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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.
For nearly 2 years now, our forecasts have been
dominated by the likely spread of the Covid-19 virus:
the course of the disease has been the single most
important factor differentiating our various forecast
scenarios. Undoubtedly, the SARS-Cov-2 virus remains a
large threat, as renewed lockdowns in Northern Europe
and parts of China, as well the new Omicron variant
remind us. But for the first time in two years, thanks to
the effectiveness of vaccine rollouts in a number of
countries, we can start to think about other issues,
unrelated or only indirectly related to the virus, that
could drive economic and market outcomes over the
next couple of years.
That said, most of our scenarios still centre on the
economic disruption the virus has caused. In particular,
the balance between aggregate demand and aggregate
supply will determine the outlook for growth,
employment and inflation, both globally and in the
major countries, and that balance is very hard to
forecast. There are many moving parts, but we focus
on two to differentiate our scenarios.
First, there is the disruption to the supply side, in global
goods and labour markets. Factory shutdowns in Asia
and other parts of the world over the summer have
triggered a shortage of key components, such as
semiconductors, that has dislocated ‘just-in-time’
supply chains just when economies were opening up
again and the demand for consumer goods surged.
Delivery times have lengthened, and inventory levels

have fallen, while prices for key items have risen sharply.
In the US, around a significant share of the rise in the CPI
during 2021 can be accounted for by one item – new car
prices. There are hopeful signs we may have reached
‘peak disruption’ in that delivery times are starting to fall
in a number of countries, container traffic at major ports
is beginning to rise, inventories are being rebuilt and
there is talk of a ‘semiconductor glut’ appearing in the
first half of 2022. However, global supply chains remain
vulnerable to localised outbreaks of the disease, notably
in countries like China where ‘zero Covid’ remains the
official policy. Longer term, many firms will shift back
towards a ‘just-in-case’ inventory management model,
shortening supply chains and reshoring or regionalizing.
This will reduce network vulnerability to large shocks but
raise costs permanently.
Labour markets have also been disrupted. While fiscal
and monetary policy mitigated employment losses in
many countries during the pandemic, it has proved
difficult to tempt enough people back into work. Labour
force participation rates generally remain below their
pre-crisis levels, and the problem is particularly acute
in the US, where a wave of early retirement has caused
around 3 million people to leave the labour force. There is
some evidence that furlough schemes have delayed
re-entry to the labour market – in the US those states
that wound down their schemes earliest seem to have
seen the biggest rises in employment since. Overall, the
result has been labour shortages in key industries, often
those where the average age was high pre-pandemic –
truck/lorry driving being the most prominent example.
In addition, large mismatches have emerged as jobs
appear plentiful in some sectors (notably services) but
it’s proving hard to get people to take them. The so-called
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Beveridge curve, which plots a close-fitting downwardsloping relationship between vacancies and
unemployment rates, appears to have shifted upwards
and to the right. Unemployment is higher for any given
level of jobs available, suggesting it’s harder to match
people to jobs.
Second, and less frequently mentioned, there remains a
huge reservoir of potential pent-up demand in the form
of ‘excess saving’ built up during the pandemic. It is
remarkable that the world as a whole, and many major
countries, have already returned not just to prepandemic levels of household spending and overall GDP,
but are now not far from the pre-crisis trend. Even more
remarkably, much of this has been achieved by returning
household saving rates from extraordinarily high levels
during lockdowns, to ‘normal’ or just above ‘normal’ levels
now. Our analysis suggests households across a number
of countries have accumulated around 10% to 15%
of their disposable income in ‘excess’ savings built up
during lockdowns, much of which sits in bank deposits.
and remains largely untouched. If at some point,
confidence returns and households decide to spend even
a portion of these cash balances, that represents
a potentially huge upside boost to aggregate demand
that is perhaps underappreciated by the markets.
One frequently heard objection is that most of these
cash balances have been built up by very rich
households who are unlikely to spend them. However,
our analysis of the US at least suggests that, using
the Federal Reserve’s preferred data and deflating
by household incomes, actually these balances are
distributed quite evenly across the income distribution
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and, if anything, skewed towards the bottom 40%
of earners.
How might an economist start to think about these
issues in order to form a view about the years ahead?
On the demand side, one view might be that households
have seen a permanent increase in their wealth, so they
will consume more goods, services and leisure than they
had planned to pre-pandemic. The purists might argue
that they probably won’t consume that much more –
adherents of something called the ‘permanent income
hypothesis’ would argue that households will only
consume the annuity value of this additional wealth
each year, banking the bulk of it, so the net addition to
demand might be quite small. Others might argue that
lower income, credit-constrained households will tend
to spend more of it, especially if they think the ‘buffer
stock’ of cash is too high for their daily needs – delivering
a strong boost to aggregate demand at some point.
On the supply side, purists might argue that goods and
labour market disruptions are likely to be temporary –
relative wages and prices will move sufficiently to
attract resources into the areas of greatest shortage.
On the other hand, some might say the pandemic has
delivered a huge economic shock, some aspects of
which are permanent (such as higher leisure
consumption) and which will take economies that
are relatively rigid and full of frictions a long time to
adjust to.
Three of our four forecast scenarios make different
assumptions about these underlying economic issues
which imply different outcomes for the balance of

aggregate demand and supply and, by implication,
inflationary pressure. In our first and single most likely
scenario – ‘Peak Disruption’ (40% probability) – we take
relatively sanguine view about the evolution of aggregate
demand and supply globally and in the major economies.
Global supply chains reform effectively, there are no
serious further outbreak-led factory shutdowns,
inventories are rebuilt to cover future potential
shortfalls and labour supply mismatches fall as higher
wages attract workers into sectors with the greatest
shortages. Aggregate demand is strong but not booming
because households choose not to spend their
accumulated saving in any meaningful way, leaving
saving ratios at or near ‘normal’. The upshot is relatively
healthy growth and, because aggregate demand and
supply are evolving broadly in line with each other, no
sustained inflationary pressure. Inflation proves to be
transitory, falling back towards target from the second
quarter of 2022 and monetary policy can be normalized
gradually, in line with central bank communications.
There are no policy-related disruptions to markets, so
bond yields move up slowly in line with yield curve
forwards, while real yields and discount rates remain
very low, allowing equity markets (and other real assets)
to make steady progress in line with relatively robust
earnings growth. We think this view is closest to the one
major central banks like the Fed seem to hold.
By contrast, our next two scenarios project a lingering
gap between aggregate demand and aggregate supply,
but for different reasons. Under ‘Shortages Persist’
(25% probability), the supply side remains impaired for
much longer. In particular, labour market shortages and

mismatch continue for much longer, with firms
struggling to meet demand despite offering higher
wages. The regionalization of global supply chains
causes costs to rise sharply, and key components
occasionally prove difficult to source. The upshot is
aggregate supply fails to keep pace with recovering
demand and inflationary pressure remains high. The
upside surprises to inflation persist well into 2022 and,
while recorded inflation does begin to fall back (thanks
to favourable base effects) it does so much more slowly
than central banks expect. This is a very awkward
scenario for central banks to navigate, because the
trade-off between growth and inflation worsens – on the
one hand activity disappoints, but on the other inflation
remains stubbornly high. Nevertheless, monetary policy
is tightened sooner and by more than markets currently
expect. The yield curve bear flattens, and equities and
other long duration real assets sell off.
With ‘Spending Boom’ (25%), while the supply side
recovers, we see a much stronger boost to aggregate
demand as households start to run down excess savings
in significant amounts. The pickup in nominal spending
outstrips the ability of economies to supply the
additional demand and inflationary pressure starts to
rise. Inflation itself peaks later than in the other two
scenarios and falls more slowly. The decision for central
banks is easier, though unwelcome, as both growth and
inflation surprise to the upside. The yield curve initially
shifts up and steepens (bear steepening) but then
flattens dramatically (possibly even inverting) once it
becomes clear monetary authorities are going to have to
tighten much more than the markets currently expect.
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This is (eventually) the nastiest scenario for asset
allocators since fixed income and equities both sell
off (the correlation turns positive, eliminating natural
hedging) and the safest haven is cash.
Finally, we turn to the one forecast scenario that has
little to do with the aftermath of Covid-19. The Chinese
economy has slowed significantly in recent months,
led by a downturn in the property market. In our other
scenarios, this turns out to be a mild and temporary
slowdown that is managed well by both fiscal and
monetary authorities. However, under ‘China’s
Challenge’ (10%) it turns into something much more
serious for the region and global financial markets.
Collapsing property prices force a number of high-profile
developers into bankruptcy and dent the confidence of
investors who have hitherto seen property as a one-way
bet. Alongside Zero-Covid policies, the authorities, still
trying to balance debt reduction and rebalancing against
growth support, ease policy and bail out retail borrowers.
But these efforts fail to reinstate confidence in the
property market or limit contagion to other parts of
the economy. Asset prices elsewhere begin to fall as
households and corporates look to build up safe cash
reserves and there is a run on wealth management
products. Fear grips the financial markets, spreading
beyond China’s borders and capital outflows pick up.
Downward pressure on the Renminbi further constrains
the authorities’ room for manoeuvre and, internationally,
there is a flight to the dollar. Carry trades reverse and the
generalized fall in risky asset prices tightens global
financial conditions, causing global growth to slow. In
terms of asset prices, we think of this scenario as a
combination of the 2013 ‘taper tantrum’ (though triggered
by China this time) and the 2015 China slowdown.
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As usual, we flesh out these scenarios in more detail in
the pages within. We probability weight our forecasts
and present them in the form of fan charts, which
describe not just the most likely outcomes for growth
and inflation, but the uncertainty and where the
balance of risks lies. Based on these fan charts and
the differences they imply compared with what’s priced
into the markets, we come up with broad investment
recommendations. We remain cautiously positive
towards risk assets, but that caution is rising and,
since the balance of risks to inflation and interest
rates remain decisively to the upside (and by more than
markets or central banks seem to think), we think this
might be a good time to be dialling down risk more
generally, particularly for investors with shorter
time horizons.
We hope you enjoy the analysis contained within and
here’s hoping for a prosperous and less disruptive 2022!

