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This is Not Normal, but It is Probably for Real

¢ Mounting inflation pressures point to a new world of inflation away from the
previous normal

US employment data was another clear signal of building wage inflation
Government bond yields anchored by central banks may save bonds for the moment
Equities to continue to rise in the absence of a marked rise in bond yields

Investors to focus on the inflation plays particularly commodities and REITs

Rise in gold price signals mounting market confidence of persistence of inflation

You might also like our Not Out Of The Woods and Testing Times. Click here to read them for
free.
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The mounting evidence of more inflation than many people had bargained for could provide
further impetus for markets despite some strong gains seen since the start of the year. The
increasing recognition that the world is moving away from the old normal of very low inflation
should encourage further investment in commodities and equities. - the latter at least until
there is a significant rise in long term interest rates

The US employment data was another clear signal of building inflation pressure. Despite
lower than expected payrolls average hourly earnings rose 0.7% month-on-month. The higher-
than-expected wage inflation corroborates other evidence that staff are demanding higher
wages to return to work.

Signs of wage inflation would be the final nail in the coffin of the naysayers who say that
inflation will never take hold. To be fair it is still early days but there is much anecdotal
evidence that US domestic companies are having to pay up to get staff back to work
particularly in the services sector. If more investors start to believe in inflation, then it is easy
to start to believe that nominal growth will be higher, hence corporate profits growth will be
higher and in the absence of central banks allowing rates to rise, risk assets could be set for
further gains.

The bond market certainly shrugged off whatever hints of slowing inflation pressure the below
expectations overall payrolls number of 266k implied. There was a brief rally in the 10 year
Treasury from 1.57% to 1.5%, but that evaporated quickly. More telling, the inexorable rise in
the implied inflation breakeven rate (10Y) was not halted. It now stands at 2.5%, having
started the year at 2.0% and from the low near 0.5% in March 2020.

Chart 1: US Inflation Surprise Index
50

_—

30

20

10

0

-10
-20
-30
-40

-50
07 08 09 10 11 12 13 14 15 16 17 18 19 20 21

Source: Bloomberg

www.sanctumwealth.com



&= Sanctum

=~/ Wealth Management

If you needed a signal that inflation is now much more persistent it was the move higher in
gold. On the week, the spot price rose from $1779 to $1830, which silver was nearly 6%. Gold
watchers such as Rhodes Precious Metals Consultants believe that the technical level to watch
is the $1851 a failure to breach could lead to profit taking and a mark back to the $1800. The
bulls will remind investors that the last two emphatic breaks of the gold above $1800 have
taken us to $2063 in June last year and $1950 in January.

If we have more inflation, then it is clearly a challenging environment for bonds. Yes, bonds
are expensive over the longer term, but it remains hazardous calling the downside risk for
bonds with central banks still heavily engaged in anchoring their respective government
yields. The UK and Canadian central banks have signalled their intention to reduce the pace of
their bond buying but are not tapering their purchases at present. However, JPMorgan calculate
that just a drop in the pace of bond purchases would be sufficient to push yields up to 30bps
higher.

The point about vulnerability of bond return in developed markets has been well-made, and
the very weak performance of total returns in the long end of the US market — more than 10%
YTD — illustrates the risk of holding this paper if yields were to rise above 2% from where they
are. Furthermore, the inflationary picture facing Emerging Market central banks may force
them into action sooner than would be the case in the developed world.

One argument doing the rounds in the market is that the strong rise in commodity prices is
the harbinger of better growth of emerging economies, and that this suffices as a reason to
remain invested in bonds. This may be a dangerous route to take. It may well be that the
growth picture is rosier than thought, but it is also likely that the inflation surprise lurking
around the corner could force yields higher. In such a situation, the preferred exposure in EM
would instead be in equity markets, and specifically in commodity-related exposures, rather
than fixed income.

Despite the very strong showing of commodity prices in recent months we believe there is
more to go for. While some commodity prices have hit decade highs, we are seeing something
quite unprecedented in terms of the imbalance between supply and demand in many
markets. As we remarked last week, the new factor on the block is the huge scale of
commodity buying as a consequence of the government aims for a greener world. But in
aggregate supply shortages and surges in demand could lead to significant rises in many
commodity prices in coming quarters.

The REITs sector is an inflation linked sector with still catching up to do. The REITs sector is
one of the few inflation led sectors that has not seen a stratospheric period of performance in
recent months. To be sure some stocks have performed well however the sector is a mixture
of star performances and significant laggards. As the major economies re-open and investors
realise that people will still use shopping malls, cinemas and offices some of the laggards could
catch up rapidly.
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Chart 2: Global REITs Trail Global Commodities
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COVID is the one factor that could potentially deflate the market rallies. Only time will tell if
the COVID-19 variants currently taking their toll on India and surrounding countries have leaked
out more broadly. The world will be on watch for the next two weeks in particular. It was only
in the past week that countries lined up to close their borders to flights from India. The online
world is alive with unsubstantiated claims and anecdotes about the new strain. A lesson to be
learnt for governments from the early days of the first outbreak is that it pays to get ahead of
the curve: denial is not an option. Good, clear and timely communication, plus swift action to
reduce infection risk, are critical to prevent a rerun of the mistakes seen last year. Sadly, some
countries appear to be repeating the errors.

Gary Dugan
Johan Jooste
Bill O'Neill (Consultant)

Disclaimer & Important Notice
FOR THE INTENDED RECIPIENT'S USE ONLY
The Global CI0 Office operates under Purple Asset Management. This document has been prepared by Purple Asset Management Limited (‘PAM” or the “Company”).

The documenthasbeen prepared on the basis of accounting and non-accounting grade information extracted from within the Company andits affiliates; and of publicly available
economic and market data sources. This information has not been verified by an independent third party and should be treated accordingly. It is furnished to you solely for your
information, should not be treated as giving investment advice and is to be kept confidential and may not be copied, reproduced, distributed, published, in whole or in part, or
otherwise made available to any other person by any recipient.

The facts and information contained herein are as up to date as is reasonably possible and are subject to revision in the future. Neither PAM nor any of its directors, officers,
employees or advisors norany other person makes any representation or warranty, express or implied, as to the accuracy or completeness of the information contained in this
document or undertakes any obligation to provide recipients with any additionalinformation. Neither PAM nor any of its directors, officers, employees and advisors nor any other
person shall have any liability whatsoever for losses howsoever arising, directly or indirectly, from any use of this document.

Whilst all reasonable care has been taken to ensure that the facts stated herein are accurate and that the opinions contained herein are fair and reasonable, this document is
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selective in nature and is intended to provide an introduction to, and overview of, the business of PAM. Any opinions expressed in this document are subject to change without
notice and neither PAM nor any other personis underany obligationto update or keep current the information contained herein.

Such information contains “forward-looking statements” which are not historical facts and include expressions about management's confidence and strategies and
management's expectations about future revenues, new and existing clients, business opportunities, economic and market conditions. These statements are made on the basis
of current knowledge and assumptions. Various factors could cause actual future results, performance or events to differ materially from those describedin these statements.
These statements may not be regarded as a representation that anticipated events will occur or that expected objectives will be achieved. The forward-looking statements in
this documentare only valid untilthe date of this document and IS does not undertake to update any forward-looking statement to reflect events or circumstances after the date
hereof or to reflect the occurrence of unanticipated events. This document is not an offer to sell securities or the solicitation of an offer to buy securities, nor shall there be any
offer or sale of securities inany jurisdiction in which such offer or sale would be unlawful prior to registration or qualification under the securities laws of such jurisdiction
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