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INFLATION: SHORT-TERM ABERRATION OR LONGER-TERM THREAT?

The rapidly increasing administration of COVID-19 vaccines, coupled

with the imminent flood of fiscal stimulus from the American Rescue

Plan Act, has generated widespread expectations that the US economy

will boom in the second half of 2021. Along with that optimism, however,

comes concerns that inflation could spike, at least in the short term. In

the QA below, Sushil Wadhwani, chief investment officer of QMA

Wadhwani and former member of the Bank of England’s Monetary Policy ~ Dr. Sushil Wadhwani

Committee, offers his thoughts on the inflation question and what an Chief Investment Officer,
L. . . QMA Wadhwani
uptick in pricing pressures could mean for the performance of risk assets.
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Given the accelerating rollout of vaccines, new fiscal stimulus in the
US and pent up consumer demand, what is your view on inflation
both in the short term and the longer term?

There’s an easier component to your question and a much more challenging one. In the short
term, we're increasingly confident that inflation will spike higher for several reasons. The first
reason has to do with the base effects in 2020. In the second quarter of 2020 with the global
economy largely locked down, pricing was very subdued. Now the economy is more open, and
so it’s likely that measured inflation will go up just because prices were unusually subdued this
time last year.

The second reason we're likely to see prices rise over the short-term is that we've seen
commodity prices go meaningfully higher, so we're likely to see measured inflation, if not core
inflation, increase as higher commodity prices feed into inflation.

The third reason is that if you look at savings ratios in the US and Europe, they are very high
because people couldn’t spend on services during lockdowns, so they sat at home and saved.
The corollary to that is that there is considerable pent up demand, and we would expect people
to spend at least some of those savings. Now the dispute among economists is how much, but
I don't think anyone would disagree that some of these savings would be spent. And they will,
in the very short run, meet, to some extent, supply constraints, so, therefore, youd expect some
upward pressure on prices from that source.

The fourth and final reason for a short-term spike in inflation is that you've had huge fiscal
stimulus in both 2020 and now in 2021. With two years of fiscal stimulus of this size, its
plausibly going to show up in some upward pricing pressure. It’s just because of the size of the
fiscal packages.

So, in your view, we can expect to see inflation climb over the short term. What about over
the longer-term, say the next two to three years?

That’s the more difficult question to answer. Looking beyond 2021 and early 2022, 1s
inflation going to be sustainably higher? For Federal Reserve Chairman Powell, the answer
1s clear. He thinks this is not really inflation; he thinks it’s just a one-off change in the price
level and that the upward pressure on prices will abate. And I imagine that’s partly because
the base effects are, by definition, a one-off. Higher commodity prices are unlikely to affect
core inflation and are not likely to be sustained, so that’s another one-off. The pent-up
demand is, by definition, a one-off. And with fiscal stimulus, it’s highly likely that in 2022,
we’ll see fiscal tightening relative to 2021. So, for all of those good reasons, its plausible that
inflation will decelerate into 2022 as per what Chairman Powell argues. The other argument
supporting the notion that upward price pressure will be fleeting is that output gaps are still
quite high. So, you can see where that view of just a temporary blip of inflation is coming
from.
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And what is the less optimistic view on inflation?

This brings us to the core question, which is whether inflation might prove to be persistent
and whether that might elicit a reaction from central banks. And the reasons to be somewhat
more conscious of these upside inflation risks include the following factors: first money supply
growth has been unusually high. Money growth in the US has been off the charts. Strong
money supply growth doesn’t necessarily tell you inflation will be going higher; however, it
tells you the central banks will potentially have a lot of work to prevent inflation becoming

problematically high.

So, the question then is whether the central banks will do enough. One reason to be cautious is
that the central banks have told us they’re going to be patient. That, after all, is what the Fed’s
change of regime is all about—average inflation targeting. They’re going to be more permissive;
they’re going to deliberately be behind the curve and perhaps let inflation drift higher for a
while by design. That may be OK as long as they subsequently react, but the difficulty you have
with them being patient against the backdrop of this huge expansion of fiscal policy is, first, we
don’t know whether inflation expectations will become dislodged (and if they do get dislodged,
it will take a huge effort by central banks to bring inflation back down). The second thing we
don’t know is given high debt-to-GDDP ratios globally is how much political pressure will be
exerted by various governments around the world on central banks to keep interest rates low.

