MAGELLAN

EXPERTS IN GLOBAL INVESTING

Tom Moore of Bedfordshire sought to raise
1,000 pounds to help the UK's National
Health Service cope during the coronavirus
pandemic. He decided to walk 100 times back
and forth across his backyard of 25-metres
length by his birthday on April 30. How hard
is that? If you are a 99-year-old holding the
rank of captain from the Burma and India
campaigns of World War Il and need to use a
walker with wheels after breaking your hip a
year earlier, it's an effort.

The UK public treasured the feat and Moore, who achieved his
goal two weeks ahead of schedule in front of an army guard of
honour, became a household name after his family promoted his
efforts on social media. Just before his 100th birthday, Moore’s
recording of the Gerry and the Pacemakers song You'll Never
Walk Alone made him the oldest person to top the UK music
charts and boosted the amount raised for the health system to
55 million pounds.[1]

Bravo to Sir Tom — for he was knighted by Queen Elizabeth II
after 500,000 people signed a petition. But younger generations
might think that their older peers will need to do much more to
compensate them for the way society has been economically
ravaged to protect the elderly from the SARS-CoV-2 virus.
Policymakers were aware when they froze everyday life,
interrupted schooling and crushed their economies that the
covid-19 illness mostly kills those over 70 years of age, while
largely sparing the young.[2] While governments handed out
mammoth financial support to workers of all ages as they
flattened their economies, an idea is taking hold among the
young, even those still at school, that they are long-term losers
financially. They see that they, and possibly unborn generations,
will need to repay this largesse that the IMF forecasts will propel
public debt beyond post-World War II highs.[3]

The financial blow to younger generations extends to the
employment market ruined by covid-19. Younger workers have
been hit relatively harder than older ones in three ways. The
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A coming political fight due to the

pandemic? Intergenerational equity
The young will want to be compensated for
protecting the elderly from covid-19. But their quest
will come with risks.

first is that people who graduate during recessions are usually
handicapped for years as they struggle to find appropriate
work. A UK study from 2017 found that finishing education over
the past three UK recessions (when the jobless rate rose on
average four percentage points) had such “scarring effects” on
employment prospects and pay for at least five years.[4] A US
study from 2012 found the financial blow for university graduates
can last a decade if their job search starts during a downturn.
[5] That means many Millennials (born 1981 to 1996) were still
to recover from the global financial crisis when the coronavirus
struck.

Another setback was the young were overrepresented in the
industries such as tourism, hospitality and leisure that were the
hardest hit by restrictions to slow infection rates. A UK review

in April found “workers under the age of 25 are two and half
times as likely as those over age 25 to work in sectors that have
been closed down".[6] Unemployment is likely to stay elevated
for years and many of the jobs lost won't reappear. A US study
from May forecasts that 42% of recent US layoffs will result in
“permanent job loss".[7]

Another knock for the young was that companies tended to
retrench them because they are generally the cheapest to let go,
possess less corporate memory and are the least skilled. A US
survey found that by mid-April 52% of people under the age of
45 had lost jobs, been put on leave, or had hours reduced due to
the pandemic compared with 26% of people aged over 45.[8]

The employment blows for the young and the debt burden they
face are stirring a political fight over intergenerational equity,

a concept that says each generation should be fair to future
generations. In financial terms, that means each generation
should leave a functioning economy and no unreasonable debt
burden for descendants.[9]

Any intergenerational fight triggered by the coronavirus will be
fought in four areas. The pivotal showdown will be over how to
reduce government debt. The young will push policymakers to
prioritise growth and let inflation erode the real value of debt
because inflation favours borrowers (the young with personal
debts) over lenders (the elderly with savings), even if this option
risks higher interest rates that boost repayments.

A coming political fight due to the pandemic? Intergenerational equity - July 2020




_~
=

N

The second clash will centre on fiscal stimulus as the young
demand a return to the pre-covid-19 jobs markets. The job-
creating fiscal solutions the young are likely to advocate will risk
inflation. Some proposals might even risk a crisis over public
finances because they include radical ‘magic money’ ideas that
governments can run endless deficits until full employment is
reached. But such remedies would likely mean higher interest
rates for a world shaped only for low rates.

The third fight will be over the composition of fiscal policy. On
the revenue side, the young fight against higher income and
inheritance taxes while sanctioning wealth (property) and capital-
gains taxes that more target the elderly. The spending side will
feature a battle over education, job creation, aged care and
healthcare to name four flashpoints, where the young will fight
for spending on skills and jobs. The risk here is that politics will
drive changes that impede economies.

The fourth clash will be over the priority given to combating
climate change. While older generations won't necessarily oppose
demands of the young to phase out fossil fuels, such steps are
fraught politically and could provide cover for over-aggressive
‘New Green Deal’ fiscal stimulus. How these four fights are
resolved could well influence the course of economies in coming
decades. The danger is they could usher in policies that derail
economies.

The biggest question in any fight over intergenerational equity

is assessing whether or not the young have been excessively
burdened to protect the old. Authorities acted to safeguard all

of society from a virus that could well mutate in a way that
threatens younger generations. Much of the economic damage
was due to the way people, including younger ones, ‘self isolated’
to protect themselves. Men are dying at greater rates than
women though female workers are overrepresented in shut-
down industries. Minorities in the US are being struck harder
than whites. The wealthy are better protected than the poor. And
so on. But in broad terms — and certainly in the political optics
so far — it's true enough that financially the young are being
burdened to protect the old, even if many elderly are suffering
moneywise too. The interruption to education in at least 107
countries could perhaps be added to the young’s financial costs
though the stoppage might need to last longer to do so.[10]
Perhaps we shouldn't feel too sorry for the young. Innovation
and productivity gains will most likely ensure over their lives they
enjoy a higher standard of living than today’s elderly, even if
government finances and the employment market are a mess for
a while. An intergenerational fight was coming anyway because
the Baby Boomers (born 1946 to 1964) were already leaving
behind large public debts.[11] The virus has just intensified the
intergenerational tussle.

