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Summary
 Markets have been in the grips of reflation, although the rise in market-based inflation
expectations is not being echoed so far by households
 A jump in Eurozone headline inflation for January has played into these reflation fears,
although we show that this is mostly due to temporary and cost-push factors, including
Covid-19 related basket changes by Eurostat
 Cost-push inflation is likely to be transient and it could even turn into disinflation. Indeed,
without durable government support beyond covid-19 and without a change in wage
formation, demand-led inflation is likely to remain absent
 We believe the ECB will ultimately look through this temporary volatility in inflation. After
having been wrong (i.e. over-estimating) on inflation for most part of the recent decade, the
ECB cannot afford to make any policy mistakes.

Introduction
In recent weeks, financial markets have been in the grips of ‘reflation’. Inflation break-even rates
have reached their highest levels since the pandemic (and higher still in the US), whilst bond
curves have shown a notable bear-steepening. A confluence of factors has contributed to this
development, but the million dollar question is of course whether these factors are fundamental
enough to mark this as ‘sustainable’.
What is interesting is that long-term interest rate expectations have suddenly started to rise this
year after having been depressed throughout 2020 despite a rise in inflation expectations. This is
illustrated in figure 1. More telling is that while inflation curves broadly flattened on the back of
higher oil prices since April 2020 (this is the markets’ usual reaction to a rise in oil prices), in recent
weeks we have seen some steepening of the inflation curve a well, as is shown in figure 2.
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Figure 1: Rising inflation break-evens, being

Figure 2: Steepening curve, now even in

followed by higher long-term rate expectations

‘inflation space’

Source: Macrobond, Bloomberg

Note: we use forwards to avoid the ‘backward’ looking
inflation part in inflation swap contracts
Source: Bloomberg, Rabobank
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With the market now seemingly pricing in a sustained rise in inflation – hence the widening of 10y
break-even rates over recent weeks and months – the question is whether this is still
consistent/justified with the higher inflation that is likely to materialise in coming months. And the
observation that the inflation curve is now even steepening could itself be a signal that the market
is ‘slowly’ starting to lose its faith in the transient nature of inflation and/or the central banks’ (ECB
in this case) willingness to look through the short-term volatility1. In other words, is the market
narrative of reflation mistaking temporary factors for sustained pressures?
To be sure, there are clearly arguments supporting the reflation narrative –see the thought piece
that we wrote in June 2020 (will inflation become a monetary phenomenon again?). But some key
pieces of the inflation puzzle –primarily wage growth– are still missing. We have been at this
critical juncture several times before in recent history, but in the end it was ‘lowflation’ that
prevailed. The market is now increasingly subscribing to this reflation story, but to our minds,
recent price pressures remain of the less durable cost-push variant, rather than demand-pull. So,
time to take a closer look at the recent sources of inflationary pressures in the Eurozone.

Let’s break things down!
Breaking a big problem into smaller problems often helps if you want to understand the
underlying forces. Of course, inflation has various dimensions, so off we go!

Expectations remain muted
For starters, the first observation we would like to make is that the rise in market-based inflation
expectations is not being echoed so far by households (see figure 3), although businesses have
been reporting higher selling price expectations since April 2020 (figure 4), albeit still from
relatively subdued levels.
Figure 3: Inflation perceptions households

