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With headline inflation remaining elevated globally (Exhibit 1) we revisit the specific
inflation drivers in three major economies: the US, eurozone and UK. We highlight
differences in recent inflationary impulses, our expectations for inflation trajectories over
the coming months and the potential implications for bond yields.

EXHIBIT 1: INFLATION RATES
ON THE RISE—US, EUROZONE
AND UK
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Sources: Bloomberg, Statistical Office of the European Communities, UK Office for National Statistics and US Bureau of Labor Statistics.
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US inflation has run much higher in 2021 than either Western Asset or the Federal Reserve
(Fed) projected just a year ago. This upside surprise has been driven primarily by three

key factors: 1) Energy prices have risen approximately 50% over the last 12 months; 2)

the switch in demand from services to goods during the COVID-19 pandemic continued

in 2021, and 3) bottlenecks in goods production continued to push goods prices higher.
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EXHIBIT 2: CORE SERVICE
INFLATION ONLY SLIGHTLY
HIGHER THAN PRE-COVID-19

As of December 2021
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Sources: Western Asset, US Bureau of Labor Statistics.

This sudden increase in goods demand put a strain on production and delivery systems
already impacted by the pandemic. Prices surged across goods that had seen little inflation,
and even deflation, for the past two decades (Exhibit 2). Service inflation, which had

run above headline inflation for the past two cycles, declined at first but has since recov-
ered and is now close to average levels. A major component of service price inflation,

which has only recently exceeded prior trends, is the cost of shelter.

The strength in rents and home prices we have seen since late-2020 will push shelter
inflation to around 5% for at least the first half of 2022, keeping core inflation elevated
over this period. However, more recently we are starting to see signs of slowing in terms of
increases in rents, prices and house-buying activity.

EXHIBIT 3: USED CAR
INDEXES (NSA)—REBASED TO
100 PRE-COVID-19

As of December 2021
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Sources: Western Asset, US Bureau of Labor Statistics, J.D. Power, Manheim. Forecasts by Western Asset, through June 30, 2024. There is
no assurance that any forecast, estimate or projection will be realized.
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The poster child for bottleneck pricing is used cars, which are up 50% over the last year
driven by higher demand for autos due to the pandemic migration from cities to suburbs
combined with globally constrained production that has yet to fully recover. While used
car auction prices are still at their highs, monthly gains have subsided recently and we
anticipate them peaking in 1Q22 as new car production comes back on line (Exhibit 3).

Despite the initial pandemic impacts on both demand and supply lessening, inflation should
continue to remain high through the first two or three months of 2022. While housing
inflation will likely persist, energy prices have already begun to turn lower and some goods
prices, such as used cars, should also fall. This will likely lead to inflation dropping

sharply into the latter half of the year. This, combined with the Fed ending TIPS-supportive
asset purchases at the end of 1Q22, and the potential for higher policy rates thereafter
should push real yields higher, especially in the 5-year tenor.

EUROZONE

Inflation in the eurozone has likely peaked, but over the next three months the risks are that
it does not fall back as much as expected on the headline measure. This stems from
energy services which is a combination of electricity and heating costs. Exhibit 4 illustrates
that this is a much bigger part of the inflation story in the eurozone than in the US.

EXHIBIT 4: CONTRIBUTION TO
ANNUAL INFLATION FROM
ENERGY SERVICES

As of December 2021
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Source: Western Asset, US Bureau of Labor Statistics, Statistical Office of the European Communities.

The rise in energy service inflation is a combination of rising natural gas and carbon prices
in Europe. Natural gas prices have been rising as storage levels are low after a cold

winter last year; flows from key supplier Russia have been lower than average as have
electricity generation from both wind and solar. On the carbon side (which at current prices
is around 60% of the wholesale electricity price), some electricity producers have

switched from natural gas to less expensive coal, which has increased the demand and
prices for CO2 emissions quotas. The scale of these increases is highlighted in Exhibit 5.

In the last forecast round, the European Central Bank (ECB) raised its annual inflation
forecasts for 2022 to 3.2% and to 1.8% for 2023 and 2024, respectively. This is broadly
in line with current market pricing, in contrast to the US and UK, both of which have
market expectations for inflation higher than their respective central banks’ forecasts.
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EXHIBIT 5: ENERGY PRICE
INCREASES

As of December 22, 2021
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Source: Bloomberg.

With ECB asset purchases falling, net supply rising and the potential for sticky headline
inflation in 1Q22, this should keep pressuring nominal yields higher.

UK

Inflation in the UK rose more than expected in 2021, driven by the dynamics described
earlier for the US and eurozone: supply-chain disruption, bottlenecks amid supply and
demand shocks during the course of the pandemic, and significantly higher energy prices.
While the effects of the pandemic clearly dominated, another factor to consider is the
impact from the UK’s withdrawal from the European Union, particularly since the end of the
Transition Period, which concluded at the end of 2020.

