GLOBAL INSIGHT

Overview

In our Macro View, we look at the expanding economic activity since econo-
mies have started to re-open.

Global Covid cases are at their lowest rate in 2021 but the spread of the Del-
ta variant remains a concern as the political emphasis moves to living with
the virus.

In our Investment Outlook, we assess activity in the second quarter and the
position that financial markets find themselves.

This gentle drift higher masks a number of significant changes beneath the
surface of global markets, however, as investors adjust to a recovering glob-
al economy and the associated policy shifts.

While the path toward a more inflationary world is likely to be a volatile one
we believe very strongly that taking an active and opportunistic approach
toward building robust, well-diversified portfolios is the most effective way
to protect and grow the assets of our clients over the longer term.

In our guest article, Toby Hayes, Portfolio Manager, Trium Capital, defines a
structural return and describes how they can add diversification in a multi-
asset portfolio.

Cross correlations of traditional asset classes have been rising ominously.

There is no one ‘event’, neither pandemic, global depression nor Federal
reserve policy pivot that hurts structural returns at the same time. Their abil-
ity to diversify is fundamental, not just statistical.
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Economic Highlights

e UK GDP Growth in April was
2.3% - the fastest since July
2020.

e UK inflation also jumped to
1.5% in April, up from 0.7% in
March.

e In May, US headline and core
Consumer Price Index inflation
jumped from 2.6% y/y and
1.6% y/y in March to 5% and
3.8% respectively.

e The Eurozone composite Pur-
chasing Managers Index cover-
ing both manufacturing and
services registered 59.5 in June,
up from 57.1 in May.
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Key Issues in Charts

US Core Consumer Price Inflation Year-on-Year vs February 2020

Year-on-Year Core CPI Inflation

Percent B Actua 8 Adiusted for Base Effects®

* Annuakzed price growth using February 2020 as the fued base
Source: BLS, CEA analysis

A leading headline of the quarter has been the strength of
core and headline inflation.

This chart compares the actual level of US Core CPI with the
level as at February 2020, pre-pandemic.

We believe the spike in inflation to be a result of the imbalanc-
es in the removal of Covid-19 restrictions rather than persis-
tent.

This means that many of these pricing pressures will ease
during the second half of the year in our view.

Trade-weighted US Dollar Index

e  The Dollar lost its strength after the start of the pandemic
as stimulus was injected into the US. But has gained in 2021
due to vaccine roll-out success and economic recovery.

o  The trade-weighted dollar was created by the Fed to meas-
ure the currencies competitiveness versus its trading part-
ners.

e As inflation fears were stoked by pricing pressure the US
competitiveness was questioned but as the view, led by the
US Treasury market, moved to transitory from persistent
the currency has strengthened once more.

5-30 Yr US Treasury Curve Flattening

The chart represents the difference between the US 5Yr Treas-
ury yield and the 30yr yield.

The narrowing of the spread in June demonstrates a flattening
of the overall curve, with less of a 5-30yr yield differential.

This may indicate that investors expect inflation to prove transi-
tory and fall in the long term leading to comparatively lower
long-term rates.

Conversely if investors believe that the higher-than-expected
US inflation rates will lead to the Fed tightening rates sooner
than expected, then the yield curve may flatten on rising short-
term rates.

More recently, lower 30yr yields have been linked to investing
in growth stocks as the economy is allowed to run “hot” for
longer.




Macro View

While the global economy continues to open and manufacturing remains
strong despite bottlenecks in the supply chain, the growing number of cases of
the Delta variant of Covid-19 once more threatens economic activity. The expe-
rience in the UK, where the Delta variant is now responsible for 90% of all new
cases, suggests that a successful vaccine roll-out has prevented the volume of
cases from being reflected in hospital admissions and fatalities'. However, in
developed and developing countries, where vaccination programmes have
been slower or uneven, the spread of new cases has become a bigger concern.
The recent speeches from UK Prime Minister, Boris Johnson, are an example of
a sea change in government policies from protecting life at all costs to learning
to live with the virus, supporting businesses and populations in getting back to
normal".

