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The battle against inflation: are emerging
markets ahead of the curve?

As Covid's impact fades, inflation has become a major
worry for policymakers. Surprisingly, emerging market
central banks are moving faster than their rich country
peers to contain the threat.

Developed economy central banks have fallen behind the inflationary curve, despite
increasingly hawkish guidance. The UK, Swiss and Canadian central banks in
particular have to tighten monetary policy aggressively if they are to regain control
over price pressures, according to Pictet Asset Management's proprietary models.

By contrast, a number of emerging market central banks have been paragons of

prudence and will be able to start cutting rates as early as next year — a state of
affairs that turns historic norms on their head.
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FIG. 1 - Advanced economy central banks behind the curve
Taylor rule estimate for change in key policy rate needed by 2023 subject to financial stability constraint, percentage point

increase/decrease in rates
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*Estimate based on our augmented Taylor Rule model with financial stability estimates in 2023. Source: Pictet
Asset Management, Refinitiv, CEIC. Based on data as at 15.02.2022.
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Many developed economy central banks are in a difficult position. Take the Bank of
England. Its inflation-fighting credibility has come under pressure from a decade of
ultra-easy monetary policy during which time inflation has frequently breached its 2
per cent target. Lately the UK inflation running exceptionally hot — CPI inflation was
5.5 per cent in January and is forecast to breach 7 per cent in the coming months.

At the same time, the UK private sector has a heavy burden of debt, with total credit
to the private non-financial sector running at some 160 per cent of GDP — in the
early 1990s that ratio was under 120 per cent.! This makes the economy particularly
vulnerable to interest rate rises.

As a result, any rate rises would have to take into account financial stability.
According to our Taylor Rule model,? we estimate the UK would have to limit rate
hikes to 2.4 percentage points above the current 0.5 per cent — still a dramatic
move, but one that would balance strains on the economy with recovering Band of
England policy credibility (see Fig. 1).

The story is similar for some other developed economies, particularly Sweden and

Canada, which, in both cases, need to see rises of around 4 percentage points in

2023 to maintain financial stability.
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Emerging market central banks, on the other hand, have largely taken the
inflationary bull by the horns, which means they’ll be in a strong position to start
easing policy in the coming year.

FIG. 2 - Emerging markets central banks ahead of the curve
Taylor rule estimate for change in key policy rate needed in 2023 subject to financial stability constraint, percentage point
increase/decrease in rates
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*Based on our augmented Taylor Rule model with financial stability estimates in 2023. Source: Pictet Asset
Management, Refinitiv, CEIC. Based on data as at 15.02.2022.

Our model suggests that Brazil, Russia, Poland, South Africa and Mexico will be in a
position to cut rates in 2023, with Brazil having scope to slash its policy by nearly 3
percentage points from the current 10.75 per cent [see Fig. 21].

In a nutshell, a number of developed economy central banks will have to work hard
to restore their credibility. By contrast, emerging market central banks have largely
been quick to anticipate and respond to the inflation problem. The trick will be to
negotiate a tightening cycle while minimising financial disruption — years of
accumulated corporate and household debt thanks to the low rate era could yet
cause trouble.

[1] Bank for International Settlements data, to Q2 2021. Data as at 16.02.2022.
[2] We use state-of-the-art semiparametric Taylor Rule to account for a possibly

changing Central Bank’s responsiveness to macroeconomic fundamentals depending
on the state of the economy. In that specification, the policy rate is set as a
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nonlinear function of our inflation forecasts, real GDP growth forecasts and real
effective exchange rate growth rate.
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Important legal information

This marketing document is issued by Pictet Asset Management. It is neither directed to, nor intended for distribution or use by any
person or entity who is a citizen or resident of, or domiciled or located in, any locality, state, country or jurisdiction where such
distribution, publication, availability or use would be contrary to law or regulation. Only the latest version of the fund’s prospectus,
the KIID (Key Investor Information Document), regulations, annual and semi-annual reports may be relied upon as the basis for
investment decisions. These documents are available on assetmanagement.pictet.

This document is used for informational purposes only and does not constitute, on Pictet Asset Management part, an offer to buy or
sell solicitation or investment advice. It has been established on the basis of data, projections, forecasts, anticipations and
hypothesis which are subjective. Its analysis and conclusions are the expression of an opinion, based on available data at a specific
date. The effective evolution of the economic variables and values of the financial markets could be significantly different from the
indications communicated in this document.

Information, opinions and estimates contained in this document reflect a judgment at the original date of publication and are
subject to change without notice. Pictet Asset Management has not taken any steps to ensure that the securities referred to in this
document are suitable for any particular investor and this document is not to be relied upon in substitution for the exercise of
independent judgment. Tax treatment depends on the individual circumstances of each investor and may be subject to change in
the future. Before making any investment decision, investors are recommended to ascertain if this investment is suitable for them
in light of their financial knowledge and experience, investment goals and financial situation, or to obtain specific advice from an
industry professional.

The value and income of any of the securities or financial instruments mentioned in this document may fall as well as rise and, as a
consequence, investors may receive back less than originally invested. Risk factors are listed in the fund’s prospectus and are not
intended to be reproduced in full in this document.

Past performance is not a guarantee or a reliable indicator of future performance. Performance data does not include the
commissions and fees charged at the time of subscribing for or redeeming shares. This marketing material is not intended to be a
substitute for the fund’s full documentation or for any information which investors should obtain from their financial intermediaries
acting in relation to their investment in the fund or funds mentioned in this document.

EU countries: the relevant entity is Pictet Asset Management (Europe) S.A., 15, avenue J. F. Kennedy, L-1855 Luxembourg
Switzerland: the relevant entity is Pictet Asset Management SA , 60 Route des Acacias — 1211 Geneva 73

Hong Kong: this material has not been reviewed by the Securities and Futures Commission or any other regulatory authority. The
issuer of this material is Pictet Asset Management (Hong Kong) Limited.

Singapore: this material is issued by Pictet Asset Management (Singapore) Pte Ltd. This material is intended only for institutional
and accredited investors and it has not been reviewed by the Monetary Authority of Singapore.

For Australian investors, Pictet Asset Management Limited (ARBN 121 228 957) is exempt from the requirement to hold an
Australian financial services license, under the Corporations Act 2001.

For US investors, Shares sold in the United States or to US Persons will only be sold in private placements to accredited investors
pursuant to exemptions from SEC registration under the Section 4(2) and Regulation D private placement exemptions under the
1933 Act and qualified clients as defined under the 1940 Act. The Shares of the Pictet funds have not been registered under the
1933 Act and may not, except in transactions which do not violate United States securities laws, be directly or indirectly offered or
sold in the United States or to any US Person. The Management Fund Companies of the Pictet Group will not be registered under
the 1940 Act.

Pictet Asset Management Inc. (Pictet AM Inc) is responsible for effecting solicitation in North America to promote the portfolio
management services of Pictet Asset Management Limited (Pictet AM Ltd) and Pictet Asset Management SA (Pictet AM SA).
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In Canada Pictet AM Inc. is registered as Portfolio Manager authorised to conduct marketing activities on behalf of Pictet AM Ltd
and Pictet AM SA. In the USA, Pictet AM Inc. is registered as an SEC Investment Adviser and its activities are conducted in full
compliance with the SEC rules applicable to the marketing of affiliate entities as prescribed in the Adviser Act of 1940 ref.
17CFR275.206(4)-3.
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