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

40%

25%

Peak disruption

Spending boom

Disruption to goods and labor markets peaks in 21H2.
Because the fundamental productive capacity of the
global economy is restored, supply recovers to satisfy
demand during 2022. Covid prevalence falls and the
shift in relative demand towards goods from services
reverses somewhat. Excess savings and liquid
deposits are not spent substantially. Inflation proves
transitory and falls back towards target by early 2023.
The Fed gradually tightens starting in the second half
of 2022. Risk assets improve but at a slower pace
than 2021.

Supply improves as in ‘peak disruption’ but households
spend more of the excess savings built up during the
pandemic. Aggregate demand remains above supply. While
demand for services normalizes, spending on goods stays
elevated and above trend. Inflation stays higher for longer
and peaks much later than in other scenarios. The Fed
begins tightening in mid-2022 and raises rates more than
our other scenarios and at a quicker pace. Real rates rise
sharply, and the yield curve bear flattens. Risk assets
correct sharply in the second half of 2022 but stabilize
in early 2023.

6

25%

10%

PROBABILITY

Shortages persist

China’s challenge

Supply chain disruptions and labor market
mismatch persist. A combination of structural
issues and Covid-related restrictions, particularly
in China with its zero-Covid policy, impair firms’
ability to source the inputs needed to meet
demand. Labor markets face a shortage of
workers from early retirement and persistent
caution towards exposure to Covid, so labor force
participation remains permanently lower vs.
pre-Covid. Supply chain shortening raises already
elevated input costs. Energy prices stay high
adding further to inflationary pressure. Global
aggregate supply remains below its pre-COVID
trend, and below global aggregate demand.
Demand is volatile, remaining strong for some
components (goods/durables) and weak for others
(services). Inflation continues to surprise to the
upside throughout 2022 but less than in ‘spending
boom.’ Policy tightens earlier and faster than in
‘Peak disruption” but slower than in ‘spending
boom.’ Yields peak in the second half of 2022 and
equities struggle before bottoming towards
year-end.

Chinese growth slows more than
expected, led by continued weakness
in the real estate market. Unlike previous
episodes, policymakers struggle to limit
contagion. Lower property prices drive
several high-profile developers into
bankruptcy. Consumer and investor
confidence falls as its less clear how
policymakers will reduce debt while
supporting growth. Some easing is
implemented but not enough to convince
investors policy can stabilize the fallout.
Capital outflows increase and the Renminbi
falls. The deflationary shock pauses
tightening cycles for about a year. Growth
slows during 2022 and volatility stays
elevated as risk assets sell off and financial
conditions tighten. Asian suppliers and
commodity producers are hit particularly
hard. This scenario looks like a combination
of the 2013 ‘taper tantrum’ and the 2015
China slowdown.

SCENARIO
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CAPITAL MARKET PRICING – WHAT THE MARKETS THINK
Short Rates

SUMMARY
The last quarter of 2021 was very volatile. Nominal rates first rose across
the curve on the back of higher inflation breakevens and lower real rates,
which continued to provide support to equities. Then long term nominal
rates fell sharply, with lower inflation breakevens and higher real rates –
leading to a sell-off in risky assets. The yield curve flattened, as short term
rates increased while longer term rates ended the period lower. The market
increased its rate hike expectations which are more than the Fed’s
projections. Traded inflation expectations remain elevated but markets
continue to price in slowing inflation further out.

●

Persistently high inflation and elevated
expectations have pulled forward
expectations for policy tightening in the
US, UK, and Canada. In Japan and the euro
area, a weaker growth backdrop has
markets expecting policy to remain on
hold for years to come. Compared with our
last report, markets expect more rate
hikes and at a faster pace in the US with
>5 rates hikes over the next 2-years versus
~3 previously.

Equities
●

Global equities still suggest the
recovery has legs despite
heightened inflation concerns.
Positive returns were supported
by better-than-expected
earnings, low real yields, and a
pickup in economic activity.
Relative sector performance
supported the narrative of
elevated inflation but an
improving cyclical backdrop.
Cross-country comparisons
suggest markets expect the US to
continue to outperform. EM-ex
China equities held up, suggesting
the market expects robust
Chinese growth little risk of
financial contagion.

%

Inflation
●

Fixed Income
●

Long term yields fell driven by a
sharp decline in the term
premium. The move in the
front-end was opposite, with
rates rising, leading to a bear
flattening in the yield curve. The
move in long term yields was
greatest in the UK, followed by the
euro area and the US. Yields in the
US remain the highest amongst
major economies but have yet to
recover to pre-pandemic levels.

In the US, both inflation and
inflation expectations rose more
than expected. US inflation
reached its highest level since
1981-1982 and market
expectations at the short-end
reached historical highs. Medium
term estimates gained the most
in the UK, which are the highest
since the early 2000s. Longerterm expectations rose by less,
suggesting the market still sees
high inflation as ‘transitory’,
though forecast uncertainty has
risen. Real rates fell further but
are expected to rise gradually to
slightly below 0% in the US.

FX
●

Credit
●
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Despite the rising risk of higher real yields, corporate bond spreads only
widened a little and remain near historical lows. The increase was higher in
Europe given higher energy prices, renewed restrictions, and a slower
recovery pace. Fundamentals remain healthy and defaults are near prepandemic levels.

Widening real yield differentials and
a weaker global cyclical backdrop
drove the USD higher in Q4. The
relative pace of policy tightening and
direction of growth vs. inflation will
shape future movements in the USD
but options signal a more favorable
balance of risk over the near term.
FX vol has picked up as more central
banks have taken a hawkish stance
about inflation.

INVESTMENT CONCLUSIONS

Equities
●

Overall, we still believe that equities remain the most
attractive option within risk assets, especially as
economies continue to grow, albeit at a slower pace
amid still-accommodative policy. That said, rising
uncertainty (e.g. the risk of faster tapering in the face
of more persistent inflation and supply-side
bottlenecks) lead us to dial down risk exposure. As the
recovery matures, it gets ever harder to see more
multiple expansion but it remains a good environment
for bottom-up stock selection and active asset
allocation. In 2022, we think sectoral performance will
be driven by the likely direction of rates. A bear
steepening would tend to favor shorter duration
stocks and financials. We continue to favor valuetilted sectors such as consumer discretionary,
materials, industrials, energy and financials. While
longer-duration growth names could struggle, high
quality firms with strong cash generation and low
debt may hedge against higher volatility as rates rise
and become more variable. Many of the tailwinds
remain in place for International equities, including
better valuations compared with US equities. We also
underline the importance of this asset class for
diversified portfolios.

Fixed Income
●

We still expect the rise in inflation expectations
globally to put pressure on DM sovereign bond prices
in 2022. Moreover, G4 central banks’ reduction of
bond purchases will accelerate further in 2022.
However, investors should keep in mind that supply
(bond issuance) is also set to fall, so our base case for
a gradual rise in yields remains intact. Fed tapering/
hikes are likely to proceed earlier and further, than
the ECB or Bank of Japan. Therefore, for first half of
the year, the US curve is likely to bear steepen until
either US inflation peaks or markets feel they’ve
re-priced Fed policy sufficiently.

FX
●

Even though the upside has fallen compared with the
USD’s 2021’s appreciation against major FX, we still
expect the USD to stay firm in 2022, as the Fed may
tighten faster than the markets currently expect. It
is also ahead of its tightening cycle compared with
Europe and Japan. EM FX will likely come under
pressure with greater volatility expected especially
in high beta crosses.

