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mBaer Necessities 
Melancholic economies - QE addicted and QT intolerant 
 
Markets and governments feel entitled to central banks' support 
in suppressing market volatility and keeping interest rates low. 
 
These are legitimate and justified expectations in light of central 
banks' massive interventions since the 2008 crisis and the central 
bankers' assessment of these policies, exemplarily summarized 
by ECB Ms Schnabel: "the success of our interventions has been 
overwhelming. PEPP [ECB's asset purchase program during the 
pandemics] prevented the financial system's collapse." With a 
little creativity, Ms Schnabel's hyperbole sounds like a 
pharmaceutical company CEO's assessment of its little blue pills. 
 
For starters, quantitative easing (QE) had the effect of inflating 
asset prices artificially and contributed to increasing wealth 
inequalities as it benefited disproportionately financial assets' 
owners. As the macro environment is changing rapidly, a more 
impartial assessment of the effects of central banks' QE policies 
will be carried out when they will eventually be removed. In fact, 
as inflation rose dramatically last year and is still exceptionally 
high in many countries, it appears inevitable that central banks 
will remove their support by rising interest rates and reversing 
their massive bond-buying programs, resulting in significant 
downside risks for markets and in the deterioration of public 
finances driven by rising interest rates. 
 
In this environment, central banks' QE policies are likely to be 
reversed as several central banks announced the reduction of 
balance sheets, a policy called quantitative tightening (QT), and a 
series of interest rates increases in the attempt to bring inflation 
under control. 
 
Though the details of QE are myriad and nuanced, the extent of 
its size is clear simply by looking at the growth of central banks' 
balance sheets: as of April 2022, the total balance sheets of Fed, 
ECB, Bank of Japan and Bank of China has reached the 
staggering size of USD 31 trillion. Trying to make sense of this 
amount echoes the child's admonishment to Saint Augustine that 
the Mystery of the Holy Trinity cannot be fathomed with the 
smallness of the human mind (some hagiographists believe the 
child was, in fact, an angel.) 
 
The Fed appears to be committed to reducing its balance sheet 
by nearly USD 100bn per month starting next month and, at the 
same time, hiking interest rates several times this year. Other 
central banks signalled similar QT policies, for current inflation 
rates are significantly higher than most central banks' targets. 
 
We believe that the Fed will engineer a recession in the following 
months by sharply rising interest rates and implementing an 
aggressive QT policy.  
 
The reason is that the Fed's - and most central banks' - 
assessment of inflation risks proved to be wrong last year. 
In the US, the Fed considered the inflation to be transitory; the 
numerous signals from the real economy, including generous 
fiscal policies, tight labor markets, increasing and accelerating 

wage inflation and supply-chain disruptions, were 
underestimated; even the standard monetary policy rules that 
prescribed to increase interest rates were ignored.  
Add to these factors that inflation expectations have been rising 
and, second, that commodity prices surged due to the war in 
Ukraine. Hence, the result is a persistently high level of inflation 
in many countries. 
 
The good news is that, compared to similar inflationary periods, 
like the 1974 and 1983 episodes in the US, central banks can 
now count on solid credibility and a large arsenal of policy 
instruments to reduce inflation. 
 
As we wrote in February last year, the question is rather whether 
central banks will keep their focus on inflation and will not 
be distracted by the conflicting mandates of managing the 
economy, restoring full employment, keeping inflation low, 
safeguarding financial stability and, possibly, also fight against 
climate change. 
 
Assuming the Fed is truly committed to bringing inflation close to 
its 2% target, a recession in the US appears inevitable.  
Start with the transition to higher interest rates.  
 
After the 0.25% rate increase in March, MIT Prof. Mankiw 
asked, "Imagine going 3 years back in time and asking any Fed 
official what they would do if CPI inflation was 7.9% (and core 
CPI inflation 6.4%). Does "We will raise rates by 25bp" sound 
plausible?" The answer is that the current value of the Fed rate at 
0.375% is far below even the generously low level of interest rate 
prescribed by the Taylor rule, 3.5%, estimated by Fed Mr Bullard. 
Interest rates in the US will have to reach levels of at least 3.5 per 
cent for inflation to be brought under control.  
 
This is an aggressive interest rates path that has been partially 
priced in by fixed income markets. When fully executed, it will 
likely result in further increasing costs for indebted governments, 
leveraged investors and mortgage borrowers. 
 
Since the introduction of QE policies, no central bank has 
managed successfully to reverse QE, ending up exacerbating the 
challenges in unwinding the policy, represented by markets' and 
governments' QE-addiction, and partially due to the central 
bankers' overconfidence in QE as a tool for stabilizing markets 
and foster economic growth. 
 
As central banks appear to be committed to changing their 
mindset by transitioning from QE to QT, investors should be 
prepared to change their paradigm and assumptions about 
central banks' support. The risk is for some of the investors to 
metamorphose from QE-addicted Wolfs of Wall Street to QT-
intolerant Chihuahuas of Bahnhofstrasse. 
 
Francesco Mandalà, PhD 
Chief Investment Officer 
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Disclaimer 

This document is for information purposes only. It constitutes neither an offer nor a recommendation to purchase, hold or sell financial instruments or banking services, 
and does not release the recipient from carrying out their assessment. The recipient is recommended to check the information in terms of its compatibility with their 
circumstances and its legal, regulatory, tax and other consequences, possibly on the advice of a consultant. The data and information contained in this publication were 
prepared by MBaer Merchant Bank AG with the utmost care. However, MBaer Merchant Bank AG does not assume any liability for the correctness, completeness, reliability 
or topicality, or any liability for losses resulting from the use of this information. This document may not be reproduced in whole or in part without the written permission of 
MBaer Merchant Bank AG. 

Dieses Dokument dient ausschliesslich Informationszwecken. Es stellt weder ein Angebot noch eine Empfehlung zum Erwerb, Halten oder Verkauf von Finanzinstrumenten 
oder Bankdienstleistungen dar und entbindet den Empfänger nicht von seiner eigenen Beurteilung. Insbesondere ist dem Empfänger empfohlen, allenfalls unter Beizug 
eines Beraters, die Informationen in Bezug auf die Vereinbarkeit mit seinen eigenen Verhältnissen, auf juristische, regulatorische, steuerliche, u.a. Konsequenzen zu 
prüfen. Die in der vorliegenden Publikation enthaltenen Daten und Informationen wurden von der MBaer Merchant Bank AG unter grösster Sorgfalt zusammengestellt. Die 
MBaer Merchant Bank AG übernimmt jedoch keine Gewähr für deren Korrektheit, Vollständigkeit, Zuverlässigkeit und Aktualität und keine Haftung für Verluste, die aus 
der Verwendung dieser Informationen entstehen. Dieses Dokument darf weder ganz oder teilweise, ohne die schriftliche Genehmigung der MBaer Merchant Bank AG 
reproduziert werden. 
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