
How do we view markets in March, when many folks 
are watching the NCAA college basketball tournament, 
probably shedding a tear over their busted bracket 
after a top-seed team has lost in the early rounds?1 
Let’s start with a metaphor. You are very likely to see in 
tournament games a play near the basket that involves 
a shorter player faking a shot to cause a taller opponent 
to jump too soon, and then earn a foul call. This move is 
a “head fake.” In economic data, we also have a version 
of the head fake. Most important metrics in the macro 
economy are measured as year-on-year percentage 
changes. When you have a short, sharp dislocation 
(something you might see as a result of a pandemic, for 
example), we then, in the following year, observe “base 
effects.” The rolling on of the high-volatility number from 
a year ago (and its subsequent rolling off) can make 
these 12-month percentage changes look like a shift in 
the longer-term trend if extrapolated into the future. 

We will soon see impact from the 2020 Covid-19 
pandemic on the economic data. A particular focus 
area will be inflation. Our message is simple: Don’t fall 
prey to this head fake.

1 Fun fact: Through the first 47 games of the 2021 NCAA Men’s 
Division 1 college basketball tournament, the teams seeded at 
least 5 spots below their opponents won 13 games — a record 
high in tournament history. 
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All puffed up 
Many economic prognosticators have recently concluded 
that the $900 billion stimulus bill from December 2020, 
the $1.9 trillion American Rescue Plan, and the more than 
$600 billion unspent proceeds in the Treasury General 
Account will combine to unleash a wave of inflation. They 
also worry this will undo 40 years of the Federal Reserve’s 
hard-fought credibility on price stability. Furthermore, 
newfound inflation would also very likely undermine the 
diversification benefit that comes with owning bonds 
together with equities, which has been persistent over the 
past two decades, the thinking goes.

For a whole host of reasons, we disagree with this 
premise. Reports of the death of 60/40 investing have 
been greatly exaggerated. To dispel the idea that the 
United States is on its way toward a new inflation regime, 
we would first point out that many of the same prognos-
ticators were also warning of runaway inflation in the 
wake of the 2008 GFC (Great Financial Crisis) when global 
central banks began large quantitative easing programs. 
The 2008 fear was that large central bank balance sheets 
would flood the system with liquidity, which would then 
find its way into generalized goods and services prices. 
Inflation, however, failed to materialize, in large part 
because the secular forces driving disinflation have  
been and continue to be quite powerful, and perhaps 
not well understood. 

The large positive fiscal impulse in the United States 
for 2021 will become a fiscal drag in 2022 due to base 
effects. Also, remember Japan’s experience: Japan has 
run double-digit budget deficits several times over the 
past 20 years, while also passing substantial short-term 
supplemental budget stimulus packages. With all of that, 
Japan still failed to generate sustained core inflation 
above 1%. 

Inflation did not last after 
Japan’s stimulus packages
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-12%

-10%

-8%

-6%

-4%

-2%

0%

2%

4%

6%

Japan government budget balance (% GDP, left scale)

12/31/2012/1812/1512/1212/0912/0612/0312/0012/9712/9412/31/91
-1.5%

-1.0%

-0.5%

0.0%

0.5%

1.0%

1.5%

2.0%

2.5%

3.0%
Japan CPI (1-year forward nationwide CPI, ex food & energy, right scale)

Sources: Bloomberg, OECD, Japan Ministry of Internal Affairs  
and Communications. Past performance is not a guarantee of  
future results.

Could inflation erode stock-bond diversification potential?
Asset correlation (left scale) went from positive to negative as inflation neared Fed price stability target (2%)
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Pressures weigh on prices
Developed-market economies generally have two 
secular challenges in common — aging populations 
and heavy debts — both of which are disinflationary. 
In the case of the former challenge, some economists 
might postulate that higher dependency ratios put 
upward pressure on inflation. This stems from the 
aging society, which steepens the slope of the Phil-
lips Curve as the labor pool shrinks. A recent book, 
The Great Demographic Reversal, by Charles Goodhart 
and Manoj Pradhan, has earned much attention on 
this subject, but the academic literature and empirical 
evidence for this theory are far from conclusive. Japan, 
the world’s third-largest economy, is an important data 
point that would refute this theory, as its aging society 
has not pushed up inflation. 

Debt dynamics are also likely to be a substantial drag  
on any inflationary pressures in the world’s advanced 
economies. If bond markets were to sniff out a rise in 
inflation expectations and respond with upward pres-
sure on interest rates, the cost to service debt would rise 
and drain government budgets, all else equal. Those 
debt-servicing efforts would likely prevent resources 
from being put toward growth- or productivity-
enhancing projects.

Long-term inflation expectations 
are more stable than short term

Short- and long-term consumer inflation expectations
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Fed not buying the fake
Finally, it is instructive to take a step back and review 
the drivers of inflation in the United States, where the 
Fed cares mostly about core inflation. Their preferred 
metric is core PCE inflation. The cost of shelter and 
healthcare make up more than half of the index, and 
we believe these measures have been and continue to 
be well behaved. Two components — Recreation and 
Food & Beverage costs — together make up about 10% 
of the index. Even if demand were to explode after the 
economy reopens, a doubling or tripling in the cost of 
these leisure expenditures would barely register as an 
increase in core inflation, in our view.  