Alternatives
●

As markets navigate the risk of greater volatility and
higher inflation, we believe alternatives offer volatility
and inflation hedging protection. Real assets such as
real estate, infrastructure commodities outperform
during inflationary upswings. With heightened
inflation and rate risk, alternatives can provide lower
correlation to traditional asset classes. Alternatives
that are more robust to surprise rate hikes will play an
important role too.
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Economics
SECTION 1

SECTION 1A

Economic Scenarios
40%

(Probability)

Scenario #1:
Peak disruption

In this, our single most likely scenario, disruptions to supply
prove to be temporary. Both international goods and national
labour markets start to free up again during 2022, so delivery
times shorten, inventories are rebuilt, and jobs are filled in the
most pressed sectors. International supply chains re-form,
and the ‘just-in-time’ model of production and inventory
management remains dominant. Semiconductor production
picks up sharply, relieving pressures on new car production in
particular. On the demand side, household spending remains
robust and pivots away from goods back towards services as
the virus ebbs in a number of highly vaccinated countries and
service sectors open up again. Growth is robust thanks to
healthy demand and strong supply, and output is given an
extra boost by the need to rebuild inventories.
In the labour market, relative wages in shortage industries rise
sharply and workers prove willing to move to where the jobs are.
In the US, the retirement wave comes to an end and lower

income households find that the financial buffers that have
allowed them to delay their move back into work are beginning
to run low. Both mismatch and unemployment fall while
participation rises. That said, the pandemic has permanently
shifted bargaining power back towards workers and the labour
share of national income starts to rise. Healthy real wage growth
underpins strong household spending, but the stock of ‘excess
saving’ is only run down gradually, meaning aggregate demand
is robust but does not ‘boom’.
Because both demand and supply recover broadly in line with
each other, inflationary pressure is contained, and inflation
begins to fall quite rapidly from Q2 onwards as base effects
begin to drop out of the 12-month calculation. Moreover, the
price of items that have been hardest to get hold of, such as new
cars, fall back somewhat. By the end of 2022, inflation is close to
target in the major economies, including the US, euro area and
China. Monetary policy evolves much as the major central banks

Global composite container price index*

CHART 1: SHIPPING COSTS ARE STARTING TO DECREASE SUGGESTING SUPPLY CHAIN DISRUPTION HAS PEAKED.
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*The World Container Index assessed by Drewry reports actual spot container freight rates for major East West trade routes, consisting of 8 route-specific indices representing individual shipping
routes and a composite index. All indices are reported in USD per Forty Foot Container. The composite represents a weighted average of the 8 shipping routes by volume. Shipping routes include
Shanghai – Rotterdam, Rotterdam – Shanghai, Shanghai – Genoa, Shanghai – Los Angeles, Los Angeles – Shanghai, Shanghai – New York, New York – Rotterdam, Rotterdam – New York. Data as of
November 25, 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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have indicated – the Fed tapers to around Q1 or Q2 2022 and
then begins to raise rates gradually.
Internationally, China dials down its ‘zero Covid’ strategy by
gradually lowering the intensity of its lockdowns and
quarantine requirements. The Chinese authorities loosen both
monetary and fiscal policy, while compensating retail investors
in the property sector that stand to lose from paid-for but
unbuilt properties. Confidence stabilizes and the Chinese
economy begins to grow at around 4-5% again. Global output
and trade approach the pre-crisis trend and world GDP evolves
broadly in line with that trend from end-2022. There is some
unevenness, given the very different vaccination status of
various countries, but overall the picture is of a healthy,
non-inflationary global recovery.

as forwards currently predict they will, perhaps with some
moderate bull steepening in countries where the inflation risk
premium had risen most sharply. The dollar weakens a touch
as fears of a pre-emptive tightening dissipate and safe-haven
flows dry up.

Against this background, risk assets continue to do quite well.
The equilibrium real interest rate remains very low, so
valuations can remain sustainably high. Thanks to the robust
recovery, profits growth remains strong, despite the rise in the
labour share of income, so equities continue to make progress.
The outlook for credit is a little more mixed, as insolvencies
pick up amongst companies whose business models no longer
work in the post-pandemic world. Bond yields evolve broadly

US Labor Force Participation Rate %
CHART 2: AN INCREASE LABOR FORCE PARTICIPATION DURING 2022 WOULD HELP MITIGATE CURRENT INFLATIONARY PRESSURE.
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Data as of October 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.
Past performance is no guarantee of future results.

As with peak disruption, labor market mismatch and supply
chain frictions ease allowing aggregate productive capacity to
recover to its pre-Covid trend. On the demand side, as the
spread of Covid and accompanying restrictions continues to
fall in 2022, confidence returns and the significant amount of
excess savings built up during the pandemic and held in liquid
deposits are drawn down, bringing saving ratios below normal.
Aggregate demand rises well above trend. The boost to
consumption is largest in the US where excess savings are
>10% of GDP.
Demand for services rises sharply, but goods consumption
remains elevated too. Ultimately, the supply and demand
imbalance persists. Changes in spending outpace the pick-up
in supply and firms continue to underproduce relative to
demand given capacity constraints, particularly in goods.
The upshot is strong growth that peaks towards the end of
2022. Inflationary pressure picks up, as what were large
relative price changes spill over into the broader price index.
Inflation peaks around Q2 2022, but falls relatively slowly
thereafter, remaining above target well into 2023. The US

Distribution of US excess savings

CHART 4: IN SPENDING BOOM, SERVICES CONSUMPTION
NORMALIZES BUT SPENDING ON GOODS REMAINS ABOVE TREND.
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On the back of strong growth and sticky above-target inflation,
yields rise sharply during 2022. Initially, the yield curve
steepens as central banks maintain their stance but then
flattens and inverts as it becomes clear policy will have to
tighten sharply. The shift in policy comes as a surprise to
markets and risk-off sentiment escalates. The Fed hikes in Q3
and raises rates at least three times in the second half of 2022.
Real yields spike, volatility ensues, and equities sell off starting
in mid-2022. At first, inflation-linked bonds outperform but
then start to underperform as tighter policy is priced in. The
USD rallies further and carry trades worldwide are unwound,
notably in dollar-financed emerging markets. Conventional
fixed income is hit hard and credit, particularly in high yield,
corrects significantly given rich valuations.

US income and consumption –
goods vs. services*

CHART 3: A SAVINGS DRAWDOWN COULD PROLONG THE
DEMAND AND SUPPLY IMBALANCE.
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25%

(Probability)

Scenario #3:
Shortages persist

Covid remains a major headwind to the normalisation of global
economy, acting like grains of sand in a well-oiled machine.
On the supply side, the re-imposition of restrictions in countries
with low vaccination rates or those following a “zero Covid”
strategy, lead to renewed plant and port halts and further
disruptions to the production of and trade in goods. While many
countries (mostly in Asia) moved away from a “zero Covid” policy,
a continued strict approach to Covid in China – with no signs of
changing as of yet – poses the risk of renewed disruptions to
goods production and shipping. China is home to ~30% of global
manufacturing capacity. The gradual, but steady, regionalization of
global supply chains also raises costs and key components
occasionally prove difficult to source.
More importantly, high and volatile Covid cases also mean that labor
markets fail to improve meaningfully. First, there is a permanent fall
in labor force participation, particularly in the US. This is mostly due
to early retirements from older-age, possibly risk-averse, workers
who have seen a boost to their wealth (thanks to high saving and
asset price gains since 2020) and have chosen to consume more
leisure earlier. Second, unemployment only falls slowly, as workers
avoid taking up opportunities in some of the sectors most affected
by Covid, where vacancies are high. To sum up, labor market
shortages and mismatch continue, and despite firms offering higher
wages total hours worked do not return to pre-Covid levels.
On the demand side, spikes in infections during the cold season
lead to short term slowdowns in growth (as we saw in the US over

the summer), as services consumption struggles to expand at its
pre-Covid pace. At the same time, demand for components, goods
and durables remains strong, crystallising the shift in relative
demand seen since Covid.
With aggregate supply weaker than aggregate demand, underlying
inflationary pressures rise further in 2022. While inflation starts to
fall in 2022Q2 thanks to favourable base effects, it does so much
more slowly than expected. Central banks find themselves balancing
a challenging trade-off between high inflation and a weak economy.
Given inflationary pressures already at levels not seen in decades,
elevated inflation expectations, and the strong rise in energy prices in
Q3 that still needs to fully pass-through to consumer prices,
policymakers are not willing to ‘look through’ the latest shock to
inflation and decide to tighten policy. Policy rates (and real interest
rates in particular) rise faster than the market currently expects.
Initially, our ‘Shortages persist’ scenario is less benign than our
‘Spending boom’ scenario, as high inflation takes place in the
context of slower growth. The tightening in monetary policy also
comes earlier and is faster than in ‘Spending boom’. But further out
in the forecast, it proves to be less negative for the economy and
asset prices, as the hiking cycle ends earlier and at a lower
interest rate than our other inflationary scenario given the weaker
economy backdrop.
The yield curve bear flattens and equities and other long duration
real assets sell off. The USD appreciates thanks to higher real US
rates and an increase in global risk premia.

EU business surveys: factors limiting production
in eurozone

Contributions to change in Labor Force
Participation (LFP) by non-participation category

CHART 5: EUROZONE COMPANIES ARE FACING A SURGE IN SUPPLY
CONSTRAINTS (%).

