inflation, massive stimulus will be hitting the economy, and supply chain
bottlenecks may drive some upward pricing pressure. I think we could see the
consumer price index in the area of 2.5%.
These things will probably play out by the end of this year, and then inflation
should get back to a longer-term trend rate. I don’t expect it to stage a major
breakout. But it could persist a little bit higher over the longer term, especially if
there is more fiscal support in the form of a large infrastructure bill.
It’s clear that the market is already sniffing this out. That's why TIPS (Treasury
Inflation-Protected Securities) breakeven rates, which measure inflation
expectations, are elevated. But inflation would have to really take off for
expectations to rise meaningfully from here. At this point, a market pricing in
2.6% inflation doesn’t seem to be worrying the Fed.
Inflation rate hits highest level since 2008

Source: Bloomberg. As at 26 March 2021.

Pramod, given this backdrop, where do you see interest rates moving over the
next year?
Pramod Atluri: With the 10-year Treasury yielding almost 1.75%, interest rates at
the long end of the curve are back to pre-pandemic levels — a time when US
growth and inflation were both trending at around 2%. That was a late-cycle
economy that looked tired in many respects. Today, the economic environment
is vastly different. So it makes sense to me that interest rates could move higher,
although the bulk of the repricing has already occurred.
I’d say long rates could move higher by around 50 basis points, but it will be
hard for them to move too high, too fast. Here’s why. First, there’s the Fed. By
holding overnight interest rates close to 0% and promising to keep them there
for years, the Fed is preventing the curve from moving significantly higher,
particularly at the front end (less than seven years). Second, this effect is
magnified by the Fed’s purchase of well over $1 trillion of securities per year.
And third, there’s global interest rates. While the US has a very positive growth
and inflation outlook, other countries are still dealing head-on with the effects of
COVID-19. With interest rates still low and even negative in many parts of the
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hikes, so that implies a Fed taper in late 2022 or early 2023 — roughly two years
from now.

US Treasury yields rebound from 2020 lows

Source: Bloomberg. Shows US Treasury yield to maturity on the last trading day of
each month from January 2008 to February 2021. Data as at 26 March 2021.
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