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MARKET REVIEW

The global recovery continued to build momentum during the second quarter, driven by developed
markets, where vaccine rollout is proving to be decisive in lifting pandemic restrictions. Forecasts
for growth this year and next were revised up materially: the IMF is now forecasting global GDP to
expand by 6% in 2021, up from its previous forecast of 5.2%; the OECD raised its growth expectation
to 5.8% from 4.2%, the Federal Reserve upped its 2021 forecast for US growth to 7% (6 months earlier
it was predicting 4.2%), while the ECB is now expecting growth in the Euro Area of 4.6% in 2021,
compared with its March forecast of 4%. At the same time, inflation has been much higher than
earlier expectations: CPl reached 5% in the US in May, while the Fed'’s preferred measure of inflation,
core Personal Consumption Expenditure, reached 3.4%, its highest for almost three decades and
well above the Fed’s 2% target. Yet despite this extraordinary reflationary environment, government
bond yields fell sharply over the quarter, with the yield on 10-year US Treasuries down from 1.74% at
the end of March to 1.46% by the end of June. Notably, almost the entire drop in yields was a result
of falling real yields, which ended the quarter at -0.87%; 10 year inflation expectations peaked at
2.56% in mid-May but by the end of June had returned to 2.34%, little changed from levels at the end
of March, and still within the range of the last decade.

Us 10 year nominal, real and breakeven inflation rates from 31,/12/2019
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The combination of strong growth, feeding through to big increases in corporate earnings,
and falling bond yields underpinned risk assets. Global equities returned 7.7% in Q2, led by the
US, up 8.4%, corporate credit and high yield bonds returned 3.5% and 2.7% respectively, and
commodities were up 15%, with sharp increases in oil, metals and agricultural areas.

Growth is being driven by the release of pent-up demand as covid restrictions are eased and
consumers begin to draw down on their huge excess savings built up over the past 18 months,
estimated to amount to $2.6tn, 12% of GDP, in the US. The reality is that the vast majority of
people across the developed world have been largely protected from the extraordinary recession
of 2020, both in terms of income and wealth, with many stock markets at all-time highs and
house prices, the cornerstone of household assets, up sharply - in the case of the US by 15% over
the past year.

The policy response has been on a scale never seen before in peace time. The huge fiscal spending
packages to support people and businesses through the pandemic will fade as economies emerge
from the recession but it is clear that there will be no return to fiscal austerity. President Biden’s
spending plans, on top of his $1.9tn pandemic relief programme, call for over $6tn of spending
in infrastructure, healthcare, education, clean energy and the environment, while extending the
social safety net and supporting jobs. If enacted in full, it would result in annual fiscal deficits
averaging more than $1tn, 5% of GDP, over the next decade, the highest sustained levels of
spending since WWIL. The EU’s Next Generation recovery plan is also moving to implementation,
with EU bonds now being issued to finance EUR750bn of grants and loans to support regions
most affected by the pandemic. On top of this, central banks have persisted with extraordinarily
loose monetary policy, underpinning vast amounts of liquidity and the easiest financial conditions
of the past 20 years.

The challenge for policy makers now, however, is that the surge in demand underway is being
met with supply constraints, in part a consequence of the disruption to supply chains resulting
from the pandemic. The ensuing inflation is far exceeding expectations and is much more than
simply the base effect of very low inflation during last year’s collapse in activity levels. To date,
central banks have been resolute in their belief that the inflation surge will be transitory and have
stuck to their ultra-loose policies, but in its latest policy review meeting the Fed has wavered,
Chairman Powell recognising that ‘inflation could turn out to be higher and more persistent
than we expect’. The Fed brought forward expectations for a reduction in its QE programme,
with current asset purchases of $120bn per month likely to be reduced in coming months, and
for interest rate rises. The Fed ‘dot plot’, which shows where each governor thinks interest rates
will be at future dates, now indicates two rate rises of 0.25% each before the end of 2023, while
previously no rate rises were expected before 2024. But it is noticeable that the ‘dot plot’ has a
very wide range of predicted outcomes for 2023, reflecting a great deal of uncertainty around the
way both growth and inflation will play out in these unprecedented times
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Fed's Dot Plot
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This more hawkish tilt by the Fed in June signalled the beginnings of a monetary policy
tightening cycle and triggered an immediate, but very short lived, alarm in markets. The
subsequent comments from Fed governors, reaffirming their view that the inflation rise will
be temporary, and the reality that the tightening will be very slow and gradual, with interest
rates no more than 0.5% or thereabouts for at least the next 18 months, helped to push down
yields on longer dated bonds and supported equity markets. This will be a very long cycle, the
Fed will not tighten policy pre-emptively, it and other central banks continue to err on the side
of caution with respect to the state of the economic recovery, and policy is likely to remain
supportive for a considerable time ahead.
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The Fed pivots - but there is a long way to normality
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The pace of recovery and ensuing inflation have become the dominant narrative in markets in
recent months. Will therise in inflation be transitory as central banks believe, or will it be persistent,
which could trigger an unwelcome early tightening in policy? And will the pace of recovery be
sustained, or will it fade if covid variants spread rapidly and trigger renewed restrictions?

