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U rsula von der Leyen, the 
president of the European 
Commission, arrives in 
Washington on Friday amid 
what seems a typical US-EU 

dispute. The passage in the United 
States of new industrial policy measures 
such as the Inflation Reduction Act and 
the Chips and Science Act has caused 
much gnashing of teeth in Brussels. 
Many Europeans feel that the US, to
better arm itself in its competition with 
China, is taking decisions without pay-
ing much attention to European eco-
nomic interests. 

In fact, rather than resembling past 
rows over issues such as aircraft subsi-
dies or sanitary standards, this debate
is likely to follow a new rhythm for US-
European economic relations. Call it 
“ex-post co-ordination”.

Here’s how it works. The US acts with-

out seriously consulting its European 
allies. There is a predictably angry 
response from across the Atlantic. The 
US government expresses surprise and 
concern that allies are upset and dis-
patches various high-level envoys to 
European capitals to listen attentively 
to complaints and pledge to address 
them. The president then announces 
that he has heard and understood these 
concerns, that there is a limited amount 
he can do at this stage, but he will then 
offer some token concession. The Euro-
peans declare themselves satisfied with 
their effort to get the Americans to 
address their issues. What no one seems 
to notice is that the US has in the process 
succeeded in getting almost everything 
it wants.

This is the template that the Biden 
administration followed during the 
Afghanistan withdrawal and in the 
Aukus debate in 2021 when the US went 
behind France’s back to conclude a new 
defence pact with Australia and the UK. 
And it seems to be the emerging rhythm 
in the reaction to the IRA and Chips act.  

To see this process in action, consider 
in more detail the European approach to 

was an outcry in various quarters in 
Europe, particularly France. But von 
der Leyen’s commission still insists that 
the IRA is a key contribution to the 
effort to combat climate change. Rather 
than challenge the US head-on at the 
World Trade Organization or otherwise 
seek retaliation, the European Commis-
sion has chosen to tout that the EU is 
already running a green subsidy pro-
gramme that outpaces America’s and to 
seek exemptions. 

“Together,” boasted von der Leyen, 
“the EU and the US alone are putting 
forward almost €1tn to accelerate the 
clean energy economy.”  In other words, 
the EU doesn’t need a forceful response 
to the IRA; it can just boost its current 
green subsidies. 

The US government calmly supported 
this co-operative response. The Biden 
administration has decided to “bow 
slightly to European pressure” and is 
likely to allow European companies 
some access to the benefits of the new 
legislation. Biden and von der Leyen will 
probably announce some such compro-
mise on Friday.

In previous years, the US would never 

the IRA. A curious thing happened on 
the way to that bill passing in the US 
Congress. Nobody considered its impact 
on Europe. Despite the potentially dev-
astating implications of the bill’s $369bn 
in climate subsidies on European indus-
try, the lengthy debate over it contained 
barely any mention of its effect on 
America’s allies across the Atlantic. 

Even more oddly, this lack of atten-
tion to the bill’s negative effect on Euro-

pean allies extended to the Europeans 
themselves. The Canadian government 
saw the dangers the bill contained and 
succeeded, through a concerted lobby-
ing campaign, in getting an exception 
from its “Buy America” provisions. 
There appears to have been no similar 
European effort.

Once the bill had been passed, there 

Previously, Washington 
would not have considered 
initiatives such as the IRA 
without consulting Europe
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Institute between economic luminaries 
Olivier Blanchard and Larry Summers. 
In it, Blanchard argued that we would 
soon return to a world where “neutral” 
interest rates (or a level that does not 
cause inflation or recession) were very 
low — implying that the current inver-
sion pattern makes perfect sense. 

However, others believe it is a mistake 
to think we will return to the pre-Covid 
world of low long-term rates since there 
are bigger structural shifts in the global 
economy. “Some of what’s making the 
neutral rate be higher may be tempo-
rary, but there’s no reason to think that 
all of it is temporary,” Summers argued.  

Macroeconomic shifts aside, there is 
another, often-overlooked cultural 
issue as well: the propensity for people 
to define “normality” as what they grew 
up with. Most notably, financiers under 
the age of 50 built their careers in a 
world of ultra-low rates and inflation. 
They therefore tend to view this as 
“normal” (unlike the Volcker era, when 
double-digit inflation and interest rates 
were the “norm”). 