UK

Monthly UK GDP figures would suggest that many companies anticipated the
recovery in consumption and had started hiring before the restrictions started
to lift". The Office for National Statistics estimated that GDP Growth in April
was 2.3% - the fastest since July 2020 — with the service sector growing 3.4%".
UK unemployment also fell for the three months to April to 4.7%, or approxi-
mately 1.6 million people’, as non-essential shops and hospitality venues were
allowed to re-open. Of the 4.7 million workers on furlough, 1.1 million were in
accommodation and food sectors and a further 938,000 were in retail". As the
scheme begins to wind down from the beginning of July, many fragile business-
es that have only just returned to operation may find the next couple of
months very important. The Bank of England estimates that the unemployment
rate may move back up to 5.5% towards the end of the year as the furlough

scheme winds up in October".

UK inflation also jumped to 1.5% in April, up from 0.7% in March, a reflection of
the re-opening boom and intensifying price pressures, and the Bank of Eng-
land’s Monetary Policy Committee left policy unchanged at its June meeting.
However, there is a difference of opinion between outgoing Chief Economist
Andy Haldane and Governor Andrew Bailey as to the risks attached to the high-
er-than-expected jump in inflation so far this year. The last minutes suggest
that the current jump in inflation is tied to irregularities in the reopening of
economies and labour shortages. The continuing fiscal support offered by gov-
ernments has made employment in low paid sectors less attractive, meaning
that this may prove to be the peak in near term inflation pressures as support

begins to wind down"" .

Meanwhile, IHS Market interim Purchasing Managers Index (PMI) was 61.7 in
June following May’s record high of 62.9 — any reading above 50 notifies of an
expansion"i“. The PMI data showed a rapid growth in new orders and very
strong job creation in response to the rising demand. The latest GDP forecast
for 2021 from Deloitte expects stronger than projected annualized growth of
7.5% in the UK following steady progress in easing restrictions, an efficient vac-
cine roll-out as well as an improving global outlook.
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Barclays is forecasting second
quarter GDP to surpass the
pre-Covid fourth quarter 2019
level by 1.8%.

The sluggishness in labour
market activity has surprised
many and although 14.8m
jobs have been recovered
there is still a shortfall of 7.6m
from the pandemic.

Joint debt issuance is a major
step forward for the European
Union in our opinion.

United States

The steady growth in vaccinations has helped the US economy to maintain its
momentum, with 44% of the population fully vaccinated by mid-June. Another
round of federal transfers in late March and early April saw consumer spending
on goods continue, but an acceleration in services spending looks to be under-
way as the economy re-opens. Barclays is forecasting second quarter GDP to
surpass the pre-Covid fourth quarter 2019 level by 1.8%. Although this may
prove to be the peak in growth we believe accumulated savings should keep
activity strong“.

The sluggishness in labour market activity has surprised many and although
14.8m jobs have been recovered there is still a shortfall of 7.6m from the pan-
demic". The continuing state aid has been blamed for the slow return of lower
paid service sector personnel, leading to wage pressures in certain sectors as
the economy re-opens. Other supply bottlenecks have seen inventory levels fall,
backlogs grow, and slower delivery times, leading to a jump in both headline
and core inflation during the quarter. In May, headline and core Consumer Price
Index inflation jumped from 2.6% y/y and 1.6% y/y in March to 5% and 3.8%
respectively.

The prepared comments following the Federal Open Market Committee’s June
meeting proved more hawkish than the markets had been expecting, with for-
mal acknowledgment that inflation may prove less transitory than anticipated.
The introduction of average inflation targeting had led to the expectation that
inflation may be allowed to run hot for a period but the outlook for policy rates
has shifted quicker than we expected. Chair Powell also acknowledged the im-
pact of unemployment benefits on employment, which has brought forward
market expectations for the start of the tapering of quantitative easing — the
beginnings of policy tightening.

Europe

The European economy is now in better shape than when the Next-Generation
recovery package was agreed last year and now that all 27 member states have
approved the “Own Resources Decision”™. The EU has successfully raised EUR
35 billion related to the fund via the issuance of two ten-year bonds. It is plan-
ning to raise a total of EUR 80 billion throughout 2021 and even more through
shorter dated bills. Joint debt issuance is a major step forward for the European
Union in our opinion, but it is unlikely to offset the fiscal support during the pan-
demic that is set to be phased out over the next twelve months. By mid-July, the
EU is expected to disburse EUR 50 billion in pre-financing to the twelve member
states with approved recovery plans positively contributing to GDP growth.

Supply side disruptions are also affecting production in the EU with many manu-
facturing firms citing shortage of equipment as the main factor in limiting pro-
duction. June’s manufacturing output and new orders releases are both below
March peaks and we feel the export figures reflect the slowing momentum in
China and the US. HICP Inflation is also decelerating despite strong June activity
to 1.9% y/y from 2% y/y in May. The basket of prices that make up the HICP
figure has changed in composition which may have affected the calculation, but
there is still slack in the labour market and wage growth remains weak.