The critical question from an investment standpoint 
is whether markets will be able to look through the 
upcoming bump in inflation readings as “transitory.” 
That is how Fed Chair Powell referred to them in his 
latest post-FOMC press conference on March 17. We 
suggest investors, at least for the next several months, 
should measure macroeconomic data relative to the 
same period in 2019 rather than 2020 to get a clearer 
picture of underlying trends. For our part, we will stay 
the course with our recent investment strategy favoring 
cyclical recovery trades, including overweights to 
commodities, equity (in particular, value, small-cap, 
and ex-U.S. exposures), and high-yield credit.
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The S&P 500 Index is an unmanaged index of common stock 
performance. The Bloomberg Barclays U.S. Treasury Index is an 
unmanaged index of U.S. dollar-denominated, fixed-rate, nominal 
debt issued by the U.S. Treasury. The Bloomberg Barclays U.S. 
Corporate Bond Index measures the investment-grade, fixed-rate, 
taxable corporate bond market. It includes U.S. dollar-denominated 
securities publicly issued by U.S. and non-U.S. industrial, utility, and 
financial issuers.

BLOOMBERG® is a trademark and service mark of Bloomberg 
Finance L.P. and its affiliates (collectively “Bloomberg”). BARCLAYS® 
is a trademark and service mark of Barclays Bank Plc (collectively 
with its affiliates, “Barclays”), used under license. Bloomberg or 
Bloomberg’s licensors, including Barclays, own all proprietary 
rights in the Bloomberg Barclays Indices. Neither Bloomberg nor 
Barclays approves or endorses this material, or guarantees the 
accuracy or completeness of any information herein, or makes 
any warranty, express or limited, as to the results to be obtained 
therefrom, and to the maximum extent allowed by law, neither shall 
have any liability or responsibility for injury or damages arising in 
connection therewith.

Diversification does not guarantee a profit or ensure against loss. It 
is possible to lose money in a diversified portfolio.

For informational purposes only. Not an investment 
recommendation.

This material is provided for limited purposes. It is not intended 
as an offer or solicitation for the purchase or sale of any financial 
instrument, or any Putnam product or strategy. References to 
specific asset classes and financial markets are for illustrative 
purposes only and are not intended to be, and should not be 
interpreted as, recommendations or investment advice. The 
opinions expressed in this article represent the current, good-
faith views of the author(s) at the time of publication. The views 

are provided for informational purposes only and are subject to 
change. This material does not take into account any investor’s 
particular investment objectives, strategies, tax status, or 
investment horizon. Investors should consult a financial advisor 
for advice suited to their individual financial needs. Putnam 
Investments cannot guarantee the accuracy or completeness 
of any statements or data contained in the article. Predictions, 
opinions, and other information contained in this article are subject 
to change. Any forward-looking statements speak only as of the 
date they are made, and Putnam assumes no duty to update them. 
Forward-looking statements are subject to numerous assumptions, 
risks, and uncertainties. Actual results could differ materially from 
those anticipated. Past performance is not a guarantee of future 
results. As with any investment, there is a potential for profit as well 
as the possibility of loss.

Consider these risks before investing: International investing 
involves certain risks, such as currency fluctuations, economic 
instability, and political developments. Investments in small and/
or midsize companies increase the risk of greater price fluctuations. 
Bond investments are subject to interest-rate risk, which means 
the prices of the fund’s bond investments are likely to fall if interest 
rates rise. Bond investments also are subject to credit risk, which 
is the risk that the issuer of the bond may default on payment 
of interest or principal. Interest-rate risk is generally greater for 
longer-term bonds, and credit risk is generally greater for below-
investment-grade bonds, which may be considered speculative. 
Unlike bonds, funds that invest in bonds have ongoing fees and 
expenses. Lower-rated bonds may offer higher yields in return 
for more risk. Funds that invest in government securities are not 
guaranteed. Mortgage-backed securities are subject to prepayment 
risk. Commodities involve the risks of changes in market, political, 
regulatory, and natural conditions. Our investment techniques, 
analyses, and judgments may not produce the outcome we intend. 
The investments we select for the fund may not perform as well as 
other securities that we do not select for the fund. We, or the fund’s 
other service providers, may experience disruptions or operating 
errors that could have a negative effect on the fund. You can lose 
money by investing in a mutual fund.

In the United States, mutual funds are distributed by Putnam Retail 
Management.

Investors should carefully consider the investment objectives, risks, charges, and expenses of a fund before 
investing. For a prospectus, or a summary prospectus if available, containing this and other information for any 
Putnam fund or product, call your financial representative or call Putnam at 1-800-225-1581. Please read the 
prospectus carefully before investing. 
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