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Malaysia
Transitory inflation during recovery phase
A low base, supply bottlenecks and pent-up demand are the main drivers for higher inflation in the US. The surge
in US consumer prices has been described as transitory. For inflation to be transitory, we are of the view that the
transitory period should be between 6 and 9 months. However, the Federal Reserve, who sees the current high
inflation as transitory, has not precisely defined the term.
In our view, the Fed is unlikely to raise rates in response to the inflation surge. The Fed is more likely to start
repricing the policy rate sometime from 2023 onwards as opposed to 2022. It will instead start tapering in 2022.
While we are not expecting any rate hike to happen until 2023, we will continue to focus on the supply bottlenecks
and demand. We hope to see pressures from supply bottlenecks and demand to be broadly resolved by 2022. If
that does not happen, it will undermine the Fed’s and our transitory inflation thesis. Certainly, the monetary policy
might have to adjust earlier.


US consumer prices rose more than expected in May by 5% y/y, the highest since the summer of 2008, when oil
prices were skyrocketing. Excluding food and energy, core consumer prices rose 3.8% y/y, the highest pace since
1992. A third of the increase was due to a sharp 7.3% rise in used car and truck prices.



However, the surge in consumer prices has been described as transitory. What is the meaning of this? It means
the current upward pressure on consumer prices should be brief or short-lived. We are of the view that the
transitory period should be between 6 and 9 months.



The Federal Reserve, who sees the current high inflation as transitory, has not precisely defined the term. Its
notes only revealed that it generally expects elevated inflation for the remainder of 2021 and foresees inflation
to moderate in 2022. It also implies that elevated inflation will stay for several more months. However, not all
Fed policymakers are of the same view. Some believe that inflation may linger further into 2022.



We have factored in several months of elevated prices. The comparison to last year’s weak levels — when the
economy was mostly shut down — is a factor. The low -base effect is one important driver of the current surge
in inflation. Driven by subdued 2020 inflation, we are seeing inflation catch-up in 2021 and normalising in 2022.
This would mean that although inflation may remain elevated, the base rate effect will calm inflation over the
coming months, just as comparatively, inflation picked up off the low levels towards the end of 2020.



The other narrative on the upward inflationary pressure comes from the supply bottlenecks. As we are seeing in
many countries, the main driver of inflation is supply bottlenecks. These take place as the economy reopens.
Paired with robust consumer demand i.e. “pent-up demand”, these will put upward pressure on prices. Again,
we are of the view that these unusual disruptions to the economy will start to moderate in 2022 as global supply
chains work out their current issues and pent-up demand fizzles.



Driven by the narratives of low base, supply bottlenecks and pent-up demand, currently there is no expectation
that the Fed will raise rates in response to the inflation surge. The Fed is more likely to start repricing the policy
rate sometime in 2023 onwards as opposed to 2022. Instead, the Fed will start tapering in 2022.
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n our view, the first step towards any change on the Fed’s outlook would be when it publicly discusses the
decision to roll back the US$120 billion in Treasury and mortgage securities it buys each month. This is the
quantitative easing programme that was designed to create liquidity and keep interest rates low.



Once the Fed has started to discuss its quantitative easing programme, we expect the Fed to adopt a wait-andsee stance for a few months before beginning a gradual rollback on its bond-buying until it gets to zero. We
expect the Fed to first talk about tapering bond-buying at its Jackson Hole Economic Symposium in late August.
Any actual reduction to the size of purchases will be either in 2021 or early 2022. Only after that can we expect
the Fed to start considering raising its target federal fund rate from zero.



While we are not expecting any rate hikes to happen until 2023, given that base rates are expected to be a key
driver, if inflation does not show a downward trend over the coming months as we start to compare with higher
levels from the corresponding months in 2020, that may prove to be a concern for the Fed.