Figure 4: Selling price expectations businesses

Source: Macrobond

Source: Macrobond

This seems very closely related to the ‘closing’ and subsequent reopening of parts of the economy
as well as with accelerating price pressures (albeit from a low starting point) in the foreign trade
complex, e.g. costs related to shipping. To be more specific, import and producer prices of
intermediate goods have started to rise in recent months, but are still down in y/y terms prices.
For both consumer and capital goods, the data are still pointing south rather than north. As such,
the developments in shipping and intermediate goods prices very much feed into the story
unfolding on global commodity markets, where we are witnessing a sharp rise in energy and nonenergy (particularly food) prices. And price-taking behaviour tends to be much stronger when it
comes to input prices.
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Ideally, one would need to look at the (unobservable) inflation term premium to answer this question
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This, in turn, is consistent with the rise in the 5y/5y inflation swap since May last year, which can
be largely attributed to two key factors: i) commodity prices (+35bp) and ii) risk appetite (+20bp).
The chart below shows the breakdown as calculated by our econometric model for the changes in
the 5y/5y inflation swap. The upshot of this observation/analysis is that rather than ‘true’
expectations or fundamentals, it is most of all market sentiment that has pushed up inflation
break-evens. On the one hand because rising risk-appetite has benefited inflation-linkers vis-à-vis
normal bonds2, on the other because inflation expectations may have fed into speculative
demand for commodities to hedge inflation risks, a factor that has been visible in energy markets,
according to our energy analyst, Ryan Fitzmaurice. But if history is of any guide, we also know that
this could change at the blink of an eye.
Figure 5: Breakdown of changes in the 5y/5y forward, according to our econometric model
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What has driven the HICP in recent months?
The sharp rise in headline inflation for January (from -0.3% y/y to +0.9% y/y), as was first reported
by Eurostat on the 3rd of February, served as a wake-up call for markets; since then, long-term
swap rates have risen by some 20bp. So let’s drill down into what caused this sharp rise in
headline inflation. We can show that the majority of the rise in headline inflation comes down to
three (four) specific factors, although this analysis still leaves 0.2-0.3%-points unexplained.
Figure 6: Headline inflation before and after3…
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First of all, there was considerable impact from
indirect taxes (both on energy as well as a
broad range of items through the VAT hike in
Germany). In total, this impact was around
+0.53%-points on the y/y rate. Including
government-administered prices, the impact
even amounts to 0.6%-points. There was also a
considerable impact from higher energy prices,
which we estimate at around 0.18%-points.

However, on top of these (temporary) factors,
Eurostat made considerable changes to the
weights of the HICP components, to ‘better’
Source: Macrobond, Rabobank
reflect the Covid-19-affected consumption
patterns during 2021. The appendix at the end of this piece gives an overview of most notable
changes.
difference

3/12

old weights

new weights

2

The thinking here is that linkers are subject to larger swings in liquidity premiums on the back of shifts in market
volatility. In Europe, lower linker yields have also been the path of least resistance in pricing higher inflation in no
small part as the ECB is compressing nominal yields via the PSPP/PEPP).

3

This is of course hypothetical: what would inflation have been had the basket been similar to that of 2021
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In terms of the overall contribution of this effect, we estimate this to have been around 0.27%.4
Figure 6 gives an indication of what inflation would have been without these basket changes. The
detailed exercise highlights, however, that there was one single component that was responsible
for no less than a 0.15% m/m contribution, which was ‘package international holidays’, where
prices fell 18.7% m/m in January after rising 15.1% m/m in December. In other words, basket
changes amplified the seasonal effect.
In the chart below we show a ‘quadrant’ analysis, where the most notable changes in contribution
for 282 HICP items (at the 5-digit level) are plotted on two axes: the change in the basket weight
on the vertical axis and the change in the year-on-year rate (between December 2020 and January
2021) on the horizontal axis. In each quadrant we added the top items, which provides some
interesting insights into what were the key drivers of the uptick in inflation in January and whether
or not this was attenuated or mitigated by changes in the weights. The most interesting ones are
in the upper-right and lower-left quadrants as there both forces strengthened each other (i.e.
higher inflation and higher weight, versus lower inflation and lower basket weight).
Figure 7: ‘Quadrant’ analysis of most notable changes in inflation and/or weights for January
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Source: Macrobond, Rabobank

