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The Great Instability is the label for the framework that we use at BNP
Paribas Asset Management to describe the fragility of modern society. From
the outset we thought that the coronavirus pandemic fitted naturally within
this framework, rather than being an anomaly or break from the norm.
Our original paper on The Great Instability introduced the theme through
FIVE LESSONS. Coincidentally that paper was written in late March, as the
first wave of the virus was engulfing Europe and America, but risk assets
were already beginning to recover from the lows. Now we review what
the last six months have taught us about The Great Instability, following
the five key lessons.
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Lesson 1: The left tail
A core belief of The Great Instability thesis is that the
distribution of possible outcomes for society is skewed,
with an alarming set of high impact but not sufficiently low
probability risks lurking in the left tail of that distribution.
Recent experience suggests that when those risks do
crystallise they can all too easily topple the economy into
a recession, and potentially a depression.
What distinguishes the pandemic from the other risks that
have crystallised over the past couple of decades – 9/11,
the global financial crisis, the European sovereign debt
crisis, Brexit, the US-Sino trade war – is the sheer scale of
the economic collapse. The numbers are quite simply off
the charts. 2020 may have to be omitted from the graphs
that future generations of economists will produce because
everything else will pale into insignificance next to the
volatility in activity that we have witnessed over the course
of this year.

2020 MAY HAVE TO BE OMITTED FROM
THE GRAPHS THAT FUTURE GENERATIONS
OF ECONOMISTS WILL PRODUCE BECAUSE
EVERYTHING ELSE WILL PALE INTO
INSIGNIFICANCE NEXT TO THE VOLATILITY IN
ACTIVITY THAT WE HAVE WITNESSED

In passing, one interesting feature of this episode has been
the innovation in the collection and construction of new data
series in order to track activity across sectors and through
time. Conventional data on GDP at a quarterly frequency
or activity in specific sectors at a monthly frequency are
released too late to be of much use and in any case they
fail to tell the true story of an economy where activity was
moving from week to week and the collapse and recovery
were so asymmetric across different sectors of the economy.
Of course, that story of COVID-19 is far from complete.
The dramatic first act involved a sudden stop in activity
the likes of which has not been seen in living memory
thanks to the coordinated imposition of social distancing
measures by many governments and the coordinated
retreat of innumerable individuals from public spaces in
response to the first wave of the virus. In the hardest
hit sectors of the economy there was a near complete
cessation of economic activity.
The second act involved the escape from lock-down.
Restrictions were lifted, people relaxed, social mobility
returned and economic activity recovered. As the
economy came out of hibernation even a partial return to
normality led to a dramatic percentage change in activity.
Extraordinarily negative growth rates in the second quarter
will be followed by hugely positive prints for the third
quarter. But it is important not to lose sight of the level.
Between February and April UK GDP fell by a quarter and
despite the rapid recovery thereafter, the level of GDP
in August was still 9% down on February. For context,
UK GDP fell by less than 4% in the six month period
between September 2008 and March 2009, during the
acute phase of the financial crisis.
The third act of the pandemic is still underway. The virus
has returned prompting governments to start tightening up
public health measures again. To begin with new measures
have been introduced in regions and municipalities or
targeting specific sectors but the cumulative impact of those
measures could nonetheless have significant aggregate
implications. Rather than one giant leap into another lockdown there may ultimately be many small steps. Activity
will fall again only to recover in the exit phase.
Looking ahead, this rollercoaster ride could continue as
further waves of the virus rock the economy. As with a
rollercoaster, the peaks and troughs are likely to diminish
over time as the lockdowns become more targeted. But it
will probably take a vaccine and sustained policy stimulus to
lift the economy back to the pre-pandemic level of activity.
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Lesson 2: The fragile ecosystem
One could be forgiven for thinking that the pandemic has
confounded rather than confirmed the second lesson: that
we live and work in a fragile ecosystem. After all, if the
economy can withstand an economic lock-down without
coming apart at the seams then one might argue that the
system must be more resilient than we originally thought.
However, that would be to completely ignore the reason
why the economy was able to bend under such enormous
pressure without breaking: dramatic intervention by the state.
Without the package of measures that governments
introduced in the spring – socialising losses and
guaranteeing loans – then the latent fragility of the
ecosystem would surely have been exposed. Companies
would have been trapped in a vice, confronted by a collapse
in revenues but ongoing costs and a withdrawal of credit.
The result could have been a cascade of defaults.
The pandemic has nonetheless graphically illustrated
the complex, interconnected and increasingly globalised
nature of the modern economy. It was immediately obvious
that countries would require huge quantities of personal
protective equipment (PPE) to manage their way through
the pandemic. However, global production of PPE was
heavily concentrated in one country – China – and there
were inevitably limits on how much could be produced
domestically, how much was available for export and how
much could be distributed around the world in the midst
of a pandemic.
Many governments concluded that the ability to produce
PPE domestically was therefore a matter of national security
and urgently set about encouraging and coordinating the
growth of a domestic manufacturing capacity. For example,
in the United Kingdom the Government estimates that by
the end of the year 70% of the expected demand for PPE
will be met by domestic producers; at the start of the year
that figure was 1%.
There was the possibility that PPE could have been the tip
of the iceberg: that the pandemic might prove a wake-up
call for the global business community about the risks of
relying on long supply chains that stretch across multiple
borders triggering a coordinated bout of re-shoring.
It is certainly true that politicians and civil servants
continue to fret about the reliance on production overseas.
The European Commission has been tasked with assessing
whether and how to build resilient supply chains for those
industries that are considered to be of strategic interest,
such as pharmaceuticals and electric batteries.

