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Summary and Major Conclusions: 
 

▪ Inflation is the critical variable in the outlook for the economy and financial markets. 

Investment markets thrive in an environment of healthy and sustained economic growth, which 

can be perpetuated only within a framework of price stability. 

 

▪ A rising trend in inflation will eventually trigger a tightening response from the Federal Reserve. 

Tighter monetary conditions inevitably lead to either an economic slowdown or recession, 

accompanied by a contraction in company earnings.  

 

▪ Nobel Prize Laureate Milton Friedman famously asserted in 1967 that inflation is always and 

everywhere a monetary phenomenon. By this he meant that outbreaks of inflation can always be 

traced back to policy mistakes by the Federal Reserve. 

 

▪ There are two broad categories of Federal Reserve policy mistakes: Interest rate suppression — 

holding its policy rate too low for too long; and creation of excessive money and credit. There is 

considerable overlap between these two circumstances. 

 

▪ Holding rates at artificially low levels results in an overheating economy, defined as excessive 

demand (spending) relative to supply (output). This imbalance between aggregate supply and 

demand always culminates in higher inflation. 

 

▪ A related policy mistake is allowing the money supply and credit to grow at a dangerously high 

rate. A statistical analysis of periods of high inflation reveals a strong correlation between 

private sector credit growth and the rate of inflation. 

 

▪ The money supply consists primarily of cash and various forms of bank deposits. The essential 

notion underlying the money supply is that these assets represent liquid funds that are readily 

available for households and businesses to make payment on goods and services.   

 

▪ Rapid growth in the money supply is triggered by an increase in deposits in the banking 

system. Bank deposits increase when the Federal Reserve makes outright purchases of 

government bonds through open-market operations and quantitative easing. 

 

▪ The exponential growth of deposits is captured in the growth of the money supply, currently 

rising at a 27% annual rate, the fastest pace in more than 100 years. Unprecedented growth in 

bond purchases by the Fed has led to a near doubling of its balance sheet to $7.8 trillion. 

 

▪ There has been some partial breakdown in the relationship between the money supply and the 

economy since 2000. However, I believe that there remains a meaningful relationship between 

money growth and inflation, although it’s probably less robust than historically has been the 

case.   

 

 

 

 

Inflation will rise rapidly 

over the next several years 

if the following 

developments take place: 

Consumer spending goes 

into overdrive because of 

the rapid growth in 

personal income and 

massive pool of excess 

savings in household bank 

accounts; bank loans 

recover rapidly; the Fed 

remains on hold and delays 

raising policy rates in a 

timely manner; and the 

Fed monetizes the federal 

debt through aggressive 

purchases of government 

bonds. My assumption is 

that the outcome of these 

four factors will be much 

higher inflation. 

.  
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▪ My overarching conclusion is that the unprecedented growth in the quantity of money over the 

past year will ultimately manifest itself in much higher inflation, although the specific  

cause-and-effect relationship may be less precise than in the past.  

 

▪ Investors should not take comfort from the fact that monetary excesses in response to the 2008 

world financial crisis did not culminate in higher inflation at that time. Major economic, 

financial, and policy differences between today and ten years ago mean that direct comparisons 

are not valid. 

 

▪ The major difference is the extraordinary weakness of the banking sector in 2008, which 

resulted in exceptionally weak credit creation over the subsequent decade. Banks enjoy an 

extremely robust financial health and are poised to increase lending as economic growth 

accelerates over the next two years. 

 

▪ Inflation will rise rapidly over the next several years if consumer spending goes into overdrive 

because of the large pool of savings in household bank accounts and rapid growth in personal 

income. A solid recovery in bank loans and private credit would also spark a sustained rise in 

inflation. 

 

▪ Inflation will climb to dangerous levels if the Fed opts to raise interest rates later rather than 

sooner and if the Fed monetizes the federal debt through aggressive purchases of government 

bonds. 

 

▪ Inflation is the number one variable in the outlook for fixed-income assets. The combination of 

strong economic growth, higher inflation, and gradually tightening monetary conditions is 

consistent with steadily rising bond yields and relentless declines in bond prices.  

 

▪ The trend in inflation will also determine the future direction of the equity market. Higher bond 

yields will result in lower equity valuations, while unacceptably high inflation will compel the 

Fed to tighten policy more aggressively, adversely affecting economic growth and corporate 

earnings. 

 

 
 

“Inflation is always and everywhere a monetary phenomenon in that it can only be 

produced by a more rapid increase in the money supply relative to output of goods 

and services. A steady rate of monetary growth at a moderate level can provide a 

framework under which a country can have little inflation and much growth. It will 

not produce perfect stability; it will not produce heaven on earth; but it can make 

an important contribution to a stable economic society.” 

