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Wednesday, 15 September 2021 Author: Dr. Brendan Brown 
 

THE REAL THREAT FOR POST-MERKEL EURO-
ZONE:  BANKRUPTCY, NOT STAGFLATION 
 
Let's give credit where credit is due.  
 
ECB Chief Lagarde lived up to her reputation as a consummate 
French politician at the latest ECB policy meeting (September 9), 
crucially placed ahead of the looming German General Election 
(September 26).    
 
Christine Lagarde's tactical success ahead of German poll 
 
She was successful in not becoming a catalyst to the ECB's policies 
becoming a serious topic of debate between the mainstream 
parties.  In the TV election contest the following Sunday (September 
12) debate between the chancellor-candidates for the CDU, SPD, 
and Greens, there was no discussion about Europe, let alone the 
euro and the ECB. In the likely event now of an SPD-led 
government emerging in Germany, she has got off to a good start 
in relations with it. 
 
Suppose Lagarde had turned back the Bundesbank-led request for 
a start to removing "stimulus", given inflation above target and 
economic rebound now underway. In that case, the ECB might 
indeed have entered the late days of the German election campaign 
as a serious topic.  
 
In any case, the unpopular CDU candidate-chancellor Armin 
Laschet has already in desperation raised the charge that an SPD-
led government (under SPD candidate-chancellor Scholz) would 
abandon all restraints on Germany "paying for Europe" and agree 
to "debt mutualization". Maybe in their dying days, the CDU-led 
government would have protested the ECB path of inflation and 
promised that they would take a stricter line in Frankfurt than 
hitherto if re-elected. 
 
In short, total defiance of the Bundesbank by Lagarde would have 
been a present to the CDU.  But no time for such gestures, even if 
she owes her job to outgoing Chancellor Merkel. This is the time to 
get with the mainstream political current in Germany, which will 

Executive Summary 
 
ECB Chief Christine Lagarde 
achieved a tactical victory at 
the September 9 policy 
meeting ahead of the German 
election.   Europe and the euro 
will not enter the last days of 
the campaign whilst she is 
well placed if the SPD lead the 
next government in Berlin. 
 
Much of the focus in the 
immediate post-election 
period regarding the ECB will 
be about rising inflation and 
the spectre of stagflation.   
This is likely to be a false 
alarm in the sense that 
Germany and Europe are not 
now passaging into a new era 
of high inflation. 
 
The much more severe alarm 
which could sound later is 
European bankruptcy, most 
likely in the context of global 
asset deflation.  Read on!  
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likely bring big gains for the SPD and the Greens. And the SPD 
promises a closer relationship with Paris.  
 
The SPD and Greens may not have a working majority together, 
meaning they will most likely join a three-way coalition with the FDP. 
The latter party is in principle cautious about European gravy trains 
and opposed to higher taxes and intensified regulation. LDP chief 
Lindner might be able to insist on becoming Finance Minister as part 
of any coalition deal. 
 
But in a Cabinet flanked by an SPD economics minister, a Green 
Vice-Chancellor and Environmental Minister, and all under an SPD 
Chancellor, let's be realistic about how much of a restraint Herr 
Lindner can pose.   
 
The next government in Berlin, whether a 3-way coalition between 
the SPD, Greens and FDP or a minority SPD-Green government 
(dependent on silent support of the Left Party), will almost certainly 
intend at the start to remain supportive of the present status quo in 
European Monetary Union. The FDP would be the most reticent 
partner (on the euro status quo) but would not make its concerns a 
coalition deal-breaker before it is born. 
 
Let's go back to Christine Lagarde's press conference on 
September 9.  
 
By announcing a slight reduction in the number of government 
bonds which the ECB will buy for the next few months under the so-
called pandemic asset-purchase program, she doubtless met the 
immediate demands of the Bundesbank President, joined by other 
central bank presidents amongst the "Frugal Five" (including 
notably the Netherlands).  These members of the ECB Council are 
concerned that the ECB is ignoring its 2 per cent inflation mandate, 
albeit that this is now quite fuzzy.   They also reflect anxiety about 
the ECB going beyond its constitutional mandate in presiding over 
a "transfer union" to support the weak finances (banks and 
governments) within the monetary union, most of all Italy. 
 
In the greater span of history, what Lagarde delivered at her press 
conference (a small pairing back of bond purchases) was relatively 
trivial. 
 
Two danger alarms beyond German elections – first, 
stagflation; second, euro-bankruptcy 
 
Beyond the German elections, two danger alarms could sound and 
end the quiet in Berlin on the European monetary scene.   The first 
is an aggravation of "stagflation" in the euro-zone as we head into 
Winter, especially if forecasts of severe gas shortages materialize; 
the second is a bankruptcy crisis – involving banks, states or both 
– with its eruption most likely coincidental with asset deflation 
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emerging globally. Of those two calls, the first is expected to be 
false; the second deadly serious.  
 
Late this year, a further decision point is pre-programmed in the 
ECB's plan, whether to let the pandemic bond-buying program 
expire into next year or extend and build up further.  By then, the 
new government may be formed in Berlin. However, Angela Merkel 
may still be "caretaker Chancellor" with negotiations underway to 
form the next government.  More predictably, euro-area CPI 
inflation year-on-year could by then be close to 3.5 per cent – and 
if measured the same way as in the US to include housing and 
reflect the second-hand car market – at near 4.5 per cent.   
 
This inflation picture in the euro-zone is already earning the label of 
stagflation – the combination of high inflation with still high 
unemployment (economic output in all large euro-zone economies 
except Germany still below pre-pandemic levels). 
 
