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¢ COVID-19 has led to higher, not lower, underlying inflation
in Europe

¢ We think future waves are likely to lift inflation too, given supply
disruption and possible renewed job support schemes...

¢ Central banks are now moving towards tighter policy, and are
less likely to respond to future waves with large-scale easing

COVID-19 has been inflationary, not disinflationary

Central banks say that the inflation impact of COVID-19 remains uncertain. In our view,
the evidence firmly points in a more hawkish direction: the recent pandemic has raised,
rather than lowered, underlying inflation.

The past few months of surging European inflation have, of course, chimed with that view.
Granted, a large portion of the strength is likely to be temporary, relating to energy effects
(some of which is unrelated to COVID-19), supply bottlenecks and rapidly shifting
consumption patterns. But some of it — such as labour market tightness — might prove
persistent. In any case, without getting too caught up in the ‘temporary versus persistent
debate, one thing’s for sure — disinflation has not come through. Far from it. And with no
clear evidence of ‘slack’ left in the European economy, the probability of deflation
materialising over the medium to long term is low, in our view.

Could next time be different?

Of course, future waves might look different. So we have put together a generalised
framework for thinking about how inflation might pan out the Omicron and possible future
variants. It boils down to the impact on supply and demand, and the policy response.

With that framework in mind, there are three ways in which the inflation impact of future
waves might differ. First, one view is that policy stimulus might not come so readily next
time, thus failing to stave off disinflation like it did in 2020. But we wouldn’t necessarily
agree — new restrictions could easily see the renewal of job support schemes which, for
example, were reopened in the Netherlands and Ireland last month. Second, economies
are better placed to cope with restrictions, so any economic impact is likely to be smaller.
Third, possible light-touch restrictions in Europe, set against stronger measures among
Asian exporters, might make global supply bottlenecks even more intense.

Central banks: from dovish to hawkish?

If COVID-19 tends to be inflationary, should monetary policy tighten in response to
outbreaks? After all, core inflation might now still be above 2% even if central banks
hadn’t eased policy in March 2020. Such were the risks of a (disinflationary) rise in
borrowing costs in March 2020, we wouldn’t say the policy response was a ‘mistake’. But
we would argue that for those central banks who do loosen policy at the onset of future
waves, the subsequent tightening during the recovery could come quicker than last time.
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Central banks are ‘uncertain’
about the inflation impact of
COVID-19...

...while we have come to a
somewhat more hawkish
view
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COVID-19 and inflation in Europe

¢ COVID-19 has led to higher, not lower, underlying inflation in Europe

¢ We think future waves are likely to lift inflation too, given supply
disruption and possible renewed job support schemes

¢ Central banks are now moving towards tighter policy, and are less likely
to respond to future waves with large-scale easing

Central bankers on a journey

From dovish to ‘uncertain’...

As COVID-19 took hold in March 2020, the central bank response seemed obvious. Fearing a
big disinflationary hit to the real economy, the ECB and the Bank of England (BoE) responded
with major asset purchase programmes, with the latter also cutting rates.

But given the surprising strength of inflation in recent months, central bank thinking about the
impact of further waves of the pandemic has become much more nuanced. Take the latest
policy decisions made by the ECB and the BoE on 16 December last year. Christine Lagarde’s
view was that the inflation impact of the Omicron variant is ‘totally uncertain’. The BoE sounded
a little more hawkish, but not exactly unequivocal.

“ The balance between the inflationary or deflationary
impact that Omicron will have is still totally uncertain

ECB President Christine Lagarde, ECB Press Conference, 16 December 2021

“ The economic impact of the new variant could, in some
scenarios, increase these inflationary pressures further

Bank of England MPC meeting minutes, 16 December 2021

...to hawkish?

Granted, neither central bank let the Omicron variant scupper hawkish policy decisions on

16 December — in the ECB’s case to announce an end of the PEPP programme next March, with a
surprisingly steep taper, in the BOE’s case to raise Bank Rate from 0.10% to 0.25%. But while the
Omicron variant didn’t make the ECB or the BoE less hawkish, it didn’t make them more hawkish.
On the inflation impact of COVID-19, central banks remain somewhat on the fence.

