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Global Economy and Financial Markets with Different 

Challenges at the Beginning of the Year 
 

January 26, 2022, Peter von Elten 

The global economy and the financial markets are struggling with different challenges at the be-

ginning of the year. The recovery of the global economy is delayed again due to the still virulent 

pandemic, but should gain more momentum in the second half of the year at the latest, as vac-

cination progress and better treatment methods should push the pandemic back. The recovery 

will be boosted by government and private sector investment. Forecasts for global economic 

growth vary between 3.9% and 4.5%. Consumers still have some pent-up demand to meet, but 

are likely to be somewhat more cautious due to inflation-related losses in purchasing power. 

General Environment for the Financial Markets 

 

After decades of falling interest rates and low inflation, the financial markets will have to adjust 

to a more restrictive monetary policy. The current high and prolonged inflation is forcing central 

banks to provide the markets with less expansive liquidity as a first step, which is likely to be 

followed by moderate interest rate hikes. The US Federal Reserve Bank is already planning three 

to four interest rate steps this year in addition to the suspension of bond purchases, as well as a 

reduction in the bloated balance sheet total. Since the exuberant liquidity supply of the past ten 

years has contributed significantly to inflation and speculative bubbles in various areas of tangible 

assets, it stands to reason that a more restrictive monetary policy will partially correct this price 

trend. Market participants in the equity markets, who in recent years have increasingly moved 

out of their comfort zone thanks to cheap money and quick profits, or have exposed themselves 

heavily by means of leverage and high-risk investments, could trigger such a correction. However, 

it is likely to remain the case that equities are still without alternative as a core investment, as 

financial repression has continued to increase; the rise in nominal interest rates will lag far behind 

the rise in the inflation rate, so that the real yield on fixed-income investments will be driven even 

further into negative territory. 
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20 Years of the Euro - Weakening Debt Discipline 

 

Twenty years ago, the euro was introduced as official currency, against the advice of many cur-

rency experts who considered a common currency to be viable only after the introduction of a 

fiscal union. As a substitute for a common fiscal policy, the so-called Maastricht debt rules were 

intended to ensure lasting budget discipline. Two decades after the introduction of the Euro, fol-

lowing crises in several eurozone countries, a wide variety of European bailouts and the suspen-

sion of the Maastricht criteria for the duration of the pandemic, the controversial European sta-

bility construct is in danger of being further watered down. Several countries, such as France, 

Italy, as well as EU leaders, are advocating a permanent relaxation of the stability criteria. The 

non-bailout clause in the European treaties should prevent Europe from developing into a trans-

fer union. However, trillion-dollar bond purchases by the ECB, European bailout mechanisms, and 

community liability for the €750 billion reconstruction fund have paved the way for a debt union. 

Many EU member states will continue to use the suspension of European stability criteria in the 

third year of the pandemic to fuel the economy with the help of additional new debt, with the 

high cost of climate protection often cited as justification. Considerable financial resources are 

available for the economic upswing in Europe; it is more likely to be due to suitable projects, 

supply and personnel bottlenecks if the funds cannot be utilized in a timely manner.  

Economic and Political Environment USA 

 

In the opinion of many observers, the stimulus programs adopted in the USA so far to combat the 

pandemic have been more than generous and leave scope for a continued economic recovery. 

The labor market is overheated, as evidenced by the fact that there are more job openings than 

job seekers. However, the generous monetary policy has also significantly fueled the rise in infla-

tion, most recently to 7%. The country remains politically divided under President Biden. The Re-

publicans will continue their bitter obstructionism unabated in order to further weaken President 

Biden, whose approval ratings have fallen significantly. The Republicans' goal is to recapture the 

House of Representatives and possibly the Senate in the midterm elections this November, both 

of which seem possible in the current mood. Wing wars within his own party are making it difficult 

for the president to push through his central agenda, the so-called "build back better" program 

to fund improved social services and implement climate goals. 
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China - Growth at a Lower Level 

 

China has used 2021, following the rapid return of economic output to pre-pandemic levels, to 

push ahead with the planned restructuring of the economy. Debt consolidation, a focus on qual-

itative growth and greater independence from foreign countries in strategically important areas, 

have been pushed by the government, often at the expense of companies and investors, as evi-

denced by massive valuation losses. These interventions in the economy combined with increased 

isolation from foreign countries, as well as the so-called zero-covid strategy and bottlenecks in 

energy supply, have depressed growth, especially in the second half of 2021. President Xi Jinping 

plans to seek confirmation as General Secretary of the Communist Party for another 5 years at 

the 20th Party Congress in November 2022. This will be a formality, after he has leveraged the 

succession mechanisms and amassed a wealth of power that no other leader since Mao Zedong 

has been able to claim. After consolidation and with an eye on the party congress, the govern-

ment will strive to bring growth back above 5%. However, growth momentum has long since 

peaked, and China's isolationist policy and increasing isolation as a result of its aggressive foreign 

policy will continue to depress growth. Demographic trends also point in this direction.  

Conclusion 

 

The bottom line is that the combination of an extremely expansive fiscal policy with a still loose 

monetary policy and pent-up demand will support the continuation of the upswing this year. 

However, the central banks' dilemma is becoming increasingly obvious. In order to more quickly 

counteract the significant rise in inflation, which is likely to last longer, interest rates would have 

to be raised more sharply. However, this would jeopardize the sustainability of the sharp rise in 

government debt and could trigger a shock on the financial markets. The further development of 

inflation is therefore of utmost importance for the months and years to come. Faced with the 

choice between sharply declining stock markets and problems on the treasury markets on the 

one hand, or somewhat higher inflation rates on the other, the Fed is likely to opt for the lesser 

evil of "higher inflation rates". 

Peter von Elten 
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