As the fog of the pandemic clears, there are two main ways that we expect the “post-
Brexit” effects on inflation to become clearer. The first relates to the labour market, which a
large number of European nationals left the UK during the COVID-19 pandemic. Consider
for example a European national that had moved to the UK in recent years, worked in
hospitality and lived in rented accommodation—if pandemic rules meant that their job was
lost or furloughed and there were heavy restrictions on any social interactions, returning

to live with family in their home country would likely be an appealing option. Post-Brexit
visa rules make it much more difficult for EU nationals to work in the UK and employers
have reported significant difficulties in hiring. Against this backdrop, the Bank of England
(BoE) is concerned that the tight labour market (the unemployment rate is 4.2%in the UK,
and there are a record 1.2 million job vacancies, per Exhibit 6) will continue to exert
upward pressure on wage growth, which could combine with the current high inflation to
cause medium- and longer-term inflation expectations to become entrenched. Against these
concerns, in December 2021 the BoE became the first G-7 central bank to raise interest
rates since the outbreak of the pandemic.

The second way we expect inflation to be affected is due to greater trade frictions post-
Brexit. While there are hopes that businesses will adjust to the new rules and requirements,
there are costs associated with doing so and these could feed through into higher
consumer prices.
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EXHIBIT 6: UK JOB
VACANCIES, UNEMPLOYMENT
AND AVERAGE EARNINGS
GROWTH

As of January 5, 2022
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The BoE expects inflation to peak around 6% in April 2022 before falling back in the
second half of the year. Given the backdrop described, we expect the BoE’s concern over
higher inflation becoming entrenched to persist, which should lead to further policy-rate
normalization and an underperformance of nominal and inflation-linked gilt yields.
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DEFINITIONS

Headline inflation is the raw inflation figure
reported through the Consumer Price Index
(CPI) that is released monthly by the
Bureau of Labor Statistics.

Tenor is the length of time that will be
taken by the borrower to repay the loan
along with the interest.

U.S. Treasury inflation protected securities

(TIPS) are a special type of Treasury note or

bond that offers protection from inflation.
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Gilts are bonds issued by the British
government.

The nominal yield is the amount of income
earned from a fixed-income security divided
by the security’s par value, expressed as a
percentage.



WHAT ARE THE RISKS?

Past performance is no guarantee of future results. Please note that an investor cannot invest directly in an index.
Unmanaged index returns do not reflect any fees, expenses or sales charges.

Equity securities are subject to price fluctuation and possible loss of principal. Fixed-income securities involve interest
rate, credit, inflation and reinvestment risks; and possible loss of principal. As interest rates rise, the value of fixed
income securities falls. International investments are subject to special risks including currency fluctuations, social,
economic and political uncertainties, which could increase volatility. These risks are magnified in emerging markets.
Commodities and currencies contain heightened risk that include market, political, regulatory, and natural conditions
and may not be suitable for all investors.

U.S. Treasuries are direct debt obligations issued and backed by the “full faith and credit” of the U.S. government. The
U.S. government guarantees the principal and interest payments on U.S. Treasuries when the securities are held to
maturity. Unlike U.S. Treasuries, debt securities issued by the federal agencies and instrumentalities and related
investments may or may not be backed by the full faith and credit of the U.S. government. Even when the U.S. govern-
ment guarantees principal and interest payments on securities, this guarantee does not apply to losses resulting from
declines in the market value of these securities.
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IMPORTANT LEGAL INFORMATION

This material is intended to be of general interest only and should not be construed as individual investment advice or a recommendation or
solicitation to buy, sell or hold any security or to adopt any investment strategy. It does not constitute legal or tax advice. This material may
not be reproduced, distributed or published without prior written permission from Franklin Templeton.

The views expressed are those of the investment manager and the comments, opinions and analyses are rendered as of the publication date
and may change without notice. The underlying assumptions and these views are subject to change based on market and other conditions
and may differ from other portfolio managers or of the firm as a whole. The information provided in this material is not intended as a
complete analysis of every material fact regarding any country, region or market. There is no assurance that any prediction, projection or
forecast on the economy, stock market, bond market or the economic trends of the markets will be realized. The value of investments and
the income from them can go down as well as up and you may not get back the full amount that you invested. Past performance is not
necessarily indicative nor a guarantee of future performance. All investments involve risks, including possible loss of principal.

Any research and analysis contained in this material has been procured by Franklin Templeton for its own purposes and may be acted upon
in that connection and, as such, is provided to you incidentally. Data from third party sources may have been used in the preparation of this
material and Franklin Templeton (“FT”) has not independently verified, validated or audited such data. Although information has been
obtained from sources that Franklin Templeton believes to be reliable, no guarantee can be given as to its accuracy and such information
may be incomplete or condensed and may be subject to change at any time without notice. The mention of any individual securities should
neither constitute nor be construed as a recommendation to purchase, hold or sell any securities, and the information provided regarding
such individual securities (if any) is not a sufficient basis upon which to make an investment decision. FT accepts no liability whatsoever for
any loss arising from use of this information and reliance upon the comments, opinions and analyses in the material is at the sole discretion
of the user.

