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David P [00:00:33] Welcome to anotherinstalment of our investment podcast series. My name is David Parsons and I'm
joined today by David Lloyd who is M&G's Deputy Chief Investment Officer of Public Fixed Income and Head of the
Institutional Public Debt Fund Management Team. Welcome, David. It's fair to say that we've both beendoingthis for a
while, David. If you had to briefly summarise our collective 80 years in the markets, how wouldyou do so?

David L [00:00:59] Well, | would probablystart off by saying how old you've just made me feel. | think the main takeaway is
that hindsightis a truly wonderful thing. We can lookback now, and thingsseem quite clear. But of course, at the time, they
were verymuch less so. But with that benefit of hindsight, given that you have asked me to be brief, I'd say probablythe first
25 yearsor so was spentin the period often referred to as the Great Moderation, which was then in 2008 very rudely
interrupted by the global financial crisis and its aftermath. And, in the periodsince the global financial crisis, we've seena
number of subsequent ones. The mostrecent, of course, being last year and the ongoing COVID crisis.

David P [00:01:55]Yes, the Great Moderation. Iremember it well. However, | think perhaps some of our younger listeners
may not have had the benefit of being able to look backthat far. How would you characterise the Great Moderation and
what can we learn fromthat period?

David L [00:02:11] Okay, so firstly, it was a long period starting in the 80s and one of positive economic growth, low inflation
and pretty importantly, reduced volatility in both growth and inflation. There were also some very totemic events during this
period, whichlthink collectivelyserve to make us all feel goodabout things. For example, the end of the Cold Warand the
collapse of the Soviet Union and things of that nature. As it unfolded, there was increased faith in the soundness of economic
policy and in the competence of governments and central banks. This confidence, translated into lower interest rates and
into a virtuous circle of falling inflation, economic stability, and greater prosperity. I thinkit's quite interesting and b ecause of
the apparentsuccess of all of this, | think it was sometimes referredto as the Goldilocksperiod. Central bankers achieved
almost sort of rock star status as having their hands perfectly on thetiller of economic affairs and everything was and was
always going to be alright. Butit's worth remembering that the Federal Reserve governor, Ben Bernanke, attributed the
Great Moderationnotonly to improve economic policy but, also to structuralchanges in economies and also to good luck. So
he was, if you like, claiming only partial creditand he was recognising some factors were completely outside of the central
banksinsurance and that some policy success was actuallyfortuitous. Butanyway, in any event, the Great Moderation played
outover alongperiod of time, and it changed the investment landscape. People felt that they couldinvest with c onfidence
and that their savings and investments wouldn't any longer be ravaged by inflation. I'm old enough to remember from
childhood, in the 1970s, inflation had exceeded 25% in the UK and even in the early 80s peakedat over 20%.

David P [00:04:36]So Bernanke'sstructural changes that he referred to, how do you think theyreallyfitinto the inflation
picture?

David L [00:04:44] You could group these structural changes into three main headings. So, technology and of course we have
witnessed an unimaginable technological changein the last 20, 30 years. Some of the stuff that we use every day, my parents
would regard as pure sciencefiction, suchas satnavs, smartphones, etc., So, the extentand pace of technological change has
been enormous. Deregulation, particularly of labour and goods markets, has obviously been a big part of the story, as has
globalisation, where companies have adopted a much more globalised model. Whenlooking at those in some kind of order,
technology, has obviously delivered not only efficient production through automationand things of that nature but, also via
the Internet, there have beenremarkable levels of price transparency for consumers. Also, there is an ensuing competition
because people know the lowest price that they can get and this competition has ledto drive prices down. As far as
deregulation is concerned, we can see large impacts from companies seeking out the lowest cost production through locating
in countries where labour costs are a fraction of those in developed economies. And of course, global product markets offer
producersvast economies of scale. So, again, you bring all these togetherand the resultis a period of persistent economic
growth, reducedasset volatility and booming markets.

David P [00:06:34]Very much, it's interesting just to look back over my own careerand think that when I first started out,
there was no Internet, there were nomobile phones, and a Bloomberg screen was just a little tiny black screenwith very
limited functionalityand greencharacters thatsatin the corner. If you were luckyenough to have access to it, it was the
latestin cutting edge technology at the time. So, I think we've certainlycome along way in terms of the investment side of
the marketaswell asaccess to technology and the widerimplicationsof that. | guess, over time this has been felt throughall



aspects of the industry andthe service sectorand investment markets. You did mention, though, that volatility was crucial.
Whatdid you mean by that?