CHART 6: THE FALL IN LABOR FORCE PARTICIPATION IS
MOSTLY DRIVEN BY MORE PERSISTENT FACTORS, SUCH
AS RETIREMENTS.
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Scenario #4:
China’s challenge

The main downside risk now is a much more challenging turn
of events in China. In this scenario, consumption is buffeted
by repeated lockdowns as the authorities stick with their
zero-covid policies but fail to stamp out the highly contagious
Omicron variant. Also, given the Chinese leadership’s pivot
to non-economic goals, such as ‘Common Prosperity,’ the
downturn in the property sector takes longer to stabilize –
resulting in credit stress spreading to regional banks,
downstream sectors, and the labor market.
Against this deteriorating backdrop, the Chinese authorities
are forced to resort to easing monetary and fiscal policies
more dramatically. However, market expectations of sustained
policy divergence versus the Fed, place pressure on onshore
CNY sentiment. As such, a further slowdown coupled with a
trade-weighted weakening of the CNY imparts much greater
volatility to global markets and to risk assets.
To be sure, extant onshore capital controls (on residents)
is widely seen as a stabilizing factor. China’s external
competitiveness and its strong net exports also provide a
buffer. But financial imbalances have risen. Monetary and
portfolio liabilities are now greater, scaled against the PBOC’s
foreign reserves, in comparison with 2015-16 when China last
encountered growth and balance of payments pressure.

China residential housing starts and tier-2 home
prices % y/y
CHART 7: CHINA GROWTH DISAPPOINTS AS IT REAL ESTATE
WEAKENS MORE THAN EXPECTED..

A China challenge hits Asian suppliers and commodity
producers particularly hard. It also prompts a flight to
quality and strengthens the USD. Tightening global financial
conditions plus a renewed export and growth slowdown at
EMs, even before a full recovery from the pandemic, damages
external and debt positions and worsen long-term economic
scars. The US and Europe are also affected, though less
adversely as they’re less trade- or commodity-dependent.
A re-weakening of global demand and trade, led by China
and EMs, pulls down U.S. corporate earnings and inflationary
pressure falls even with lingering supply-side deficiencies.
A broadening aversion to risky assets drives the S&P 500 lower
by 10-15% by Q2 2022 compared with Q4 2021. The resulting
U.S. financial tightening leads the Fed to eschew quicker
tapering and postpone rate hikes to 2023. In this environment,
excess savings of American households remain unspent and,
alongside business risk aversion, prompt a re-compression
and relative outperformance of U.S. and developed market
bond yields. Slower normalization by the Fed should provide
the PBOC with much-needed policy space to sustain macro
and FX stabilization measures. In turn, that sets the stage for a
renewed market and macro recovery in 2H 2022 and into 2023.

Slowing retail sales and fixed asset investment
becoming a drag on Chinese growth
CHART 8: COVID RECURRENCE AND PROPERTY MARKET
CRACKDOWN ARE THE MAIN DRIVERS.

50

30

40
25

30

20

10
% y/y

% y/y

20

0
-10

15
10

-20
-30

5

Tier 2 City Avg Home Price

Oct 2021

Apr 2021

Oct 2020

Apr 2020

Oct 2019

Oct 2018

Apr 2019

Oct 2017

Apr 2018

Apr 2017

Oct 2016

Apr 2016

Oct 2015

Apr 2015

Oct 2014

Apr 2014

-40

Residential Housing Starts

Data as of October, 2021. Source: Bloomberg, Macrobond, SouFun-CREIS, and China National
Bureau of Statistics.

0
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
Real Retail Sales (2021 is YTD, as of Oct.)
GDP (2021 is Bloomberg consensus estimate)
Fixed Asset Investment (2021 is YTD, as of Oct.)

Data as of October 2021. Source: Bloomberg, Macrobond, and China National Bureau
of Statistics.

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.
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SECTION 1B

Economic Forecasts
While Sars-COV-2, the virus that causes COVID-19, remains
a threat both to human life and to economic recovery, it has
generated relatively few surprises since the previous edition
of Vantage Point. The new variant, Omicron, emanating from
Southern Africa is a concern, but at the time of writing we still
know very little about its transmissibility and severity. Although
we now have good evidence that the benefits of two vaccine
doses begin to fade over time, we must balance this against
growing signs that a third dose produces a sharp rebound in
immunity, leaving the recipient better protected than ever
before. A number of anti-viral drugs undergoing clinical trials
appear extremely effective at preventing severe disease
outcomes, offering hope for the unvaccinated.
As countries went into lockdown in the early stages of the
pandemic, the balance of household spending in the major

economies shifted dramatically, away from consumption of
services towards consumption of goods, throwing a decadeslong trend into reverse. As economies have reopened, the
goods share of consumption has remained high, notably in the
US. The macroeconomic consequences, for now, look much like
those of a negative supply shock. The global economy is not
able to produce, immediately, the mix of outputs that is being
demanded. This creates supply bottlenecks, leading to slower
growth and more rapid inflation than otherwise. With
household consumption growing no faster than household
incomes in many economies, pandemic savings balances
remain unspent. For us, the major uncertainties now
obscuring the macroeconomic and financial market outlook
revolve less around the course of the pandemic (Omicron
variant notwithstanding), and more around the persistence
of supply bottlenecks, and relatedly, the intended use of

Forecasts begin in Q4 2021 and were calculated as of November 17, 2021. Source: BNY Mellon GEIA and Fathom Consulting.
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CHART 9: US GDP INDEX, 2019 Q4 = 100.
CHART 9: US GDP – INDEX, 2019 Q4 = 100.

CHART 10: EUROZONE GDP INDEX, 2019 Q4 = 100.
CHART 10: EURO AREA GDP – INDEX, 2019 Q4 = 100.
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pandemic savings balances. Will these be used to buy more
goods and services, and if so when, or will they be used to buy
more leisure?
In ‘Peak Disruption’, our single most likely scenario, supply
shortages ease as consumption patterns normalize. Pandemic
savings balances are used mainly to buy more goods and
services, with these purchases occurring steadily over a
number of decades. Labor supply returns to pre-pandemic
levels. US growth remains elevated for the next few quarters,
before dropping back to trend during the second half of next
year. As our first fan chart shows, risks around this path are
broadly balanced in the near term, but lie to the downside
further ahead, as the cyclical upturn experienced in ‘Spending
Boom’ turns into a cyclical downturn. All three scenarios, with
a combined weight of 60%, imply weaker US activity two years

from now than we see in our central case. The fan chat for euro
area GDP is similar, but with less downside skew at the end of
the forecast horizon. Less generous fiscal support packages in
Europe resulted in smaller pandemic savings balances, which
means the economic cycle in ‘Spending boom’ is more muted
in the single currency bloc than in it is in the US, implying
somewhat less downside risk two years from now. The nature
of our ‘China’s challenge’ scenario, which hits China’s economy
hard next year, means that risks to economic activity in that
country lie to the downside throughout.
In our single most likely scenario, peak inflation coincides with
peak disruption. Inflation falls rapidly over the coming quarters
across most economies, moving close to target in the US by the
end of next year. This occurs with minimal intervention from
the Federal Reserve. The risks around this path lie to the

Forecasts begin in Q4 2021 and were calculated as of November 17, 2021. Source: BNY Mellon GEIA and Fathom Consulting.
The solid line shows the peak disruption 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.

CHART 11: CHINA GDP – INDEX, 2019 Q4 = 100.

CHART 12: US CPI – FOUR-QUARTER PERCENTAGE CHANGE.
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of the past or future performance of any BNY Mellon product.
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upside through the first two years of our forecast, with inflation
remaining stubbornly high in ‘Spending Boom’, as aggregate
demand strengthens materially through next year, and in
‘Shortages Persist’, as aggregate supply fails to respond to
continued high levels of demand. These two scenarios have a
combined weight of 50%. As a result, we see close to a 1-in-4
chance that US inflation remains above 5% by the end of next
year. The euro area inflation fan chart has a similar shape to
the US inflation fan chart, but the degree of upward skew
through the first two years of our forecast is somewhat smaller,
reflecting the smaller pandemic savings balances.
Our ‘Peak Disruption’ scenario comes closest to replicating the
beliefs of major-economy central banks about the outlook for
growth and inflation. Some alternatives to this relatively

benign scenario would present challenges to those
responsible for setting monetary policy were they to
materialize. In ‘Shortages Persist’ the global economy is hit by
a negative shock to aggregate supply, pushing inflation higher
and growth lower. The textbook response to this kind of event is
to accommodate the initial increase in the price of the directly
affected goods and services, but then to step in and tighten
policy if it becomes apparent that this initial price increase
is feeding through to the prices charged for other goods and
services, including labor. Judging when is the right time to
intervene is difficult – many central banks acted too late in the
1970s, for example, following reductions in the global supply
of oil, causing what should have been a one-off relative price
change to turn into a prolonged period of rapid increases in
the general price level. In ‘Spending Boom’, the need for tighter

Forecasts begin in Q4 2021 and were calculated as of November 17, 2021. Source: BNY Mellon GEIA and Fathom Consulting.
The solid line shows the peak disruption 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.

