
Vantage Point
 Q2. 2021

The in�ation
question

FOR FINANCIAL PROFESSIONALS AND INSTITUTIONAL INVESTORS ONLY.





Introduction
Welcome to another edition of Vantage Point, the 
quarterly economic and market outlook from the 
Global Economics and Investment Analysis team at 
BNY Mellon Investment Management.

In our previous edition, published just before 
Christmas, we argued the outlook for 2021 depended 
on whether the ‘bad news’ about new virus strains or 
the ‘good news’ about vaccines dominated the year. 
For much of January and February it looked like the 
‘bad news’ was winning, at least in North America and 
Europe, as infection rates surged and economies 
were subjected to harsh social restriction and, in 
some cases, renewed lockdown. By mid-February 
though, the ‘good news’ began to show up in a number 
countries, as vaccines rollouts began and very 
preliminary data suggested they were proving highly 
effective against hospitalization and death rates, 
particularly amongst the elderly. The good news wasn’t 
evenly distributed across countries though. Some, like 
Israel and the UK have made stellar progress, while 
others, like the US, were making good ground. Others 
though, most notably in continental Europe, had seen 
a very slow rollout and still others, like India, have 
seen infection rates start to climb again. In fact, at the 
time of writing, global infection rates have risen after 
having fallen consistently for several months.

At the same time, financial markets have continued to 
make progress, pricing in a strong economic rebound 
later this year and into 2022. In that regard, equity 
markets have been ahead of the economic 
consensus, which has only really shifted towards a 
very strong recovery view in the past few months – a 
view we have consistently held in successive Vantage 
Points since the pandemic broke. Indeed, that market 
euphoria is increasingly turning into concern about 
the outlook for inflation. Having been quiet for much 
of last year, bond markets are getting more worried 
about inflation, and both central expectations and the 
inflation risk premium have started to rise. US 10-
year Treasury yields are currently around 1.7% and 

forwards indicate they are likely to go higher. That 
amounts to a ~80 basis point rise in yields in three 
months, the sharpest move in over four years. 

Much of the bond market concern is centred on the 
US, where some fear the $1.9 trillion fiscal stimulus is 
too large, especially as it comes on the back of a $3.1 
trillion stimulus to date, the full effects of which are 
yet to be felt. On top of that, markets sense that 
pent-up private demand is potentially very large and 
that it might meet significant supply constraints 
across economies as a whole once they re-open fully.

To date we have been relatively sanguine about 
inflation – it has featured as a scenario in all our 
Vantage Points for the past year, but generally classed 
as an odds-against risk, at least in 2021. That remains 
the case in our modal, or single-most-likely scenario 
– ‘Good Recovery’ – this time too. In that world, we 
take a relatively optimistic view about the elasticity of 
aggregate supply. Many of the hardest-hit industries 
are in what we might call the ‘close-contact services’ 
sector and, by definition, services are products that are 
‘consumed at the point of production’. In principle then, 
it should be possible to increase the supply of these 
services relatively quickly once economies open up, 
alleviating any upward pressure on the aggregate price 
level. However, much depends on how flexible labour 
markets are and whether fiscal support schemes 
have succeeded in keeping establishments viable. 
The modal scenario sees important base effects 
affecting the price level this (northern hemisphere) 
spring, and inflation drifting up above target for some 
time, but never getting seriously out of control. 

That said, we are more concerned about inflation 
than we were. In fact, in this edition, we have two 
inflation scenarios, distinguished mainly by what 
central banks decide to do about it. Too much market 
conversation centres on whether inflation is coming 
and not on what the policy reaction to it will be – the 
latter is far more important to investment outcomes. 
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In our first inflation scenario, which we call 
‘overheating’, inflationary pressure starts to rise 
towards the end of this year, but crucially central 
banks decide to accommodate it, initially at least, by 
leaving monetary policy where it is. Specifically, the 
Fed waits until the trailing 2-year average of 
inflation reaches 3% before responding, which isn’t 
until late 2022. As a result, inflation itself starts to 
pick up next year and conventional bonds sell off 
further in the face of the inflation ‘surprise’. That could 
cause some short-term volatility in equity and credit 
markets, but ultimately this is a scenario in which real 
interest rates remain low or even fall – at least for a 
while. That is good for risky assets since they are now 
discounted at a lower rate. Inflation-protected bonds 
perform better than conventional thanks to the 
inflation surprise. There is, however, an element of 
‘policy error’ in this scenario too, as central banks 
incorrectly interpret inflation running above 2% to be 
temporary and therefore maintain an accommodative 
policy stance. Ultimately, central banks and the Fed in 
particular do have to respond to the rise in inflation, 
once it starts to threaten inflation expectations, but 
that reaction comes late and is larger than it 
otherwise would have been. 

Our second inflation scenario, by contrast, sees the 
Fed and other central banks react much sooner to a 
rise in inflationary pressure. Specifically, the Fed 
starts to taper and prepare the market for rate rise 
as soon as the trailing 2-year average reaches 2%, 
which is in late 2021. That is much sooner than the 
markets are currently pricing in. The upshot is that, 
unlike the first inflation scenario, real yields rise and 
that hits equity and other risky asset valuations hard. 
Conventional bonds, inflation-protected bonds and 
credit all sell off too. This is a much more difficult 
world for asset allocators, since bond-equity 
correlations turn positive and safety is only to be 
found in cash and low correlation alternatives. 

Our final scenario is called ‘bad recovery’ and 
assumes ‘bad news’ dominates ‘good’, as infections 
remain stubbornly high across the world because the 
new strains prove resistant and/or vaccine supply, 
demand or effectiveness prove insufficient to get 
many economies close to herd immunity. In this world, 
social restrictions come and go with waves of 

infection and hospitalization. Growth is low and 
variable, confidence is hit hard and fear/caution 
remains pervasive amongst households and 
companies. Inflation is not an issue at all – if anything 
it tends to fall, while monetary and fiscal policy 
remain supportive, though their marginal 
effectiveness diminishes. Fixed income performs 
well relative to equities in this scenario.

As for scenario probabilities, we retain the 70%-30% 
split in favour of strong recovery outcomes. Our single 
most likely scenario remains the ‘good recovery’, 
though its probability has come down a touch to 40%, 
from 50% last time. That means the more inflationary 
scenario – ‘Overheating’ – gets a probability of 30%. 
Amongst our less optimistic scenarios, ‘tighter money’ 
in which central banks surprise the markets and the 
virus-dominated ‘bad recovery’ both get 15% each. 
As usual, we construct forecasts for each of these 
scenarios, probability weight the distributions and 
present all our forecasts in the form of fan charts. 
In general, these show central paths in which the 
economic recovery is strong, but uncertainty is high 
and risks skewed to the downside. The exception is 
inflation, where risks are skewed to the upside, which 
magnifies in turn the risks to fixed income. 

This edition of Vantage Point follows the usual 
structure – we start by outlining what we think (our 
forecasts), compare that with what markets think and 
draw broad investment conclusions based on the key 
differences. These are summarised in our investment 
heat map. This time, we’ve also included a few boxes 
on some key issues – a couple on policy coming out of 
the pandemic and another on the outlook for 
emerging markets, which don’t always get the in-
depth treatment they deserve. If I had to summarise, 
I’d say our overall view about the economy and 
markets is ‘upbeat, but cautious’. We hope you enjoy 
the analysis in what are still such testing times.

SHAMIK DHAR 
CHIEF ECONOMIST
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Executive Summary
WHAT WE THINK – ECONOMIC SCENARIOS

Good Recovery 

The most likely scenario sees more good news on the 
virus and economic activity but not enough to stir 
inflation concerns. The vaccine rollout is largely 
successful, as evidenced so far in Israel and the UK. 
The spread of new variants remains under control and 
much of the world reaches herd immunity during the 
second half of 2021. Economies start to fully reopen 
from 2Q onwards helping to restore consumer 
confidence which has consistently lagged. A revival 
in global trade keeps Asia in the lead while Europe’s 
recovery is delayed 1-2 quarters after suffering the 
most from the second wave and renewed lockdowns. 
Inflation remains contained because spare capacity is 
still high and flexible labor markets, particularly those 
in face-to-face services, are able to respond to the 
changing composition of demand. Ultimately, this 
non-inflationary recovery keeps rates low and risk 
assets climb higher even at elevated valuations. Given 
the reduced probability of a renewed financial crisis, 
the USD moves lower.

 Overheating 

In this world, huge fiscal and monetary stimulus combines 
with strong pent-up private demand to deliver an even 
stronger recovery once economies start to open up. Excess 
resource slack falls sharply but supply constraints bind 
and the labor market is less able to adapt to higher 
demand quickly. Inflationary pressure builds throughout 
the year especially as the pace of reopening picks up. 
Despite higher inflation, the Fed’s ‘strategic patience’ and 
new inflation targeting framework keeps policy on hold 
until the unemployment rate falls below 5% and the 
trailing 2-year average of inflation reaches 3% which 
isn’t until 2022 H2. Driven largely by higher inflation 
expectations, the 10-year Treasury passes 2% by year-end 
and the yield curve steepens. Higher nominal yields initially 
cause equity markets to pause but they start to pick up 
again once the Fed’s inflation tolerance becomes clear. 
Lower short-term real rates lift valuations while strong 
corporate earnings boost equities further. The inflation 
‘surprise’ means inflation-linked bonds and other real 
assets outperform nominal fixed income. Eventually 
however, central banks are forced to react. When they do, 
the pace of tightening is faster than in all of our scenarios 
leading to a steep sell-off in risk assets towards the end of 
our forecast horizon. The shift in policy is greatest in the 
US and the USD rises. Dollar-funded carry trades suffer.

40%   30%
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PROBABILITY*

SCENARIO

Tighter Money 

As with the ‘overheating’ scenario, economic 
recovery is strong and the pick-up in activity 
removes most spare capacity. Inflationary 
pressure builds, but unlike the ‘overheating’ 
scenario, central banks react more quickly. The 
Fed in particular signals it will increase rates once 
the trailing 2-year inflation average reaches 2%. 
The Fed also announces it will start tapering 
sooner than markets currently expect. By late 
2021 and throughout 2022, monetary policy is 
much tighter than currently priced in and also 
tighter than in our other scenarios. A taper 
tantrum ensues, the yield curve flattens, and 
short-term real rates rise as markets reassess the 
central bank reaction function. A higher discount 
rate and greater risk premium from heightened 
volatility cause equities to sell off. Higher debt 
servicing costs lead to a rise in the number of 
bankruptcies and defaults. Financial conditions 
tighten, the USD gains, and carry trades reverse 
sharply – much earlier than in the ‘overheating’ 
scenario. EM debt and high yield are hit hard. 
Markets face a period of higher volatility. Growth 
slows and lower demand with tighter policy lowers 
inflationary pressure by the end of next year. 
Rates peak lower and earlier than in the 
‘overheating’ scenario.

Bad Recovery 

This is our only scenario in which ‘bad 
news’ dominates ‘good’. Infections and 
hospitalizations remain stubbornly high 
across the world, perhaps because new, 
more resistant strains emerge, and/or 
because vaccine supply, demand or 
effectiveness prove insufficient to get many 
economies close to herd immunity. In this 
world, social restrictions come and go 
with recurrent waves of infection and 
hospitalization. Hence, the return to 
economic normality is delayed further. 
Growth is sluggish, confidence is hit hard 
and fear/caution remains pervasive amongst 
households and companies. Inflation is not 
an issue at all – if anything it tends to fall, 
while monetary and fiscal policy remain 
supportive, though their marginal impact 
diminishes. Fixed income performs well 
relative to equities in this scenario.

15% 15%
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 ● During the first half of Q1, expectations for short rates 
were unchanged despite the better than expected 
recovery and improving outlook. Anchored by the Fed’s 
new approach to let inflation run above target before 
tightening, markets were unmoved by the uptick in 
inflation expectations that surpassed pre-Covid levels. 
As more stimulus was announced and signs of higher 
inflationary pressure grew, market pricing shifted on 
the timing and amount of future rate hikes. After fully 
pricing in only one rate hike over our forecast horizon at 
start the year, the market now expects at least three 
rate hikes by the end of 2023 with the first being in 
Q12023. This compares to the Fed’s view that rates are 
unchanged through 2023. In our most likely scenario, 
our view for policy rates are more in line with the 
market but our probability-weighted expectation is 
higher and sees 75 bp of tightening by the end of 2022, 
due to higher than expected inflation.

 ● During Q1, the 10-year Treasury rose 
~80 bp which is one of the largest quarterly 
increases since the Global Financial Crisis 
(GFC). A higher term premium, particularly 
at the longer end, and increase in inflation 
compensation were the key drivers and led 
to the steepest yield curve in over five 
years. While expected future rates were 
unchanged, uncertainty increased as 
reflected in a higher term premium (which 
became positive for the first time in years). 
Higher term premium in the US spilled over 
internationally where yields in Germany 
and the UK advanced to -0.35% and 0.77% 
respectively, around pre-pandemic highs. 
The market expects higher and more 
volatile US yields relative to other 
advanced economies, broadly in line 
with our own view. 