David L [00:07:24] Okay, well, let's startat 101. So, markets needto be appropriatelycompensatedfor risk. Thatis absolutely
central to the efficient allocation of capital. If you take a greaterrisk, you should expecta greaterreward. So, the pricing of
asset markets contain risk premia, and thatisa component of areturnthatis compensating you forthe risk thatyou're
taking. These risk premia are the market's collective attempt to price risk appropriately. Now, when we talk about risk, in
essence, we'retalking about the range of possible outcomes associated with any particularact, decisionor forecast. So, at
the mostbasic level, we expectitto be dry butthereis still arisk of rain. We expectto win, butthereis arisk that we might
draweven loose. Or, more pertinent to this conversation, I'minvestingin this stock because | expectit to outperformthe
market, butthere's arisk thatitwon't. Butin the markets, of course, we tend to focus our caution on the badthings that
might happen, which comein avariety of shapes and sizes. So, of course, thereis this permanentloss when a companyfails
orifa bond defaults, buttherearealso gyrationsin prices and returns. This is even with a company thatis perfectly sound or
a bond thatis likely to and eventually redeems that powerand the investor get theirmoney back. There arestill gyrationsin
the marketalong the way and when these gyrations, whichis basically just volatility, when these generations are high, the
market's focusis inevitably drawnto the potential downside of a particular stock. In these conditions investors become risk
averse becausein theirrecent experience prices cando up but prices also go down. Therefore, it follows from that, that the
more volatile markets are, the greater compensation for risk is required. So, you turn that coin overand you get what
happenedin the Great Moderation. With the volatility of marketdrivers, which are growth, inflation and so on, as the
volatility of those drivers fell, so did the volatility of markets. As such, the riskpremium, the market demandsfell, or put
another way, the return requiredto hold an asset fell. So basically, all this adds up to higher equity valuations, lowerinterest
rates, lower bond yields and lower credit spreads.

David P [00:10:16]So as well as lower inflation, lower volatility of inflation contributed to along-term bull market for bonds,
doyou believe now in the current environment, the opposite mightalso hold true?

David L [00:10:28] I do, yes. Exactly that. If the volatility of inflation wereto increase, even if the trend itself was reasonably
benign, | believe thatthere would be consequences for asset prices. Incidentally, I'm not sure how my career would have
panned outin a30-yearbear marketratherthan the 30-year bull marketthatI've beenlucky enoughto enjoy.

David P [00:10:49]You know what they say, it's better to be lucky than good. OK, so we'll come backto inflation and policy -
makingin a moment. Butit does bring us back to the end of the Great Moderation. How does the global financial crisis of
2008, 2009 fitinto the story and how didthat change things?

David L [00:11:06] Well, first of all, it's worth remembering how scary it was. For a while...
David P [00:11:10]Hard to forget.

David L [00:11:12] Yeah, itfeltapocalyptic. | vividly recall conversations about what our next careers might be and what
transferable skills we had, bearing in mind we'd spent most of our lives looking at bond markets. | remember conversations
with friends about how our life plans around work, children, homes, pensions would have beendestroyed. It really was that
serious and not just within the financial sector. The potential falloutlookedlike it could engulf us all. But anyway, in te rms of
what actually happened, I think a decent summation of the global financial crisis was caused by misallocation of capital,
effectively lending to people who couldn't pay it back. It was by high levels of leverage, and both of those seemto be looking
at risk through, if atall, through rose tinted glasses. | think looking back we could certainly question the efficacy of the
regulatory regime at the time. | think a number of commentators would say that the GFC was, amongst other things, a failure
of regulation. Butanyway, the response to policy had to be massive and of course, it was. As well as rescuing the financial
system, which, of course was the firstand mostimportant objective, policymakers were focused on fighting the risk of
deflation once the immediate crisis was contained. Andto do so, they unleasheda barrage of policy measures, including
quantitative easing, whichis essentially printing money. Now to your question, why is that still relevant today?It's these
extraordinary policy responses that were putin place to address that emergencythat are still very much part of the
policymaker's toolkit today. The extraordinary has now become ordinary. Also, the post global financial mindset amongst
policymakers was the threat of deflationand the fight against it should be at the forefront of policymakers minds. | think that
largely that mindsetis still prevalent.

David P [00:13:39]So if you put the Great Moderation, followed by the globalfinancial crisis or GFC together, what's the
20,000 footor the helicopterview, if you like, with regards to inflation, now?

