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Inflated
expectations?

by Stephen Nguyen, CFA

It has been one of the main discussion points of the past
three years, five years and even decades in the case of Japan:
will inflation return? Low prices and ultra-low rates must
surely end at some point; or maybe not... We are amid a
pandemic and going through a period of depressed economic
activity, so why would inflation even register on investors’
radars? As an asset allocator, it is imperative we consider
what might happen to inflation and inflation expectations in
the coming years in order to effectively build robust portfolios
for our clients.

Most major economies collapsed in the second quarter of
this year. However, we have seen a strong pickup in activity
in the third quarter, due to the easing of lockdowns, while
the intervention measures taken by governments and central
banks globally to prevent a massive deflationary shock have
gone a long way to replace the loss of income for businesses
and individuals. With no clear end to the pandemic in sight,
inflation is likely to be subdued in the near term, but further
out is it plausible to expect it to pick-up?

In late August the Fed announced changes to its long-

term monetary policy strategy. Among other things, they
announced an average target level of inflation of 2% over the
business cycle. This means the Fed will be more tolerant of
deviations around the 2% number in the short term, and so
there is some scope to overshoot which could potentially lead
to a bias towards, and tolerance of, higher inflation.

For inflation to undershoot we would need to see more
restrictive monetary policy sooner should business activity
accelerate. This outcome would be less popular in the post
COVID environment and higher rates would be damaging for
corporates and the more highly indebted governments relying
on Dollar funding markets. On the other hand, generating

an overshoot requires rates to be kept low, whilst enabling
unemployment to fall back to the pre COVID low levels.

This is a more popular policy option but one which could
potentially result in structurally higher inflation. Policymakers
globally seem to be more tolerant of an inflationary response
to this crisis, and of course that would help to debase the
huge amount of debt governments have taken on in recent
years. It does, however, limit their ability to respond to future
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slowdowns in growth if rates have not normalised to higher
levels as business activity accelerates; a trap in which Europe
is currently caught.

Both supply and demand factors may drive potentially higher
inflation post COVID. The supply side may be constrained as
businesses need to build local supply chains which pushes
up costs, while on the demand side there should be positive
effects from the increased fiscal response to this crisis.

The counter argument is that structurally disinflationary
forces such as demographic and technological advances

are still present and as a result could serve to put a cap on
inflation. If the growth trajectory post COVID surprises to
the downside, then inflation is likely to stay under the radar.
Finally, any shift towards austerity would be a risk, albeit one
that looks unlikely at this stage.

If inflation were to materialise, albeit only moderately higher,
we would expect nominal bonds to struggle whilst equities
to a certain degree will be able to pass on some of their
rising input costs in the form of higher prices at the till. Cash
and shorter duration assets should fare better but given the
negative real yields on offer, the returns are less exciting.
Commodities should do well and potentially emerging
markets equity as these firms are used to operating in higher
inflationary environment. Real assets and inflation linked
bonds should be considered in such environment.

It is difficult to anticipate the inflationary trajectory, so at
Momentum we believe in smart diversification and robust
portfolio construction, in order to maximise our chances of
delivering on the outcome. We aim to avoid our portfolios
becoming exposed to any one scenario by allocating
investments that can benefit incrementally from both higher
inflation and a disinflationary environment. At the margin,
the risk today of higher than expected inflation in the future
has increased and as a result we took the opportunity over
the summer, while prices remained somewhat depressed, to
add to our inflation linked bonds, funding largely from their
increasingly asymmetric nominal counterparts.
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Market Focus

»

»

Global equities fell -5.6% on the week as the number  » Brent crude fell -10.3% ending the week at

of Covid-19 cases surged in Europe and the US $37.5 a barrel
The US economy expanded at a record 33.1% » Gold fell -1.2% to end the week at $1878.8 an
annualised rate in Q3, which beat market ounce

expectations

UsS

The large-cap US equity benchmark returned
-5.6% over the week

An agreement on the latest round of fiscal
stimulus has not been reached before this week's
presidential election

Europe

» The main continental European equity index

t d -5.9% last k
September’s reading of the Chicago Fed National retume last e

Activity Index was 0.27 against 1.11 last month,
indicating that growth has slowed significantly,
though it is still positive

» France, Germany, Belgium and Greece have
become the latest countries to announce second
lockdowns.