CHART 13: EURO AREA CPI – FOUR-QUARTER PERCENTAGE
CHANGE.
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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.
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policy is unambiguous, but any aggressive tightening of policy
would nevertheless be undertaken in the knowledge that it
risked triggering a widespread fall in asset prices, and with
that economic recession.
At its November meeting, the FOMC announced its intention to
reduce, or ‘taper’ its asset purchases at the rate of $15 billion
each month, though it signalled a faster pace in December.
In ‘Peak Disruption’, it maintains that approach until Q1 or Q2
2022. At that point asset purchases hit zero and the Fed Funds
rate is increased gradually above the emergency level put in
place at the start of the pandemic. Risks to the size of the
Federal Reserve’s balance sheet are symmetric in the near
term but skewed to the downside further out as the likelihood
that the central bank engages in outright asset sales begins to
rise, particularly in our ‘Spending Boom’ scenario. Risks to the
federal funds rate are skewed to the upside, reflecting the

likelihood of a more rapid tightening particularly in ‘Spending
Boom’ but also in ‘Shortages Persist’. Combining the outlook for
both US inflation and the federal funds rate, the likelihood that
the US real rate of interest turns positive climbs steadily
throughout our forecast, and yet it remains less than an evens
chance even by the end of 2024. On that metric, monetary
policy is likely to remain loose for some time to come.
Our US Treasuries fan chart points to a steady increase in
ten-year yields over the next year or so in the single most likely
scenario, with risks moderately to the upside throughout. Our
US equities fan chart sees the S&P 500 flatten out through
next year, after two years of very strong gains, before starting
to climb again towards the end of our forecast horizon. Risks
are symmetric in the very near term but lie to the downside for
most of the forecast horizon, reflecting the downside risks to
economic activity and the upside risks to interest rates.

Forecasts begin in Q4 2021 and were calculated as of November 17, 2021. Source: BNY Mellon GEIA and Fathom Consulting.
The solid line shows the peak disruption 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.

CHART 15: US FEDERAL FUNDS RATE %.

CHART 16: US TEN-YEAR GOVERNMENT BOND YIELDS %.
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Forecasts begin in Q4 2021 and were calculated as of November 17, 2021. Source: BNY Mellon GEIA and Fathom Consulting.
The solid line shows the peak disruption 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.

CHART 18: EURO STOXX 50 – INDEX.

CHART 17: S&P 500 – INDEX.
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CHART 20: USD ERI AGAINST MAJOR CURRENCIES INDEX,
JANUARY 2006 = 100.
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CHART 19: US HY–IG SPREAD BASIS POINTS.
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Re-framing China’s Growth Outlook
China’s structural tightening and investment slowdown so far
this year has caught the market by surprise. It has come about
amidst a profound shift in long-term social and political
priorities --as policymaking pivots from a growth-target
centric macro framework, to one which emphasizes financial
and social stability, environmental sustainability and the
predominance of the Party.
In fact, China’s 14th Five Year Plan (which runs from 2021-25)
has stopped referring to annual growth targets. The National
Development and Reform Commission (China’s planning
agency) cited the need for policy flexibility in dealing with
heightened uncertainty as the main reason. The authorities
have also articulated a longer-term goal of doubling per-capita
incomes, to $20K by 2035 –the lowest rung of ‘high-income’
status. On a compounded basis, that requires an annual
growth rate of 4.8% – more modest than the 5% to 5.5%
consensus expectation for 2022-23 (chart 21). After adjusting
for near 8% growth expected this year, the required growth rate
falls further to 4.6%.

In this backdrop, China’s growth has already slowed notably
– led by the country’s Zero-Covid policies and the curbs on
property and credit. As of Q3’21, on a 2Y/2Y basis (which strips
out pandemic effects, from 2020), growth has slowed to 5.0%;
and on a Q/Q (seasonally adjusted, and annualized) basis, it
has slowed to 4.1% (chart 22). Infrastructure investment has
continued to languish near zero and property investment likely
slumped in Q4’21.
Chinese policymakers’ reaction function and their ‘painthreshold,’ now need to be seen in the context of shifting
political priorities, highlighted above. As such, we think easing
of structural policies and greater countercyclical support are
likely to materialize only if sequential, and, full year, growth is
set to undershoot even the modest required long-term rates.
That said, China does have the policy space to provide
countercyclical stimulus. Its widening net exports, and rising
current account surplus accompanied by trade-weighted
appreciation pressure on the CNY suggests an excess of
domestic savings over (easing) investment. Amidst extant

Per-Capita Income in USD – China, South Korea, and Portugal

CHART 21: CHINA NEEDS A MODEST 4.8% ANNUAL AVERAGE GROWTH RATE TO GET TO PORTUGAL LEVELS OF PER-CAPITA INCOME
BY 2035.
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capital controls, these excess savings can be mobilized to
shore up domestic demand with low risk of FX depreciation
or a pick-up in inflation. Central government bond yields also
remain below nominal growth rates, which means there is
scope to run primary fiscal deficits. In particular, a drawdown
of public savings to boost consumption accompanied by
further reform (of Hukou, public housing, pensions, child-care)
should gradually ease households’ tendency to maintain large
precautionary savings.
However, execution of counter-cyclical policies will also have
to be twinned with at least some relaxation of Zero-Covid and
property-deleveraging policies. Fiscal transfers (or tax cuts)
are more likely to be effective if mobility restrictions are
gradually lifted. A relaxation of Zero-Covid would lower the
odds of sudden, large-scale lockdowns which have raised
employment uncertainty and depressed wage growth and
weighed on consumption recovery. Moreover, the threat of a

deep or prolonged housing market downturn also needs to
abate. This is because property related wealth and income
flows are a significant source of household savings and
spending. Moreover, the property market also drives land
sales which account for one-third of local government revenue.
Our conclusion is that the authorities seem more inclined to
fine-tune their policies to slowly re-balance the economy and
lower credit intensity. In this context, and barring persistently
strong net exports, we doubt if Chinese growth picks sharply
back up again to above 5% anytime soon. The main downside
risk, as we outline in our China’s Challenge scenario, is that the
property market slump is a lot worse than expected. That, we
fear, could spill over to downstream sectors, regional banks
and the labor market. Coupled with waning growth, a worse
than expected downturn in Chinese assets could weaken
onshore FX expectations and come as shock to global
markets and risk assets.

China GDP Growth

CHART 22: GROWTH HAS ALREADY SLOWED TO 5% ON A 2Y/2Y BASIS AND JUST 4% ON A SAAR BASIS, WITH FURTHER EASING TO COME
IN Q4’21.
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SECTION 2A

Capital Market Pricing – What is Priced In?
OVERVIEW
Looking at the rates market in Q4, at a first glance one would
be tempted to ascribe all the moves seen over the quarter to
the ‘monetary policy shock’ trade rulebook, with rising short
term and long term interest rates, paired with a flatter nominal
yield curve. But that rule book would also predict falling risky
asset prices, and that only happened for a brief period towards
the end of Q4. Instead, over the quarter as a whole, equity
markets posted a solid performance. Credit performance
was weaker.
Indeed, under the surface, higher nominal rates coincided
with higher inflation breakevens and lower real rates, for most
of the quarter, which constitutes a favourable backdrop for
risky and real assets. In late November, with news about
Omicron and comments from Powell suggesting a more rapid
pace of tapering of the Fed’s asset purchases, the narrative
in the market changed rapidly, from one of continued policy
accommodation and receding virus worries to one of
sooner‑than-expected policy tightening despite rising
Covid‑related risks.

Major advanced economies interest rate curve

(High) Inflation compensation and (low) real interest rates
remain at extreme levels currently across a number of
maturities along the curve, suggesting the market is still taking
a benign view of how the inflation question is going to be
resolved. For most of the quarter, market pricing rested on the
idea that central banks will look through above target inflation
for a number of years and maintain accommodation in the
meantime. Moves towards the end of November suggest the
market is waking up to the idea that policymakers do not
favor this view and may tighten monetary policy earlier.

SHORT TERM INTEREST RATES
Growing inflation concerns have brought forward market
expectations of rate hikes in a number of developed markets,
including the US, the UK, and Canada. Whereas the market
expects rate hikes to remain off the agenda over the near term
for Japan and the euro area, reflecting a weaker cyclical and
structural backdrop in these countries.
In the US, the market-implied path for short-term rates
increased sharply, and about ~60bp more of rate hikes are
priced for the next 2 years. Compared with our last Vantage
Point, the market also expects the Fed to tighten faster, with

Major advanced economies 1y1y swaption
implied volatility

CHART 23: MARKET SIGNALS THAT RATE RISES ARE EXPECTED
SOON AND AT A FAST PACE. THE HIKING CYCLE HOWEVER IS
EXPECTED TO END QUICKLY AT A LOW TERMINAL RATE.

