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Ollogtris

Pixie Dust

All you need is faith, trust, and a little pixie dust.

Peter Pan

If you are a bond investor, you have two options. You can eitherlose money quickly, or slowly.

The recovery is solid, especially in the United States. Demand is extending from goods to
services, job gains are broadening and wages are up. Central banks, however, are stuck in a
dilemma. For two decades, they have manipulated interest rates down in the attempt to
kickstart faster growth and inflation through an asset-price driven wealth effect. This was
necessary but not sufficientto achieve their goals. In many economies, governments were
pulling the austerity handbrake while central banks were pushing down the monetary
accelerator. Today, bottom-up fiscal supportto incomes and infrastructure stimulus have filled
the tank with rocket fuel, generating a record bounce in growth and inflation. As fiscal stimulus
fades next year, the question is — will inflation stay?

The short answeris yes. Structural drivers of low inflation are fading: globalization, geopolitical
stability, just-in-time supply chains and the assumption that natural resources are unlimited are
proving unsustainable. Supply bottlenecks are likely to persist over the coming quarters.
Consumerdemand is picking up too. Against this, the Fed’s reaction function appears behind
the curve. One fear is hiking too early mightturn outto look like a mistake, should Covidvariants
spread again. Withdrawing stimulus also risks political criticism, as many economists argue the
Fed should run the economy hot until every last unemployed citizen is back to work. But
underlying thislogicis the assumption thata monetary one-size-fits-allapproach could work o
fix all economic ills — from improving minority unemployment to stagnant productivity or even
climate change.

Printing moneyisn’t a free lunch. It has generated inequalities across corporates and society.
As a recent Jackson Hole paper by Main, Straub and Sufi suggests, these inequalities are, in
part, the cause of declining productivity and secular stagnation. The rich getricher, and rates
getlower. Investors know this well: we are leftpaying for the side effects of this monetary and
fiscal experiment. Holding gilts over a decade means losing a quarter of your capital, using
currentbreak-evens as an indication of future inflation. Holders of US Treasuries would give up
fifteen percent, and buyers of ltaly’s debt would lose ten percent. Financial repression is here.

As the era of goldilocks ends, central bankers are taking us on a last ride to never never land.
What's holding everything together — the pixie dust sustaining current market valuations — is
deeply negative real rates. This won’t change overnight: central banks are trapped by asset
bubbles of their own creation. The room for error, however, is much smaller. Enjoy the ride —
but prepare for volatility with alternatives to long-only fixed income, and with alpha.
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Supply Shortages Are Putting Pressure Not-So-Transitory Inflation
on Businesses

The consensus central bank view is that current inflationary pressures are transitory. On the
surface, data supports this view: price increases are concentrated in goods under shortage.
However, a deeperlook athard and soft indicators shows that price pressures are broadening,
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5 - and that demand is “very, very strong” — to cite J. Powell — and moving from goods to services.
everagesS pommmm . . . . .
g Jobs are recovering more rapidly, too. However, fiscal stimulus might decelerate next year.
Food S How will these cross-currents evolve next year?
Furniture  e—
The supply-side constraints: likely to extend in to 2022
Computers  —
Machinely | — 1. Supplychain disruptions: The supply chain disruptions caused by Covid will likely extend
Electrical equipment  e— into 2022. Firstly, because of persistence in the shortage of the principal component: chips.
Motor Vehicles Since the start of the chip shortage, semi-conductor foundries have continuously extended
I

their estimate of when the shortage will end. Most recently the CEO of Intel has said its

0% 20% 40% 60% likely the shortage will extend into 2023. Secondly, there are continued delays in delivering

iﬁ;hcs?izé'zglebﬁs Investments, Eurostat, FT. Data as of the final end product. The lead timesfor deliveries, as shown in the chart to the side, has
Note: % of Surveyed EU Businesses Reporting now risen to a new all-time high of 21 weeks. In part this has been exacerbated by a

Shortages of Material and Equipment as a Factor

Limiting Production, shortage of containers and ships. The rates for shipping between China and the US are

starting to show some signs of normalization, but remain elevated and well above pre-

US Seasonally Adjusted CPI _Covid levels. The CEO of Mae_rsk recently said he e_xoects_shipoinq constrains to remain

Breakdown, YoY% into 2022 and a Maersk executive added that the main solution they saw was for consumer
demand to abate.

