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After an extremely challenging year, many companies and households are looking to 2021 with a mixture of hope and
trepidation. As vaccine rollouts begin, optimism is rising – many businesses and economists now hope that the economic
recovery will be faster and stronger than expected. Nevertheless, many pitfalls remain. Employment markets may be scarred,
and consumers may be more reluctant to spend than anticipated. At the same time, ongoing trade tensions will continue to
cloud the outlook for global output. As we look ahead, one thing is clear – the impact of 2020 will be felt for many years to
come.

Making predictions is a dicey business. Influential economist John Maynard Keynes famously failed to predict the course
of foreign currency markets, nearly going bankrupt after betting against the return to the gold standard in the 1920s. Countless
lesser lights than Keynes have failed similarly in the 100 years since. Yet there is value to looking ahead and assessing the
likely shape of future events. So, here are five predictions for the year ahead.

The development of vaccines against the novel coronavirus that causes Covid-19 is a true scientific success story. The speed
of the development process and the impressive efficacy of the candidate vaccines is a testimony to developments in our
understanding of DNA and the hard work of thousands of talented scientists. As vaccination begins around the world, with the
UK taking the lead but quickly followed by the US and several other countries, it is hoped that by mid-2021 most vulnerable
people and frontline workers will have received a jab and be protected from the virus that ravaged the world in 2020. A
successful rollout will allow economies to fully reopen, giving economic growth a much-needed boost. The US Federal Reserve,
for example, predicts that the US economy will grow 4.2% next year, while the EU is projected to grow by 4.1%.

Potential barriers to a successful rollout include unexpected safety issues, reluctance to accept the vaccine by those
concerned about side effects, and lower-than-anticipated efficacy in certain groups.

The successful containment of the pandemic should allow economies to reopen more fully over the next six months and
beyond. Consumers, long prevented from traveling, gathering, and social activities may open their wallets with great
enthusiasm, driving rapid economic growth. It is possible that demand may temporarily exceed supply – many businesses cut
capacity in 2020 and will need some time to rebuild. This may lead to a bout of temporary inflation until production gains
momentum. Nevertheless, global central banks have signaled that they expect to keep interest rates low for the medium-term,
and inflation appears likely to remain contained.

Potential downside risks include labor market scarring, which could mean that a sizeable group of consumers is unable to find
work and participate in recovery spending, and the risk that a failed or delayed vaccine rollout could see restrictions
reimposed amid a pandemic resurgence.
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Vaccination will progress steadily, and by mid-year, the coronavirus will be
controlled to the point where restrictions will ease, boosting economic growth. #1
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One hallmark of 2020 was the accelerated adoption of technology across industries. In a single stroke, digital medicine, digital
banking, online learning, remote working, online shopping, and other innovations demonstrated their true worth. In many
industries, the use of technology leapfrogged five or ten years ahead. With companies increasingly seeing the value of
technology, the drive to embrace new tools will likely continue in 2021. Firms that adapt by building more flexible workplaces,
finding new ways to reach customers, and taking advantage of digital tools to upskill their workers will thrive. Those that
seek to return to “business-as-usual” in 2021 will likely find themselves at a disadvantage in the competition for talent and
business.

There is little to stand in the way of ongoing innovation, other than the reluctance of many companies to embrace change.

Recent years have seen rising trade tensions, especially between the US and China. In 2021, and despite the change in the US
government, these tensions will endure and intensify. As the UK’s exit from the EU is fully implemented, new trade barriers will
emerge within Europe. The US and China will continue to butt heads, and smaller nations will increasingly be forced to choose
sides in their conflict. As a result of these tensions and the impact of the pandemic on supply chains, the recovery in global
trade will be slower than the broader economic recovery and deglobalization will continue.

This negative scenario could be avoided by diplomatic breakthroughs in relations between the US and China, and the
emergence of an amicable and collaborative relationship between the EU and the UK.