But that could be creating biases, 

know what has happened since. How-
ever, regulators tell me they think there 
is now significant positioning by funds 
in Treasuries, echoing patterns seen in 
early 2020. If so, this might have exacer-
bated the inversion pattern (and could 
cause it to flip back in the future if 
positions are unwound).

The second issue — that of genera-
tional cognitive bias — revolves around 
investors’ concept of what is “normal”. 
One interpretation of the inversion 
pattern is that investors expect the 
financial ecosystem to return to the 
pre-Covid pattern of ultra-low rates 
after Powell has curbed the Covid-
linked wave of inflation.

Some economists see this as a reason-
able bet. This week, for example, a fasci-
nating debate occurred at the Peterson 

J ust when you might have 
thought that financial markets 
could not turn any funkier — 
they have. On Tuesday, Jay 
Powell, US Federal Reserve 

chair, indicated that the Fed may raise 
rates further than expected in order to 
combat inflation.

Two-year Treasury yields duly 
jumped above 5 per cent for the first 
time since 2007. But 10-year yields 
barely moved. This pushed the yield 
curve deeper into an Alice-in-Wonder-
land state known as “inversion”, in 
which it costs more to borrow money 
short term than long term. By Wednes-
day, the gap had expanded to a negative 
107 basis points — an extreme pattern 
only seen once before, in 1980 — when 
Paul Volcker, then Fed chair, was 
unleashing shock therapy.

What has sparked this pattern? One 
explanation is that bond investors think 
Powell will follow in Volcker’s footsteps 
and unleash a deep recession. After all, 
historical models show that “every 
recession since the mid-1950s was 
preceded by an inversion of the yield 
curve”, as economists at the San Fran-
cisco Fed recently noted. They added 
that “there was only one yield curve 

inversion in the mid-1960s that was 
not followed by a recession within two 
years”.

Or as Anu Gaggar, analyst at US advi-
sory firm Commonwealth, observed last 
year: “There have been 28 instances 
since 1900 where the yield curve has 
inverted; in 22 of these episodes, a reces-
sion has followed.”

But there is precious little evidence of 
this as yet. Yes, there are hints of rising 
consumer stress. But as Powell noted 
this week, the labour market is red hot, 
and when I met business leaders in 
Washington last week, the mood was 
strikingly bullish.

So is there something happening that 
might cause the inversion pattern to 
lose its signalling power? We will not 
know for several months. But there are 
two key factors that investors (and the 
Fed) need to watch: speculative posi-
tioning and generational cognitive bias.

The first issue revolves around some 
important data from the Commodity 
Futures Trading Commission. Nor-
mally, the CFTC reveals each week 
whether speculative investors, such as 
hedge funds, are “long” or “short” inter-
est rate futures (ie whether they are 
collectively betting that rates will fall or 
rise, respectively).

But in a ghastly, and ill-timed, twist, 
the CFTC has recently failed to issue this 
data on time due to a cyber hack. We do 
know, though, that in early February 
hedge funds had a record high “short” 
against two-year Treasuries, ie a mas-
sive bet that rates would rise.

Without the CFTC data, we do not 

The markets 
go down the 
rabbit hole

When investors start 
invoking the phrase ‘this 
time is different’, they are 
often completely wrong

S cience fiction writers are 
often credited with predictive 
powers. On some subjects, 
their ability to foresee the 
future is deserved: on subma-

rines, the internet, mobile phones and 
driverless cars, for example. On others, 
they have been mostly wrong (or maybe 
just too early). Last time I checked, we 
do not have teleportation or ubiquitous 
flying cars, still less have we been drawn 
into existential battles with runaway 
robots or extraterrestrial aliens. Some 
may call this premature extrapolation.

But faced with the tech future arriving 
on fast-forward, policymakers and 
strategists have increasingly been 
resorting to science fiction writers to 
help them imagine what is accelerating 
towards us. The latest example is 

Britain’s Ministry of Defence, which 
commissioned PW Singer and August 
Cole to write eight short stories about 
future warfare. The US, Canadian, 
Australian and French militaries 
have also conducted similar literary 
exercises, creating a demand for 
“fictional intelligence”. 

In an introduction to the defence min-
istry’s collection, published last week, 
Dame Angela McLean, its chief scien-
tific adviser, argued for the value of sci-
ence fiction writers. “Defence needs to 
harness the creativity and vision of this 
sector to further stimulate foresight and 
innovation,” she wrote. The stories are 
certainly a sparkier read than the UK’s 
official integrated review of security, 
defence, development and foreign pol-
icy, written in antiseptic Whitehall-ese.

