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Bonds Hold their Breath

More good news in the US economy - job gains a blow out in March

Growth surge risks more inflation risk; supply lines under pressure

Biden keeps adding to his spending plans - bond markets are worried

Developed market equities had a good quarter, but Emerging markets struggled
Fixed income markets had a very poor quarter burdened by higher yields in the US
EM FI especially volatile as Covid response disappoints and local policy confuses

You might also like our Better Growth Offsets Inflation Angst and Powell Signals “Green For
Go”. Click here to read them for free.
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The final week of the first quarter brought further confirmation that we are in for a US growth
surge. There was upbeat news in the employment report and the ISM report of manufacturing
sector confidence. To add to the growth positive mix, details of President Biden's $2.25 trillion
infrastructure spending package are starting to circulate.

US economic data suggests growth uptick will look more like a surge: Echoing the strong
industrial confidence numbers seen earlier in the month in Europe, the US manufacturing index
March data was strong. The survey spiked from an index level of 60.8 to 64.7, the highest since
the '80s. Several sub-components recorded very high readings, including the prices paid
component, which remained above 85 for the second consecutive month.

To add to the signs of economic strength the US payrolls rose a whopping 916,000 in March
against expectations of 660,000. The February number was revised to 468,000 from 379,000.

We see renewed upward pressure on US long term bond yields. As Friday was a holiday in the
US, the market will react to the payrolls number on Monday, having had the Easter weekend to
digest the implications of the strong data. The market remains concerned that there are
significant pipeline inflation pressures. Although the ISM survey’s prices paid component has a
less than perfect record of predicting inflation, it remains very high by historical standards. Also
there are signs that global industry is not prepared with sufficient inventory to meet future
demand. JPMorgan point out that the global manufacturing new orders/inventory ratio is at its
highest level in a decade at a time despite recent weakness in global consumer spending.

And then the further government spending. The details of the Biden administration's
infrastructure spending proposals have emerged, and it is another big-spending commitment.
The Administration has earmarked $2.25 billion is for infrastructure renewal and build. The
package will likely be spent over the life of the Administration, and not all in 2021. The biggest
line item is the $621 to upgrade US transport infrastructure. The passage of the bill through
Congress is almost certain to be with Democrat-only support. To ensure sufficient support of
factions within the Democrat party, President Boden may have to temper some of the ambition
to ensure full support from his party. We should expect the stimulatory impulse to GDP from
infrastructure spending to start in 2021.

Varying vaccine responses may continue to be reflected in the performance of asset prices:
As the US and UK accelerate the pace of vaccine roll-out and look to ease mobility restrictions,
the effect of success versus no success may become starkly apparent. In Europe and Latin
America, medical facilities remain very stretched with critical COVID cases. At least in Europe
the government’s finally appear to be in position to accelerate the vaccine roll out. As the pace
of recovery increases in countries where there is freedom of movement and fiscal spending is
higher, a two-speed recovery could become the norm as the laggards are left behind.

With all the good news, developed equity markets (+4.9%) did broadly better than emerging
markets (+2.3%) in the first quarter. In USD return terms, the S&P 500 was up 7% for Q1, with
key European equity indices like the EuroStoxx 50 up 10.7%. The Nikkei 225 in Japan followed
suit with a rally of 6.8% in local currency but up only 1.6% in US dollars. Notable was the decline
in China's Shenzen Composite of 2.9% and the barely positive 0.3% for the Shanghai market
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index. MSCI China was down 0.4% in dollar terms, having fallen 13% from its peak in mid-
February. In Latin America, Brazil, Argentina, and Columbia posted losses of between 3% and
9%.

The first quarter was very challenging for global bond markets. The key headwind to bond
returns was the rise in US Treasury yields. From a low of 0.91%, the US 10 year government
bond yield rose to end the quarter at 1.72%. There may be additional immediate downside risk
in bond yields, with last Friday's very strong employment report yet to be priced in. The 20Y+
sector of the US Treasury market lost 11.2% in the quarter, by far the worst outcome in bond
markets. The rise in underlying yields likewise kneecapped corporate bond returns. Investment-
grade indices were down between 1% and 5%, depending more on the underlying duration
rather than credit quality. Credit spreads held up reasonably well as the economy's underlying
growth momentum, coupled with strong demand in the primary market, kept undue spread
widening at bay. US High yield bonds eked out a positive return (+0.8%) for the quarter. The
carry of the high yield compensating for the impact of higher US treasury yields.

Emerging market bonds had a challenging quarter as well, driven by the global rise in yields, a
firm US dollar, and a comedy of errors in some specific markets that kept investors nervous and
fresh capital on the sidelines. In both USD and local currency terms, the losses were between
3% and 4%, as measured by the Bloomberg Barclays sets of indices. The disparity across regions
was stark. Latam was down 10.1%, mainly driven by losses in Brazil (with an awful Covid record
and political turmoil), EMEA dropped 5.7% as Turkey dragged it down (recycling Central Bank
governors again), and Asia was down 2.2% for the quarter, all in local currency terms.

Table 1: First Quarter 2021 Asset Class Returns

Asset class USD return Asset class USD return
US equities 6.2% EM Equities 2.3%
Europe ex UK 4.2% Global Agg Bond index -4.5%
Japan equities 1.6% US High yield Bond Index +0.9%

UK equities 6.2% EM bond Index -4.7%
China equities -0.4% Gold (S oz) -11.3%
Asia ex Japan equities 2.7% Oil (Brent) +22.7%
DM equities 4.9% Dollar Trade weighted +3.7%

Source: Bloomberg
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The Global CIO Office operates under Purple Asset Management. This document has been prepared by Purple Asset Management Limited (“PAM” or the “Company”).
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The document has 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 nor any 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 additional information. 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
nor any other person is under any obligation to 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 document are only valid until the 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 in any 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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