Broadly speaking we can see that inflation got a boost in January from higher energy costs, fresh
vegetables, household furniture, tech gadgets and ticket prices; but in the case of package
holidays, tickets, garments and petrol this was attenuated by a decline in their weight, whereas
the impact was strengthened for electricity, fresh veggies, household furniture etc. On the flip
side, there was a notable decline in inflationary pressures in holiday/recreation services and
restaurants/café’s as well as in house rentals, fresh fish/fruit, certain meats and hospital services.
Moreover, particularly the former lost weight in the inflation basket, lessening their drag on
headline inflation.
Intuitively, these new HICP weights make perfect sense, as it reflects the shift of consumption
from shuttered services to goods. However, in the event, it did clearly result in a higher HICP
reading for January than would have otherwise been the case. Now, of course, the key question is
what will happen when the situation returns ‘back to normal’ – both because consumption may be
spread over more items again, and because the basket is readjusted the next year. Would that
mean that we could see a reversal of this development? For the moment, we would argue that the
answer to this questions hinges on whether demand would fully return to pre-Covid levels or not.
In our view it is more plausible that it will not, as a gradual withdrawal of government support is
likely to expose underlying weaknesses and unleash an overdue wave of bankruptcies and
unemployment, which will prevent a quick ‘v-shape’ recovery in demand. In this case, it remains

4
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This results from taking the difference between the m/m inflation rate using the official index (which uses the old
weights for December and new weights for January) and the hypothetical m/m inflation rate using our own
calculations of a January HICP if the basket weights had not changed.
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likely that we will see a reversal in consumption patterns (at least partially) and as such a negative
composition effect on inflation of up to 0.3%-points as early as next year.

Governments and wages hold the key(s)
Figure 8: A clear break with the GFC and
sovereign debt crisis

Source: Rabobank, Macrobond

As we recalled in the introduction, there are
clearly some arguments that support the
reflation narrative. In particular the notion that
central banks and governments are now
coordinating and working jointly to support
demand – in the face of Covid-19 supply
restrictions. Not earlier in recent history have
we seen such a strong joint rise in money
supply growth as well as government deficits,
as illustrated in the chart on the left. As such
this is a clear break with the response to the
GFC in 2008-09 as well as the European
sovereign debt crisis in 2011-13, where either
monetary policy or fiscal policy lacked oomph.

A key question, however, is whether governments will maintain their budgetary support long
enough so as to prevent demand from weakening in the post-Covid recovery. On this front, the
jury is still out. On the one hand politicians in the likes of Germany are preparing themselves for a
return to ‘austerity’, On the other, the debate at the EU-level has shifted a lot in recent years, and
a swift return to the old ‘stability and growth pact’ world does not seem very likely.
Rising costs due to Covid-19 related supply restrictions and/or geopolitical shifts can also be
counted as upward forces to inflation, although – seen in isolation – this would still very much be
a temporary push rather than a permanent factor. Arguably, the rising global shipping costs, the
rise in global commodity prices and the HICP basket re-weighting all fall into this same category.
But the missing link (or missing piece of the puzzle) amidst all these deliberations is the labour
market and in particular the future development of wages. Although unemployment has been
coming down in recent months, it has stayed well above the ‘NAIRU’ and this is likely to remain
the case in the foreseeable future. Of graver concern is whether people who have withdrawn from
the labour market altogether (as seen in the activity rate) will be able to return soon after Covid19 restrictions are lifted. At the very least it would seem that a full normalization of the labour
market is not to be expected before mid-2022, in line with our GDP forecasts. This, in turn, is likely
to keep a lid on wage growth – as is already visible in the development of negotiated wages and
labour costs in in recent quarters. The upshot from this is that even under sunny conditions the
labour market is unlikely to exert much upward pressure on wages. The wage-price spiral that has
been effectively broken in Europe in the course of the 1980s, alongside a retreat of labour unions
is not something that can be mended at short notice. The story of ‘reluctant wages’ is something
that is known all too well in Japan and the situation in Europe does not seem to be very different.
The upshot of this, then, must be that if wages are crucial in passing on cost pressures and if this
route is blocked5, such cost pressures will only prove to be transitory at best or even deflationary
in the longer-term.