Other Services

6% Other Goods 2. Labourshortages: Labour shortages should, at the very least, last over the winter. There
5% — Auto are two drivers of the labour shortage today. Firstly, shorter term issues: for example, lower

m— Re-opening participation of women during Covid and furlough schemes thatmay have disincentivized
4% = Food some workers. These two issues should gradually resolve, though could extend over the
3% f— Energy winter given some Covid concerns. Secondly, longer term or more structural issues: for

All items example, an exodus of labourfrom low paying hospitality jobs. Labour costs in hospitality

are likely to remain a challenge: according to a poll over 1 in 3 former hospitality workers
say they are notconsidering re-entering the industry and half of those not returning said a

1% | i ” III pay increase would notchange their view.
L. h i . . . i . .
0% ="°° ” I | ” ||l 3. Structural onshoring: The chip and shipping shortage has highlighted the risks of offshoring
1% i to the global supply chain. We expect increased onshoring of supply chains around
Nov-19 May-20 Nov-20 May-21 strategic manufacturing goods — both as a lesson-learned from Covid, aswell as a way to
protect intellectual property in an environment of rising geopolitical risk. This de-
Source: Algebris Investments, Bureau of Labor globalization trend will increase robustness of supply chains, but will likely increase

Statisics, Bloomberg. Data as of 30 Sep 2021 production costs and potentially inflation. The OECD had estimated that the advent of

globalization in the late 1990s decreased CPI by between a 0-0.25% per year, in OECD

. countries.
Number of Weeks Between Ordering a
Chip and Getting it The demand-side boom: lower than 2021, but higher than pre-covid
22 1. Pentup savings: Consumer spending will moderate vs 2021 levels but remain above pre-
20 Covid levels, boosted by still high saving rates. During Covid, saving rates increased
substantially both as a result of stay-at-home policies as well as unprecedented fiscal
18 support,including directcash transfersto people. While a significantportion of this excess
savings was spent, especially amongstlowerincome demographics, itremains above pre-
16 . - . .
Covid levels. Thisis especially the case in the UK and Europe, and to some extentthe US.
14

2. Fiscal stimulus: Aswith consumer spending, governmentspending will remain above pre-
12 Covid levels. In the US, progress on new fiscal stimulus has stalled; a final infrastructure
package may be under $2tr and spent over several years. However, the US is unlikely to
return to a balanced budgetany time soon. Historically, large US deficits take between 4-
7 years to close, implying at least another 2 years of spending above 2019 levels. In

Source: Algebris Investments, Susquehanna Financial Europe, Covid fiscal stimulus lagged its DM peers: European fiscal deficit was -7% GDP
Group. Data as of August 2021
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What About Inflation? Central Banks
Have Been Wrong, So Far

% Previous ECB Staff Projections

Dec-19

25 Mar-20 *Euro area HICP
Jun-20 exclfoodand
Sep-20 energy, ECB

2.0

1.5

1.0

0.5

2006 2011 2016 2021

Source: Algebris Investments, BAML, ECB, ECB
quarterly staff projections since 2014

N T/ @
C 1Y :
A\ D)
“—~ INVESTMENTS

Algebris Investments’ The Silver Bullet

in 2020 vs -14% GDP in the US and UK. This mayimply that Europe will be slower than
its peersto closeits fiscal gap. In fact, of the EUR 750bn EU Next Generation Fund, only
13% has been spentin 2021 with the remainderto be spentover 2022-2023.

