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What is driving inflation? 

Inflation has been low for a generation. Since the hyperinflation of the 1970s was quashed, 
the world has enjoyed muted inflation in an almost uninterrupted fashion. Anyone born in 
the developed world since the early 1970s has grown up knowing only stable prices and, 
indeed, since the global financial crisis (GFC) deflation has been considered a larger risk than 
inflation. That may now be changing.

In the US, Producer Price Inflation (PPI) in Q1 was at its highest level in 40 years and 
Consumer Price Inflation (CPI) was at its highest level in a decade while mentions of 
“inflation” during US earnings calls have more than tripled year-on-year1. 

Given this, and the amount of investor interest we have seen on the topic, we thought it 
would be useful to explore the fundamentals of what we believe are the underlying drivers 
of inflationary risks and the ways in which these are and are not relevant for asset pricing. 
Rather than a formal economic analysis, what we present below represents our opinion of 
the path of causality that we believe best explains the current situation. 

It all starts with money

Milton Friedman, the noted monetarist, famously declared: “Inflation is always and 
everywhere a monetary phenomenon”.

In that context, global money supply growth is highly disconcerting. Below, we show the US 
Money Supply (M1) going back to 1959 which we depict logarithmically in order to highlight 
the rate of growth.

David Sugarman 
Head of Convertible & 
Credit Research
David joined Polar Capital 
in 2011 and leads the 
credit and convertible 
bond research for the 
Global Convertible Fund.

1. Source: US Bureau of Labor Statistics, MarketWatch. 2. Source: Federal Reserve Bank of St Louis; 
Bloomberg. All opinions and estimates constitute the best judgment of Polar Capital as of the date hereof, 
but are subject to change without notice, and do not necessarily represent the views of Polar Capital. 
Eurohedge Absolute UCITS Awards 2018. ©2021 Morningstar. All Rights Reserved. Rating representative 
of the USD I Dist Share Class, as at 28/02/2021. Ratings may vary between share classes. The information 
contained herein: (1) is proprietary to Morningstar and/or its content providers; (2) may not be copied 
or distributed; and (3) is not warranted to be accurate, complete or timely. Neither Morningstar nor its 
content providers are responsible for any damages or losses arising from any use of this information. Past 
performance is no guarantee of future results. For more detailed information about the Morningstar Rating 
or Morningstar Analyst rating, including its methodology, please go to: http://corporate1.morningstar.com/
AnalystRating/. All ratings and awards refer to the Polar Capital Global Convertible Fund.

Awards & ratings

As it clearly demonstrates, the rate of increase that was created by the COVID-19 pandemic 
policy response is unprecedented and of a vastly different magnitude than anything which has 
occurred previously. Between February 2020 and 2021, M1 (a broad measure of liquid cash 
and near cash) grew by over $14trn, or approximately 70% of US GDP in just a single year2.

While this kind of growth does not necessarily cause inflation by itself, as Friedman notes it 
creates a fertile environment for it – and 70% growth in a single year is especially fertile.

Money Supply (M1) Growth: 1959-Present
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“Over the past year, the private 
sector has accumulated cash at rates 
unprecedented in modern history”

All opinions and estimates constitute the best judgment of Polar Capital as of the date hereof, but are subject 
to change without notice, and do not necessarily represent the views of Polar Capital. 

Where did all the money go?

A common criticism lodged against monetarist arguments is that, despite the volume 
of monetary easing after the GFC, inflation remained subdued for over a decade at 
generational lows. So, what is different this time? The answer lies in where all the newly 
created money went. 

Following the GFC, much of the policy response was intended to recapitalise the financial 
system. As a result, a large amount of the monetary injections was soaked up by the 
banking system in the form of excess reserves. Between January 2008 and January 2010, 
excess reserves increased from essentially nothing to over $1trn – a figure even larger than 
the increase in the money supply during that period as the money supply ‘only’ grew by 
$700bn. 

That excess reserves grew by more than the money supply implies that most of the 
monetary easing during this period did not reach the real economy and thus could have 
only limited impacts on inflation.

However, the post-COVID-19 situation is different. Because the nature of the policy 
response was very different this time, most of the money created has reached the real 
economy, which creates outcomes such as that shown below. Here we see that demand 
deposits (essentially everyday chequing accounts) in the US have grown by over $2trn (or 
10% of US GDP) in the year to March 2021. Again, this rate of growth is unprecedented 
– the corresponding figure for 2009, for example, was negative and the largest increase in 
any calendar year post-GFC was less than 1% of US GDP.  