Covid concerns resurfaced in June as the delta variant spread rapidly across the world to become
the dominant form of the virus. In the UK, where the vaccine rollout is well ahead of other major
countries, evidence suggests that the vaccines provide good immunity and dramatically weaken
the link between infection and hospitalisation. But this is not preventing a surge in cases, and
makes those countries where the vaccine rollout is much slower vulnerable to a setback to full
reopening of their economies. It is casting doubt over the sustainability of recovery and has been
a factor in pushing bond yields lower and undermining the recovery trade - value stocks have
underperformed growth stocks in recent weeks, following their surge of outperformance after
the initial news of the vaccine success in November last year.

MSCI World Value vs Growth over the past 12 months
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While clearly a concern, we view any setback to recovery as temporary: it is delayed and
slowed but not reversed, and the combination of vaccine rollout and broadening immunity will
ultimately keep the virus at bay. We will learn to live with it much as we do with other deadly
viruses such as influenza: the WHO estimates that seasonal flu kills up to 650,000 each year.
The peak of the covid crisis in terms of number of cases might still be ahead but the height of
its impact on global activity levels has passed.

We therefore remain broadly constructive about risk assets. This will be a long cycle, with
growth at exceptionally high rates in 2021 and 2022, underpinned by continuing loose
monetary and fiscal policies - below the crisis levels of support but remaining at historically
very high levels. We remain alert, however, to the risks ahead. The uncertainty around the
extent of virus mutations remains a concern, as does potential long-term scarring. The huge
public debt overhang arising from the pandemic is a longer term drag on growth and could
become a more urgent problem if bond yields rise meaningfully. The US-China relationship
is problematic, as is China’s increasingly strident approach towards Hong Kong and Taiwan,
and the clampdown on its digital giants, at a time when growth in China is slowing. Most
importantly, if the rise in inflation becomes persistent, markets, having performed well over
the past year and with stretched valuations in some areas, could be vulnerable, with a jump in
bond yields and a sharp sell-off in risk assets. The risks around inflation and policy moves are
likely to remain at the forefront of investor concerns.

After a strong quarter and half year for markets, returns are likely to be harder to come by in
the months ahead. Recovery is being discounted, at least in part. Nearly all safe haven bonds
offer negative real returns and in the absence of deflation are deeply unattractive, even more
so if inflation takes hold. The uncertainty and risks surrounding this exceptional economic
cycle point to periods of volatility ahead. However, the risks should be kept in perspective.
Inflation expectations remain reasonably well anchored. Financial conditions are very easy,
and liquidity is abundant. Short term setbacks are likely but the conditions for a sustained
fall in risk assets are not currently evident. Further progress in equity markets and other risk
assets is therefore likely.

We will stay invested to participate in the recovery but believe that it is vital to keep broadly
diversified, blending defensive assets with a range of equity styles and specialist income
producing areas. This is likely to be a long market cycle and we believe that patience and true
diversification will be well rewarded in the year ahead.

G AOwen
9 July 2021
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For more information, please contact your adviser or alternatively contact:

Belvest Investment Services Ltd. Tel +852 2827 1199
ESREREERAR Fax +852 2827 0270
9th Floor, Centre Mark Il belvest@bis.hk

305-313 Queen’s Road Central
Sheung Wan, Hong Kong

www.bis.hk

This communicationisissued by Belvest Investment Services Limited and/or Belvest related companies (collectively, and individually
Belvest) solely to its clients, qualified prospective clients or institutional and professional investors. Unless stated otherwise, any
opinions or views expressed in this communication do not represent those of Belvest. Opinions or views of any Belvest company
expressed in this communication may differ from those of other departments or companies within Belvest, including any opinions
or views expressed in any research issued by Belvest. Belvest may deal as Distributor or Agent, or have interests, in any financial
product referred to in this email. Belvest has policies designed to negate conflicts of interest. Unless otherwise stated, this e-mail
is solely for information purposes.

This message may contain confidential information. Any use, dissemination, distribution or reproduction of this information outside
the original recipients of this message is strictly prohibited. If you receive this message by mistake, please notify the sender by reply
email immediately.

Unless specifically stated, neither the information nor any opinion contained herein constitutes as an advertisement, an invitation, a
solicitation, arecommendation or advise to buy or sell any products, services, securities, futures, options, other financial instruments
or provide any investment advice or service by Belvest.

No representation or warranty is given as to the accuracy, likelihood of achievement or reasonableness of any figures, forecasts,
prospects or return (if any) contained in the message. Such figures, forecasts, prospects or returns are by their nature subject to
significant uncertainties and contingencies. The assumptions and parameters used by Belvest are not the only ones that might
reasonably have been selected and therefor Belvest does not guarantee the sequence, accuracy, completeness or timeliness of the
information provided herein. None of Belvest, its group members or any of their employees or directors shall be held liable, in any
way, for any claims, mistakes, errors or otherwise arising out of or in connection with the content of this e-mail.

This e-mail and any accompanying attachments are not encrypted and cannot be guaranteed to be secure, complete or error-
free as electronic communications may be intercepted, corrupted, lost, destroyed, delayed or incomplete, and/or may contain
viruses. Belvest therefore does not accept any liability for any interception, corruption, loss, destruction, incompleteness,
viruses, errors, omissions or delays in relation to this electronic communication. If verification is required please
. request a hard-copy version. Electronic communication carried within the Belvest system may be monitored.
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