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years to come. In particular, we believe the Covid-19
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The Covid-19 pandemic has had huge social and
economic impacts. At the time of writing, there have
been tens of millions of cases worldwide and more than
700,000 deaths, as well as quarantine and lockdown
affecting more than half the global population. In
addition, according to International Monetary Fund
(IMF) projections, there is likely to be a 5 per cent
decline in global GDP for 2020, much worse than during
the 2008 crisis. The response has been unprecedented
fiscal and monetary stimulus. The impact on the global
economy is likely to be profound and lasting.

the primacy of monetary policy will give way to fiscal.
This would not, in fact, be new (hence the title of the
paper) – it is precisely what happened in many countries
during much of the 1930-1970 period. However, it would
mark a significant departure from the post-financial crisis
era in which the need for ‘austerity’ dominated economic
and political discourse.
We would argue:

— Monetary policy has reached the limits of its
effectiveness. With interest rates at or approaching
their lower bound, high uncertainty giving rise to
precautionary saving and persistently low inflation
expectations, the scope for central banks to stimulate
demand is greatly diminished. In addition, the world
faces growing social and environmental challenges
which monetary policy is powerless to address.

In the Multi Asset Team at Baillie Gifford, we have
devoted much of the last few months to thinking through
and debating the long-run implications of the Covid-19
outbreak for our clients’ portfolios. We acknowledge there
— The appetite for fiscal consolidation is very low.
are no certainties. The extent and nature of the impact
Politically, it is deeply unpopular, and academic
will likely depend on the path of the pandemic from
evidence increasingly points to austerity in the
here. Successful implementation of testing and tracing
post-crisis era being at best ineffective and at worst
programmes, continued improvements in treatment and,
counterproductive.
in time, the discovery and deployment of a vaccine could
all help with a rapid return to normal levels of activity and — For these reasons, the post-Covid-19 economic
landscape will have a much greater impact on fiscal
perhaps limit any long-term impact. By contrast, further
spending. The role of central banks will, at least
waves of infections followed by repeated and widespread
temporarily, become one of supporting stimulus by
lockdowns could lead to more significant economic
mitigating any impact on borrowing costs (through
damage and much more enduring effects.
holding interest rates at low levels and buying
Nonetheless, whatever the short-term path of the
government debt).
outbreak, we think the contours of a post-Covid-19 world
are becoming discernible. Even if the current disruption
abates rapidly, it is likely the crisis will leave deep and
long-lasting effects on the economy and society for many
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— This change creates exciting opportunities. In
particular, it could be the beginning of an age of
infrastructure, when substantial government support
coincides with increased recognition of the risks of
climate change, thereby creating a vast opportunity to
deploy capital.
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THE SOURCES OF CHANGE

The degree of fiscal intervention during this crisis is
unprecedented in its breadth and scope and has included,
among other policies, expanded unemployment insurance,
housing cost relief and financial support for businesses.
In total, this amounts to 4 per cent of global GDP – much
— It also creates some risks. While inflation will
more than during the 2008 financial crisis. This has
probably stay low in the short run, the chances of it
undoubtedly helped avert a much worse crisis, but most
rising sharply in the long term are significantly under- interventions are framed as temporary measures to help to
appreciated by markets. This is a time for investors
get economies back on their feet.
to add inflation protection and to avoid nominal
government bonds, where the skew of prospective
outcomes has never looked so unfavourable.
G20 Response to COVID-19

THE POST-COVID-19 CHALLENGE TO
ORTHODOXY
Prevailing economic orthodoxy in the western world
in recent decades has emphasised a clear distinction
between the roles of central banks and governments.
The task of central banks is to use monetary tools to
maintain economic activity at a level consistent with
a given inflation target. Traditionally, this involved
using short-term interest rates to balance savings
and investment and, more recently, has encompassed
quantitative easing – the purchase of government bonds
using newly-created bank reserves.
Under the orthodox approach, governments should
restrict their role to ensuring the efficient functioning of
markets, avoid accumulating too much debt and focus
policy effort on implementing ‘supply side’ reforms (to
labour markets, education, regulation etc) to lift the rate
of potential growth. They should only become involved
in managing aggregate demand, via fiscal policy, on a
temporary basis during a crisis, and should withdraw any
stimulus once the shock has passed, so as to avoid an
unsustainable increase in public debt.

Share of G20 countries that have introduced measures in
response to Covid-19
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Source: OECD (2020), “Supporting people and companies to deal with the
Covid-19 virus: Options for an immediate employment and social-policy
response”, ELS Policy Brief on the Policy Response to the Covid-19 Crisis,
OECD, Paris, http://oe.cd/covid19briefsocial.

However, unlike in the aftermath of the 2008 financial
crisis, we think governments are likely to play an
ongoing and significant role in supporting economic
activity over the next few years. There are two primary
reasons for this. The first is that the Covid-19 crisis will
exacerbate the factors that are rendering monetary policy
There is support for the case that this conventional model increasingly ineffective as a tool for managing demand,
and will therefore increase the need for a sustained fiscal
is irretrievably broken. We believe we are moving to a
response. The second, and closely related, reason is the
world in which governments will become a structural
rise of public discontent about issues such as stagnating
source of aggregate demand, with fiscal policy a much
living standards, rising inequality and climate change.
more central tool of economic management. Given the
None of these can appropriately be addressed using
strain this will inevitably place – at least in the short
monetary tools (and some may be made worse). And,
run – on deficits and government debts, we think this
if they are to be resolved, they will ultimately require
will involve central banks committing (implicitly or
explicitly) to absorb public debt issuance and hold down government-led solutions.
yields for an extended period.
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US Personal Savings Rate (Bureau of Economic Analysis)
One important premise of this argument is that without
a meaningful and persistent fiscal response there is a
%
strong risk that the current crisis is likely to exacerbate the 12
slowdown in trend growth that we have seen in most of
10
the developed world in recent decades. In fact, it would be 8
more surprising if it does not: there is substantial evidence
6
that economic crises leave a clear imprint on subsequent
4
growth. To take one example, a 2015 study published by
the board of governors of the US Federal Reserve found,
2
for a sample of 23 advanced economies over the preceding 0
1999
1995
2000
2005
2010
2015
2020
40 years, that severe recessions have a sustained and
sizable negative impact on the level of output: “we find
Source: US Bureau of Economic Analysis.
little evidence that growth is faster following recessions
than before; if anything, post-trough growth is slower”.
Faced with lower prospective demand, it is plausible
There are several plausible reasons for this. One
that companies will cut back on investment. There
is hysteresis: the notion that the experience of
is a substantial amount of literature showing a clear
unemployment, particularly long-term unemployment,
relationship between economic uncertainty and corporate
leads to a decay in skills which permanently impairs the
investment, which was a particular feature of the post
productivity and earning power of those who experience
financial crisis years, during which investment to GDP
it. This has become an increasing problem in recent
in advanced countries rebounded only partially from
years. In the US, even before the Covid-19 outbreak,
its trough, and failed to recover to pre-crisis levels (let
the proportion of long-term unemployed stood at 12 per
alone the much higher levels of preceding decades, as
cent of the total unemployed population, compared to an
shown below). For example, a recent study by the Bank
average, in the four decades preceding the 2008 financial
of England of UK firms in the decade after 2008 found
1
crisis, of less than 8 per cent .
that uncertainty about future growth was a significant
Another factor is that recessions lead to prolonged drops contributor to the muted investment recovery, even once
in confidence, which exert a long-term impact on saving the crisis had passed. A 2015 paper from the US Federal
Reserve Board made a similar argument in the case of
and investment behaviour. In the US, for example, the
the US, arguing that most of the observed slowdown in
University of Michigan Survey of Consumers showed
business investment is primarily a response to a weak
an elevated perceived probability of losing one’s job
demand environment and heightened uncertainty about
for three years after the 2001 recession had passed and
the future pace of recovery.
for six years after the 2008 recession. This risk aversion
manifested itself in a sharp rise in precautionary savings:
the US personal savings rate moved from 5 per cent in
the decade before 2008 to 7 per cent in the subsequent
Total Investment to GDP (IMF)
10 years. There are signs that it may move higher still
%
in the aftermath of the Covid-19 pandemic. Personal
35
savings in many countries have soared in recent months, 30
as can be seen from the following chart of US Personal
25
Savings. We might expect to see a sharp decline in
20
savings and an increase in consumption as lockdowns are
15
eased, but the experience of the 2008 crisis suggests that
10
consumers are unlikely to regain their ‘animal spirits’ for
5
some time. In the UK, the Bank of England’s Monetary
0
Policy Committee forecasts the UK savings rate (as
1984
1994
2004
2014
2024
Japan
Germany
United States
United Kingdom
a proportion of disposable income) to move from an
average of just under 7 per cent in the five years to 2019, Source: IMF WEO, estimate, per cent of GDP.
to 17 per cent in 2020, 10 per cent in 2021 and 9 per cent
in 2022 (Bank of England, 2020).