Demand Deposit Growth: 2001-Present
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Source: Bloomberg.

To put it very simply, over the past year, the private sector has accumulated cash at rates 
unprecedented in modern history.

Demand, meet supply

Although shocking in magnitude, even increases in money supply like these are insufficient 
to guarantee inflation, though they certainly make it more likely. This is because inflation is 
essentially a measurement of the relative balance of a quantity of money and the volume of 
goods upon which that money is spent. Or, to simplify, inflation is a reflection of supply and 
demand.

The above focus on money supply and private sector cash balances reflects the magnitude 
of demand while the anecdotal reports of pent-up demand waiting to be spent as 
lockdowns ease reflect the voracity of that demand (such as London pubs running out of 
beer). Such situations can possibly result in a demand pull inflationary situation whereby 
excess demand, or “too much money chasing too few goods”, results in price spikes. 
However, if supply rises enough to meet this demand, no inflation may occur.
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Therefore, to get a complete picture of inflationary risks, it is necessary to focus on the 
supply side of the economy as well. Unfortunately, here too the situation looks concerning.

In response to the onset of the COVID-19 pandemic, multiple industries witnessed 
significant reductions in output – occasionally from bankruptcies or intentional capacity 
reductions, but more commonly from production shutdowns or under-investment in 
inventories. The most widely discussed of these is the semiconductor industry but there are 
numerous other examples, such as lumber or metals – in all cases, customers dramatically 
cut orders and suppliers ran down inventories in the spring of 2020, only to see consumer 
demand prove resilient and supply chain shortages become acute. This has resulted in 
significant price spikes across most industries’ supply chains, such as those shown below.

All opinions and estimates constitute the best judgment of Polar Capital as of the date hereof, but are subject to 
change without notice, and do not necessarily represent the views of Polar Capital. It should not be assumed that 
recommendations made in future will be profitable or will equal performance of the securities in this document. 
A list of all recommendations made within the immediately preceding 12 months is available upon request.

DRAM memory pricing
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“In response to the onset of the 
COVID-19 pandemic, multiple industries 
witnessed significant reductions in 
output, [primarily] from production 
shutdowns or under-investment in 
inventories.”
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Enter inflation

The above shows that we are currently in a very unusual state of affairs where both of the 
main cyclical inflationary forces are at play: demand pull, driven by eager consumers who 
are full of cash, and cost push, driven by supply chain shortages driving up production costs.

However, thankfully, wage pressures remain benign (for now) as the world is gradually 
reopening from lockdowns. This implies that consumer-facing cost increases should trail 
those facing producers as companies pass these price rises on with a lag. Or, in technical 
terms, we would expect to see producer prices rise before consumer prices. 

That is precisely what we are seeing, as noted above. PPI at 9.5% in April is currently at 
40-year highs whereas CPI was at 4.2% in April, merely a 10-year high.      

Nonetheless, with unemployment being low and having recovered much of the  
COVID-19-related disruptions, it is unsurprising that labour market indicators suggest 
tightness, including a record 42%  of US small businesses reporting a lack of workers in 
March and a record high in the US JOLT job openings rate3.

The implications of this are seen in things such as McDonalds announcing that they will 
increase the wages of over 35,000 staff in the US by an average of 10% as they continue to 
face a “challenging hiring environment”.
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3. Source: National Federation of Independent Business and US Bureau of Labor Statistics. All opinions and 
estimates constitute the best judgment of Polar Capital as of the date hereof, but are subject to change 
without notice, and do not necessarily represent the views of Polar Capital. It should not be assumed that 
recommendations made in future will be profitable or will equal performance of the securities in this document. 
A list of all recommendations made within the immediately preceding 12 months is available upon request.

“We are currently in a very unusual 
state of affairs where both of the 
main cyclical inflationary forces are 
at play”
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This suggests that wage increases are more likely than not and that companies will have 
power to increase prices. As a result, we would expect consumer prices to rise faster in the 
coming months.

Summary and implications

In short, we see a multitude of inflationary risks: 

• Unprecedented increases in monetary aggregates

• Record levels of consumer cash balances

•  High levels of aggregate demand

•  Supply chain disruptions leading to input price shocks

Taken together, these raise the risks for significant near-term inflationary overshoots. We 
have argued for some time that due to the sheer size of these forces, such inflationary 
spikes are far more likely than not.

