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From the Avoidable Pandemic and Crash 
to the Avoidable Great Peacetime 
Inflation (2022-30?) 
THE HUGE ECONOMIC NEED IS FOR DEBT-EQUITY SWAPS NOT 
MONEY HELICOPTERS 
 

       Winston Churchill described the Second World War as the avoidable war.  
It should never have taken place if the leading democratic governments, US, 
Britain and France, had confronted early on the German menace; or even as 
late as Munich in 1938 had rejected appeasement. 
 

        Historians will describe the COVID-19 pandemic as the avoidable 
pandemic.    
 

The avoidable pandemic 
 

       If Ihe Trump Administration had been less fixated in December and early 
January on the “partial US-China trade deal” and the related signing day in 
Washington could it have deepened US intelligence into the early cases of the 
illness in China and responded urgently?  Eventually on January 31 the 
Administration announced a travel ban on China (at least 6 weeks on from its 
recognition in Wuhan).   That ban was surely going to be ineffective in 
preventing pandemic if not coupled with a threatened travel ban on Europe 
unless that continent (the EU and Britain) also blocked travel from China.  
 

       Why did Europe not take early action?   
 

       Well first, that Continent was all consumed by Brexit and its immediate 
resolution.   Second, the cronyist links with China across the European elites 
(business and government) (including the UK) most likely played a large role. 
 

      Eventually these charges of failing to avoid pandemic will be laid and 
substantiated by the historians, all lacking the thunder of Churchill.  Before 
then the political process might bring some retribution by the voting public 
amongst whom intuition about responsibility might run deep after many 
months of paying the price.  (We should not deny, though, the TV brilliance of 
now the most viewed show every day at midday, US EDT, where President 
Trump and his selected guests always the same – and all fantastically assorted 
by appearance, manner, charisma, physical size, and charicature – give their 
joint take on the emergency.)   
  

Executive Summary 
 

Give credit where credit is due.  
Big Government and their 
Keynesian/money printing 
advisors know how to use a good 
crisis 
 

Yes, an emergency supply of extra 
liquidity is now essential, as is 
bolstering and expanding social 
insurance, and creative legislative 
help towards the massive financial 
reconstruction which has to take 
place with respect to firms in the 
most stricken sectors.   
 
The government (including central 
bank) action , however, we are 
now witnessing far transcends 
those needs and is satisfying quite 
different agendas.   
   
These agendas include cronyism, 
perpetual low rates and inflation 
to fund ever bigger government, 
Europeanism in which Germany 
will be constrained to pump 
massive funds into the South and 
France so as to cement union, for 
example 
 
 

The long-run consequence  will be 
a new era of high inflation, more 
virulent that the last greatest 
peacetime inflation.  But that lies 
beyond the pandemic and its 
immediate economic crisis.  This 
far-off outlook is not a serious 
element in today’s market 
dynamics (except perhaps as an 
eventual underpinning for gold).  
 
The US dollar’s  monetary 
fundamentals are deteriorating in 
an alarming fashion.  The worst 
fears about the Trump-Mnuchin-
Powell Fed have materialized.  But 
currency values are determined 
on a relative basis, not absolute. 
The fundamentals of the euro and 
yen, already very poor, are 
deteriorating even faster.            
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 Meanwhile the “historical culprits” have now assumed enormous 
powers to deal with the pandemic they failed to avoid, using these not just to 
tackle the health emergency, but to launch money helicopter and effect huge 
“fiscal stimulus”. 
 
The avoidable asset deflation shock 
 

The asset deflation shock which has accompanied the pandemic was 
also avoidable.   
 
        The economic supply shock accompanying the pandemic has caused the 
long and virulent asset inflation (since say 2012/13) to suddenly mutate into 
asset deflation shock. 
 
        It was not inevitable that the pandemic would bring an asset deflation 
shock (although undoubtedly there would have been some fall in equities and 
high risk bonds in so far as earnings and solvability deteriorated).   A crash was 
avoidable.  If there had not been the long asset inflation to start with, 
deliberately stoked up and repeatedly stimulated by governments (led by the 
US monetary hegemon), and cheered by the gainers (including the big 
monopolists), there would be now no asset deflation shock (which includes 
crucially the bursting of a huge credit bubble).   
 