OECD data, extracted from Bloomberg. Long-term unemployment is defined as a period of unemployment of 12 months or longer.
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This reluctance to invest may be reinforced in some cases S&P 500 net leverage has inflected higher
by the poor state of many corporate balance sheets.
%
S&P 500
That is not the case for the whole of the corporate sector, 2.8
net leverage
2.6
(net debt to EBITDA,
of course, and there are several highly cash-generative,
excluding Financials)
2.4
Aggregate
Index
2.2
lowly-levered businesses (particularly large-cap
2.0
technology companies) which may well turn out to
1.8
1.6
be beneficiaries of structural trends such as increased
1.4
remote working and growth of ecommerce that have been 1.2
1.0
accelerated by the crisis. But outside this segment, there
Median
0.8
Stock
are many businesses struggling under substantial debt
0.6
1980
1985
1990
1995
2000
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2020
2025
loads. For example, Goldman Sachs reports that, although
net leverage for the S&P 500 index is not especially
Source: Compustat, Goldman Sachs Global Investment Research.
As of March 31, 2020.
elevated relative to historic peaks, net debt/EBITDA for
the median S&P company is now at a 40-year high.

In credit markets, too, there is a meaningful tail of heavily-leveraged borrowers. Morgan Stanley estimates that
median net debt to equity for investment grade and high yield rated borrowers in the US, at 2.7x and 5x respectively,
is at its highest levels in decades.
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High leverage is concerning because empirical evidence shows that, as their debt burden grows, firms invest less.
A Kansas City Fed study of US firms over the 1985-2019 period, for example, found a clear inverse relationship
between a firm’s level of debt to assets and its subsequent investment spending.
Firms confronting uncertain demand and focused on balance sheet repair are unlikely to be in the mood to increase
their capital spending. There are tentative signs that the post-Covid-19 era is likely to be characterised by just such
an attitude. For example, a recent UBS survey of 540 European firms found that the share of companies planning
to increase investment fell from 56 per cent pre-coronavirus to 32 per cent, and was outweighed by the proportion
(39 per cent) anticipating a reduction in investment. In the US, the proportion of small firms reporting an increase
in planned investment in the next three to six months has fallen almost as sharply as it did during the financial crisis
and sits close to its lowest level in decades (shown overleaf).
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US Small Businesses Planning Capital Expenditure in Next 3–6 Months
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Source: Business Surveys, NFIB, Small Business Economic Trends.

THE PROBLEM OF THE LOWER BOUND
Higher private savings and lower corporate investment, all else being equal, mean less demand. In the orthodox
economic approach, this should be addressed by monetary policy: interest rates should be cut by enough to
encourage consumers to save less and companies to invest more. The obvious problem with this is that the developed
world is now rapidly approaching the effective limits of conventional monetary policy. Admittedly, no one knows
precisely where the true ‘lower bound’ is for policy rates, but it is fair to say we are much closer to that point today
than prior to the financial crisis in 2008. It is notable, for example, that interest rates have fallen by much less during
this downturn than over the financial crisis. The chart on the following page shows the peak to trough policy rate
change in the US, UK and euro area during the Covid-19 crisis, as compared to the 2007–2009 financial crisis2.

Measured from October 2007 to March 2009 for the financial crisis; and from February to July 2020 for the Covid-19 period.

2

– Back to the Future

September 2020

If conventional monetary policy is no longer effective,
that leaves one option for central banks: what is widely
known as (though is perhaps no longer appropriately
described as) ‘unconventional’ policy, in the form of
quantitative easing (QE), the purchase of government
bonds by central banks funded by the creation of
reserves in the banking system. But even QE has its
limits. Consider how it is supposed to work – by buying
longer-dated bonds, the central bank drives down interest
rates and hence stimulates activity through a ‘portfolio
rebalancing’ effect that sees investors buying riskier
assets to maintain their target yield. This explanation of
QE is favoured by, among others, former Federal Reserve
chairman Ben Bernanke. Higher asset prices mean a
lower cost of capital for companies, and hence, in theory,
more investment, more economic activity, and ultimately
a return of inflation to target. But there is remarkably little
evidence that QE has achieved this outcome anywhere
that it has been undertaken. As we showed earlier,
investment to GDP in most developed countries is no
higher now – and indeed, in some cases, is meaningfully
lower – than in the pre-crisis era, despite unprecedented
expansion of central bank balance sheets, and inflation
has been persistently subdued.

Policy Rate Cuts: 2008 Financial Crisis vs Covid-19
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The problem for central banks is not just that nominal
interest rates are at zero, but that inflation expectations
have collapsed: 10-year breakeven inflation for the US
(nominal minus real yield) is shown below.
US 10-Year Breakeven
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Low expected inflation means that real policy rates (i.e.
nominal rates less expected inflation), which are more
economically relevant than nominal rates, cannot be
made more stimulative unless policy rates move into
deeply negative territory. However, in some regions,
we may be approaching (if not yet at) the ‘reversal rate’
where the costs of negative rates outweigh gains because
banks are unwilling or unable to pass negative deposit
rates onto consumers and therefore face a material
squeeze on their profitability, which leads them to cut
lending. And, in any case, even if rates could be pushed
(further) into negative territory, it is not obvious that this
would lead to a material pick up in investment if it is
declining for reasons unrelated to the cost of financing
– for example, because of low corporate confidence
about the future, as the evidence we referred to earlier
increasingly suggests.
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Source: OECD Countries, Core Inflation (Single Hit Scenario), OECD Economic
Outlook, Estimate, Calendar Adjusted, SA, Change Y/Y.

While central banks have been able to reduce the cost
of capital effectively, they can do nothing to direct that
capital to productive uses. In the US, for example, capital
investment (measured as whole economy spending
on non-defence capital goods) has stagnated in the
past decade. Rather than investing in new equipment,
companies have been devoting surplus earnings to buying
back their own shares. They have been encouraged to
do so by equity markets, which have disproportionately
rewarded companies undertaking repurchases – the S&P
Buyback Index outperformed the main benchmark by 40
per cent over the decade to end-20193. The chart overleaf
shows that the amount spent by S&P 500 companies
alone on share buybacks by 2019 matched the level of
capital investment across the whole of the US economy.