THE PANDEMIC HAS GRAPHICALLY
ILLUSTRATED THE COMPLEX,
INTERCONNECTED AND INCREASINGLY
GLOBALISED NATURE
OF THE MODERN ECONOMY

However, it is less clear that the pandemic will prove a
catalyst for widespread re-shoring for two simple reasons.
First, as we noted above, supply chains did not collapse.
Politicians effectively hit snooze on the wake-up call.
Second, re-shoring will hurt the bottom line: there is a
very simple reason why globalisation was so successful,
why industries and activities were relocated around
the globe – because it made sound commercial sense.
Switching to domestic suppliers would likely raise the costs
of production even if productive capacity remains within
the domestic economy. In most cases, domestic production
was competed out of business.
Paradoxically, the pandemic may make the global economy
even more fragile. In the original Five Lessons we argued
that one of the ways that the pandemic was likely to change
society was to accelerate the process of tele-working – that
is, using technology to supply labour over larger distances,
so people can work from home, as opposed to having to
commute to the workplace. Although there may be many
benefits from a shift to tele-working there are two potential
costs to consider. First, the relationship between employer
and employee may become more distant: companies may
find it harder to retain staff (given less loyalty to the firm)
and may therefore be less willing to make investments
in the human capital of their staff. Second, tele-working
implies another wave of outsourcing of tasks from the
workplace thereby making companies incredibly reliant
on their IT infrastructure.
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Lesson 3: The role of the state
In the original Five Lessons paper, we argued that the
state is the only actor that has the capacity to mobilise
resources to build resilience against the left tail risks before
they strike and to manage the crisis in the aftermath, but
that requires technical competence, a functioning political
system and the trust of the electorate.
If the state has been in secular decline in the liberal,
free-market democracies of the West then the crisis has
certainly provided a timely reminder of the capacity of the
state to take extreme measures, mobilise resources and
fundamentally re-shape the way we lead our lives.
The most obvious manifestation of the return of the activist
state was the lock-down itself – the decision to shut down
the economy to save lives – and more broadly the many
public health restrictions that have been introduced. But,
there have also been dramatic fiscal interventions, with
the state seeking to socialise the losses that the lock-down
would have otherwise created through the disruption of
income flows and provide loans guarantees to ensure that
credit continued to flow.
Arguably the greatest example of statecraft has been at
the supranational level. Europe’s politicians were able to
come together and reach agreement on the design of a
recovery fund and the scope of the multi-year budget for
the EU. This achievement has been hailed as nothing
less than Europe’s Hamiltonian moment. In other words,
it is claimed that this moment signifies a key moment in
Europe’s transition into a genuine federation of states. The