We have come to lean in a somewhat more hawkish direction, that pandemic outbreaks tend in
general to raise, rather than lower, inflation (particularly assuming they prompt significant fiscal
support). And central banks may, over time, lean in an increasingly hawkish manner, if and
when future waves come along.



The upside risks we flagged
in 2020 appear to have
crystallised...

...with strength in core goods
and, more recently, services
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What we’ve learnt since March 2020

Surprisingly inflationary

We have long flagged upside risks to inflation stemming from COVID-19, on account of the
possibility of resilient demand running up against constrained supply. Those upside risks appear
to have crystallised — confounding expectations for sub-2% inflation, eurozone and UK inflation
surged to the 5% mark towards the tail end of last year (Charts 1 & 2). In the eurozone in
particular, bearing in mind persistently sub-2% inflation before the pandemic, and deflation fears

following its onset, that is remarkable.

1. European inflation surged last year... 2. ...confounding economists’ sub-2%
forecasts
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Broad based, and pandemic-related, strength

Unpicking these developments is the first step towards thinking about the potential impact of
any future pandemic-related shocks. As a starting point, Charts 3 & 4 show eurozone and UK
inflation, relative to their average rates in 2019 — a pre-pandemic year when inflation was
relatively stable. Energy prices have played a big role, but the strength is more broad-based
than that. Contrary to economists’ many expectations that the downturn would weigh on
inflation, core goods inflation has risen significantly. More recently, services price inflation —
usually a decent proxy for domestically generated inflation, has also risen above 2019 rates.

3. Supply bottlenecks have lifted core 4. ...but services inflation has edged up
goods inflation... too, pointing to domestic pressures
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Supply bottlenecks have sent
producer prices soaring

Resilient incomes have
helped fuel demand for, and
inflation in, restaurant meals
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Of course, not all the strength in inflation is pandemic-related. Part of the recent surge in energy
price inflation relates to soaring wholesale gas prices which have, in part, been driven by
geopolitical tensions. Supply discipline on the part of OPEC+ has also helped lift oil prices. And
even some of the strength in core inflation, at least in the UK, relates to low unemployment —
and tight labour markets more generally — at the onset of the pandemic.

But we do think three pandemic-related factors have been significant in driving underlying
inflation higher in recent months: global supply bottlenecks; resilient and shifting household
consumption; and (perhaps less clearly) tightness in the labour market.

Global supply bottlenecks still at play

Supply bottlenecks, which have mostly affected goods prices, are still at play. Despite improvements in
December, the ‘supplier delivery times’ components of the PMIs remain extremely depressed (Chart 5).
Shipping costs remain elevated, and producer price inflation continues to break records (Chart 6). Global
supply bottlenecks have, therefore, had a significant impact, and are turning out to be rather persistent.

5. Global supply disruption remains 6. ...and producer price inflation is still
significant... rising
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Resilient, and shifting, consumption patterns

Second, we have seen resilient, and shifting, consumption patterns. Household incomes have
held up remarkably well, allowing spending to recover quickly as restrictions have eased (Chart
7). As we discuss later, fiscal support has no doubt played a role here.

But over and above that, spending has shifted rapidly across sectors of the economy, while
supply has had little time to adjust. For example, the easing of restrictions led to a surge in
restaurant demand (against a finite supply of covers) in mid-2021 (Chart 8). That, in turn, has
lifted hotel and restaurant price inflation (3.3% y-0-y in the eurozone, 5.2% y-0-y in the UK).

7. Resilient income has allowed 8. ...putting pressure on restaurants
consumption to bounce... during the reopening
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Labour markets are tight, but
the wage and inflation impact
is hard to gauge

With unemployment back at
pre-pandemic levels, any
drag on wages is unlikely
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Emerging pressures from labour markets

Third, and perhaps less clearly and obviously, is the possible inflationary impact of tightness in the
labour market. Indeed, as Europeans have changed jobs during the pandemic, or left the labour
market entirely though study or retirement, and while demand has remained solid, businesses are
reporting major supply shortages.

