
BARINGSINVESTMENTINSTITUTE.COM  |  1 

22 August 2022 

Why Quantitative Tightening Could Make 

Quick Work on Inflation – Speed Trap Ahead! 

Ricardo Adrogue, Boston

If inflation is primarily a monetary phenomenon, then we should spend far less time examining supply and 

demand dynamics and instead focus on the global money supply. Under the Fed’s current quantitative 

tightening (QT) plans, global money supply is likely to shrink dramatically, reversing the effects of 

quantitative easing (QE) undertaken in 2020. Inflation will evaporate faster than anyone currently expects. 

That latest round of QE during 2020 was significantly more effective at increasing the rate of inflation than 

all prior attempts since 2008. While QE was far from the only policy used to push the economy to full 

employment and higher inflation, a pure monetary analysis goes a long way to better understand why the 

latter round was more effective than prior ones—and why its undoing will likely result in a sharp slowdown 

in inflation and economic growth. 

The Federal Reserve and the European Central Bank create reserves by expanding their balance sheets. 

Commercial banks then transform these reserves into inside money. One of the most common money 

aggregates created by commercial banks make up M2, defined as the bills in circulation plus checking and 

savings accounts, i.e. a close proxy for what the public considers cash. 

The 2020 quantitative easing experiment, while fundamentally the same as those that preceded it since 

2008, was significantly more effective in creating inflation because commercial banks were not in the midst 

of a crisis. As shown in Graph 1 below,1,2 the size of reserves created by central banks in 2020 was similar to 

those that followed 2008. The green shaded area shows the expansion in reserves measured in percentage 

points. As illustrated, the spike in 2009 was about the same as in 2020, or approximately a 25% increase, 

i.e. global central banks—the Fed and the ECB expanded the total stock of global reserves by about one-

quarter. The effect on global money, as measured by M2, was however very different. While global M2

expanded 10% (blue line in the same chart) in 2008, in 2020 it grew 15%. Quantitative easing in 2020 was

more powerful in creating money because, unlike 2008, there was no banking crisis and banks did not

destroy reserves as they did back in 2008. 

Could the 5 percentage point difference in the growth of the global money stock between post-2008 and 

post-pandemic be enough to cause such a different inflation rate? 

__________________________________________________________________________ 

1. All global indicators to which we make reference in this piece are calculated using the GDP weighted

average of the 17 largest economies in the world, namely, the United States, the eurozone, Japan, the United

Kingdom, China, Russia, Brazil, Canada, Mexico, Australia, South Korea, Turkey, Poland, Switzerland,

Indonesia, Switzerland, and Sweden.

2. The last data point in graphs 1-5 is the June 2023 forecast. All other information in these charts are

actual data. 
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While recognizing that there is more than the stock of money that affects the pace at which prices rise (or 

fall), using the quantity of money theory in its simplest formulation can go a long way in understanding the 

most recent phenomena. 

The monetary theory identity: 

M x V = P x Y 

Where M = money stock, V = velocity of money circulation, P = price level, and Y = real GDP. 

This identity incorporates all relevant economic influences, such as fiscal dynamics, climate change, COVID, 

the Ukraine war, demographics, secular stagnation, etc., into a simple analytical framework in which three 

of the four variables (M, P, and Y) are reported by almost every economy in the world, and V can therefore 

be derived from the above-mentioned identity. 

Source: Haver. As of August 9, 2022. 

Global inflation in the 2010-2019 period averaged 2.1%, and was remarkably stable; since the 2020 

experiment, inflation has accelerated and had reached 8.2% as of June 2022. This is the result of 

macroeconomic policy actions, fiscal and monetary expansions, and global shocks related to COVID and the 

Russian invasion of Ukraine, that this framework summarizes in a sharp initial drop in money velocity 

followed by a relatively large rebound, as seen in Graph 2. 
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Source: Haver. As of August 9, 2022. 

 

Back in 2020, the money put in the pockets of individuals and companies could not initially be spent 

because of lockdowns, and velocity dropped. As economies opened up and people started using the money 

they had saved, money velocity started to recover and reaccelerate. As of June 2022, global money velocity 

had recovered half of the loss it suffered since December 2019, and global inflation jumped to 8.2% more 

than a year earlier (Graph 3). 

 

What’s in store given the Fed announcement of Quantitative Tightening? 