 ● Stock gains continued in Q1 but the 
changing leadership and rotation into 
value and small caps suggests the 
market is pricing in a cyclical recovery 
and pick-up in growth during the 2H of 
this year. PE multiples remained 
elevated as real rates stayed near 
historical lows. The brief sell-off during 
the quarter in longer-duration 
momentum and growth stocks highlight 
the market’s sensitivity to higher interest 
rates. Given our above-market view for 
inflation, we expect market movements 
to remain sensitive to any shift forward 
in the Fed’s tightening outlook and also 
higher real rates. Markets are also 
expecting solid earnings growth which 
could provide a buffer to any concerns 
around inflation and Fed policy. 

 ● Inflation expectations rose sharply in 
Q1 and suggest the market sees 
inflation picking up more over the 
shorter-term to above target but then 
gradually moving back below over our 
forecast horizon. Near term market 
estimates jumped to above 2.5%, the 
highest since 2011. Comparing relative 
moves to real rates implies the market 
is pricing in greater risk that policy 
may need to tighten in response to 
higher inflation. Both our ‘good 
recovery’ and probability weighted 
forecasts see inflation reaching 3% 
this year and then drifting lower but 
remaining higher than what is priced in 
by the market.

 ● The rapid increase in US interest rates in 
Q1 2021 put the strong growth, policy 
accommodation, weaker dollar narrative of 
H2 2020 on pause. Over the quarter, the 
broad US dollar index appreciated, with 
USD gaining the most against currencies 
with weaker domestic interest rates relative 
to US rates. Market pricing suggests the 
balance of risks is for more upside.

 ● Despite higher yields and a pick-up in equity and bond volatility, credit spreads tightened 
further to near and in some cases below pre-pandemic lows. Spreads also remained low 
across the quality spectrum, suggesting the market sees solid economic growth and 
excess cash on corporate balance sheets as a strong backstop to any tightening in 
financial conditions. While defaults rates more than doubled both in the US and Europe 
since the start of the pandemic, they remain near historical lows. Compensation for 
expected defaults remains more elevated than at the start of the pandemic, but the 
component related to compensation for risk has more than fully retraced the earlier 
increase, another sign that risks linked to higher interest rates have not been priced in 
credit spreads. 

Short Rates

Equities Inflation

FX

Credit

Fixed Income

%
CAPITAL MARKET PRICING – WHAT THE MARKETS THINK

SUMMARY
Market pricing for Fed policy shifted sharply in Q1 with repercussions across 
asset classes. The 10-year Treasury gained ~80 bp on the back of a higher 
term premium and increase in inflation expectations leading to the steepest 
yield curve in over five years. Despite a pick-up in volatility during the second 
half of the quarter, equities were higher but changing leadership suggests 
the market is pricing in a cyclical growth recovery in the second half of 2021. 
The brief sell-off in more rate-sensitive growth oriented stocks also 
highlighted the market’s changing forecast for future Fed policy. The USD 
benefited from a change in the policy outlook and greater rate differentials 
as other major economies’ recoveries lag that in the US. Credit spreads 
continued to tighten and unlike in equities, risks from higher rates have yet 
to be priced in. Given our above market view on inflation and the disconnect 
between the Fed’s and market pricing for rates, we expect the market to 
remain sensitive to changes in the policy outlook and higher real rates.
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INVESTMENT CONCLUSIONS

Equities
 ● Although our single most likely scenario remains ‘good 

recovery’, the probability has fallen making room for 
upside risks in inflation. As such, this quarter’s heat 
map still shows an attractive score for US equities, but 
it has come down slightly compared with Q1.

 ● Overall, equities remain the most attractive option in 
risk assets. We expect the remainder of 2021 to be 
characterized by sector and stock selection as markets 
transition to an economic reopening and stronger 
focus on valuations. The cyclical trade that favors 
sectors such as Industrials, Materials, Financials and 
Energy continues to have runway and could be the 
main driver of broad market gains this year. 

 ● European economies suffered more severe lockdowns 
in Q4 2020 and Q1 2021, which delays the economic 
recovery, but we expect European equities to perform 
well Q2 and Q3. Our heat map reflects an attractive 
score for international developed equities, further 
reinforcing the importance of this asset class for 
diversified portfolios.

 ● EM equities continue to benefit from global cyclical 
recovery, weakening USD bias, easy DM policy, and 
lower trade uncertainty under the new US 
administration. That said, the pandemic has changed 
the risk-reward balance, and there is significant 
dispersion of region and country outcomes. Strategic 
allocation to Taiwan and Korea is advised, which have 
high beta to Chinese recovery and are helped by global 
demand for and shortage of semiconductors. We 
expect cyclical recovery to accelerate in India, where 
healthcare and tech offer attractive opportunities. For 
China, long-term investors are advised to tap into 
sectoral opportunities that will likely benefit from 
China’s high-quality consumption-focused growth 
mandate (sectors such as healthcare, tech, insurance, 
and education).

Fixed Income
 ● We expect Central Banks to remain cautious and diligent 

about maintaining expansionary policy, but the rise in 
inflation expectations globally is likely to put pressure 
on DM sovereign bond prices through the end of 2021 
and into 2022. However, the movement in yields that 
has already occurred somewhat reduces downside risk 
in sovereigns that was present last quarter, and makes 
Treasury yields more attractive than most international 
sovereigns on a relative basis, which results in an 
improved score on our heat map, albeit still unattractive 
compared to other fixed income asset classes.

 ● The score for US investment grade credit has become 
slightly more attractive given the expected 
improvement in corporate fundamentals and the 
additional fiscal support that should keep spreads 
contained. As the forecast period moves forward into 
2022, there is some risk of a widening in spreads while 
risk assets adjust to the slow removal of the policy 
support backstop that’s been in place since early 2020.

 ● Much of the spread compression that occurred in HY 
over the course of 2020 was due to unprecedented 
monetary and fiscal support and there is a chance for 
a widening of HY spreads as that support is withdrawn. 
However, it should be noted that investors using HY 
exposure for income generation may find buying 
opportunities in this space over the next 12-24 
months, especially if yield volatility picks up.

 ● A weaker USD view makes us slightly favor EM local 
currency to hard currency debt. Within local rates, we 
favor those countries where central banks tend towards 
easy policy bias and/or real rates are at attractive levels 
(countries such as Indonesia and Mexico). Within hard 
currency corporates, from a macro standpoint, we prefer 
HY to IG on expectations of acceleration of cyclical 
recovery, elevated commodity prices with room for 
further spread compression.

Alternatives
 ● Alternatives continue to be an integral part of an 

investor’s opportunity set as markets navigate the 
possibility of a stronger recovery that results in higher 
inflation. Given the risk of monetary policy signals that 
could move markets, alternatives may provide 
uncorrelated exposure to traditional asset classes.

US Dollar/Foreign Exchange 
 ● We continue to expect an overall weakening bias for 

USD against major crosses in 2021, as the threat to 
financial stability recedes and global economic 
recovery broadens. That said, compared to last quarter, 
we have increased the upside risk to the USD. 



Economics
SECTION 1
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Global GDP During a Pandemic
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CHART 1: THE RECOVERY CONTINUES TO BE STRONGER THAN EXPECTED AND COULD ACCELERATE IN THE 2H ON THE BACK OF PENT-UP 
DEMAND, EXTRA SAVINGS, SUPPORTIVE POLICY, AND A SUCCESSFUL VACCINE ROLLOUT .
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Scenario #1:  
Good Recovery

The ‘Good Recovery’ scenario remains largely unchanged from 
the last Vantage Point, though recoveries are generally delayed a 
quarter or so compared with last time owing to the virus’s 
resurgence during 2020Q4 and 2021Q1 in a number of 
countries. It remains our single-most-likely outcome at a 40% 
probability, though this is 10% points lower than in our previous 
edition. Although the Q4/Q1 ‘second wave’ was larger and lasted 
longer than we had been expecting, the impact on growth seems 
to have been smaller, thanks in part to economies’ ability to 
adjust to new lockdowns. Our estimates suggest that, globally at 
least, the world economy was within just 1% of pre-crisis levels 
of economic activity by the end of 2020. Several countries – 
notably in Asia (China, Taiwan, Vietnam, India) – have already 
moved above pre-Covid economic activity levels. Even excluding 
China, world economic activity was within 3% of pre-crisis levels 
at the end of 2020.

In this scenario, economies reopen throughout the year as 
restrictions are lifted and vaccines along with a degree of 
natural immunity help a number of countries reach herd 
immunity by the second half. New variants prove not to be a 
major threat and Covid-related hospitalizations and deaths 
fall rapidly. 

The timings aren’t the same across countries. Vaccine rollouts 
in countries like Israel, the UK and the US have been faster 
than average, while continental Europe, parts of Oceania and 
emerging markets outside Asia have been slower. That pattern 
probably shows up in the timing of economic recovery too, with 
the latter lagging the former by a quarter or so. China and parts 
of south-east Asia seem to have controlled virus spread through 
non-pharmaceutical interventions (NPI) and have recovered 
earlier as a result. As a result, vaccine rollout is not as important 

G24 represents the largest 24 economies as measured by GDP. Data as of December 2020. Source: Bloomberg.

40%

SECTION 1A

Economic Scenarios

Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

(Probability)
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a determinant of economic performance in those countries in 
this scenario. 

Two factors account for much of the very strong pickup in growth 
in H2. First, large private pent-up demand in both the corporate 
and household sectors, as spending is boosted by a return of 
saving rates towards ‘normal’ as well as some drawdown of 
savings accumulated during the crisis. The US, UK and, later, 
continental Europe see the strongest bounce backs, though Asia 
continue to do well thanks to the impetus from world trade. 
Having suffered the most from the second wave and a slower 
vaccine rollout, Europe lags and its recovery lags by one to two 
quarters.

Unemployment falls pretty rapidly in this scenario. The bulk of 
job losses have been concentrated in ‘face-to-face’ service 
industries such as hospitality and the assumption here is that 
many of those jobs return quickly as demand for those services 
recovers strongly. Moreover, the labor market is flexible enough 

to create and maintain jobs in those sectors that have been 
permanently boosted by the crisis (digital, remote, delivery etc.) 
With stronger growth, inflation moves above target, but not by 
much thanks to the elastic labor supply response and existing 
spare capacity. Inflation expectations remain anchored as 
markets see through the positive base effect impact likely to be 
felt over the next 1-2 quarters. Fundamentally, there are big 
shifts in relative prices and the composition of the economy 
(directionally opposite to those observed since the start of the 
pandemic), but the impact on aggregate activity and prices is 
relatively small. 

Risk-on sentiment persists. Equities climb higher, interest rates 
stay low, and the USD drifts lower. Ultimately and just as in our 
previous edition, this scenario reflects the belief that economies 
can absorb and then recover from a truly exogenous shock more 
rapidly than from recessions that are driven by underlying 
endogenous imbalances such as excessive inflation or debt.

Charts are provided for illustrative purposes and are not indicative of the past or future performance of any BNY Mellon product. 
Past performance is no guarantee of future results. 
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CHART 2: THE CONCENTRATION OF JOB LOSSES ARE IN INDUSTRIES WITH MORE FLEXIBLE LABOR MARKETS BETTER ABLE TO RESPOND 
TO CHANGES IN DEMAND LIMITING UPSIDE INFLATION RISK.

Data as of February 2021. Source: Bloomberg and Goldman Sachs Investment Research.

Changes in US Employment by Industry since January 2020
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Market Probabilities of US Low and High Inflation
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CHART 3: THE MARKET DERIVED PROBABILITY OF ABOVE 3% INFLATION IS THE HIGHEST SINCE 2014. HIGHER INFLATION IS A 
GROWING RISK.

CPI: consumer price index. Data as of February 2021. Source: Federal Reserve Bank of Minneapolis.

Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

Scenario #2 –  
Overheating

In this scenario, the economic recovery is as strong if not 
stronger than in the ‘good recovery’ world, but aggregate supply 
fails to keep up with the rebound in demand and economy-
wide slack is eroded very quickly. This could happen, for 
instance, if key service industries face supply bottlenecks, 
either because they can’t hire sufficient staff to meet the 
new demand or because capacity has been damaged by the 
pandemic recession. In this situation, inflationary pressures 
start to build in both product and labor markets towards the 
end of 2021. In other words, the big relative price changes 
required by a major shift in the composition of demand spill 
over into pressure on the aggregate price level, because there 
are real and nominal rigidities in the economy that impair the 
aggregate supply response.

