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Possible Risks Associated with Unprecedented Peacetime Stimulus 
By Edgar Sullivan and Dmitri Smolansky 

 

The novel coronavirus 2019 (Covid-19) initially 
surfaced as a China-centric problem in January of 
this year and on 11 March the WHO (World 
Health Organization) declared it a pandemic, 
setting off a chain of global health and economic-
related events. To contain the spread of the 
disease and ease pressures on healthcare 
systems lockdowns were implemented in 
virtually every major DM (Developed Market) and 
EM (Emerging Market). These lockdowns and 
rising safety concerns brought much of normal 
business and social activities to an abrupt halt. 
Financial conditions tightened, business and 
consumer confidence collapsed, and 
unemployment surged. 
  
Policymakers wasted no time in responding to 
the crisis.  Comprehensive stimulus packages 
were implemented to stabilize the financial 
system, stem the global economy’s seeming free 
fall, and to lay the groundwork for an eventual 
recovery.  While questions could be raised about 
the size and specifics of these programs, the 
stimuli were well received by the financial 
markets. Return-seeking assets -- equity and 
credit -- rallied from their bear-market lows and 
sovereign bond yields retreated to historical 
lows. 
 
The principal objectives of this memo are the 
following:  

 
1. Expected 2020 Central Bank balance sheet expansions 

include: $6.8 trillion for Fed, $1.7 trillion for ECB and 
$0.7 trillion for BoE and $0.3 trillion for BoJ. 

(i) Provide a brief review of the comprehensive 
stimulus programs that have been or are 
expected to be implemented this year in 
response to the Covid-19 crisis.  

(ii) Discuss the reactions of the financial markets 
to the extraordinary stimulus programs.  

(iii) Assess the possibility of future, unintended-
adverse consequences, such as the possibility 
that these aggressive stimulus programs 
rekindle inflation in the future. 

 
Overview of Covid-19 Stimulus 
 
To address the Covid-19 crisis global 
policymakers have adopted a “do whatever it 
takes” attitude which encompasses aggressive 
monetary and fiscal easing and generous loan-
guarantee programs. Monetary easing has been 
pervasive across major DM and EM central banks 
and their average policy rate is down ~90 basis 
points since the start of the year. Central banks 
are also expanding their balance sheets to new 
peaks. The G4 (Fed, ECB, BOE and BOJ) central 
banks--led by the Fed and its expanded swap lines 
to ensure adequate dollar liquidity for the global 
economy--are expected to add nearly $10 trillion 
to their balance sheets this year1. 
 
To address the most significant economic crisis in 
75 years or more, fiscal policymakers have 
seemingly put their concerns about budget 
deficits on hold. Global government outlays have 
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been increased by nearly 5% since the start of the 
year and budget deficits are widening. The G4 
plus China 2020 budget shortfall is currently 
estimated at an outsized 12% of GDP, roughly 
double the year ago level. Moreover, the major 
DMs have set up significant loan guarantee 
programs to support businesses during the crisis. 
With shutdowns creating liquidity problems for 
many otherwise solvent firms, loan guarantees 
are an integral component of this year’s 
economic recovery programs2. 
  
Moreover, although the global stimuli that have 
been enacted in recent months are extraordinary 
in size and scope, it does not appear that 
policymakers are finished for the year. In the US 
four fiscal programs totaling nearly $3 trillion 
have been enacted since the start of the year and 
Congressional leaders and Treasury officials are 
reportedly in preliminary discussions about a 
possible follow-up program. The European 
economics team at Goldman Sachs has reported 
that the ECB is open to expanding its PEPP 
programs to backstop Italian and Spanish 
sovereign issuance risk.  And the authorities in 
China and some of their Asian neighbors are also 
reportedly considering additional stimulus to 
support their recoveries. 
 
Market Response to Covid-19 Crisis and 
Attendant Stimulus 
 
Financial markets have seemingly followed a 
predictable script in responding to the unfolding 
news of the Covid-19 crisis and attendant 
stimulus. Earlier in the year, return seeking assets 
-- supported by optimistic earnings expectations, 
a relatively sanguine economic outlook, and 
historically low interest rates -- were “priced to 
perfection.” As it became increasingly apparent 
that the world was engulfed in a pandemic and 
the global economy was heading for a deep 
recession, these optimistic underpinnings 

 
2. Loan guarantee programs as a percentage of GDP for 

selected countries: US ~21%, Germany 24%, France 
12%, UK 15%, Spain 15% and Italy 42%. 

collapsed and prices of return-seeking assets fell 
into bear-market territory. Subsequently, return-
seeking asset prices partially recovered as global 
central bankers and fiscal authorities launched 
aggressive countercyclical programs.  
 
