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The widespread lockdowns needed to fight the Covid-19 
pandemic have led to an unprecedented slump in global 
economic activity. The resulting deepest recession since 
WWII has also changed inflation prospects dramatically. 
The gradual increase expected before the crisis has given 
way to a wide range of possible scenarios, including higher 
inflation or permanent deflation. We shed light on the un-
derlying arguments and make clear why we expect high 
inflation (i.e. above 3%) to remain a rather distant threat 
also in the post-Covid-19 world. We sort our arguments 
from short, over medium, to a long-term outlook as we see 
the main drivers for inflation to change over time. While in 
the short-term the immediate supply and demand disrup-
tions play the major role, medium-term the impacts of 
monetary and fiscal policy become more important and 
long-term structural changes are key.  

Covid-19 temporarily suppressed inflation 
The immediate impact of the pandemic is disinflationary. 
First, oil and commodity prices weakened. In March oil 
prices started to trend down even falling to levels slightly 
below 10 $/b Brent in April, with a price war between Saudi 
Arabia and Russia exacerbating the impact of slumping 
demand. With the end of the lockdown period, oil prices 
recovered but are currently still below pre-pandemic levels. 
We expect energy prices to prove disinflationary through-
out 2020 and to only contribute to higher inflation from 
Q2/2021 onwards.  

Second, underlying inflation will remain muted for the time 
being. The sharp and unprecedented recession has likely 
pushed output 18% below the pre-crisis level in the euro 
area and around 15% in the US in Q2/2020. With the lifting 

of the lockdown restrictions, productive capacity will be un-
leashed again. But supply seems set to recover faster than 
demand, keeping the output gap wide for longer. Following 
strong growth in Q3/2020, driven by post-lockdown pent 
up purchases, demand will recover at a rather slow speed. 
With unemployment at a post WWII high in the US while 
hidden by furloughs especially in the EU and lots of people 
in short-term employment, not only disposable income will 
fall but people tend to also increase precautionary savings. 
Uncertainty about the recovery and the fallout of the re-
cession on firms’ balance sheets will cap investment. 
Counter-cyclical fiscal policy measures have been 
launched in the US and the euro area but are not sufficient 
to fully compensate for muted consumption and invest-
ment activity. Some of the measures, like the temporary 
VAT cuts enacted in Germany, are directly disinflationary 
in the short term.  
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– The economic disruptions from Covid-19 are sending inflation on a downtrend, amplified by receding oil prices. With 

supply recovering more quickly than demand, excess capacities will keep inflation depressed this year and next. 

– Further out, concerns are growing that ballooning central bank balance sheets may herald a rebound in inflation, tacitly 

welcomed by highly indebted governments. Deglobalisation, rising bargaining power of workers and increased industrial 

concentration may favor structurally higher prices. 

– That said, demand seems set recover only very sluggishly from the deep crisis. This will keep the output gap wide for 

longer and demand for cash and excess reserves at central banks high. Depressed inflation expectations keep dragging 

on price pressures, while fiscal consolidation cannot be ignored forever. Accelerated digitalization is disinflationary, too.  

– A marked acceleration of consumer price inflation thus remains a rather remote threat. A greater short-term risk is that 

asset prices will continue to absorb a significant part of the persistent monetary policy support.  
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In sum, we see underlying inflation of currently 1.2% in the 
US and 1.1% yoy in the euro area receding further, mainly 
due to the output gap and lagged effects from lower oil 
prices. We forecast a stabilisation only in the second half 
of 2021, probably slightly below 1% yoy. We see headline 
inflation in the US (currently at 0.2% yoy) and euro area 
inflation (currently at 0.3% yoy) averaging respectively 
0.4% and 0.3% in 2020. In 2021 we look for a rebound to 
below 1.5%, with the expected normalization of energy 
prices playing a major role.  

Medium-term impact of monetary and fiscal policy 

Will inflation overshoot? Looking further ahead there are 
concerns that inflation will rise beyond levels considered 
by central banks as consistent with price stability. A possi-
ble cause could be the massive central banks action in re-
sponse to the Covid-19 pandemic. By 2021 we expect the 
balance sheet-to-GDP ratio to increase by some 25 bps in 
the US and by around 45 bps in the euro area. Moreover, 
central banks are currently rethinking their policy frame-
work. To keep inflation at sufficiently high levels one of the 
ideas gaining traction is average inflation targeting, imply-
ing that inflation could periodically overshoot the inflation 
objective to compensate for earlier undershoots. We see a 
good chance that the Fed and the ECB (that will overhaul 
its strategy in 2021) will walk along these lines in order to 
reduce the risk of post-Covid-19 deflation. This would 
mean that the key central banks tolerate inflation above 
target following the recession.  

