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Risk assets have notched up strong and even spectacular
returns from their pandemic lows, prompting the question: how
much upside remains? While a lot of good news has certainly
been priced in, we expect markets to grind higher — albeit with
quite a bit of volatility along the way.

We believe most investors, like us, are positioned to buy
meaningful market dips. We struggle to see how the short-term
narrative would make investors become sellers, bar a
geopolitical incident or a new black swan like the pandemic.

In our view, further market upside faces a headwind of bullish
investor sentiment and positioning, which is already long. But
with record amounts of stimulus still gushing through global
markets, and the economic cycle at a relatively early stage, we
see a significant tailwind as well.
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Follow the money

The short-term outlook is one of economies opening up and
normalising. Policymakers, meanwhile, will likely continue to be
very supportive in the absence of pressure from rising inflation
expectations. And even if this cycle plays out more quickly than
the last, we believe it would be premature to expect equities to
price end-of-cycle dynamics now. Such a scenario is too
distant and too uncertain, in our view, with recession risk low.

At the same time, there has been a surge in US broad money
supply, the magnitude of which has not been seen since the
Second World War. Half of the increase has flowed into
household accounts, while cash as a share of financial assets
for non-financial corporates is at its highest level since 1969.
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Markets are still figuring out what all the monetary and fiscal
stimulus means for the world economy. We believe that a
significant amount of this cash will be spent, boosting growth
and possibly inflation (as Tim explains below). Of equal
importance is our expectation that a significant amount of the
cash on consumers’ balance sheets will be invested in financial
markets.

Equity markets may look expensive in absolute terms.
However, we believe the equity risk premium — especially
outside the US — remains acceptable on a relative basis.

We also see meagre long-run return potential in bonds, which
makes long-term expected equity returns, albeit lower than
normal, still quite attractive, in our view. In addition, we expect
corporate profitability to improve, thanks to operational
leverage and short-term increases in productivity.

US money supply surges
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Real yield moves

Investors are understandably growing concerned about the
rise in yields and recent choppiness of equities. Yet we believe
equity markets would be able to digest a move higher in yields,
if it reflected the anticipation of faster inflation and stronger
growth (a possible catalyst for which could be the weakening
of the US Senate’s filibuster).

There is also little empirical evidence that rising real yields are
particularly bad news for equities, especially at their still very
low levels; rising real yields have mostly been associated with
higher stock markets.

In the event policymakers become fearful about the impact of
all the stimulus they have unleashed, not least with regard to
inflation, we would be ready to shift our positive stance. For
now, though, within our portfolios we favour exposure to
equities to play the current phase over investment grade credit,
where we believe tight spreads pose an asymmetric risk to
investors.!

1.The value of an investment and any income taken from it is not guaranteed
and can go down as well as up, you may not get back the amount you originally
invested.
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Our core macro views

Key asset class views:

Overview Equities

Equities XXX Us o0 0
Duration 00 UK 00
Credit o0 | Europe ® 00,
Inflation o0 | Japan ® 000
Real estate [ X ) 1 Ly Emerging markets @ @ 1 LB
Fixed income Currencies

Government bonds @ .3 [ N US dollar (] .3 [ N
Investmentgrade @ @ | Euro ® 00
High yield ® 00 Pound sterling ® 000
EM USD debt ® 000 Japanese yen ® 0 0.
EM local debt 00 EM FX 00

This schematic summarises the combined medium-term and tactical views of
LGIM's Asset Allocation team as of April 2021.

The midpoint of each row is consistent with a purely strategic allocation to the
asset/currency in question. The strength of conviction in our medium-term and
tactical views is reflected in the size of the deviation from that mid-point. The
value of an investment and any income taken from it is not guaranteed and can
go down as well as up, you may not get back the amount you originally invested.

Summary of LGIM’s asset allocation core view

Economic cycle

- Coming out of recession is the most positive
phase of cycle

gy N - Vaccines rollout competing with rising case

positive loads

1l . .
e + Monetary policy exceptionally easy and fiscal

policy support stabilises the short-term
outlook

Valuations

- Absolute equity valuations are high but not
stretched

+ Credit spreads now below average and less

. . attractive
Economic cycle Valuations Systemic risk ) . . -
But relative valuations remain positive and more
Coming out of Relative valuations Concerns around both relevant
recession is the most now less attractive political and credit risk L.
positive phase Systemic risk

- Troubled relationship between US and China
But Europe’s core more unified and Brexit deal

. . . . n

Source: LGIM. Views current as at April 2021. Forward-looking statements are, by their nature, done

subject to significant risks and uncertainties and are based on internal forecasts and + Global debt burden becomes worrying if
assumptions and should not be relied upon. inflation re-emerges
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How much stimulus is too
much?

The US is embarking on a giant economic
experiment to test capacity limits, involving both
monetary and fiscal policy.

The Federal Reserve's (Fed) new framework means there is a
commitment to wait for inflation to sustainably breach 2%
before raising rates, rather than tightening pre-emptively if
demand is strong given the usual lags in monetary policy.

This shift coincides with Democrats concluding that they did
not go big enough after the global financial crisis. As a result,
the latest $1.9 trillion in fiscal stimulus is front-loaded, with
over $400 billion in direct payments to households reaching
accounts before Easter. This comes after a $900 billion bill was
signed at the end of December 2020.

Meanwhile, discussions have already begun on the next round
of stimulus to boost infrastructure spending. The numbers
here are potentially even larger, but would be spread out over a
number of years.

