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 Following a unique shock to aggregate demand and supply, precautionary 

savings point to prolonged caution and fear restraining final demand. We 

anticipate the disinflationary impulse in March will transform into transitory 

headline PCE deflation and core PCE inflation below 0.5% – a record low.   

 The lockdown-induced sudden stop in economic activity will severely reduce 

acyclical inflationary forces, while the fear factor will restrain procyclical 

pressures. Our expectations-augmented Phillips curve framework points to 

significant inflation drags from economic slack (with GDP and unemployment 

suffering their worst blows since WWII), energy prices, and a strong dollar. 

 While some fear a vicious inflation rebound once the economy recovers, we 

foresee a persistent inflation undershoot. A very gradual resumption of private 

sector activity and structurally constrained business pricing power should 

throttle the wage-inflation dynamic. In addition, sliding inflation expectations 

limit the immediate risk of an inflation spiral. 

 The Fed’s ultra-loose monetary policy and rapidly expanding QE purchases are 

unlikely to lead to surging inflation because the pass-through to the real 

economy will be curtailed by a low reserve multiplier, reduced demand for 

credit, and using funds for cash flow preservation rather than new investment.  

 While fiscal stimulus measures will lift the debt-to-GDP ratio to above 100% for 

the first time since WWII, we should recall that the stimulus is temporary and 

aimed at preventing a sharper economic drag rather than relaunching activity.  

 One important risk for inflation is the “fiscal dominance” of the Fed whereby 

debt monetization becomes a permanent feature of monetary policy. While not 

an immediate threat under Jerome Powell, it could become one in the future. 

 
 

 

 

Core PCE inflation is likely to 
fall below 0.5% y/y for the first 
time on record as the economy 
experiences its sharpest 
contraction since the WWII 
demobilization – three times 
worse than the GFC. 

Figure 1: Plunging 

inflation as economy 

experiences its 

worst decline since 

WWII 
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From disinflation to deflation in 2020 

One of the defining characteristics of the Global Coronavirus 

Recession (GCR) is that it features simultaneous demand 

and supply shocks. Further exacerbating this combined hit to 

spending and production are a financial markets shock and 

an extreme oil price plunge that originated in the Russia-

Saudi Arabia price war and compounded by the collapse in 

energy demand.  

With the economics of fear in full swing since early March, 

consumers bolstered their precautionary savings: The 

personal saving rate has risen from 8.2% to 13.1% – the 

highest since 1975. We anticipate that elevated savings and 

lingering virus fear will curtail consumer demand even past 

the lockdowns. At the same time, business investment 

plunged 8.6% in Q1 – its largest quarterly pullback since the 

GFC – indicating extreme business caution (Figure 2).  

The initial disinflationary impulse from these factors was 

visible as early as March, when the headline CPI posted its 

largest monthly decline since 2015 – down 0.4% – and the 

core CPI posted its first monthly drop since 2010 – down 

0.1%. With energy prices continuing their plunge and 

domestic demand collapsing, what may have appeared as a 

significant disinflationary trend in March – with headline CPI 

inflation falling to 1.5% y/y – will unfortunately pale in 

comparison with the deflationary impulse in coming months.  

Our baseline anticipates headline CPI and PCE deflation 

in May – the lowest since the GFC – and core CPI and PCE 

inflation falling below 0.5% by the summer – the lowest 

readings ever (Figure 1). 

Looking at the various causes of inflation, it’s not difficult to 

understand the tremendous pressures on prices in coming 

months (Figure 3). Adopting the methodology from Mahedy 

and Shapiro (2017), we decompose core PCE inflation into 

two subcomponents: procyclical PCE and acyclical PCE. 

With procyclical inflation having failed to recover its pre-GFC 

dynamism, its components appear severely exposed to a 

severe negative demand shock. In fact, food services, 

accommodation, recreation services, and other services – 

which represent half of the procyclical components – are 

most vulnerable to the virus shock (Figure 4).  

Interestingly, given the sudden stop in spending, we also 

expect a wide range of acyclical factors to experience lower 

inflation (or deflation), such as motor vehicles, furniture, 

clothing, transportation services, and even health care. This 

could push headline PCE deflation to -0.3% in December 

2020, while core PCE inflation falls to 0.4% y/y – its weakest 

on record.  