How would that pressure manifest itself?

It doesn’t have to be overt political pressure. In some countries, governments can just change
their instructions to central banks. If I take a parochial view and talk about the UK, (and

I’'m using this purely as an example for what could easily happen) in the UK there is talk of
switching from a 2% inflation target to a nominal GDP target. And they’re talking about a
nominal GDP target of 4%. Well, with potential growth at 1.5%, that is implicitly raising the
inflation target from 2% to 2.5%. And it’s the sort of thing that this government could get away
with because the vast majority of the British public won’t understand that this means a rise in
the inflation target, because it’s just a technical thing, a technical switch in the target. But what
it will do is make the central bank even more patient in terms of tightening monetary policy in
the face of rising inflation, and therefore, will increase the risk of inflation expectations getting
dislodged. And therein, lies the main risk in terms of upside surprises to inflation in 2022/2023

and beyond.

Inflation / Asset Class Scenarios

Asset Class Scenario 1 Scenario 2 Scenario 3
Equities RISE FALL FALL
Defensive Fixed Income RISE FALL FALL
Gold FALL RISE FALL
Yield Curves FLATTEN STEEPEN FLATTEN
Industrial Metals ? RISE FALL

Scenario 1 - The Fed (Powell) view is correct: the coming rise in (2021) inflation is a one-off change in the
price level, but does not lead to second-round effects. So, price pressures diminish again in 2022 - and
those who argue that the fiscal easings is “right-sized” prove to be correct.

Scenario 2 - A regime change occurs - with inflation “taking off”: Inflation expectations “move up a
gear” and policymakers remain “behind the curve” - leading to a “return to the 1970s” in some form: i.e.
higher inflation hurting both equities and bonds.

Scenario 3 - Central banks belatedly becoming aggressive - with central banks deciding they need to act
aggressively (if late) to earn credibility. They therefore hike, pushing the economy into a recession. Again,
a poor outcome for equities.

Source: QMAW. For informationa; purposes only.

Source: QWAW. For informational purposes only.



How do your views on medium-term inflation risks impact your forecast for different asset
class returns?

I think the answer to that question depends on the inflation scenario that each investor thinks
is the most plausible. From our point of view, there are three scenarios that are relevant.

The first scenario is the one which we were talking about a few minutes ago where this rise in
inflation turns out to be entirely temporary, where the temporary factors I outlined go away
and inflation just subsides without any policy action being needed. The big output gap we have,
globally, becomes important, and inflation just automatically comes down by itself. And in that
scenario—the Goldilocks scenario—obviously, equities and bonds are likely to do well.

There’s scenario two where inflation persists into 2022 and 2023, and central banks remain
patient. They may remain patient because of government instruction, but they may also remain
. b b . . .
patient because they've announced they’re going to be behind the curve. Now, that scenario,
where inflation expectations rise and get embedded, could actually be quite subversive of both
bonds and equities, because clearly with higher inflation expectations, other things being equal,
bond yields will go up. If higher inflation expectations lead to higher nominal bond yields,
you may get a higher earnings yield, i.e., a lower price/earnings ratio, so you could get multiple
contractions in the equity market as inflation goes up. And that means equities and bonds fall
together. So, that’s scenario one where inflation expectations are dislodged.