CHART 24: INTEREST RATES IMPLIED VOLATILITY ROSE
DRAMATICALLY WITH HIGHER MACRO AND POLICY UNCERTAINTY.
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Euro

more than 5 rates hikes priced in over the next 2-years
versus less than 3 previously. The market is pricing in a ~80%
probability the Fed will hike interest rates in June 2022. This
compares to the Fed’s view of appropriate policy, as implied by
the FOMC median dot for the Fed Funds rate, being one hike by
the end of 2022, and a total of three hikes by the end of 2023.
The market expects policy rates in each major region to be
rising at different times and speeds. The UK is seen as set to
tighten first (amongst the G4 central banks) and very rapidly,
only to have to cut rates back again in a few years’ time. The
first rate rise is expected in Q1 2022, with more than 3 rate
hikes priced by the end of 2022. Policy is then expected to
reverse in the following years. In the Euro area, no 25bp rate
hikes are priced in for the next ~4 years.

GOVERNMENT BONDS

Long-dated interest rates have fallen in recent months, as
the front end of the curve moved sharply over concerns that
central banks will respond to the less-transitory-thanexpected rise in inflation. The moves were greatest in the UK,
followed by the euro area and the US. US yields remain much
higher than UK vs euro area yields, as inflationary pressures
and the economy there still look the strongest, although only
US yields (amongst the G4) haven’t yet recovered their prepandemic levels.
Yield curves, particularly in the US and the UK, have been bear
flattening (short-term yields rising relative to long-term) for
much of the year, and this trend continued over the quarter.
The US yield curve remains steeper than elsewhere.

Alongside the rise in short-term interest rates, the last few
months saw a surge of volatility in DM front-end rates. This
repricing has been mostly caused by the difficulty in assessing
the outlook for inflation and the supply side of the economy
(labor markets, supply chains), but central banks – notably the
Bank of England and the Federal Reserve – contributed to
some of this volatility through their communication.

A decomposition of US long-term interest rates shows that
higher expected future short-term interest rates were more than
offset by a fall in the term premium. The term premium has been
falling rapidly since Q2 2021, after an equally rapid rise in H2
2020. The move is consistent with a moderation in market
expectations of a more positive growth/inflation narrative
around the future US economy, as well as a rise in risk aversion.

Change in US forward rates, decomposed into
expected short rates and term premium
components

Expected short rates and term premium
components of long term forward interest rates

CHART 25: HIGHER EXPECT SHORT RATES WERE MORE THAN
OFFSET BY A LOWER TERM PREMIUM IN LONG TERM YIELDS.

CHART 26: THE SHARP FALL IN THE TERM PREMIUM TO DEEPLY
NEGATIVE LEVELS CONTINUED.
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INFLATION

Short-term market inflation expectations rose in Q4 thanks
to the intensification of global and domestic price pressures.
Inflation hasn’t been this high in decades, and market inflation
expectations at the shortest end of the curve also reached
levels not seen in decades. US traded inflation rose more than
elsewhere at the very short end, while medium-term traded
inflation rose the most in the UK. UK medium-term traded
inflation expectations are the highest in decades, and do not
appear entirely consistent with target, even once technical
drivers that affect the level of UK inflation swaps (such as the
RPI-CPI wedge) are taken into account.
By contrast, longer-term market measures of inflation
expectations remain around levels consistent with the inflation
target in the US and the UK, and below target in the euro area.
Broadly speaking, the market continues to believe the
‘transitory’ narrative of inflation, expecting actual inflation to
remain high in the short run, but to fall gradually towards 2%
over the medium to long term.
For most of the quarter this view was generally consistent with
our ‘peak disruption’ scenario characterized by a healthy

Real interest rates rose at the short end of the curve, but fell
further into negative territory at the longer end of the curve in
major advanced economies. Real rates remained at historically
low levels for most of the quarter, particularly at the shorter
end of the curve where they facilitated accommodative
financial conditions. Since Powell’s comments in November,
real interest rates rose sharply, reducing some of the
accommodation at the margin. Short- term real rates are

US forward real interest rates

CHART 28: REAL INTEREST RATES REMAIN EXTREMELY LOW
ACROSS MATURITIES.
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recovery, robust CPI prints falling close to 2%, and a gradual
and limited unwind in monetary policy accommodation.
By mid-November, US inflation was expected to take more
than 5 years to fall back to levels more consistent with target,
at least 1 year longer than what was priced in Q3. And option
markets were signalling a 60%+ (risk-neutral) probability of
US CPI inflation averaging more than 3% for the next 5 years
(up from ~40%), and close to 0% probability of US CPI inflation
averaging less than 1% over the same time period. Following
Powell’s hawkish comments in late November, market
expectations became less benign. Policy is now expected to
tighten more rapidly, inflation is expected to fall around target
in 3 years. Option market pricing of >3% inflation over the next
5 years has fallen back to ~45%.

expected to increase gradually over the years ahead, but only
to levels that are below major estimates of R* – such as the
estimate implied by the FOMC’s long-run median dot for
interest rates and PCE inflation. Long-run equilibrium real
interest rates appear consistent with what is predicted by a
simple linear trend capturing the fall in long run equilibrium
real interest rates since early 2000s, which could suggest that
R* may have fallen further over the past few years.

EQUITIES

Equity market performance remained positive over the quarter.
Despite growing unease over inflation and, later in the quarter,
news about Omicron and the Fed’s more hawkish stance,
global equities have been buoyed by strong EPS, low DM real
interest rates and the improvement in macro data surprises –
with growth surprises bottoming at low levels and inflation
surprises reversing from elevated levels.
Sectoral equity leadership was broadly consistent with
a narrative of elevated inflation (but slowing inflation

Country equity leadership showed a continued confidence
in the performance of the US economy relative to the rest of
the world. US equities outperformed other indices both on
a market cap and an equally-weighted basis. In part, the
outperformance was driven by the better EPS performance
of US companies, with 77% companies posting positive
EPS surprises in Q3 (vs 62% global), and a modestly higher EPS
growth (33% vs 28% global).
Over the quarter, US equity market performance was driven by
advances in corporate profitability. Multiples remain high by
historical standards and broadly at levels seen since earlier in
the year. As we have argued in the past, such high multiples are
less extreme once the level of real interest rates is taken into
account. If anything, multiples have increased less than would
have been expected given the fall in real interest rates alone.

 * is defined as the real policy rate that, if allowed to prevail for several years,
R
would place economic activity at its potential and keep inflation low and stable.

US forward inflation swaps

UK, US and Euro area 1-year, 5-year forward
inflation expectations
CHART 30: MEDIUM TERM INFLATION SWAPS HAVE MOVED
SHARPLY UPWARDS, PARTICULARLY IN THE UK.
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To some extent, this may provide some reassurance on how
well equity markets may be able to withstand a further rise in
real interest rates were this to happen.
As usual, 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 (table
1). Option prices indicate significant, but slightly falling relative
to our last update, risks to the downside, with a 39%
probability of outcomes more than 10% below current levels.
The market pricing of returns greater than 10% in one years’
time instead has risen since our last Vantage Point, indicating
a less negatively skewed probability distribution. Our
distribution assigns a significantly smaller probability to very
negative outcomes reflecting our more balanced outlook for
equities over the next 12-months than the market. That said,
since our last update the probability assigned to very negative
outcomes has risen a little, while the probability assigned to
very positive outcomes has fallen. Overall we see a ~63%
probability of outcomes above current levels (down from 69%
in our previous update but still significantly above the 44%
probability priced in by the market).

Change in Fed real Fed Funds projections as
implied by the median FOMC dots for the Fed
funds rate and PCE inflation
CHART 31: THE FED HAS SIGNALED A SLIGHTLY FASTER RISE IN
REAL INTEREST RATES.

1

CREDIT

In Q4, corporate bond spreads widened across the quality
spectrum. Among DMs, the move higher in spreads was more
pronounced for euro credits, as renewed covid lockdowns and
high energy prices combined to dent risk appetite in the euro
area. That said, spreads remain tight overall, and not far from
historical lows.
Although valuations may be a bit toppy, with little room for
error and rising real interest rates, fundamentals remain
healthy. Default rates are low in most countries, with trailing12-month default rates for the US and European high yield
bond markets falling to around 2%, below post GFC, prepandemic averages. US corporate gross leverage continued to
fall on the back of a broad-based earnings recovery outpacing
debt growth. Gross leverage in high yield credit recovered to
pre-pandemic levels. Given healthy cash buffers (with cash/
debt ratios remaining close to multiyear highs), net leverage
has declined significantly. Interest coverage also has improved
significantly with the recovery in EBITDA and the fall in interest
expenses.

12-month forward PE for S&P, MSCI EM
and China
CHART 32: VALUATIONS HAVE COME DOWN SHARPLY IN EMS BUT
HAVE BROADLY HELD UP THE US.
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EXCHANGE RATES

The US dollar appreciated over the quarter. While many in the
market still point to strategically weak fundamentals (e.g. with
the real effective exchange rate (REER) above its long-term
average, a current account deficit of 3.5% of GDP and negative
real yields), a weaker global economic backdrop since Q2 and
US real yields rising relative to ROW (notwithstanding their low
absolute level) provided a tailwind to USD.
The breadth of USD’s recent advance has been strong too.
The USD appreciated relative to the vast majority of major DM
and EM currencies. DM currencies have tended to be sensitive
to moves in real interest rate differentials, while EM currencies
have been more sensitive to the global growth part of the
dollar ‘equation’.