5
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Of note, in that respect, is the recent discussion on minimum wages in several countries (such as Italy). Even at EU
level there is talk of introducing ‘fair minimum wages’ with the Commission having launched a second-stage
consultation with social partners last year. But for now these talks seem to be in an early stage and not supported
by all member states.
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Figure 9: Cyclical unemployment + long-term

Figure 10: Not pinning our hopes on ‘wages’ just

damage?

yet

Source: Macrobond

Source: Macrobond

Outlook
When we plug these observations and assumptions into our inflation model, taking into account
our projections for the exchange rate and global commodity prices, we can see clearly that base
effects and recent upward pressure on global energy prices are likely to push the headline
inflation rate higher in coming months. Although slowing food price inflation is expected to offset
some of these upward pressures initially, it will join forces with energy from the second half of
2021 onwards. The pass-through of global food prices (+17.4% y/y in January) tends to be slower
and has been mitigated by a strengthening euro, but will be felt later this year.
Core inflation is projected to be stable in the coming months, but to tick higher again around the
middle of 2021 due to base effects. However, as we enter 2022, not only those base effects go
into reverse (including that of the VAT hike), but underlying forces should also lead core inflation
back below the 1% threshold. It is towards the end of 2022 that we may see a slow and very
gradual recovery in underlying inflationary pressures. But it will not be before the end of 2023 that
inflation has returned to levels which the ECB may see as broadly in line with its inflation target.

Figure 11: YoY inflation projections –

Figure 12: Inflation projections annual
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‘Wrongflation’ then?
All in all, inflation is likely to rise considerably in the months ahead, at some point even pushing it
temporarily above the 2%-mark. But, as explained, most of the forces underpinning this
development in 2021 are of the cost-push type rather than demand-pull. This obviously carries
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the risk that demand will turn out to be weaker in subsequent years and as such we feel that the
risk to these projections (especially for core inflation) are tilted to the downside.
Although there is a significant monetary overhang – which may ultimately feed into inflation –
and geopolitical/deglobalization forces could be another inflationary factor in the long-term, we
believe that two key pre-requisites for these inflationary pressures to become more sustained in
the medium-term are still missing: a sustained rise in domestic wage pressures and continued
budgetary stimulus. The latter, we do acknowledge, is certainly more of a wildcard at the moment.
If governments – with EU backing – will continue their budgetary stimulus beyond the Covidcrisis, this may actually turn into a more favorable factor.
The rise in headline inflation over the course of this year may be taken by ECB hawks as a sign
that inflation risks are on the rise, but for now we believe the ECB will ultimately look through this
temporary volatility in inflation. After having been wrong (i.e. over-estimating) on inflation for
most part of the recent decade, the ECB cannot afford to make any policy mistakes. That also
means that we expect it to use all of its instruments to suppress inflation-induced rate pressures if
being felt ‘unwarranted’.
As we also showed in the introduction of this piece, market rates have been pushed higher by
inflation concerns. In the face of the upward trajectory of inflation in coming months it is probably
too much to ask for the market to tone down such expectations, unless –for example- broader
market sentiment would take a sudden hit. That said, the cost-push nature and with much of this
likely to be priced in already, this year’s inflation development – on its own- should not
necessarily push long-term rate expectations higher.
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Appendix – basket weight changes at 3-digit level
(ordered from low to high)
Table 1: HICP items at the 3-digit level, weights and changes > 0.05%
HICP item (3-digit level)

Weight 2020

Weight 2021

Change

Catering Services

8.068

6.264

-1.804

Package Holidays

1.559

0.616

-0.943

Transport Services

2.750

1.819

-0.931

Accommodation Services

2.032

1.253

-0.779

Operation of Personal Transport Equipment

8.732

7.973

-0.759

Clothing

4.694

4.230

-0.464

Recreational & Cultural Services

2.197

1.820

-0.377

Purchase of Vehicles

4.107

3.940

-0.167

Footwear

1.209

1.074

-0.135

Other Services N.E.C.