Technological changes will continue to accelerate – and businesses that
fail to adapt will suffer. #3

Global tensions will intensify as trade barriers rise. #4
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The 2020 pandemic and economic slowdown highlighted the importance of building a sustainable and resilient global
economic system. Floods, wildfires, and heat waves underscored the growing threat posed by climate change, and lockdowns
and illness demonstrated key weaknesses in national social safety nets. These challenges have given new urgency to the
attempt to place environmental, social, and governance (ESG) factors at the heart of global finance and a growing range of key
global players are embracing the vision of SRI.

Progress on sustainability issues may be derailed by a slower-than-anticipated recovery or other serious economic headwinds,
which may constrain firms’ ability to invest in the future and push fearful investors to focus more intensively on the short-
term.

Intuition Know-How has a number of tutorials that are relevant to the year ahead:
 

Socially responsible investing (SRI) and ESG will continue to gain ground with the
spotlight on core global challenges. #5
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Around the world, rich economies are facing a historically unprecedented set of problems, including aging populations, slow
growth, low or negative interest rates, and deflation. This novel set of economic issues, which has emerged in country after
country over the last few decades, demands novel policy solutions. Among the slate of possible options is so-called Modern
Monetary Theory (MMT), an unorthodox – and highly controversial – approach to government finances that allows for
significantly expanded government spending. MMT has many critics. However, some important lessons from Japan suggest
that MMT – or something like it – just might work.

In Japan, across Europe, and even – to a lesser extent – in North America, wealthy nations are falling prey to a common set of
problems. So far, few have risen to the challenges they pose.

Slow slide

For several decades, interest rates in wealthy countries have been in a long-term, secular decline. This has increasingly
curtailed central banks’ ability to stimulate the economy by lowering interest rates. Indeed, both the European Central Bank
(ECB) and the Bank of Japan (BOJ) currently have negative interest rates, and most global central banks have been running –
in real terms – a zero interest rate policy (ZIRP) since 2009, to little effect.
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OECD. Yield on 10-Year Government Bonds, G7 Countries. December 2020. 2020 data as of September 2020.
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With persistently low interest rates has come low inflation. Consumer expectations have capped companies’ ability to raise
prices and, in many sectors, deflation has emerged. Some argue that stubbornly low inflation has constrained investment
and perhaps even discouraged consumer spending, as consumers have little reason to fear rising prices.

As a consequence of all this, economic growth has been persistently sluggish, particularly in Europe and Japan, and, while
employment growth has remained relatively strong, wage increases have been minimal, further constraining household
spending. 

Some economists attribute this constellation of economic challenges to demographic shifts. Advances in medicine have
increased longevity, and life expectancy in the rich world has risen to well above 75 years. At the same time, birth rates
have fallen. This has meant that the average age of the population has risen steadily, as has the proportion of older and retired
people. With fewer young workers, economic growth has been constrained and rising life expectancy means that younger
cohorts are saving more and spending less in anticipation of an extended retirement. These dynamics may have contributed to
the general sluggishness in rich economies.
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Looking for a way out

With monetary policy tools – even extraordinary measures like quantitative easing – proving increasingly ineffectual in
combating slow growth, politicians and economists are looking to new and emerging theories for ideas on how to boost their
countries’ economic fortunes.

One policy prescription that is gaining ground is Modern Monetary Theory (MMT). Despite its name, MMT is not exclusively
focused on the actions of central banks – instead, it is a novel approach to government finances more broadly. 

At its core, MMT argues that it is a mistake to think of government finances in the same way that we think of household
finances, with taxes representing income and expenditure representing outgoings. 

Under this traditionally dominant line of thinking, government spending is constrained by a perceived need to balance the
budget by spending no more than is received in tax revenues, just as household spending is constrained by households’ need
to live within their means. When governments spend more than they take in and run budget deficits, they must borrow money
in the capital markets to make up the difference. 

This borrowing is seen as a bad thing – the government is perceived to be in competition with other borrowers, such that every
dollar the government borrows is a dollar that banks and households cannot borrow. Further, by increasing the demand for
loan funds in the market, governments push up interest rates. Thus, budget deficits are problematic because they “crowd out”
other borrowers and thereby hurt growth. In addition, borrowing increases governments’ spending on loan interest and may,
therefore, crowd out spending on other items.