Industrial production, construction and retail sales are all back to pre-crisis lev-
els and the pace of vaccinations has increased significantly, which is good news
in the face of the surging Delta variant. The Eurozone composite Purchasing
Managers Index covering both manufacturing and services registered 59.5 in
June, up from 57.1 in May, suggesting a strong rebound in the second quarter
for Europe’s main economies. The number of employed continues to rise with
the unemployment rate falling for the third consecutive month in May to 7.3%
from a peak of 7.7% last September, although still above the pre-pandemic
6.6%. As the holiday sector is allowed to re-open over the summer the surge in
consumer spending should drive the recovery through the third quarter, leading
Barclays to raise their growth forecast for the Euro area to 4.6% y/y this yearii.

Japan

Rising virus cases and the slow vaccine roll-out has increased talk of a possible
double dip recession in Japan. The decision to push ahead with the Olympics
without foreign attendance has also added to the state of emergency being
extended throughout the quarter, and supply shortages particularly in the semi-
conductor automotive industry has severely curtailed production. Absolute
Strategy Research has lowered its 2021 average annual growth forecast to
2.25%". However, vaccinations are set to pick up with Prime Minister Suga aim-
ing to vaccinate the elderly, which make up approximately 30% of the popula-
tion, by the end of July. This should provide a base for activity to pick up in the
second half of the year. With inflation expected to remain sluggish, pressure to
spend more on the recovery could feature in lower house elections in Septem-

ber.

Emerging Markets

Absolute Strategy Research believes that one of the key risks to global growth
comes from the slowdown in China where growth momentum looks like it
peaked in the fourth quarter of 2020. The consumption boom has been disap-
pointing as the pandemic seems to have affected spending habits which have
been further impacted by slowing household income growth, particularly
amongst lower income groupsii. A recent speech by President Xi linked to the
100™ anniversary of the Chinese Communist Party was surprisingly antagonistic,
particularly towards Taiwanese independence, and will have done little to ease
tensions with the west. The continued boom in exports has underpinned the
industrial sector, although we feel the strength in the property sector may
prompt an early move in policy rates.

The rise in Covid-19 cases during the second quarter has dealt a blow to parts of
Asia causing growth downgrades for full year 2021 particularly in the Philip-
pines, Thailand, and Malaysia - although Korea and Taiwan have fared better
buoyed by booming global semi-conductor demand. Inflationary concerns have
grown on the supply side, not least since the region is a net importer of energy
and commodities although like elsewhere, we believe these pressures will
prove transitory.
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As economies are en-
couraged to re-open, we
expect to see consump-
tion move from mainly
goods to include service
sectors, supported fur-
ther by the accumulation
of excess savings during
the pandemic.

Global Covid cases are at
their lowest rate in 2021
but the spread of the
Delta variant remains a
concern as the political
emphasis moves to living
with the virus.

In Latin America inflation is also a major concern with many central banks al-
ready hiking rates where economic activity has been better than expected. The
second quarter has continued the strength seen in the first, albeit from a deep
contraction in 2020, with the region benefitting from rising commodity prices.
GDP remains significantly below pre-Covid-19 levels and we feel political un-
certainties continue to influence economic and investor decision-making.

Conclusion

As economies are encouraged to re-open, we expect to see consumption
move from mainly goods to include service sectors, supported further by the
accumulation of excess savings during the pandemic. The boom in manufactur-
ing led by China and the US has begun to slow, leading central bankers to
maintain the belief that the jump in inflation will prove transitory and dissipate
over the course of the second half of the year.
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Global Covid cases are at their lowest rate in 2021 but the spread of the Delta
variant remains a concern as the political emphasis moves to living with the
virus, meaning that the situation will only become clearer as fiscal support is
phased out.

i Barclays - Global Synthesis — Little Fires Everywhere —July 2, 2021
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Investment Outlook

Q2 saw global equities continue their ascent with the US market regaining its
leadership. This gentle drift higher masks a number of significant changes be-
neath the surface of global markets, however, as investors adjust to a recover-

ing global economy and the associated policy shifts.

Having started our previous outlook piece with a discussion around the rise in
government bond yields it seems only fair to begin this one with a discussion
around their subsequent (and rapid) decline during the second quarter. 10yr
US Treasury Bonds today offer investors an annualised yield of just 1.3% versus
the 1.67% available on April 1°.