Meanwhile, even in October 2021, after the end of its furlough scheme, UK vacancies are
extremely elevated, relative to the unemployment rate. That points to a significant ongoing
‘mismatch’ between workers and jobs.

The inflationary impact of this labour market tightness has so far been hard to gauge. While UK
wages are looking fairly perky, at 4.9% 3m/yr in October, eurozone negotiated wages remain
soft, at 1.3% y-0-y in Q3 2021. But of all the potentially inflationary consequences of COVID-19,
this could turn out to be the most persistent.

9. European business are reporting acute 10. ...while the UK is seeing ongoing
labour shortages... frictions, even after the furlough scheme
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The door to disinflation might have closed

Of the inflationary factors discussed above, we still think that the effect of higher energy prices,
supply bottlenecks and shifting consumption patterns are very likely to prove transitory — global
commodity prices shouldn’t keep spiralling upwards, easing restrictions should allow bottlenecks
to ease, and consumption patterns should settle towards a ‘new normal’ eventually (with the
supply side adjusting accordingly).

The jury is still out on the extent to which labour market tightness will persist. But without getting
too hung up on the ‘temporary’ versus persistent’ debate here, one thing is clear in our view — the
door to a net disinflationary impact from the pandemic appears to have closed. In particular, the
only potentially persistent disinflationary effect would have come from ‘slack’ in the labour market
weighing on wage, cost and price pressures. But now, unemployment rates have fallen pretty
much in line with pre-pandemic lows (Chart 11). While some of these falls can be accounted for by
lower participation rates as opposed to broader employment strength, there appears to have been
no discernible drag on wages, at least in the UK where the level of wages is actually well above
what would have been implied by pre-pandemic trends (Chart 12). And if wage-related disinflation
did not materialise while joblessness was elevated, it's not going to come through now.



The pandemic has, at least
temporary, hit supply by
more than demand
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11. Unemployment rates are close to pre-
pandemic lows...

12. ...with no evidence of a persistent drag
on wages while unemployment was higher
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Will next time be different?

A more general framework

Even if it turns out to be transitory, the impact of COVID-19 — alongside the resulting fiscal and
monetary policy response — has been inflationary, in our view. But will the experience of the past two
years be a good guide to potential future outbreaks of COVID-19, or even other pandemics?

We think it helps to take the lessons discussed above and place them in a more general framework,
outlined in Table 13, which maps out some of the key inflationary (or disinflationary) channels across
the downturn and recovery phases of an outbreak. The first two factors are fairly simple. First a
pandemic-related downturn should push the level of commaodity prices down, then, up, but the
ultimate inflation impact should eventually drop out. Second, logistics disruption, leading to supply
bottlenecks in the recovery phase, should raise inflation, albeit temporarily.

Much more complicated is what happens in the lower portion of Table 13, namely the combined
impact of containment measures, monetary and fiscal policy on the balance of supply and demand.
At least temporarily, these factors appear to have hit supply by somewhat more than demand in
recent months. Elevated services inflation during the recovery phase is one indication of this.

In the context of this framework, we see three potential ways in which a further wave of COVID-19
might look different to those of the last couple of years:

(i) overall fiscal and monetary policy support might be more limited (less inflationary);

(i) the economy will be better-equipped to cope so the impact may be smaller (inflation
impact unclear — the impact on supply and demand would be smaller, but the resulting
balance between the two is uncertain);

(iii) supply bottlenecks relating to Asia might prove more severe (more inflationary).

13. How COVID-19 effects inflation

Lockdown phase Recovery phase Inflation impact

Lower Commodity
commodity price (té;r:g(e)?aly)
prices recovery
Global
logistics Bottlenecks (tempTorary)
disruption
COVID-19
effects on - ~
measures Domestic supply
impact
Excess 1 currently
demand or (temporary or
supply permanent?)