Products, services and information may not be available in all jurisdictions and are offered outside the U.S. by other FT affiliates and/or
their distributors as local laws and regulation permits. Please consult your own financial professional or Franklin Templeton institutional
contact for further information on availability of products and services in your jurisdiction.

Issued in the U.S. by Franklin Distributors, LLC, One Franklin Parkway, San Mateo, California 94403-1906, (800) DIAL BEN/342-5236,
franklintempleton.com - Franklin Distributors, LLC, member FINRA/SIPC, is the principal distributor of Franklin Templeton U.S. registered
products, which are not FDIC insured; may lose value; and are not bank guaranteed and are available only in jurisdictions where an offer or
solicitation of such products is permitted under applicable laws and regulation.

Australia: Issued by Franklin Templeton Australia Limited (ABN 76 004 835 849) (Australian Financial Services License Holder No. 240827), Level 47, 120 Collins Street, Melbourne,
Victoria, 3000. Austria/Germany: Issued by Franklin Templeton International Services S.a r.l., Niederlassung Deutschland, Frankfurt, Mainzer Landstr. 16, 60325 Frankfurt/Main. Tel: 08
00/0 73 80 01 (Germany), 08 00/29 59 11 (Austria), Fax: +49(0)69/2 72 23-120, info@franklintempleton.de, info@franklintempleton.at. Canada: Issued by Franklin Templeton
Investments Corp., 200 King Street West, Suite 1500 Toronto, ON, M5H3T4, Fax: (416) 364-1163, (800) 387-0830, www.franklintempleton.ca. Netherlands: Franklin Templeton
International Services S.a r.l., Dutch Branch, World Trade Center Amsterdam, H-Toren, 5e verdieping, Zuidplein 36, 1077 XV Amsterdam, Netherlands. Tel: +31 (0) 20 575 2890. United
Arab Emirates: Issued by Franklin Templeton Investments (ME) Limited, authorized and regulated by the Dubai Financial Services Authority. Dubai office: Franklin Templeton, The Gate,
East Wing, Level 2, Dubai International Financial Centre, P.0. Box 506613, Dubai, U.A.E. Tel: +9714-4284100 Fax: +9714-4284140. France: Issued by Franklin Templeton International
Services S.a r.l., French branch, 55 avenue Hoche, 75008 Paris France. Hong Kong: Issued by Franklin Templeton Investments (Asia) Limited, 17/F, Chater House, 8 Connaught Road
Central, Hong Kong. Italy: Issued by Franklin Templeton International Services S.a r..—Italian Branch, Corso Italia, 1 —Milan, 20122, Italy. Japan: Issued by Franklin Templeton Japan Co.,
Ltd., registered in Japan as a Financial Instruments Business Operator [Registered No. The Director of Kanto Local Finance Bureau (Financial Instruments Business Operator), No. 417,
Member of the Investment Trust Association, Japan, the Japan Investment Advisers Association, and Type Il Financial Instruments Firms Association. Korea: Issued by Franklin Templeton
Investment Trust Management Co., Ltd., 3rd fl., CCMM Building, 12 Youido-Dong, Youngdungpo-Gu, Seoul, Korea 150-968. Luxemhbourg/Benelux: Issued by Franklin Templeton
International Services S.a r...—Supervised by the Commission de Surveillance du Secteur Financier - 8A, rue Albert Borschette, L-1246 Luxembourg. Tel: +352-46 66 67-1 Fax: +352-46
66 76. Malaysia: Issued by Franklin Templeton Asset Management (Malaysia) Sdn. Bhd. & Franklin Templeton GSC Asset Management Sdn. Bhd. This document has not been reviewed by
Securities Commission Malaysia. Poland: Issued by Templeton Asset Management (Poland) TFI S.A.; Rondo ONZ 1; 00-124. Warsaw. Romania: Franklin Templeton International Services
S.arl. Luxembourg, Bucharest Branch, at 78-80 Buzesti Str, Premium Point, 8th Floor, Bucharest 1, 011017, Romania. Registered with Romania Financial Supervisory Authority under no.
PJM07.1AFIASMDLUX0037/10 March 2016 and authorized and regulated in Luxembourg by Commission de Surveillance du Secteur Financier. Tel: + 40 21 200 9600. Singapore: Issued by
Templeton Asset Management Ltd. Registration No. (UEN) 199205211E and Legg Mason Asset Management Singapore Pte. Limited, Registration Number (UEN) 200007942R. Legg Mason
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