3. Green infrastructure: The transition to Green Infrastructure will create additional demand
for raw material and labour. According to GS research, to meet global green-goals (net
zero, clean water) $6trin annual green capital expenditure is required for the nextdecade,
up from around $3.2trinvested per year between 2016 and 202 0. While annual capex may
notreach $6tritislikely to be higherthan the pre-Covid levels, as emphasized by the $0.5t
greeninfrastructure spending as part President Biden’s $1.75tr infrastructure package.

Central Bankers’ Reaction Functions and the Dilemma of the Not-So-Transitory Inflation
Central banks have been behind the curve in acknowledging inflationary risks.

Almostin a “five stages of grief’ fashion, the Fed’s and ECB’s narrative has shifted from denying
inflation pressures outright (both), to arguing that households would notnotice (Fed), to finally
acknowledgingitand stating the institutions are “soul-searching” andneed to understand these
transmission channels better (ECB).

That said, central banks are facing a dilemma. On the one hand, withdrawing emergency
stimulus might look like a policy mistake, should Covid variants kick in again. On the other
hand, persistent negative real rates are unwarranted given the current level of price increases
and job gainsand mightlead to misallocation of resources and assetbubbles later on.

So far, the fastest to act have been the central banks in commodity-exporting economies with
accelerating house prices: the Reserve Bank of New Zealand (RBNZ), the Reserve Bank of
Australia (RBA) and the Bank of Canada (BoC). Their actions have included hiking rates
(RBNZ), abruptly ending asset purchases (BoC) and signalling an end to yield-curve-control
RBA).

The Fed, the ECB and the Bank of England in particular, remain in denial.

The Fed has been slightly slower butis now acknowledginginflation andsignallingto act, albeit
gradually. In its tapering announcementin November, J. Powell pushed back on the idea that
maximum employmentwas near. However, recent jobs data shows both job creation and
wages are improving —while workforce participation remains sluggish. This suggests a tighter
labour market than pre-Covid, and we expect the Fed to acknowledge thatin the first half of
nextyear.

At the ECB press conference in October, Lagarde unsuccessfully talked down the market
implied odds of hikesin 2022, arguing the ECB was actively discussing inflation, butreiterating
the ECB view that inflationary pressures are transitory — albeitforlonger than anticipated.

The Bank of England has perhaps shown the least consistency in discussing inflation trends.
Today, the UK shows the most negative interest rates against expected inflation across
developed markets. Not only is inflation rising from a strong recovery, but also from structural
bottlenecks in goods and labour markets, which are unlikely to disappear unless Brexit is
overturned. The BoE firsttalked rates up and signalled a hike this year, even before the end of
its asset purchase programme, and then delivered nothing.

There is, however, a price for financial repression, negative real rates and credibility — and that
is the loss of credibility. We expect the Fed to start hikingin mid-2022,the BoE to deliver1-2
hikes next year, and the ECB to wait until 2023.
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From Inflation to Stagflation?
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The Anti-Goldilocks Portfolio

Global inflation surprises remain strong, while economic data is deteriorating. The market has
entered a debate on whether 2022 will be characterized by stagflation. While the “S” word may
be a bit strong: data suggests we are not in stagnation. US and European growth remains
strong — with the UK the only exceptional candidate for stagflation, due to self-imposed
bottlenecks. However, markets are likely to move away from the goldilocks environment
experienced over the past decades, made of strong growth and low inflation. A stagflation-lite
environmentwould be bad for bonds and stocks, making assetallocation difficult.