SPBUYUP Index versus SPX Index, both in total return terms from 31/12/09 to 31/12/19. Data from Bloomberg.
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S&P Share Buybacks vs (Whole Economy) Capital Investment
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Subdued investment, in turn, exacerbates the structural decline in productivity that has characterised most developed
economies in recent decades.
Productivity Growth (G7 Countries,y/y Change in Output per Hour, 10 Year Moving Average)
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This has important distributional consequences.
Stagnating investment and low productivity mean
weaker real wage growth. Rising equity markets
disproportionately benefit asset owners, but asset
ownership – particularly equities – in most developed
countries is narrowly concentrated. For example, in the
US the richest 1 per cent of households account for 56
per cent of equity ownership and the bottom 90 per cent
own just 12 per cent. If a falling cost of capital causes
asset prices to rise sharply, but that does not translate
into meaningful investment and productivity growth,
then it exacerbates inequality because it benefits asset
owners but not the majority of workers. This is exactly
what happened in the wake of the financial crisis. For
example, the US Federal Reserve Board found that the
average wealth of the top 10 per cent of US households
by income increased by 11 per cent during the 2007–2016
period, whereas that of every other category declined.
Percent Changes in Real Mean Wealth Since the Onset
of the Great Reccession
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Of course, there is much more to the rise of inequality
and stagnating real wages in the developed world
than purely the effects of monetary policy. Several
important structural changes in recent decades have also
contributed, including globalisation and the outsourcing
of manufacturing jobs, as well as technological change
allowing easier substitution of low-skilled labour. But the
important point is that monetary policy, if it fails to boost
investment, productivity and hence real wage growth
in the economy, cannot address this growing social
problem. And the longer the problem is unaddressed, the
greater is public dissatisfaction and, in turn, the appeal of
radical or populist political solutions.
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This pattern is common to many developed countries,
and is also evident in measures of income inequality:
across the OECD, median incomes have grown by just
4.6 per cent over the past decade, but at 10.3 per cent
for wealthy households. This has important economic
consequences. Wealthier households, for example,
typically have a higher propensity to save, so the extent
to which they are taking an increasing share of income
puts upward pressure on the savings rate and therefore
renders monetary policy less effective.
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Clearly, the rise of populism has multiple underlying
explanations and resentment at stagnating living
standards and rising inequality are not the only factors.
However, evidence suggests these are important
contributors. Of particular note is the significant
rift opening between young voters, whose wealth is
intrinsically linked to the future value of their wage
income, and older voters, who typically have more
financial assets. There is clear evidence of a growing
generational divide in political behaviour. For example,
polling company YouGov reported that, in the 2019 UK
general election, age was the biggest dividing line in
British politics – with voters aged 18 to 24 preferring
parties of the left or centre left by a margin of nearly 80
per cent to 20 per cent, and voters aged over 70 having
a 70 per cent preference for parties of the right. Pew
Research reports that an age divide in voting in the US,
which barely existed in the early 2000s, is now clearly
observable: in the 2018 mid-term elections, voters aged
18 to 29 voted 67 per cent for Democratic candidates,
while voters aged 45 and over were more evenly divided
between the two major parties – the widest gap in 25
years. Surveys in developed countries increasingly show
that attitudes towards the role of government differ
sharply by age: Pew, for example, finds that 70 per cent
of ‘Generation Z’ voters in the US (those aged 13 to 21)
agree with the notion that government should do more to
solve problems, as do 64 per cent of those aged 22–37;
against just 49 per cent of those aged 54 to 72 and 39
per cent of those older than 72.
The Covid-19 crisis seems likely to exacerbate these
generational differences, not least because the economic
pain has disproportionately been felt by younger voters,
who are more likely to be employed in heavily-hit
sectors such as retail and hospitality. Across OECD
countries, the unemployment rate for people under 25
has risen much more sharply this year, from a higher
level, than for older employees (OECD, 2020).

WHAT MIGHT THE NEW ECONOMIC
WORLD LOOK LIKE?
In an environment of high private savings and low
investment, with both conventional and unconventional
monetary policy now close to their limits and with
growing public dissatisfaction about the failure of
post-crisis economic policy to deliver meaningful
improvement in living standards for the majority, we
think conditions are ripe for a significant challenge to
economic orthodoxy.
In the new economic world, we envisage that fiscal
policy would be elevated to a central role in managing
demand. At a minimum, governments would be prepared
to run large deficits for a prolonged period. This would
mark a huge shift from the post-financial crisis era.
Then, as recovery began, the developed world embarked
on austerity to control rising levels of debt to GDP.
Aggregate primary fiscal deficits (i.e. before interest
payments) in the OECD narrowed from 6 per cent of
GDP to near-zero by 2017 despite growth languishing
well below pre-crisis levels and persistent output gaps,
evidenced by an almost complete lack of inflationary
pressure. As the chart below shows, during the 2010–
2015 period, the majority of developed countries were
engaged in fiscal tightening. However, there is growing
acknowledgment that this post-crisis deficit reduction
may in fact have been an important contributor to
the muted nature of the recovery and, as a result, its
intellectual foundations are beginning to crumble.
Number of Countries in Which The Fiscal Stance was
Tightened, Loosened, or Remained Neutral, 2010–17
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There was some academic support in the immediate
aftermath of the 2008 crisis for the notion that reducing
debt was necessary to avoid stagnation – most notably
the work of Reinhart and Rogoff (2010) who found that
median growth rates for countries with public debt over
roughly 90 per cent of GDP are about 1 per cent lower
than otherwise. However, more recent evidence has
pointed to a quite different relationship between debt
and output. Reinhart and Rogoff’s original conclusions
have been subject to critical scrutiny, and Herndon et al
(2013) found that once statistical errors in the original
paper were corrected, the relationship between public
debt above 90 per cent and growth for 20 developed
countries in the 1946–2009 period was positive4. A
study by University of Michigan economists found
that fiscal consolidation in 29 developed economies
was statistically associated with lower real GDP, lower
inflation and higher net exports. Counterfactuals suggest
that eliminating austerity would have substantially
reduced output losses in Europe. Using a much longer
series covering 11 OECD countries from 1881 to 2011,
McCausland and Theodossiu (2016) found that fiscal
contractions deteriorated rather than improved public
debt as a percentage of GDP. Even voices within the
IMF, initially a proponent of austerity, have begun
to doubt the validity of the orthodox approach: in a
2016 article: Three of its economists acknowledged:
“Austerity policies not only generate substantial welfare
costs due to supply-side channels, they also hurt demand
– and thus worsen employment and unemployment…
episodes of fiscal consolidation have been followed, on
average, by drops rather than by expansions in output.”
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A shift from monetary to fiscal policy could take various
forms, and we admit to some doubt about the approach
that will ultimately be adopted. We acknowledge it
is unlikely to be an immediate transformation. The
respective roles of central banks and governments are
well understood and deeply ingrained. The economic
orthodoxy has many influential defenders. So, any
change is likely to be gradual and may take a long
time to be formally acknowledged. But we think a
combination of the declining efficacy of monetary policy
and rising political pressure as a result of economic
dissatisfaction will ultimately propel governments
towards some form of active fiscal policy.
Several arrangements are plausible, and we discuss
examples below, but we think in outline they will likely
have two main characteristics. First, deficits are likely to
be more persistent and notable features of the economic
landscape. Second, the role of central banks is likely
to transition from one of responsibility for managing
demand to one of creating supportive conditions for
fiscal expansion, by holding down interest rates and
standing ready to buy government debt through QE
programmes. This may be accompanied by incentives
or obligations for other financial institutions, such
as pension funds and commercial banks, to purchase
government securities, even at very low interest rates.