Figure 4: Deflationary cross-current across pro-

cyclical and acyclical inflation components 

 

Figure 3: Weakness in final demand will create a 

strong disinflationary headwind 

 

 

 

Figure 2: Precautionary savings point to weak 

consumer demand  
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Understanding the inflation drag 

Using our expectations-augmented Phillips curve model (see 

methodology inspired by Fed Chair Janet Yellen, 2015) we 

decompose the expected shortfall in PCE inflation relative to 

the Fed’s 2% target.   

We find that economic slack – resulting from a 12% peak-to-

trough plunge in real GDP and a surge in the unemployment 

rate above 17% – will be responsible for a third of 2020’s 

2.3ppts headline inflation shortfall relative to the 2% target. 

Lower energy prices would account for a 0.5ppts drag, while 

foods prices would represent a 0.1ppt boost (Figure 4).  

A stronger dollar and reduced prices from abroad would lead 

to a 0.3ppts drag via import prices. Finally, as described 

above, the unusual nature of the shock will translate into a 

sharp decline in acyclical inflation, imposing another 0.7ppts 

drag. Combined, these will add up to a 2.3ppts shortfall 

relative to the Fed’s 2% target, or -0.3% y/y in Q4 2020. 

Fear, pricing power, and inflation expectations 

An important question is whether, and how rapidly, inflation 

will rebound once the economy recovers. While some have 

argued that the resumption of activity post-lockdowns would 

lead to a surge in demand that outstrips supply, and 

inevitably lead to a surge in inflation, we doubt that will be 

true. 

First, the coronavirus shock represents the collision of the 

economics of fear and the economics of sudden stops. The 

decline in restaurant and bar outlays was at least as much a 

factor of fear as one of lockdowns because in-person dining 

fell mostly before social distancing measures were enforced. 

As such, while a gradual reopening of the nation may mean 

increased spending on goods and services that were 

previously inaccessible, we shouldn’t expect a sudden 

broad-based surge in demand for discretionary and social 

services (Figure 5). And while some pockets of stronger 

goods price inflation may appear as supply chains gradually 

resume normal operations, these will be partially buffered by 

an inventory drawdown – motor vehicles as a prime example 

– as well as limited pricing power. This phenomenon will 

likely be observable globally. 

Second, the lack of pricing power is likely to represent 

another major constraint on inflation. As illustrated in prior 

research, businesses’ pricing power steadily declined in 

2019, with the share of small businesses raising selling 

prices (from the NFIB’s small-business optimism survey) 

consistently declining (Figure 6). Limited pricing power and 

soft final demand will mean businesses have scant ability to 

raise prices much. At the same time, reduced productivity 

growth and compressed profit margins won’t provide much 

room for higher wages, thus limiting prospects of a stronger 

wage-inflation dynamic.  

Figure 6: Pricing power will curtail rebound in 

inflation 

 

Figure 5: Service sector inflation will fall rapidly, 

and is unlikely to bounce-back strongly 

 

Figure 4: Augmented Phillips curve illustrates 

massive inflation undershoot 
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US: Inflation unlikely to surpass Fed's 2% target
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Third, evidence shows that inflation expectations were 

sliding (modestly) before the GCR, even when the economy 

was near full employment and the output gap was closed. 

Market-based inflation expectations have since fallen to their 

lowest since the GFC, while consumer inflation expectations 

have continued sliding. So while Fed Chair Powell recently 

stressed that “as long as inflation expectations remain 

anchored the US should not see deflation,” we believe that 

inflation expectations represent an asymmetric deflationary 

risk (more than an inflationary one).   

