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Figure 3 - Euro area unemployment rate

since 1990

Figure 4 - US unemployment rate since 1980

Figure 5 - ECB Assets each calendar year as of 
31 December

“You need a much broader approach to 

explaining inflation in a time of structural 

changes. If you have a misdiagnosis, of 

course, you have a misguided policy.”

Figure 1 - EU HICP inflation source Eurostat

Figure 2 - EU HICP inflation main 
components  source Eurostat

“Inflation was a sleeping dragon; this dragon 

has now awoken”
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In an interview with the Financial Times on 12 
April 2022, Otmar Issing, one of the founding 
fathers of the euro and former chief economist 
of the ECB, said:

In an interview with the Financial Times on 12 
April 2022, Otmar Issing, one of the founding 
fathers of the euro and former chief economist 
of the ECB, said:

For 30 years, globalisation reigned supreme, 
and the potential for production that could 
be outsourced to China and other 
developing countries seemed limitless. As 
long as manufacturing and transportation 
costs were low, all was good.




However, when production moves offshore, 
so does the consequent dependency on 
another country or economic bloc. Even 
before the pandemic, the rise of China as an 
economic powerhouse and global 
production hub led to tension with the US 
and an undeclared trade war.




With the outbreak of COVID-19 in China and 
its “export” to the rest of the world, it 
became clear that countries and economic 
blocs have different approaches to dealing 
with such pandemics. This had an enormous 
impact on global supply chains.




The EU and the US learned the hard way that 
outsourcing everything can have a significant 
cost when supply security is no longer certain. 
Two examples from different ends of the 
production chain illustrate this well.




At the outbreak of the pandemic, it suddenly 
became clear that such a simple thing as 
surgical face masks were no longer 
produced in Europe, forcing countries there 
to scramble to get their hands on the limited 
supplies available. The just-in-time approach 
suddenly had its limitations.




A similar impact was also felt with the supply 
of products like technology components, 
where cars at European facilities, for example, 
were unable to be finished because 
microchips could not be delivered due to the 
closure of factories in China.




The US and the EU had to realise that China 
did what was best for China; they had been 
too complacent with regard to China’s 
perceived position in the global supply chain 
and its just-in-time production ethos. 




After 30 years of globalisation and keeping 
prices down by outsourcing production, the 
security of supply of strategically important 
products again became a priority for which 
Western policymakers were inadequately 
prepared.


While the EU was still recovering from the 
aftermath of COVID-19, another challenge for 
security and economic recovery was enforced 
on its politicians.




More complacency was in evidence when the 
war in Ukraine suddenly put the dependency 
on Russian oil and gas at the top of the 
European agenda, after three decades of 
buying cheap Russian gas without any 
consideration for the security of supply.




Once again, the lure of cheap gas had 
outweighed any security considerations. With 
Germany leading the way, much of the 
industrial production in the EU has been 
powered by Russian gas for the last 30 years.




Nevertheless, Putin’s assumption that 
dependency on the import of gas from Russia 
would mute the response from the EU and 
the US to the war in Ukraine was a 
miscalculation, and the effect was 
immediately seen in oil and gas prices.
 


For the EU, oil can relatively easily be delivered 
from other producers. Gas, however, is much 
more difficult to transport, as this mainly 
involves pipelines, for which there is no 
obvious economically viable alternative. All this 
has naturally driven gas prices in particular to 
levels not seen in many years.




While this will probably increase the urgency 
to convert to greener forms of energy, such a 
change can only be implemented over a 
number of years.




Furthermore, the fall of grain production in 
Ukraine will significantly impact world market 
prices for food. While the EU has sufficient 
food production, many countries in North 
Africa and the Middle East are very dependent 
on grain imports from Ukraine and Russia.




Without a normal harvest in Ukraine, world 
market prices for sunflower oil, wheat, corn 
and other grains will continue to increase at 
least until Ukraine resumes  grain production 
as before.


The EU is thus facing severe geopolitical 
challenges over the coming years that will 
have a major impact on price developments.




Firstly, COVID-19 and the war in Ukraine have 
made it clear that the EU and the US cannot 
rely on outsourcing all production to China 
and related countries. This will lead to the 
insourcing of a number of important 
industries back to Europe and North America. 
Globally produced cheap goods will no longer 
be able to drive down prices and mitigate the 
inflationary impact of non-energy goods to 
the same extent as hitherto.




Secondly, reducing dependency on oil and 
gas as a consequence of potential supply 
constraints will also limit the counter-
inflationary impact on this part of the price 
index while the transformation from oil and 
gas to alternative energy forms takes place. 
(This is, of course, exacerbated by the fact 
that much of the equipment needed for 
such an energy transformation is produced 
largely in China.)




Thirdly, the war in Ukraine has abruptly 
changed the geopolitical landscape, with 
European policies in existence for nearly 80 
years turned upside-down in a matter of days.




The long-term peace dividend that the EU 
and NATO countries in Europe have used to 
increase welfare spending disappeared over 
a weekend, and countries like Germany and 
Denmark suddenly increased military 
spending to at least 2% of the GDP, a 
change which will be implemented in the 
coming years and one that could alter the 
demand side of these economies 
significantly over time. 




All-in-all, a number of geopolitical factors will 
most likely put a floor under inflation over the 
coming years.




Otmar Issing, in the same Financial Times 
interview as mentioned above, sums up the 
current situation nicely:


Most people in the EU and the US will already 
have seen a significant inflationary impact  
when making daily purchases in the 
supermarkets, not to mention the higher 
heating and transport costs they are 
encountering.




