibrium interest rates fell close to zero,
which left very little leeway for easing in the event of future
economic contractions.
Personal consumer expenditure (PCE inflation) compared to
the Fed inflation target at 2%
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to expand but also to buy back their own shares and/or pay
out dividends to their shareholders. Hence, weak inflation
and ever more accommodative monetary policies have
helped prolong the economic expansion and market gains
before the Covid-19 pandemic.
The Fed is not well equipped. Until the early 2000s, low
unemployment came with high inflation (this is the empirical
relationship shown in the Phillips curve). Since then, the
flattening of the Phillips curve has made it especially difficult
for the Fed (and the other central banks) to create inflation,
even during periods of full employment and despite cuts in
key rates and asset-buying programmes.
From a monetary phenomenon, inflation has become
"financial". Despite extremely accommodative monetary
policies in recent years (with central bank balance sheets
expanding on average nine-fold since 2001), inflation has
remained muted. The increase in the money supply in
circulation, which is used for goods and services
transactions, has not encouraged end-consumers to spend
more, or companies to invest more in production facilities.
However, such policies have inflated asset prices and, from
this point of view, have contributed to the wealth effect,
which has helped restore confidence, at least partially.
Does the Covid-19 mark a turning point? After the Great
Financial Crisis of 2008-2009, the only economic policy
interventions were monetary. Remember that fiscal
austerity imposed in the euro zone to absorb some of the
debt in Mediterranean countries, had exacerbated the
deflationary shock. In response to the Covid-19 pandemic,
governments and central banks have taken action that is
unprecedented in terms of reaction speed, the extent of
support, and degree of coordination. This a sea change, with
far more aggressive fiscal policies (in the US, Europe and
Asia).
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Source: Bloomberg, Pâris Bertrand
The reasons for this are structural in nature. Low inflation
figures are a common structural problem in major
economies. The are many reasons for this: very heavy
deflationary pressures brought on by the piling on of debt
(interest must be paid and debt paid off, and credit rating
downgrades are possible). A second reason is demographic
shifts, as lower birth rates tend to squeeze both demand and
inflation. Lastly, the broader adoption of technology- and
digitalisation-based
processes
(with
enhanced
competitiveness and lower production costs) poses an
additional challenge to achieving central banks’ inflation
targets.
This has had a considerable impact on markets. This
endemic weakness in inflation has had serious repercussions
for the markets, triggering a steep drop in bond yields and
an increase in prices of risky assets. The lack of pressure on
the prices of goods and services and lower interest rates
have, for example, allowed growth stocks to outperform
value shares. Lastly, companies can obtain cheap financing
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Fiscal policy is taking over. The Federal Reserve has
modified its inflation target while fiscal policies have
suddenly loosened. As a result, public spending has become
an essential tool of economic policy (even in Germany, which
initiated the 750 billion euro European recovery plan).
Central banks, meanwhile, have been forced to play along by
buying public debt in order to keep bond yields very low and
under control.
More debt, more deficits, for longer. Assistance to
households, companies and local governments has been
funded by government bonds, issuance of which are now
regarded as necessary to combat the crisis and is tolerated
as interest rates are at all-time lows. The US has led the way,
having already spent nearly $3,000 billion (with a federal
budget deficit now the equivalent of 15% of GDP) and it may
add another 1,000 to 3,500 billion to existing rescue plans if
negotiations go through in Congress. Europe is not far
behind, with its “Green Pact” and “Next Generation”
stimulus plans, which total 1,750 billion euros over a period
of 10 years, to rebuild after the pandemic and to support
investments in green and digital transitions.
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Economic highlights
(continued)
Who will pay? Given the crisis’s negative and, no doubt,
long-lasting impact, governments have no alternative than
to issue debt to meet the current and future needs of
economic agents. The main concern is whether they can
afford such spending. Traditionally, economists maintain
that an increase in spending today means that taxes will
have to be raised tomorrow. As higher taxes undermines
consumer and business spending and as increased borrowing
can lead to higher interest rates, some believe that countries
cannot afford more spending, even to combat the pandemicdriven recession.
A real-life test for MMT. Modern monetary theory (MMT) is
based on the concept that governments are not restricted in
how much debt they can take on. In concrete (and
simplified) terms, the Treasury Department borrows to fund
public deficits, as it usually does, and the Federal Reserve
then buys a large portion of this debt (more than 2,000
billion dollars since February 2020). The money thus created
can flow into the real economy through the normal channels
and boost demand. No need to raise taxes and no interest
rate concerns, as the Fed is buying up the Treasury bonds.

are reserving judgment for now, given how low inflation has
stayed over the past 10 years, despite the strength of the job
market.

Investment decisions
The “monetary flood” that has raised fears of currency
depreciation is a positive factor for a number of asset
classes, such as gold, on which we remain bullish. For its
part, the Swiss franc has confirmed its status as a safe haven
(since the beginning of the year, the Franc has appreciated
against all the major currencies), and we believe that it will
remain durably sought after by investors. Finally, and in the
context described above, Chinese domestic bonds offer
interesting prospects and are the subject of detailed
research for investment. For equities, we continue to
recommend a diversified regional exposure, including in
emerging markets, Europe and Japan, which offer cycle
exposure. We continue to prefer quality companies with
solid balance sheets and competitive business models.