Scenario three is, as former Federal Reserve Chair Janet Yellen has told us, that the US won't
allow inflation expectations to be dislodged because if the Fed thinks they’re about to be
dislodged, it will respond, and it will respond forcefully and promptly. So, that’s my third
scenario. That’s a scenario where there is inflationary pressure in the economy, but the central
bank then responds aggressively. Now, at the beginning of this year, the markets weren’t
expecting a rate hike until well into 2023, late in 2023. Now those expectations have been
brought forward into early 2023. But I would say on the Janet Yellen scenario, the Fed may end
up having to hike in late 2022. It may be that if we see building inflationary pressure, the Fed
may well respond, especially if inflation has a three handle through 2022, which is not at all
implausible. So, if the Fed suddenly starts tightening at the end of 2022, you've got to believe
that both equities and bonds will go down meaningfully.

So, we have to choose between these scenarios and that, to some extent, is what all the
modeling work we do attempts to do, but it is clear that what happened in February this year is
that the markets went from believing my first scenario was a 90% plus probability to thinking
that maybe scenarios two and three had meaningful probability and that scenario one wasn’t a
done deal. And that’s why I would say that the yield curve steepened and real rates rose.

In your opinion, which scenario is most likely to materialize?

In our view, both growth and inflation are likely to surprise the consensus on the upside during
2021, in part because there is a behavioral tendency for forecasters to underestimate the impact
of special factors like pent-up demand when preparing their numbers. If these surprises do
eventuate, we feel there will be a tendency for the markets to assign a higher probability to
either scenario two or three materializing. Since neither scenario is good for a traditional 60/40
portfolio, our best guess is that investors should seek diversification. Once we get into 2022, if
inflation fails to come down sufficiently, I suspect that the Federal Reserve will “do the right
thing” and, in that sense, scenario three is more likely than the second scenario within which
inflation becomes embedded within the system. Of course, were the Fed to turn aggressive in
the second half of 2022, then equities, bonds, gold and inflation-linkers would all fall together.



IN OTHER NEWS...

PGIM Fixed Income contributed the following analysis.

* Given the more gradual pace of vaccine rollouts in Europe, combined with some
pauses in the AstraZeneca/Oxford vaccine introduction, the European Central Bank
assumes more stringent containment efforts through the first half of 2021. Thus, more
forecasters are seeing broadly similar growth in 2021 and 2022. For our part, we see
real GDP growth of 5.1% this year and a moderation to 3.5% in 2022. Europe is also
expected to see an inflation “mirage” in 2021 as higher oil prices may lift headline
inflation to the cusp of the ECB’s target of below, but close to, 2% before a precipitous
decline by the end of the year towards 1.0%. Therefore, euro area inflation will likely
remain well below the ECB’s target into 2023.

While real US GDP growth is set to lead the developed market economies in 2021
(6.4% vs. the developed-market average of 5.4%), a significant question looms as to
how much momentum the economy will carry into 2022. For example, a survey of sell

side real GDP forecasts estimates that US growth will peak in Q2 2021 at 9.6% amid

the base effects from the spring of 2020, before sequentially declining thereafter to
an average of 1.7% by Q4 2022, which would be more consistent with the pre-virus
growth pace.

Similarly, the US inflation picture continues to evolve, as well. It’s possible that
monthly core PCE inflation could exceed 0.20% as the year progresses, which could
place the 12-month reading in a range of 2.25-2.40% as the year concludes. However,
we see the monthly pace then subsiding to 0.15%, which would bring the 12-month
rate back down towards the 1.80% level in early 2022.

One of the key items from this week’s Fed decision will be the summary of economic
projections. In all likelihood, the GDP and inflation forecasts from some of the
participants will shift higher, which could complicate the consistency of Chair
Powell’s messaging during the press conference. In particular, the Fed previously stated
that it aims for inflation moderately above 2% for “some time” under its flexible
average inflation targeting regime, and reconciling higher inflation forecasts with the
heretofore dovish rhetoric and the vagueness of the time horizon could become an
increasingly challenging message to convey.




For Professional Investors only. All investments involve risk including the possible loss of capital. Past performance is not a guarantee or
reliable indicator of future results.

