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Back to Normal?

e Singapore leadership’s vision of COVID as an endemic and not a pandemic gives us a
glimmer of hope that we will finally overcome the challenges of the past 18 months

¢ Greater mobility and interaction between people could further facilitate the move to

a more vibrant global economy

Hopes of further momentum in reopening remain a positive for the equity markets

Action in the bond markets normalises as the Fed seeks to clarify its stance

Yield curves steepen modestly

Emerging market central banks move in to prudently tighten monetary policy as

inflation picks up

You might also like our Much Fuss About Dots and Inflated Complacency. Click here to read
them for free.

www.sanctumwealth.com


https://bit.ly/3dkHwH6
https://bit.ly/3haPNhO
https://bit.ly/3h0oh7Z

&= Sanctum

=~/ Wealth Management

Could we be finally on the cusp of a more enlightened path to moving back to the next normal
after all the angst over COVID? Many have welcomed the comments from the Singapore
COVID task force, which is drawing up a plan to characterise COVID as an endemic rather than
a pandemic going forward. The three ministers that co-head the task force were quoted as
saying in The Straits Times, "The bad news is that COVID-19 may never go away. The good
news is that it is possible to live normally with it in our midst." Comparing COVID-19 to
influenza, the ministers said many are infected by the flu every year, but the chances of falling
severely ill are so low that people live with it and carry on with their daily activities while
taking simple precautions.

The authorities in Singapore are holding out the prospects of a return to something
approaching normal in the coming months. There are hopes of easier mobility in and out of
the country and for the authorities to allow mass gatherings once again. The plan could be
released in the coming days and provide a template for how other countries may plan for the
future.

A change of perspective in seeing COVID as an endemic rather than a pandemic could
materially alter people’s ability to travel and move around normally again. However, the
crucial gauge of which countries will join the club of 'endemic countries' rather than
'pandemic countries' would likely be the pace of vaccinations.

For risk assets such as equities, the marked change of tone in Singapore could bring about a
more marked re-opening and acceleration in consumer spending growth if replicated in
other countries. It would certainly reinforce the pick-up in the performance of cyclical stocks,
something that was quite evident last week.

Equities have continued to eke out positive returns, but there is some trepidation about
whether the outsize gains in corporate profit forecasts are already behind us. Recent industrial
confidence surveys have shown cost inflation and order backlogs. Fragmented supply lines
have meant that suppliers have not always been able to fulfil orders as missing components
and delays in getting the product to the market have possibly pared sales growth. At this
stage, defensive companies appear to have borne the more significant impact. Defensive
stocks have seen outright falls in consensus corporate profit forecasts. Cyclical companies,
meanwhile, continue to see upgrades to forecasts. Hence, value stocks and particularly cyclical
stocks have reasserted their trend outperformance over growth stocks.
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Chart 1: Global Value stocks start to recover from year of under performance versus Growth
MSCI Global Value versus MSCI Global Growth (Total return indices S)
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Bond markets normalising?

Bond markets looked a shade more normal last week with additional time to reflect on the
previous week's Fed announcements and more input from Fed governors. The previous sharp
flattening in bond yield curve (the 10-year Treasury yield spread over money market rates)
partially reversed. From a low of 140bps after the last FOMC meeting, the spread widened
again to 148bps, driven by the long end of the bond curve selling off; both the 20-year and 30-
year government bond yields moved back above 2%. We expect the curve to further
steepening steepen further driven by higher long-term interest rates. In our view, the long end
of the curve is mispriced, given the likelihood of inflation well above the Fed's target rate of
2% for a period that may be too long for analysts — and the Fed — to label it "transitory".

For the yield curve flattening to make any sense, we would need to see signs that the drivers
of inflation are either missing or moderating. This does not appear to be the case at present.
Instead, economists continue to find reasons why inflation could post further positive
surprises in the coming months. Some variables may be the impetus for a further increase in
inflation globally, and not just in the US. JP Morgan estimates that global services sector
inflation is still running significantly below the pre-COVID levels. If there is even a simple
return to the previous pace from here, it could add another 1% to inflation globally this year.
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Chart 2: Steepness of US Yield Curve
US 10 year bond yield less one month deposit
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As we have discussed before, inflation is not just a US phenomenon. Indeed, central bankers
increasingly see inflation in the emerging markets as a threat to economic stability. Last week,
Mexico's central bank surprised the markets by hiking the policy rates by 25bps. There was a
split vote amongst the policymakers, but a majority of three-two prevailed. The rate increase
to 4.25% from a cycle low of 4.0% was in response to the vibrancy of growth and inflation.
Inflation is currently running at 6.0%, against the central bank's target of 3% plus or minus 1%.
A 2% rise in the peso against the dollar, the best performance in a year, was a ringing
endorsement from the market of the move. The market now expects Banco de Mexico to hike
rates a further 125bps by the year-end.

The scene is set for several more hikes in the emerging markets through the balance of the
year. In Eastern Europe, rates hikes were announced in Czechia and Hungary, as the central
bank policy-setting has moved from growth support to inflation containment. However, in
Asia, poor vaccination rates in many smaller emerging countries are likely to hold back some
central banks from raising rates. Among the major countries, Korea appears to be the only
economy outside of China to tighten this year. Korea has markedly accelerated its pace of
vaccinations in recent weeks, and upgraded consensus growth forecasts could drive even
guicker monetary tightening.

Credit looks at risk from higher yields and tight spreads: The market is at that point of the
economic cycle where the outlook is for limited credit returns. The immediate headwind is the
upward trajectory of policy interest rates from here, whether they are moderate or sharp.
Most high-yield indices have yields to maturity of below 4%. The only exception is emerging
markets where a handful of very low-quality outliers are dragging yields above 5%. It means
that the scope for poor returns is skewed to higher risk because the cushion to sustain losses
is very small, with yields already low.
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The next headwind for total returns is the tight level of spreads relative to Treasuries. In credit
bull markets, it is almost always necessary to have substantial spread compression. Investors
need to have the risk premium between corporate and government to narrow significantly.
From where the market is today, this won't be easy to achieve. For example, the spread
differential between the US Corporate High Yield and Treasury bonds of the same maturity
now stands at the lowest (273 basis points) since the Lehman crisis.

Liquid credit is a seller's market: The conclusion is that despite the excellent fundamental
backdrop, the conditions in the credit market appear to be much more favourable for issuers
than investors. Low yields and ample liquidity have driven a strong market for new issues. As a
result, new bonds continue to be issued at record-low coupons, and market volumes are
steady at near-record levels too. With summer approaching, a brief lull is to be expected
before the final part of the year most likely sees a continuation of the trend.

China’s Communist Party anniversary

July 1st sees the 100th-anniversary celebration of the Chine Communist Party. Chinese stocks
have been disappointing at the aggregate level, with little to show year-to-date. However,
there are signs that investors have not given up on the Chinese outlook and have instead
repositioned their attention in a nuanced way. A broad measure of market performance, the
CSI 300 index, is down 2.7% from the beginning of March this year. This coincides with marked
underperformance of some well-publicised large-cap names. However, over the same period,
two indices that capture small-cap stocks with a technology bent, the STAR 50 Index and the
ChiNext Index, are up 12% and 13%, respectively (all numbers in CNY terms). Thus, while the
large caps are under pressure from regulators, the smaller caps have had a comparatively free
run of it and still appear to provide the exposure that investors are looking for access to the
Chinese innovation theme.

Chart 2: China's equity indices diverge
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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 documenthas been prepared on the basis of accounting and non-accounting grade information extracted from within the Company and its 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
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 norany other personis under any 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 described in 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 ISI 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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