MMT argues that this understanding of how government finances work is fundamentally incorrect. There is no external “supply
of money” that governments and other borrowers must compete over. Rather, governments – at least those that issue
their own currency and pay for their spending in that currency – create money as it is needed, as do banks when they issue
loans in modern fractional banking systems.

Therefore, there is no possibility of such governments being “unable” to pay for their spending or repay their debts (provided
these debts are denominated in their domestic currency), no matter how little tax revenue is collected. If the US government,
for example, wants to spend $100 trillion, it can easily do so – it has the unique and sole right to issue US dollars and so could
print all the money it needs to finance any level of spending it desires. For MMT theorists, then, government spending is not
constrained in any meaningful sense by tax revenues, and budget deficits are irrelevant. (As a corollary, crowding out is an
imaginary problem – banks and governments create money as needed rather than distributing a preexisting “pile” of money, so
there is no actual competition between government and other borrowers.)

In MMT, the only real constraint on government spending is inflation. If governments spend too freely/create too much money,
they run the risk of driving up inflation. MMT argues, however, that this would only happen if the economy’s productive
capacity – its workers, machinery, and resources – were to reach and exceed maximum capacity.

If correct, MMT has various implications. For one thing, it means that government spending and taxation are simply ways to
add or remove money from the economy. Taxation, in MMT terms, does not exist to “fund” government spending. Instead, it
exists to encourage people and businesses to use the government’s currency (because they must pay taxes in US dollars, UK 
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pounds, and so on) and to remove money from the economy when there is too much in circulation.

Conversely, government spending acts to put money directly into private bank accounts and to boost banks’ reserves, enabling
them to lend more and thereby add money to the economy. 

Some MMT theorists argue that the implication of all this is that, because governments spending more than their tax intake is
necessary to create private-sector surpluses, budget deficits are all but inevitable (unless there is a large volume of exports or
under certain other circumstances). If a government were to consistently tax more than it spends, it would be pulling money
out of the economy and risking a recession. Therefore, governments can and should spend as much as needed to boost
growth and employment, without worrying about deficits (although they must be cautious about inflation).

For most mainstream economists, policymakers, and central bankers, MMT is highly problematic and impractical.
Implementing the full range of its policy prescriptions would, essentially, mean that governments would take the job of printing
money away from central banks and give it to elected legislatures, which would determine how much money to create by
setting government spending and taxation levels. This, critics argue, would open the monetary floodgates, and quickly lead to
hyperinflation without having any meaningful impact on underlying economic growth (which is primarily driven by productivity
enhancements, technology, and resource exploitation).

The experience of Japan, however, suggests that some of critics’ concerns may be overblown.

Japan & the way forward

Japan has had negative or zero real interest rates and run a massive quantitative easing program (effectively, it has been
freely printing money) for many years without any sign of hyperinflation. Indeed, inflation in Japan remains historically low. 

At the same time, the country has engaged in aggressive fiscal stimulus, again with no inflationary impact and no sign of
interest-rate-boosting crowding out. Japan currently has by far the world’s highest public debt burden – its debt-to-GDP ratio is
close to 250% – yet its interest rates, like inflation, remain very low. What’s more, its free-spending strategy has paid off in
growth terms – between 2003 and 2019, Japan had the third-highest GDP per capita growth rate in the G7. 

As other rich countries grapple with slow growth and ineffectual monetary policy, many will be looking to Japan as a test case
for MMT (Japan’s economic approach is by no means aligned with MMT thinking and Japanese leaders disavow the MMT
label, but many commentators consider it to be “MMT-lite”). 

After all, if the Japanese government can spend and borrow freely while maintaining its high living standards and keeping
inflation and interest rates low, why can’t others?

Intuition Know-How has a number of tutorials that are relevant to monetary policy and the economy:

Sign up to our financial markets newsletter www.intuition.com info@intuition.com

http://bit.ly/2Y4mI07
http://bit.ly/2Y4mI07

