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When I started my career in the early ’80s, many countries around the world were
infected with a miserable inflation disease. Diagnosing the cause of double-digit
inflation and administering a cure was the key problem for economists and central
bankers. Inflation was ultimately defeated at a significant economic cost—two nasty
recessions. Fast-forward the clock by four decades, and inflation is rearing its ugly
head again. Is it here to stay and what should investors do about it?
Today’s inflation isn’t a surprise. Over the past two years, governments have
embraced Modern Monetary Theory (MMT) in practice, if not explicitly. To cushion
the economic pain inflicted by the pandemic, governments understandably
coordinated their fiscal and monetary policies to transfer newly created money
directly into bank accounts without raising tax receipts. As I predicted last spring,
deficits are ballooning, government debt is soaring, and inflation is spiking.
Collectively across the G7 (United States, United Kingdom, Germany, France,
Canada, Japan, and Italy) total debt levels as a percentage of GDP have doubled over
the last 25 years, jumping from an average 80% in 1995 to over 160% in 2020. Over
the quarter-century span, the sharpest annual increase in debt to GDP occurred in
2021, well outpacing the 14% surge during the 2008–2009 global financial crisis
(GFC).
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Key Points
Inflation is rising rapidly, not an unexpected
outcome given governments’ pandemic policy
response of ballooning deficits and soaring
government debt.
Investors can take steps now to position their
portfolios for a high-inflation environment by
allocating to value stocks around the globe as
well as taking advantage of below-zero real
interest rates to finance purchases of real
assets, whose prices tend to rise with inflation.

Deficits across the G7 have also exploded, surpassing the levels experienced during
the GFC. In the 25 years before 2020, the average general government deficit among
the G7 was −3% of GDP. In 2021, this ratio spiked more than threefold to −10%,
ranging from −4% in Germany to −15% in the United States.

“Inflation is political poison because it erodes the real
purchasing power of the income of the vast majority.”
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The situation today, as we begin 2022, is worse than the preceding charts illustrate, because they exclude the huge deficits and
massive debt accumulation of 2021. As I explained at the outset of the pandemic policy response, if money printing succeeds in
maintaining the nominal value of consumption spending, many more dollars will be chasing a smaller amount of goods and services.
The result is inflation.
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In the 12 months ended November 2021, US CPI rose 6.8%, registering its sharpest increase since 1982, while inflation in the United
Kingdom surged above market forecasts to a 10-year high of 5.1%. Other advanced economies experienced similar inflation highs over
the same period. France’s year-over-year inflation rate jumped 3.4%, a 13-year high, and Germany’s 5.2% inflation rate marked a 30year high. Japan remains an anomaly with a 0.6% year-over-year 2021 change in the CPI, although higher than in the recent past.
Inflation is political poison because it erodes the real purchasing power of the income of the vast majority. Voters will pressure
governments to remedy inflation. What steps are governments likely to take?
Central banks will move to taper their financial asset purchases, but quantitative easing (QE) is not solely responsible for inflation. QE
is simply shuffling bank reserves for government bonds on the balance sheets of banks. Worse yet, removing QE could raise the risk
of liquidity crises.
Monetary policy alone cannot restore price stability. Raising interest rates is the traditional monetary tool, but central banks are
constrained given today’s elevated debt levels: the G7’s finances cannot afford nominal interest rates above current inflation rates. To
effectively tackle rapidly rising inflation, governments must also raise taxes to drain excess demand, just as advocated by MMT. Will
legislators nimbly exercise their new responsibility to manage inflation with tax policy? Sustained inflation may be the expedient
political path to diminish the real value of excessive public debt.

“Sustained inflation may be the expedient political path to diminish the real value of
excessive public debt.”
Given this likely scenario, how should investors reposition their portfolios for today’s inflationary regime? Informed investors may
begin by paring back positions in mainstream stocks and bonds, particularly interest rate–sensitive growth stocks, borrowing at longterm fixed rates, and diversifying into real assets such as real estate, commodities, and resource stocks.
A simple building-block approach, such as the one we use in our Asset Allocation Interactive tool, forecasts long-term buy-and-hold
asset-class returns as current yield plus real growth plus likely changes in valuation levels. Without relying on aggressive valuationreversion assumptions, we are forecasting value stocks to deliver long-term real returns exceeding 6% in the US market and in the 8–
10% range for the Japanese, European, and emerging markets. Not only are the long-term return prospects of value stocks around the
world attractive relative to the investment opportunity set, they offer exposure to the cyclical sectors of the economy that tend to
benefit from reflation. Investors may also want to take advantage of below-zero real interest rates to finance purchases of real assets,
whose prices tend to rise with inflation.