What remains unknown is whether these temporary spikes would lead to a structural 
change in the inflationary environment (the rise of built-in inflation). Much depends on 
inflationary expectations – if consumers come to expect inflation, then self-fulfilling wage/
price spirals can result.

We do not have an opinion on how likely this is, noting the risk of self-reinforcing feedback 
loops currently appears limited. In particular, we note that while inflation expectations have 
risen, those expectations reflect greater concern over short-term than long-term spikes as 
5-year inflation breakevens are above 10-year breakevens, indicating that markets expect 
inflation to decline over time. Thus, while the question of structural inflation is unresolved, 
the market evidence for this is somewhat reassuring.

However, we believe that it is the near-term inflation environment that is most important for 
the outlook for markets and risk assets, rather than the open question of structural inflation. 
This is because the more short-term price spikes we see, and the greater the magnitude of 
these, the higher the likelihood that inflation can become ingrained. The presence of this 
risk, rather than the event itself, is sufficient to impact asset prices. To wit, the hyperinflation 
caused by the oil price shocks in the 1970s ultimately proved to be temporary, though that 
did not stop it from having dramatic effects on markets.

As inflationary expectations remain relatively low by historical standards, we believe they can 
rise materially. Given the sheer magnitude of the inflationary forces at play (as noted above) 
and how sanguine the Fed has been about addressing these, we believe there is a material 
risk that the near-term spikes in inflation could be significant, with multiple CPI prints over 
5% possible and, perhaps, likely.

We do not believe that markets are priced for this possibility and consequently tail risk has 
grown for duration-sensitive assets. 

That being said, we are also cognisant that monetary policy remains accommodative, 
fiscal policy remains hugely expansionary, real rates remain near all-time lows, and that all 
the inflationary forces we have mentioned above can also provide tailwinds to corporate 
earnings. Thus, asset pricing, especially in those sectors without inflationary headwinds, can 
continue to expand regardless of the path of near-term inflation.

Market direction is therefore a complex question with multiple potential outcomes. We 
do not claim to have all the answers. Rather, we have written this simply to help inform as 
these dynamics are so powerful that it is incumbent upon all investors to understand them 
so they can make their own determination as to the most appropriate places to find the risk/
reward opportunities that they require.

We hope we have been helpful in this regard.

David Sugarman, 

Head of Convertible and Credit Research, Polar Capital 

20 May 2021

“We believe that it is the near-
term inflation environment that is 
most important for the outlook for 
markets and risk assets”
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Important Information: 

This document is provided for the sole use of the intended recipient and it shall not and does not constitute an offer or solicitation of an offer to make an investment into 
any fund managed by Polar Capital. It may not be reproduced in any form without the express permission of Polar Capital and is not intended for private investors. This 
document is only made available to professional clients and eligible counterparties. The law restricts distribution of this document in certain jurisdictions; therefore, persons 
into whose possession this document comes should inform themselves about and observe any such restrictions. It is the responsibility of any person or persons in possession 
of this document to inform themselves of, and to observe, all applicable laws and regulations of any relevant jurisdiction. The information contained in this document is 
not a financial promotion.  It is not designed to contain information material to an investor’s decision to invest in Polar Capital Funds Plc – Global Convertible Fund. SUCH 
INFORMATION, INCLUDING RELEVANT RISK FACTORS, IS CONTAINED IN THE FUND’S OFFER DOCUMENT WHICH MUST BE READ BY ANY PROSPECTIVE INVESTOR. This 
document is only aimed at professional clients and eligible counterparties as defined by the European Directive n° 2004/39/EC dated 21 April 2004 (MIFID) as the same has 
been applied into French law by articles D. 533-11 and D.533-13 of the French Code monétaire et financier. This document is not destined for non professional clients who 
do not have the experience, knowledge or competence needed to take their own investment decisions and correctly evaluate the risks involved. Shares in the Fund should 
only be purchased by professional investors. Any other person who receives this presentation should not rely upon it. The law restricts distribution of this document in certain 
jurisdictions, therefore, persons into whose possession this document comes should inform themselves about and observe any such restrictions.  It is the responsibility of any 
person or persons in possession of this document to inform themselves of, and to observe, all applicable laws and regulations of any relevant jurisdiction. This document 
does not provide all information material to an investor’s decision to invest in the Fund. Before any subscription, it is recommended that you read carefully the most recent 
prospectus and review the latest financial reports published by the Fund. The Key Investor Information Document, full prospectus, articles and latest annual report are freely 
available upon request from BNP Paribas Securities Services, the centralising agent of the Fund in France: BNP Paribas Securities Services, 66, rue de la Victoire, 75009 Paris, 
France. Contact: Zaher Aridi, Tel: +33(0)1 42 98 50 57.