And given that supply bottlenecks are seen as a key inflation driver, we hope to see these broadly resolved by
2022. What happens if this trend supply bottleneck continues added with strong demand? More so with the US
economy recovering faster and inflation moving quicker? It may not be as transitory as we all expect, especially
with the global economic recovery and record levels of fiscal and monetary support. It would slow down the
process for inflation to trend back to the Fed’s 2.0% inflation target by early 2022.



Besides, the pricing power in Covid-benefited sectors is expected to weaken although this has yet to materialise.
However, these Covid-recovery sectors represent just 4% of the total CPI while the Covid-benefiting sectors
comprise 12% of the overall price index. That leaves most of the CPI untouched.



In summary, for inflation to prove transitory, we would need to witness a broadly declining trend from now, but
with inflation remaining higher than normal into early 2022. If that does not happen, it will undermine the Fed’s
transitory inflation thesis. Certainly, the monetary policy might have to adjust with a corresponding impact on
markets and appropriate investment strategies. The adjustments may not be pleasant, as many believe any rate
hike is still several years out currently.



Looking ahead, the third quarter is going to be key for our assessment of whether we are entering a new period
of persistent inflation. Inflation is proving sticky and stretching the definition of transitory, making it increasingly
hard for us as well as the Fed to convince investors that its transitory narrative remains valid.

3

AmBank Research
Monday, 02 August 2021
Chart 1: US Fed Balance Sheet (US$ bil)

Chart 2: CPI & Core CPI (% y/y)
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Chart 3: Federal Funds Rate (%)

Chart 4: Unemployment Rate (%) & Initial Jobless Claim (K)
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DISCLOSURE AND DISCLAIMER
This report is prepared for information purposes only and it is issued by AmBank (M) Berhad (“AmBank”) without
regard to your individual financial circumstances and objectives. Nothing in this report shall constitute an offer to
sell, warranty, representation, recommendation, legal, accounting or tax advice, solicitation or expression of views
to influence any one to buy or sell any real estate, securities, stocks, foreign exchange, futures, investment or
other products. AmBank recommends that you evaluate a particular investment or strategy based on your
individual circumstances and objectives and/or seek financial, legal or other advice on the appropriateness of the
particular investment or strategy.
The information in this report was obtained or derived from sources that AmBank believes are reliable and correct
at the time of issue. While all reasonable care has been taken to ensure that the stated facts are accurate and
views are fair and reasonable, AmBank has not independently verified the information and does not warrant or
represent that they are accurate, adequate, complete or up-to-date and they should not be relied upon as such.
All information included in this report constitute AmBank’s views as of this date and are subject to change without
notice. Notwithstanding that, AmBank has no obligation to update its opinion or information in this report. Facts
and views presented in this report may not reflect the views of or information known to other business units of
AmBank’s affiliates and/or related corporations (collectively, “AmBank Group”).
This report is prepared for the clients of AmBank Group and it cannot be altered, copied, reproduced, distributed
or republished for any purpose without AmBank’s prior written consent. AmBank, AmBank Group and its respective
directors, officers, employees and agents (“Relevant Person”) accept no liability whatsoever for any direct, indirect
or consequential losses, loss of profits and/or damages arising from the use or reliance of this report and/or further
communications given in relation to this report. Any such responsibility is hereby expressly disclaimed.
AmBank is not acting as your advisor and does not owe you any fiduciary duties in connection with this report. The
Relevant Person may provide services to any company and affiliates of such companies in or related to the
securities or products and/or may trade or otherwise effect transactions for their own account or the accounts of
their customers which may give rise to real or potential conflicts of interest.
This report is not directed to or intended for distribution or publication outside Malaysia. If you are outside Malaysia,
you should have regard to the laws of the jurisdiction in which you are located.
If any provision of this disclosure and disclaimer is held to be invalid in whole or in part, such provision will be
deemed not to form part of this disclosure and disclaimer. The validity and enforceability of the remainder of this
disclosure and disclaimer will not be affected.
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