We should expect that the build-up of stagflation in the German 
post-election political scene will lead to calls for ECB action.  Again, 
we should expect some largely empty but cosmetically newsworthy 
response from Mme Lagarde, including most prominently a further 
quarter of tapering in the pandemic bond-buying programme. 
 
The emergence of "stagflation", as always, will prove to be a 
dubious temporary diversion. The concept of stagflation is a myth 
built on false historical analysis.  
 
Yes, there have been periods in modern history when high inflation 
and high unemployment seem to coexist, but these do not stand up 
to scrutiny.   Sometimes, high inflation is attributable to a sudden 
supply constraint (resource shortage, supply bottlenecks), usually 
but not always a consequence of monetary excess.  Other times the 
combination (of high inflation and high unemployment) is a property 
of averaging results over a long period. Still, the rise in inflation 
occurs in a sub-period with booming demand and low 
unemployment.  
 
The arch-period for stagflation is the 1970’s in the US and Europe, 
outside the hard DM-zone. In two episodes, the rise in reported 
inflation at the same time as the economy slowed was due to supply 
shock – first the OPEC shock of Autumn 1973 and later the oil shock 
related to the Iranian revolution. Within the whole period from the 
Great Recession of 1973-5 to the end of the decade, there was a 
reasonably traditional period of inflation taking off (both in goods 
and asset markets) against the background of virulent monetary 
inflation, manifested in booming aggregate demand. That occurred 
in the years 1976-9 in the US. 
 
Fast forward to the present, in the 2021 episode of stagflation, 
supply shock is an immediate issue. 
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Policies of stepped-up monetary inflation by the Federal Reserve, 
copied by foreign central banks, led to unpredicted and sudden 
surges in demand for consumer durables in the US, which in turn 
fed back to a process of bottleneck formation already underway.   
Port and sea traffic capacity and remarkable capacity in the chip 
industry could just not deal with the surge in demand, not least given 
other interruptions on the supply side related to the pandemic and 
environmental shock.  Adding to the capacity problems was the rise 
in demand for inputs to the stay at home technology boom, in turn, 
exacerbated by monetary inflation. 
 
Hence the supply shocks, otherwise called bottlenecks, are partly 
explained by rampant monetary inflation. That was true in 1973; it 
is, even more the case in 2021.  Central banks do not take 
responsibility, of course, for the bottlenecks. Still, they take 
advantage of them to argue for keeping to policies of monetary 
inflation despite the current high CPI numbers, pointing to 
weakness in the economic data (some of this due to dislocations in 
supply) and arguing that the present spikes are temporary.  
 
Back to Europe, as in the US, this year's big inflation target 
overshoots will not bring any significant change in monetary 
direction; only much cosmetic chatter about almost meaningless 
tapering.  
 
This failure to pull back on monetary inflation does not mean that 
persistent high CPI inflation now looms in the mid-2020s as in the 
mid-1970s for the US and its monetary followers abroad (in the mid 
and late 1970s, Germany and Japan did not follow the US lead).  
 
First, there is now such a degree of economic sclerosis, itself 
generated by decades of monetary inflation and all the 
malinvestment/monopoly power which has grown alongside, that 
sustained booms in aggregate demand as in the 1960s/70s are 
implausible.  
 
Second,  malinvestment, the advance of monopoly capitalism, 
enormous latent financial instability (including patterns of 
momentum investment and speculation) could mean the sudden 
business cycle downturn and eruption of economic crisis, probably 
in synchrony with one another. 
 
In this second set of scenarios, we should examine the implications 
of political change in Germany and its bearing on European 
monetary policy. 
 
In particular, suppose a run develops on Italian and French banks 
in the context of global asset deflation shock and surprise global 
economic downturn. Is Madame Lagarde likely to be in a position to 
utter those infamous words about "doing whatever it takes to save 
European Monetary Union?". We should note that Sig. Draghi could 
only do so credibly because Chancellor Merkel was backing him 
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and had already extracted the Obama Administration's 
acquiescence in vast IMF participation in the salvaging of "Europe".  
 
Yes, there could be a more cordial, solid tone to the Paris-Berlin 
axis than in the last years of Chancellor Merkel.  Lagarde might feel 
emboldened to ignore the irritation of objections from the 
Bundesbank President in the Council and start a "bold new 
program" of LTROs (long-term repurchase agreements) as well as 
a nod to member central banks themselves making emergency 
lending into their banking systems whilst running up overdrafts with 
the ECB. But if France itself is the epicentre of crisis intervention on 
such a scale, it would require German parliamentary action, 
specifically for any European "banking union" funding, including re-
capitalization by public funds at a European level.  
 
A "red-green-yellow" coalition could well fracture fatally on any such 
attempt; a red-green minority government could find itself opposed 
on all fronts. Far from the position of Draghi with his firm backing in 
Berlin and Washington, Lagarde might, when the bell sounds, find 
herself without a conversation partner amidst political crisis in 
Berlin.   And don't even think of expanded IMF resources for Europe 
in the present context of Washington.  
 
There is another scenario, including a devastating flight from the 
euro.  
 
The next government in Berlin says yes to a European banking 
union and the ECB doing whatever is necessary to save the status 
quo, never mind the eventual cost, including most relevantly to the 
German taxpayer (where taxes include monetary taxation in forms 
of inflation tax or monetary repression tax.  We could describe this 
as the China exit to the European banking and government debt 
bankruptcy problem.   Except for China, the euro is fully convertible 
into foreign currencies.  So the "escape" from these taxes would 
mean a flight of capital out of the euro-zone – a super weak euro 
and new impetus to euro-inflation the result.  
 