Whilst this does not appear to be a huge move in absolute terms (0.37%) it is
significant in the context of an already low starting point for bond yields. To us
this illustrates the market’s fundamental belief in the transience of current
inflation. At their meeting in mid-June, the US Federal Open Market Com-
mittee lowered the market’s belief that they would allow inflation to exceed
its target. The FOMC left the statement on economic conditions essentially
unchanged whilst allowing the median estimate for the 2023 Federal Funds
rate to rise from implying zero rate hikes to implying two full 25bp rate hikes.

The result of this adjustment has been a sharp reversal in any-and-all positions
related to expectations of higher inflation. Bond vyields have fallen, interest
rate curves have flattened, the technology sector has resumed its outperfor-
mance and the US Dollar has strengthened in recent weeks. The chart below
highlights the movement in short term inflation expectations (dark blue) as
being the primary driver of bond yields ( ) over the past year, while
longer term measures ( ) remain more stable.

Air Pocket

Bond Yields and Inflation Swaps
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Whilst we maintain our view
that risks to inflation are
skewed higher over the me-
dium to longer term there
are a number of issues that
could drive inflation out-
comes lower.

This ‘fiscal drag’ is likely to
persist beyond 2022
(peaking in Q2) and in our
view represents the next key
challenge for policy makers.

in the very near term we
appear to be beyond the
peak of accelerating prices
seen in categories such as
new & used cars, airfares,
food away from home and
vehicle insurance.

Whilst we maintain our view that risks to inflation are skewed higher over the
medium to longer term there are a number of issues that could drive inflation
outcomes lower than widely anticipated over the balance of Q3 & 4 (with the
exception of this month’s data where base effects are likely to peak);

Firstly, the Hutchins Center on Fiscal & Monetary Policy at Brookings (a Wash-
ington DC based think-tank) produce an excellent measure of expected policy
impacts in their ‘Fiscal Impact Measure’, which currently points to a significant
reduction in aggregate demand as last year’s more extreme stimulus measures
begin to roll-off or expire.

Fiscal ‘Drag’ to persist through 2022

Fiscal Policy Contribution to Real GDP Growth, percentage points

2000 Q1 2005 Q1 2010 Q1 2015 Q1 2020 Q1

[ Quarterly fiscal impact —— 4-quarter moving-average

This ‘fiscal drag’ is likely to persist beyond 2022 (peaking in Q2) and in our view
represents the next key challenge for policy makers. One caveat here, however,
is that the Hutchins forecast does not include the impact of any additional legis-
lation brought forward by congress over the remainder of 2021 (more on this
below).

Secondly, in the very near term we appear to be beyond the peak of acceler-
ating prices seen in categories such as new & used cars, airfares, food away
from home and vehicle insurance. These areas have provided the greatest con-
tribution to this year’s rise in headline inflation and, at least at the margin, will
likely begin to detract from headline numbers moving forward. Add to this the
fact that most major commodity curves also imply lower prices over the months
ahead and we start to more clearly understand recent moves in both bond
yields and inflation pricing.



Lastly, while there are very clear signs of wage growth in those specific sectors
most affected by the pandemic, these pressures have yet to manifest more
broadly in the employment market. The Atlanta Fed’s wage growth tracker
chart below shows hourly earnings continuing to trend lower on an overall ba-
sis. Job openings have also rapidly accelerated which, when combined with the
expiry of unemployment benefits in September, should feed through to higher
employment numbers in the coming months and alleviate those more immedi-
ate pressures on global supply chains.

Wages will continue to be a key area of focus for those wishing to keep ahead
of shifting trends in inflation and one we will be monitoring closely.

US Wage Growth Tracker (3 month average of median wage growth, hourly data)

Path vs Destination

If we are correct about the path of forthcoming data, it feels likely that the US
Federal Reserve (alongside other Developed Market Central Banks) will be given
sufficient ‘cover’ from weaker inflation numbers to drive the engineering of an
even more dovish and domestically-orientated policy outlook, particularly with
respect to labor markets and fiscal expenditure.

The past three decades have seen a surge in the world’s available labor supply
owing to the integration of Chinese and Eastern European workers and produc-
tion into global supply chains, a trend that looks set to at least reduce if not
completely reverse as the pandemic laid bare the fragilities of relying on exter-
nal sources of supply. Recent remarks from President Biden during a College
speech provide the clearest evidence we can find of a country looking increas-
ingly inward and reorienting priorities toward domestic growth;
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Recent remarks from Presi-
dent Biden during a College
speech provide the clearest
evidence we can find of a
country looking increasingly
inward and reorienting pri-
orities toward domestic
growth.