S&P 500 earnings yield, decomposed into real
interest rates and an ‘excess earning yield’
component
CHART 33: MULTIPLES ROSE LESS THAN EXPECTED GIVEN THE
FALL IN REAL INTEREST RATES.

S&P 500 outcomes in 1 year
TABLE 1
S&P 500 OUTCOMES IN 1 YEAR
Per cent

12
10
8
Percent

Looking forward, the timing and speed at which central banks
tighten policy as well as the global GDP growth vs. inflation
backdrop with which they do so will be key for currency
markets. With the Fed signalling tighter policy ahead, and
shorter-term break-evens already at historically elevated
levels (thus likely struggling to rise further from here), option
prices continue to signal a more favourable balance of risk for
the dollar in the near term. US dollar risk reversals (a measure
of skewness in expectations derived from option prices) have
become less negative in 2021 overall, although they have
stabilised recently. At the opposite side of the spectrum, the
euro appears to remain an attractive funding currency for
borrowing and carry trades given the ECB is significantly less
likely to lift policy rates in the near term.
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Change in usd credit spreads since end
September 2021

USD corporate credit spreads since 2000
(max, min, median and most recent)
CHART 35: CREDIT SPREADS REMAIN LOW OVERALL.

CHART 34: CREDIT SPREADS ROSE ACROSS THE QUALITY
SPECTRUM OVER THE QUARTER.
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Real interest rate expectations and FX

FX volatility and interest rates volatility

CHART 36: REAL INTEREST RATES HAVE BEEN A PRIMARY
DRIVER OF DEVELOPED MARKETS FX.
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SECTION 2B

Market Sentiment
In our last report, we pointed to higher inflation, the spread of the
Delta variant, and China contagion fears as factors weighing on
sentiment. These remain relevant risks, but for most of the
quarter the market appeared to have digested them and focused
upon more encouraging data releases (i.e., corporate earnings,
retail sales, wages). Late in fourth quarter, the Omicron variant
emerged as the latest “known unknown” of the pandemic, and in
combination with expectations of an accelerated QE taper by the
Fed, sentiment shifted downward. Volatility spiked and it served
as a reminder that sentiment is less stable than it may seem.
Although the pandemic has been “known” for 18 months, it still
has potential to (seemingly overnight) generate considerable
near-term market uncertainty. While more data is needed to fully
assess Omicron’s expected economic impact, the market’s brief
risk-off pullback and subsequent recovery bounce suggest
sentiment remains broadly optimistic, although more skeptical
now considering new uncertainties.
During the quarter, while inflation readings ran high, equity
markets took the news in their stride. Equities were driven higher
by robust quarterly earnings and the latest economic data

US Retail Sales

pointing to a pickup in activity. While we believe the risks to
inflation and interest rates lie to the upside, multiple indicators
suggest economic momentum may have upshifted in Q4. The US
consumer, for instance, appears (so far) to be shrugging off higher
prices, as retail sales growth remains at double-digits annual
rates and above the pre-pandemic trend (Chart 38).
Meanwhile, fixed income yields have risen on the shorter-end of
the US Treasury curve driven by increasing expectations of a Fed
hike by mid-2022 but remain relatively muted further out the
curve with the 10- and 30-year barely budging despite higher
inflation (Chart 39). The combination of generally low yields and
accelerating inflation equates to further declines in real yields
that have been in negative territory since the beginning of the
pandemic. This has likely supported the rise of longer-duration
assets such as equities.
As highlighted in our last report, the market’s performance
continues to suggest that easy monetary policy, low rates, excess
savings, and vaccine effectiveness are sufficient to fuel the
ongoing recovery. Further supporting sentiment, growth measures
appear to have reversed recent downward trends during the

US Treasury Yields

CHART 38: RETAIL SALES TRACKING WELL ABOVE TREND INTO
HOLIDAY SEASON.
480
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review period and are beginning to surprise on the upside
(Chart 40). In the US, the Atlanta Fed’s GDPNow measure, which is
a running estimate of real GDP based on incoming quarterly data,
projects greater than 8% real GDP growth (SAAR) in Q4. This rate
tops most forecasters estimates and is a significant pick up from
Q3’s 2% annual growth. Inflation surprises (not surprisingly)
remain high following October’s CPI report that showed prices
rising at their fastest rate since 1990 (Chart 41).
Third quarter corporate earnings came in stronger than many
expected. More than 80% of companies in the S&P 500 beat
expectations, which kept aggregate earnings growth very high
(~40% y/y). However, markets don’t look in the rear-view mirror, so
how does 2022 earnings growth look? While forward EPS has
been marked down in recent months, 2022 earnings growth
estimates still look solid at ~8% (Chart 42). Earnings reports also
shed light on the ability of companies to maintain profit margins
despite higher input costs (i.e., exerting pricing power) and this
news has been broadly positive so far.

discretionary were among the best performing sectors, while
healthcare lagged. (Chart 43). Quarterly factor performance was
led by growth and quality, extending their outperformance over
other factors for the year (Chart 44). Lower real yields are
particularly supportive of growth names because most of their
projected cash flows will be realized further in the future. All else
equal, lower interest rates (discount rates) increase today’s
market price. Looking across the globe, China’s weakness in
relative and absolute terms stands out and serves to further
highlight why our central downside risk scenario revolves around
how China progresses from here (Chart 45).
Investor surveys of sentiment reflect the tailwinds earlier in the
quarter as earnings came in strong, but also the market
turbulence witnessed as news of Omicron broke. The AAII Investor
survey showed bulls outnumbering bears in October and most of
November, but a sharp reversal in late-November brought bullish
and bearish readings in line (Chart 46).

Against this backdrop, sectors gained across the board in the US,
while cyclical sectors were the top performers. IT and consumer

While Omicron rattled global markets, and certainly remains a
near-term uncertainty. The market pullback and rapid recovery
suggests the expected economic impact to be more limited than

Citi Economic Growth Surprises

Citi Inflation Surprises

CHART 40: MEASURES OF ECONOMIC ACTIVITY SURPRISED TO
THE UPWARD IN Q4.

CHART 41: INCOMING INFLATION DATA CONTINUES TO
EXCEED EXPECTATIONS.
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previous variants. In our minds, inflation remains the primary
medium-term issue weighing on sentiment, given the implications
for low bond yields and potential for central bank mishandling.
According to FactSet, the term “inflation” was mentioned during
the majority (290) of S&P 500 earnings calls. Market-derived
10-year inflation expectations moved higher to levels in the US, at
the top of what could be considered in line with the FOMC’s 2%
target (Chart 47). Developed market yields tracked higher early in
the quarter but retraced ground as the quarter progressed and
central bank policies remained broadly dovish (Chart 48). Despite
the resilience of earnings during Q3, peak margin concerns are
not likely to vanish given lingering supply chain and input price
pressures, including wages.
To sum up, market sentiment is supported by deeply negative real
rates, strong earnings/resilient margins, robust retail sales, and
improving economic momentum. Counterbalancing the holiday
cheer is high inflation, increasing central bank policy uncertainty,
Omicron variant fears, and a China slowdown.
As we’ve pointed out previously, policy makers have now “talked
the talk” becoming modestly more hawkish as inflation has come

Earnings Growth

in above estimates and proven more persistent. The talk has
resulted in rising short-term yields while longer term yields
haven’t moved much (bear flattening). The question in 2022 is
when they will “walk the walk”. Market sentiment could shift
rapidly if for example, the tightening cycle were to begin early in
2022, prior to the market’s expectation of the first hike coming
mid-year.
On balance, the market’s sentiment is broadly warranted, though
it should be probed. In particular, the reason that 10-year yields
have remained muted is puzzling. Quantitative easing, better
growth, higher inflation, and future rate hikes should translate
into higher intermediate/long rates, but so far, the upward move
hasn’t occured. While the consensus view is that rates must go up,
they may not go up too much if the Fed successfully controls the
curve. Yet, the Fed primarily has control over the short end of the
curve, while intermediate and long-term yields are driven more by
fundamentals and the risk premia. It may be a tall order for
monetary policy to keep longer rates in check once yields point
upward. Thus, a main risk is a policy misstep (including inaction)
that sends yields rising rapidly.

S&P 500 Sector Returns in Q4 (%)

CHART 42: EARNINGS GROWTH EXPECTED TO CONTINUE APACE
INTO 2022.

CHART 43: CYCLICALS PUSHED HIGHER IN Q4 AS EARNINGS AND
ECONOMIC MOMENTUM UPSHIFTED.
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Global Equities YTD
CHART 45: US STOCKS ROSE WHILE CHINA STUMBLED
SIDEWAYS IN Q4.
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As we head into 2022 and the third year of the recovery, it’s worth
pointing a lens at this recovery in historical context. The current
recovery, which began in late-March 2020, has notched significant
gains for investors and navigated numerous curves along the road.
Typically, progress in the second year of recoveries is more
challenging (Chart 49). While markets have recorded new all-time
highs along the way, earnings have kept pace and in fact through
the latest earnings season, valuations have begun moderating
while subdued yields are still providing ample support to equities
(Chart 50). In the final section of our report, we delve into the asset
class opportunities we see in 2022.