What are the risks of things getting out of hand? The main
concern about MMT is that the debt issued will finance
stimulus plans that will sustain demand and that, at the
same time, central banks will increase the amount of money
in circulation by buying back this debt. This combination of
increased demand and more money is likely to generate a
much higher level of inflation in the long run, eroding the
purchasing power of money. In the current context, this fear
is overdone, as the pandemic’s economic shock has not yet
been absorbed and has sent inflation to new all-time lows. In
the longer term, it is open to question whether these new
fiscal policy orientations are likely to encourage inflation
after fighting it.. Recent history in Japan suggests that it is
possible to expand money supply without unleashing
inflation (it has stayed very low, averaging less than half a
percentage point over the past decade). That said, also keep
in mind that runaway inflation often begins with overly
expansionist policies. Thus we cannot entirely rule out such a
scenario, which could be triggered by ongoing stimulus
plans, a weaker dollar, or governments’ inability to rein in
their spending or raise their taxes.
The message being sent to the markets is that U.S.
monetary policy will remain flexible “lower for longer”, as
the Fed is willing to compensate for lower-than-target
inflation by accepting temporarily higher inflation.
Moreover, we expect other central banks to follow suit by
adapting their inflation target (the European Central Bank is
now conducting a strategic review of its monetary policy,
with its findings due out in the first half of 2021). The key
issue is whether long-term inflation expectations will be
better anchored at about 2%. In theory, yes. In practice, we
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Disclaimer
This material has been prepared by Banque Pâris Bertrand S.A., Geneva, Switzerland, hereafter referred to as PB.
This material is for distribution only under such circumstances as may be permitted by applicable law. It has no regard to the specific
investment objectives, financial situation or particular needs of any recipient. It is published solely for information purposes and is not to be
construed as a solicitation or related financial instruments or an offer to buy or sell any securities.
This document is not intended for persons who are citizens of, domiciled or resident in, or entities registered in a country or a jurisdiction in
which its distribution, publication, provision or use would violate current laws and regulations.
No representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the
information contained herein, nor is intended to be a complete statement or summary of the securities, markets or developments referred to
in the materials. It should not be regarded by recipients as a substitute for the exercise of their own judgment. Any opinions expressed in this
material are subject to change without notice or be contrary to opinions expressed by other business areas or entities then, as a result of
using different assumptions and criteria, PB, is under no obligation to update or keep current the information contained herein. PB, its
directors, officers and employees’ or clients may have or have had interests or long or short positions in the securities or other financial
instruments referred to herein and may at any time make purchases and /or sales in them as principal agent. PB, may act or have acted as a
market-maker in the securities or other financial instruments discussed in this material. Furthermore, PB may have or have had a relationship
with or may provide or have provided investment banking, capital markets, and/or other financial services to the relevant companies.
Neither PB, nor any of its directors, employees, or agents accepts any liability for any loss or damage arising out of the use of all or part of this
material.
The potential investments described in this material are not suitable for all investors and their purchase and holding involves substantial
risks. Potential investors should be familiar with instruments having the characteristics of such investments and should fully understand the
terms and conditions set out in this documentation relating to them and the nature and extent of their exposure to risk of loss. Prior to
entering into a transaction you should consult with your legal, regulatory, tax financial and accounting advisers to the extent you deem
necessary to make your own investment, hedging and trading decisions.
Any transaction between you and PB, will be subject to the detailed provisions of the term sheet, confirmation or electronic matching
systems relating to that transaction. In addition, potential investors must determine, based on their own independent review and such legal,
business, tax and other advice as they deem appropriate under the circumstances, that the acquisition of such investments (i) is fully
consistent with their financial needs, objectives and conditions, (ii) complies and is fully consistent with all constituents documents,
investments policies, guidelines, authorizations and restrictions (including as to its capacity) applicable to them, (iii) has been duly approved
in accordance with all applicable laws and procedures and (IV) is a fit, proper and suitable instrument for them.
Past performance is not necessarily indicative of future results. Foreign currency rates of exchange may adversely affect the value, price or
income of any security or related instrument mentioned in this presentation. Clients wishing to effect transactions should contact their local
sales representatives. Additional information will be made available upon request.
There can be no assurance or guarantee that returns showed in this material will be achieved.
In connection with certain return information, certain material assumptions have been used. Such assumptions and parameters are not the
only ones that might reasonably have been selected and therefore no guarantee is or can be given as to the accuracy, completeness or
reasonableness of any expected return. No representation or warranty is made that any indicative performance or return indicated will be
achieved in the future. Furthermore, no representation or warranty, express or implied, is made by PB, as to the accuracy, completeness, or
fitness for any particular purpose of the calculation methodology used. Under no circumstances will PB have any liability for a) any loss,
damage or other injury in whole or in part caused by, resulting from or relating to any error (negligent or otherwise) of PB in connection with
the compilation, analysis, interpretation, communication, publication of delivery of this methodology, or b) any direct, indirect, special,
consequential, incidental or compensatory damages, whatsoever (including, without limitation, lost profits) in either case caused by reliance
upon or otherwise resulting from or relating to the use of (including the inability to use) this calculation methodology.
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