The crucial distinction between our two inflationary scenarios 
lies in the reaction of central banks. In this scenario, central 
banks see inflationary pressures building but decide to 
accommodate them for a while. The Federal Reserve has 
explicitly moved to a flexible ‘average inflation’ targeting model, 
though it hasn’t specified some key details about the new 
reaction function. Here, we assume it is much more inflation-
tolerant than it has been in the past, in part because inflation 

has undershot its 2% target for some time, in part because it 
misinterprets persistent inflationary pressures for temporary 
ones. Specifically, we assume it waits until the 2-year trailing 
average of inflation reaches 3% before it starts to tighten 
policy meaningfully. That doesn’t happen until the second half 
of 2022, so key policy settings – the level of the Fed Funds rate 
and the size of the balance sheet – remain unchanged until 
then. Other central banks react similarly, though there is some 
variation between them – both because reaction functions 
differ and because the pickup in inflation isn’t the same 
everywhere. In Continental Europe for instance, inflationary 
pressures take a lot longer to build and, despite the ECB’s 
relatively hawkish reputation, this allows euro area policy 
rates to remain anchored at zero for slightly longer. 

On average however, higher inflationary pressure translates 
into higher inflation in a number of countries during 2022, 
but because central banks remain cautious, real short-term 
interest rates fall and the yield curve steepens. Rising nominal 
yields could destabilize equity markets and other risky assets 
from time to time, but this is ultimately a form of ‘money 
illusion’. Eventually, the fact that real yields are lower means 
the real discount rate applied to future earnings and other 

30%
(Probability)
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incomes is lower too, which will boost valuations. This, together 
with the fact that nominal and real earnings are very strong 
and equities and other long-duration real assets tend to be a 
good inflation hedge means that those asset classes make 
good progress. Conventional nominal fixed income sells off 
significantly – as markets start to price in the higher levels of 
required inflation compensation and the inflation risk premium 
starts to rise. However, inflation-protected bonds (such as TIPs 
or UK index-linked) outperform conventional bonds during the 
inflation surprise.

Ultimately though, there is an element of ‘policy error’ involved 
with this scenario. As higher inflation begins to feed into higher 
inflation expectations central banks are forced to react, though 
in most cases this isn’t until 2022. The speed of tapering and 
rise in policy rates is more rapid than in the other scenarios 
and triggers a selloff in risky assets towards the end of our 
forecast period. Once again, the timing of this varies across 
countries, but because the US is one of the most vulnerable to 
this scenario, the resulting surprise rise in US rates in 2022 
has repercussions across international financial markets, 
notably for dollar-funded ‘carry trades’ in Asia and elsewhere.

US Personal Income and Consumption – Goods vs. Services
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CHART 4: AS ECONOMIES REOPEN AND CONSUMPTION PATTERNS SHIFT, LABOR MARKET MISMATCHES, SUPPLY SIDE DISRUPTIONS, 
AND HIGHER INPUT PRICES MAY LEAD TO HIGHER THAN EXPECTED PRICES.

Data as of December 2020. Source: Fathom Consulting and Refinitiv Datastream.

Charts are provided for illustrative purposes and are not indicative of the past or future performance of any BNY Mellon product. 
Past performance is no guarantee of future results. 



US Market Inflation and Interest Rate Expectations 
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CHART 5: THE UPTURN IN THE MARKET’S VIEW ON INFLATION WILL LIKELY TEST THE EXTENT OF THE FED’S STRATEGIC PATIENCE IN 2021.
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Scenario #3:  
Tighter Money 

Our second inflationary scenario also sees inflationary 
pressures building towards the end of 2021, but in this case the 
central bank reaction is quite different. Rather than tolerating 
inflation, policy makers look to ‘nip it in the bud’ as soon as 
inflation and inflation expectations start to rise. In the case of 
the Fed, it waits until the trailing 2-year average of inflation 
reaches 2% and signals it will start the process of tapering 
earlier than markets currently expect. Similar reactions occur 
at other central banks around the world, though the timing 
may differ slightly. In any case, late 2021 and 2022 see a 
significantly tighter monetary policy environment than in any 
of our other scenarios – tighter than is currently priced into 
market expectations.

This has a number of effects. First, growth slows significantly in 
2022 and so does inflation itself (after a pickup towards the end 
of this year and early next). The impact on financial markets 
is severe: unlike the ‘overheating’ scenario real yields rise, 
especially at the short end, and the yield curve could flatten or 
even invert. The fixed income sell off affects both conventional 
and inflation-protected bonds, as well as investment grade 

credit. Moreover, because real discount rates have risen, 
valuations on risky assets come under pressure, so equities 
and high-yield credit are hit hard. The surprise rise in interest 
rates, as well as a higher dollar, causes carry trades of all types 
to reverse sharply – much earlier than in our ‘overheating’ 
scenario. Think of this world as a re-run of the ‘taper tantrum’ 
or possibly even the 1994 bond market crash. 

Previous episodes suggest there may be a ceiling to rate 
increases – the global real equilibrium real rate remains quite 
low, so central banks cannot raise rates too far above that level. 
As a result, this scenario sees policy rates peak lower and earlier 
than in the ‘overheating’ scenario, though markets still endure 
a period of high volatility. Because growth slows quite sharply, 
earnings dip too and this, together with an elevated risk 
premium, adds to the equity market’s woes. Similarly, higher 
debt servicing costs trigger a significant number of 
bankruptcies and defaults, some of which have been delayed 
by policy support during the pandemic. Credit markets – 
particularly high yield and leveraged loans – experience 
a sharp readjustment. The dollar rises sharply. 

15%

Breakeven inflation: a market derived estimate of future inflation. OIS: option adjusted spread. 1y1m OIS: the 1-month expected OIS 1-year from now which is a gauge of market pricing for interest 
rate expectations. Data as of March 9, 2021. Source: Bloomberg.

Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.
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Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

Government debt sustainability depends on where yields are 
relative to the growth rate of the economy – if yields are higher 
than growth then sustainability becomes a bigger issue for the 
markets. We don’t necessarily get to that point in all countries 
in this scenario, but it will be an issue for some. In particular, it 
could prove difficult for Continental Europe if Italian bond yields 
in particular start to rise sharply, threatening a return of the 
‘doom loop’ that characterised the euro crisis of 2011-12.

US Consumer Inflation Expectations – Short and Long Run (%)
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CHART 6: THE FED’S DESIRE TO KEEP INFLATION EXPECTATIONS ANCHORED COULD LEAD TO A SOONER THAN ANTICIPATED TIGHTENING 
CYCLE IF THE SECOND HALF RECOVERY PICKS UP MOMENTUM.

Data as of March 9, 2021. Source: Bloomberg.
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Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

Scenario #4:  
Bad Recovery15%

(Probability)
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CHART 7: THE HIT TO THE S&P 500 IS PROLONGED UNDER THE BAD RECOVERY SCENARIO.

Source: BNY Mellon GEIA and Fathom Consulting.

This scenario is called ‘bad recovery’ since it assumes ‘bad news’ 
dominates ‘good’, as infections remain stubbornly high across 
the world, possibly because new strains prove resistant, and/or 
vaccine supply, demand or effectiveness prove insufficient to 
get many economies close to herd immunity. 

The course of disease continues to disrupt economic activity 
and social mobility. Elevated cases and isolated “waves” lead 
to further targeted lockdowns throughout most of 2021 in 
different areas around the world. Case resurgence and the 
inability to limit the spread of the virus lead to higher 
hospitalizations. Health services come under pressure 
throughout the year. 

Given overreliance on an effective vaccine for the 2021 outlook, 
sentiment relapses into pessimism. Heightened uncertainty 
and concerns over near-term economic prospects become a 
self-fulfilling prophecy triggering another downturn. Risk-
averse behavior from both consumers and businesses 
constrain aggregate demand. Despite higher stimulus-induced 
cash levels and the ability to draw down on still-elevated 
savings, consumers hold back on spending as negative news 
coverage keeps consumers cautious. The services sector, after 

already feeling the brunt of the slowdown in 2020, is hit the 
hardest again. Business investment stays weak due to 
heightened uncertainty. 

Because of both weak aggregate demand and challenging 
labor market dynamics making it difficult for furloughed and 
laid off workers to quickly find work in other industries, 
unemployment picks up. The rise in unemployment is largely 
structural, depleting the skills base. Having remained 
contained throughout 2020, the compounded impact from 
additional restrictions to activity leads to rise in bankruptcies, 
lowering the capital stock further.

Heightened pessimism and weaker ‘animal spirits’ prove 
self-fulfilling and aggregate final demand stays weak. Growth 
is sluggish in the US and Europe until mid-2022. China is hit by 
weak foreign demand but suffers the least. Longer term, the 
US and Europe are unable to recover to pre-Covid GDP levels 
until at least 2024. Hence, there is permanent output loss and 
economic scarring. Inflation is not an issue at all – if anything 
it tends to fall. While monetary and fiscal policy remain 
supportive, their marginal effectiveness diminishes, unable 
to stem deteriorating sentiment and activity. 
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CHART 8: POLICY UNCERTAINTY REMAINS AT ELEVATED LEVELS WEIGHING ON SENTIMENT.

GDP-weighted average of national Economic Policy Uncertainty (EPU) indices for 21 countries. Each national EPU index reflects the relative frequency of own-country newspaper articles 
that contain a trio of terms pertaining to the economy (E), policy (P) and uncertainty (U). Data as of March 9, 2021. Source: Policyuncertainty.com
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The following corresponds to all charts in section 1B. The information in our scenarios contains projections or other forward-looking statements regarding future events, targets or 
expectations, and is only current as of the date indicated. There is no assurance that such events or expectations will be achieved, and actual results may be significantly different from 

that shown here. The information in this presentation is based on current market conditions, which will fluctuate and may be superseded by subsequent market events or for other reasons.

In markets, risk premia increase since there is little central 
banks can do to counter the rise in uncertainty and worsening 
outlook. Global financial conditions tighten. A generalized and 
prolonged flight from risky to risk-free assets ensues. By year-
end, the S&P 500 is ~25% down from March 2021 highs and 
returns are muted for several years. Credit markets weaken 
especially in high yield. Bond yields test 2020 lows and remain 
depressed for several years.
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When thinking about the economic outlook, there have been at 
least two important pieces of good news since we published 
our previous Vantage Point. First, the impact on economic 
activity of the restrictions that were put in place across parts 
of Europe and North America late last year, with the aim of 
suppressing the second wave of COVID-19, appears to have 
been even smaller than we had anticipated: the US economy 
continued to expand during the fourth quarter of last year, when 
we had expected a small fall in output. Second, we have 
evidence from Israel, and increasingly from the UK, that efficacy 
‘in the field’ of the available COVID-19 vaccines against variants 
of the virus circulating in those two countries matches almost 
precisely the very encouraging results seen in clinical trials. 
Although the risk of a bad economic outturn has not gone away, 
it has receded. Against this backdrop, attention is turning 
increasingly to the pace of the recovery, which will depend in 
large part on the extent to which households in the major 
economies dip into their substantial savings pots, and on the 
reaction of policy makers to the likely pick-up in inflation.

We now see the most likely outcome as a very strong recovery in 
US GDP beyond the first quarter. This can be seen in our first fan 
chart, which summarizes the range of possible outcomes for 
economic activity. By the end of this year, we see a broadly evens 
chance that US GDP has not just moved above its pre-COVID 
level, but returned to its pre-COVID trend, as if the pandemic had 
never happened. This was not a typical recession, in either pace 
or duration, and it is unlikely to be a typical recovery. Our second 
fan chart shows the outlook for Eurozone GDP. With excess 
savings pots held by households in the single currency bloc 
smaller than those of their US counterparts, and with the 
vaccine rollout progressing at a slower pace, we expect the 
Eurozone recovery to start a quarter later, and to be somewhat 
less rapid when it comes.

Inflation is set to rise across the developed economies 
through the first half of this year. In part this is an arithmetic 
consequence of the collapse in oil prices last spring, as the 
pandemic took hold, which is set to drop out of the annual 
comparison. But there is more to it than that. As economies 
reopen, and households begin to spend at least a portion of the 
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CHART 9: US GDP INDEX, 2019 Q4 = 100.

Source: Fathom Consulting and Global Economics and Investment Analysis (GEIA). Source: Fathom Consulting and Global Economics and Investment Analysis (GEIA).

The solid line shows the good recovery upside scenario mode and the dashed line is the mean or probability-weighted average forecast across all four scenarios. The darker 
bands towards the center of the fan chart show the more likely outcomes, while the lighter bands show progressively less likely outcomes covering 90% of the forecast 
distribution. The width of the fan chart shows the level of uncertainty and when the bands below the central forecast are wider than those above shows the balance of risks 
lies to the downside. Forecasts begin in Q1 2021 and were calculated as of March 9, 2021. Source: BNY Mellon GEIA and Fathom Consulting.

SECTION 1B

Economic Forecasts

Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.
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The solid line shows the good recovery upside scenario mode and the dashed line is the mean or probability-weighted average forecast across all four scenarios. The darker 
bands towards the center of the fan chart show the more likely outcomes, while the lighter bands show progressively less likely outcomes covering 90% of the forecast 
distribution. The width of the fan chart shows the level of uncertainty and when the bands below the central forecast are wider than those above shows the balance of risks 
lies to the downside. Forecasts begin in Q1 2021 and were calculated as of March 9, 2021. Source: BNY Mellon GEIA and Fathom Consulting.

Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

savings they have built up, stronger demand is likely to run up 
against supply constraints in a least some sectors. In our ‘good 
recovery’ scenario, US CPI inflation moves close to 3% during the 
second quarter, before easing slightly later in the year. As our fan 
chart shows, risks around this single most likely outcome are 
skewed to the upside through our forecast horizon, reflecting 
the combined 45% weight we attach to the ‘overheating’ and 
‘tighter money’ scenarios, in which savings pots are unwound 
more rapidly. 

Last August, as the US economy was recovering from the first 
wave of COVID-19, the FOMC announced a widely anticipated 
change to its monetary policy strategy. Having previously sought 
to deliver two per cent inflation period by period, it would in 
future consider policy success to be characterized instead by a 
rate of inflation that averages two per cent over time. Crucially, 
in this new world, bygones are no longer bygones. Periods where 
inflation undershoots the target should now be followed by 
periods where inflation overshoots the target. This new 
approach is likely to be tested, for the first time, over the coming 
months, and it is unclear precisely how policymakers will react.

In our single most likely ‘good recovery’ scenario, where the 
excess savings are unwound steadily over many years, the 
increase in inflation is well contained, and the FOMC waits a 
year or two before removing some of the exceptional policy 
accommodation. In our ‘overheating’ and ‘tighter money’ 
scenarios, where households run down their savings pots more 
rapidly, the correspondingly more rapid increase in inflation is of 
more concern to policy makers. In the ‘overheating’ scenario, the 
FOMC is confident that inflation expectations are well anchored, 
despite inflation moving materially above the 2% target. It waits 
patiently for unemployment to move back almost towards 
pre-pandemic levels before beginning to tighten around the 
middle of next year. In the ‘tighter money’ scenario, policymakers 
fear that such a rapid turnaround in inflation risks becoming 
entrenched. Towards the end of this year, the FOMC begins to 
taper its asset purchases, taking investors by surprise, and 
announces its intention to raise the fed funds target rate. Yields 
spike sharply higher, just as they did during the original ‘taper 
tantrum’ of 2013.

Source: Fathom Consulting and Global Economics and Investment Analysis (GEIA). Source: Fathom Consulting and Global Economics and Investment Analysis (GEIA).
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CHART 11: CHINA GDP INDEX, 2019 Q4 = 100.
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CHART 12: US CPI – FOUR-QUARTER PERCENTAGE CHANGE.
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CHART 15: US FEDERAL FUNDS RATE %.

Source: Fathom Consulting and Global Economics and Investment Analysis (GEIA). Source: Fathom Consulting and Global Economics and Investment Analysis (GEIA).

Source: Fathom Consulting and Global Economics and Investment Analysis (GEIA).

Fathom Consulting and Global Economics and Investment Analysis (GEIA).

It is the possibility of a second ‘taper tantrum’ that explains the 
brief spike in our fan chart for US government yields later this 
year. Risks around our single most likely path for yields, which 
sees them climb steadily towards 2.5%, are balanced, with the 
prospect of somewhat higher yields in ‘overheating’ and 
‘tighter money’ offset by the possibility of much lower yields 
in ‘bad recovery’.

The risk to equity prices, relative to our ‘good recovery’ scenario, 
changes sign part way through our forecast period, as our final 
fan chart shows. In the near term, upside risks to US economic 
activity generate upside risks to our single most likely path for 
the S&P 500. But towards the end of this year, the need for 
tighter policy in a world where excess savings balances are run 
down more rapidly dominates the picture, and equity risks move 
to the downside.

The solid line shows the good recovery upside scenario mode and the dashed line is 
the mean or probability-weighted average forecast across all four scenarios. The 
darker bands towards the center of the fan chart show the more likely outcomes, 
while the lighter bands show progressively less likely outcomes covering 90% of the 
forecast distribution. The width of the fan chart shows the level of uncertainty and 
when the bands below the central forecast are wider than those above shows the 
balance of risks lies to the downside. Forecasts begin in Q1 2021 and were 
calculated as of March 9, 2021. Source: BNY Mellon GEIA and Fathom Consulting.

Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.
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CHART 13: EURO AREA CPI – FOUR-QUARTER PERCENTAGE 
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The solid line shows the good recovery upside scenario mode and the dashed line is the mean or probability-weighted average forecast across all four scenarios. The darker 
bands towards the center of the fan chart show the more likely outcomes, while the lighter bands show progressively less likely outcomes covering 90% of the forecast 
distribution. The width of the fan chart shows the level of uncertainty and when the bands below the central forecast are wider than those above shows the balance of risks 
lies to the downside. Forecasts begin in Q1 2021 and were calculated as of March 9, 2021. Source: BNY Mellon GEIA and Fathom Consulting.

Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

Source: Fathom Consulting and Global Economics and Investment Analysis (GEIA).

Source: Fathom Consulting and Global Economics and Investment Analysis (GEIA).

Source: Fathom Consulting and Global Economics and Investment Analysis (GEIA).

Source: Fathom Consulting and Global Economics and Investment Analysis (GEIA).

B
as

is
 p

oi
nt

s

Mean

0

100

200

300

600

500

400

700

800

2020 2021 20232022

CHART 18: US HY–IG SPREAD BASIS POINTS.
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2006 = 100.

CHART 17: EURO STOXX 50 – INDEX.
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OVERVIEW
What a difference a quarter makes. Risky asset prices ended 
2020 on a solid footing, with growth expectations improving 
significantly following the release of news on the efficacy of 
COVID-19 vaccines. In Q4 nominal government bond yields 
increased, but moves were relatively contained, and interest 
rate markets were signalling that monetary policy would remain 
stuck at the effective lower bound (ELB) for many years to come. 
Fast forward to Q1 2021, the market-implied path for short-term 
rates is sharply higher and steeper, and around 100bp of rate 
hikes are priced into the next 3 years. This compares to the Fed’s 
view of appropriate policy being zero hikes, as signaled by the 
Fed’s most recent Summary of Economic Projections. Equities 
were up overall during the quarter, but volatility ensued by 
mid-February as the interest rate market started pricing in a 
tighter monetary policy stance. Discount rates remain relatively 
low (e.g. bond yields in the US are still below pre-pandemic 
levels), but there is a clear risk that they might increase 

substantially going forward, providing a drag on valuations and 
returns. Fundamentals have continued to improve, particularly 
in the US, and the market shows high hopes for a strong 
recovery in 2021. The tug of war between rising rates and strong 
earnings growth will likely continue driving returns in 2021. 
Higher US interest rates led to a pause in the strong growth, 
policy accommodation, weaker dollar narrative of H2 2020. Over 
the quarter, the US dollar index appreciated, with most of the 
gains taking place against currencies with lower domestic 
interest rates relative to the US.

INTEREST RATES
Over the quarter, most asset prices continued to look beyond the 
high numbers of COVID-19 cases and a softening in economic 
data, as ongoing policy support reduced near term economic 
risks and news about the efficacy of vaccines fueled hope for a 
strong economy in 2021. Until mid-February short-term interest 
rates were an outlier. Pinned down by central banks’ 
commitment to keep monetary policy loose even in a much 
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CHART 20: THE MARKET HAS STARTED TO PRICE IN RATE HIKES 
IN THE US TWO YEARS FROM NOW.

SECTION 2A

Capital Market Pricing – What is Priced In?

Data as of 3/11/2021. Source: Global Economics and Investment Analysis Group using 
Macrobond data.

Data as of 3/11/2021. Source: Goldman Sachs Group Inc., Goldman Sachs Global 
Investment Research.

Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.
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stronger economy, short rates remained relatively indifferent to 
the improved medium term outlook. But as the magnitude of the 
new US administrations’ fiscal plans became clearer over 
February, and worries about high inflationary pressures in the 
US increased, the mood changed and the market started pricing 
in the risk that the Fed might be forced to raise interest rates 
much sooner than previously expected.

The market-implied path for short-term rates increased sharply, 
and about 100bp of rate hikes are now priced into the next 3 
years, up from around one 25bp rate hike prices in December. 
The market is now implying that the first rate hike will be in 
Q1 2023.

This compares to the Fed’s view of appropriate policy being zero 
hikes until the end of 2023, as signaled by the Fed’s most recent 
Summary of Economic Projections. In response to the spike 
higher in interest rates, Fed Chair Powell and FOMC Board 
members reiterated the Fed’s new patient approach to tightening 
policy and the commitment to the full employment side of the 
mandate. On inflation, Powell noted that price pressures are not 

expected to be “particularly large or persistent” this year – aside 
from base effects due to collapse in the oil price in 2020 – and 
that rising price pressures linked to growing demand as the 
economy reopens would be treated as transitory. We further 
discuss the inconsistency between the market pricing and Fed 
expectations in the ‘inflation’ section below.

Our outlook for policy rates is relatively more similar to the 
market’s one. While our ‘most likely’ scenario is one where policy 
rates remain at their effective lower bound until the end of 2022, 
our probability-weighted expectation is for policy rates to 
increase to around 1% by end 2022, driven by inflation 
increasing more than expected.

GOVERNMENT BONDS
Much of what happened in markets since the second half of 
2020 can be broadly ascribed to the early recovery trade 
rulebook: low short term interest rates, steeper nominal curves, 
higher inflation compensation, and a strong performance in 
risky assets. Long term nominal yields did rise in that period, 
but to levels that were still lower than historical lows. 

Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.
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CHART 23: MOVES IN INTERNATIONAL YIELDS HAVE BEEN SIGNIFICANTLY 
MORE CORRELATED WITH MOVES IN US YIELDS RECENTLY.

For each country, two betas are calculated. The betas are the 1) m/m change in the 2-yr yield to 
10-yr yield and 2) change in the 10-yr yield to 10-yr yield. Therefore, there are two dots for each 
country in the above scatterplot. Data as of March 15, 2021. Source: Bloomberg.
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CHART 22: THE MOVE HIGHER IN NOMINAL YIELDS APPEARS TO 
BE DRIVEN ENTIRELY BY THE TERM PREMIUM.

Data as of March 15, 2021. Source: Bloomberg.
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Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

With the ~80 basis points rise in nominal yields observed since 
the start of the year, something appears to have changed in the 
market. Expected future short term interest rates have 
remained low well into the future, but there is now considerable 
more uncertainty around this view and investors have started 
requiring compensation for holding the risk that interest rates 
may turn out higher than expected. Indeed, while expected 
future short rates have fallen somewhat from the already low 
levels reached in March 2020, term premia have spiked up, 
particularly at the longer end of the curve where it turned 
positive for the first time in years. 

The new $1.9tr fiscal stimulus in the US, paired with worries 
about its possible inflationary impact leading to tighter 
monetary policy, is likely to be behind the moves. This is not too 
surprising, as the term premium is closely associated to 
uncertainty about inflation.

As is often the case when higher US government bond yields are 
driven by changes in the US term premium, there were spillovers 
to international bond markets. 10-year UK and German yields 

increased by 57 and 23 basis points respectively since the start 
of the year. To a large extent, for many countries the sharp move 
higher in yields represents a tightening in financial conditions 
which is not due to the improvement in their domestic outlook, 
and therefore is not warranted by fundamentals. As a result, 
we won’t be surprised if many central banks will respond by 
attempting to push yields lower and keep financial 
conditions loose.

Relative to other major economies, US government long term 
bond yields are significantly higher and the US yield curve is 
steeper. But US long term government bond yields also appear 
to be among the only ones remaining significantly below their 
immediate pre-pandemic levels. Given the strength in the US 
economy, the risk that US yields may further increase from here 
is concrete, and as we highlight in our forecast, we assign 
almost a 50% probability that 10-year US Treasury yields will 
be above 2% by the end of the year.
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CHART 24: REAL INTEREST RATES HAVE FALLEN AT THE SHORT 
END OF THE CURVE RECENTLY, CONSISTENT WITH EXPECTED 
CONTINUED POLICY SUPPORT. LONGER TERM REAL INTEREST 
RATES HAVE INCREASED SIGNIFICANTLY. 

CHART 25: THE INFLATION BREAKEVEN CURVE SHIFTED HIGHER 
SINCE THE START OF THE YEAR. THE INCREASE WAS MORE 
PRONOUNCED AT THE SHORTER END, AS INFLATION IS POSSIBLY 
EXPECTED TO RISE ABOVE TARGET IN THE NEXT FEW YEARS. 
AFTERWARDS INFLATION IS EXPECTED TO FALL CLOSER TO TARGET.

Data as of March 15, 2021. Source: Bloomberg. Data as of March 5, 2021. Source: Bloomberg.

US real interest rates curve US breakeven inflation curve
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Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

expected to overshoot target in the short term and to fall back 
towards 2% further out in the future (see chart 25).

While higher real interest rates are not necessarily bad for risky 
asset prices, these have a hard time digesting big moves higher 
in long term real rates that come with somewhat sluggish long 
term forward breakeven inflation, and are driven by higher 
compensation for risk, rather than expectations for real policy 
rates. Indeed, the move in long term real yields appears to be 
drive by higher uncertainty about the macro outlook and the 
Fed’s reaction to it, rather than by an endogenous rise in 
yields driven by an expectation of strong growth and 
moderate inflation.