Hamiltonian moment mantra may turn out to be hyperbole,
but the creation of a fiscal capacity at the centre, which
can fund transfers to the member states financed by the
issuance of common debt, is a major step. Moreover, it
is important not to lose sight of the broader strategic
goals of the EU plan – not only to catalyse the economic
recovery from COVID-19 but also to shape the direction of
that recovery, to facilitate the transition to a sustainable
economy that is adapted to a digital age.
However, the pandemic has also illustrated some of the
issues that concerned us about the capacity of the modern
state to act. We should be under no illusion about the
complexity of tackling the COVID-19 crisis. But, it seems
clear that some governments have managed to tackle
the crisis more efficiently than others. Some states and
some leaders have been more willing or more able than
others to: adopt best practice and follow scientific advice;
communicate with and convince the general public into
compliance with public health measures; develop new
capabilities to manage the crisis, such as building up a
test and trace capacity; and above all to contain the virus
as far as possible and save lives.
We also argued that if individuals have trust in the advice
and information that they receive from the state and there
is a culture of deference then it is much easier for the
authorities to control behaviour and hence when it comes
to dealing with crises, a patrician state is better prepared
than a populist administration. We are likely on the cusp
of a moment which will put this hypothesis to the test.
It is to be hoped that one or more of the research projects
underway will soon declare success in the production
of a safe and effective vaccine so that manufacture and
distribution can begin. However, it seems unlikely that
everyone will be willing to take the vaccine even if it
could be produced on such a scale. Indeed, we may see
significant variation in take-up across countries and that
could have profound implications for the speed with which
those countries can return to normality, or perhaps put
another way, the number of people who lose their life on
the return to normality.

IT SEEMS CLEAR THAT SOME GOVERNMENTS
HAVE MANAGED TO TACKLE THE CRISIS
MORE EFFICIENTLY THAN OTHERS
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Lesson 4: The only game in town
In the decade leading up to the crisis central banks had
become so pivotal to the market narrative that they
became known as the “only game in town”. Extraordinary
and unconventional monetary stimulus was consistently
pumped into the economy. The results were mixed:
unemployment fell to very low levels almost everywhere,
but the inflation rate of consumer prices remained low.
Asset prices were a different story and investors became
ever more fixated on central banks.
We argued in our original piece that the era of the only
game in town was coming to an end. Central banks had
already exhausted most of their monetary ammunition
before the pandemic struck. There was relatively little
that could be done with monetary policy to resuscitate
the economy. Finance ministers and fiscal policymakers
would have to take up the strain. This prediction has been
borne out by events.
Those central banks with space to cut official interest
rates did so, most notably the Federal Reserve. But many
concluded that there was little to be gained from cutting
rates further into negative territory. It is noteworthy that
neither the Bank of Japan nor the European Central Bank
has adjusted the main policy rate at all in the face of a
once in a lifetime shock.
Bond purchases have resumed but with long-term riskfree interest rates already so low there is precious little
stimulus to be found from cutting them further. Instead,
bond purchases have proved more effective at restoring
calm to dysfunctional markets or compressing risk premia.
The contrast is clear between the state of the European
sovereign bond market in March, when the President of
the ECB declared “we are not here to close spreads”, and
the situation in early October, by which time year-to-date
asset purchases were around €850 billion.
In the six months since we published our paper the Federal
Reserve has completed its strategic review and revised
its monetary policy framework. The Federal Open Market
Committee (FOMC) will implement average inflation
targeting, which requires that “following periods when
inflation has been running persistently below 2 percent,
appropriate monetary policy will likely aim to achieve
inflation moderately above 2 percent for some time.”
Moreover, the FOMC clarified that where the employment
dimension of the dual mandate is concerned, the Committee
will only be motivated by shortfalls of employment. Too
much employment will no longer be a justification to
tighten policy.