 

 

Central banks, some analysts fear, might also be forced by 
governments to tolerate higher inflation due to the risks 
posed by higher rates on a much higher pile of debt. Ac-
cording to the latest IMF projections, the response to 
Covid-19 will increase the global public debt-to-GDP ratio 

by 19 pp. It is obvious that the stabilization and even more 

the reduction of this huge pile of debt will be a major chal-
lenge for the coming decade. The Bank for International 
Settlements (BIS) routinely warns against the risk of “fiscal 
dominance”. If growth does not pick up strongly enough to 
offset the rise in debt, even legally independent central 
banks may de facto face a conflict between raising rates to 
keep inflation at bay and keeping them low in order to 
maintain debt servicing sustainable and to not crush 
growth.  
We do not think so: While these concerns have their 
merits, they still appear overdone. First, after the 2008 
Great Financial Crisis (GFC), the large expansion in cen-
tral banks’ balance sheets did not lead to higher inflation, 

as the impact of money creation was offset by capacity 
underutilization and weak wage growth. Moreover, the ex-
ample of Japan shows that sustained and ongoing money 
printing has had no discernible impact on inflation. This is 
because banks have held rising amounts of reserves with 
the central bank instead of creating additional credit and 
stimulating demand.  

We look for discernible effects from excess liquidity on as-
set prices but not so much on consumer prices. The asset 
class most directly impacted will be fixed income. Large 
purchases from central banks have propped up prices for 
sovereign and IG debt, depressing yields. Then excess li-
quidity may trigger risk-taking by lenders. Research shows 
that banks flooded by liquidity tend to lower their lending 
standards. Similarly, investors are likely to shift a higher 
part of liquidity into riskier assets. Search for yield caused 
by low risk-free returns will add to that, as in order to main-
tain the same level of nominal returns investors will have 
to shift to riskier portfolios. These two mechanisms will in-
crease demand for riskier financial assets. Additionally, 
looser monetary conditions may increase leverage. The 
extra resources made available could in part be directed to 
real estate, propping up house prices. These possible 
wealth effects might additionally stimulate activity. In the 
post-Covid-19 environment this would primarily spur 
growth but not inflation, but increases risks to financial 
stability.  

It is also worth noting that concerns about inflation over-
shooting are mainly expressed by consumers while finan-
cial markets care more about deflation risks. Quite note-
worthy, 10-year implicit inflation expectations moved in 
lockstep with the oil price suggesting that markets fear a 
more permanent damage to price dynamics. The increase 
in inflation expected by consumer may be a reaction to the 
deep, but temporary disruption of retail activity. 

 

 

We also doubt that central banks will be willing and able to 
actively support governments with measures to reduce the 
real interest burden while increasing inflation above target. 
It would squarely run counter central bank independence 
and thereby reduce its power.  

Even without explicit (and next to impossible) changes to 
the Central banks’ mandate, more subtle attempts to un-
dermine central bank independence would very likely face 
stiff public resistance, all the more as an ageing population 
and electorate will be keen to defend the real value of their 
pensions. We think that the central banks will also realisti-
cally not be able to inflate government debt away. Unless 
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the central bank pursues yield curve control, financial mar-
kets will adjust the inflation premium according to the 
changed central bank behaviour. Hence, central banks 
would need to surprise markets on the inflation outcome 
each year on the upside resulting in double-digit annual 
inflation over the medium term. An average inflation target 
probably gives the central banks some more leeway but 
does not remove these obstacles. Instead, it would only be 
a smart tool addressing the key concern namely that mar-
kets, people and firms might adopt themselves to a low-
inflation environment. 

 

Long-term structural changes key  
In the long run, assuming that a Covid-19 vaccine is found 
and the policy response has ebbed, inflation will predomi-
nantly be driven by fundamental productivity and wage 
trends. These, in turn, depend on market structure (incl. 
competition) and consumer behaviour. Both may be influ-
enced by lasting fallouts from the Covid-19 crisis. In this 
regard, the supply safety of health products stays in the 
spotlight as governments may deliberately intervene with 
new (price driving) requirements. Moreover, large firms 
might be better suited to survive COVID, which could lead 
to more price setting power in the future. However, overall 
we see the pandemic to likely accelerate trends that had 
been already underway before. What are these “mega-
trends” and their impact on inflation? 

