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The Pandemic Recession: Which Echo is Louder – 
War or Great Depression? 
 
Commentators evoke two images in describing the economic consequences of 
the pandemic – Great Depression and War.  It is left up to readers to choose 
which is more appropriate to present circumstances.   
 

The first image goes along with many years of economic weakness and 
persistent deflation. The second image suggests a vigorous expansion when the 
supply shock fades away and the likelihood of a high inflation aftermath. 
 
In economic terms, pandemic and war are the same 
 
In economic terms, pandemic and war are essentially the same – they inflict 
massive supply shocks on the engines of prosperity.    When the supply shock 
eases then the engines should rev up again – at least that is what principle and 
history suggests. 
 

On the eve of this pandemic, however, a long and virulent asset inflation was 
still under way.   Could it be that the pandemic would be the catalyst which 
would burst that asset inflation and cause it to transition into asset deflation and 
depression – with that pattern dominating the big dip and then big re-bound 
pattern associated with war?   
 

Before answering that question, let’s backtrack to look at supply shock and great 
depressions in greater detail. 
 

In war, the civilian economy (this, not the military sector, is the engine of 
prosperity) is hit by multiple supply shocks.    
 

Much of its pre-war output of goods and services from the civilian output is now 
subject to risk of enemy action and cannot be delivered in safe form as before.   
International trade seizes up due to risk of attack.   And acute labour shortages 
develop as workers are diverted (either by conscription or by bidding for new 
military personnel in the labour market) to the military sector (munitions 
production and military combat).   
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If free markets operated, then the civilian sector would adapt its services (to 
become safer) and their prices would rise in line with increased scarcity 
(including shortage of labour as reflected in wage rates).  There would be a 
widespread expectation that those prices would fall back (in absence of 
monetary inflation) once the war is over and supply shortages ease.   The military 
sector is paid for ultimately by taxation on the civilian sector – though this 
process may be long spelt out, including high inflation in the aftermath. 

 

In pandemic, a wide span of enterprises find that they can no longer deliver their 
normal services in infection-free form.   Now the consumer of these becomes 
exposed to the danger of infection by the plague (COVID-19).   And much of the 
work-force becomes frightened by the prospect of exposure to the plague in an 
over-crowed work environment – preferring to stay at home in many cases out 
of work if guaranteed a certain social security payment and also the right to 
return to the job (if enterprise still solvent) once the pandemic is over.  
 

Firms can adapt their range of services so that buyers are less subject to 
infection danger (for example introducing social-distancing in store); and they 
can offer improved working conditions (including social distancing) or large 
danger pay.  These adaptations go along with premium prices during the 
pandemic and the expectation that these would fall afterwards (in absence of 
monetary inflation). 
 

In both war and pandemic high prices now coupled with lower prices after the 
supply shock is over (together with a resumed improved level of service no 
longer subject to danger) go along with high savings during the emergency – and 
these flow into the huge government deficits at that time.  In the case of 
pandemic these deficits include prominently the bill for paying workers to stay 
at home.   
  
Free market phobia is friend of the enemy in both war and pandemic 
 
In fact, in neither war nor pandemic do markets operate well as described.   Free 
market forces are suppressed by emergency decrees.   
 

Monopoly power sides with the authorities in suppressing price adjustment, 
usually out of strong self-interest.   For example, an online distributor with near 
monopoly power may not have to concede much higher wages to its workers in 
unsafe conditions; it may see considerable advantage in holding prices down as 
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DEBT/GDP RATIO CPI: 1940 = 100

CPI increased 70% from Jan, 1941 – 
Dec, 1948 and 28.5% in just two 
years from Jan, 1946 – Dec, 1947    

US Debt/GDP more than doubled from 50% 
in Jan, 1942 to 119% by the end of 1946.   

Debt was monetised by runaway inflation 
with Debt/GDP eventually decreasing   
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a form of predatory action against financially enfeebled competitors, especially 
in brick and mortar stores.   
 

It does this in the name of eschewing price-gouging and “social cohesion”, 
buttressing this image by ostensibly prioritizing deliveries to hospitals whilst 
rejecting any premium pricing which would enable other customers to 
accelerate delivery times.  And no doubt there are analogies for this in wartime.  
 
The essence of Great Depression 
 
Next to Great Depression.    
 

The bursting of asset inflation does not always bring Great Depression, though 
usually a Great Recession (if indeed the bursting is more than a rapid transitory 
phase before asset inflation resumes).   Great Depression is best thought of as 
two or more back-to-back Great Recessions.  
 

That was the case for 1929-33.  First there was the Great Recession of August 
1929 to Spring 1931.   Then there was the 2nd Great Recession of Spring 1931 to 
Autumn 1932 (led by the German banking collapse and subsequently US severe 
monetary tightening in response to gold drain provoked by Sterling’s 
devaluation).  Then there was a third Great Recession through to Spring 1933 
(driven by a flight from gold in anticipation of Roosevelt’s coming into power).  
 