EQUITIES 
Over Q1 2020 as a whole, equity prices continued to perform 
positively, exceeding pre-COVID levels in many jurisdictions, 
and reaching all-time highs in some cases within the quarter. 
Volatility however was elevated. Until February, interest rates 
remained relatively low compared with the improvement in 
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CHART 26: HEADLINE INDEX VALUATIONS REMAIN HIGH ACROSS 
COUNTRIES, PARTICULARLY IN THE US WHERE 12-MONTH 
FORWARD PRICE-EARNINGS MULTIPLES ARE CLOSE TO 
HISTORICAL HIGHS.

CHART 27: VALUATIONS ARE LESS EXTREME ONCE THE LEVEL OF 
REAL INTEREST RATES IS TAKEN INTO ACCOUNT.

Data as of March 15, 2021. Source: Bloomberg.

INFLATION 
Relative moves in real interest rates and inflation components 
over the quarter suggest that the market is pricing in greater 
macro uncertainty in the future.

Traded inflation expectations suggest that inflation is projected 
to pick up in the shorter term, possibly remaining somewhat 
above target temporarily (2-year, 1-year forward inflation 
breakevens have increased by ~30bps to ~2.5%). As indicated 
by higher nominal short term rates (discussed in the previous 
sections), policy rates are expected to tighten in response. But 
the policy stance is expected to remain accommodative, as 
reflected by short-term real interest rates falling by 25-50bp 
YTD, further into negative territory.

In recent weeks, forward real interest rates have been moving 
significant higher at the longer end of the curve (the 1-year, 
10-year forward real interest rate is up 95 bps year-to-date and 
is now positive), while breakeven inflation remained broadly 
unchanged to just above 2%. It’s noteworthy that the inflation 
breakeven curve is now inverted, with inflation possibly 

12-month forward price-earnings ratios for 
major equity indices

Excess 12-forward earning yields
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Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

growth and inflation expectations. Equity prices continued to be 
supported by historically high multiples and an improvement in 
US corporate profitability. The positive performance of major 
equity indices continued to be driven by sectors that have higher 
sensitivity to the economic recovery. Small caps outperformed 
large caps, while cyclicals and value stocks outperformed 
growth stocks.

Since mid-February equities became more volatile, with higher 
duration, growth stocks coming under selling pressure on the 
back of higher interest rates. The Nasdaq corrected 11% but has 
recovered ~3% since bringing the QTD gain to ~1%. From a 
general standpoint, when interest rates are low, equities 
become more sensitive to a change in the outlook for interest 
rates. This is particularly true for growth stocks which are more 
sensitive to changes in the discount rate given their greater 
leverage to higher profit expectations further out. 

Overall, equity markets remain supported by low interest rates 
and moderate levels of risk premia. Earnings have improved 
significantly and have continued acting as the main driver of the 
price change this year (see chart 28). Headline index valuations 
remain high across countries, particularly in the US where 
12-month forward price-earnings multiples are close to 
historical highs (see chart 26). As we argued in the past, such 
high multiples are less extreme once the level of real interest 
rates is taken into account (see chart 27). On one hand, this may 
provide some reassurance on how sustainable valuations might 
be. On the other hand, it also means that if real interest rates 
increase, for valuations to remain unchanged either growth 
expectations have to improve or the risk premium has to 
compress enough to offset the negative impact from higher 
rates. In other words, if rates increase on the back of positive 
macro news – such that growth expectations improve and the 
equity risk premium falls as well (what was seen in Q4 2020 and 
early January) – then equities should be better able to withstand 
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CHART 28: THE IMPROVEMENT IN FUNDAMENTALS WAS 
THE MAIN DRIVER OF RETURNS SINCE Q3 2020. VALUATIONS 
REMAIN HIGH AND CONTINUE SUPPORT.

CHART 29: GEOGRAPHICAL DIFFERENTIATION IN YEAR-TO-DATE 
RETURNS APPEARS TO REFLECT THE DIFFERENT SECTOR-
WEIGHTING OF EQUITY INDICES. UNDER THE SURFACE, 
US EQUITIES APPEAR TO PRICE IN A STRONGER OUTLOOK 
COMPARED TO EUROPE.

Data as of March 15, 2021. Source: Bloomberg and FactSet. Data as of March 15, 2021. Source: Bloomberg and FactSet.

Decomposition of (log) returns in the S&P500 
since 2020

S&P 500 vs MSCI Europe: Difference in Sector 
Weights and YTD Returns (%)

https://im.bnymellon.com/us/en/documents/manual/market-insights/drf5291-points_of_view_apr20_08.pdf
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Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

a higher discount factor. If instead, as it appears to have been 
the case in February and early March, higher rates are the result 
of a higher term premium (i.e. higher risk), then a drawdown is 
more likely. 

The sector differentiation in year-to-date performance was 
consistent across major equity markets. Given the different 
sector-weighting of equity indices, this translated into 
geographical differentiation, with indices heavier in cyclical 
and value stocks (such as the FTSE 100 and the MSCI Europe) 
outperforming indices heavier in tech companies, such as the 
S&P 500.

Finally, we compare the probability distribution of possible 
outcomes for the S&P 500 in one year from now as implied by 
the options market to that implied by our own fan charts (see 
table 1). Option prices indicate significant risks to the downside, 
with a noticeable (~40%) probability of outcomes more than 
10% below current levels. Our distribution assigns 
a significantly smaller probability to such negative outcomes 
reflecting our more balanced outlook for equities over the next 

12-months than the market. We assign a 52% probability to 
outcomes above current levels (vs a 42% probability priced in by 
the market), although we have become somewhat less positive 
over the outlook for equities compared to the last quarter given 
the challenge to multiples from rising rates.

CREDIT
In Q1, corporate bond prices fell as sovereign yields rose sharply. 
Credit spreads however have remained resilient, with both 
investment grade and high yield credit spreads falling over the 
period, and compressing relative to each other. Credit spreads 
remain close to pre-pandemic lows (see chart 30). 

A possible explanation for why credit spreads appear to have 
largely ignored the increase in interest rate or equity volatility 
(see chart 31) is that the risk of higher interest rates is taking 
place against a backdrop of strong economic and sales growth 
expectations, and therefore a likely improvement in the financial 
position of corporates, all else equal. And as we highlighted in a 
recent Points of View note, US non-financial corporations cash 
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CHART 30: US CORPORATE BOND CREDIT SPREADS ARE AT 
RELATIVELY TIGHT LEVELS ACROSS THE QUALITY SPECTRUM.

Comparison of S&P 500 outcomes in 1 year, as 
derived from own forecast and as implied by 
option prices

USD corporate credit spreads since 2000 (max, 
min, median and most recent)

TABLE 1

S&P 500 OUTCOMES IN 1 YEAR

Per cent Market Own forecast

P(S&P 500 < -10%) 41 21

P(-10% <=S&P 500 < -5%) 8 12

P(-5% <=S&P 500 < 0%) 9 15

P(0% <=S&P 500 < 5%) 9 18

P(5% <=S&P 500 < 10%) 9 14

P(S&P 500 > 10%) 24 20
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as a percent of total assets has reached record highs, providing 
a cushion if interest payments were to increase.

Non-financial corporate default rates remained low in most 
countries relative to the size of the fall in GDP seen since 2020. 
For instance, trailing-12-month default rates for the US and 
European high yield bond markets were 5.1% and 3.3% 
respectively (as of end 2020), up from 2.1% and 1% a year prior 
but significantly lower than what anticipated in early 2020. 
Beneath the surface, risks in the nonfinancial corporate sector 
remain. For instance, recent research from the Bank for 
International Settlements (BIS) shows that corporate credit loss 
rates could rise substantially in sectors most affected by the 
pandemic, although aggregate corporate credit loss rates may 
not rise as much because of the relatively small share of total 
credit accounted for by the sectors most affected by COVID. 
This does not appear to be reflected in the market, where 
sector dispersion has reaches pre-pandemic lows.

A decomposition of a broad measure of US corporate bond 
credit spreads into a component capturing expected defaults 

and a premium investors demand for expected losses and the 
illiquidity of corporate bonds (the excess bond premium, or EBP), 
shows compensation for default risk remains more elevated 
than at the start of the pandemic, but the component related to 
compensation for risk has more than fully retraced the earlier 
increase, another sign that risks linked to higher interest rates 
have not been priced in credit spreads.

FX
The steady decline in the US dollar was one of the main stories 
in the market in the second half of 2020. The improvement in the 
global economic outlook and news about the vaccines, kept risk 
sentiment strong, leading to a fall in the risk premia associated 
with foreign currencies vs the US dollar, and thus to dollar 
weakness. Interest rate differentials continued to move in favor 
of the US dollar (i.e. US rates increasing relative to interest rates 
in other currencies), which would provide support to the 
currency, all else equal. But the impact of interest rate 
differentials was trumped by changes in risk premia. And as the 
Fed was expected to keep policy rates low for years to come, the 
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CHART 31: US CORPORATE BOND CREDIT SPREADS HAVE 
REMAINED RESILIENT NOTWITHSTANDING THE INCREASE IN 
MARKET VOLATILITY.

OAS: option adjusted spread. Data as of March 15, 2021. Source: Bloomberg.
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CHART 32: SCATTERPLOT OF CHANGES IN USD EXCHANGE RATES 
AND INTEREST RATES DIFFERENTIALS FOR SELECTED MAJOR 
ADVANCED ECONOMIES.

Footnote: chart shows data for USD vs AUD, EUR, GBP, JPY, CAD, NZD, CHF. 
Data as of March 15, 2021. Source: Bloomberg.

US High Yield credit spreads and the VIX

Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

https://www.bis.org/publ/qtrpdf/r_qt2103.pdf
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change in interest rate differentials was stronger at longer-term 
maturities, which tend to matters less for exchange rates than 
short term differentials. 

As US interest rates spiked in Q1 2021, and the market started 
pricing in a more rapid tightening cycle from the Fed, the strong 
growth, policy accommodation, weaker dollar narrative of H2 
2020 saw a pause. Over the quarter, the broad US dollar index 
increased by 2.1% as of March 19, with USD appreciating the 
most against currencies with weaker domestic interest rates 
relative to US rates (chart 26). Options markets are signaling a 
more favorable balance of risk for the dollar going forward, with 
risk reversals (a measure of skewness in expectations derived 
from option prices) becoming less negative and reaching or 
increasing above longer term average levels (chart 27).
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Footnote: chart shows a simple average of risk reversals of the USD vs AUD, EUR, GBP, JPY, 
NOK, CAD, SEK, NZD, CHF. 
Data as of March 15, 2021. Source: Bloomberg.

CHART 33: 3-MONTH AND 1-YEAR USD RISK REVERSALS.
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WALL STREET Vs. MAIN STREET
The pivotal change from our last edition of Vantage Point is the 
Democratic sweep of all parts of the US government and the 
passing of the $1.9T fiscal stimulus bill as a result. That means 
there will be more fiscal support to the US economy in 2021 as 
the population steadily gets vaccinated and the economy 
reopens than in 2020 when the economy was locking down. 
While the amount of fiscal largess is immensely supportive to 
the real economy and a lifeline to many households, raising the 
household savings rate to historic levels and producing historic 
consumption, it may not be as positive for markets. 

The 10-yr Treasury yield has surged nearly 80 bps from the 
beginning of the year as investors rotate into sectors that 
benefit from a rebounding economy and a steeper yield curve. 

The yield curve (chart 34) is the steepest it has been in 5 years. 
Rising yields are slowly eroding the 2020 multiple expansion, 
which saw the next 12-month multiple move higher by 3 turns, 
and have produced a vigorous rotation into cyclical and value 
names. The equal weighted S&P is outperforming the cap 
weighted YTD by 5.0% as of March 22 (chart 35). The US 
10-year yield is the only major sovereign debt that is still below 
the yield of Jan 1 2020 (chart 36). The risk to yields is higher 
over the next 6-12 months. 

Hit hardest during the March higher move in yields have been 
the high multiple growth and speculative tech names that 
benefited from the stay-at-home economy and deeply negative 
real yields. The issue for these names is twofold—multiple 
compression and a slower rate of growth in 2021 (chart 38). 

SECTION 2B

Market Sentiment
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Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

CHART 34: AN IMPROVING ECONOMY AND EASY POLICY HAVE LED 
TO THE STEEPEST YIELD CURVE IN OVER FIVE YEARS.
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CHART 35: THE MARKET STARTED TO PRICE IN A MORE CYCLICAL 
RECOVERY LAST FALL AND HAS ACCELERATED YTD.
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Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

We expect the move into value and cyclicals to have further 
room to run as the multiple spread remains below that of the 
growth sector (chart 39). The uptick in the real economy will 
be the best in 35 years. Earnings for 2021 will be driven by 
cyclicals which will out-earn a still solid year for growth stocks.