De-globalisation: Since the GFC, the 20-year old trend to 
shift certain types of production into low wage-cost coun-
tries and to fragment the assembling process into ever 
longer supply chains has started to soften. Therefore, the 
deflationary shock from integrating emerging markets into 
the world economy started to fade. Accordingly, some fear 
a further move away from integrated markets could – by 
symmetry of the argument – lead to permanently higher 
inflation. A more detailed look reveals that there are two 
forces which contribute to the deglobalisation phenomenon 
albeit with contradicting implications for inflation. As we 
discussed in greater detail here, we see in sum “slowbali-
sation” as the most likely outlook. In this scenario, the up-
turn in inflation from protectionism will be tempered by effi-
ciency gains from increased automation and digitalization. 
Moreover, the social contract will change (see below). 

Protectionism: Protectionism will likely keep simmering. 
Over the last 30 years, lower prices for consumers came 
at the cost of a structural change involving a rise in low 
paid employment and higher inequality in Western coun-
tries. This fuelled a strong political backlash against global-
ization and multilateralism, most outspoken by President 
Trump. He also used the COVID-19 pandemic repeatedly 
as a pretext for trade restrictions. Tariffs, quotas or even 
verbal political interference that aims at reducing the level 
of supply safety will accelerate tendencies to reconfigure 
global supply chains (in Trump’s words “to bring home 
production”). This will come with a loss of productivity and 
therefore raise inflation. However, as we foresee these 
trade conflicts simmering but not exploding, the impact on 
inflation should stay limited.  

Automation/Digitalisation: Moreover, so far protection-
ism explains only a small part of the slowdown in globali-
zation. A deeper economic reason is that advanced digital-
isation and automation will allow for new methods of pro-

duction. Wage differentials – the driver of the last wave of 
globalization – will become less important. Firms will focus 
on mass customisation as well as green and value-
oriented production instead. At the same time, advanced 
services will potentially benefit from global digitalisation. 
As these shifts will likely improve efficiency, this should 
lower inflation. However, mass customization will also al-
low firms some monopolistic power, thus the gains in effi-
ciency will not be fully felt in lower prices. 

Inequality and new social contract: Efficiency-driven 
reshoring will hardly resuscitate lost employment. Protec-
tionism and automation/ digitalisation are therefore op-
posed forces in terms of workers relative bargaining power 
on the labour market. The OECD estimates the jobs at risk 
to partial or substantial automation between 30% and 65% 
in the longer run. Consequently, the splits in societies and 
the inequality problems could further intensify and (demo-
cratic) governments will need to respond. Social security 
topics will likely generally rise on their agendas. Apart from 
supporting job qualifications, minimum wages and more 
redistributive policies including higher taxes on capital 
owners will probably gain momentum. This will add to an 
uptick in inflation. Thus in the long run, protectionism and 
the new social contract will tend to raise inflation, mitigated 
by rising productivity from IT technologies.  

Upshot: Neither deflation nor too much inflation   
The Covid-19 pandemic emerged as a new factor for the 
inflation outlook. While short term the disinflationary or 
even deflationary risks clearly dominate, the balance of 
risks is less clear when looking further ahead. Weighing all 
the arguments we continue to find it hard making the case 
of overshooting inflation. Especially we are sceptical that 
central banks will be willing and able to generate a high 
inflation environment. We look for inflation to merely re-
cover slightly above 2 % in the US and close to 2 % in the 
euro area beyond 2022. When looking at the long term 
drivers of price dynamics we gauge that the disinflationary 
effects from digitalization and automation will temper the 
inflation augmenting tendencies from higher protectionism 
and a likely emerging new social contract. We see the bal-
ance of inflation risks on the upside in the long term.  

Markets remain more concerned about low inflation, cur-
rently pricing an average inflation rate of less than 0.9% 
yoy in the euro area and 1.7% yoy in the US over the com-
ing ten years. This looks low indeed. Low realized and ex-
pected inflation gives central banks both the need and the 
justification for a prolonged monetary stimulus. As a con-
sequence shoring up the economy and avoid deflation 
may require depressed rates for longer and a more sus-
tained upswing in activity to convince investors that central 
banks can still deliver on their inflation targets in the post-
Covid world.  
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