The immediate reactions of sovereign-bond 
investors to the Covid-19 crisis and related events 
have with some possible nuances also largely 
followed a predictable script. The rapidly 
deteriorating global economic environment has 
raised concerns about deflation and prompted 
“flights to quality.” Thus, with the deepest 
recession in 75 years or more on the horizon, it is 
not surprising that sovereign bonds rallied.  All 
else equal, the increased supply of sovereign 
bonds that the markets will have to absorb going 
forward should exert downward pressure on 
bond prices but this potential concern was 
seemingly assuaged by the knowledge that 
expanding QE (Quantitative Easing) programs will 
provide buyers with deep pockets who are 
motivated to maintain low yields. Sovereign-
bond market expectations also seem to imbed 
the view that central bankers will continue to 
follow the sound policies that they have largely 
followed in the post-Volker era of the past 40 
years. 
 
Possible Longer-Term Risks Associated with 
Extraordinary Stimulus 
  
Despite the favorable reception that the financial 
markets have initially given to the extraordinary 
stimulus of 2020, questions can and should be 
raised concerning whether markets will remain 
forbearing over the longer term. There are, of 
course, no definitive or simple answers to these 
rhetorical questions but perhaps by addressing 
five specific issues in the context of our base-case 
outlook and highlighting a few important caveats 
we might be in a better position to assess these 
risks and determine what we should monitor 
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going forward. In this regard, we’ll address the 
following:  
(i) Will the expanding debt levels in response to 

the current recession impede future growth? 
(ii) Will aggressive monetary stimulus, the $10 

trillion expansion of existing QE programs, 
and/or widening budget deficits rekindle 
future inflation? 

(iii) Might current aggressive government deficit 
spending lead to “money printing” programs 
such as MMT (Modern Monetary Theory) 
favored by populist politicians and 
economists? 

(iv) Is the global economy, particularly the major 
developed market countries, slipping into the 
phenomenon labeled “Japanification”? 

(v) Will higher debt levels create new risks that 
investors should consider in constructing 
their portfolios? 

 
Our answer to question one is: The increases in 
national debt levels that are expected over the 
cyclical horizon should only be a minor headwind 
for most economies. They appear quite 
manageable relative to GDP, particularly in a low 
interest rate environment. We believe that 
continuing low interest rates is the key variable in 
our answer. If rates were to rise materially, 
investors might be less forbearing about current 
national debt levels. 
  
Two parenthetical asides regarding current 
government debt levels and interest rates might 
be noted. One, the increases in government debt 
levels associated with the current recession may 
have exacerbated problems for countries such as 
Italy that were saddled with significant debt 
burdens before the Covid-19 crisis, but they are 
not the cause of their debt problems3. Two, some 
highly-respected economists contend that low 
rates make deficits less worrisome.  In this regard, 
they note that when interest rates are below the 
growth rate of nominal GDP– all else equal – debt 

 
3. Japan has a higher debt level relative to GDP than Italy 

but since it is denominated in yen and held largely by 
local investors it is more manageable. 

burdens contract relative to GDP over time and 
are more likely to be manageable4.  
 
 
 
 
 
 
 
 
 
 
 
Question two: Will recent extraordinary stimuli  
rekindle inflation is the question that is most 
frequently asked. Our answer: It is possible but 
unlikely. Central bankers have learned some 
valuable lessons since the 1970s and as long as 
they maintain the sound policies that they have 
followed since the early 1980s, inflation should 
remain contained. Mistakes are possible but we 
believe that, particularly at current debt levels, 
deviating from sound policies would be 
counterproductive. It would no doubt reawaken 
the “bond vigilantes” of the 1970s and rates 
would rise sharply, pushing governments’ 
interest payments to onerous levels. 
 
Correspondingly, the $10 trillion increase in 
major DM QE programs is an eye-catching 
number but relative to GDP - ~15% of DM GDP - 
and history it appears quite manageable. Japan’s 
central bankers have successfully managed their 
QE program for approximately twenty years and 
the Fed, ECB and BOE have managed large 
programs since the GFC without impacting 
inflation. Based on reports from the major central 
banks and forecasts from JP Morgan’s 
economists, it appears that the QE additions 
planned by the Fed, ECB and BOE for 2020 will 
raise their balance sheets to roughly 40% - 60% 
of GDP, about half the BOJ’s ratio at most. 
 

4. Lawrence Summers and Jason Furman of Harvard and 
Olivier Blanchard of the Peterson Institute and formerly 
of IMF & MIT. 

Source: Refinitiv, CE 

Government Debt as Percentage of GDP 

Source: Refinitiv, Capital Economics 
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Our response to the third question: We must be 
wary of populist politicians promising to fund 
their favorite programs with an MMT policy. 
However, if future debates on this issue focus on 
economic fundamentals, we shouldn’t have any 
worry.  Current QE programs and budget deficits 
involve debts that are carried on balance sheets 
of central banks and governments5. MMT, in 
contrast, simply advocates “printing money.” As 
Paul Krugman, a prominent liberal economist and 
Nobel Laureate, notes: Who would buy the bonds 
emanating from an MMT printing press. 
“Excessive seigniorage (printing of money) 
destroys the credibility of a currency.” 
 