Please note that the prospectus of Polar Capital Funds plc and the supplement in relation to the Fund are only available in English.

The European Directive on collective investment schemes n° 2009/65/EC dated 13 July 2009 (UCITS) established a set of common rules in order to permit the cross border 
marketing of collective investment schemes complying with the directive. This common foundation did not prohibit different methods of implementation. This is why a 
European collective investment scheme may be marketed in France even though the activity of such scheme would not respect rules identical to those which are required for 
the approval of this type of product in France. The Fund received an authorisation for marketing in France from the Autorité des Marchés Financiers on 14 January 2014.

Statements/Opinions/Views: All opinions and estimates constitute the best judgment of Polar Capital as of the date hereof, but are subject to change without notice, 
and do not necessarily represent the views of Polar Capital. This material does not constitute legal or accounting advice; readers should contact their legal and accounting 
professionals for such information. All sources are Polar Capital unless otherwise stated.

Third-party Data: Some information contained herein has been obtained from third party sources and has not been independently verified by Polar Capital. Neither Polar 
Capital nor any other party involved in or related to compiling, computing or creating the data makes any express or implied warranties or representations with respect to 
such data (or the results to be obtained by the use thereof), and all such parties hereby expressly disclaim all warranties of originality, accuracy, completeness, merchantability 
or fitness for a particular purpose with respect to any data contained herein.  

Holdings: Portfolio data is “as at” the date indicated and should not be relied upon as a complete or current listing of the holdings (or top holdings) of the Fund. The 
holdings may represent only a small percentage of the aggregate portfolio holdings, are subject to change without notice, and may not represent current or future portfolio 
composition. Information on particular holdings may be withheld if it is in the Fund’s best interest to do so. It should not be assumed that recommendations made in future 
will be profitable or will equal performance of the securities in this document. A list of all recommendations made within the immediately preceding 12 months is available 
upon request. This document is not a recommendation to purchase or sell any particular security. It is designed to provide updated information to professional investors to 
enable them to monitor the Fund. 

Benchmarks: The following benchmark indices are used: Refinitiv Global Focus Convertible Bond Index (formerly Thomson Reuters Global Focus Convertible Bond Index). 
These benchmarks are generally considered to be representative of the Global Convertible universe. These benchmarks are broad-based indices which is used for comparative/
illustrative purposes only and have been selected as they are well known and easily recognizable by investors. Please refer to https://www.refinitiv.com/en/financial-data/
indices/convertible-indices for further information on these indices. Comparisons to benchmarks have limitations as benchmarks’ volatility and other material characteristics 
that may differ from the Fund. Security holdings, industry weightings and asset allocation made for the Fund may differ significantly from the benchmark. Accordingly, 
investment results and volatility of the Fund may differ from those of the benchmark. The indices noted in this document are unmanaged, unavailable for direct investment, 
and are not subject to management fees, transaction costs or other types of expenses that the Fund may incur. The performance of the indices reflects reinvestment of 
dividends and, where applicable, capital gain distributions. Therefore, investors should carefully consider these limitations and differences when evaluating the comparative 
benchmark data performance. Information regarding indices is included merely to show general trends in the periods indicated and is not intended to imply that the Fund 
was similar to the indices in composition or risk.

Regulatory Status: Polar Capital LLP is a limited liability partnership number OC314700. It is authorised and regulated by the UK Financial Conduct Authority (“FCA”) and 
is registered as an investment adviser with the US Securities & Exchange Commission (“SEC”). A list of members is open to inspection at the registered office, 16 Palace 
Street, London, SW1E 5JD. FCA authorised and regulated Investment Managers are expected to write to investors in funds they manage with details of any side letters they 
have entered into. The FCA considers a side letter to be an arrangement known to the investment manager which can reasonably be expected to provide one investor with 
more materially favourable rights, than those afforded to other investors. These rights may, for example, include enhanced redemption rights, capacity commitments or the 
provision of portfolio transparency information which are not generally available. The Fund and the Investment Manager are not aware of, or party to, any such arrangement 
whereby an investor has any preferential redemption rights. However, in exceptional circumstances, such as where an investor seeds a new fund or expresses a wish to invest 
in the Fund over time, certain investors have been or may be provided with portfolio transparency information and/or capacity commitments which are not generally available. 
Investors who have any questions concerning side letters or related arrangements should contact the Polar Capital Desk at the Administrator on (+353) 1 434 5007. The Fund 
is prepared to instruct the custodian of the Fund, upon request, to make available to investors portfolio custody position balance reports monthly in arrears.

