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In this post, we assess how emerging markets may fare in a world of 2% long-term average inflation in the U.S. We
examine the extent to which EM inflation, real growth, interest rates, credit spreads, and currency returns change alongside
U.S. inflation.

In an effort to stave off disinflationary impulses in the economy, the Federal Reserve’s Flexible Average Inflation Targeting
(FAIT) framework announced in 2020 was one of the most important shifts in monetary policy strategy in years. While the
unexpectedly high inflation in recent months swiftly changed our near-term expectations for inflation, we still believe in the
thesis of relatively low and stable long-run inflation. After the current bout of significant inflation, we expect the Fed to
maintain its commitment to the FAIT framework and allow inflation to run reasonably above 2% to achieve its goal of
“inflation that averages 2% over time.” In fact, current market pricing concurs: long-term U.S. inflation expectations still
stand at roughly 2% even in the face of the current surge in prices.

Our assessment of what emerging markets may look like (as a whole and individually) in a world of 2% long-term average
U.S. inflation focuses on inflation, real growth, interest rates, credit spreads, and currency returns. To account for potential
lead-lag relationships between variables, we use one-year changes of these variables.

Before delving into the detailed contemporaneous relationship between U.S. inflation and the EM variables, we
acknowledge the high-level assumption made here that changes in EM economic measures and asset prices are
associated with global factors, such as U.S. inflation trends, setting aside the cause and effects of the relationships. To
assess this assumption and understand the extent to which emerging market is impacted by global factors rather than
domestic ones, we conducted cross-country principal component analyses. Figure 1A shows the time series of U.S.
inflation and the first principal components of one-year changes in EM inflation, growth, interest rate, credit spread, and
currency in the past two decades, and thesbane principal components capture the common changes of these EM variables
across all countries. As seen in Figure 1B, 80% of variations in credit spread were explained by the principal component,
the highest among the EM factors, followed by growth (63%), currency (51%), interest rate (48%), and inflation (37%). The
global factor’s strong ability in explaining variations in EM credit spreads has been widely observed and well understood
by market participants, but even EM inflation, a largely domestically driven variable, also shows a high percentage. Figure
2 also shows U.S. inflation’s correlation with each of the principal components. The correlation ranges from 0.38 for interest
rate to 0.73 for inflation, confirming the visual pattern of positive correlations. One notable exception is the rare divergence
of EM currency return from U.S. inflation in recent quarters, likely a pandemic-specific anomaly.
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FIGURE 1A: Principal Components of EM Variables
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Source: PGIM Fixed Income.

FIGURE 1B: Variations in EM Factors Explained by PC1 and Correlation with U.S. Inflation

Vanations explained Correlation with

by PC1 U.S. inflation
EM CPI YoY 37% 0.73
EM real GDP YoY 63% 0.50
EMFX total return 51% 043
Nat. log of 5-year CDS spread 80% 0.46
EM 5-yearinterest rate swap 48% 0.38

Source: PGIM Fixed Income.

Having confirmed the positive relationships between U.S. inflation and various EM conditions, we then ran a simple
univariate contemporaneous regression to obtain various EM betas to U.S. inflation, with the EM variables as the
dependent variable and U.S. inflation as the independent variable. Figure 2 summarizes the regression results. Consistent
with the correlations in Figure 1, in the past two decades, emerging markets as a whole exhibited higher inflation, higher
growth, higher currency returns, narrower credit spreads, and marginally higher rates alongside higher U.S. inflation.
Specifically, these regression results show that, if historical patterns extend into the future, a 1% yearly increase in U.S.
inflation is associated with 0.5% higher EM inflation, 0.8% higher EM growth, 2.1% higher EM currency return, 8% narrower
(e.g., narrowing from 100 bps to 92 bps) EM credit spreads, and marginally higher interest rates in aggregate. Meanwhile,
EM rates’ beta to U.S. inflation only recently became statistically significant as EM rates simultaneously surged with U.S.
inflation. Furthermore, we also found the strong performances of our proprietary EMFX and EM Rates carry portfolios
generally insensitive to U.S. inflation. Overall, these results paint a broadly positive picture of EM risk in contrast to the
preconceived notions regarding the sensitivity to U.S. inflation.

Since the data sample ends in December 2021, the analysis doesn’t capture the latest surge in U.S. inflation. One can
argue that many unique drivers played into this highly abnormal inflation reading, including the pandemic-related labor
market, supply chain disruptions, and the more recent Russian-Ukraine war disruption. Even during this highly abnormal
period, we see overall resilience in EMFX and EM credit performances and strong EM growth and inflation to go with the
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higher U.S. inflation so far in 2022. Overall, the more applicable takeaway of our results should be a broad long-term
positive EM backdrop when the current wave of high inflation impulses eventually tapers and U.S. inflation normalizes to
Fed-mandate-consistent levels that are still higher than what we have seen in the past two decades.