Stories From Tomorrow covers familiar 
sci-fi territory. Much is made of the 
development of “edge” computing, ena-
bling sensor-stuffed autonomous con-
voys to scour and sniff hostile terrain 
and resupply forward bases. Technolog-
ically enhanced high-performance 
soldiers, known as “perfs”, read instruc-
tions off their contact lenses, respond to 

scramble for control over energy 
resources. A mercenary force, funded 
by an oil firm, intervenes in a Nigerian 
civil war to sustain fossil fuel produc-
tion. The Chinese back a coup in 
Indonesia to secure the supply of rare 
earth minerals. Such are likely to be the 
“green wars” of the future.

The stories are certainly creative 
and provocative, but are open to two 
challenges. The first, best articulated by 
the late Ursula Le Guin, is that science 
fiction is descriptive more than predic-
tive. Science fiction writers construct 
literary “lies” that simply reflect the 
dreams, fears and experiences of their 
own times. “All they can tell you is what 
they have seen and heard, in their time 
in this world, a third of it spent in sleep 
and dreaming, another third of it spent 
telling lies,” she wrote in the introduc-
tion to The Left Hand of Darkness.

The second challenge is that by focus-
ing on remote future scenarios we dis-
tract ourselves from the more pressing, 
and often overlooked, threats of today. 
The risk of a nuclear confrontation 
between Russia and the US triggered by 
the recapture of Crimea by Ukrainian 

haptic pulses in their body suits and 
activate pain buffers when in trouble. 
Autonomous kamikaze terrorist drones 
buzz through the skies of London, 
killing more than 300 people. 

But to my mind, the most interesting 
stories focus on quantum computing 
and the geopolitical upheavals caused 
by climate change. There is a chilling 
account of what happens when a British 

military unit is attacked by a technologi-
cally superior enemy, deploying the 
power of quantum computing. This 
breakthrough cracks all the British 
forces’ electronic communications 
and gives the enemy “an edge unlike 
any before seen in history”. The 
consequences are certainly worth 
thinking about.

Others in the collection explore the 

Faced with a future arriving 
on fast-forward, strategists 
have been enlisting writers 

to help them imagine it
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Transatlantic trade disputes are moving to a new US-controlled rhythm

have considered initiatives such as the 
IRA without consultation, knowing that 
securing European partnership on 
geoeconomic initiatives was both neces-
sary and non-trivial. Europeans would 
have participated in the early stages of 
formulating these policies, probably 
occasioning many hard negotiations 
and compromises. 

At the moment, however, ex-post co-
ordination works because the EU’s deep 
and growing security dependence on the 
US means European governments have 
little choice but to defer to Washington 
on security issues. And, from an Ameri-
can perspective, the increasing integra-
tion of the security and economic 
spheres, particularly in the struggle with 
China, means that nearly every issue is a 
security issue. The IRA, for example, is 
both domestic economic policy and a 
weapon for the US in the struggle with 
China. America expects Europeans to 
defer to it on the latter and mostly 
ignore the former. So far, it is working.

The writer is research director at the Euro-
pean Council on Foreign Relations and a 
former official in the US state department
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Japan must 
lose its 
Showa 

mentality

S howa is the name given to the 
reign of Japanese emperor 
Hirohito (1926-1989). Today 
the word is also used to 
describe, with a certain 

amount of exasperation, the attitude 
of those in Japan who cannot let go of 
the country’s high-growth era after the 
second world war. 

“Oh it is so Showa!” a younger worker 
might sigh, when his boss frowns upon 
his request for childcare leave or 
his excuse to get out of an office drinking 
party. “This is how we did things,” a 
Showa person might reply, with the 
suggestion that the result was a spectac-
ular success and even, for a period, 
forced the world to admit that Japan 
was number one. All you have to do is 
to do things our way, the implication 
goes, and we will have those glory 
days again.

In light of the many changes that 
have taken place since the end of Showa, 
this is illogical. The same method 
does not bring about the same result if 
circumstances change. And everything 
has changed. 

Japan’s population pyramid is rapidly 
turning into a mushroom. Our equal 
employment opportunity law finally 
passed in 1985. Factors such as ESG, 
human rights and economic security are 
now recognised as too important for 
us to be able to say that free trade 
alone improves economic welfare. It 
is no longer just the G7 but the G20. 
The risk of pandemics is higher, and a 
new cold war looms.

