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Keeping the faith: ol
now is not the time to
abandon inflation targets

There are growing calls for central banks to reduce
their emphasis on inflation. However, ignoring
inflation would be a mistake. To do so would lock
in low interest rates for longer and make it harder
to counteract economic downturns.




Monetary policy is at an inflection point. The extraordinary support from central banks is being
gradually scaled back as economies improve and financial markets remain calm. Yet investors
remain sceptical about how much central banks will raise interest rates by, because inflation
remains stubbornly low across most of the advanced world.

Historically, declining unemployment has usually been closely
followed by healthy increases in inflation. But this relationship
- described by the Phillips Curve * — has weakened
significantly since the financial crisis. Even in economies like
the US, Germany and Japan, where the unemployment rate
has fallen below estimates of its natural rate, there are few
signs of rapidly building inflation pressures.

This inflation ‘puzzle’is prompting much soul-searching. Has
the Phillips Curve broken down completely? Or is it that policy
needs to remain looser for longer to overcome the cyclical
and structural forces weighing on inflation? The answers to
these questions, which will swirl around well into next year,
have major consequences for the future of monetary policy
and asset pricing.

The Bank for International Settlements (BIS) is leading the
charge for a rethinking of monetary policy frameworks. It
argues that low inflation is mainly due to the benign effects of
globalisation and technological advances. The BIS also thinks
that central banks’ commitment to ultra-low interest rates is
distorting the economy and amplifying financial cycles. The
upshot is that central banks put less weight on their inflation
targets and withdraw policy support more quickly.

The wider central-bank community is unconvinced by this
line of argument. There is agreement that there are structural
restraints on inflation and that wages and consumer prices
have become less responsive to changes in unemployment.
But most central banks also think that inflation is still low
because the recovery from the crisis has been so weak and
spare capacity has not been completely eliminated. They have
therefore drawn a very different lesson from the era of low
inflation than the BIS: policy should be kept accommodative
for longer, and it will simply take time for healing from past
crises and the gradual erosion of spare capacity to be felt.

These debates are far from academic. In my view, it would be
dangerous for central banks to give up on their medium-term
inflation objectives. Doing so would lock in low inflation and
low interest rates for longer, as well as further dampening
inflation expectations. It would also undermine the ability

of central banks to fight future recessions and deflationary
shocks. That is because there would be less room for real
interest rates and real wages to adjust. That would only serve

* The Phillips Curve describes the theoretical and historical empirical relationship

between changes in economic slack and either wage or consumer price inflation.

Normally it would be expected that as unemployment rates fall toward their
natural or structural rates, underlying inflation rates would increase. In practice,
however, both the position and slope of this curve has tended to shift over time,
as has the amount of time it takes for changes in the labour market to impact
wages and prices.

to increase output and financial-market volatility. Moreover,
if a drop in inflation has been accepted once, why not again?
Meanwhile, the real value of debt obligations would come
down more slowly, weighing on demand.

As for credit and asset price imbalances, the financial crisis
showed just how destabilising they can be. But the crisis
was mostly a failure of regulation not of monetary policy.
Accordingly, the financial cycle is best managed using
targeted regulation, more effective micro and macro-
prudential supervision, and the maintenance of ‘flexible’
inflation mandates that ensure that monetary and financial
policymakers are singing from the same hymn sheet.

Reassuringly, central banks have not yet given up on their
inflation objectives. Their reaction functions are therefore
unlikely to change significantly in the near term. But the
challenges of conducting monetary policy in a world of less
responsive inflation and lower average growth and interest
rates will not go away.

As a result, further policy experimentation is inevitable,
especially when the next recession hits. Among the options
being debated is for central banks to purchase real assets
instead of just financial ones when unconventional policies
are needed, and to coordinate those purchases with
governments. Ben Bernanke (former Chairman of the US
Federal Reserve) recently suggested that central banks should
turn to temporary price-level targeting - whereby they
would commit to compensating for periods of below-target
inflation with periods of above-target inflation when policy
rates have reached their lower bound. They may also explore
mechanisms to reduce the lower bound itself by finding
safer ways to deliver negative interest rates. Of course, with
experimentation always come unintended consequences.
Investors may think that the last decade has been difficult to
navigate. But they ain’t seen nothing yet.
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Important information

Investors should be aware that past performance is not a guide to future results. The value of investments, and the income
from them, can go down as well as up and investors may get back less than the amount invested.

Aberdeen Standard Investments is a brand of the investment businesses of Aberdeen Asset Management and Standard
Life Investments.

This document should not be considered as an offer, investment recommendation, or solicitation, to deal in any investments
or funds mentioned herein and does not constitute investment research. Aberdeen Standard Investments does not warrant
the accuracy, adequacy or completeness of the information and materials contained in this document and expressly disclaims
liability for errors or omissions in such information and materials.

Any research or analysis used in the preparation of this document has been procured by Aberdeen Standard Investments for
its own use and may have been acted on for its own purpose. The results thus obtained are made available only coincidentally
and the information is not guaranteed as to its accuracy. Some of the information in this document may contain projections or
other forward looking statements regarding future events or future financial performance of countries, markets or companies.
These statements are only predictions and actual events or results may differ materially.

All information, opinions and estimates in this document are those of Aberdeen Standard Investments, and constitute our
best judgement as of the date indicated and may be superseded by subsequent market events or other reasons. Aberdeen
Standard Investments reserves the right to make changes and corrections to any information in this document at any time,
without notice.

The reader must make their own assessment of the relevance, accuracy and adequacy of the information contained in this
document and make such independent investigations, as they may consider necessary or appropriate for the purpose of such
assessment. This material serves to provide general information and is not meant to be investment, legal or tax advice for any
particular investor. No warranty whatsoever is given and no liability whatsoever is accepted for any loss arising whether directly
or indirectly as a result of the reader, any person or group of persons acting on any information, opinion or estimate contained
in this document.

This material is not to be reproduced in whole or in part without the prior written consent of Aberdeen Standard Investments.

Risks of investing:

Equities: Foreign securities may be more volatile, harder to price and less liquid than domestic securities. They are subject to
different accounting and regulatory standards, and political and economic risks. These risks may be enhanced in emerging
markets countries.

This is not a complete list or explanation of the risks involved and investors should read the relevant offering documents and
consult with their own advisors before investing.

This document is available for distribution by:

¢ Aberdeen Asset Managers Limited. Authorised and regulated by the Financial Conduct Authority in the United Kingdom.
Registered Office: 10 Queen’s Terrace, Aberdeen AB10 1YG. Registered in Scotland No. 108419.

¢ Standard Life Investments Limited registered in Scotland (SC123321) at 1 George Street, Edinburgh EH2 2LL. Standard Life
Investments Limited is authorised and regulated in the UK by the Financial Conduct Authority.






Investment involves risk. The value of investments, and the income from them, can go down as well as up and an investor
may get back less than the amount invested. Past performance is not a guide to future results.

Aberdeen Standard Investments is a brand of the investment businesses of Aberdeen Asset Management and Standard
Life Investments.
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