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The latest CPI print surprised to the upside at 6.2% yoy,
the highest level since 1990. Also, all other measures of
inflation at both headline and core have recently moved
to levels not seeing in decades. Core PCE, which is the
Fed’s preferred measure to assess inflation pressures, is
currently 4 z-scores above the last decade’s mean.
Finally, the high inflation phenomenon is very much a
global problem not just a U.S. one.

In terms of outlook, it is hard to see inflation coming
down rapidly in the near future as both the demand and
supply issues that are contributing to the high inflation
are not moving in the right direction. On the supply side,
bottlenecks are getting even worse and on the demand
side, both the policy impulse - monetary and fiscal - as
well as measures of consumer ability to spend are at very
elevated levels. I think it is fair to assume we will see CPI
print above 7% sometime in Q1 2022.
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With headline inflation making headlines, Graham’s President and CIO, Pablo

Calderini, shares his view on the trajectory of inflation and potential implications for

investors in terms of market pricing and strategic asset allocation.

View the full video here.

Pablo Calderini has more than 30 years of experience in macro markets and

currently oversees the discretionary and systematic trading business at Graham.
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Overall, we have higher rates as you would expect from
inflation developments, but this has not been a linear or
smooth trend. Interest rates have been very volatile. We
had a very strong sell-off in rates in Q1 and the beginning
of Q2 2021 but that was followed by a strong reversal
during the summer and then back to higher rates of late.
The term structure of rates has had even stranger
movements, with very pronounced sell-offs in the front
and pronounced rallies in the long end. The combination
of a bear flattener in the front with a bull flattener in the
back of the curve is a very strange phenomenon and
rarely seen before. Volatility in the rates complex is also
very elevated: swaption volatility is up a lot across the
board with those structures more sensitive to changes in
policy up almost 200% since the beginning of the year.

In terms of what is priced as of now, we have 5y5y OIS (a
measure of terminal Fed funds) that has averaged 1.7%
in the last month while 5y5y inflation swaps averaged
2.5% during the same period. So, my read is that the
market is saying: the Fed will start hiking rates in Q3 2022
and will keep going until reaching 1.75%, that is 75bps
less than the 2.5% Fed’s own forecast terminal target.
Despite that, i.e. despite having a very dovish Fed,
inflation will come down from the current elevated levels
to settle at 2.5% and at that new equilibrium we will live
with strong negative real rates for ever. In my view this
scenario in which the Fed controls inflation despite never
tightening the real rate is extremely unlikely.

How are markets pricing the inflationary

theme?
Q

Note: Content presented here has been modified from the

original recording for purposes of this transcript.

https://www.grahamcapital.com/VideoSeries_InflationOutlook.aspx
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100 Year Stock-Bond Correlation 

What scenarios would present market

shocks/tail risks?
Q

The biggest tail risk is that inflation stays elevated for a
prolonged period of time and that feeds back into
inflation expectations. If that were to happen, either the
Fed will have to tighten by a lot, which will be a huge
shock to markets, or choose to run with the “transitory”
theme for longer and risk even higher and more unstable
inflation expectations. I do not think this is the most likely
scenario, but it is also not extremely unlikely given that
we have very rarely seen the combination of very loose
monetary and very active fiscal policy.

How can investors better position their

portfolios given inflation expectations?
Q

Investors should continue to seek diversification to build
portfolios that are robust and consider overweighting
assets that could benefit from higher inflation. For
example, in the case of TIPS, coupons and notional values
are indexed by headline CPI, so with the current CPI
investors would receive a much larger coupon. If
inflation were to accelerate, then that coupon would
continue to increase, so on the surface it sounds like a
good hedge. Having said that, TIPS are also driven by real
rates, and if the Fed were to react to higher inflation,
then real rates can go up a lot so TIPS can ironically suffer
in the face of very high inflation. Whether or not this
happens is not known for certain. There is no silver
bullet or perfect way to trade a passive portfolio around
high inflation, so investors will benefit from allocating to
active strategies that can adapt and react to different
inflation scenarios.

How are equities and bonds expected to

perform in an inflationary environment?
Q

Historically, higher inflation does not hurt equities if it is
concurrent with higher growth. However, equities react
much more negatively to higher inflation in periods of
economic contraction or periods when monetary policy
changes from accommodative to restrictive in order to
fight Inflation. This last scenario can present a significant
risk to a conventional portfolio since it will induce a
positive correlation between stocks and bonds (see our
Research Paper on this topic).