 
Source: Barchart 

 

 
COVID 19 pardons those responsible for bubble and bust 
 
          Well the central bankers, and the Presidents who appointed them in full 
approval of the policies of monetary inflation which they would pursue, 
including interest rates manipulated to hyper-low levels (big government 
fuelling itself on vast monetary repression tax in an environment of strong 
non-monetary disinflation forces including globalization and digitalization), 
now escape all blame for the crash.   It is all due to COVID-19!  
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        A few lone historians may argue the opposite, claiming that the asset 
inflation created huge financial vulnerabilities which COVID-19 exploited to 
trigger crash and bubble bursting (most important of all the credit bubble).   
But they lack connection to the mainstream.   And some of those who thrived 
under asset inflation now have been favoured by the pandemic – which 
intensifies meanwhile the shift from brick and mortar shopping to online 
shopping (one could think of Amazon or Google or Microsoft).    
 

          In sum, the neo-Keynesian money printers and asset inflation fermenters 
who have steered the US, European and Japanese economies in the past 
quarter century now proceed blame free;  any idea that they would be called 
into account by the crash whenever it came has been refuted; a supply shock 
as the catalyst to the asset deflation shock has absolved them of responsibility.    
 

How do asset inflations end despite continuous re-stimulation?  
Supply shock!  
 

        Indeed, many of us have wondered how a long and virulent asset inflation 
would ultimately end if the central bankers on each and every pull back 
administered new monetary stimulus and were able to do so because of 
continued non-monetary disinflation (globalization, digitalization).   The 
answer for many has been when goods and services inflation picked up then 
they would be forced to reverse policy.   
 

        The correct answer was to include the possibility that a supply shock 
would occur which, in combination with an already fundamentally fragile 
financial landscape with huge latent malinvestment, would burst the bubbles.   
Perhaps the central bankers were right in their smugness – they sensed that 
they would emerge blame-free from a supply shock-induced asset shock, 
whilst taking all the credit in the past for their stimulus plans which seemed to 
indefinitely postpone asset inflation turning to asset deflation.  Now, escaping 
all blame, they purport to implement “mega stimulus plans” during the supply 
shock. 
 

Mega stimulus (monetary and fiscal) in pandemics is political masquerading 
 

        Mega stimulus during the depths of the COVID-19 pandemic, this is 
political strategy masquerading as economic strategy.   
 

        A US president facing a difficult re-election in November has every interest 
in helicopter money (for example mailing out checks to every American – with 
less to the very well off - financed by the Fed printing money).  In Europe  
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political leaders in France and more generally the South pressing for a sharing 
of government debts (joint responsibility of the member governments of now 
monetary union) now have their chance to appeal to Germany “solidarity in 
crisis of humanity” to join in a European bond issue most of which will be spent 
in aid to Italy.  Pandemic opens the doors to this. 
 

        What would be response of budgetary and monetary systems to pandemic 
if there were a sound monetary and constitutional order? 
 

         A first key point is that a supply shock is bound to go along with shrunken 
output.   Social-distancing populations will not collectively generate anywhere 
near the normal level of aggregate output.  Maybe if social distancing became 
the new norm for ever, supply would adjust – with a whole new range of 
products and services emerging to fit this new human condition.   But that is 
hardly the situation here. 
 

         We know with a high degree of likelihood that within 18 months 
maximum from now there will be some combination of cure and vaccine.   In 
line, there is a wide range of scenarios – for example an effective cure widely 
available as soon as this autumn; a calming down of the disease during the 
summer in the Northern Hemisphere, with a possible return later in the year, 
still without cure – meaning that social distancing could lessen somewhat then 
re-tighten late in the year and then fade away (when the cure becomes 
available or ultimately the vaccine).  
  

       This supply shock, which is limited in time as described, does create urgent 
issues for the established order and requires emergency changes – most of all 
with respect to welfare and debts   (we leave to one side here the whole 
discussion of medical system response both in the short and long-run and the 
role of the state in this).   
 

        Workers laid off as a result of the supply shock may not get quick access or 
any access to social insurance.  There is a key role for emergency powers to 
plug this gap.  There is a wider issue as to whether societies decide to provide 
compensation (expanded social insurance) for loss of human capital due to the 
pandemic (this would mean one-off pay-outs to those who are laid off or cease 
finding work as self employed whilst it runs its course).  This is very different in 
concept from helicopter money sprays (or equivalent mailing out cheques 
financed by money printing to all and sundry, or blanket payroll tax cuts).      
 

The need for mega debt-equity swaps and temporary debt moratoriums 
 

          As regards debt, a key point to grasp is that supply shock creates an 
urgent need for massive swaps of debt into equity.  
   

         This absolutely should not involve Big Government taking big (or any 
equity) stakes in chosen firms.      
 

         Think of the airplanes, hotels, restaurants, shops (excluding food and 
pharmacy), all standing empty.   
  

       The present owners of these assets and related businesses in many cases 
have their present equity capital in effect destroyed by the pandemic.  The 
future long-term plan for these businesses must include the conversion of 
substantial amounts of present debt into equity. 
    