 

     Milton Friedman 

         Nobel Prize Laureate 1976 

 

I have stated on numerous occasions that inflation is the critical variable in the 

outlook for the economy and financial markets. Asset markets thrive in an 

environment of healthy and sustained economic growth, which can be perpetuated 

only within a framework of price stability. Inflation is the principal enemy of 

financial markets, mainly because a rising trend in inflation will eventually trigger 

a tightening response from the Federal Reserve. Tighter monetary conditions 

inevitably lead to either an economic slowdown or recession.  
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The longest expansion in American history — from 2009 to 2019 — was 

accompanied by an extended period of exceptionally low inflation. The 

accompanying equity bull market during that decade was also the longest in stock 

market history. In a similar manner, the duration of the current economic 

expansion and bull market that began roughly one year ago is predicated upon the 

future trend in inflation. This week’s Economic Perspective provides an analytical 

framework for investors to monitor current inflation trends, with a focus on 

monetary conditions.  

 

WHAT IS THE RELATIONSHIP BETWEEN MONETARY POLICY AND INFLATION? 

 

Nobel Prize Laureate Milton Friedman famously asserted in 1967 that inflation is 

always and everywhere a monetary phenomenon. By this he meant that outbreaks 

of inflation can always be traced back to policy mistakes by the Federal Reserve. 

 

There are two broad categories of Federal Reserve policy mistakes: Interest rate 

suppression — holding its policy rate too low for too long; and creation of excessive 

money and credit. Holding the federal funds rate at artificially low levels results in 

an overheating economy, defined as excessive demand (spending) relative to 

supply (output). This imbalance between aggregate supply and demand always 

culminates in higher inflation as productive resources become fully absorbed and 

economic slack is eliminated.  

 

The other major policy mistake is allowing the money supply to expand at a 

dangerously high rate, accompanied by rapid growth in credit. A statistical analysis 

of periods of high inflation reveals a strong correlation between private sector 

credit growth and the rate of inflation. It should be pointed out that there is 

considerable overlap between these two policy errors — interest rate suppression 

usually results in excess growth in money and credit. 

 

HOW IS THE MONEY SUPPLY DEFINED AND MEASURED? 

 

The domestic money supply consists primarily of cash and bank deposits. There 

are several measures of the quantity of money, but the most closely watched 

measure is M2. The M2 money supply consists of cash in circulation, regular 

savings accounts, demand deposits, time deposits, and assets in money market 

funds. The essential point underlying the concept of the money supply is that 

these assets represent liquid funds that are readily available for households and 

businesses to make payment on goods and services. The M2 money supply is 

currently growing at an annual rate of 27%, the fastest pace in more than 100 

years. 
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COULD YOU EXPLAIN HOW CHANGES IN THE MONEY SUPPLY COME ABOUT? 

 

Simply put, an increase in the money supply is triggered by an increase in deposits 

at commercial banks. Bank deposits increase when the Federal Reserve makes 

outright purchases of government bonds through open-market operations and 

quantitative easing (QE). These actions by the Fed can be best understood as an 

exchange of liquidity from the Fed for bonds from the bank and nonbank public. 

This exchange culminates in injections of liquidity into the economy, serving as 

stimulus for increased spending on goods and services. 

 

The money mechanics are straightforward. The purchase of government bonds by 

the Fed results in an expansion of its balance sheet. Since the onset of the 

pandemic in February of last year, the Fed’s balance sheet has exploded, with total 

Fed assets rising from $4.2 trillion in 2019 to $7.8 trillion at the end of April. At 

the same time, its liabilities have increased, in the form of higher reserves in the 

banking system (see chart 1).  

 

These accounting entries for the Fed can be viewed as a mirror image within the 

banking system: Bank assets have increased in the form of larger reserves and 

holdings of cash, while bank liabilities have increased significantly in the form of 

larger deposits (see chart 2).  

Chart 1: Surge in the Federal Reserve’s Balance Sheet 

Total Assets Held by Federal Reserve System ($ Billions) 

Source: Federal Reserve 
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Chart 2: Record Level of Cash at US Banks 

Cash Holdings US Banking System ($ Billions) 

Source: FDIC 
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WHAT IS THE MEANING OF THE TERM PRINTING MONEY? 

 

This has become a grossly overused term and is in reality a misnomer. The Fed 

cannot create, or “print,” money on its own. Large-scale purchases of government 

bonds — as in quantitative easing — do not in themselves result in money 
creation; only when the increase in bank reserves translates into increases in bank 

deposits through bank lending and credit creation will there be a sustained 

increase in the stock of money — and a concomitant risk of higher inflation.   

