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EXECUTIVE  
SUMMARY

Inflation rates have soared around the  
world, and forecasts have moved sharply higher 

3

Central banks have underestimated the inflationary  
pressures and compounded their policy mistakes 

4

There are three reasons that the outlook remains concerning: 

– Continued problems in global supply chains stemming from the pandemic

– The commodity upswing has been exacerbated by the invasion of Ukraine

– Pricing power appears to have returned to labour markets 
6

Central banks are waking up to these concerns, but are  
starting from a position of extreme dovishness 

9

There is a risk that inflation will remain persistently  
high for longer than expected 

10



� Forecast as at end Q1 2021         � Forecast as at end Q1 2022
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POST THE GLOBAL FINANCIAL CRISIS OF 2008, INFLATION SETTLED INTO A  

TIGHT RANGE; COMMODITY PRICES WERE SUBDUED; AND GLOBALISATION, THE 

TREND OF SHIFTING PRODUCTION TO LOWER COST COUNTRIES, HAD ACCELERATED. 

Core inflation was especially well contained, with disinflation in goods prices overwhelming service sector 

inflation to the extent that many central banks became more worried about deflation than inflation. This 

changed dramatically in 2021, with headline and core inflation trending upwards through the year and into 

2022 (see Figure 1). 

THE WORLD HAS EXPERIENCED  
AN INFLATION SHOCK 

Figure 1: Around the world, inflation has accelerated to multi-decade highs1

Central banks initially looked past the data, describing inflationary pressures as “transitory” but, with the 

expected peak continuously pushed higher (see Figure 2), a reassessment has become necessary. In March, 

Federal Reserve Chair Jerome Powell, in a speech titled “Restoring Price Stability2”, noted the rising risk 

that an extended period of high inflation could “push longer-term expectations uncomfortably higher”, 

concluding that the Fed “have the necessary tools, and we will use them to restore price stability”. 

1 Source: Insight and Bloomberg. Data as at 31 March 2022. 
2 Source: March 2022, https://www.federalreserve.gov/newsevents/speech/powell20220321a.htm 
3 Source: Insight and Bloomberg. Data as at 31 March 2022.

Figure 2: Forecasts for inflation in 2022 have moved dramatically higher3
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WHY CENTRAL BANKS   
GOT IT SO WRONG

LITTLE THOUGHT WAS GIVEN TO THE LINK BETWEEN MONEY SUPPLY AND INFLATION

The old adage that inflation reflects ‘too much money chasing too few goods’ has perhaps never been more 

appropriate than it is today. 

Monetarist economists4 believe that the quantity theory of money – the theory that the general price level of goods and 

services is proportional to the money supply in an economy – provides a theoretical framework to explain how trends  

in money supply growth impact inflation and nominal GDP over the medium to long-term. The key feature of monetarist 

theory is that the primary cause of inflation is excess money supply, with control of money supply and credit required  

to maintain price stability. 

In the 1970s, the quantity theory of money worked well, and was generally a good predictor of future inflation with  

a lag of approximately two years. Unfortunately, this theory broke down in the 1980s and 1990s as deregulation of 

financial markets made the velocity of money5 unstable. The theory fell out of favour and disappeared from modern 

macroeconomic models entirely. For central banks, this meant their models of future inflation made no reference at  

all to money supply growth, the pace of which has been gradually accelerating for years, and then vastly increased  

in the US during the pandemic. 

4 A guide to monetarism has been published by the IMF here: https://www.imf.org/external/pubs/ft/fandd/2014/03/basics.htm 
5 Velocity of money is the number of times a unit of currency is used to purchase goods and services in a given period of time. 
6 Source: Insight, Bloomberg, OECD. Data as at 31 March 2022. M3 is a broad measure of money supply that includes large  
  deposits, institutional money market funds and short-term repurchase agreements. 
7 A guide to Keynesian has been published by the IMF here: https://www.imf.org/external/pubs/ft/fandd/2014/09/basics.htm

Figure 3: Money supply growth accelerated sharply during the pandemic, particularly in the US6

A POLICY ERROR WAS MADE, AND COMPOUNDED

With monetarism no longer deemed relevant, the theories of John Maynard Keynes7 became the prevailing economic 

theory and that still holds to the present day. Under Keynesian theory, inflation is a function of aggregate demand  

and the level of capacity available in an economy to meet that demand. When there is unused production capacity  

or unemployed labour, that is known as an output gap. 

At the start of the pandemic, central bankers argued the virus would cause output gaps to rise. This would create 

disinflationary pressures with companies forced to lower prices to compete for demand, and workers more easily 

replaced and less able to ask for higher wages.