Given that inflation expectations were stuck below the Fed’s 
inflation target, their subsequent rise was welcomed as 
evidence of policymakers’ ability to drive inflation back to 
target. Largely driven by a change in the term premia, higher 
interest rates have also been supported by greater inflation 
expectations and a rise in real yields (chart 40). This may pose 
an entirely different challenge for the Fed. The market is 
pricing the risk of a quicker tightening but also is pushing the 
Fed to “do something” about the long end, which means easing. 

This is a challenging message to say the least and will move 
markets is both directions. Stay tuned.

The S&P performance off the low of March 2020 closely mirrors 
the move off major lows in 2009 and 1982. In both the previous 
recoveries, the second year had more challenged price 
performance with a sideways grind before it resumed its upward 
trend (chart 42). The real economy is likely to experience a boom 
in the coming months driven by reopening, an increasing pace of 
vaccinations, improved household incomes and an eager 
consumer. Earnings estimates will likely move higher supporting 
markets even as we expect volatility driven by a regime change 
from a monetary driven economy to a fiscal one in a world where 
the Fed has promised strategic patience. 

S&P 500 2020 and 2021 Earnings Growth: 
Value – Growth (%)
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CHART 37: VALUE EXPECTED TO OUTPERFORM IN 2021.
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Change in Global 10-year Government Bond 
Yields from Pre-pandemic 

CHART 36: DESPITE A BETTER RELATIVE GROWTH RECOVERY, 
THE US 10-YEAR TREASURY IS STILL THE FARTHEST BELOW THE 
LEVEL PRE-COVID.



Quarterly Outlook Q2.2021

32 

We maintain our bias to value and cyclical stocks which can 
benefit from rising rates and inflation, such as banks, materials 
and energy. We also maintain support for small caps and the 
epicenter stocks that are the beneficiaries of the reopening in 
the consumer, travel, and business services sectors. We would 
use the relative tech underperformance to add selectively to 
those companies that have an uptick in their growth trajectory 
in upcoming years. The bond market is likely to provide relative 
underperformance opportunities for growth stocks. 

Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.
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CHART 38: HIGHER YIELDS STARTED TO MATTER IN Q1 2021.

S&P 500 Growth vs. Value Relative Forward PEs
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CHART 39: VALUE STOCKS REACHED THE LOWEST VALUATION 
RELATIVE TO GROWTH SINCE THE EARLY 2000S.



Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.
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Major Economies’ 10-year Sovereign Bond Real 
Yields (%)

S&P 500 2-year Post Bear Market Lows 
Historical Comparison

10
-y

r 
R

ea
l Y

ie
ld

 (%
)

Germany UK US Canada Australia Sweden

S
ep

-1
9

O
ct

-1
9

N
ov

-1
9

D
ec

-1
9

Ja
n-

20

Ju
n-

20

Ju
l-

20

Fe
b-

20

S
ep

-2
0

O
ct

-2
0

N
ov

-2
0

D
ec

-2
0

Ja
n-

21

Fe
b-

21

M
ar

-2
0

M
ay

-2
0

A
pr

-2
0

A
ug

-2
0

-3.5

-3.0

-2.5

-2.0

-1.5

-1.0

-0.5

0.0

0.5

1.0

1.5

Data as of March 9, 2021. Source: Bloomberg.

CHART 40: REAL YIELDS HAVE DRIFTED HIGHER IN 2021 .

S&P 500 Financials’ Relative Returns and 
Interest Rates
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CHART 41: FINANCIALS COULD OUTPERFORM IF RATES 
CONTINUE TO RISE.
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CHART 42: THE LAST TWO ANALOGOUS MARKET RALLIES AFTER 
A BEAR MARKET WITH A SIMILAR RETURN PROFILE WEAKENED 
IN THE RECOVERY’S SECOND YEAR.
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Portfolio Perspective 
There has been a great deal of movement in asset classes, a 
change in administration and fiscal policy outlook and much 
progress made on virus containment that affects our portfolio 
perspective this quarter. As compared with the previous 
edition, the shape of the fan chart for the expected 
outperformance of a risk bull portfolio (80% equities / 20% 
bonds) still looks attractive in the near-term, but the risks have 
a decidedly downward skew as the forecast period continues. 
The uncertainty around the level of inflation and the speed of 
its rise, and perhaps more importantly, the Fed’s reaction to it, 
presents possible headwinds to risk assets and traditional 
fixed income as outlined in our overheating and tight money 
scenarios. The remainder of 2021, however, still indicates 
positive momentum for equities and we are optimistic that 
the good recovery scenario allows for a more gradual and 
digestible rise in rates that can remain a friendly environment 
for diversified portfolios.

   35
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CHART 43: 80:20 PORTFOLIO OUTPERFORMANCE. %.

Forecasts begin in Q2 2021 and were calculated as of March 9, 2021. Source: BNY Mellon GEIA 
and Fathom Consulting.
The solid line shows the mean or probability-weighted average forecast across all four 
scenarios. The darker bands towards the center of the fan chart show the more likely 
outcomes, while the lighter bands show progressively less likely outcomes covering 90% of the 
forecast distribution. The width of the fan chart shows the level of uncertainty and when the 
bands below the central forecast are wider than those above shows the balance of risks lies to 
the downside.



Re-introducing our new framework
This will be the second quarter of displaying our asset class 
heat map where the reader can more easily see the relative 
attractiveness of broad asset classes based on an array of 
variables we take into account. These variables include return 
expectations as they correspond to our economic scenarios, 
current market pricing, risks of major downside shocks, and 
hedging potential of certain asset classes against these 
shocks. As a reminder, this score represents our outlook for 
each group over a two-year investment horizon. We are 
including in this chart an indication of where last quarter’s 
score fell (the diamond) so readers can compare the movement 
along the scale and tie it back into our economic and market 
projections. The current score is represented by the rectangle. 

SUMMARY

C
A

S
H

S
O

VE
R

E
IG

N
 B

O
N

D
S

A
LT

E
R

N
.

C
R

E
D

IT
E

Q
U

IT
IE

S

1 1.5 2 2.5 3 3.5 4 4.5 5 65.5

1

Fe
d

Fu
nd

s
10

y
U

S
Ts

10
y

D
M

10
-y

ea
r

E
M

S
&

P
50

0
D

m
 e

x
U

S
E

M
eq

ui
ti

es
U

S
D

IG
U

S
D

H
Y

E
ur

o
IG

E
ur

o
H

Y
G

ol
d

1.5 2 2.5 3 3.5 4 4.5 5 65.5

LOW 
ATTRACTIVENESS

HIGH
ATTRACTIVENESS

Last quarter Current quarter

Quarterly Outlook Q2.2021

36 

Forecasts were calculated as of March 9, 2021. Source: BNY Mellon GEIA.
Footnote: In order to further formalize our investment conclusions, we are introducing a 
proprietary framework to better illustrate our views of the relative attractiveness of major 
asset classes. This approach takes into account a number of key variables including the total 
return expectations of each asset class as they correspond to our economic scenarios, current 
market pricing, measures of return over risk, risks of a major downside shock, and the hedging 
potential of certain asset classes against these shocks. The resulting heat map scales indicate 
where each asset class falls on the distribution of attractiveness scores from low to high (gold 
to teal) and represent our outlook for each group over a two-year investment horizon. This is 
not to indicate under/over/neutral weights in any particular asset class, but rather to give the 
reader a standardized and comparable view of the level of opportunity or risk we see in each 
category. The variables we use are constructed from the first four moments of the distribution 
of asset prices we forecast: mean (i.e. expected returns), standard deviation, skewness and 
kurtosis. We attribute a given score based on the outcome for each variable (for example, we 
attribute a low score when returns are expected to be lower than -10%, and a high score when 
returns are expected to be higher than 10%). Finally, we weight the scores for each variable to 
produce a summary score for each asset (one for US equities, one for EM equities, etc.), where 
the weights are based on what we consider to be consistent with the preferences of a prudent, 
total return-seeking investor.



EQUITIES

US Equities: As yields rose throughout the first quarter, 
valuations on high-growth stocks came under the microscope. 
Although our single most likely scenario remains ‘good 
recovery’, the probability has fallen, making room for upside 
risks in inflation. This new landscape suggests a stronger-
than-anticipated recovery in the US that has the potential to 
drive equities sharply higher in the near-to-medium term, 
before the strength tapers off as markets digest the handoff 
from monetary to fiscal policy and the comeback in earnings 
growth through the rest of the year. As such, this quarter’s heat 
map still shows an attractive score for US equities, but it has 
come down slightly compared to Q1. Overall, equities remain 
the most attractive option in risk assets. We expect the 
remainder of 2021 to be characterized by sector and stock 
selection as markets transition to an economic reopening and 
stronger focus on valuations. The cyclical trade that favors 
sectors such as Industrials, Materials, Financials and Energy 
continues to have runway and could be the main driver of 
broad market gains this year. That’s not to say growth sectors 
will detract from performance, but pressure from higher yields 
and competition from strong earnings reports in cyclical and 
value sectors could make them less of a standout. Additionally, 
as the next round of stimulus is deployed into the economy 
and consumers return to more normal levels of activity, the 
recovery in demand is likely to be felt more strongly in the 
areas hardest hit during 2020 such as the epicenter stocks, 
small-and-mid cap stocks and service-driven parts of the 
economy. Although we do expect yield volatility to continue 
as a headline this year, we are optimistic that equities can 
withstand the moves and finish the year in positive territory.

International Developed Equities: The path of recovery for 
international developed economies, particularly Europe, is 
expected to be similar to that of the US, although on a slightly 
more delayed and less robust scale. European economies 
suffered more severe lockdowns in Q4 2020 and Q1 2021, 
which delays the economic recovery, but given that markets 
lead economies, we expect European equities to have potential 
for a strong Q2 and Q3. Many of the tailwinds remain the same 
as discussed in last quarter’s Vantage Point, such as valuation 
attractiveness compared to US equities, renewed tourism 
interest and the interconnectedness of the global economy 
that benefits from a strong recovery in the consumer, and the 
eventual deployment of pent-up demand. As a result, our heat 
map reflects an attractive score for international developed 
equities, on par with US equities, further reinforcing the 
importance of this asset class for diversified portfolios. 
The theme of strength in cyclical sectors and those levered 

to the consumer is true for Europe as in the US, although we 
would continue to caution investors on the opacity and risks 
still present in European Financials. 

Emerging Markets (EM) Equities: EM equities continue to 
benefit from global cyclical recovery, weakening USD bias, easy 
DM policy, and lower trade uncertainty under the new US 
administration. That said, the pandemic has changed the 
risk-reward balance, and there is significant dispersion of 
region and country outcomes. From a macro standpoint, we 
distinguish between EM winners and losers based on three 
factors: 1. Speed of vaccine rollouts vs new infections; 2. 
Monetary and fiscal policy outlook; 3. Idiosyncratic, country-
specific risk factors. For countries that come out of lockdowns, 
cyclical sectors will fare well. North Asia will likely continue to 
attract flows due to global reflation trade, opportunity set is 
wide in both growth and value space. For China, long-term 
investors are advised to tap into sectoral opportunities that 
will likely benefit from China’s high-quality consumption-
focused growth mandate (sectors such as healthcare, tech, 
insurance, and education). The COVID-19 pandemic also 
highlights the opportunity in internet stocks which benefit 
from the virus environment and tend to have strong cash 
generation. We suggest strategic allocation to Taiwan and 
Korea which have high beta to Chinese recovery and helped by 
global demand for and shortage of semiconductors. We expect 
cyclical recovery to accelerate in India, where healthcare and 
tech offer attractive opportunities. As always, we suggest a 
more nuanced approach to EM investing and investors to 
remain on top of idiosyncratic developments. (see section 4 in 
focus for more of our EM outlook) 

FX

US Dollar and Foreign Exchange (FX): We continue to expect an 
overall weakening bias for USD against major crosses in 2021, 
as the threat to financial stability recedes and global economic 
recovery broadens. That said, compared with last quarter, 
we have increased the upside risk to the USD due to two 
inflationary scenarios (‘tight money’ and ‘overheating’) which 
make up 45% probability. For EM FX, we think that yuan will 
likely remain strong, as inflows into China bond and equity 
markets will likely remain strong. We also like EM FX with 
high beta to yuan such as Korean Won, Malaysian Ringgit 
and Taiwanese Dollar. As we are bullish on recovering trade 
volumes and commodity prices, FX such as Colombian peso 
and Mexican peso (still cheap relative to its long-run avg.) 
are attractive.
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ALTERNATIVES

Alternatives: In our view alternatives continue to be an integral 
part of an investor’s opportunity set as markets navigate the 
possibility of a stronger recovery that results in higher 
inflation. Our heat map score represents the attractiveness of 
gold and the score has come down since Q1 given the 
reduction in fear and downside risk in the asset. Precious 
metals remain attractive in the face of higher inflation, and 
gold in particular continues to be a hedge against short-term 
drawdowns in the case of a market shock. Other real assets 
also remain an option to participate in an inflationary 
environment and protect purchasing power. Given the risk of 
monetary policy signals that could move markets, alternatives 
can be important in providing uncorrelated exposure to 
traditional asset classes. 