       And these businesses must be in a position to raise new capital for once 
the pandemic is over; they have to replace working capital depleted during the 
crisis (in meeting current expenses).   
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Unless it is clear by then that previous creditors will have no claim on new 
capital raised by the business, it would be unable to obtain such funds.    That 
means a capital reconstruction must already be in place. 
 

        Governments out of social and political motives may well decide that small 
and medium size business owners struck down by the overall economic impact 
of the pandemic, should not lose everything and that in the reconstructions 
the debt holders in effect grant some of the equity from the debt equity swaps 
to the present owners (in many cases founding families).    
  

          The tool for the government to facilitate and foster debt-equity swaps 
whether for SMEs or big businesses is debt moratorium.    This starts with 
emergency moratoriums extending for 100 days say.  The accompanying 
legislation (rules) to the moratoriums stipulate that creditors can have the 
moratorium lifted if they enter into prescribed (recommended) forms of debt 
modification (including debt-equity swaps) with the debtor.   
 

        In the broad brush of emergency policy-making these moratoria would 
apply only to certain stricken sectors and especially to small and medium sized 
enterprises within them. There would be related moratoria in the household 
sector for loans to individuals who have been working in those sectors.  
Restricted moratoria may also be extended to creditors with respect to lease 
obligations taken on by businesses (and in some cases individuals) in these 
same sectors. 
 

Prospects of debt crisis buoys demand for high-powered money  
 

        It is possible that the moratoria may expose weak banks to danger of 
collapse (including banks which have lent to the landlords and creditors now 
subject to “stimulated (by moratoriums) loan or lease modification).   And 
before even confronting that issue directly, banks are likely to build up 
reserves of cash (deposits at the central bank).  Simultaneously vulnerable 
businesses use up all their lines of credit, triggering a big funding requirement 
at banks which would not experience increased demand for deposits 
alongside; all of this generates an increased bank demand for reserves (at the 
central bank). 
  

         So yes, supply shock coupled with asset deflation shock does create a 
surge in the overall demand for high-powered money (cash in circulation plus 
deposits at the Federal Reserve).   
 

         Central banks respond to this wholly justifiably by increasing the supply of 
high-powered money (monetary base); but the increase should be short-term, 
with evident intention to reverse once the supply shock is over.  Even in a 
classical monetary system (including the gold standard) where short-term rates 
are market-determined and reserves pay no interest rate, money market rates 
would fall to very low levels under such circumstances (though not all the way 
to zero); but long-term and medium term rates influenced by demand and 
supply for credit beyond the maximum 18 month supply shock would be far 
above those levels.   As subsequently, once the crisis passed, and 
correspondingly the demand for high-powered money fell back from its peak 
and back towards normal, the central bank would pull back its earlier 
additional supply of high-powered money.   
 

         This is a far cry from what we have seen.  
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The Fed is now a set to stoke high inflation beyond the crisis:  
Its present role as emergency liquidity provider camouflages the danger 
 

         The Fed has made much fanfare about rate cuts and taken evident 
satisfaction from the powerful fall in medium and long-term rates which have 
accompanied these.   It has announced in effect planned surges in the supply 
of high-powered money but in tune with earlier QE – which never seems to be 
reversed for long – rather than a transitory crisis operation.   The predominant 
assumption in the markets as reflected by 10 and 30 year Treasury yields 
barely above 1% is that far beyond the end of the present supply shock the Fed 
will still be manipulating rates down at near zero.  
 

          The US Federal deficit may reach 15% of GDP during the rest of this year, 
taking account of Covid-related “stimulus” and automatic revenue cuts plus 
spending rises with a plunge in economic output.   There is obvious political 
need to hold down overall debt servicing costs.    If as is likely disinflationary 
forces (globalization, digitalization) are much weaker in years ahead, a very 
strong rebound enlarged by mega stimulus, would go along with powerfully 
rising goods and services inflation.   Governments will find their inflation-tax 
coffers suddenly filling up fast.    
    

          (Digitalization will still proceed much further, but its maximum impact in 
putting downward pressure on wage via a radical shake-up of labour market 
may already have been reached).  
 

         There are variations in Europe and Japan.    
 