» Preliminary official data indicates that Eurozone
GDP grew 12.7% in the third quarter, after
contracting -11.8% in Q2

» The ECB meeting saw monetary policy left

New home sales in September totalled 959k,
down from 994k in August and well below the
expected figure of 1,025k

Weekly initial jobless claims were 751k in the

week ending 24th October, down 40k from the unchanged and a unanimous post-dated decision
previous week. It was the lowest initial claims total made to act at the next meeting in December

since the week of March 14th, when they came in » October's Euro Area manufacturing PMI came in
at 282k. at 54.4 against 53.0 expected, while the services

PMI was 46.2 against 47.0 expected

» Germany’'s manufacturing PMI was 58.0 against
55.0 expected

Rest of the World/Asia

» Global emerging markets fell -2.9% last week
UK » South Korea's Q3 GDP came in at 1.9% quarter-
on-quarter, against 1.3% expected

» China released details of its new five-year
economic plan, which aims to make the country
technologically self-reliant.

UK equities fell -4.9% on the week

Intense Brexit negotiations continued over the
weekend, as substantial progress was made
last week but divisions over issues such as
fishing rights remain. Both sides are hoping that
the ratification process will be started by mid-
November

» China reported that profits from the industrial
sector grew approximately 10% in September
year-on-year, driven by electronic equipment
manufacturing

» The Bank of Japan lowered its growth outlook for
the remainder of the fiscal year and kept interest
rates unchanged

England will enter a month-long national
lockdown beginning on the 5th November

Past performance is not indicative of future returns.
Source: Bloomberg, returns in local currency unless otherwise stated.
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Cumulative returns

Week ending

30 October Month to date YTD 2020 12 months

Asset Class / Region Currency

Developed Markets Equities

United States usD -5.6% -2.7% 2.3% 8.8%
United Kingdom GBP -4.9% -51% -25.5% -231%
Continental Europe EUR -5.9% -5.2% -12.6% -9.3%
Japan JPY -2.8% -2.8% -6.2% -2.9%
Asia Pacific (ex Japan) usD -2.5% 2.4% 5.2% 12.1%
Australia AUD -3.9% 1.9% -9.1% -8.5%
Global usD -5.6% -31% -1.4% 4.2%

Emerging Markets Equities

Emerging Europe usD -8.9% -9.7% -35.5% -32.0%
Emerging Asia usD -1.9% 3.3% 11.6% 20.5%
Emerging Latin America usD -8.2% -11% -36.8% -33.7%
BRICs usb -2.2% 3.4% 55% 14.0%
China usb -0.7% 5.3% 22.6% 35.7%
MENA countries usD -4.5% -2.5% -10.3% -4.8%
South Africa usD -5.4% 0.5% -20.9% -13.0%
India usb -3.3% 2.3% -7.7% -5.5%
Global emerging markets usD -2.9% 21% 0.9% 8.3%
US Treasuries usb 0.0% -1.0% 8.3% 8.0%
US Treasuries (inflation protected) usD -0.3% -0.7% 9.0% 10.2%
US Corporate (investment grade) usD -0.2% -0.2% 6.4% 7.7%
US High Yield usD -11% 0.5% 11% 3.3%
UK Gilts GBP 0.4% -0.6% 7.8% 6.2%
UK Corporate (investment grade) GBP -0.1% 0.2% 5.0% 5.5%
Euro Government Bonds EUR 0.5% 1.0% 4.8% 3.2%
Euro Corporate (investment grade) EUR 0.0% 0.8% 1.6% 1.5%
Euro High Yield EUR -1.0% 0.2% -2.6% -0.6%
Japanese Government JPY 0.0% -0.2% -11% -1.6%
Australian Government AUD 0.2% 0.2% 5.2% 3.8%
Global Government Bonds usD -0.3% -0.3% 7.0% 6.8%
Global Bonds usb -0.5% -0.1% 6.2% 6.5%
Global Convertible Bonds usD -2.8% 0.3% 121% 16.4%
Emerging Market Bonds usD -0.7% -0.5% 0.8% 41%