FIXED INCOME

Developed Sovereign Debt: The early phases of economic 
expansion and revival of inflation expectations has driven 
sovereign yields higher around the globe, with the US Treasury 
seeing the swiftest rise. Although we expect Central Banks to 
remain cautious and diligent about maintaining expansionary 
policy, the rise in inflation expectations globally is likely to put 
pressure on DM sovereign bond prices through the end of 2021 
and into 2022. However, the movement in yields that has 
already occurred somewhat reduces downside risk in 
sovereigns that was present last quarter, and makes Treasury 
yields more attractive than most international sovereigns on 
a relative basis. The score improvement on our heat map 
represents this relative attractiveness in yields and reduced 
downside risks, as a decent portion of the adjustment we 
expected to happen more gradually throughout the year has 
already occurred. As the global economy reopens and the 
recovery carries on, however, sovereign bonds are likely to 
see further increases in yield and we believe an underweight 
posture is still prudent with the exception of US TIPS that 
could offer opportunity in a rising inflation environment.

Global Investment Grade Credit (IG): This quarter, our outlook on 
the credit space has become more widely dispersed among 
scenarios and we remind the reader that the scores and 
attractiveness on our heat map are based on both price return 
potential and income potential. In the US, the score has become 
slightly more attractive for investment grade credit given the 
expected improvement in corporate fundamentals and the 
additional fiscal support that should keep spreads contained. 

The overall score remains on the less attractive side of the scale 
given the limited price return potential from here, but we do not 
see meaningful downside risk in the sector over the near-term. 
As the forecast period moves forward into 2022, there is some 
risk of a widening in spreads while risk assets adjust to the slow 
removal of the policy support backstop that’s been in place 
since early 2020. The same holds true for European investment 
grade credit, although policy support has been less aggressive 
and broad-sweeping and the region is likely to experience a 
delayed, and slightly less robust recovery than the US. As such, 
the attractiveness of European investment grade credit has not 
changed much from last quarter.

Global High Yield Credit (HY): Much like the investment grade 
space, we do not see much change in the near-term for high 
yield credit, but toward the end of 2021 and into 2022 the 
picture becomes more murky. Rising inflation and the risk that 
Central Banks must react could pose a headwind to the high 
yield space as the cost of borrowing rises. Much of the spread 
compression that occurred over the course of 2020 was due to 
unprecedented monetary and fiscal support and there is a 
chance for a widening of HY spreads as that support is 
withdrawn. Although the score for US HY remains largely 
unchanged from last quarter, we recognize that the balance of 
risks has changed to reflect the possibility of downside price 
risk in HY later this year and early next. European HY carries a 
similar risk/reward backdrop, but results in a lower score 
given the lesser expected upside in price. Both regions remain 
attractive as income generating instruments and investors 
must weigh their objectives accordingly. An overall “low 
attractiveness” score in these categories is driven more by the 
price risk at this juncture, but it should be noted that investors 
using HY exposure for income generation can find buying 
opportunities in this space over the next 12-24 months, 
especially if yield volatility picks up. 

Emerging Market Debt: A weaker USD view makes us slightly 
favor EM local currency to hard currency debt. Within local 
currency debt, we believe that selective risk taking is advised 
as room for further rate cuts in many EMs is limited. We favor 
those countries where central banks tend towards easy policy 
bias and/or real rates are at attractive levels (countries such 
as Indonesia and Mexico). Within hard currency corporates, 
from a macro standpoint, we prefer HY to IG on expectations of 
acceleration of cyclical recovery, elevated commodity prices, 
with room for further spread compression. Within hard-
currency sovereigns, we favor HY names with minimal risk of 
default (countries such as Egypt). (see section 4 in focus for 
more of our EM outlook) 
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Ever since the pandemic began disrupting lives and 
livelihoods we have written about the risks of higher 
inflationary pressures in our Vantage Point publications. Our 
view was based on the observation that demand could well 
recover faster than many expected and that disruptions to 
supply and a broader push towards de-globalization could 
put a limit on the speed at which demand could grow without 
generating higher prices. 

Since our last Vantage Point publication, we think the 
likelihood of higher inflation has increased, in large part due 
further substantial fiscal stimulus. On top of the $900bn 
Covid Relief Package approved in December 2020, the US 
delivered additional $1.9 trillion in stimulus in March. And it 
seems likely that US President Biden will soon propose a new 
infrastructure package which, net of any likely tax increases, 
may add a further $1tr to the US economy. 

At face value, this represents a total of $2.8 (13% GDP) in 
additional stimulus since our last Vantage Point publication, 
with the prospect of a $1tr (~4.5% GDP) more to come. Which 
itself is on top of the $2.2 trillion package approved in the 
spring of 2020 (~10% GDP). 

The trillion dollar question is: can this fiscal largess be 
absorbed by the economy without leading to a rise in inflation 
of a kind we have not seen in a generation? To answer the 
question a healthy debate has erupted among prominent 
economists and market participants. 

Some – including former Secretary of the Treasury Larry 
Summers and former IMF Chief Economist Olivier Blanchard 
– worry that the total amount of stimulus in 2021 will lead to 
overheating, with demand increasing by as much as 8-10% 
above potential and significant risks of a strong rise in 
inflationary pressure. 

Others – including Nobel Prize-winner Paul Krugman – argue 
that many of the components of the US fiscal packages 
adopted in 2020 and 2021 merely replace lost income (for 
households, businesses, and local and state governments) 
and do not add extra income/demand to the economy. As 
such, the ‘true’, demand-augmenting, amount of stimulus in 
the economy is seen to be significantly less than the headline 
$2.8 trillion number, and not enough to create substantial 
inflationary pressure.

We believe both points of view have merits. To start from our 
conclusion, looking at the issue through the eyes of an 
‘inflation watcher’ (and therefore not commenting on issues 
such as the impact of the stimulus on the US deficit or the 
merits of the different components of the packages), we see 
the probability of significant excess demand and temporarily 
higher inflation in the US as elevated (45%, summing up the 
probability of our ‘overheating’ and ‘tight money’ scenarios), 
but see inflation at or below target over the next few years 
as a bit more likely. 

First, we agree with the view that many of the fiscal 
measures adopted are aimed at preventing a fall in incomes 
and demand, rather than creating additional demand. 
Once this is taken into account, we believe the ‘demand-
augmenting’ portion of the December 2020 and March 
2021 stimulus to be closer to $1.8tr, $1tr less than the 
headline number.

We also note that a significant proportion of the government 
funds may not be spent at all (e.g. large fractions of the 
rebates will be permanently saved). Under some realistic 
assumptions, total ‘true’ stimulus falls to ~$1.4. And, finally, 
not all funds will be spent as soon they are received by 
recipients (for instance, some of the Local and State aid 
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components of the packages). Under further simple 
assumptions, we note that around 50-60% of the funds 
may be spent in 2021, 25% in 2022 and 15-25% from 
2023 onwards.

Finally, resource slack in the economy appears to be 
significant at present, with a shortfall in output possibly 
around $1-1.2tr (4.5-5.5% GDP).1 Adding all this up, and 
taking into account the nuances about the fiscal stimulus 
that we have discussed, there is a concrete possibility that 
taken in isolation the December and March fiscal packages 
will not be enough to generate excess demand and sustained 
inflationary pressure2.

However, as we have noted in our recent Points of View 
publication, the US economy may experience additional 
impetus due to (i) a partial drawdown in the $1.6 trillion of 
savings accumulated by households since the start of 2020, 

and (ii) the likely fall in the US saving rate to close to pre-
pandemic levels. This may add a further $1.7tr to demand 
over the next few years.3 And, as we have mentioned at the 
start of this box, the US administration may soon put 
forward an infrastructure plan totaling around $1tr, net 
of tax increases. 

Once we take everything into account, it becomes clear 
that significant excess demand may be a real possibility 
in 2021-2022. However, the degree of uncertainty around 
our calculations, as well about the extent to which excess 
demand may translate into higher inflation (that is, 
uncertainty about the slope of the Phillips curve) is high. 
This is reflected in our new Vantage Point publication where 
we assign a 45% probability to scenarios characterized by 
high price pressures and a 55% probability to scenarios 
where inflation is at or below target.

1  Our starting point is that pre-pandemic the US economy was still around 1-1.5% below potential, given little signs of inflation and the prime-age employment rate still 
below its post-2000 lows. We allow for a small (~0.5-1%) short term hit to potential given we expect some structural changes to the economy post-COVID and a gradual 
dissipation of the hit of COVID to supply of some sectors. 2020 Q4 GDP was about 2.5% lower than GDP a year earlier and trend growth is around 2%. We sum everything 
together and conclude that the shortfall in output may be around 4.5-5.5% of GDP.

2  Here we refer to inflationary pressures as those over and above those due to changes in relative prices. Changes in relative prices may likely take place, as we have already 
seen since the start of the pandemic, given significant shifts in the pattern of demand and supply due to lockdowns and reopening.

3  Given a saving rate of 13.4% in December 2020 (before the 2020 Pandemic relief started being disbursed), which compares to a pre-COVID-19 rate of ~7%, there is 
potentially ~6.5-7% of personal income to boost the flow of consumption. With disposable personal income roughly 75% of GDP in the US, this translates into a potential 
$1.2-1.3tr (5–6%) increase to the flow of aggregate demand over a year or so, potentially less. On top of that, households have accumulated around $1.5tr in excess 
savings by the end of 2020. Under assumptions about the extent to which they will continue to save until the economy fully reopens, excess savings might accumulate to 
~$2tr. We believe there is evidence that those excess savings will be run down faster than traditional models would imply, further accelerating the recovery. Historical 
analogies also point to the stock of excess savings being ran down significantly. For instance, US consumers spent about 20% of their excess savings in the three/four 
years after the end of the Second World War. We assume that a preference for liquid assets, such as deposits, indicates a readiness to spend (rather than risk aversion), 
when the pandemic ends. Federal Reserve data suggest that around 50% of excess savings are being held in liquid deposits. Assuming half of excess savings held in liquid 
assets is spent over a few years starting from in 2021, this would imply a further $500bn to the flow of demand.

In focus – Fiscal stimulus and overheating (continued)
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As risks of higher inflation appear to be concrete, the 
next question becomes: if higher inflation were to occur, 
at what point would the Fed start to withdraw 
monetary accommodation?

In this edition of Vantage Point we have concluded that 
if higher inflation were to occur, the Fed may initially 
accommodate the rise in inflation and that could lead to 
some overheating. We also see a material probability that the 
Fed may instead tighten policy sooner than expected by the 
market. In this box we provide a detailed account on the 
recent change in the Fed’ reaction function and a guide to 
help investors navigate what may come next. 

As well explained by Clarida (2020 and 2021), this strategy 
consists of six features, which we discuss below in order to 
clarify what each mean.

1. Liftoff from the effective lower bound for interest rates will 
not take place until PCE inflation has risen to 2 percent 
and other complementary conditions have been met.

 Year-on-year PCE inflation needs to reach 2% before the 
first rate rise can happen. Before then, the policy stance 
can be tightened with other tools, if needed (e.g. through 
a tapering of asset purchases or forward guidance). 

2. Inflation will be allowed to run moderately above 2 percent 
for some time, in the service of keeping longer-term 
inflation expectations well anchored at the 2 percent 
longer-run goal.

 The ultimate aim of running inflation moderately above 
2 percent for some time is to reinforce the anchoring of 
inflation expectations to 2 percent and keep inflation at 2% 
in the long run. Running inflation above 2 percent is not a goal 
per se. If inflation and/or inflation expectations were to rise to 
levels inconsistent with the 2 percent anchor, and such rise 
were to be judged to be persistent, policy would tighten. Not 
doing so may endanger credibility, and thus the possibility of 
maintaining inflation at 2 percent in the long run.

3. Monetary policy will remain accommodative for some time 
after the conditions to commence policy normalization 
have been met.

 Keeping conditions accommodative is not the same as 
saying that policy will remain on hold. Accommodative 
conditions are consistent with a tightening of policy – 
through rate rises, tapering, a change in forward guidance 
– if the improvement in the economic outlook warrants an 
even stronger tightening for conditions to remain neutral. 
The main implication is that even after liftoff occurs, 
changes in the policy rate are likely to be only gradual. 

4. Monetary policy will aim over time to return inflation to its 
longer-run goal, which remains 2 percent, but not below,  
once the conditions to commence policy normalization 
have been met.

 The longer run goal of 2 percent will be achieved over time 
as shocks move inflation in different directions and is not 
always possible to keep inflation at 2 percent. If inflation 
has been running over 2 percent for some time, monetary 
policy will not aim to compensate for the overshoot by 
undershooting. The reaction function is asymmetric.