From reflation to stagflation

2021 started with big hopes for economic reopening and growth-led reflation. As the global
economy bounced back from the worst recession in three decades, real growth picked up
strongly. With massive fiscal and monetary policies supportingincomes, inflation bounced back
too. In 2021, global growth will hover around +6%, the highestin 20 years. 10y inflation break-
evens in the US moved from 1.6% to 2.7% in the past 12 months, reaching a two-decade
record. In fact, mostcountries globally displayed both growth and inflation substantially above
their 20y averages, led by the US. In summer though, clouds appeared on the horizon. Covid
variants made the reopening process bumpy, the China property crackdown opens risks for
global growth, and supply / commodity bottlenecks darkened the outlook for consumers:
economic surprises turned negative, together with a slowdown in ISM/PMI surveys, indicating
a loss of momentum. Despite these economic bumps, inflation remains strong. US CPI spent
the past 6 months above 5%, and Europe hovers around 3%. Emerging markets see peaks of
7-10%, with less credible —or more proactive —central banks forced into hikes. Global inflation
breakevens are higherthan summer level despite growth forecasts beingmuch lower. In 2022,
mostcountries will likely see persistent inflation and slightly lower growth than this year.

Away from goldilocks

Are stagflation fears exaggerated? It is true that we are far from a 1970s-like context, both
structurally and cyclically. After all, 2022 should still see global growth above 4%, a newly
approved $1.2tn infrastructure stimulus in the US, and still above 5% growth in China. That
said, there are some headwinds on the horizon. As fiscal stimulus gradually fades, consumer
demand will need to step in: this is starting to happeninthe US, as shown by recent ISM data.
One majorriskremains China’s crackdownon creditand property, which is now spreading well
beyond the Evergrande group. So far, Chinese policymakers have moved from hawkish to
tentative support measures, but we would expect more easing next year, in light of the
upcoming National People’s Congress.

The result is a context with slower growth momentum but persistent inflation. This poses a
dilemma for both central bankers —which we will discuss below — and for investors.

The anti-goldilocks portfolio

Asset allocation in a stagflation environment is harder than usual. When growth and inflation
slow, investors should focus on bonds. When the economy reflates, equities tendto outperform.
In stagflation, there’s no right choice. In an anti-goldilocks environment, investors are better off
moving away from traditional assetallocation blocks and focusing on more specific investments
or ad-hoc solutions. In the past century, stagflation periods have been concentrated between
1960 and 1980, when supply limitations hitcommodity markets in various waves, which in turn
hit growth. In those instances, real estate, commodities and volatility were among the few
places to hide. Equities tend to be rangebound, with value typically outperforming growth.
Among the losers, bonds are in a worse position than equities, due to less favorable initial
conditions: surprisingly, the level of initial yields remains still the major long term driver of
returns in bond markets.
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Commodities and real assets

Comml?]?lg:;?sr%%t/psgfio(:g]sdunng In the 70s, political noise overthe Suez Canal turned into a massive supply squeeze in energy
20% _ markets. The picture is relatively similar today, with the squeeze coming from supply disruptions
® Below Median CPI related to the pandemic. Supply limitations took a decent toll on gas and energy prices in the

150, | Above Median CPI past months, and may persist for longer than expected, with Opec+ leaning against output
increases. Production bottlenecks in Asia take time to resolve, and the backlog of 2020-21

10% orders affects time to market. In energy markets, Russian gas may flow back to Europe only
59 slowly, as politics adds up to thsicgl IimitaFions. QPE_C+ is also in no rush T[o ease market
I I I II | I pressure, as larger producers benefit from higher oil prices. So, the commodity rally may not

0% -u sustain recent momentum, butsupply squeezes will supporthigh levelsin the coming months.
Energy and commodities assets will thus keep performing, andremain relatively cheap. Energy

-5% stocks in Europe are up 25% YTD, vs oil and natural gas, respectively at 70% and 140%. The

energy indexis one of the few still below pre-Covid highs, despite energy commodities being
all through the highs. In credit, HY energy names have been lagging, and offer 5-9% yields
(depending on jurisdictions/subsector) despite improving balance sheets. Commodity-linked
currencies, such as the Norway Krona or the Russian Ruble, are performing butstill cheap to
what their oil beta would imply.