These materials represent the views and opinions of the author(s) regarding economic conditions, asset classes, and
strategies. Distribution of this information to any person other than the person to whom it was originally delivered 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 QMA LLC (“QMA”) is prohibited. Certain information contained herein has been obtained from sources
that QMA believes to be reliable as of the date presented; however, QMA cannot guarantee the accuracy of such information,
assure its completeness, or warrant that such information will not be changed. Any forecasts cited are for informational
purposes only. There can be no assurance that forecasts will be achieved.

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 any investment management services and should not be used as the basis for any investment
decision. 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. QMA and its affiliates may make investment decisions that are
inconsistent with the views expressed herein, including for proprietary accounts of QMA or its affiliates. These materials are
for informational or educational purposes. In providing these materials, QMA is not acting as your fiduciary.

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 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. with registered office: Gustav Mahlerlaan 1212, 1081 LA Amsterdam, The Netherlands. PGIM Netherlands B.V.
is, authorised by the Autoriteit Financiéle Markten (“AFM”) in the Netherlands (Registration number 15003620) 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 I1).

In Japan, investment management services are made available by PGIM Japan, Co. Ltd., (“PGIM Japan”), a registered

Financial Instruments Business Operator with the Financial Services Agency of Japan. 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
Singapore, information is issued by PGIM (Singapore) Pte. Ltd. (“PGIM Singapore”), a Singapore investment manager that is
licensed as a capital markets service license holder by the Monetary Authority of Singapore and an exempt financial adviser.
These materials are issued by PGIM Singapore for the general information of “institutional investors” pursuant to Section 304
of the Securities and Futures Act, Chapter 289 of Singapore (the “SFA”) and “accredited investors” and other relevant persons
in accordance with the conditions specified in Sections 305 of the SFA. In South Korea, information is issued by QVA, which is
licensed to provide discretionary investment management services directly to South Korean qualified institutional investors.

PFI 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. QMA and the QMA logo are
registered service marks of PFl and its related entities. The Rock design is also a service mark of PFl and its related entities,
registered in many jurisdictions worldwide.

The opinions expressed herein do not take into account individual client circumstances, objectives, or needs and are
therefore are not intended to serve as investment recommendations. The financial indices referenced herein is provided for
informational purposes only. You cannot invest directly in an index. The statistical data regarding such indices has been
obtained from sources believed to be reliable but has not been independently verified.

Certain information contained herein may constitute “forward-looking statements,” (including observations about markets
and industry and regulatory trends as of the original date of this document). Due to various risks and uncertainties, actual
events or results may differ materially from those reflected or contemplated in such forward-looking statements. As a result,
you should not rely on such forward-looking statements in making any decisions. No representation or warranty is made as to
future performance or such forward-looking statements.

Certain information contained in this product or report is derived by QMA in part from MSCI's Index Data. However, MSCI has
not reviewed this product or report, and MSCI does not endorse or express any opinion regarding this product or report or
any analysis. Neither MSCI nor any third party involved in or related to the computing or compiling of the Index Data makes
any express or implied warranties, representations or guarantees concerning the Index Data or any information or data
derived there from, and in no event shall MSCI or any third party have any liability for any direct, indirect, special, punitive,
consequential or any other damages (including lost profits) relating to any use of this information. Any use of the Index Data
requires a direct license from MSCI. None of the Index Data is intended to constitute investment advice or a recommendation
to make (or refrain from making) any kind of investment decision and may not be relied on as such

Information has been obtained from sources believed to be reliable, but J.P. Morgan does not warrant its completeness or
accuracy. The Index is used with permission. The Index may not be copied, used, or distributed without J.P. Morgan’s prior
written approval. Copyright 2021, J.P. Morgan Chase & Co. All rights reserved.

London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2021. FTSE
Russell is a trading name of certain of the LSE Group companies. “FTSE Russell ® “ is a trade mark of the relevant LSE
Group companies and is/are used by any other LSE Group company under license. All rights in the FTSE Russell indexes or
data vest in the relevant LSE Group company, which owns the index or the data. Neither LSE Group nor its licensors accept
any liability for any errors or omissions in the indexes or data and no party may rely on any indexes or data contained in this
communication. No further distribution of data from the LSE Group is permitted without the relevant LSE Group company'’s
express written consent. The LSE Group does not promote, sponsor or endorse the content of this communication.