Convinced by this argument, central banks worked to the same monetary policy playbook that served them so well 

during the global financial crisis (GFC). They cut interest rates and reintroduced asset purchase programmes, easing 

credit conditions in an attempt to stimulate domestic demand. 
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But the pandemic was very different to the GFC – an unusual supply-side shock resulting from severe 

disruptions to global supply chains caused by government lock downs. Although central banks were 

correct to identify that aggregate demand would decline, they don’t appear to have fully considered 

the impact of government policies on aggregate supply. With both demand and supply contracting 

simultaneously, output gaps didn’t meaningfully widen and there was no disinflationary force. The fiscal 

response was also very different, with governments aggressively increasing spending to support 

labour markets and even providing direct cash payments to support consumption. Furlough schemes 

were introduced, and companies were given direct financial help. This was in stark contrast to the 

austerity that followed the GFC, where the stimulus response was primarily aimed at shoring up the 

financial sector.

Then, as it became clear the economies were recovering, central banks compounded their error – 

maintaining monetary stimulus and asset purchase programmes even as inflation started to accelerate.

ECONOMIES CHANGE, AND MODELS MAY BE UNABLE TO DEAL WITH 
INFLECTION POINTS

Central banks need to recognise that economies change, and economic relationships can change as 

 a result. Economic models may not capture these inflection points, and over reliance on them can 

increase the risk of policy mistakes. 

Did the vast scale of monetary expansions reassert the monetarist theory, or did central banks used  

to dealing with demand shocks find themselves blindsided by an unusual Keynesian supply shock?  

It is possible that both factors played a role, and economists will be debating these issues for years  

to come.

What is clear is that the pandemic has radically changed how companies think about their supply 

chains. Price is no longer the overwhelming determinant of where goods are sourced, with security  

of supply now critical and social factors growing in importance. Ultimately, less efficient supply chains 

would be expected to increase unit costs and result in higher inflation.

A WORRYING STATE OF COMPLACENCY PREVAILS

Central bankers now recognise that inflation will likely remain elevated in the near-term. However, the 

guidance being given to markets is that policy can be normalised gradually in the belief that price and 

wage inflation will remain anchored by the medium-term commitment to stabilise inflation at 2%. 

While central bankers appear to still trust that the inflationary dynamics that have dominated the last 

thirty years remain in place, recent events should remind us of our limited ability to anticipate shifts in 

inflation regimes. It took time for both forecasters and markets to recognise the past two significant 

global inflation regime shifts—upward during the 1960 to 70s and downward during the 1980 to 90s. 

Worryingly, central banks still appear to be in varying states of complacency and are still not fully 

focused on their primary objective – controlling inflation. Increasingly obsessed with inflation 

undershoots, the US Federal Reserve has shifted its policy framework to target ‘average’ inflation, 

allowing periods where inflation can run above target so as to make up for periods where inflation 

undershoots. In Europe, central banks became so confident that the battle against inflation was won, 

that they have started to look for other battles to fight, with climate change a popular candidate.  
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THREE REASONS THE OUTLOOK   
REMAINS CONCERNING

1     FOR GLOBAL SUPPLY CHAINS, THE PANDEMIC IS FAR FROM OVER 

In many major economies, it may be easy to believe that the pandemic is now behind us. Vaccination 

programmes have successfully downgraded the virus to the status of endemic, with death rates a fraction of 

their peak and lockdown measures gradually abandoned. However, a very different situation is unfolding 

in China. Lower vaccination rates and lower natural immunity resulting from a ‘zero COVID’ policy, especially 

among older people, has allowed the newer, more infectious, variants of the virus to sweep across the country.  

In an effort to control the number of cases, the authorities have locked down close to 400 million people.  

Residents of Shanghai, a key hub for Chinese exports, are unable to leave their homes and reports of disruptions 

to exports are growing. This is likely to result in higher export prices in the months ahead (see Figure 4). 

Figure 4: Pandemic related supply chain issues are a problem for Chinese export prices8

8 Source: Macrobond. Data as at 31 March 2022.

Longer term, this is likely to provide further momentum to the deglobalisation argument, with cost  

no longer an overwhelming basis for investment decisions and factors such as national security and certainty 

of supply rising in importance. Although it is still too early to judge how important this will be to future levels 

of inflation, the shifting of production to low-cost countries such as China was a significant disinflationary 

force for decades. If this trend draws to a close, the inflationary consequences could be meaningful.
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China supply chain pressure index, pushed forward by 3 months, RHS (m.a. 3 months, lag 3 months)
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Why inflation expectations are important - Scott Ruesterholz, Insight Investment 

Imagine that you’re planning to buy a new car one year from now. In more normal times, when 
annual inflation is around the 2% level preferred by the Fed, you’d happily wait 12 months to buy 
a new car. There would be no reason to move up your plans because you’re not expecting the 
price of cars to change very much in a year.

But what if you noticed that the sticker price of new cars is rising pretty quickly? After 
monitoring the situation for a while, you might stop and ask yourself if it made more sense to 
buy a car right now, rather than waiting for months while prices kept gaining.