1.137

1.080

-0.057

Medical Products, Appliances & Equipment

1.966

2.110

0.144

Goods & Services for Routine Household Maintenance

1.710

1.856

0.146

Social Protection

1.686

1.846

0.160

Non-Alcoholic Beverages

1.366

1.535

0.169

Furniture & Furnishings, Carpets & Other Floor Coverings

2.068

2.255

0.187

1.167

1.359

0.192

Insurance

2.247

2.456

0.209

Telephone & Telefax Equipment & Services

2.827

3.044

0.217

Other Recreational Items & Equipment, Gardens & Pets

2.145

2.371

0.226

Alcoholic Beverages

1.702

1.952

0.250

Tobacco

2.283

2.548

0.265

2.730

3.059

0.329

Electricity, Gas & Other Fuels

5.545

5.891

0.346

Actual Rentals for Housing

6.554

7.469

0.915

Food

13.722

15.729

2.007

Audio-Visual, Photographic & Information Processing
Equipment

Water Supply & Miscellaneous Services Relating to the
Dwelling

Source: Macrobond, Rabobank
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This document is issued by Coöperatieve Rabobank U.A. incorporated in the Netherlands, trading as “Rabobank”
(“Rabobank”) a cooperative with excluded liability. The liability of its members is limited. Authorised by De
Nederlandsche Bank in the Netherlands and regulated by the Authoriteit Financiële Markten. Rabobank London
Branch (RL) is authorised by the Prudential Regulation Authority and with deemed variation of permission. Subject
to regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation Authority.
Details of the Temporary Permissions Regime, which allows EEA-based firms to operate in the UK for a limited
period while seeking full authorisation, are available on the Financial Conduct Authority’s website. RL is registered in
England and Wales under Company no. FC 11780 and under Branch No. BR002630. This document is directed
exclusively to Eligible Counterparties and Professional Clients. It is not directed at Retail Clients
This document does not purport to be impartial research and has not been prepared in accordance with legal
requirements designed to promote the independence of Investment Research and is not subject to any prohibition
on dealing ahead of the dissemination of Investment Research. This document does NOT purport to be an impartial
assessment of the value or prospects of its subject matter and it must not be relied upon by any recipient as an
impartial assessment of the value or prospects of its subject matter. No reliance may be placed by a recipient on
any representations or statements made outside this document (oral or written) by any person which state or imply
(or may be reasonably viewed as stating or implying) any such impartiality.
This document is for information purposes only and is not, and should not be construed as, an offer or a
commitment by RL or any of its affiliates to enter into a transaction. This document does not constitute investment
advice and nor is any information provided intended to offer sufficient information such that is should be relied
upon for the purposes of making a decision in relation to whether to acquire any financial products. The
information and opinions contained in this document have been compiled or arrived at from sources believed to be
reliable, but no representation or warranty, express or implied, is made as to their accuracy, completeness or
correctness.
The information contained in this document is not to be relied upon by the recipient as authoritative or taken in
substitution for the exercise of judgement by any recipient. Any opinions, forecasts or estimates herein constitute a
judgement of RL as at the date of this document, and there can be no assurance that future results or events will be
consistent with any such opinions, forecasts or estimates. All opinions expressed in this document are subject to
change without notice.
To the extent permitted by law, neither RL, nor other legal entities in the group to which it belongs accept any
liability whatsoever for any direct or consequential loss howsoever arising from any use of this document or its
contents or otherwise arising in connection therewith.
Insofar as permitted by applicable laws and regulations, RL or other legal entities in the group to which it belongs,
their directors, officers and/or employees may have had or have a long or short position or act as a market maker
and may have traded or acted as principal in the securities described within this document (or related investments)
or may otherwise have conflicting interests. This may include hedging transactions carried out by RL or other legal
entities in the group, and such hedging transactions may affect the value and/or liquidity of the securities described
in this document. Further it may have or have had a relationship with or may provide or have provided corporate
finance or other services to companies whose securities (or related investments) are described in this document.
Further, internal and external publications may have been issued prior to this publication where strategies may
conflict according to market conditions at the time of each publication.
This document may not be reproduced, distributed or published, in whole or in part, for any purpose, except with
the prior written consent of RL. By accepting this document you agree to be bound by the foregoing restrictions.
The distribution of this document in other jurisdictions may be restricted by law and recipients of this document
should inform themselves about, and observe any such restrictions.
Please email gem@raboresearch.rabobank.com to be removed from this mailing list
A summary of the methodology can be found on our website
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