FIGURE 2: EM Betas to U.S. Inflation: What to Expect with a 1% Increase in U.S. Inflation

EM CPI YoY 0.50%
EM real GDP YoY 0.80%
EMFX total return 210%
Nat. log of 5-year CDS spread 8.0%

EM 5-year interest rate swap 0.04%
EMFX relative carry return change not significant
EM rates relative carry return not significant

Source: PGIM Fixed Income.

The pooled regression (pooling data of all EM countries into one regression) results depict how EM as a whole behaves
with higher U.S. inflation. Since there are considerable differentiations among individual EM countries, we conduct the
same regression for individual countries to identify potential relative value investment opportunities. Figures 2A and 2B
show two scatter plots of individual countries’ economic and market betas to U.S. inflation, respectively, with statistically
insignificant betas shown as zero. In terms of economic sensitivity to U.S. inflation, countries fall into four groups (Figure
2A): above average betas for both inflation and growth (Singapore, Taiwan, Malaysia, and Chile); above-average growth
beta but below average or insignificant inflation beta (Turkey, Russia, India, Brazil) above-average inflation beta but below
average or insignificant growth beta (Czech Republic, China, Philippines); and below-average or insignificant betas for
both inflation and growth (Colombia, Indonesia, Hungary). As for market sensitivity, Figure 2B shows that countries with
the higher currency return beta typically also experience greater credit spread tightening along with higher U.S. inflation
(Poland, Czech Republic, Chile). Interest-rate betas are mostly statistically insignificant (95% confidence interval), except
for Asian economies including Taiwan, Thailand, and Indonesia.

FIGURE 3A: EM Inflation and Growth Beta to U.S. Inflation

20 !
1
1
e TRY )
16 :
: e SGD
1
. 12 | e TWD
= RUB PEN . :
-§ @ - MXN ILS .: EM e MYR
5 08 .b_l_Nﬁ —————— BRt ~@-¢=== ===~ S
o ! © - CNY
* kKRw-® ! e CZK
04 ®pin R
e DR E
0o s s
- 02 04 06 08 1.0 12
Inflation beta

Source: PGIM Fixed Income.

For Professional Investors Only. All Investments involve risk, including the possible loss of capital.



Emerging Markets in a World of Higher Long-Term U.S. Inflation

FIGURE 3B: EM Credit Spread and Currency Return Beta

6 |
1
I
L 1
. e BRL | =
' “PLN
1 [ ]
RUB
4 :
s !»MXN o CZK
g 3 i
= 1
g i~ EM  o-CLP
B B e e T e o MWR
o SGD :
, & TWD :
PEN ! o ZAR
e PHP | cop ' Tug TRYCNY | DR KF:-IVJF
ié—+ & - b w b S |
0 2 4 6 8 10 12 14

Credit spread tightening beta
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If the macroeconomic dynamics of the past two decades largely extend into the future and assuming the Federal Reserve
succeeds in achieving sustained higher U.S. inflation—either due to a higher inflation regime or the Fed’s FAIT framework
- our analysis shows that this environment is broadly risk positive for emerging markets, with plenty of long-term relative

value opportunities in the FX and credit sectors.

This material reflects the views of the author as of April 22, 2022 and is provided for informational or educational purposes only. Source(s)
of data (unless otherwise noted): PGIM Fixed Income. We do not guarantee the accuracy of such sources or information. This outlook
sets forth our views as of this date. The underlying assumptions and our views are subject to change. Does not constitute a
recommendation regarding the merits of any investments. Does not constitute investment advice and should not be used as the basis
for any investment decision. Does not constitute a representation that PGIM Fixed Income has purchased or would purchase any of the
investments referenced or that any such investments would be profitable. Past performance is not a guarantee or a reliable indicator of

future results.

For Professional Investors Only. All Investments involve risk, including the possible loss of capital.