In the wake of the 2008 crisis, deficits contracted sharply,
even with unemployment well above estimates of the
neutral rate and with no obvious sign of rising inflation,
but this seems unlikely to be repeated. Instead, to
avoid the risk of premature consolidation, we think an
approach will be adopted that sees government support
And, in any case, the academic debate is now, well,
maintained for longer than in the period after the 2008
academic, because what is also abundantly clear is that
crisis – at least until there has been meaningful evidence
public attitudes towards deficit reduction have shifted
of a sustained economic recovery. This could, for
structurally in recent years. The Pew Research Center
example, take the form of commitment by governments
in the US reports that, over the last six years, survey
to maintain expansionary policy until a specific target,
respondents in the US express much less concern about
such as inflation or unemployment rate, has been hit. The
the size of the budget deficit: in January 2019, 48 per
outlines of such an approach were set out recently by the
cent of Americans said reducing the deficit should be
IMF, which modelled the effect of a simple rule that saw
a government priority, down from 72 per cent in 2013.
Similarly, surveys in the UK show that public enthusiasm 0.7 per cent of fiscal expansion for every 0.5 per cent that
for so-called ‘austerity’ has collapsed: in a 2018 Deloitte/ the rate of unemployment exceeded its equilibrium level,
and concluded that it would likely be highly effective.
Ipsos MORI study, for example, just 19 per cent of
More ambitious and structural roles for fiscal policy
respondents agreed there was a need to cut spending to
pay down the national debt, against 59 per cent in 2010. have been set out by others. Paul Krugman, for example,
has argued for a structural 2 per cent US deficit to fund
investment in productive infrastructure.

They describe these as: “[Excel] coding errors, selective exclusion of available data, and nonconventional weighting of summary statistics”.
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The obvious challenge to the argument that fiscal policy
must play a greater role in future is affordability. Most
developed countries are currently running significant
budget deficits as they respond to the crisis and, in the
absence of meaningful spending cuts (or a rapid growth
recovery), debt burdens are set to soar. Allowing debt
to increase could lead to concerns about sustainability,
and drive up interest rates. We address this issue in
more detail later, but it seems highly probable that if
fiscal policy becomes a more central part of demand
management it will be accompanied by action on the part
of central banks.
Rather than managing demand, the role of central banks
would be to minimise the impact of this fiscal policy on
levels and costs of public debt by maintaining low interest
rates until such time as private sector demand had been
restored. This would be achieved by holding down short
interest rates, which central banks control directly and,
quite possibly, by continuing to accumulate government
bonds to prevent any rise in longer-dated yields in
a long-term extension of current quantitative easing
programmes. Other financial institutions, such as pension
funds and commercial banks, may be incentivised to hold
public debt, for example through regulations stipulating
minimum holdings of government bonds in portfolios or
through favourable capital treatment.
The contours of an active fiscal policy supported by the
central bank were recently set out by former Federal
Reserve Vice Chairman Stanley Fischer and others in
2019. They argued for the creation of an emergency
fiscal facility, with the explicit objective of bringing
the price level back to target. The size and duration of
this programme would be recommended by the central
bank based on what it believed was necessary to achieve
the inflation target (and might incorporate a period of
overshoot to make up for past shortfalls), with monetary
policy aiming to hold yields at zero while fiscal spending
is ramped up.
A more central role for fiscal policy has several potential
benefits. Not least, it could provide a powerful boost to
moribund economic growth. From a survey of empirical
studies, the IMF estimates that the multiplier (the
increase in overall GDP from a given amount of fiscal
spending, as it works its way through the economy)
rises from 1 in normal economic circumstances to 1.5
when unemployment is higher than average, because
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there is more idle resource that can quickly be brought
into use. Further, it finds that when interest rates stay
close to their lower bound, the multiplier moves above
2 because the effectiveness of fiscal policy in these
circumstances is enhanced by the expansionary stance of
monetary policy. A recent paper by the Federal Reserve
Board of Chicago argued that a period of fiscal stimulus
combined with a modest (0.5 per cent) increase in the
inflation target could, if understood to be a temporary
measure and accompanied by adequate coordination
between government and central bank, produce a sharp
boost to growth and reduction in debt to GDP much more
effectively than would renewed fiscal consolidation.
More structurally, if fiscal policy can be directed towards
productive public investment, it might ultimately help to
reverse many of the economic trends of recent years. It
could improve stagnating productivity, absorb some of the
excess savings that have pushed down on interest rates
and deal with the increasingly pressing issue of climate
change. In a 2014 study of 17 advanced economies, the
IMF argued that large increases in public investment had
significant effects: they produced a notable (mediumterm) improvement in output, tended to induce a
‘crowding in’ effect which saw higher growth in private
investment, and brought about an overall reduction in
debt to GDP because of the boost to output. These effects
were noticeably stronger in times of low growth. During
such periods, a 1 per cent increase in public investment
produced a 3 per cent increase in GDP in the medium
term. The IMF study concluded that for economies with
clearly identified infrastructure needs and efficient public
investment processes and where there is economic slack
and monetary accommodation, there is a strong case for
increasing public infrastructure investment. The increased
public investment would provide a much needed boost
to demand in the short term and would also help raise
potential output in the long term.
In addition, fiscal policy might help address some of
the social issues that give rise to increasing public
dissatisfaction. In this respect, it is better equipped than
monetary policy, whose effects, as we discussed earlier,
have arguably been to exacerbate inequalities. Fiscal
policy could, in theory, do a great deal to address some
of the structural issues that give rise to inequality, such
as improved education and better retraining for laid-off
workers.
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The prospective benefits of active fiscal policy directed
towards public investment are increasingly being realised
both in academic debate but also, more prevalently, in
public and political discourse. The Financial Times is
among the prominent voices calling for fiscal policy to have
a central place in the post-Covid-19 economy given the
limits to the effectiveness of monetary policy. Joe Biden’s
platform for the US Presidency includes a commitment to
$2tn of spending (9 per cent of GDP) over four years to
strengthen infrastructure and tackle climate change. Even
in Germany, which is notoriously averse to high levels of
public spending, the head of the German Economic Institute
has called for a €450bn national investment fund to invest
in climate change measures, digitisation and new transport
infrastructure, an idea which is reported to have at least
some support in the finance ministry.
While a switch to fiscal primacy accommodated by
central banks and other financial institutions would be
a significant change in the context of current economic
orthodoxy, over a longer-term perspective it would not
be such a dramatic change. Coordination (either implicit
or explicit) of fiscal and monetary policy to support
growth was not uncommon before the 1970s. Indeed,
as Ryan-Collins and Van Lerven (2018) note for a large
and economically successful period of the 20th century
(1930–1970), monetary financing in various guises
was an integral aspect of macroeconomic policy. They
point out that for a 30-year period following World War
Two, central and commercial banks owned 40–50 per
cent of government bond markets, nearly double the
average ownership of the periods immediately preceding
and following. In many instances, central bank bond
purchases appear to have facilitated expansionary fiscal
policy. In two-thirds of cases where the share of public
debt held by central banks increased by more than 5 per
cent in a five-year period, there was an increase in overall
public debt levels and that increase in public debt was
predominantly indirectly financed by the central bank.

Composition of Ownership of Government Debt
Averaged Across 13 Advanced Economies, 1900–2011
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By keeping short interest rates at low levels and
purchasing government debt, commercial and central
banks facilitated the coexistence of budget deficits and
a reduction in debt to GDP. Note, for example, that US
debt to GDP fell from a peak of 122 per cent of GDP
in 1946 to 31 per cent in 1981, despite the existence of
a primary federal deficit for roughly two-thirds of that
period. In large part, that is because monetary policy
(and financial repression) helped to hold real interest
rates below the nominal growth rate. This has been an
important component in managing debt generally: as
Reinhart and Sbranica (2015) point out, during the
1945–1980 period real interest rates in advanced
economies were negative roughly half the time.