Large US Stocks

Small US Stocks

Non-US Stocks

US Bonds

US Cash

Real Estate
Commodities ™=

60/40 Portfolio

Source: AAll Journal. Data as of December 2016

Note: The median level of inflation used over the 46-year Mise ry means volatility
period was 3.29%.

Stagflation tends to raise market volatility, as higher inflation and low growth compound. The
“‘misery index”, which combines unemployment and inflation, shows a tight correlation with
cross-assetvolatility during the 15 years between 1970 and 1984, atime characterized by high

VIX Pre and Post QE: Proportion of
Days Where VIX falls in the Range

a0% “Oer berios = Pre QE inflation, growth concerns and rallying commodities. The index was subdued during the 90s
3% 1~ "8 1 ¥ Post QE and 2000s, but is coming back up sharplyin 2021. After 10 years of QE, markets are not used
30% | I to volatility. Since 2010, rates and equity volatility has remained subdued, with only occasional
50k I 1 spikes. Volatility has been concentrated in a few “bad days”, which soon turned into an
00 [ 1 opportunity to buy risk, especially in credit. A high volatility regime naturally favors flexibility and
20% : : less reliance of marketdirection, at the expense of marketbeta.
15%
. butalso a :
10% : : fattertall of high Alpha is back
5% | I | I_ - - High volatility means high dispersion, which raises the value of alpha or asset picking within
0% 1 -1 1 II ol b oat! asset classes. This is especially true in an environment where both equities and rates suffer,
| ﬂ $ G | .B (’}1’ < ® 35 (}iﬂ : and hence the value of beta is limited. With stagflation, energy, consumer and healthcare tend
L°_m BI3 8|.§3’1_ é. ﬁ —_— to deliver positive equity returns, while tech, industrials and materials tend to suffer. Financials
Source: Algebris Investments, Bloomberg. Data as of and utilities are more mixed as slow growth offsets high rates. At a country level, energy
Nots, Pro OF — 1990 2008, Post QE — 2008 — presert importers and countries that heavily rely on borrowing abroad, like Turkey, tend to suffer, while
) _ ) ) ) energy exporters with a solid external picture, like Russia or S. Africa, tend to fare better.
High Dispersion Provides Fertile Thorough country and sector selection is thus more importantthan usual.
Ground for Alpha
US HY Dispersion Real GDP and Inflation Z-scores
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Source: Algebris Investments , BofAML . Data as of -6.0 -4.0 -20 0.0 20 4.0 -20 -10 0.0 10
30.09.2021. Note: HY Dispersion is calculated as the Real GDP Real GDP
proportion of face value inthe DM USD HY and EUR HY
index marked outside +/- 100bps of overall index level. Note: 2021 and 2022 forecasts are taken from Bloomberg consensus estimates. Z-Scores calculated using data since 2000.
MOVE Index —US Rates implied volatility Source: Algebris Investments, Bloomberg
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Fed Macroeconomic Goals Are Close to
Being Met, But Policy Settings Are Far
from Normal

Distance from Goals

30 Distance of Policy from Normal

25 Square root of the
objective function
20 Vvalues

15
10

5

0

1975 1990 2005 2020
Source: Algebris Investments, Bloomberg, Federal
Reserve Bank of St. Louis. Data as of 31.10.2021

Note: Distance from goals using core PCE 2% target and
FOMC long-run projection for unemployment rate.

NAN\TO
‘f — :‘r (’\
A\ N P
“—~ INVESTMENTS

Algebris Investments’ The Silver Bullet

Conclusions: Stay Defensive on Paper Assets, Buy Upside on Real Assets

The recovery is solid, particularly in the United States and Continental Europe. We expect a
turn towards bottom-up stimulus from China, where policymakers are positioning for a long-
term game. Thisislikelyto come notin the form of large-scale rate cuts and QE, butrather with
topical policy decisions to supportthe housing marketand services.

Against this backdrop, we expect inflation to stay elevated — as we have argued since eatrlier
in the year — due to persistent supply bottlenecks and a pick-up in demand, combined with
economic reopening and new measures to combat Covid.