April, 2021

Important Information

PGIM Fixed Income operates primarily through PGIM, Inc., a registered investment adviser under the U.S. Investment Advisers Act of 1940, as amended, and a
Prudential Financial, Inc. ("PFI") company. Registration as a registered investment adviser does not imply a certain level or skill or training. PGIM Fixed Income is
headquartered in Newark, New Jersey and also includes the following businesses globally: (i) the public fixed income unit within PGIM Limited, located in London; (ii)
PGIM Netherlands B.V., located in Amsterdam; (iii) PGIM Japan Co., Ltd. ("PGIM Japan”), located in Tokyo; (iv) the public fixed income unit within PGIM (Hong Kong)
Ltd. located in Hong Kong; and (v) the public fixed income unit within PGIM (Singapore) Pte. Ltd., located in Singapore ("PGIM Singapore”). PFl of the United States
is not affiliated in any manner with Prudential plc, incorporated in the United Kingdom or with Prudential Assurance Company, a subsidiary of M&G plc, incorporated
in the United Kingdom. Prudential, PGIM, their respective logos, and the Rock symbol are service marks of PFl and its related entities, registered in many jurisdictions
worldwide.

These materials are for informational or educational purposes only. The information is not intended as investment advice and is not a recommendation about
managing or investing assets. In providing these materials, PGIM is not acting as your fiduciary. Clients seeking information regarding their particular investment
needs should contact their financial professional. These materials represent the views and opinions of the author(s) regarding the economic conditions, asset classes,
securities, issuers or financial instruments referenced herein. Distribution of this information to any person other than the person to whom it was originally delivered
and to such person’s advisers is unauthorized, and any reproduction of these materials, in whole or in part, or the divulgence of any of the contents hereof, without
prior consent of PGIM Fixed Income is prohibited. Certain information contained herein has been obtained from sources that PGIM Fixed Income believes to be
reliable as of the date presented; however, PGIM Fixed Income cannot guarantee the accuracy of such information, assure its completeness, or warrant such
information will not be changed. The information contained herein is current as of the date of issuance (or such earlier date as referenced herein) and is subject to
change without notice. PGIM Fixed Income has no obligation to update any or all of such information; nor do we make any express or implied warranties or
representations as to the completeness or accuracy or accept responsibility for errors. All investments involve risk, including the possible loss of capital. These
materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial instrument or an y investment management
services and should not be used as the basis for any investment decision. No risk management technique can guarantee the mitigation or elimination of risk in any
market environment. Past performance is not a guarantee or a reliable indicator of future results and an investment could lose value. No liability whatsoever is
accepted for any loss (whether direct, indirect, or consequential) that may arise from any use of the information contained in or derived from this report. PGIM Fixed
Income and its affiliates may make investment decisions that are inconsistent with the recommendations or views expressed herein, including for proprietary accounts
of PGIM Fixed Income or its affiliates.

The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as recommendations
of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding the suitability of any securities,
financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned herein, the recipient(s) of this report must
make its own independent decisions.

Conflicts of Interest: PGIM Fixed Income and its affiliates may have investment advisory or other business relationships with the issuers of securities referenced herein.
PGIM Fixed Income and its affiliates, officers, directors and employees may from time to time have long or short positions in and buy or sell securities or financial
instruments referenced herein. PGIM Fixed Income and its affiliates may develop and publish research that is independent of, and different than, the recommendations
contained herein. PGIM Fixed Income’s personnel other than the author(s), such as sales, marketing and trading personnel, may provide oral or written market
commentary or ideas to PGIM Fixed Income’s clients or prospects or proprietary investment ideas that differ from the views expressed herein. Additional information
regarding actual and potential conflicts of interest is available in Part 2A of PGIM Fixed Income’s Form ADV.