FISCAL POLICY AND DEBT
SUSTAINABILITY
One of the biggest objections to the notion that we
will see a new economic orthodoxy is that it requires
an increase in debt to GDP from an elevated starting
point. Even before the Covid-19 crisis, public debt
was at record-high levels in many countries, and in
the aftermath of the pandemic it is set to soar. Oxford
Economics projects that median public debt to GDP
across major developed countries will reach an average
of around 110 per cent by 2021, or 50 percentage points
higher than in 2007.
Such rises create two potential concerns. The first is that
high levels of public debt lead to lower overall growth –
either because they ‘crowd out’ private sector investment
or lead to higher precautionary savings in anticipation of
debt needing to be repaid from taxes or spending cuts in
future, a concept known as Ricardian equivalence5. Some
people point to the experience of Japan, where persistent
deficits and rising debt/GDP have been accompanied by
anaemic economic growth and structurally low inflation.
The second is that as debt increases there is a growing
danger that it becomes perceived as unsustainable. This
would cause investors to demand higher interest rates
which in turn could stifle economic growth.
We are sceptical about these arguments. If the premise
is correct that public borrowing competes for available
capital with the private sector, we would expect interest
rates to have gone up as public debt has increased in
recent decades. Instead, they have collapsed. Arguments
for Ricardian equivalence conflict with the clear
evidence, shown earlier, that fiscal spending frequently
has a high multiplier when economies have spare
capacity and when interest rates are low. If this holds,
there is no reason for deficits necessarily to result in
higher levels of debt to GDP than would prevail in the
absence of those deficits, because this focuses only on
the numerator of the calculation. Indeed, as a corollary,

After the economist David Ricardo, who first put forward this theory in the 19th century.
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if (as the evidence discussed earlier clearly shows) fiscal
spending in certain circumstances has a high multiplier
(i.e. around 2) then it follows that, in these conditions,
austerity must reduce output by more than the cut in
spending and therefore risk giving rise to higher debt to
GDP. This is precisely the point made by the IMF, which
concluded in the wake of the financial crisis that stronger
planned fiscal consolidation has been associated with
lower growth than expected: “a natural interpretation
is that fiscal multipliers were substantially higher than
implicitly assumed by forecasters.”
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Even if deficit spending does lead to an increase in
debt to GDP, this is still not a good argument against it
because measuring debt relative to GDP is unhelpful.
As Olivier Blanchard (2019) rightly notes, this is
comparing a stock (debt) to a flow (GDP) and therefore
not a particularly relevant metric. What matters to debt
sustainability is the relationship between the cost of debt
(r) and growth (g). For as long as the cost of debt is less
than the growth rate of the economy (r < g), the debt
burden can be held stable or might shrink, even if the
government runs a budget deficit. Prior to the Covid-19
crisis, debt service costs in the developed world were in
fact relatively low in a historic context (shown below)
and they have since fallen further. Indeed, in some cases
it is possible for countries to borrow with long maturities
at zero or even negative interest rates. It is hard to argue
why governments should not run large deficits in the face
of this clear excess of private sector savings if they are
effectively being paid to do so.

As we have pointed out, if fiscal stimulus can be directed
towards productive infrastructure, then it is highly
plausible that it could boost growth enough to reduce or
even entirely offset any effect on debt. This is exactly
the conclusion of the IMF in its 2014 study of major
infrastructure spending programmes, which argued that
debt-financed investment was, if anything, superior
to tax-financed: “evidence from advanced economies
suggests that an increase in public investment that is debt
financed could have larger output effects than one that
Interest Expense/GDP (IMF/European Commission)
is budget neutral, with both options delivering similar
%
declines in the public-debt-to-GDP ratio.”
7
The experience of Japan might be seen as an instance
where deficit spending has failed to boost demand,
but this is misleading. As the IMF points out, other
than a brief spurt in the early 1990s, Japan’s budget
deficits mostly did not finance productive infrastructure
investment, but instead went to pay for higher social
security spending for an ageing population. In the
20 years after 1992 (the last year in which Japan
recorded a fiscal surplus), social spending increased by
10.6 per cent of GDP and public investment declined by
2.3 per cent of GDP. In addition, the ‘new orthodoxy’
explicitly calls for meaningful coordination between
governments and central banks. This did not happen in
Japan for much of the 1990s, as the central bank ran too
restrictive a monetary policy, maintaining positive real
interest rates at a time when growth and inflation were
collapsing. This likely offset much of the benefit from
fiscal spending. Then, when monetary easing was fully
instituted in 2013 with negative real interest rates and
the rapid expansion of the Bank of Japan’s balance sheet,
progress was stymied by premature tightening of fiscal
policy as the deficit narrowed by 4 percentage points
over the 2012–2015 period.
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Even if debt levels do rise, it is simply unclear what
level is truly ‘unsustainable’. There is much media and
financial market commentary about ‘high’ levels of
debt, but viewed in a broader historic context it is less
clear that today’s levels are extreme. The chart on the
following page, from the Bank of England, shows UK
debt to GDP since the 19th century. Viewed against that
longer backdrop, today’s levels are not inordinately high.
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None of this is, of course, intended to dismiss debt
sustainability as a potential future issue. If stimulus
spending is frittered away on vanity projects rather than
deployed for productive ends, it is entirely possible to
end up with a worst-case outcome of stagnant growth
and ever-increasing debt. But there is nothing inevitable
about this. Clearly, a huge amount will depend on how
well spending is allocated. But, as we discuss later, there
is no shortage of outstanding opportunities to deploy
public funds in a beneficial and effective way.

FISCAL POLICY AND INFLATION

Source: Macrobond. Public Sector, Balance, Public Sector Debt as % of
Nominal GDP (Using GB & Ireland GDP Before 1920).