While the path toward a
more inflationary world is
likely to be a volatile one we
believe very strongly that
taking an active and oppor-
tunistic approach toward
building robust, well-
diversified portfolios is the
most effective way to protect
and grow the assets of our
clients over the longer term.

One area of global fixed
income markets we do see
an attractive opportunity,
however, is in Emerging
Market Sovereign Bonds
(specifically local currency).

President Biden, Cuyahoga Community College, Cleveland, Ohio, May 27th 2021

“If we invest, we can create millions of jobs rebuilding the foundation of a
strong, fair, resilient, competitive economy, and save hundreds of thousands of

lives.

And 100 percent of our investment is going to be guided by one principle: Make

it in America. Make it in America.

If I can hold that for just a second, there is a law that was passed in the '30s
doesn’t violate any trade principle — saying that whatever money — that
whatever program that taxpayers are payving for, you can spend it all on
American contractors. No one’s ever done it — though, I promise you, I signed
an executive order. If in fact we 're building the new deck of an aircraft carrier
— well, guess what? — I get, as President, to make — let contracts for over

S$600 billion a year.

I promise you, there'll be no contract let to a foreign company or any of the
product down the line. Right now, what can happen is you can hire an
American company and they can sublet to — and they can — their downstream
product can all be foreign. All you got to do is get that particular agency to

say, “You got an exception. We can't find that job here in America."”

Well, guess what? They 're going to find the job here in America, I promise you,
or they 're not going to get the contracts. These jobs will be good jobs —

American jobs that deliver good wages and dignity.

Source: Remarks by President Biden on the Economy / The White House

While the path toward a more inflationary world is likely to be a volatile one we
believe very strongly that taking an active and opportunistic approach toward
building robust, well-diversified portfolios is the most effective way to protect
and grow the assets of our clients over the longer term.

Market Opportunities

Throughout the course of the quarter we had been reviewing our fixed income
holdings and the recent acceleration in the decline of yields led us to further
reduce our exposure to investment grade corporate bonds. The level of addi-
tional yield provided by these securities no longer appears to offer sufficient
reward to compensate investors for the risk of default and/or the potential for
higher interest rates and inflation moving forward.

One area of global fixed income markets where we do see an attractive oppor-
tunity, however, is in Emerging Market Sovereign Bonds (specifically local cur-
rency). The developing world has responded far more quickly to the threat of
inflation than elsewhere, with a number of Central Banks including Brazil, Mexi-
co, Russia, Hungary & the Czech Republic having already raised domestic inter-
est rates in a bid to temper inflationary pressures. This leaves many bonds offer-
ing significant current income yields alongside positive real (after-inflation)
yields, characteristics which have long since left us here in the Developed World.

The level of yield available on these securities, particularly when viewed in the
context of their underlying policy rates, provides investors with a healthy buffer
of protection against any further rate hikes whilst delivering attractive real re-
turns in a world which remains starved of income.



Emerging Market Bond Yields: Attractive vs Policy Rates
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The opportunity is further amplified when considering the currency in which
these bonds are denominated. The recent rally in commodity prices has left the
value of exported goods relative to imported goods at its highest level since
2012 (for a basket of 9 commodity exporters), however their currencies have
yet to reflect these moves (chart below).

Whilst we accept that the price of some of these commodities may well have
peaked for now, there could still be a degree of catch up over the months and
years ahead.

Emerging Market FX is yet to catch up
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Valuations in the UK have
now fallen below those of
many emerging markets
whilst providing investors
with far higher standards of
corporate governance, divi-
dend income and access to a
truly diverse global revenue
base.

Given the forthcoming re-
moval of constraints on mo-
bility the scale of the oppor-
tunity in the UK gives us gen-
uine cause for optimism.

In summary we prefer ex-
posure to UK & European
equities versus other parts
of the world at present and
continue to maintain a low
exposure to corporate and
government bonds.

In equity markets we continue to identify opportunities in UK listed stocks, a
vision clearly shared by overseas private equity investors whose activity in the
UK market has reached a record high over the first half of 2021 (the recent bid
for Morrisons Supermarket being the clearest example of this trend).