 

On May 4 this year, the Fed announced its quantitative tightening program, which called for a $47.5 billion 

monthly reduction in its balance sheet for June, July, and August, followed by a $95 billion monthly 

reduction starting in September. Under plausible assumptions detailed below, the Fed’s QT decision will 

shrink the stock of global reserves by 5 percentage points—enough to cause inflation to fall 

below 2% by late 2023. The conventional view is that the Fed interest rate policy is a more powerful tool 

than QE/QT, but academic work that would prove it is lacking, partly because QE/QT policies are such a 

recent phenomenon.   

 

While our conclusions that inflation will fall so sharply in just over a year is well outside market 

expectations, we will let the reader judge if our assumptions seem unreasonable: 

 

a. GDP real growth of 3.6%, in line with the latest IMF forecasts for 2022 and 2023 

b. Only the Fed conducts a balance sheet reduction; the ECB leaves its balance sheet unchanged 
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c. Global banks neither create nor destroy inside money in the next 12 months (Graph 5)  

d. Velocity of money circulation reaccelerates back to pre-pandemic levels by June 2023 (Graph 2) 

 

Source: Haver. As of August 9, 2022.  

 

Conclusion: The risk of a major policy mistake by the Fed could be in the works. The effects of quantitative 

tightening do not appear to be well understood and the source of the ongoing inflation acceleration even less 

so. Should inflation be primarily a monetary phenomenon, as assumed in our very simple framework, 

disinflation will be lurking around the corner. 

 

 
  

-40%

-35%

-30%

-25%

-20%

-15%

-10%

-5%

0%

5%

10%

GRAPH 5: GLOBAL COMMERCIAL 
BANKS M2 CREATION Y/Y, NET OF 

RESERVES



 
 

 
 

 BARINGSINVESTMENTINSTITUTE.COM  |  6

22 August 2022 |  Research Note  

 
IMPORTANT INFORMATION 
 
Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are subject to change without 
notice, dependent upon many factors. Any prediction, projection or forecast is not necessarily indicative of the future or likely 
performance. Investment involves risk. The value of any investments and any income generated may go down as well as up and is not 
guaranteed by Barings or any other person. PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. Any 
investment results, portfolio compositions and or examples set forth in this document are provided for illustrative purposes only and are 
not indicative of any future investment results, future portfolio composition or investments. The composition, size of, and risks associated 
with an investment may differ substantially from any examples set forth in this document. No representation is made that an investment 
will be profitable or will not incur losses. Where appropriate, changes in the currency exchange rates may affect the value of investments. 
Prospective investors should read the offering documents, if applicable, for the details and specific risk factors of any Fund/Strategy 
discussed in this document. 
 
Barings is the brand name for the worldwide asset management and associated businesses of Barings LLC and its global affiliates. Barings 
Securities LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia Pty Ltd, Barings Japan Limited, Baring Asset 
Management Limited, Baring International Investment Limited, Baring Fund Managers Limited, Baring International Fund Managers 
(Ireland) Limited, Baring Asset Management (Asia) Limited, Baring SICE (Taiwan) Limited, Baring Asset Management Switzerland Sarl, 
and Baring Asset Management Korea Limited each are affiliated financial service companies owned by Barings LLC (each, individually, an 
“Affiliate”). Some Affiliates may act as an introducer or distributor of the products and services of some others and may be paid a fee for 
doing so. 
 
NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase or sale of any financial 
instrument or service in any jurisdiction. The material herein was prepared without any consideration of the investment objectives, 
financial situation or particular needs of anyone who may receive it. This document is not, and must not be treated as, investment advice, 
an investment recommendation, investment research, or a recommendation about the suitability or appropriateness of any security, 
commodity, investment, or particular investment strategy, and must not be construed as a projection or prediction. 
 
Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made in good faith in relation to 
the facts known at the time of preparation and are subject to change without notice. Individual portfolio management teams may hold 
different views than the views expressed herein and may make different investment decisions for different clients. Parts of this document 
may be based on information received from sources we believe to be reliable. Although every effort is taken to ensure that the information 
contained in this document is accurate, Barings makes no representation or warranty, express or implied, regarding the accuracy, 
completeness or adequacy of the information. 
 
Any service, security, investment or product outlined in this document may not be suitable for a prospective investor or available in their 
jurisdiction. 
Copyright and Trademark 
Copyright © 2022 Barings. Information in this document may be used for your own personal use, but may not be altered, reproduced or 
distributed without Barings’ consent. 
 
The BARINGS name and logo design are trademarks of Barings and are registered in U.S. Patent and Trademark Office and in other 
countries around the world. All rights are reserved. 
 
22-2380902 
 

 

 

 