 
WHAT IS THE FUNDAMENTAL RELATIONSHIP BETWEEN THE MONEY SUPPLY 

AND THE REAL ECONOMY? 

 

There has been some partial breakdown in the relationship between the money 

supply and the real economy. Prior to 2000, one could observe a very close 

relationship between the M2 money supply and the rate of inflation. I believe that 

there is still a meaningful relationship between the quantity of money and 

inflation, although it’s probably less robust than in the past. Consequently, my 

overarching conclusion is that unprecedented growth in M2 over the past year will 

ultimately manifest itself in much higher inflation, although the timing and cause-

and-effect relationship may be less precise than historically has been the case.  

 

INFLATION WAS REMARKABLY STABLE FOR THE DECADE FOLLOWING THE 

2008 RECESSION. WHY SHOULD INFLATION BEHAVE DIFFERENTLY THIS 

TIME? 

 

It is certainly true that many investors predicted higher inflation in the aftermath 

of the world financial crisis in 2008 because of quantitative easing and rapid 

money supply growth. Inflation never accelerated because of three factors that 

differ from today: 

 

▪ Money Supply: Growth in the M2 money supply accelerated from 5% in 2006 

to 10% in 2010 but fell back to 5% in 2012. The reason is that bank lending 

(and overall credit growth) did not grow for many years. During the past 12 

months, the money supply increased from 6.5% at yearend 2019 to a current 

annual rate of 27%, the fastest rate in more than 100 years (see chart 3).  

 

▪ Banking System: The banking sector was in shambles in 2010. Instead of 

making new loans, the banks were preoccupied with problem loans and 

rebuilding capital and liquidity ratios. Credit creation during the decade 

following the 2008 financial crisis was one of the slowest on record. It is very 

difficult for inflation to increase when the banking system is depressed, and 

money and credit growth is anemic. This time is different: Because of their 

current exceptionally strong finances, banks will begin to increase lending as 

the economy is restored to normal. 
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▪ Budget Deficits: While the federal budget deficit increased sharply in 2008, 

from 1% of GDP to 10% of GDP, the increase in 2020 was twice as large. As 

a share of nominal GDP, the current deficit is nearly 20% and growing. Very 

large budget deficits place enormous pressure on the Federal Reserve because 

of the temptation to absorb the large issuance of government debt needed to 

fund the deficit. In order to suppress bond yields in the short term, the Fed 

could purchase the new supply of bonds flooding the market — a practice 

referred to as debt monetization — thereby reinforcing the rapid growth in the 

money supply. 

 

The bottom line is that any comparison between the past two recessions is futile 
because of the vastly different circumstances peculiar to each period. While 
government data show that current inflation is depressed, market-based measures 

of inflation reveal that inflationary expectations are rising at a rapid pace. 

 

HOW DOES ALL OF THIS SHAPE YOUR INFLATION OUTLOOK? 

 

My forecast assumes that inflation will remain under reasonable control over the 

next year but could then begin to move higher at a faster pace later next year and 

in 2023 as the economy reaches full employment. I expect government data on 

consumer inflation will fluctuate within a range of 2% to 2.5% over the next 12 

months but rise to 3% at the end of 2022. It would not be surprising to see 

consumer inflation approach 4% during 2023 and 2024, before rolling over once 

the Federal Reserve’s rate-tightening cycle moves into full gear in 2024  

(see chart 4).  

 

Chart 3: Unprecedented Growth in the US Money Supply 

Annual % Growth Rate M2 Money Supply 

Source: Federal Reserve 
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WHAT ARE THE KEY SIGNALS THAT INVESTORS SHOULD MONITOR TO GAUGE 

THE DIRECTION OF INFLATION? 

 

There are four critical variables that will determine the outlook for inflation over 

the next three years: 
 

1. The extent to which the surge in incomes and savings that have accumulated 

over the past year of unprecedented fiscal stimulus finds its way into spending 

on goods and services 
 

2. The extent to which the banking system begins to use its massive build-up of 

excess reserves and deposits to extend loans to businesses and households 
 

3. The timing and extent to which the Federal Reserve is preemptive in 

unwinding the massive monetary stimulus of the past year and begins to 

implement a new rate-tightening cycle 
 

4. The extent to which the massive supply of government bonds issued by the 

Treasury to fund the budget deficit is purchased directly by the Federal 

Reserve, as opposed to private investors, in an endeavor to suppress borrowing 

costs 
 

In conclusion, inflation will rise rapidly over the next several years if the following 

developments take place: Consumer spending goes into overdrive because of the 

rapid growth in personal income and massive pool of excess savings in household 

bank accounts; bank loans recover rapidly; the Fed remains on hold and delays 

raising policy rates in a timely manner; and the Fed monetizes the federal debt 

through aggressive purchases of government bonds. My assumption is that the 

outcome of these four factors will be much higher inflation. 