David L [00:13:51] To be honest, it often feels like we have collectively forgottenaboutinflation. We've had a benigninflation
environment foryears and policymakers, as we've said, have beenfocussed on fightingdeflation. They have seentheir



extreme policysettings fail to produce any meaningful inflation. That said, I think there's a verysignificant flaw in this
summary. The factis, we have had inflation, and, in my view, inflation is linked to policy mindedinterventions. It's just that
the money createdthrough QE, effectively through money printing has largely stayed within the financial system. And so, itis
assetprices, not pricesof goods and services within the real or non-financial economy that have risen significantly. I think
because asset prices go up, people say, well, that doesn't count because that's thatis feel-goodinflation. | like that. | like the
factthat | boughtashare andit'sgone up or Iboughtahouse and it's gone up. Butin any case, it strikes me as a perfectly
reasonable question to ask, what would be the impact with policy largesse, if you like to be targeted at the real economy?

David P [00:15:11]Yeah. So, part of whatthey've achievedreallyis to inflate the price of virtually every asset class. But fast
forward to today, how do you think things look in hopefully a post-pandemicworld?

David L [00:15:24] Well, of course, we can’tand must never forget the human tragedy of COVID from which it will take avery
long time to recover. But thankfully, economiesare rebounding and althougha lotis unclear about the way ahead, we now
have rapid expansionin the United States, in the U.K. and elsewhere. Interest rates areat or aroundzeroand we've gota
highly stimulative fiscal policy despite some pretty horrendous deficits. Also, you then have centralbanks effectively printing
money to buy governmentdebt.

David P [00:16:04]1think that latter pointis actually quite interesting because thereis a real-world example of the long-term
implications potentially, of central banks printing money to buy government debt. The Japanese experience of the last 30
yearsis somethingthat|believe shouldworry investors.

David L [00:16:24] Indeed, and | happen to believe it has the potential to be the basis of some future crisis. Butitis quite
interesting because, of course, there are numerous precedents in which widespread monetary finance, monetaryfinancingof
government spending has had afar fromahappy ending. You think about what collectively and facetiously a term basket
case is like, such as Zimbabwe and some of the countries in South America which have experienced hyperinflation, which is
attributable to just printing money. Japan, of course, is a very interesting example of this. The central bank buys pretty much
all government debtissuanceand has donefor years. But of course, we shouldrecognise that a good many people would say
that nothing bad has happenedas aresultof thatand notyetat least. With that aside, just parking the threat of weather
there are crises lurking in the future as a result of this, | struggle to reconcile the rapid recovery of economies with policy
settings thatlook consistent with trying to tackle a genuine existential emergency. So, it's remarkable to me what has
actually become normal policy since the global financial crisis. Pretty much any peacetime periodin history, the post global
financial policysettings that we've witnessed are off the scale extreme. So given the sharp recovery in economies from the
huge shock of covid, what was countercyclical policy, in other words, helping the economy whenit needs it can really quickly
become procyclical, whichis effectively pouring petrol on thefire.

David P [00:18:27]Ithink you'reright on that last point. The ECB, for example, continues to purchase great swathesof the
euro corporate debt market, even though credit markets are trading today at better levels than they did before the COVID
crisis. I guessthe worry is that central banks have inflated assets now to a point where just the merest suggestion of a policy
change by them or ataper or areduction in their quantitative easing purchases, | think is likely to send markets tumbling. So,
inaland of QEforever, | getthatyou're concernedthat extreme, procyclical policy would eventually stoke inflationary
pressure. Doesn't the market trust the authorities to tighten policy appropriately should the inflation threat start to
materialise?

David L [00:19:15] Thatin many respects is the key questionto which the answer is possibly. So perhaps those who are
saying thatthe currentuptick in inflationis temporary, and let's remind ourselves thatit's gone to 5%in the US, which is the
highest for decades. They may be proved right. It may be temporary andregardless of whether itis or not, some people will
have faith in the authorities to move appropriatelyand quickly. Butl'malittle concernedthat some authorities, governments
rather than central banks in the main, | suspect, have become not only complacent but actually emboldened by the apparent
free lunchof debt being effectivelyfinanced by printed money. Now, of course, very few would admit that this is what's
happening. Theywould of course, claim that monetary and fiscal policy are acting entirely independently. Butit's worth
bearingin mind that there are commentators and politicians out there openly espousing ideas suchas modern monetary
theory, which proposes that thereis no practical limit on how much a government canspendusing printed money. From an
inflation point of view, that construct worries me. It really does. Incidentally, it does amuse me that the acronym for Modern
Monetary Theory (MMT)is the same as that for a magic money tree. I think thereis perhaps somethingpertinentto bear in
mind there.