Meanwhile, for bonds, the impact of inflation is
unambiguously bad. There are three channels that affect
bonds negatively: 1) purchasing power, as bond returns
are nominal and hence lose real value with inflation; 2)
anticipation of tighter monetary policy; and 3) a more
indirect but potentially very relevant consideration is the
likely change in correlation to stocks that turn bonds
from hedges to risky assets and hence push their term
premia up (prices down).
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THE BOTTOM LINE

• Inflation is expected to remain elevated,

with markets pricing a Fed rake hike in Q3

2022 to a terminal rate of 1.75%, after

which point inflation may settle at a new

equilibrium rate of approximately 2.5%.

• The combination of elevated inflation and

a hawkish Fed presents a significant risk

to conventional stock/bond portfolios in

terms of both asset valuation and a more

positive stock/bond correlation structure.

• Investors should continue to seek

diversification and will benefit from

allocating to active trading strategies that

can react to different inflation scenarios.
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https://www.grahamcapital.com/assets/ResearchPapers/Macro-Economic%20Drivers%20of%20the%20Bond-Stock%20Correlation_August%202021.pdf
https://www.grahamcapital.com/assets/ResearchPapers/Macro-Economic%20Drivers%20of%20the%20Bond-Stock%20Correlation_August%202021.pdf
https://www.grahamcapital.com/A%20Quantum%20of%20Solace%20(Public)_June%202021.pdf
https://www.grahamcapital.com/assets/InsightSeries/Alternatives%20to%20Fixed%20Income_Aug-20.pdf
https://www.grahamcapital.com/assets/InsightSeries/Average%20Inflation%20Targeting_Impact%20on%20Investor%20Allocations.pdf


LEGAL DISCLAIMER

A Source of data: Graham Capital Management (“Graham”), unless otherwise stated

This document is neither an offer to sell nor a solicitation of any offer to buy shares in any fund managed by Graham and should not be

relied on in making any investment decision. Any offering is made only pursuant to the relevant prospectus, together with the current

financial statements of the relevant fund and the relevant subscription documents all of which must be read in their entirety. No offer to

purchase shares will be made or accepted prior to receipt by the offeree of these documents and the completion of all appropriate

documentation. The shares have not and will not be registered for sale, and there will be no public offering of the shares. No offer to sell

(or solicitation of an offer to buy) will be made in any jurisdiction in which such offer or solicitation would be unlawful. No representation

is given that any statements made in this document are correct or that objectives will be achieved. This document may contain opinions

of Graham and such opinions are subject to change without notice. Information provided about positions, if any, and attributable

performance is intended to provide a balanced commentary, with examples of both profitable and loss-making positions, however this

cannot be guaranteed.

It should not be assumed that investments that are described herein will be profitable. Nothing described herein is intended to imply

that an investment in the fund is safe, conservative, risk free or risk averse. An investment in funds managed by Graham entails

substantial risks and a prospective investor should carefully consider the summary of risk factors included in the Private Offering

Memorandum entitled “Risk Factors” in determining whether an investment in the Fund is suitable. This investment does not consider the

specific investment objective, financial situation or particular needs of any investor and an investment in the funds managed by Graham

is not suitable for all investors. Prospective investors should not rely upon this document for tax, accounting or legal advice. Prospective

investors should consult their own tax, legal accounting or other advisors about the issues discussed herein. Investors are also reminded

that past performance should not be seen as an indication of future performance and that they might not get back the amount that they

originally invested. The price of shares of the funds managed by Graham can go down as well as up and be affected by changes in rates

of exchange. No recommendation is made positive or otherwise regarding individual securities mentioned herein.

This presentation includes statements that may constitute forward-looking statements. These statements may be identified by words

such as "expects," "looks forward to," "anticipates," "intends," "plans," "believes," "seeks," estimates," "will," "project" or words of similar

meaning. In addition, our representatives may from time to time make oral forward-looking statements. Such statements are based on

the current expectations and certain assumptions of GCM’s management, and are, therefore, subject to certain risks and uncertainties. A

variety of factors, many of which are beyond GCM’s control, affect the operations, performance, business strategy and results of the

accounts that it manages and could cause the actual results, performance or achievements of such accounts to be materially different

from any future results, performance or achievements that may be expressed or implied by such forward-looking statements or

anticipated on the basis of historical trends.

Tables, charts and commentary contained in this document have been prepared on a best efforts basis by Graham using sources it

believes to be reliable although it does not guarantee the accuracy of the information on account of possible errors or omissions in the

constituent data or calculations. No part of this document may be divulged to any other person, distributed, resold and/or reproduced

without the prior written permission of Graham.
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