5. Inflation that averages 2 percent over time represents 
an ex ante aspiration of the FOMC, but not a time-
inconsistent ex post commitment.

 Average inflation of 2 percent is the goal of policymakers 
when setting policy today, but it is not a commitment to 
achieve inflation outcomes that average 2 percent under 
any and all circumstances once liftoff has taken place. As 
such, policymakers may decide to tighten policy in a way 
that may prevent reaching 2 percent on average, e.g. in 
case of a risk of a de-anchoring of inflation expectations.

6. Set policy in a way that is consistent with reaching the 
highest level of employment that does not generate 
sustained pressures that put the price-stability mandate 
at risk (i.e. maximum employment).

The Fed’s new strategy means that liftoff will not occur solely 
in response to employment approaching its maximum level. 
As long as there remains price stability, the Fed will maintain 
the federal funds rate at the ELB until maximum employment 
– defined as “a broad-based and inclusive goal” assessed with 
a “wide range of indicators” – has been reached.

We sum up the difference between (i) flexible average 
inflation targeting (FAIT), (ii) flexible inflation targeting (FIT 
– the framework still adopted by most other major central 
banks) and (iii) price level targeting (PLT – a strategy 
characterized by a commitment to make up any shortfall in 
the price index from the level consistent with 2% inflation) 
by showing the path for interest rates, inflation, output and 
unemployment in response to a demand shock, under each 
monetary policy strategy.

As shown by the charts, make up strategies such as average 
inflation targeting or price level targeting lead to notably 
lower paths of the policy rate than flexible inflation 
targeting. Combined with somewhat higher inflation 
expectations and, eventually, inflation, make up strategies 
lead to lower real rates at low and long horizons. Under 
make up strategies, inflation moves back to the 2% target 

In focus – Monetary policy strategy 
and inflation

https://www.federalreserve.gov/newsevents/speech/clarida20201116a.htm
https://www.federalreserve.gov/newsevents/speech/clarida20210113a.htm
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sooner, and unemployment increases by less after the shock 
and falls by more during the recovery. The longer the make 
up window is, the more pronounced is this effect. Under 
price level targeting and, to a much lesser extent, under 
average inflation targeting, inflation rises above 2 percent, 
while the unemployment rate falls below its maximum value. 

The different performance of the makeup rules stems from 
the different treatment of past inflation misses. Under the 
PLT rule, the makeup window and the associated inflation 
gap expand over time. By contrast, under FAIT rules, past 
inflation misses eventually fall outside the makeup window 
and become bygones, whether or not they have been offset.

In focus – Monetary policy strategy and inflation (continued)

CHART 44: NOMINAL FEDERAL FUNDS RATE
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Source: Jonas, et al. (2020). “Alternative Strategies: How Do They Work? How Might They 
Help?,” Finance and Economics Discussion Series 2020-068. Washington: Board of 
Governors of the Federal Reserve System.

CHART 46: UNEMPLOYMENT RATE
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CHART 45: REAL FEDERAL FUNDS RATE
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CHART 47: CORE PCE INFLATION (FOUR QUARTER CHANGE)
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IN PRACTICAL TERMS, WHERE DOES THIS LEAVE US FOR WHAT MAY THE FED DO IN RESPONSE TO AN 
INFLATION SURPRISE UNDER THE NEW FRAMEWORK? 

With US market-based inflation expectations rising by more 
than 50 basis points to above 2% since the adoption of the 
Fed’s new strategy in August 2020, and a heating up of the 
debate about inflation in the US, the question about what 

the Fed might do in response to a possible upsurge in 
inflation and/or inflation expectations is central to investors’ 
asset allocation decision and to this edition of Vantage Point.
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Our ‘Overheating’ scenario can result from the Fed waiting for too 
long to reduce accommodation. This may happen for instance 
because the Fed does not foresee coming inflationary pressures or 
incorrectly interprets inflation running above 2% to be temporary 
and therefore maintains an accommodative policy stance when it 
should instead tighten policy. 

Our ‘Tight money’ scenario is the result of the Fed removing policy 
accommodation. This scenario is characterized by the Fed surprising 
the market with sooner than expected or faster tightening, and may 
result from the Fed’s view that it needs to act to reduce the risk of an 
excessive overshoot of inflation or of a de-anchoring to the upside of 
inflation expectations. 

As we have seen in recent weeks, and as discussed in the ‘what’s 
priced in’ section, financial markets may take a different view from 
the Fed on inflation (e.g. it may expect strong inflationary pressures) 
and start pricing in a scenario where the Fed remains ‘behind the 
curve’ and tightens policy abruptly. 

Given the interest rate gyrations since mid-February may be 
consistent with some of these risks and the fact that the issues 
illustrated above are compounded when uncertainty about the 
future state of the economy is high, investors should be more 
mindful than even about the Fed’s and other central banks 
reaction functions.

In focus – Monetary policy strategy and inflation (continued)
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Overall, we have high conviction on asset classes that have 
higher sensitivity to accelerating global economic recovery. 
For EM assets, we think that global macro environment in 
2021 is supportive based on expectations of cyclical recovery, 
weak USD, continuation of easy monetary and fiscal policy in 
DM, and lower trade uncertainty. From a macro standpoint, 
we are especially bullish on EM equities and corporate debt; 
and more selective in EM sovereigns and FX. 

That said, the pandemic has changed the risk-reward 
balance, and there is significant dispersion of region and 
country outcomes. We therefore think that EM investors will 
benefit from active asset allocation. From a macro 
standpoint, we distinguish between EM winners and losers 
based on three factors: 1. Speed of vaccine rollouts vs new 
infections; 2. Monetary and fiscal policy outlook; 3. 
Idiosyncratic, country-specific risk factors. 

Many EMs have been racing to rollout vaccines against new 
waves of infections. Severe second waves of infections in 
Asia and CEEMEA, to a large extent, appear to have peaked 
while LATAM (particularly Brazil, Colombia, Argentina, and 
Chile) struggle to keep new infections under control. In terms 
of vaccine rollouts, performance has been mixed. China, 
Turkey, and Russia have been leading while South Asian 
countries (India, Indonesia, Thailand, Philippines) face 
logistical challenges. On a regional basis, we expect Asia to 
come out of the pandemic leading the recovery, followed by 
CEE, while LATAM lags all regions. Through the end of the 
year, we think that vaccine rollout will level the playfield for 
intra-EM performance. 

When the global pandemic shock hit demand, EMs cut 
interest rates to record lows and introduced expansionary 
fiscal policies. Some also experimented with unorthodox 
QE-like policies and easing regulatory pressures on banks. 
As the global demand recovery accelerated, breakeven 
inflation rates started to rise around the world. For the rest 
of 2021, we think EMs are even more at risk from rising 
inflationary pressure than DMs. Rising inflation is a major 
constraint for additional EM easing and may even lead to 
early rate hikes. For active asset allocation, investors should 
closely monitor the divergence of inflation risks across 
countries. Based on minimal second wave risks 
(disinflationary) and consumer recovery prospects 
(inflationary), we think that Asian countries such as China, 
India, Thailand, and the Philippines will tend towards tighter 
policy. Commodity exporters such as Brazil and Russia are 
also facing significant inflationary pressures. On the other 
hand, Mexico and Indonesia will likely remain in easy policy 
mode which create investment opportunities in their local 
rate markets. 

We also monitor EM countries that are most vulnerable 
to a sustained tightening in global financial conditions. 
More stressed EMs, i.e. the ones that have high dollar 
debt, external financing needs and current account deficits 
are especially vulnerable to a steep rise in real yields and 
strengthening of the US dollar, as outlined in our ‘tight 
money’  scenario. Current vulnerability indicators indicate 
that South Africa, Turkey and Brazil may suffer from 
increased capital outflows if there is a severe tightening 
of global financial conditions. 

In focus – The outlook for emerging markets
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Global High-Frequency Indicators
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CHART 48: REAL-TIME DATA SUGGEST SIGNIFICANT DISCREPANCY IN EM VS DM ON THE SPEED OF RECOVERY.

High-frequency indicators on grocery and pharmacy, retail, work places, public transit demand, electricity demand, stock markets, credit card payments. Data as of February 16, 2021. 
Source: Bloomberg.

Charts are provided for illustrative purposes and are not indicative  
of the past or future performance of any BNY Mellon product.

In focus – The outlook for emerging markets (continued)
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Charts are provided for illustrative purposes and are not indicative of the past or future performance of any BNY Mellon product.

Past performance is no guarantee of future results.

The companies and/or sectors indicated should not be construed as recommendations to buy or sell a security.

All investments involve risk, including the possible loss of principal. No investment strategy or risk management technique can 
guarantee returns or eliminate risk in any market environment.

FORECASTS
Projections or forecasts regarding future events, targets or expectations, are only current as of the date indicated. There is no 
assurance that such events or expectations will be achieved, and actual results may be significantly different.

RISKS
Equities are subject to market, market sector, market liquidity, issuer, and investment style risks, to varying degrees.  
Bonds are subject to interest-rate, credit, liquidity, call and market risks, to varying degrees. Generally, all other factors being equal, 
bond prices are inversely related to interest-rate changes and rate increases can cause price declines. Commodities contain 
heightened risk, including market, political, regulatory, and natural conditions, and may not be appropriate for all investors. High yield 
bonds involve increased credit and liquidity risk than higher-rated bonds and are considered speculative in terms of the issuer’s 
ability to pay interest and repay principal on a timely basis. Investing in foreign denominated and/or domiciled securities involves 
special risks, including changes in currency exchange rates, political, economic, and social instability, limited company information, 
differing auditing and legal standards, and less market liquidity. These risks generally are greater with emerging market countries. 
Small and midsized company stocks tend to be more volatile and less liquid than larger company stocks as these companies are 
less established and have more volatile earnings histories. Currencies are can decline in value relative to a local currency, or, in the 
case of hedged positions, the local currency will decline relative to the currency being hedged. These risks may increase volatility. 
Alternative strategies may involve a high degree of risk and prospective investors are advised that these strategies are appropriate 
only for persons of adequate financial means who have no need for liquidity with respect to their investment and who can bear the 
economic risk, including the possible complete loss, of their investment. The strategies may not be subject to the same regulatory 
requirements as registered investment vehicles. The strategies may be leveraged and may engage in speculative investment 
practices that may increase the risk of investment loss. Investors should consult their financial professional prior to making an 
investment decision.

INDEX DEFINITIONS
US Consumer Prices (CPI) Index measure of prices paid by consumers for a market basket of consumer goods and services.  
The yearly (or monthly) growth rate represents the inflation rate. The 10Y US Treasuries Average Yield of a range of Treasury 
securities all adjusted to the equivalent of a ten-year maturity. The CBOE VIX Index (VIX) is an indicator of the implied volatility  
of S&P 500 Index as calculated by the Chicago Board Options Exchange (CBOE). The Majors Dollar Index (USD) measures the value 
of the US dollar relative to a basket of currencies of the most significant trading partners of the US including the euro, Japanese yen, 
Canadian dollar, British pound, Swedish krona, and Swiss franc. The MSCI EM Index (Emerging Markets Equities) tracks the total 
return performance of emerging market equities. The S&P 500 Composite Index (S&P 500) is designed to track the performance of 
the largest 500 US companies. Europe STOXX 600 Index represents the performance of 600 large, mid and small capitalization 
companies across 18 countries in the European Union. Bloomberg Barclays US Corporate High Yield: covers the universe of fixed-
rate, non-investment grade corporate debt in the US. Bloomberg Barclays US Corporate Investment Grade: designed to measure the 
performance of the investment grade corporate sector in the US 1-mth. 1-year forward swap: the avg. interest rate for 1-mth. in 1-year 
forward. GDP: gross domestic product is the total monetary or market value of all the finished goods and services produced within 
a country’s borders over a given time period. Fed funds Rate: the target interest rate for overnight lending and borrowing between 
banks. Purchasing Managers Index (PMI): An economic indicator derived from monthly surveys of private sector companies. A level 
above 50 indicates expansion compared to the prior month and below 50 contraction. 

STATISTICAL TERMS
Skewness in statistics represents an imbalance and an asymmetry from the mean of a data distribution. In a normal data distribution 
with a symmetrical bell curve, the mean and median are the same. Kurtosis is a measure of whether the data are heavy-tailed or 
light-tailed relative to a normal distribution. That is, data sets with high/low kurtosis tend to have heavy/low tails, or outliers. 
Probability-weighted mean is similar to an ordinary arithmetic mean, except that instead of each of the data points contributing 
equally to the final average, data points are weighted by the statistical probability for a particular scenario outcome. Duration is a 
measure of a bond’s interest-rate sensitivity, expressed in years. The higher the number, the greater the potential for volatility as 
interest rates change. Z-score: number of standard deviations from the mean a data point is. 

OTHER
R: the number of people COVID-19 is transmitted to per person. QE: quantitative easing. WTO: World Trade Organization. Synthetic 
credit: non-cash assets that obtain exposure to a portfolio of fixed-income assets. FOMC: Federal Open Market Committee. 
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