David P [00:20:58] 1 wish we all had a magic money tree. So, | guess you see policyas ariskif it's not tightened appropriately.
But what are the structural disinflationary forces that we were talking about earlier, for example, deregulation and
globalisation?



David L [00:21:12] That's afascinating subject. And to be honest...
David P [00:21:16]Possibly worthy of another podcasteven?

David L [00:21:18] Very, likely. Butto be honest,lamunsure.|do wonderwhether the pendulum around deregulation and
globalisation may be beginning to swing the other way or atleast that, we've had mostor all of the benefits. As I say, | am
really unsure about this. But certainly, the political agendain large parts of the globe are coalescing around two really large
themes. First, inequality, which is held to have massively increased in the post-globalfinancial period because inflated asset
prices benefited the already prosperous. The second main theme and probably moreimportant than thatis sustainability. In
some and probably by no means all butin some respects, any seriousattempt to tackle theseissues is inimical to the
deregulated, globalised model, particularlygiventhat many people, | think, believe that these agendas can onlybe addressed
with interventionist governments playing a much biggerrolein the economy throughtheiractionsand through laws and
regulation. So, the most simplistic way of lookingatit, if one believesthat deregulation and globalisationhave been
disinflationary, thenitis worth pondering whetherincreased regulation and localisation might be inflationary.

David P [00:23:06]So picking up as everon thatinflationary point, then, what should we be looking at to track this going
forward, do you think, to really give us a clue whether this is the direction of travel?

David L [00:23:18] I think, mostimportantly, I'll be watching very closelyas to what the central banks do and whatthey say in
responseto incoming data. Central bankcredibility is centralto market confidence, and we need reassurance thatthe central
banks are alive to the inflationary threat and that they will act accordingly should it properly materialise.

David P [00:23:39]Around centralbank policy, I think the word on inflation that's been used most frequently is thatit's
expected to be transitory. Perhapsthat could be a little bit premature? Labour market costs and supply chain pressur es have
a habit of starting out transitory and becoming quite sticky and entrenched. I think central banks at the momentseemto be
running significantrisks around a policyerrorif they do allow inflationto become entrenched.

David L [00:24:08] Indeedand we needto become alert to what we might call leading indicators for inflation. Particularly, |
would pick up your pointaround labour costs, because without feeding throughinto higher wages, higher prices can't usually
be sustained. That's why people often talk in terms of a wage-price spiral. Now, in the nearterm, people duringCOVID
people have accumulated savings and those, of course, can support consumptionand higher prices forawhile. Butin the
end, wages will have to keep up if aninflationary trend canbecome a persistent thing. We are already seeing labour
shortagesin the US and the UK, particularly at the lower end of the wage spectrum. Record numbers of people have left the
workforceand I've heard plenty of stories in the UK of businesses not being able to open or having to pare back theirhours
because theycan'tgetthe staff and hearinghotel staff being poached from one hotel to the other. Thisis feeding through
into wages and | guess we have to be clearthatthe numbers atthe momentaretickingup. As we said, inflation in the US is
exceeding 5% and it'stickedup in the UK too. Inflation has arrived and the question remainswhetherthe centralbanks can
(whether itis more temporary or permanent) and if itis of a stickier nature, whetherthe central banks canputthe genie
backin the bottle. think the final thing which is really keyis our collective mindset. Our markets and individual economic
decisions and actions areinfluenced by the expectation of persistently higherinflation. Thus far, the answerto this, we know
and as | might have said earlier, inflation expectations are still pretty relaxed, pretty benign. But this is something we should
watch really carefully, becauseif those changes, if people collectively begin to expect higherinflation, then there will be
potentially significant consequences forasset valuations.

David P [00:26:47]So, bringing it back to where we started, isinflation real? Punsaside, | think we would both agree that we
may be headinginto ariskier territoryfor asset markets at present, and bonds, in particular, don'tlike inflation. This is
something that we'll have to watch closely. There are relativelyfew investors today, though, | think, who have managed
assets through inflationary periods, which I think potentially adds a further layer of risk to asset prices as well, should the
inflation prove to be non-transitory. For now, though, we're going to watch the data, the central banks and the policy
responses and gauge our own responses accordingly. David, thank you very much again for your insights today.

David L [00:27:26] My great pleasure.
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