If debt sustainability is not a pressing risk, what about
inflation? There are plenty of reasons to think a shift to
Similarly, in recent decades, there has been no shortage
of predictions that Japan’s ever-escalating debt to GDP is a more central role for fiscal policy might bring about
unsustainable, but it continues to rise. The experience of higher inflation. One, short-term, argument is that a
substantial fiscal boost could mean that as lockdowns
Japan highlights an important point in the debate about
ease, there will be a huge spike in pent-up demand, and
debt sustainability: if high debt arises in response to an
excess of private sector savings over investment then it is that might meet weaker supply (as a result of continued
social distancing, or disrupted supply chains) leading
not clear why the debt ought to be ‘unsustainable’.
to higher prices. Some observers point to unusually
This is because the debt arises precisely as a result of
rapid growth in the money supply in recent months (see
public sector spending absorbing those excess savings.
Japan has run a persistent private sector surplus for years below). Adding further stimulus through deficits against
a backdrop of accelerating broad money could well see
– gross savings have been around 27 per cent of GDP
the velocity of money pick up, and ultimately lead to
since the early 1990s. That creates natural demand for
higher inflation.
risk-free assets, of which the government is the primary
supplier. It seems odd to argue that Japanese debt is
unsustainable when it arises precisely because of a huge
OECD M3 (y/y Change)
demand for the assets (government bonds) that are the
%
counterpart of that debt.
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On balance, we are sceptical about the arguments for
a sharp upward move in inflation – at least in the short
term. Even if there is a temporary price spike because
of a release of demand, this will likely abate once
accumulated savings are spent, and will only become a
sustained rise in inflation if it feeds into expectations.
However, in an environment of generally diminished
confidence, extremely low starting inflation expectations
and a substantial output gap, it is not obvious why it
should. Growth in the money supply is notable, but can
be explained by the nature of the response to the crisis.
Firms have faced an unprecedented drop in revenues
and have been forced to borrow to cover costs (and have
been encouraged to do so in many cases by governmentbacked loan guarantees). The lending prevents what
would otherwise be a deep and deflationary contraction
in demand. As demand recovers, we think it more
likely that companies will seek to repay emergency
loans, which implies that broad money growth will
slow. Also, some money growth is likely to be a result
of risk aversion – investors demanding the safe asset
and increasing their cash deposits, which form part of
the money supply. If this is the case, it is more likely
disinflationary than inflationary.
In the longer term, however, we think a change in
economic orthodoxy means risks are more balanced.
There are various reasons for this. One is that as deficits
become more accepted and the supporting role of central
banks more embedded, there is a danger this becomes a
permanent state of affairs. Fiscal primacy may give rise
to fiscal dominance, where the central bank becomes
subordinate to the government to an extent that it is
forced to strike an expansionary monetary policy, even
where output gaps have closed.
The more that fiscal primacy becomes orthodoxy,
the greater the risk that more extreme versions of
the approach become palatable. If the argument that
countries should be prepared to run higher deficits for
longer to restore growth becomes widely accepted
and that the resulting debt should be borne as a
necessary consequence, then it is a smaller step than
it would otherwise be to the argument that deficits
and government debt do not matter at all. This is, in
fact, an increasingly prominent view in academic and
policy circles in the form of Modern Monetary Theory
(MMT), whose key advocates now exert more political
influence (for instance Stephanie Kelton, one of the
leading proponents of MMT, is a member of Joe Biden’s
economic task force). The central premise of MMT is
that a state with its own currency faces no constraint on
its ability to finance itself beyond that imposed by the
productive capacity of the economy. This is because it
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can always print enough money to cover its spending and
deficits should therefore always be used as the primary
tool for managing demand.
There is some truth to this argument (much of it builds
on Keynesian ideas about the role of deficits in managing
demand), but the consequences of its widespread
adoption are potentially profound. If the premise that
debt and deficits do not matter and that governments can
print money to finance expenditure is accepted, then it
justifies permanent subordination of the central bank and
a shift to explicit monetary financing whereby its role
becomes one of directly funding deficits by buying (and
possibly cancelling) government debt. As with MMT,
this is no longer quite the fringe idea it once was. At least
one developed country central banker, the governor of
New Zealand, has publicly admitted to having an ‘open
mind’ on debt monetisation. And, in purely practical
terms, there is not a great leap from fiscal expansion
supported by central bank QE to full ‘helicopter money’.
In both cases, the bank is issuing short-dated liabilities
(reserves) to fund the purchase of government bonds
to mitigate any adverse monetary consequences of
fiscal stimulus. In the case of helicopter money, this
monetisation is permanent, but it seems unlikely that all
of the debt currently purchased under QE plans will be
sold back to the private sector.
However, the symbolic difference is huge. QE is
understood to be temporary, in intention if not necessarily
reality. At some point, if the private sector is restored
to health, it will be turned off and central bank balance
sheets will shrink, with debt (at least partially) sold
back to the private sector. The ‘new orthodoxy’ we
outlined earlier involves careful use of fiscal tools in
close coordination with the central bank and subject to
clear and pre-agreed limits. Importantly, there could be
nothing permanent about the arrangements: as and when
the economy is operating at capacity (ideally at a higher
equilibrium level of interest rates, with stronger potential
growth and inflation at target), central banks would once
again resume their orthodox role. Moving away from this
could have very significant consequences. If the central
bank’s role in managing monetary policy is supplanted
by an open-ended commitment to buy all government
debt, what constraint exists to prevent stimulus, even
when the economy has returned to full capacity and is no
longer needed? In these circumstances, aggregate demand
management becomes politicised – precisely the scenario
independent central banks were established to avoid.
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It is very likely, therefore, that the ultimate effect of debt
monetisation would be inflationary – possibly extremely
so. (Indeed, inflation might initially be the justification
for such a policy, if fiscal policy fails to stimulate
growth and governments become concerned about
debt sustainability). Once the independence of central
banks is lost, their diminished credibility would make
it enormously difficult to contain inflation expectations.
History suggests that, once expectations rise in the
absence of a robust monetary authority, they become
incredibly difficult to control. The argument of MMT,
which advocates that inflation can be contained solely
through tax rises, seems at best naïve given the enormous
political and coordination challenges involved.
To be clear, we think a move to deficit monetisation
is unlikely. But we acknowledge that a shift to fiscal
primacy is a difficult balancing act. For it to work, it
needs to be understood to be a sufficiently enduring
policy because the more it is thought to be a transient
change in stance the greater the danger that its effects
are muted. If the private sector expects imminent fiscal
consolidation or tax rises, it might be reluctant to spend,
and multipliers will drop. But if it is too enduring, it risks
leading to inflation as output moves above potential.
A clear and well-telegraphed exit strategy would be
necessary to mitigate the risk that fiscal policy is
used to push aggregate demand above the level that is
sustainable for the economy.
This may be particularly so in the context of growing
political pressure to use deficits to address long-standing
issues, such as climate change and inequality. We noted
earlier the rising tide of populism, and the changing
attitudes of young people. It may be that, over time, the
political voice of those generations who benefit most
(or simply suffer least) from higher inflation comes to
drown out those of the wealthier and older voters who
stand to lose most. The more the current economic
system is seen to fail younger generations, the greater
the risk that the response is radical solutions that are
more tolerant of inflation.
To emphasise: this is not our central expectation. Even
before Covid-19, there were powerful disinflationary
forces in the world and there are good reasons for
them to persist. These include, for example, the
decline of organised labour and the role of technology
(enabling easier labour substitution and increased price
transparency). But we think that financial markets are too
readily extrapolating the experience of recent decades
to the next few, and too unwilling to consider how
things might change. Today, market expectations are
for structurally low inflation in the developed world for
decades to come. At the time of writing, for example, the
US 30-year inflation breakeven sits at just 1.5 per cent –
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implying that the Federal Reserve will not, on average,
hit its inflation target for the next three decades. There is a
very good chance this turns out to be far too pessimistic.

WHAT DOES THE NEW ECONOMIC
ORTHODOXY MEAN FOR MULTI-ASSET
PORTFOLIOS?
We think a new economic orthodoxy brings many
winners, and some losers. It creates significant
opportunities for a multi-asset portfolio, but also some
risks to be avoided or hedged. Here, we examine a
few prospective impacts. Our colleagues have written
extensively about the implications of a post-Covid-19
world for equities and so here we focus on some other
asset classes: government bonds (in both developed and
emerging markets); infrastructure; and commodities,
including gold and silver.

GOVERNMENT BONDS (DEVELOPED
MARKETS)
Nominal and inflation linked bonds
One consequence of the crisis is that it almost certainly
means the equilibrium level of government bond
yields has dropped sharply – higher savings and lower
investment will exacerbate existing imbalances and
push down on neutral rates. But even assuming lower
yields for longer, we struggle to see many attractions in
developed market government bonds.
In the short to medium term, we think the most likely
outcome for government bonds is that they will deliver
low returns with a fairly narrow distribution of plausible
outcomes. Even if growth is bolstered through successful
use of deficit spending, central banks will likely use
all the tools at their disposal to prevent yields moving
higher. Conversely, the proximity of yields to the lower
bound means that they are unlikely to fall much in a
renewed crisis and so offer limited hedging benefit.
To put this in context, in our most recent Scenario
Analysis (which considers a 12–18 month horizon), our
central expectation was for a total return of zero on G4
government bonds with a range of +5 per cent (in a weak
growth and falling inflation environment) to -7 per cent
(in a rapid economic recovery with rising inflation).
Looking over the longer term, the distribution of
outcomes for government bonds becomes increasingly
unfavourable. While we think there is a very good
case for yields to stay low for a prolonged period, this
is already more than reflected in market pricing. For
example, as shown on the next page, bond markets are
pricing the US 10-year yield to remain below 2 per cent
for the next three decades.
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Market Implied US 10 Year Yield (at Various Future Dates) With inflation breakevens in the US priced at just 1.5