 Could pandemic turn into Great Depression?  
 
The danger of this pandemic-led recession turning into a great recession or into 
a great depression rests largely with the key question of whether there will be a 
credit bust and whether this will spill over into banking crisis. 
 

As of now (late April 2020) there are some indications that massive monetary 
“stimulus” together with huge socialization of credit in the US (with the Treasury 
providing guarantees for slices of private sector debt so that much larger 
amounts are eligible for Fed purchase programs) has turned back a potential 
bursting of asset inflation and by extension has lowered substantially the risk of 
a subsequent credit bust.    
     

Hence a main scenario has become the continuation of asset inflation with even 
more powerful monetary inflation alongside.   This will culminate in post-
pandemic high inflation, with the government and many private borrowers 
having a strong interest in high inflation as a way of reducing their indebtedness 
in real terms.   For example, the Treasury at the end of the present guarantee 
period (say 1 to 2 years) would be keen to find an exit strategy from rolling over 
guarantees; that is easier to do if the debt in real terms is shrinking fast).   
 

The credit and asset inflation bust scenario has not moved so far, however, from 
the centre view of scenarios. 
      

There is much mal-investment out there, still to be unveiled.   
 

Yes, we have already seen vast malinvestment exposed in shale oil and gas, 
aircraft, automobiles, and travel sectors.   But we may have only seen the tip of 
an iceberg, if even that, in other vast areas, including commercial real estate 
(bricks and mortar stores, high-end housing, offices), and export sectors in 
Europe and Asia.    
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What happens when the short-term credit guarantees extended by the US 
Treasury (to support Fed programs of supporting commercial paper and 
corporate bond markets)  mature, especially if there is a different Administration 
in power with a different set of cronies (perhaps not the private equity guys so 
ostensibly bailed out by the Munchin Treasury and Powell Fed)? 
  

And what about all those credits in Europe which for now are being supported 
by the ECB buy and loan programs but which will never get guarantees from the 
German government?  
 

Add to that the total of potential bad credit in the emerging market space, only 
a small fraction of which could be effectively guaranteed by IMF programs?   
 
 

 
Source: Federal Reserve Bank 

 
 

The race ahead – between high inflation and credit bust 
 
So, we should expect a race ahead:  between a sharp post-pandemic re-bound 
together with high inflation on the one hand and a latent bad debt and mal-
investment explosion on the other hand.   
 

The prospect of the latter occurring becomes greater if the pandemic crisis stays 
around a long time – recurrent waves of high infection, no early cure therapies 
or effective vaccines.    But even if the course of the pandemic is on the side of 
the optimists, we should not sound the all-clear on the Great Recession and bust 
scenario.   
 

Europe is an obvious danger point where high inflation and continued asset 
inflation could short-circuit into credit crisis.  And banks would be pulled into 
that process given their weak starting situation.  Just think of exposure in 
addition to commercial and residential real estate bubbles in Europe’s core, 
Germany.    
 

Further afield, short-circuiting could be triggered by credit market collapse in 
China or other emerging markets.    Yes, China could print and print money to 
promote its socialized credit solution to all danger – but that spills over into 
danger of Chinese currency collapse and China-US cold war (albeit that we 
should be sceptical of any Trump Administration threats here).    
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The bottom line for investment strategy:    Plan for eventual high inflation and 
sharp post-pandemic recovery.  But keep some hedges against a big wave of 
asset inflation bust and credit crisis before we get to that point.  Maybe that is 
why safe havens and real stores of value (hopefully) provide protection against 
the ravages of inflation and are rising together.   Think of monopoly rents in Big 
Tech and gold complimenting each other.  
 
A balanced portfolio should take account of the central scenario of high inflation 
beyond the pandemic and strong re-bound, plus some defense against the 
present recession turning first into Great Depression, which would be long gold, 
long TIPS (inflation indexed US Treasuries), tentatively long US big tech, short 
European currencies (including pound), short (or underweight) many real estate 
exposures (especially commercial and high end residential real estate), short 
European, Asian, Australian and Canadian financials, short assets which are 
vulnerable to cold war between US and China (even though the likelihood of 
Trump Administration getting real here is still quite small) and short Latin/South 
American exposures (given they are so leveraged on China and commodities).   
 
Rationale:  The short position in European currencies is based on the perspective 
that dangers of credit crisis and of this extending to banking crisis are 
substantially higher in Europe than US (not least because the US Treasury now 
stands behind much of US credit market, but in no way will Germany stand 
behind European credits in general).  Banking and credit risks in Asia, Australia 
and Canada and knock on dangers for banks are also high – with these stemming 
from multiple routes including real estate, consumer borrowing, and commodity 
exposures. 
 