BLOOMBERG ® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”).
BARCLAYS ® is a trademark and service mark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under
license. Bloomberg or Bloomberg's licensors, including Barclays, own all proprietary rights in the Bloomberg Barclays Indices.
Neither Bloomberg nor Barclays approves or endorses this material, or guarantees the accuracy or completeness of any
information herein, or makes any warranty, express or implied, as to the results to be obtained therefrom and, to the maximum
extent allowed by law, shall have neither any liability or responsibility for injury or damages arising in connection therewith.

Copyright 2021. Standard & Poor’s, a division of The McGraw-Hill Companies, Inc. Standard & Poor’s including its subsidiary
corporations (“S&P”) is a division of The McGraw-Hill Companies, Inc. S&P and/or its third-party licensors have exclusive
proprietary rights in S&P data. S&P data may only be used internally for business purposes and shall not be used for any
unlawful or unauthorized purposes. Dissemination, distribution or reproduction of S&P data in any form is strictly prohibited
except with the prior written permission of S&P. S&P does not guarantee the accuracy, adequacy, completeness or availability
of any information and is not responsible for any errors or omissions or for the results obtained from the use of such
information.

QMA-20210308-84





Accessibility Report



		Filename: 

		QMA-Inflation-Short-Term-Aberration-or-Longer-Term-Threat?.pdf






		Report created by: 

		Dean Burgess


		Organization: 

		





 [Personal and organization information from the Preferences > Identity dialog.]


Summary


The checker found no problems in this document.



		Needs manual check: 0


		Passed manually: 2


		Failed manually: 0


		Skipped: 1


		Passed: 29


		Failed: 0





Detailed Report



		Document




		Rule Name		Status		Description


		Accessibility permission flag		Passed		Accessibility permission flag must be set


		Image-only PDF		Passed		Document is not image-only PDF


		Tagged PDF		Passed		Document is tagged PDF


		Logical Reading Order		Passed manually		Document structure provides a logical reading order


		Primary language		Passed		Text language is specified


		Title		Passed		Document title is showing in title bar


		Bookmarks		Passed		Bookmarks are present in large documents


		Color contrast		Passed manually		Document has appropriate color contrast


		Page Content




		Rule Name		Status		Description


		Tagged content		Passed		All page content is tagged


		Tagged annotations		Passed		All annotations are tagged


		Tab order		Passed		Tab order is consistent with structure order


		Character encoding		Passed		Reliable character encoding is provided


		Tagged multimedia		Passed		All multimedia objects are tagged


		Screen flicker		Passed		Page will not cause screen flicker


		Scripts		Passed		No inaccessible scripts


		Timed responses		Passed		Page does not require timed responses


		Navigation links		Passed		Navigation links are not repetitive


		Forms




		Rule Name		Status		Description


		Tagged form fields		Passed		All form fields are tagged


		Field descriptions		Passed		All form fields have description


		Alternate Text




		Rule Name		Status		Description


		Figures alternate text		Passed		Figures require alternate text


		Nested alternate text		Passed		Alternate text that will never be read


		Associated with content		Passed		Alternate text must be associated with some content


		Hides annotation		Passed		Alternate text should not hide annotation


		Other elements alternate text		Passed		Other elements that require alternate text


		Tables




		Rule Name		Status		Description


		Rows		Passed		TR must be a child of Table, THead, TBody, or TFoot


		TH and TD		Passed		TH and TD must be children of TR


		Headers		Passed		Tables should have headers


		Regularity		Passed		Tables must contain the same number of columns in each row and rows in each column


		Summary		Skipped		Tables must have a summary


		Lists




		Rule Name		Status		Description


		List items		Passed		LI must be a child of L


		Lbl and LBody		Passed		Lbl and LBody must be children of LI


		Headings




		Rule Name		Status		Description


		Appropriate nesting		Passed		Appropriate nesting







Back to Top