Chart 4: US Consumer Inflation Currently Under Control 

US Core Consumer Price Index (CPI) 

Excluding Food and Energy, Annual % Change 

Source: Bureau of Labor Statistics 
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WHAT ARE THE PRIMARY INVESTMENT IMPLICATIONS? 

 

The future path of inflation is the number one variable in the outlook for financial 

assets. For the fixed-income market, the combination of strong economic growth, 

higher inflation, and gradually tightening monetary conditions is consistent with 

steadily rising bond yields and relentless declines in bond prices in coming years.  

 

The trend in inflation will also determine the future direction of the equity market. 

Inflation is relevant to the equity market in two critical respects: (1) Higher 

inflation means higher bond yields, and therefore lower equity valuations; and (2) 

Unacceptably high inflation will compel the Federal Reserve to raise its policy rate 

more aggressively, which would have an adverse effect on economic growth and 

corporate earnings.  

 

Inflation is unlikely to be a major investment issue in the short term. My forecast 

of relative price stability over the next year should keep the Fed on hold and 

thereby allow stock prices to drift somewhat higher. However, the equity market 

could be at risk beginning in the second half of next year and in 2023, as the 

onset of a new rate-tightening cycle becomes more imminent. The magnitude of 

stock market weakness at that time will depend upon the expected potency of 

inflationary forces and the extent to which the Fed tightens monetary policy.   
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This material is intended to provide information only. This material is not intended as advice or recommendation about investing or managing your retirement 
savings. By sharing this information, Prudential Retirement® is not acting as your fiduciary as defined by the Department of Labor or otherwise. If you need 
investment advice, please consult with a qualified professional. 
 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding 
the suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned 
herein, the recipient(s) of this report must make its own independent decisions. 
 
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory 
trends as of the original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 
contemplated in such forward-looking statements. As a result, you should not rely on such forward-looking statements in making any decisions. No 
representation or warranty is made as to future performance or such forward-looking statements. 
 
The financial indices referenced herein are provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding 
such indices has been obtained from sources believed to be reliable but has not been independently verified. 

Bloomberg Barclays US Aggregate Bond Index: is a broad base, market capitalization-weighted bond market index representing intermediate term 
investment grade bonds traded in the United States. Investors frequently use the index as a stand-in for measuring the performance of the US bond market. 

Dow Jones Industrial Average: is a stock market index that measures the stock performance of 30 large companies listed on stock exchanges in the 

United States. 
 
MSCI World Excluding US Equity Index: is a stock market index comprising of non-U.S. stocks from 23 developed markets and 26 emerging markets. 

The index is calculated with a methodology that focuses on liquidity, investability, and replicability.  
 
NASDAQ: is an American stock exchange at One Liberty Plaza in New York City. It is ranked second on the list of stock exchanges by market capitalization 
of shares traded, behind the New York Stock. 
 
Russell 2000 Index: is a small-cap stock market index of the smallest 2,000 stocks in the Russell 3000 Index. It was started by the Frank Russell 
Company in 1984. The index is maintained by FTSE Russell, a subsidiary of the London Stock Exchange Group. 
 
Russell 3000 Growth Index: is a market capitalization-weighted index based on the Russell 3000 index. The Russell 3000 Growth Index includes 
companies that display signs of above-average growth. The index is used to provide a gauge of the performance of growth stocks in the United States. 
 
Russell 3000 Value Index: : is a market-capitalization weighted equity index maintained by the Russell Investment Group and based on the Russell 3000 
Index, which measures how U.S. stocks in the equity value segment perform by including only value stocks. 
 
S&P 500® Index: Measures the performance of 500 widely held stocks in US equity market. Standard and Poor's chooses member companies for the index 
based on market size, liquidity and industry group representation. Included are the stocks of industrial, financial, utility, and transportation companies. Since 
mid-1989, this composition has been more flexible and the number of issues in each sector has varied. It is market capitalization-weighted. 
 
These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or any investment management services and should not be used as the basis for any investment decision. Past performance is 
not a guarantee or reliable indicator of future results. 

The information provided is not intended to provide investment advice and should not be construed as an investment recommendation by Prudential 
Financial or any of its subsidiaries.     
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