115
110
105
100
95
90
85
80
Dec Jan Feb Mar Apr May Jun
21
21
21
21
20
21
21
MSCI US
MSCI EM ex China
MSCI EAFE
MSCI China USD

Jul
21

Aug
21

Sep
21

Oct
21

Nov
21

Data as of November 29, 2021. Source: Bloomberg.

MSCI US and EAFE Factor returns in Q4

Investor Sentiment – Bullish vs. Bearish
CHART 46: SEPTEMBER’S PESSIMISM WAS SHORT-LIVED ONCE
Q3 EARNINGS SEASON BEGAN.
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CHART 44: GROWTH AND QUALITY CONTINUED TO
CHARGE AHEAD.

AAII US Investor Sentiment Bullish Readings
AAII US Investor Sentiment Bearish Readings

Data as of November 25, 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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Developed economies’ government bond
yields YTD

Developed economies’ 10-year breakeven
inflation rates
CHART 47: RISING INFLATION EXPECTATIONS HAVE FAILED TO
DENT SENTIMENT (SO FAR).

CHART 48: YIELDS INCREASED MODERATELY BUT REMAIN LOWERTHAN-EXPECTED GIVEN OUTLOOK.
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S&P Post-Bear market lows

S&P 500 12-month forward P/E and 10-year
Real Yield
CHART 50: VALUATIONS HAVE EASED BACK, WHILE LOW RATES
CONTINUE TO SUPPORT RISK ASSETS.
24

220

22
S&p 500 12-mth fwd. PE

240

200
180
160
140

1.5
2.0

14

2.5
3.0
3.5
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021

1
17
33
49
65
81
97
113
129
145
161
177
193
209
225
241
257
273
289
305
321
337
353
369
385
401
417
443
449
465
481
497

Data as of November 29, 2021. Source: Bloomberg.

0.5
1.0

10

8/10/1982

0.0

16

100

3/9/2009

-0.5

18

12

3/23/2020

-1.0

20

120

# trading days post bear market low

-1.5

10-year real yield (%)

Performance indexed to 100 on
date of bear market low

CHART 49: MARKET RECOVERIES TYPICALLY SLOW IN THE
SECOND YEAR, BUT NOT THIS ONE.
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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.
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Investment Conclusions
SECTION 3

In our asset class heat map 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.
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Forecasts were calculated as of November 23, 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. This information in this section 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 is based on current market conditions, which will fluctuate and may
be superseded by subsequent market events or for other reasons.
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Portfolio Perspective
The expected outperformance of a risk bull portfolio (80%
equities/20% bonds) looks attractive in the near-term, but
the risks have a decidedly downward skew as we move towards
the end of the forecast period. We remain cautiously positive
towards risk assets, but that caution is rising and, since
the balance of risks to inflation and interest rates remain
decisively to the upside (and by more than markets or central
banks seem to think), we think this might be a good time to be
dialling down risk more generally next year.

CHART 51: 80:20 PORTFOLIO OUTPERFORMANCE %.
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Forecasts begin in Q4 2021 and were calculated as of November 17, 2021. Source: BNY Mellon
GEIA and Fathom Consulting.
The solid line shows the peak disruption 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.
.
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EQUITIES
US Equities: Overall, we continue to believe that equities
remain the most attractive option within risk assets, especially
as economies continue to grow, albeit at a slower pace amid
still-accommodative policy. That said, the greater number of
uncertainties (risk of faster tapering in the face of more
persistent inflation and supply-side bottlenecks) incline us
to dial down risk exposure next year. As the recovery matures,
it gets increasingly harder to see further multiple expansion,
but it is still a good environment for bottom-up stock selection
and active asset allocation. In 2022, we think sectoral
performance will be driven by the likely direction of rates.
As we expect long-term interest rates to move higher, as rising
inflationary pressures force the Fed’s hand, we expect shortduration parts of the market to outperform long-duration
assets. We continue to favor Value-tilted sectors such as
consumer discretionary, materials, industrials, energy and
financials. Financials have been very resilient amid higher rate
volatility so far and we expect their relative leadership to
continue in 2022. Growth names may face some relative
performance pressures as yields gradually rise. That said, high
quality growth stocks, with strong cash generation and low
debt may hedge against higher volatility as rates rise and
become more variable. Lower quality tech and biotech are
especially sensitive to a rise in long-term interest rates.
International Developed Equities: Many of the tailwinds
remain in place for International equities, including better
valuations compared with US equities. We also underline
the importance of this asset class for diversified portfolios.
That said, we suggest a more selective exposure to Europe
as we are mindful that covid-induced softening of sentiment
is starting to show itself in the overall index (e.g. the % of
stocks above their 200-day is now 65% vs. roughly 90% this
past summer), and perhaps more importantly, continued USD
strength weighs heavily. We remain positive that these trends
will reverse early next year, and we add exposures to oversold
parts of the index. We still favor value-tilted sectors and
financials, energy, and consumer discretionary (thanks to
autos and luxury names) should outperform staples.

Emerging Markets (EM) Equities: From the markets’ point of
view, there are three external factors that will determine overall
EM performance in 2022: 1. How quickly US real yields rise,
2. The USD outlook, 3. China’s growth trajectory. G4 central bank
tapering is unlikely to trigger a 2013 taper-tantrum-like
environment for the majority of emerging markets, as many
countries’ external vulnerabilities are lower and fundamentals
are healthier. That said, more stressed EMs like Turkey and
South Africa that have high dollar debt, external financing
needs and current account deficits may come under severe
pressure if there is a sustained tightening in global financial
conditions next year. Overall, we suspect the pandemic has
changed the risk-reward balance for EMs, and there is
significant dispersion of regional and country outcomes which
will aid active asset allocators to capture alpha. From a regional
perspective, EM Asia will lead in terms of earnings growth in
2022. A re-opening rebound is evident in India and major
Southeast Asia (ex-Thailand) which we think will continue to
fuel consumer sectors, materials, and industrials. The Middle
East and Africa Region will benefit from still-elevated energy
prices and also offer higher-quality financial sector
opportunities. Finally, in LATAM, we expect countries like Mexico
to benefit from high commodity prices and strong demand for
real assets.

FX
US Dollar and Foreign Exchange (FX): While the USD’s 2021’s
appreciation has diminished the potential upside, we expect
the USD to stay firm in 2022, as the Fed may tighten faster
than the markets currently expect. It is also ahead of its
tightening cycle compared with Europe and Japan. EM FX will
likely come under pressure with greater volatility expected
especially in high beta crosses.
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FIXED INCOME
Developed Sovereign Debt: We still expect the rise in inflation
expectations globally to put pressure on DM sovereign bond
prices in 2022. In addition, G4 central banks’ reduction of
bond purchases is set to accelerate further in 2022. However,
investors should keep in mind that supply (bond issuance) is
also likely to fall, so our base case for a gradual rise in yields
remains intact. Fed tapering/hikes are likely to come earlier,
and go further than the ECB or Bank of Japan. Therefore, for
much of the year, US yields are likely to see upward pressure
until either US inflation stabilizes, or markets feel they’ve
re-priced Fed policy sufficiently.
Global Investment Grade Credit (IG): For Investment grade
corporates, we remind the reader that the scores and
attractiveness on our heat map are based on both price return
potential, income potential and future hedging properties.
As the forecast period moves forward further into 2022, there
is some risk of a widening in spreads while risk assets adjust
to the removal of the policy support backstop. The same holds
true for European investment grade credit, although policy
support has been less aggressive and broad-sweeping and the
region is behind in its recovery compared to the US. Longduration IG credit may underperform compared to shortduration amid more persistent inflationary pressures.
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Global High Yield Credit (HY): The score for US HY at the end
of the forecast remains largely unchanged from last quarter
as default risk has plummeted, but we recognize that the
balance of risks has changed to reflect the possibility of
downside price risk in 2022. A hawkish Fed, higher-thanexpected inflation prints, and supply-side bottlenecks, with
rising yields could pose risks to the high yield space as the
cost of borrowing rises. European HY also carries a lower
score with income returns expected to provide less of a
cushion to the negative price returns we expect over the whole
forecast period. Both regions remain attractive as incomegenerating instruments and investors must weigh their
objectives accordingly.
Emerging Market Debt: Within EM sovereign debt, we favor
countries such as Indonesia, Mexico, Russia, and Egypt and
advise hedging against future US rate increases. Within
corporates, from a macro standpoint, we prefer exposure
to higher quality IG names. EM rates will likely come under
pressure (especially in Latam) as central banks are acting
aggressively to contain inflation, causing bond yields in
these markets to rise sharply.

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 fixedrate, 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.
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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. EBITDA:
earnings before interest, taxes, depreciation, and amortization.
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