Source: Bloomberg. Past performance is not indicative of future returns.
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Market Summary

Cumulative returns

Asset Class / Region Currency V;’geg;girrg Month to date YTD 2020

Property

US Property Securities usD -5.3% -2.6% -20.0% -22.2%
Australian Property Securities AUD -3.6% -0.4% -18.0% -21.3%
Asia Property Securities usD -3.6% -3.6% -20.8% -181%
Global Property Securities usD -4.7% -2.9% -19.9% -19.2%
Currencies

Euro usD -1.7% -0.6% 3.7% 4.8%

UK Pound Sterling usD -0.7% 0.2% -24% 0.6%

Japanese Yen usbD 0.1% 0.8% 3.8% 4.0%

Australian Dollar usD -1.4% -21% -0.1% 2.2%

South African Rand usb -0.3% 2.5% -14.1% -7.9%
Swiss Franc usb -1.3% 0.5% 5.4% 81%

Chinese Yuan usD -01% 1.5% 41% 5.4%

Commodities & Alternatives

Commodities usD -41% -1.8% -20.8% -18.1%
Agricultural Commodities usb -2.0% 3.5% 3.2% 7.3%
Qil usb -10.3% -8.5% -43.2% -38.2%
Gold usb -1.2% -1.0% 23.4% 25.8%
Hedge funds usD -0.9% -01% 1.5% 3.9%

Source: Bloomberg. Past performance is not indicative of future returns.
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For more information, please contact:

Anastasiya Volodina
Distribution Services

E: distributionservices@momentum.co.uk
T. +44 (0)207 618 1806

Important notes

This document is only intended for use by the original recipient, either a Momentum GIM client or prospective client, and does
not constitute investment advice or an offer or solicitation to buy or sell. This document is not intended for use or distribution
by any person in any jurisdiction in which it is not authorised or permitted, or to anyone who would be an unlawful recipient.
The original recipient is solely responsible for any actions in further distributing this document, and in doing so should be
satisfied that there is no breach of local legislation or regulation. This document should not be reproduced or distributed except
via original recipients acting as professional intermediaries. This document is not for distribution in the United States.

Prospective investors should take appropriate advice regarding applicable legal, taxation and exchange control regulations in
countries of their citizenship, residence or domicile which may be relevant to the acquisition, holding, transfer, redemption or
disposal of any investments herein solicited.

Any opinions expressed herein are those at the date this document is issued. Data, models and other statistics are sourced from
our own records, unless otherwise stated. We believe that the information contained is from reliable sources, but we do not
guarantee the relevance, accuracy or completeness thereof. Unless otherwise provided under UK law, Momentum GIM does not
accept liability for irrelevant, inaccurate or incomplete information contained, or for the correctness of opinions expressed.

The value of investments in discretionary accounts, and the income derived, may fluctuate and it is possible that an investor
may incur losses, including a loss of the principal invested. Past performance is not generally indicative of future performance.
Investors whose reference currency differs from that in which the underlying assets are invested may be subject to exchange
rate movements that alter the value of their investments.

Under our multi-management arrangements, we selectively appoint underlying sub-investment managers and funds to
actively manage underlying asset holdings in the pursuit of achieving mandated performance objectives. Annual investment
management fees are payable both to the multimanager and the manager of the underlying assets at rates contained in the
offering documents of the relevant portfolios (and may involve performance fees where expressly indicated therein).

Momentum Global Investment Management (Company Registration No. 3733094) has its registered office at The Rex Building,
62 Queen Street, London EC4R 1EB.

Momentum Global Investment Management Limited is authorised and regulated by the Financial Conduct Authority in the
United Kingdom, and is an authorised Financial Services Provider pursuant to the Financial Advisory and Intermediary Services
Act 37 of 2002 in South Africa.

© Momentum Global Investment Management Limited 2020