If this view is correct, then many Western central banks remain behind the curve — the Fed for
one, as well as the Bank of England, and the European Central Bank. The dilemma is that
these institutions have trapped themselvesin an asset-bubble of their own creation. Whether it
is stock valuationsin the US, property in the UK or BTP yieldsin the Eurozone, central banks
won’tbe able to accept a prolonged negative price action.

For investors, this means interest rates will remain persistently below inflation. At the same
time, the structural drivers of low inflation over the past decades — globalization, geopolitical
stability and the ability to consume planetary resources without caring for the environmental
cost— are changing rapidly.

As a result,we are positioned defensivelyin paper assets. Ourlongsin governmentbonds and
credit are selective and with limited duration, yet still yielding substantially more than inflation.
Atthe sametime, we are positioned for upside convexity in instruments backed by real assets:
convertible debt, equities and commodities.

s

The Silver Bullet is Algebris Investments' global creditinvestor letter.

Alberto Gallo is Head of Global Credit Strategies at Algebris (UK) Limited, and is Portfolio
Manager for the Algebris Global Credit Opportunities Fund, joined by portfolio managers/macro
analysts Aditya Aney, Gabriele Foa and LennartLengeling.

For more information about Algebris and its products, or to be added to our
Silver Bullet distribution list, please contact Investor Relations at algebrisIR@algebris.com.
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Additional reading:

Financial Times, Putin says Russia could deliver 10% more gas if Nord Stream 2 approved,
October 2021

European Central Bank, Monetary Conference StatementPress Conference, October 2021

Reuters, OPEC+ sticks to plan for gradual oil output hike, price roars higher, October 2021

Financial Times, Consumer demand must ease to _end supply chain crisis, says Maersk
executive, September2021

Reuters, Maersk CEO sees no sign of freightmarketeasing this year, September2021

Joblist, Q2 2021 United States Job Market Report, July 2021

The Wall Street Journal, Intel CEO Says Chip Shortage Could Stretch Into 2023, July 2021

The Economist, Governments have identified commodities essential to economic and military
security, March 2021

Federal Reserve Bank of St. Louis, James Bullard - Fed Goals and the Policy Stance, July
2014

Sources:
The source for allimagesis Wikimedia Commons unlessindicated otherwise.
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This document is issued by Algebris (UK) Limited. The information contained herein may not be
reproduced, distributed or published by any recipient for any purpose without the prior written consent of
Algebris (UK) Limited.

Algebris (UK) Limited is authorised and regulated in the UK by the Financial Conduct Authority. The
information and opinions contained in this document are for background purposes only, do not purport to
be full or complete and do not constitute investment advice. Under no circumstances should any part of
this document be construed as an offering or solicitation of any offer of any fund managed by Algebris (UK)
Limited. Any investmentin the products referred to in this document should only be made on the basis of
the relevant Prospectus. This information does not constitute Investment Research, nor a Research
Recommendation. Algebris (UK) Limited is not hereby arranging oragreeing to arrange any transaction in
any investment whatsoever or otherwise undertaking any activity requiring authorisation under the
Financial Services and Markets Act 2000.

No reliance may be placed for any purpose on the information and opinions contained in this d ocument or
their accuracy or completeness. No representation, warranty or undertaking, express or implied, is given
as to the accuracy or completeness of the information or opinions contained in this document by any of
Algebris (UK)Limited, its directors, employees or affiliates and no liability is accepted by such persons for
the accuracy or completeness of any such information or opinions.

The distribution ofthis document may be restricted in certain jurisdictions. The illustrations presented are
based on data as of publication date, unless otherwise indicated. The above information is for general
guidance only, and itisthe responsibility of any person or persons in possession of this document to inform
themselves of, and to observe, all applicable laws and regulations of any relevant jurisdiction. This
documentis for private circulation to professionalinvestorsonly .
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