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Inflation Strategy  
99 Problems but Inflation Ain’t One…Yet   
More (helicopter) money, more problems? Perhaps. Considering all the negative 
commentary surrounding the economics caused by COVID-19, equity and credit are 
doing fantastically. The ASX 200 and AusBond Credit Index are, at time of writing (6 
May), up ~18% and ~10% respectively from lows. The response from markets has been 
to lap up support packages and money printing.  

For all its flaws, with business spending halted, if there ever was a time for helicopter 
money, it would be now. Whilst political pressure to avoid this can be immense, the 
biggest theorical issue is inflation. Generally, Australia and the broader developed world 
have avoided serious issues of rising prices for ~30 years. Short memories are getting 
shorter here and the experience of the last decade will not help, where expanding asset 
purchases from central banks did a whole lot of nothing in spurring inflation.  

Figure 1. No Breach in Sight for Eight Years – Australian CPI YoY 

 

Source: BondAdviser, ABS, RBA 
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Figure 2. No Inflation in Sight  

 

Source: BondAdviser, Bloomberg 

Markets are not thinking much of an inflation vendetta, neither in Australia nor the US. 
Figure 2 illustrates this, with the Australia 20yr breakeven (the implicit average inflation 
rate over the next 20 years) and the US 5yr/5yr breakeven (implicit five year forecast for 
inflation in five years’ time – this helps to cut away some front-end noise) both continuing 
their downward trend.  

It is fair to suggest that this is no surprise, given the plunge in oil prices. Figure 3 is 
unremarkable in displaying the close relationship between oil prices and inflation swaps. 
In the short-term, oil has a large effect on breakevens, given it can be a big component 
of inflation baskets.  

Figure 3. No Oil Pressure in Sight  

 

Source: BondAdviser, Bloomberg 

Nevertheless, our current worry here is not demand-pull inflation (this could become 
a distinct issue should governments not taper stimulus), but rather cost-push inflation. 
Fractured supply chains are making it costly to supply services, meaning these expenses 
get passed into prices. Broken supply chains mean less supply and higher prices. This 
is all gets doused in anti-globalisation gasoline. Countries that have been reliant on 
sourcing goods from far off nations, now must find local, more expensive alternatives.    

Post GFC, whilst asset purchases continued to marginally increase (excluding the 2019 
tightening in the US), most governments turned to austerity, somewhat via political 
pressures. Will governments do the same this time around? It would seem unlikely in a 
newly progressive, modern monetary theory environment. 
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So, if fiscal stimulus sticks around, which seems feasible, consumers will have had their 
spending habits constrained, putting them on a pile of cash, and a government-funded 
reason to spend it. Add quantitative easing into the tinder-pit and you have a case for an 
inflation bonfire that is far larger than the market is predicting.     

Few like betting against bond-markets. It has been a losing trade for 25+ years. Figure 
4 provides some consolation; over the long term, there appears to be far less of a direct 
relationship between bond yields and subsequent inflation, than textbooks would 
suggest. So how can this be rationalised if we think inflation may spike?           

Figure 4. No Relationship in Sight  

 

Source: BondAdviser, ABS 

Well, inflation can also be thought as a handbrake on fiscal stimulus. The higher 
the expected rate of inflation, the more yield demanded on a sovereign bond. So if we 
go a step further and say; should governments not be in a position to stop spending, 
(think how unpopular austerity measures would be), financial markets, or rather bond 
vigilantes, may emerge from hibernation, forcing yields upwards. So, we rationalise that 
more money, might indeed, mean more problems.  

Domestically, bond market duration has only increased in the past 10 years, as illustrated 
in Figure 5, any inflation surprise would not be an ideal outcome for fixed-rate 
bondholders. Considering this, inflation protection is cheap, and it would prudent to 
manage this risk through linkers or floating-rate notes.  

Figure 5. No Duration Protection in Sight  

 

Source: BondAdviser, ABS 
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General Disclosures 

BondAdviser has acted on information provided to it and our research is subject to 
change based on legal offering documents. This research is for informational purposes 
only.  

This information discusses general market activity, industry or sector trends, or other 
broad-based economic, market or political conditions and should not be construed as 
research or investment advice. 

The content of this report is not intended to provide financial product advice and must 
not be relied upon as such. The Content and the Reports are not and shall not be 
construed as financial product advice. The statements and/or recommendations on this 
web application, the Content and/or the Reports are our opinions only. We do not 
express any opinion on the future or expected value of any Security and do not explicitly 
or implicitly recommend or suggest an investment strategy of any kind. 

The content and reports provided have been prepared based on available data to which 
we have access. Neither the accuracy of that data nor the methodology used to produce 
the report can be guaranteed or warranted. Some of the research used to create the 
content is based on past performance. Past performance is not an indicator of future 
performance. We have taken all reasonable steps to ensure that any opinion or 
recommendation is based on reasonable grounds. The data generated by the research 
is based on methodology that has limitations; and some of the information in the reports 
is based on information from third parties. 

We do not guarantee the currency of the report. If you would like to assess the currency, 
you should compare the reports with more recent characteristics and performance of the 
assets mentioned within it. You acknowledge that investment can give rise to substantial 
risk and a product mentioned in the reports may not be suitable to you.  

You should obtain independent advice specific to your circumstances, make your own 
enquiries and satisfy yourself before you make any investment decisions or use the 
report for any purpose. This report provides general information only. There has been 
no regard whatsoever to your own personal or business needs, your individual 
circumstances, your own financial position or investment objectives in preparing the 
information. 

We do not accept responsibility for any loss or damage, however caused (including 
through negligence), which you may directly or indirectly suffer in connection with your 
use of this report, nor do we accept any responsibility for any such loss arising out of 
your use of, or reliance on, information contained on or accessed through this report. 
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