Valuations in the UK have now fallen below those of many emerging markets
whilst providing investors with far higher standards of corporate governance,
dividend income and access to a truly diverse global revenue base. Many of the
names directly related to the economic reopening have also suffered particular-
ly poorly over recent weeks as new Covid-variants continue to threaten the re-
covery. Given the forthcoming removal of constraints on mobility the scale of
the opportunity in the UK gives us genuine cause for optimism.

Valuations Relative to History for Major Equity Markets
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In summary we prefer exposure to UK & European equities versus other parts
of the world at present and continue to maintain a low exposure to corporate
and government bonds. Our allocation to alternative strategies is growing and
we are in the early stages of due diligence with a number of exciting new funds
in the space.



“Out with the new, in with the old” -
Structural Returns in a Balanced Portfolio

By Toby Hayes, Portfolio Manager at Trium Capital

In 1923, a then little-known economist, John Maynard Keynes was analysing
commodity futures markets, when he stumbled on a peculiar feature of futures
pricing. He noticed that the costs of commodity storage which are often very
high, were baked into futures pricing. He observed that speculators invested in
commodity futures would not only receive the commodity return but would also
be paid the storage costs on top. What’s more, he designed a simple strategy to
isolate the storage costs to be paid out as a unique return. Little did Keynes
know, but he had stumbled on the first structural return, a return source em-
bedded within a traditional asset class that is independent of the wider macro
risks that drive the market.

Structural returns are clearly not new, but before we dive into the hows and
whys, it is worth framing some constructs of portfolio management. Even
Keynes did not quite understand the importance of what he had discovered, and
it took some 85 years before the concept of structural returns would become
embedded in financial lexicon.

For most of Keynes’ life, all the return on one’s portfolio was considered to be
alpha, or more specifically stock selection ‘skill’. No one had yet formally de-
scribed that maybe stock prices ebb and flow with the market until Harry Mar-
kovitz in the 1950s posited that a portfolio’s return was mainly due to the mar-
ket return (beta) and only partly stock selection skill. It was not until the 1970s
that two academics, Fama and French, identified that the market return could
be further decomposed into styles, such as Growth or Value stocks which can
have very different return profiles. While style investing is now ubiquitous
across the equity world, it is only relatively recently that the same styles, found
embedded within the equity market, are also prevalent in bonds, commodities,
and FX. And last, but not least, over the last ten years it has become apparent
that there is a small component of one’s portfolio return that is neither market
driven, style driven or a function of selection skill. This is now what we know to
be a structural return.

Structural returns are not only unique but are quite idiosyncratic, which makes
them hard to define as one homogenous group, but you know one when you
see one. Their defining characteristic is that their return profile is independent
of the traditional risk factors (Fed policy, macroeconomics, pandemic response,
earnings etc.), and instead, is driven by often quite esoteric factors (i.e. weather,
taxation policy, regulation, seasonality, index rebalancing, congestion, credit
rating slippage) - factors that are specific and unique to the market in question.

To illustrate, let’s go back to commodities and consider a variant of the Keynes
conundrum. The chart below shows a generic Commodity ETF tracker versus the
physical commodity price index. It’s quite obvious that something other than
fees is dragging the passive tracker down versus the physical commodity
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The ‘congestion effect’, a
structural phenomenon that
is now ubiquitous across any
market which has been
touched by the rise of the
passive investor.
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structural underperfor-
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Congestion and similar
crowding phenomena can
be seen wherever passive
money goes. Indeed, any
market where large non-
price sensitive agents oper-
ate, structural anomalies
arise which can be mone-
tised.

market. As it happens, there are two structural returns working (in this case)
against the tracker. One of these is the ‘congestion effect’, a structural phenom-
enon that is now ubiquitous across any market which has been touched by the
rise of the passive investor.

Commodity ETF Tracker vs. Physical Commodity Price Index

=ETF Tracke ——Bloomberg Commaodity Spot

To see how passive investors have created a structural return, lets dig into the
mechanics of this commodity example. Most investors (either passive or active)
typically invest via the futures market to avoid physical storage costs. However,
these investors have to periodically roll their position, buying the near-term
future and then selling it just before it expires to buy the next one out. This
‘rolling’ on the commodity curve maintains the constant exposure (beta) to the
commodity market. However, all passive money has to follow the same index
tracking roll schedule and as such, on the same day every month, $150bn dol-
lars tries to squeeze in and out of the same contracts at the same time. This
wall of money causes price distortions which every passive investor has to swal-
low (as they are price insensitive), leading to structural underperformance of
the ETF tracker.