In the United Kingdom, information is issued by PGIM Limited with registered office: Grand Buildings, 1-3 Strand, Trafalgar Square, London, WC2N 5HR. PGIM Limited
is authorised and regulated by the Financial Conduct Authority (“FCA") of the United Kingdom (Firm Reference Number 193418). In the European Economic Area
(“EEA"), information is issued by PGIM Netherlands B.V., an entity authorised by the Autoriteit Financiéle Markten ("AFM") in the Netherlands and operating on the
basis of a European passport. In certain EEA countries, information is, where permitted, presented by PGIM Limited in reliance of provisions, exemptions or licenses
available to PGIM Limited under temporary permission arrangements following the exit of the United Kingdom from the European Union. These materials are issued
by PGIM Limited and/or PGIM Netherlands B.V. to persons who are professional clients as defined under the rules of the FCA and/or to persons who are professional
clients as defined in the relevant local implementation of Directive 2014/65/EU (MiFID Il). In certain countries in Asia-Pacific, information is presented by PGIM
(Singapore) Pte. Ltd., a Singapore investment manager registered with and licensed by the Monetary Authority of Singapore. In Japan, information is presented by
PGIM Japan Co. Ltd., registered investment adviser with the Japanese Financial Services Agency. In South Korea, information is presented by PGIM, Inc., which is
licensed to provide discretionary investment management services directly to South Korean investors. In Hong Kong, information is provided by PGIM (Hong Kong)
Limited, a regulated entity with the Securities & Futures Commission in Hong Kong to professional investors as defined in Section 1 of Part 1 of Schedule 1 (paragraph
(a) to (i) of the Securities and Futures Ordinance (Cap.571). In Australia, this information is presented by PGIM (Australia) Pty Ltd ("PGIM Australia”) for the general
information of its “wholesale” customers (as defined in the Corporations Act 2001). PGIM Australia is a representative of PGIM Limited, which is exempt from the
requirement to hold an Australian Financial Services License under the Australian Corporations Act 2001 in respect of financial services. PGIM Limited is exempt by
virtue of its regulation by the FCA (Reg: 193418) under the laws of the United Kingdom and the application of ASIC Class Order 03/1099. The laws of the United
Kingdom differ from Australian laws. In South Africa, PGIM, Inc. is an authorised financial services provider — FSP number 49012. In Canada, pursuant to the
international adviser registration exemption in National Instrument 31-103, PGIM, Inc. is informing you of that: (1) PGIM, Inc. is not registered in Canada and is
advising you in reliance upon an exemption from the adviser registration requirement under National Instrument 31-103; (2) PGIM, Inc.’s jurisdiction of residence is
New Jersey, U.S.A; (3) there may be difficulty enforcing legal rights against PGIM, Inc. because it is resident outside of Canada and all or substantially all of its assets
may be situated outside of Canada; and (4) the name and address of the agent for service of process of PGIM, Inc. in the applicable Provinces of Canada are as
follows: in Québec: Borden Ladner Gervais LLP, 1000 de La Gauchetiére Street West, Suite 900 Montréal, QC H3B 5H4; in British Columbia: Borden Ladner Gervais LLP,
1200 Waterfront Centre, 200 Burrard Street, Vancouver, BC V7X 1T2; in Ontario: Borden Ladner Gervais LLP, 22 Adelaide Street West, Suite 3400, Toronto, ON M5H
4E3; in Nova Scotia: Cox & Palmer, Q.C., 1100 Purdy’'s Wharf Tower One, 1959 Upper Water Street, P.O. Box 2380 - Stn Central RPO, Halifax, NS B3J 3E5; in Alberta:
Borden Ladner Gervais LLP, 530 Third Avenue S.W., Calgary, AB T2P R3.

© 2022 PFl and its related entities.

2022-2733

For Professional Investors Only. All Investments involve risk, including the possible loss of capital.



BEER

XABRHIPGIMI1T M- AV HLD TS EIEICE T 3ERIZEHE LTTODRERAIFICERLEEDTT , PGIMI1I AL - AV HAIE, KESECD
BRI EBER A THEIPGIMI VI DESERSFITY,

HABERFERRBEBNELLEOTHY HEDEMBEmOBFE X ERFTEBNELLEDOTRBYE A, T, FERICREHINLATEL
DWTISHBREEINBZILEHYET,

KEHINTVEITISEMERIRFRTORMBTHY, INLRSREEITZILEHYET ., . ZOREROEEMERATIEDTIIEL FFK
DHGREDEHFERIATZEDTEHYEE Ao

XEBERTERSINTWSERHREPIROAEENETEEDTHY, FEDERHMADIREEHREITZEDTEHYEE A,

KABERICRHSINTVEHIBEET - RUOBRERERCSZLHMULBZBIERFENSAFLLEOTIN, ZOBHROEREME, HEEIEID
WTHHMRIETZEDTEHYEE Ao

MBEDEREBEEILTLEIIROEABRELRIATZEDTIEHYEE Ao

KAERGERS, RFH RBLOTFNIZHBVEREHEEZTOILHICERINTLEDTRHYEE A,

Y CRBERIAGERLIC, RERO—EILFEMBEEHT B FERBRTVELET,

¥"Prudential’, "PGIM "\ ZNZNOOTELVOVT - Y VRIE, TVT VD0 - I7AF V0 - A VI BLUZOBERTOY-LAV-ITHY., %
HOE HEHTEHFSN TV,

KPGIMIv VR RS, HRBRBOESHY -CAKBE TN TV Iv) - T71F Vv O—BTHY BETIN-TV vt & 3B ASBERD
HYFEEA,

PGIMIvN\VERA S

SREmIG | EE BEMERE (/) $H328

TIAHE —REEEA BRREBEMERS. —REFEAREBETHS
PGIMJ89942