Monetary inflation isn’t a major threat 

Some commentators stress that the combination of low 

interest rates and renewed QE from the Fed will cause 

spiralling inflation. The intuition is that as the Fed ramps up 

its QE purchases of Treasuries and agency mortgage-

backed securities by close to $3.5tn through year-end, the 

Fed’s System Open Market Account will surpass $7tn – 

nearly twice as high as the 2015 record. This will prompt a 

corresponding rise in bank reserves held at the Fed from 

around $1.5tn to around $5tn, boosting the monetary base 

and leading to higher inflation. However, this monetarist 

views appears outdated as it proved to be following multiple 

rounds of asset purchases post-GFC in the US and in 

Japan, whose BoJ has hiked its balance sheet to over 100% 

of GDP while still struggling with deflationary pressures.  

In particular, the two key transmission mechanisms from 

reserves to broad money, and from broad money to inflation 

are much less potent today. First, the “reserve multiplier” has 

plunged dramatically since the GFC. With the Fed moving to 

a short-term interest rate floor system (no longer determining 

a supply of reserves, but instead using the interest rate on 

excess reserves) and banks more reticent to make loans, 

the multiplier between reserves and money creation has 

collapsed (Figure 7) (Cecchetti and Schoenholtz, 2020). 

Second, even though the stock of money has risen     

(Figure 8), its velocity – the speed at which gets exchanged 

for goods and services – has also fallen uninterruptedly over 

the past 30 years, reaching a low point (Figure 9) (George 

Selgin, 2020). 

In an environment in which most of the private demand for 

credit goes to loan-loss provisions for banks and 

precautionary cash and liquidity for businesses (instead of 

capital investment), and where consumer demand for credit 

has fallen, we don’t expect lending to generate inflation. This 

is likely to be true across advanced nations in general.

Figure 9: A long-standing decline in money 

velocity 

 

Figure 8: Rapidly rising money growth is 

unlikely to translate into surging inflation 

 

Figure 7: A reduced “reserves multiplier” 
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Fiscally induced inflation is unlikely 

Another line of argument supporting surging inflation is that 

the massive jump in government spending will inevitably 

produce excess demand, which will prompt higher inflation. 

Indeed, the four phases of fiscal stimulus passed since 

March are worth over $3tn, and they’re poised to lift the 

federal budget deficit to its highest since WWII, at nearly 

20% of GDP (from just below 5% pre-GCR). This will push 

the public debt-to-GDP ratio from just under 80% in 2019 to 

105% in 2021 – also the highest since WWII (Figure 10). 

This argument, however, misses the point.  

First, the surge in government spending during the GCR isn’t 

aimed at relaunching the economy, but instead at alleviating 

the impact on the economy from a sudden stop on private 

demand. It’s palliative rather than stimulative. As we have 

previously highlighted, we estimate that the fiscal multipliers 

will be capped at 1 by social distancing measures across the 

nation and the virus fear factor once measures are relaxed. 

Second, most measures are temporary so that once the 

economy recovers, government spending will fall in sync. 

We anticipate the federal budget deficit will slide from $3.6tn 

in 2020 to $2tn in 2021, representing 9% of GDP by end-

2021.  

Some have drawn parallels to post-war surges in inflation 

once the recovery gets underway. But there are two 

fundamental differences between the GCR and post-war 

periods: 1) there’s no need to rebuild capital, and 2) private 

sector demand will remain very cautious until a medical 

solution is found. Our findings show that in slightly more than 

half (53%) of more than 300 conflicts since the 1960s, 

consumer prices lay below their pre-conflict trend after five 

years (Figure 11). 

The risk is political 

The more potent risk of inflation comes from a politicization 

of the Fed, which would be influenced to permanently 

monetize the debt by keeping interest rates artificially low 

and maintaining an indefinite QE program – what Blanchard 

described as fiscal dominance of monetary policy. 

Such political influence has been observed in prior 

instances, such as following WWII or in the early 1970s 

when President Nixon nominated Arthur Burns to chair the 

Fed and pressured him into maintaining loose policy ahead 

of the 1972 presidential election. And while Powell and the 

FOMC continue to display tremendous resistance to 

administration attempts at influence, we cannot fully discount 

the possibility of future influence. For now, though, the Fed 

would likely react to evidence of an overheating economy by 

raising rates and tightening monetary policy.

 

      

Figure 11: Post-war inflation evidence isn’t clear 

cut 
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Figure 10: Historical rise in the budget deficit 

and debt 
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