Domestic
demand impact

... +/- indicate direction of impact
on supply and demand

Monetary
loosening N

Source: HSBC.
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...but key measures like
short-time work schemes
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the direction is uncertain)
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Possible difference 1: policy support might be smaller

Perhaps the strongest argument made in favour of there being a less inflationary impact next time is
that policy stimulus would be more limited. There is surely some truth in that — while the discussion
can become somewhat circular, a monetary bazooka is less likely in any future wave because central
bankers have learnt that COVID-19 isn’t as deflationary as previously thought (we discuss this further
at the end of this report). Meanwhile, it's also possible that fiscal support would be more limited,
bearing in mind materially higher public debt levels now than before the pandemic struck.

But given the success of some fiscal measures taken during the pandemic, such as enhanced or
new short-time work or ‘furlough’ schemes, we would be surprised if governments did not allow them
to be made use of in future. Indeed, Germany’s short-time work scheme continues to run, and uptake
edged up in December as the Omicron wave worsened, according to ifo estimates (Chart 14). It's
also notable that two countries who closed job retention schemes earlier in 2021 — the Netherlands
and Ireland1 — reopened them towards the end of the year. In other words, governments still seem
willing to use job retention schemes, which should stave off potential mass job losses, one of the
biggest sources of potential disinflation from COVID-19.

More generally, it is worth noting that EU fiscal rules remain suspended, and we see no significant
discretionary fiscal consolidation in the eurozone at least until the end of 2023 (Chart 15).

14. Use of Germany’s short-time work 15. The eurozone is not set for fiscal
scheme edged up in December consolidation any time soon
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Possible difference 2: the economy is better adapted

A second possible difference, which has clearly been materialising through each wave of the
pandemic, is that the European economy is better adapted. One obvious point is that, since the
vaccine rollout, restrictions have not been nearly as stringent as during the first wave of the pandemic.

But also, for a given level of restrictions, economies might have come to cope better. Chart 16
plots the change in average restriction stringency against GDP growth for Europe’s five largest
economies through the first wave of COVID-19 in H1 2020. Chart 17 does the same for the
second wave in late 2020 and early 2021. The restrictions were less tight in the second wave
and, in turn, the economic impact smaller. But the steeper line in Chart 5 could indicate that
economies were less impacted by a given level of stringency.

From an inflation perspective, the directional impact is uncertain. While the negative impact on
supply is likely to be smaller as the economy has learnt to adapt, the negative impact on
demand might be smaller, too. But we can quite confidently predict that the magnitude of the
inflation impact, in either direction, is likely to be smaller.

1 Having closed at the end of September, the NOW wage subsidy scheme in the Netherlands reopened for November and
December 2021. In Ireland, Pandemic Unemployment Payments, which was closed to new applicants in July, restarted in
December
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16. Relative to Q2 2020, restrictions have 17. ...and economies have adapted
been less stringent...
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Possible difference 3: More intense bottlenecks?

There is one area of difference that does point more clearly in an inflationary direction —
possible future supply chain disruption. Back in the spring of 2020, most of the world was
essentially in lockdown — and importantly from a European (imported) inflation perspective, the
level of restrictions was fairly similar between Europe and countries from which Europe sources
key inputs, including in Asia. And as restrictions eased, global supply and demand recovered at
a similar time (albeit at a different pace).

But governments’ reaction functions are changing. While the approach in Europe may be moving
towards ‘learning to live’ with COVID-19, some major restrictions are re-emerging in parts of Asia in
response to the Omicron surge, including the full lockdown of the Chinese city of Xi'an. Consistent
with that, Chart 18 shows that mainland China has much more stringent restrictions in place, despite
having only a fraction of the number of recorded cases.

Now, we may be in a situation where renewed supply disruption in Asia comes at a time when
European import demand is strong and recovering. And there are already reports of renewed
issues relating to port and chip factory operations,? consistent with a renewed spike in a New
York Fed measure of global supply chain pressure (Chart 19). The consequence might be even
more inflationary than before.

18. Mainland China has stringent 19. Global supply chain pressures remain

restrictions, despite low cases significant
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“A New Barometer of Global Supply Chain Pressures” Federal Reserve Bank of

New York Liberty Street Economics, January 4, 2022

2 'China's COVID-19 flare-ups and lockdowns are disrupting port and chip-factory operations, hitting the supply chain —
again', Business Insider, 10 January 2022



Free to View ® Economics - Eurozone, UK
Y | HSBC 17 January 2022

Monetary policy: from dovish to hawkish?