It is at this point that the structural investor comes in. Index roll schedules are
published well in advance, and it is easy to see that one can preposition for the
passive money flows, profiting from the price squeeze. By buying and selling
the same contracts just before the index wall of money hits, the congestion
‘fee’ paid by the passive investor becomes a very persistent return stream for
the structural investor.

However, this effect does not stop in commodities. Congestion and similar
crowding phenomena can be seen wherever passive money goes. Indeed, any
market where large non- price sensitive agents operate, structural anomalies
arise which can be monetised.

For instance, the most recent example is that of the frenetic online retail inves-
tors, desperate to trade the latest tech meme stock. Their herding behaviour
has created predictable and monetisable rebalancing flows from levered tech



ETFs, desperate to keep up with speculative flows on the way up and the way
down. And yet, at the other end of the spectrum, we have the Federal Reserve,
perhaps the largest price insensitive agent of all time, which has depressed long
term volatility in US interest rates to such an extent, that interest rate hedging is
now a positive carry trade — i.e. you get paid to take out insurance. While such
distortions clearly make little fundamental sense, the structural investor is agnos-
tic, indifferent to market views, seeking only to profit from the anomaly while
avoiding the market risk.

While a picture has been painted on the sources of structural returns, what of
their risks? Structural returns monetise market anomalies, without taking broad
market risk. As such, the principal risk to the structural investor is that the anom-
alies dissipate, leaving only residual crumbs for the investor. Fortunately, fore-
casting of when and where a structural return may come or go is not necessary.
The structural investor seeks only to identify the return and be proactive to move
through different return sources as they come and go. What’s more, if a particu-
lar return source were to fade, the risk of this occurrence is particular to each
anomaly and unrelated to the wider universe. And herein lies the most im-
portant aspect of structural returns that make their inclusion indispensable in a
traditional balanced portfolio: correlation and the art of diversification.

Uncorrelated returns are probably the dirtiest words in finance, not because it is
something to be avoided (far from it), but because its misuse (or rather abuse)
periodically leaves investors nursing portfolio losses after every market crash.
Statistical correlation is simply not a good metric to assess how a portfolio will
fare in a stressed environment; correlations are neither stable nor accurate. Giv-
en asset classes have been pushed to stratospheric valuations by central bank
intervention, how confident can one be that bonds will protect the portfolio if
confidence in central banks falters? How does the traditional balanced portfolio
behave in an inflationary environment? These are existential portfolio manage-
ment questions, that are too great a magnitude to be left to the vagaries of a
historical correlation statistic. And this is where structural returns come in.

Correlations—Traditional Asset Class vs Structural Returns
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There is no one ‘event’, nei-
ther pandemic, global de-
pression nor Federal re-
serve policy pivot that
hurts structural returns at
the same time. Their ability
to diversify is fundamental,
not just statistical.

The chart above shows that cross correlations (for what their worth) of traditional
asset classes have been rising ominously (N.B Federal Reserve), yet correlations of
structural premia have remained near zero. However, the diversification goes deep-
er. There is no one ‘event’, neither pandemic, global depression nor Federal reserve
policy pivot that hurts structural returns at the same time. Their ability to diversify is
fundamental, not just statistical. And in this regard, they are unique in finance and
have earned an essential place within a balanced portfolio.

John Maynard Keynes may not have appreciated the significance of the first struc-
tural return, and it would take some 85 years before an investment process would
focus on this space. Yet we now find ourselves with markets that have never been
so exuberant and yet so fragile and interconnected at the same time. However,
cometh the hour, cometh the man. Structural returns cut a different path and pro-
vide the allocator the opportunity to invest away from macro, away from central
banks and their endless market interventions. In many ways, structural returns are
the only true alternative return.
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Important Information

This document is a marketing communication and has been issued for the purposes of United Kingdom Reg-
ulations by Hottinger & Co. Limited.

The information contained in this document does not constitute a distribution; nor should it be, under any
circumstances, considered to be intended for, and should not be regarded as an offer or a solicitation to
buy, sell or subscribe to any particular security and/or fund referred to herein, or to conduct a regulated
investment activity. This document does not in any way constitute investment advice.