Many Showa types are aware of all 
these changes, but at a somewhat 

abstract level. They are not ready 
to accept a Copernican revolution in 
their thinking. But change requires not 
just institutional and legal reforms but 
also a change in ourselves.

The endurance of the Confucian 
tradition in Japan means that the young 
are programmed to show respect to 
anyone who is older. Besides, it is with 
the best of intentions that the Showa 
continue to shower younger genera-
tions with daily advice. Many of this 
cohort are now demoralised enough not 
to vote. Nearly 60 per cent of Japanese 
voters are over 50 years old, creating a 
vicious circle of apathy and neglect.

But this mindless adherence to 
past glories has also resulted in 
disastrous economic policies. When 
Abenomics, with its three-arrow 
approach, was launched in 2012, there 
was euphoria. But as it turns out the 
emphasis remained on the first arrow of 
monetary easing, which gave a false 
sense of revival without requiring much 
of the third arrow of structural change. 

So eager were the Showa types 
to regain the postwar era that they 
went into collective denial, putting up a 
wall of resistance against anyone who 
dared to suggest that more and more of 
the first arrow without the third 
was dangerous. 

This policy was in fact a replay of 
1985 when Japan relied on monetary 
expansion to keep its Plaza Accord 
promise to expand domestic demand. 
We all know how that ended — with 
a disastrous lost decade for growth. Yet 
even while paying for the consequences 
of 1985, we seem to have repeated the 
same mistake. And what happens twice 
happens three times, or so the saying 
goes in Japan. We will not be able to 
afford it again.

If we leave things up to the post-
Showa generations, not all changes will 
be good of course. For instance, turning 
away from the pressures of conformity 
may mean the loss of high customer 
satisfaction sustained by minute 
attention to detail at every possible 
level. But every way of life has its good 
sides and bad sides. You suffer the bad 
ones better when you yourself have 
chosen that way of life.

So my fellow Showa persons, let us 
retire. Perhaps we can join those looking 
after children during the hours between 
school and their parents’ return. The 
course of Japan for the next 30 years 
should be determined by those who will 
actually be there to live it.

The writer is a professor of economics at 
Keio University

This mindless adherence 
to past glories has 

resulted in disastrous 
economic policies

Sahoko 
Kaji

causing the market to underestimate 
long-term rates, as Goldman Sachs has 
pointed out. “Investors appear to be 
wedded to the secular stagnation . . . view 
of the world from the last cycle,” it 
argues. “[But] we believe this cycle is 
different,” it adds, arguing that a reces-
sion seems unlikely, ie that the signals 
from the inversion pattern are wrong.

Of course, history shows that when 
investors start invoking the phrase “this 
time is different”, they are also often 
completely wrong. Just look at the work 
that the economists Carmen Reinhart 
and Kenneth Rogoff have done on this 
for evidence.

But as the Fed — and markets — grap-
ple with a financial wonderland, the key 
point is this: while an economic slow-
down may very well loom, it would be 
foolish to look at macroeconomics alone 
to make sense of market signals. Now, 
more than ever, investors need to 
ponder their own biases about “normal-
ity”. And pray that the CFTC manages to 
release its crucial positioning data soon.

gillian.tett@ft.com

forces is surely one. The present-day 
havoc caused by climate change in 
vulnerable parts of the world is another.

In a telephone interview, Singer, one 
of the authors, partly rejected the first 
but mostly acknowledged the second 
charge. Both writers, he told me, spent a 
lot of time immersing themselves in 
British military history and talking with 
serving officers. Their “useful fiction”, 
as they market it, is really a sub-genre of 
science fiction, camouflaging informed 
analysis in narrative form designed to 
pack an emotional punch. “Stories are 
the oldest technologies of all,” he says.

But Singer accepts that many military 
failures, such as the Japanese attack on 
Pearl Harbor in 1941 and the terrorist 
attacks on the US in 2001, were predict-
able, but largely ignored due to a lack of 
attention. Far from being unimaginable 
“black swan” events, these were big, 
obvious and ugly “grey rhino” events. 
The future does not always have to 
be imagined in colourful prose. Some-
times, it is staring us in the face.

The writer is founder of Sifted, an FT-
backed site about European start-ups

‘Fictional intelligence’ can blind us to real-world dangers

Efi Chalikopoulou