Mostly inflationary
Having concluded that the COVID-19 experience so far has been inflationary, rather than disinflationary,
we have argued that future potential pandemics are more likely to raise, than lower, inflation.

To be clear, we do expect inflation to fall back over the next two years — we see eurozone and
UK inflation at close to the 2% mark next year, as energy effects, supply disruption and labour
market cost pressures settle down. But potential further waves pose a clear upside risk to that
view, potentially delaying the return of inflation rates to the ECB and BoE'’s 2% targets.

Further pandemic-related
shocks pose upside risks to
inflation

Tightening in response to future outbreaks?
Does that mean that, contrary to what happened in March 2020, central banks should steer
clear of loosening monetary policy in response to future outbreaks?

Possibly. After all, using some simple rules of thumb, we have put together a counterfactual
path for how UK core inflation might have evolved in the absence of the stimulus undertaken by
the BoE in March 2020 (cutting Bank Rate from 0.75% to 0.10% and launching a GBP200bn
round of asset purchases).® And Chart 20 shows that, in the absence of those measures, core
inflation would be lower, but still well in excess of 2%, such are the inflationary forces affecting
the economy right now. In other words, even if a major central bank response does not
materialise next time, the net impact of the pandemic could still be inflationary.

UK inflation might still be
high even without BoE
easing in 2020

20. Without BoE stimulus, core inflation might still be above 3%
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Perhaps not initially...

This is not to say the monetary stimulus undertaken in 2020 was a ‘mistake’. It was certainly
reasonable at the time. Market confidence was collapsing and, the stimulus likely played an
important role in preventing a disorderly rise on sovereign and private sector borrowing costs,
which were a major cause for concern that March (Chart 21). The potential disinflationary fallout
from that is not covered in our counterfactual exercise in Chart 21.

3 To estimate the impact of Bank Rate cuts, we use our usual rule of thumb whereby a 25bp Bank Rate cut lifts inflation by
0.1ppt, so the 2020 Bank Rate cut of 65bps adds around 0.25ppts to inflation. To estimate the QE impact, we use BoE
estimates, admittedly from back in 2011, where a GBP200bn round of asset purchases lifts inflation by around 1ppt (See
'The United Kingdom’s quantitative easing policy: design, operation and impact', BoE Quarterly Bulletin, Q3 2011).
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21. Central banks needed to respond to rising borrowing costs in 2020
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Given what we’ve learnt over the past couple of years, underlying deflationary concerns will
probably be more limited in a potential future pandemic wave. However, central banks might still
need to react to an unwarranted tightening in monetary conditions, and may also need to step in
if fiscal policy does not, after all, lend the ongoing support to jobs that we think it would. In which
case, even given the potentially inflationary consequences of the pandemic, central banks might
initially steer clear of tightening policy initially — they may even need to loosen.

...but subsequent tightening could come more quickly

However, even if central banks do loosen policy as an initial response to the pandemic, if the
medium-term impact does indeed prove inflationary again, we think a subsequent tightening
could come more quickly. Of course, surging inflation means that the recent turnaround in
central bank policy surprised markets and many economists, with the ECB announcing an end
to its PEPP programme in March and the BoE embarking on a path of rate rises. But with the
benefit of hindsight, that hawkish shift might have come sooner — indeed, it seems odd to us
that the BoE was still conducting net asset purchases as late as December 2021.

So, even if central banks initially stay on hold, or loosen, in response to a future pandemic, we
think a subsequent tightening is likely, and could come much quicker than last time.

Conclusion

So what have we learned about inflation and pandemics, and to what end? In our view, the
evidence suggests the disruption to supply dominates, making the shock net inflationary. This
hinges on aggregate demand and market confidence shored up by swift and large stimulus.
Under these conditions, once the recovery begins, any stimulus and support could be unwound
faster than it was in response to COVID-19.
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