Please note that capital is at risk with any investment. The potential for profit is accompanied by the pos-
sibility of loss. Investments do not guarantee a return, and the value and the income from them can fall
as well as rise, so that you may not realise the amount originally invested. Asset allocation, diversification
and rebalancing strategies do not insure gains nor guarantee against loss. The use of leverage, shorting,
and derivative strategies may accelerate the velocity of the potential losses. The use of currency strate-
gies involves additional risks. Where an investment is denominated in a currency other than sterling,
changes in exchange rates between currencies may cause the value of investments to go up or down.
Past performances should not be seen as an indication of future results. Tax treatment depends on the
individual circumstances of each client and may be subject to change in the future.

Hottinger & Co. Limited is authorised and regulated by the Financial Conduct Authority (FCA), whose ad-
dress is 12 Endeavour Square, London, E20 1JN. Hottinger & Co. Limited’s FCA firm reference number is
208737. For further details on Hottinger & Co. Limited’s regulatory status, please see the FCA’s FS Register
at www.fca.gov.uk. Hottinger & Co. Limited is incorporated as a Private Limited Company in England and
Wales under the registration number 1573969 and has its registered office at 4 Carlton Gardens, London
SW1Y 5AA.

Hottinger & Co. Limited is a member of the Financial Services Compensation Scheme (FSCS) established
under the Financial Services and Markets Act 2000. (FSMA) Further details of the FSCS are available on re-
quest. Should you wish to make a complaint, please contact the Compliance Officer at Hottinger & Co. Lim-
ited in the first instance but you may refer your complaint to the Financial Ombudsman Service (FOS). Fur-
ther details of FOS are available on request.

All sources are Hottinger & Co. Limited and based on information publicly available unless otherwise stated.
The views expressed are as at the date of this document and are a general guide to the views of Hottinger &
Co. Limited. Commentary is at a macro or strategy level and is not with reference to any specified financial
instrument. Any market or investment views expressed are not intended to be investment research. This
document has not been prepared in line with the requirements of any jurisdiction designed to promote the
independence of investment research and is not subject to any prohibition on dealing ahead of the dissemi-
nation of investment research.

Copying any part of this communication without the written permission of Hottinger & Co. Limited is pro-
hibited. Care has been taken to ensure the accuracy of its content, but no responsibility is accepted for any
errors or omissions herein.

This document is for information only and has been prepared for the sole use of the designated recipient. In
jurisdictions other than the United Kingdom, this document may be provided by an affiliate of Hottinger &
Co. Limited. Use or distribution by any other person is prohibited. There may be laws and or regulatory
rules that apply to or restrict the transmission or distribution, directly or indirectly, of this document in oth-
er jurisdictions. Any person into whose possession this document falls should inform themselves about such
conditions and observe any such legal or rule applications or restrictions. Any failure to comply with such
legal or rule applications or restrictions may constitute a violation of the laws or rules of any such other
jurisdictions.
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It is your responsibility to seek advice on all applicable laws and regulations of your relevant jurisdiction. No re-
sponsibility to any third party is accepted as this document has not been prepared and, is not intended, for any
other purpose.

The information and opinions contained in this document have been compiled or arrived at based upon infor-
mation obtained from sources believed to be fair and reasonable, reliable and in good faith. All such information
and opinions are subject to change without notice. No representation or warranty, expressed or implied, is made
to its accuracy or completeness and it should not be relied upon as such. Neither Hottinger & Co. Limited nor its
Directors, officers, employees, advisors or any other persons can accept responsibility or liability for any loss
howsoever arising from any error, omission or inaccuracy in the material provided and from the use of this docu-
ment or any of its contents or otherwise arising in connection therewith.

Any forecasts, opinions and or estimates and expectations contained herein or expressed in this document are
based on current forecasts, opinions and or estimates and expectations only, and are considered “forward look-
ing statements”. Actual future results, however, may be different from expectations. The views, forecasts, opin-
ions and or estimates and expectations expressed in this document are a reflection of Hottinger & Co. Limited’s
best judgment at the time this document is compiled. No responsibility or liability shall be accepted for amend-
ing, correcting, or updating any information or forecasts, opinions and or estimates and expectations contained
herein. Furthermore, these views are not intended to predict or guarantee the future performance of any indi-
vidual security, asset class or investment strategy, markets generally, nor are they intended to predict the future
performance of any Hottinger & Co. Limited account, portfolio or fund.

Some of the views and forecasts, opinions and or estimates and expectations expressed in this document may
not necessarily those of Hottinger & Co. Limited and they cannot be held to represent Hottinger & Co. Limited’s
forecasts, opinions and or estimates and expectations on the credit-worthiness or investment profile of the secu-
rities, financial instruments, companies, countries, industries, investment management companies and or fund
managers mentioned in this document.
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