If working-age generations seek to lighten their financial burden
and that of later generations, the battle might comprise so many
skirmishes it could be hard to judge which generation is winning.
As inflation cuts across many areas of contention, perhaps it will
be the best guide to the victor. But the winner might only be
ahead in a relative sense.

TACKLING DEBT

Peter Costello on becoming Australian treasurer in 1996 was

told the outgoing Australian Labor Party government had left an
underlying budget deficit of A$7.6 billion rather than an assumed
shortfall of only A$0.6 billion.[12] Costello used the budget *black
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hole’ to pass the Charter of Budget Honesty Act 1998.[13] This
law is best known for updating the state of Canberra’s finances
at the start of election campaigns. Another innovation was
intergenerational reports.

These documents to be produced every five years after the first
one in 2002 (and so far in 2007, 2010 and 2015)[14] evaluate
whether Canberra’s finances over the next 40 years will ensure
intergenerational ‘equity’ and ‘sustainability’. A government-
sponsored paper of 2003 attempted to define these contested
concepts.[15] It concluded “the two rationales are based on

the goal of the sustained quality of life and a ‘benefiter-pays’
principle of fairness”. The coronavirus leaves enough debt to
threaten the first and poses a quandary as to how to achieve the
second.

Economists might suggest the best way to lower public debt
burdens is to ensure that economies grow briskly; more
specifically, that nominal output (GDP plus inflation) grows at

a higher rate than the average interest rate on public debt.

[16] This was largely how advanced countries eroded the debt
amassed to fight World War II. US federal debt, for instance, fell
from 119% of GDP in 1946 to under 35% of output by 1970[17]
even though the dollar amount jumped 46% to US$381 billion
over the 25 years — the US economy had simply hummed; it
expanded an average annual rate of 4% over the 1950s and
1960s.[18]

But hidden within these statistics were two conditions that
favoured the young over the elderly. The first was that inflation
was tolerated. In the US, annual inflation averaged nearly 3.5%
over those 25 years. In Australia, annual inflation averaged
4.2% over the 1950s and 1960s (when annual growth averaged
4.7%).[19] The other condition was that policymakers used the
law to suppress interest rates — a practice known as *financial
repression’ and one that disadvantages elderly savers.[20]

Even if today’s young fought to reinstall those two conditions
they would still need the economy to thrive and that will depend
on future policies and innovation driving productivity gains. The
longer the outlook that people take, the more technological-
driven productivity advances might alleviate government debt
burdens. But if those of working age are impatient they are more
likely to favour policies that allow inflation to erode public debt,
even if that option comes with other costs.

SORTING OUT STIMULUS

One Sunday evening in August 1971, US President Richard Nixon
commandeered prime-time TV to announce three fixes for a US
economy damaged by overspending on the Vietnam War. His
remedies were controls on wages and prices, an import tax and
the suspension of the Bretton Woods Agreement that, via the
gold-backed US dollar, had governed world trade since World War
I1. And by adjourning the convertibility of the US dollar into gold,
Nixon ushered in the modern era of ‘fiat’ money — when money is
of no intrinsic value. In reaction, Federal Reserve chairman John
Burns confided in his diary: “Are we going to build a new world in
sheer bluff and bombast?”[21]

“Yes” would be the answer when assessing magic-money
solutions such as Modern Monetary Theory that is pushed by
many (on the left[22]) who say that because governments can't
default in their currency they can perpetually create fiat money
to ensure full employment.[23]
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The problem with theories that essentially say government
deficits and debt don’t matter is they are refashioned money
printing — when governments hand money to the public without
borrowing it first. Money printing is generally inflationary — even
hyper-inflationary — because more money is chasing the same
amount of goods and services. Expect rising support for such
theories because, as studies show, the young will realise that
inflation works in their favour.[24] Expect much resistance,
however, to a concept that Fed Chair Jerome Powell labels “just
wrong”.[25]

More sober pro-inflation solutions would be for central banks to
target nominal GDP rather than just inflation because the twin
goals of tame inflation and full employment are usually mutually
exclusive. The centrist young are likely to back long-standing
calls for central banks to target between 4% and 5% a year for
nominal GDP, which could mean inflation of up to 5% during
recessions. Authorities might still baulk at a change that might
mean higher interest rates among other outcomes.

And then there is the fight within fiscal policy that could alter
incentives across the economy. In Australia, the tax and benefits
and retirement systems give the elderly several advantages over
younger people that could come under scrutiny. The seniors and
pensioners tax offset, for instance, can mean that many retirees
pay less tax than younger people with the same income.[26]

In the US, the intergenerational fight could focus on extending
free medical care to all rather than just for those aged 65 years
and older. The stoush could look at tax deductions for mortgage
payments, a policy that favours the elderly who own their
homes. Expect to hear more calls to forgive student debt and
give everyone a ‘basic income’, steps that favour the young but
come with disadvantages. Maybe all ages will want to increase
corporate tax rates.
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As support among the young for Green New Deals shows,
climate change will remain a political focus. The young will justify
spending to combat global warming because in intergenerational
terms it protects the young and the unborn and it doubles as
fiscal stimulus.[27]

While the policy divides over the fight about intergenerational
equity are clear, the outcomes will depend on how much fight the
young have in them. Can they match the resolve of Sir Tom?

By Michael Collins, Investment Specialist

Global public debt is expected to exceed the post-World
War II peak
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