per cent over 30 years, we think there is good value in
insuring against a possible rise in inflation. If we are
wrong, and inflation remains below central bank targets
for a prolonged period, these will suffer limited losses.
However, they offer valuable protection if inflation spikes.
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We see at least two plausible reasons why these levels
might prove unsustainable. First, bond markets may
simply be too pessimistic about the potential for economic
recovery. An ambitious climate-driven investment
programme, funded by deficits, might draw down excess
savings, raise potential global growth and produce higher
equilibrium yields. Alternatively, a switch to deficit
funding could prove inflationary. In both of these cases,
nominal yields will rise much more sharply than markets
are forecasting. While there might be a case for ownership
of inflation linked bonds to protect against the second of
these risks, we think there is little value in them, given
zero or negative real yields in most developed markets.
If inflation picks up meaningfully, a higher inflation risk
premium will ultimately cause real yields to rise.
Our central view is that both nominal and real yields
will rise gently over the next few years as recovery takes
hold, and we estimate that nominal developed market
government bonds will lose 1.25 per cent p.a. relative to
G4 cash rates in the next decade, while inflation linked
bonds will lose 1.75 per cent p.a.. But the risk of much
higher losses than this is, we think, greater than the
prospect of gains, and that is why we do not hold any
developed market government bonds in client portfolios.
Inflation breakevens
Although we do not own nominal and inflation linked
bonds outright for clients, we do hold some inflation
protection in the form of breakevens (a long position in
inflation linked bonds funded by an equivalent duration
short position in nominal bonds). While we think in the
short term there are more disinflationary pressures in
the world than inflationary, we see risks to the inflation
outlook in the medium term as skewed to the upside for
all of the reasons we have set out. Below, we show our
forecasts for US inflation over the next 10 years from our
most recent Long-Term Return Expectations paper. The
following chart shows our central expectation (which is
for inflation gradually to return to its 2 per cent target
over the decade) but also the upper and lower 90 per cent
confidence intervals, which see inflation dropping to
1 per cent and rising to 3.5 per cent.
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INFRASTRUCTURE
Clearly running deficits brings risks. But, as we have
argued, if those deficits can be channelled into productive
investment then they can help support economic
recovery, lift the long-run potential rate of growth and
help the world address some of its most pressing issues.
There is no shortage of opportunities to deploy capital
in profitable as well as socially and environmentally
useful ways over the coming decades. In 2017, the
G20-backed Global Infrastructure Hub forecast $94tn
of required infrastructure spending worldwide by 2040
and suggested that spending as a proportion of global
GDP would have to grow from 3 per cent to 3.7 per
cent. Since then, commitments have ramped up, with
increasing numbers of countries adopting ambitious
carbon reduction targets that are likely to prompt huge
investment in renewable generation and electrification.
The International Renewable Energy Agency estimates
that the energy sector alone needs to spend $110tn by
2050 on renewables and power networks to achieve
carbon reduction targets, or around 2 per cent of GDP
per annum.
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Local Currency Exposure Shares
How might this translate into investment opportunities?
There are many potential beneficiaries. To take just a few %
examples, the development of renewable energy is likely 40
to see huge opportunity for owners and operators of wind 35
30
farms and solar plants. It may also create opportunities
25
for companies operating electricity transmission lines
20
required to carry power from where it is produced
15
to where it is used, or for those developing charging
10
infrastructure (for electric vehicles) and battery storage.
5

In our recent Long-Term Returns exercise, reflecting the
higher growth prospects of infrastructure companies, we
have lifted our forecast for 10-year infrastructure returns
to 5 per cent over developed market cash. Given we
expect these returns to be delivered with relatively low
correlation to economic assets, we think this represents
an excellent investment opportunity for multi-asset
portfolios. We have been investing in some renewable
developers and electricity transmission network
operators in recent months and continue to look for
attractive opportunities to add further exposure.

GOVERNMENT BONDS (EMERGING
MARKETS)
Emerging markets face several challenges in following
developed countries to a new economic orthodoxy.
Two, in particular, stand out. First, there is an important
difference between most developed and emerging
markets because, while the former have the luxury of
funding deficits in their own currency, the latter do
not. The vast majority of emerging market public debt
outstanding is denominated in foreign currencies.
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This means that debt sustainability is a much more
pressing issue in emerging than in developed markets.
Monetary-financed stimulus risks depreciating local
currencies and therefore increasing the effective debt
burden, leading to portfolio outflows and a higher risk
premium that more than offsets any benefit of stimulus.
In addition, pushing up import prices frequently leads to
higher inflation among weaker currencies.
Second, evidence suggests that fiscal spending is a less
reliable way to boost demand in emerging markets
than in developed markets because a number of factors
render investment less productive – including, for
example, weaker institutional arrangements and a greater
prevalence of corruption. The IMF in 2014 observed that,
in emerging markets, public investment raised output but
to a much lesser extent than in developed countries (a
multiplier of 0.5 to 0.9), with the consequence that more
public investment typically brings higher debt to GDP
and higher sovereign risk spreads.
For these reasons, we think it less likely that emerging
markets will participate in a substantial public investment
boom over the next decade. However, there will still
be opportunities for at least some emerging market
countries. An infrastructure boom in the developed world
is likely to spill over into emerging markets through
demand for commodities and manufacturing exports,
though we should also be wary of evidence that supply
chains are becoming more localised in response to
increasing geopolitical tensions and the experience of
the Covid-19 crisis. And it is plausible that expansionary
monetary policy in the developed world will benefit
some emerging markets through lower financing costs
and higher portfolio inflows.
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Our 10-year projection for emerging market local
currency debt is a return of 3 per cent over (developed
market) cash, reflecting some nominal currency
depreciation and a modest upward movement in yields.
This is a good level of return, and certainly much
better than the negative outcomes we are projecting
for developed market debt. But it is less than we are
forecasting for a number of other asset classes that
are more obviously beneficiaries of the new economic
orthodoxy, and in recent months we have been reducing
our exposure to emerging markets in favour of
infrastructure and commodities.

COMMODITIES

Gold and silver
We think a combination of persistently low real yields,
significantly expanding central bank balance sheets and
rising fear of (if not reality of) higher inflation are hugely
supportive for gold, and we maintain a meaningful
position in client portfolios.
We have also made an addition to silver, which trades at
a historically high discount to gold and could therefore
benefit from investment flows. In addition, we think that,
with 60 per cent of its industrial demand coming from
electronics (including electric vehicles and solar panels),
silver is well-positioned to benefit from stimulus and
increased infrastructure spending.

Nickel
While, in the long run, we believe there is no structural
risk premium in commodity markets, a shift in
economic orthodoxy could bring several opportunities.
An infrastructure boom is likely to lift demand across
commodity markets. In particular, accelerating ‘green’
investment could benefit commodities such as nickel,
which are required in the batteries used in electric cars
and to store power produced by renewable sources.
Although the collapse in demand this year has affected
nickel just as it has many other industrial commodities,
we think in the medium term the market is likely to move
into substantial deficit as demand for high-quality nickel
for batteries is likely to exceed available supply. We think
the incentive price required to bring forth the required
supply is around 50 per cent higher than today’s level.

Nickel Market Balance
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CONCLUSION
In summary, we believe the Covid-19 pandemic
has exposed the limitations of monetary policy. As
a result, the focus in the short to medium term will
be on fiscal spending, with central banks playing
a supporting role, rather than a leading one.
Although that comes with risks, such as possible
sharp rises in inflation over the longer term, it
also creates attractive investment opportunities.
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RISK FACTORS

The views expressed in this article are those of David
McIntyre and should not be considered as advice or
a recommendation to buy, sell or hold a particular
investment. They reflect personal opinion and should not
be taken as statements of fact nor should any reliance be
placed on them when making investment decisions.

sell, neither is it implied that they will prove profitable
in the future. It is not known whether they will feature
in any future portfolio produced by us. Any individual
examples will represent only a small part of the overall
portfolio and are inserted purely to help illustrate our
investment style.

This communication was produced and approved in
September 2020 and has not been updated subsequently.
It represents views held at the time of writing and may
not reflect current thinking.