Europe’s further massive monetary transformation 
 

         In Europe, Italian political leaders are pleading for European solidarity – 
meaning that Northern Europe (most of all Germany) takes a share of the debt 
reconstruction or modification costs.   Without any outside help, already sick 
and weak banks would face collapse as vast loans in aggregate to SMEs in 
effect become non-performing and new loans are extended to cover 
emergency funding during the supply shock.  Italian government debt would 
collapse as Rome’s deficit explodes (relating to funding all those knocked by 
the supply shock plus the medical emergency itself).  
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   Source: Bloomberg          

 ECB lending into Italy prevents this debt collapse, if on a massive enough 
scale.  That requires German consent, so far implicitly given (in terms of 
Christine Lagarde’s package announced last week and the further QE program 
which is specifically targeted at buying paper in the weak sovereigns, as 
announced Wednesday night March 18); one condition has been no further 
descent of rates into negative territory, highly unpopular in Germany.  Even 
with these package it is possible to imagine potential debt bankruptcy 
scenarios for weak states and banks within the EMU (including Italy).   Hence 
the call for joint sovereign borrowing for the COVID emergency, to which 
Chancellor Merkel is sounding sympathetic.   How much follows remains open 
to considerable scepticism. 
 

         An ECB balance sheet massively blown up by lending in the supply shock 
to weak banks and sovereigns is a long-run catalyst to high inflation, even 
hyperinflation in the European Monetary Union.  This could come through 
currency collapse as investors worldwide take fright at the massive ECB 
balance sheet filled up with paper which could never be sold; there can be no 
going back to a normal level of high powered money in the euro-zone!.  
Alternative, further ahead in a strong global re-bound an inability of the ECB to 
raise rates from negative, because to do so would mean huge losses for that 
institution (unable to pass higher rates on to its weak borrowers)  , would 
mean higher goods and services inflation without limit eventually.    
 

         In Japan, the Abe government, struggling with a plummeting of its 
popularity, has had its central bank engage in extraordinary equity buying 
operations amidst escalated QE operations.  The radical right-wing populist 
“No Party” could win a general election within 18 months and make the Abe 
money printers look like restrained classicists.   
  

BOTTOM LINE: 
 

The economic headlines beyond the immediate medical emergency measures 
have been largely taken up by monetary and fiscal stimulus.  This is a massive 
propaganda coup for governments from the Trump Administration 
downwards.   
 
Progress towards prosperity beyond the supply shock depends most of all on 
massive debt-equity swaps across the global economy.   Yes these will entail 
huge losses for present equity shareholders and also for lenders. The private 
equity barons will lose part of their fantastic accumulations of recent years.  
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The barons who advise President Trump have no appetite for this outcome – 
one of many reasons why money helicopters and massive fiscal handouts are 
their chosen way forward. 
 

 
 

Source: Barchart 

Make no mistake, there is almost certainly a massive economic rebound ahead 
as the supply shock (also massive) shrinks.  When this starts to occur equity  
markets in general will recover from their lows (which of course could be well  
below today).  But there is absolutely no reason to think that recovery means a 
bounce back to pre-supply shock highs or anywhere near those.   
 

Huge earnings have faded away in aggregate during the 6 to 18 months 
duration of supply shock.   Malinvestment has been exposed which will not 
come back in valuation terms (not just in shale oil).  In the financial sectors the 
debt write-offs and debt-equity swaps will mean much fundamental loss of 
present equity wealth (to be replaced ultimately by new equity issuance).   
 

In the currency markets, yes, the fundamentals of the dollar have become 
even more unstable.  A Fed ostensibly now run by the Trump-Mnuchin-Powell 
triumvirate fully engaged on the re-election campaign and committed to a 
massive helicopter money operation and a long-term manipulation of rates 
down at zero well beyond the end of the present supply shock.   High inflation 
starting maybe as soon as 2022-3 is surely a strong probability outcome.   And 
that will be an era not a spike.  
 

  But as we all know currencies are determined by relative value not absolutely 
value.   And the fundamentals of the yen and euro are sickly weak  In the 
immediate the potential for systemic banking collapse is greater outside the US 
than inside – albeit that the latest QE program in the euro-zone essentially 
underwritten by German (and northern members) does reduce the dangers so 
long as there is the political willingness in the North of Europe to proceed 
down this path..   The weak banks in Europe have huge dollar funding needs 
(rolling over); the same for Japan; the same across the emerging markets.   And 
there is a huge range of nonbank borrowers (many within the financial sector) 
which also must meet dollar commitments.     
 

 Yes, the Fed is making swap lines available – but these do not come on a 
permanent basis and not cost free – so the alternative of buying dollars out of 
non-dollar sources to repay dollar loans looms large.   And there is a further 
elephant in the room.   The collapse of many boom real estate markets, both 
residential and non-residential, which most likely now looms, could have 
greater potential for reeking bank havoc outside the US than inside, not least 
given the much smaller role of non-bank lending in real estate in the US.  
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