These changes in the Fed’s framework are important – they
make it less likely that the Fed will prematurely tighten
policy. Indeed, interest rates will remain on the floor and
asset purchases will continue for even longer than they
would otherwise have done. For example, the FOMC’s own
projections suggest that rates are likely to remain on the
floor until at least 2024.
The key takeaway here is that US monetary policy is on
hold for a long time because unemployment is expected
to remain too high and inflation too low for a sustained
period of time and – by implication – there is nothing
much the central bank can do to improve the situation
and fore-shorten the stay at the lower bound. The ECB’s
projections tell a similar story. Indeed, those joint forecasts
for unemployment and inflation are a neat summary
statistic of the end of the only game in town era. Central
bankers are more or less out of ammunition and have
become reliant on good luck or good fiscal policy to achieve
their price stability mandates which explains why central
bankers have become such passionate cheerleaders for
fiscal stimulus.

US MONETARY POLICY IS ON HOLD FOR
A LONG TIME BECAUSE UNEMPLOYMENT
IS EXPECTED TO REMAIN TOO HIGH AND
INFLATION TOO LOW FOR A SUSTAINED
PERIOD OF TIME
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Lesson 5: The day after tomorrow
The last of our Five Lessons was about what might happen
once the crisis is behind us. With the second wave just
about to engulf Europe it seems premature to discuss
whether our initial conjectures have turned out to be
accurate or not. We shall therefore confine ourselves to a
couple of observations on two key developments that are
already apparent: tele-working and monetary financing.
Companies around the world have been forced to conduct
a coordinated experiment in tele-working. The fixed costs
involved in configuring the home as a workplace have been
paid. Whatever initial problems might have existed with
the infrastructure have now been resolved. People have
become accustomed to working from home. Lifestyles have
started to adjust.
What was once a hypothetical question about productivity
in the home versus productivity at the office has now
been answered with six months of data. Indeed, once the
provision of education and childcare return to normality
then productivity at home is likely to rise further for many
parents.

TELEWORKING IS BECOMING
THE NEW NORMAL

Moreover, that six month trial of working from home looks
set to become a full year experience given the current
state of the virus. By default, teleworking is becoming the
new normal.
If the transition to tele-working that might otherwise
have taken a decade is compressed into one year then
many other changes in society which might otherwise
have also occurred at a leisurely pace may now be fasttracked. The transportation system, the current provision
of many services and the places where we choose to live
make sense within the context of a society where millions
of people are commuting to and from a workplace in one
small location (Manhattan, the City of London, and so on).
The future of the city is up for grabs in a world in which
we no longer need to travel there for work.
The era of the only game in town may be over and central
bankers may be cast in a supporting role with finance
ministers doing the heavy lifting in this crisis but it doesn’t
mean that central banks have ceased to matter altogether.
Central banks are using asset purchases to keep long-term
interest rates low and that helps to create much needed
fiscal space to allow those finance ministers to borrow
more and spend more. In the short run, government
spending is effectively being financed by money created
at the central bank.

By purchasing government debt at a rapid rate central
banks ensure that the bond market doesn’t get indigestion.
But as a result central bank balance sheets have been
increasing at a rapid pace as more and more debt is
warehoused there. For example, the expansion in the
Federal Reserve’s balance sheet during the first half
of 2020 was roughly similar in scale to the cumulative
increase between 2008 and 2016
For the time being, the bond market is relaxed about the
rapid expansion in central bank balance sheets. But there
may come a point where investors question whether the
era of monetary dominance – in which independent central
banks set monetary policy to achieve price stability rather
than preserve debt sustainability of the sovereign – has
also come to an end. That is, the market may question
whether politicians have become accustomed to financing
ever more spending by issuing debt that the central bank
is obliged to buy and hold. At that point, genuine fear of
inflation would return and there would be likely be a severe
correction in asset prices.

T H E G R E AT I N STA B I L I T Y F I V E L E S S O N S - T H E L E A R N I N G C O N T I N U E S - 8 -

CONCLUSION

Our thorough review of these five lessons shows us that the learning
continues, and that for the foreseeable future, instability will remain the
dominant theme and investors will, therefore, need to take a long-term view.
The behaviour of governments, institutions and individuals will continue to
impact resources, economic activity and market valuations.
At BNP Paribas Asset Management we believe that our thorough research
helps us to deliver long-term sustainable returns for our clients and that
is why we investigate before we invest.
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