Information Subject to Change: The information contained herein is subject to change, without notice, at the discretion of Polar Capital and Polar Capital does not undertake 
to revise or update this information in any way. 

Forecasts: References to future returns are not promises or estimates of actual returns Polar Capital may achieve. Forecasts contained herein are for illustrative purposes only 
and does not constitute advice or a recommendation. Forecasts are based upon subjective estimates and assumptions about circumstances and events that have not and may 
not take place.  

Performance/Investment Process/Risk: Performance is shown net of fees and expenses and includes the reinvestment of dividends and capital gain distributions. Factors 
affecting fund performance may include changes in market conditions (including currency risk) and interest rates and in response to other economic, political, or financial 
developments. The Fund’s investment policy allows for it to enter into derivatives contracts. Leverage may be generated through the use of such financial instruments and 
investors must be aware that the use of derivatives may expose the Fund to greater risks, including, but not limited to, unanticipated market developments and risks of 
illiquidity, and is not suitable for all investors. Those in possession of this document must read the Fund’s Prospectus for further information on the use of derivatives. Past 
performance is not a guide to or indicative of future results. Future returns are not guaranteed and a loss of principal may occur. Investments are not insured by the FDIC 
(or any other state or federal agency), or guaranteed by any bank, and may lose value. No investment process or strategy is free of risk and there is no guarantee that the 
investment process or strategy described herein will be profitable. 

Allocations: The strategy allocation percentages set forth in this document are estimates and actual percentages may vary from time-to-time. The types of investments 
presented herein will not always have the same comparable risks and returns. Please see the private placement memorandum for a description of the investment allocations 
as well as the risks associated therewith. Please note that the Fund may elect to invest assets in different investment sectors from those depicted herein, which may entail 
additional and/or different risks. Performance of the Fund is dependent on the Investment Manager’s ability to identify and access appropriate investments, and balance assets 
to maximize return to the Fund while minimizing its risk. The actual investments in the Fund may or may not be the same or in the same proportion as those shown herein.  
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Country Specific disclaimers: In the United States the Fund shall only be available to or for the account of U.S. persons (as defined in Regulation S under the United States 
Securities Act of 1933, as amended (the “Securities Act”)) who are “qualified purchasers” (as defined in the United States Investment Company Act of 1940, as amended 
(the “Company Act”)) and “accredited investors” (as defined in Rule 501(a) under the Securities Act). The Fund is not, and will not be, registered under the Securities Act or 
the securities laws of any of the states of the United States and interests therein may not be offered, sold or delivered directly or indirectly into the United States, or to or for 
the account or benefit of any US person, except pursuant to an exemption from, or in a transaction not subject to, the registration requirements of such securities laws. The 
securities will be subject to restrictions on transferability and resale. The Fund will not be registered under the Company Act.  

Country Specific disclaimers: This document has not been registered as a prospectus with the Monetary Authority of Singapore. Accordingly, this document and any other 
document or material in connection with the offer or sale, or invitation for subscription or purchase, of Shares may not be circulated or distributed, nor may Shares be offered 
or sold, or be made the subject of an invitation for subscription or purchase, whether directly or indirectly, to persons in Singapore other than (i) to an institutional investor 
Pursuant to Section 304 of the Securities and Futures Act, Chapter 289 of Singapore (the “SFA”) or (ii) otherwise pursuant to, and in accordance with the conditions of, any 
other applicable provision of the SFA. The Prospectus and Information Memorandum are available to download at www.polarcapital.co.uk alternatively; you can obtain the 
latest copy from the Polar Capital Investor Relations team. The Fund is a collective investment scheme but is not authorised under Section 104 of the Securities and Futures 
Ordinance of Hong Kong by the Securities and Futures Commission of Hong Kong. Accordingly the distribution of this document, and the placement of interests in Hong 
Kong, is restricted. This document may only be distributed, circulated or issued to persons who are professional investors under the Securities and Futures Ordinance and any 
rules made under that Ordinance or as otherwise permitted by the Securities and Futures Ordinance

Country Specific disclaimers: Polar Capital LLP (Investment Manager) is exempt from the requirement to hold an Australian financial services licence in respect of the 
financial services it provides to wholesale investors in Australia and is regulated by the Financial Conduct Authority of the UK under UK laws which differ from Australian laws.  