The answer to the Japanification question 
depends largely on how it is defined. We don’t 
think the world is currently headed toward 
Japanification if we equate it with the slow 
response of Japan’s policymakers thirty-years ago 
to the problems of under-capitalized banks, 
zombie corporations, and deflation that beset 
their economy at that time.  DM banks currently 
have strong balance sheets. Recently launched 
corporate lending programs appear to be well 
designed for the most part. And even though 
most central banks may be finding it difficult to 
meet their 2% inflation targets, their economies 
do not appear to be heading toward deflation.  

 
5. Unlike QE, printing of money is a fiscal expansion 

financed by a permanent rise in central bank money, 
without an accompanying rise in debt. 

However, if we equate Japanification with anemic 
growth rates, and outsized government and 
central bank debt levels, there are significant 
mitigants to these potential concerns. Japan’s 
relatively low growth rate is largely due to 
demographics. For example, Japan’s per capita 
growth rate based on IMF data for the decade 
ending in 2021 will be above the rates forecast 
for the major European countries and nearly in 
line with the US’s growth rate. Moreover, Japan’s 
3% unemployment for the decade is no doubt the 
envy of much of the world.  
 
Notwithstanding these positives, Japan’s 
policymakers are faced with the challenge of 
managing government and central bank debt 
levels relative to GDP that with a few notable 
exceptions are roughly double that of their DM 
counterparts.  While Japan’s debt levels are a 
concern, they appear manageable in the context 
of an economy with a current account surplus, a 
safe-haven currency, and high-saving, domestic 
investors who appear to be willing holders of 
their country’s debt.    
           
Our response to the fifth question is more 
nuanced. Financial markets and global 
economies have been increasing their reliance on 
the successful and prudent monetary and fiscal 
policies. The current increase in the level of 
indebtedness among developed markets does 
not appear to be outside of previous trends, but 
it increases the risks associated with missteps in 
fiscal and / or monetary policies.  
        
With governments expected to issue trillions in 
new debt over the coming years, portfolio 
managers will no doubt have to address many 
important questions.  What will the appetite of 
investors be for the incremental debt?  Given that 
low-rate bonds cannot provide significant 
hedging benefits, will central banks have to buy 
them? If there are insufficient buyers except for 

Source: JPMorgan 

G-4 Central Bank Balance Sheets 
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central banks, how long can this dynamic be 
sustained? What is the size of the interest rate 
increases which would create a problem for 
global economy? How will the next recession be 
managed, given that governments may be 
constrained in their ability to offer additional 
fiscal stimulus and the central banks have 
increased their balance sheets to historically high 
levels? While we do not know the exact answers 
to these questions, we know that uncertainty 
about effectiveness of future monetary and fiscal 
policies has increased. Thus, the probability of 
undesired outcomes for return-seeking assets 
has increased. Investors should take this into 
consideration when constructing their portfolios.  
 
Final Thoughts  
 
Looking beyond the specific risks discussed in this 
memo we believe that the legacy of the Covid-19 
crisis will leave policymakers with much to 
consider in the foreseeable future. Significant 
changes in supply chains are likely. We’ll need to 
monitor future medical developments carefully 
to assess health risks. Geopolitical relationships 
are likely to evolve. Lastly, we should note that 
important caveats accompany our baseline 
expectation that the large amounts of debt that 
governments and central banks are adding to 
their balance sheets will be manageable. First and 
foremost, it is increasingly important that 
policymakers continue to follow sound policies. 
Their margin for error and ability to fight future 
recessions, particularly in the near term, has 
been reduced.  
 
Disclaimer 
 
This document is an opinion piece.  It does not constitute an 

offer or solicitation to any person in any jurisdiction.  Any 

such offering will only be made in accordance with the terms 

and conditions set forth in a private placement 

memorandum or other offering document. Nor does this 

document constitute advice or a recommendation or offer 

to sell or a solicitation to deal in any security or financial 

product. 

Recipients should not rely on this material in making any 

investment decision. SECOR does not represent that the 

information contained herein is accurate or complete. The 

information should not be relied upon as such. Certain 

information contained herein (including any forward-

looking statements and economic and market information) 

has been obtained from published sources and/or prepared 

by third parties.  While such sources are believed to be 

reliable, SECOR does not assume any responsibility for the 

accuracy or completeness of such information.  SECOR does 

not undertake any obligation to update the information 

contained herein as of any future date. Any views or 

opinions expressed may not reflect those of the firm as a 

whole.    

This document may include projections or other forward-

looking statements regarding future events.  Due to various 

risks and uncertainties, actual events may differ materially 

from those reflected or contemplated in such forward-

looking statements. 

As background on SECOR, investment advisory services are 

provided by SECOR Investment Advisors, LP (“SIA”) and 

SECOR Investment Advisors (UK), LLP, (“SIA-UK”), each a 

subsidiary of SECOR Asset Management, LP (“SECOR”).   

Portfolio solutions are provided by SECOR Investment 

Management, LP (“SIM”), a subsidiary of SECOR. SIA UK is 

authorized and regulated by the Financial Conduct 

Authority.  Each of SIA and SIM are registered as an 

investment adviser with the Securities and Exchange 

Commission.  Registration as an investment adviser with the 

Securities and Exchange Commission does not imply any 

level of skill or training.  

 

 

 

 

 