If you and a host of other automobile shoppers started buying cars all at once to get ahead of 
rising prices, automakers would take notice of the surging demand and further increase their 
prices. Higher car prices would contribute to even higher rates of inflation.

This is the essence of inflation expectations: Rising inflation makes people believe that prices will rise 
again in the future, causing them to demand wage increases and not delay purchases. Meanwhile 
businesses boost their prices to accommodate higher wages and demand, which drives up inflation.

When inflation expectations get too high, they impact the actual rate of inflation.
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THREE REASONS THE OUTLOOK   
REMAINS CONCERNING

8 Source: Macrobond. Data as at 31 March 2022.

2     THE COMMODITY UPSWING HAS BEEN EXACERBATED BY THE  
        INVASION OF UKRAINE 

One factor that contributed to the building inflationary pressures seen in the second half of 2021 was a 

rise in global commodity prices, especially energy, which trended upwards through the year. This was 

exacerbated in early 2022 by the Russian invasion of Ukraine. Although neither country is large as a 

proportion of global GDP, they are significant exporters of commodities, notably in the agricultural  

and energy sectors. Surging oil and natural gas prices have grabbed the headlines, heavily impacting 

European countries as they attempt to reduce reliance on Russian production, but this is only one 

aspect of the inflationary story. With large parts of Ukraine devastated, and sanctions likely to remain 

on Russia for years to come, the supply of a meaningful proportion of the world’s basic foodstuffs are 

now in question – Figure 5 outlines the scale of this problem.

Figure 5: Russia and Ukraine are major producers  
of certain agricultural commodities9

Figure 6: Capacity utilisation in the steel industry 
is at multi-decade highs10

Ukraine and Russia are also the home of a number of major steel plants. Mariupol, the centre of the 

conflict in Eastern Ukraine, is the source of around one third of Ukrainian steel production. With limited 

spare capacity in the steel industry even before the conflict (see Figure 6), the loss of this production is 

likely to prove difficult to replace. 

These factors reignited momentum in commodity prices, (see Figure 7), sending a further inflationary 

pulse around the world.

Figure 7: The commodity shock has been intensified by the crisis in Ukraine11

9   Source: Source: USDA, data for 2020/2021 year.  
10 Source: Citigroup, published in ‘pricing power starting to be demonstrable in steel’, 21 April 2022. 
11 Source: Insight and Bloomberg. Shows Bloomberg Commodity Index. Data as at 31 March 2022.
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3    PRICING POWER APPEARS TO HAVE  
       RETURNED TO LABOUR MARKETS

After years of economists searching for ways to explain a breakdown 

in the relationship between the level of unemployment and the rate 

of inflation (a hypothesis originally proposed by William Phillips and 

known as the Phillips Curve), this relationship appears to have been 

re-established. Wage growth has accelerated sharply in the recent 

cycle (see Figure 8). This increases the risk of an inflationary spiral, as 

companies are forced to raise prices to pay higher wages, leading to 

calls for even higher wages to maintain purchasing power. The UK is 

perhaps of notable concern, with its withdrawal from the European 

Union exacerbating labour shortages in some industries. 

Longer term, this is likely to provide further momentum to the 

deglobalisation argument, with cost no longer an overwhelming basis 

for investment decisions and factors such as national security and 

certainty of supply rising in importance. Although it is still too early  

to judge how important this will be to future levels of inflation, the 

shifting of production to low-cost countries such as China was a 

significant disinflationary force for decades. If this trend draws to  

a close, the inflationary consequences could be meaningful.

Figure 8: Wages have accelerated sharply, especially relative  

to interest rates12

12 Source: HSBC, US Bureau of Labor Statistics, Refinitiv Datastream,  
   taken from ‘When inflation surges’ published 27 April 2022.
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Acknowledging that inflation may not be as ‘transitory’ as previously believed, the US Federal Reserve has now reversed 

course – the ‘dot plot’, which shows the interest rate forecasts of members of the Federal Open Markets Committee, suggests  

that the Fed is to embark on one of the fastest tightening cycles in the last fifty years. The Bank of England has also started  

to raise rates, although it has since softened its tone on fears that the crisis in Ukraine has increased economic uncertainty.  

In the eurozone and Japan the start of the tightening cycle still appears distant. As developed market central banks scramble  

to regain credibility, their emerging market counterparts have acted more decisively, and global interest rates have started  

to rise (see Figure 9).