For many years, wage demands have been 
rather modest, with pay rises at levels around 
or slightly above inflation. Over the last 12 
months, this has changed markedly and will 
increase the demand for higher 
compensation just to keep pace with inflation 
going forward.




For the first time in many years, the workforce 
has a good opportunity to achieve its 
demands both in the EU and the US, as seen 
from the charts below.


Some central bankers hope that inflation will 
fall later this year because economies might 
enter into recession and because of the so-
called “base” effect.




Prices are measured as an index; in order to 
calculate annual inflation, the index for one 
month is divided by the index for the same 
month from the previous year. When prices 
increase, the price index jumps. The base 
effect is simply that you know that you are 
going to divide your current price index by a 
much higher number in a few months’ time.




In order to have inflation, prices will have to 
continue to rise. Gas prices in the EU have 
more than doubled over the last six months, 
but they will have to continue to increase in 
order to keep the inflation rate up, otherwise 
the base effect will take hold. Thus, gas prices 
will not need to fall in order for inflation to fall.


Currently, the indications are that the base 
effect will erode 2-3%-points of the current 
inflation level of more than 7% during the last 
six months of 2022.




Given all of the above, our current 
assessment is that there will be a floor under 
inflation for a number of years going forward 
of around 3-4% annually.




This creates a serious challenge not only for 
central banks, but also for investors who will 
have to adapt to an investment environment 
last seen 40 years ago.


Since the financial crisis, one of the 
buzzwords for central banks has been 
Quantitative Easing or QE. 



The new mantra will be Quantitative 
Tightening or QT, the effect of the Federal 
Reserve and the ECB shrinking their 
balance sheets in order to reverse the 
quantitative easing they have conducted 
over the last 10 years.




The first step for central banks in moving 
away from a very expansive monetary policy 
is to stop buying securities in the market. 
The second step is to not reinvest maturing 
securities or directly start selling such 
securities, i.e. quantitative tightening.




In order to better understand the impact on 
the financial markets of a coming 
quantitative tightening, we should consider 
the balance sheet of the ECB over the last 20 
years, the main components of which are 
shown in Figure 5, below.




The most interesting component of the 
ECB’s balance sheet is the light green area 
defined as “Securities of euro area residents 
denominated in euro”, which is what many 
would call government, mortgage and 
asset-backed bonds issued in the EU in euro. 
More than 95% of this amount is related to 
the sub-category “Securities held for 
monetary policy purposes”.


If the ECB aims to reduce its balance sheet to 
a “long-term trend level” (as illustrated by the 
dashed red line in Figure 5, above), this would 
imply a reduction in lending and holding of 
securities of more than EUR 4,000 billion.




That is a huge amount of securities that will 
gradually be sold in the financial markets or 
where the principal will not be reinvested at 
maturity.




Next month, in Part 2, we will examine the 
potential impact of QT.



At the end of 2021, the ECB had “Securities 
held for monetary policy purposes” in excess 
of EUR 4,700 billion. Before the financial 
crises of 2008 and 2009, the ECB held no 
securities for monetary policy purposes.



Likewise, “Lending to euro area credit 
institutions related to monetary policy……..” 
has increased by more than EUR 1,500 billion 
since 31 December 2019, which is entirely 
related to longer-term refinancing 
operations, i.e. amounts that banks borrow 
from the central bank by providing security 
in the form of e.g. government bonds.




In total, the ECB has provided quantitative 
easing of more than EUR 6,000 billion over 
the last 10 years. 




In order to bring down inflation, some sort of 
quantitative tightening will soon have to be 
implemented in the eurozone. As the ECB 
will no longer buy any securities in the 
market, the initial impact would hit bond 
prices badly and result in higher yields. In 
other words, there would no longer be any 
market support from the ECB.




A second effect would arise from the ECB 
starting to sell parts of its holdings of 
securities or limiting the type of securities it 
accepts as collateral for borrowing from 
credit institutions.


The eurozone, the EU in general and the US 
have not seen unemployment rates below  
current levels in 30 years. Not even the 
pandemic managed to cause more than a 
short-term blip on the charts.




Employees will have a strong case for 
demanding higher compensation, either 
directly in negotiations with employers or 
simply by taking another job elsewhere with 
better pay.




It is highly likely that we will shortly see 
significant salary increases that will directly 
impact services inflation, where labour cost is 
a large component.




Some economists will argue that part of the 
problem is that many people left the 
workforce during the COVID-19 recession. This 
is, of course, correct. However, such people are 
no longer available in the labour market and 
this will only change when their incentive to 
work changes; their willingness to re-enter the 
labour market will depend on the possibility of 
gaining greater compensation.


The latest inflation figures for both the EU and 
the US unsurprisingly confirm this observation.

Eurostat reported that HICP (Harmonised 
Indices of Consumer Prices) for the entire EU 
for March 2022 was 7.8%, with inflation in 
Germany above 7% and more than 11% in the 
Netherlands. The US has reported inflation of 
8.5% for March 2022.




Regarding the main inflation components, 
there is currently no good news on the 
horizon. Since October 2021, all the main 
components of the HICP have continued to 
rise at levels not seen in decades.


None of the main components has an 
inflation rate of less than 3%. Even prices for 
non-energy industrial goods are rising by 
more than 3%, something that has not 
happened in the last 20 years.

Inflation, geopolitics &

QT (Quantitative

Tightening)

Part 1

In our previous two newsletters, we focused 
on the battle of titanic economic forces and 
the dilemma facing the central banks. The 
Volcker era of ever-lower inflation has most 
likely been brought to an end by COVID-19 
and the war in Ukraine, after 30 years of 
globalization and the Cold War peace 
dividend. And so we are now entering a new 
period that will have a significant impact on 
investment behaviour.
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