This article contains information on investments which
does not constitute independent research. Accordingly, it
is not subject to the protections afforded to independent
research, but is classified as advertising under Art 68 of
the Financial Services Act (‘FinSA’) and Baillie Gifford
and its staff may have dealt in the investments concerned.

Potential for Profit and Loss
All investment strategies have the potential for profit and
loss, your or your clients’ capital may be at risk. Past
performance is not a guide to future returns.
Stock Examples
Any stock examples and images used in this article are
not intended to represent recommendations to buy or

All information is sourced from Baillie Gifford & Co and
is current unless otherwise stated.
The images used in this article are for illustrative
purposes only.
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IMPORTANT INFORMATION

Baillie Gifford & Co and Baillie Gifford & Co Limited
are authorised and regulated by the Financial Conduct
Authority (FCA). Baillie Gifford & Co Limited is an
Authorised Corporate Director of OEICs.
Baillie Gifford Overseas Limited provides investment
management and advisory services to non-UK
Professional/Institutional clients only. Baillie Gifford
Overseas Limited is wholly owned by Baillie Gifford
& Co. Baillie Gifford & Co and Baillie Gifford Overseas
Limited are authorised and regulated by the FCA in
the UK.
Persons resident or domiciled outside the UK should
consult with their professional advisers as to whether
they require any governmental or other consents in order
to enable them to invest, and with their tax advisers for
advice relevant to their own particular circumstances.
Baillie Gifford Investment Management (Europe)
Limited provides investment management and advisory
services to European (excluding UK) clients. It was
incorporated in Ireland in May 2018 and is authorised
by the Central Bank of Ireland. Through its MiFID
passport, it has established Baillie Gifford Investment
Management (Europe) Limited (Frankfurt Branch) to
market its investment management and advisory services
and distribute Baillie Gifford Worldwide Funds plc
in Germany. Baillie Gifford Investment Management
(Europe) Limited also has a representative office in
Zurich, Switzerland pursuant to Art. 58 of the Federal
Act on Financial Institutions (“FinIA”). It does not
constitute a branch and therefore does not have authority
to commit Baillie Gifford Investment Management
(Europe) Limited. It is the intention to ask for the
authorisation by the Swiss Financial Market Supervisory
Authority (FINMA) to maintain this representative
office of a foreign asset manager of collective assets
in Switzerland pursuant to the applicable transitional
provisions of FinIA. Baillie Gifford Investment
Management (Europe) Limited is a wholly owned
subsidiary of Baillie Gifford Overseas Limited, which is
wholly owned by Baillie Gifford & Co.

Hong Kong
Baillie Gifford Asia (Hong Kong) Limited
柏基亞洲(香港)有限公司 is wholly owned by Baillie
Gifford Overseas Limited and holds a Type 1 licence
from the Securities & Futures Commission of Hong
Kong to market and distribute Baillie Gifford’s range of
collective investment schemes to professional investors
in Hong Kong. Baillie Gifford Asia (Hong Kong)
Limited 柏基亞洲(香港)有限公司 can be contacted at
Room 3009-3010, One International Finance Centre,
1 Harbour View Street, Central, Hong Kong.
Telephone +852 3756 5700.
South Korea
Baillie Gifford Overseas Limited is licensed with the
Financial Services Commission in South Korea as a
cross border Discretionary Investment Manager and
Non-discretionary Investment Adviser.
Japan
Mitsubishi UFJ Baillie Gifford Asset Management
Limited (‘MUBGAM’) is a joint venture company
between Mitsubishi UFJ Trust & Banking Corporation
and Baillie Gifford Overseas Limited. MUBGAM is
authorised and regulated by the Financial Conduct
Authority.
Australia
This material is provided on the basis that you are
a wholesale client as defined within s761G of the
Corporations Act 2001 (Cth). Baillie Gifford Overseas
Limited (ARBN 118 567 178) is registered as a foreign
company under the Corporations Act 2001 (Cth).
It is exempt from the requirement to hold an Australian
Financial Services License under the Corporations Act
2001 (Cth) in respect of these financial services provided
to Australian wholesale clients. Baillie Gifford Overseas
Limited is authorised and regulated by the Financial
Conduct Authority under UK laws which differ from
those applicable in Australia.

South Africa
Baillie Gifford Overseas Limited is registered as a
Foreign Financial Services Provider with the Financial
Sector Conduct Authority in South Africa.
North America
Baillie Gifford International LLC is wholly owned by
Baillie Gifford Overseas Limited; it was formed in
Delaware in 2005 and is registered with the SEC. It is
the legal entity through which Baillie Gifford Overseas
Limited provides client service and marketing functions
in North America. Baillie Gifford Overseas Limited is
registered with the SEC in the United States of America.
The Manager is not resident in Canada, its head
office and principal place of business is in Edinburgh,
Scotland. Baillie Gifford Overseas Limited is regulated
in Canada as a portfolio manager and exempt market
dealer with the Ontario Securities Commission. Its
portfolio manager licence is currently passported
into Alberta, Quebec, Saskatchewan, Manitoba and
Newfoundland & Labrador whereas the exempt
market dealer licence is passported across all Canadian
provinces and territories. Baillie Gifford Investment
Management (Europe) Limited (‘BGE’) relies on the
International Investment Fund Manager Exemption in
the provinces of Ontario and Quebec.
Oman
Baillie Gifford Overseas Limited (“BGO”) neither has a
registered business presence nor a representative office
in Oman and does not undertake banking business or
provide financial services in Oman. Consequently, BGO
is not regulated by either the Central Bank of Oman or
Oman’s Capital Market Authority. No authorization,
licence or approval has been received from the Capital
Market Authority of Oman or any other regulatory
authority in Oman, to provide such advice or service
within Oman. BGO does not solicit business in Oman
and does not market, offer, sell or distribute any
financial or investment products or services in Oman
and no subscription to any securities, products or
financial services may or will be consummated within
Oman. The recipient of this document represents that it
is a financial institution or a sophisticated investor (as

described in Article 139 of the Executive Regulations of
the Capital Market Law) and that its officers/employees
have such experience in business and financial matters
that they are capable of evaluating the merits and risks
of investments.
Qatar
This strategy is only being offered to a limited number
of investors who are willing and able to conduct an
independent investigation of the risks involved. This
does not constitute an offer to the public and is for the
use only of the named addressee and should not be given
or shown to any other person (other than employees,
agents, or consultants in connection with the addressee’s
consideration thereof). Baillie Gifford Overseas Limited
has not been and will not be registered with Qatar
Central Bank or under any laws of the State of Qatar.
No transactions will be concluded in your jurisdiction
and any inquiries regarding the strategy should be made
to Baillie Gifford.
Israel
Baillie Gifford Overseas is not licensed under Israel’s
Regulation of Investment Advising, Investment
Marketing and Portfolio Management Law, 5755-1995
(the Advice Law) and does not carry insurance pursuant
to the Advice Law. This document is only intended for
those categories of Israeli residents who are qualified
clients listed on the First Addendum to the Advice Law.

LEGAL NOTICE

The S&P 500 and the S&P Buyback Index (“Index”)
are products of S&P Dow Jones Indices LLC, a division
of S&P Global, or its affiliates (“SPDJI”). Standard
& Poor’s® and S&P® are registered trademarks of
Standard & Poor’s Financial Services LLC, a division
of S&P Global (“S&P”); Dow Jones® is a registered
trademark of Dow Jones Trademark Holdings LLC
(“Dow Jones”). Neither S&P Dow Jones Indices LLC,
Dow Jones Trademark Holdings LLC, their affiliates
nor their third party licensors make any representation
or warranty, express or implied, as to the ability of any
index to accurately represent the asset class or market
sector that it purports to represent and neither S&P Dow
Jones Indices LLC, Dow Jones Trademark Holdings
LLC, their affiliates nor their third party licensors
shall have any liability for any errors, omissions, or
interruptions of any index or the data included therein.
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