GLOBAL CENTRAL BANKS  
ARE WAKING UP 

Figure 9: Some central banks have started to react to the inflationary threats13

HIGH INFLATION, ESPECIALLY FOOD INFLATION, CAN BE A PRECURSOR TO POLITICAL INSTABILITY

One reason for the faster reaction function in emerging markets is the higher sensitivity of inflation expectations to inflation  

shocks in the emerging world. In some economies, sustained inflation carries even greater risks, potentially threatening the fabric  

of society itself. The spike in wheat prices in 2007 to 2008, and the rise in bread prices it triggered in Egypt, are often attributed  

as the spark that set the flame of the Arab Spring and food prices rises can be a precursor to social unrest (see Figure 10). A rise  

in political instability could exacerbate some of the trends that we currently see, further damaging global supply chains and 

increasing concerns about globalisation.

Figure 10: Food price shocks have historically been a precursor to political instability13

13 Source: Macrobond. Data as at 31 March 2022.
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CENTRAL BANKERS AND POLITICIANS   
ARE ON A COLLISION COURSE

Faced with supply bottlenecks, commodity shocks and the potential for deglobalisation, all of which are out of their 

control, central banks have few options beyond raising interest rates to slow demand. Politicians, however, are still 

seeking to boost economic growth to cement post pandemic recoveries. In Europe, concerns about Russian aggression 

have accelerated the need for investment in the energy transition, with the aim of reducing reliance on Russian oil  

and gas. Defence spending has also become a priority, with Chancellor Scholz announcing a €100bn of new military 

spending in Germany to enable the country to meet its 2% of GDP NATO defence spending target. 

During the pandemic, central banks purchased bonds (quantitative easing) at an unprecedented scale, allowing 

politicians to roll out economic support programmes with ease. With quantitative easing being brought to a close,  

and balance sheet reduction (quantitative tightening) programmes starting, central banks and politicians appear to  

be on a collision course; we may be about to see a significant test of central bank independence. 

CONCLUSION 

Although the pivot to a more hawkish14 tone at some of the major central banks is welcome, their more aggressive 

stance must be seen from a starting position of extreme dovishness, with some time before a neutral policy rate  

is achieved even in the US. Other major central banks are even further behind.

When we look back in history at periods of high inflation, there are worrying similarities to today’s backdrop. Monetary 

and fiscal policy remain at highly stimulative levels even with inflation at multi-decade highs. Years of worrying about 

inflation undershoots have become embedded, making it difficult to contemplate that some historical economic 

relationships may be reasserting themselves. We don’t believe that the world is about to see a rerun of the 1970s,  

but we do believe there are risks that inflation may prove persistent for longer than expected.

This belief is reinforced when we examine central banks’ own attempts to measure the ‘stickiness’ of inflation. For 

example, core sticky inflation, as measured by the Federal Reserve Bank of Atlanta15, is at levels not seen since the 

1990s, suggesting that inflation may not easily return to pre-pandemic levels (Figure 11).

Figure 11: Core sticky inflation is moving sharply higher16

14 Hawkish refers to tightening monetary policy, dovish refers to easing monetary policy. 
15 To judge how sustained inflation may be, the Federal Reserve Bank of Atlanta attempt to measure the ‘stickiness’ of  
    inflation. To do this they sort components of the Consumer Price Index into sticky and flexible categories. Those items  
    that tend to only change price slowly are categorised as sticky, with more volatile items categorised as flexible.  
16 Source: Macrobond. Data as at 31 March 2022.
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IMPORTANT INFORMATION

RISK DISCLOSURES
Investment in any strategy involves a risk of loss which may partly be due to 
exchange rate fluctuations. 

ASSOCIATED INVESTMENT RISKS
Fixed income
Where the portfolio holds over 35% of its net asset value in securities of one governmental 
issuer, the value of the portfolio may be profoundly affected if one or more of these 
issuers fails to meet its obligations or suffers a ratings downgrade.

A credit default swap (CDS) provides a measure of protection against defaults of debt 
issuers but there is no assurance their use will be effective or will have the desired result.

The issuer of a debt security may not pay income or repay capital to the bondholder 
when due.

Derivatives may be used to generate returns as well as to reduce costs and/or the overall 
risk of the portfolio. Using derivatives can involve a higher level of risk. A small movement 
in the price of an underlying investment may result in a disproportionately large 
movement in the price of the derivative investment.

Investments in emerging markets can be less liquid and riskier than more developed 
markets and difficulties in accounting, dealing, settlement and custody may arise.

Investments in bonds are affected by interest rates and inflation trends which may affect 
the value of the portfolio.

Where high yield instruments are held, their low credit rating indicates a greater risk of 
default, which would affect the value of the portfolio.

The investment manager may invest in instruments which can be difficult to sell when 
markets are stressed.

Where leverage is used as part of the management of the portfolio through the use of 
swaps and other derivative instruments, this can increase the overall volatility. While 
leverage presents opportunities for increasing total returns, it has the effect of potentially 
increasing losses as well. Any event that adversely affects the value of an investment 
would be magnified to the extent that leverage is employed by the portfolio. Any losses 
would therefore be greater than if leverage were not employed.
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