“We are forecasting value stocks to deliver long-term real returns exceeding 6% in the
US market and in the 8–10% range for the Japanese, European, and emerging
markets.”
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Moreover, investors may wish to prepare for the possibility of liquidity shocks that may accompany central banks’ tapering of QE and
the coming series of incremental increases in Fed-directed short-term interest rates. Overpriced US assets—in particular, the
speculative excesses contributing to the very lofty prices of meme stocks, loss-making electric vehicle companies, cryptocurrencies
and non-fungible tokens, and mega-cap tech companies—are most at risk in the current environment.
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The material contained in this document is for general information purposes only. It is not intended as an offer or a solicitation for the purchase and/or sale of any security, derivative, commodity, or financial instrument, nor is it
advice or a recommendation to enter into any transaction. Research results relate only to a hypothetical model of past performance (i.e., a simulation) and not to actual results or historical data of any asset management product.
Hypothetical investor accounts depicted are not representative of actual client accounts. No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual investment results
will differ. Simulated data may have under-or-over compensated for the impact, if any, of certain market factors. Simulated returns may not reflect the impact that material economic and market factors might have had on the
advisor’s decision-making if the advisor were actually managing clients’ money. Simulated data is subject to the fact that it is designed with the benefit of hindsight. Simulated returns carry the risk that actual performance is not as
depicted due to inaccurate predictive modeling. Simulated returns cannot predict how an investment strategy will perform in the future. Simulated returns should not be considered indicative of the skill of the advisor. Investors
may experience loss of all or some of their investment. Index returns represent backtested performance based on rules used in the creation of the index, are not a guarantee of future performance, and are not indicative of any
specific investment. Indexes are not managed investment products and cannot be invested in directly. This material is based on information that is considered to be reliable, but Research Affiliates, LLC and its related entities
(collectively “Research Affiliates”) make this information available on an “as is” basis without a duty to update, make warranties, express or implied, regarding the accuracy of the information contained herein. Research Affiliates is
not responsible for any errors or omissions or for results obtained from the use of this information. Nothing contained in this material is intended to constitute legal, tax, securities, financial or investment advice, nor an opinion
regarding the appropriateness of any investment. The information contained in this material should not be acted upon without obtaining advice from a licensed professional. Research Affiliates, LLC, is an investment adviser
registered under the Investment Advisors Act of 1940 with the U.S. Securities and Exchange Commission (SEC). Our registration as an investment adviser does not imply a certain level of skill or training.
Investors should be aware of the risks associated with data sources and quantitative processes used to create the content contained herein or the investment management process. Errors may exist in data acquired from third
party vendors, the construction or coding of indices or model portfolios, and the construction of the spreadsheets, results or information provided. Research Affiliates takes reasonable steps to eliminate or mitigate errors and to
identify data and process errors, so as to minimize the potential impact of such errors; however, Research Affiliates cannot guarantee that such errors will not occur. Use of this material is conditioned upon, and evidence of, the user’s
full release of Research Affiliates from any liability or responsibility for any damages that may result from any errors herein.
The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™, and the Research Affiliates™ trademark and corporate name and all related logos are the exclusive intellectual property of Research Affiliates, LLC
and in some cases are registered trademarks in the U.S. and other countries. Various features of the Fundamental Index™ methodology, including an accounting data-based non-capitalization data processing system and method for
creating and weighting an index of securities, are protected by various patents, and patent-pending intellectual property of Research Affiliates, LLC. (See all applicable US Patents, Patent Publications, Patent Pending intellectual
property and protected trademarks located at http://www. researchaffiliates.com/Pages/legal.a spx, which are fully incorporated herein.) Any use of these trademarks, logos, patented or patent pending methodologies without
the prior written permission of Research Affiliates, LLC, is expressly prohibited. Research Affiliates, LLC, reserves the right to take any and all necessary action to preserve all of its rights, title, and interest in and to these marks,
patents or pending patents.
The views and opinions expressed are those of the author and not necessarily those of Research Affiliates, LLC. The opinions are subject to change without notice.
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