By the end of the first quarter households have accumulated
more than $2 trillion (or 10% of GDP) of excess saving. But now
there are increasing opportunities to spend as the COVID-19
vaccine rollout is proceeding rapidly and the economy is
starting to reopen. Even with 6% growth expected in 2021,
most economists assume this cash stock is largely saved. So
there are some significant upside risks to growth if the virus
can be successfully contained and the economy fully reopens.

Echoes of the 1960s

What does this mean for inflation? The Fed's Chair, Jay Powell,
has already warned about an imminent increase due to base
effects from last year and some prices normalising (like
airfares and hotels) as the economy reopens. Recent supply
chain disruptions and commaodity price increases, coupled
with pent-up demand, could add to this upward pressure.

However, the Fed is likely right that this initial increase will
prove transitory. Base effects start to move in the other
direction later in the year and the supply tensions should ease.
Even with a rapid jobs rebound, it will likely take a few quarters
to return to full employment and so any wage pressures are
unlikely to emerge until 2022. But at this point some of the
slower-moving elements in the inflation basket, such as rent
and education costs, could also be starting to move higher.

CBO output gap and LGIM forecast
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Source: Macrobond,CBO and LGIM estimates as at 26 March 2021. Forward-
looking statements are, by their nature, subject to significant risks and
uncertainties and are based on internal forecasts and assumptions and should
not be relied upon.

There is a scenario where US growth is so strong, it drives the
output gap to its most positive since the 1960s.

However, that does not mean a repeat of this era will follow.
The Fed is now much more attuned to inflation expectations
and could be forced to begin raising rates earlier than it has
signalled to keep them well anchored. While this has the
potential to be disruptive for markets, the recent rise in bond
yields suggests this shift is already beginning to be anticipated.
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The powerful cross-currents
facing commodity prices

This year will likely see growth fireworks:
according to the International Monetary Fund,
only on three occasions in the past 40 years has
world economic output grown at a similar rate to
the pace we expect in 2021. Does this mean global
commodity prices can continue to climb?

The growth outlook is undoubtedly supportive; indeed, the
manufacturing PMI of advanced economies can explain more
than 40% of the price variation in industrial commodities.

However, China poses a powerful headwind to the bullish
commodity story. Not only has Chinese growth already
returned to pre-virus levels, but credit conditions are likely to
tighten markedly this year. After a COVID-19 induced jump in
already-high debt levels, the country’s leadership wants to keep
its debt-to-GDP ratio stable in 2021. This implies a slowdown in
credit growth from 13% to 11%, our analysis suggests.

Historically, Chinese credit conditions have been a strong
driver of industrial commodity prices. This is because most of
the credit ends up in heavy industry and construction, areas in
which China is a big player. For example, the country accounts
for half of global steel consumption and more than half of
global copper consumption.

Modelling commodities

To determine which of the above cross-currents will prevail, we
have built a commodity model. In addition to the advanced
economy PMI and Chinese credit impulse, this includes the US
Dollar Index. Since commaodities are denominated in US
dollars, a weaker greenback makes them more affordable for
non-US players, boosts global demand and leads to higher
commodity prices.

What does our model indicate? For starters, commodity prices
are exactly where they should be given historical correlations
with activity, dollar and Chinese stimulus.

Commodity model
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Source: Bloomberg, Macrobond and LGIM calculations as at 18 March, 2021.
Forward-looking statements are, by their nature, subject to significant risks and
uncertainties and are based on internal forecasts and assumptions and should
not be relied upon. The value of an investment and any income taken fromitis
not guaranteed and can go down as well as up, you may not get back the
amount you originally invested.

Second, despite China’s massive clout in global commodity
markets, our model suggests that the advanced economy
cycle matters more than the country’s credit impulse for
commodity prices.

This is also true for the 2020 commodity price appreciation.
The price of industrial commodities rose 25% between Q1 and
Q4. We estimate that 50% of this increase was due to the
recovery in advanced economies, with 30% due to China’s
credit impulse and 20% on account of a weaker dollar.

What do we expect over the rest of this year? The model
suggests that industrial commodity prices will probably remain
around current prices throughout 2021 as the global recovery
and Chinese tightening offset each other. This assumes a
stable dollar, tighter Chinese credit and an advanced economy
PMI of 60. The latter currently stands at 56.4 and has never hit
60 in its 23-year history.

To sum up, the world’s economic recovery matters more than
Chinese credit for global commodity prices. But as most of
that recovery appears to have been priced in, the appeal of
investing in commodities has dimmed significantly, in our view.
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Sterling: A return to ‘normality’

The pound has undergone quite a reversal thus
far in 2021: from being the whipping-boy of G-10
currencies in recent years, it has become one of
the stronger performers among its rivals. What
explains this shift - and how durable is it likely to
be?

Following the Brexit referendum, many investors were wary of
sterling, amid concerns over the potential damage from the vote
and uncertainty over the future UK-EU relationship. The global
economic upheaval wrought by COVID-19 intensified that wariness,
given the pound'’s traditional status as more of a risk-on’ currency.

Much of that wariness has dissipated since the end of the transition
period on 31 December 2020, and in light of the UK's relatively
speedy rollout of vaccines. With investor positioning much cleaner
and volatility more muted, sterling is trading much more like its G-10
rivals. (Since 2016, the pound occasionally behaved more like an
emerging market currency, leading some to dub it the ‘British
peso).

A reassessment of the Bank of England’s outlook of late has been
particularly supportive, with investors pricing out the possibility of
negative interest rates. The market narrative is now focused on
when the central bank will need to tighten policy, should faster
growth lead to higher inflation.

UK 10-year yields: in the middle of the pack
3.50

Referendum fatigue

Looking ahead, we anticipate further strength in the pound, a view
we favour expressing versus the euro given the close ties between
the UK and euro-area economies.

Our conviction stems from the belief that any further normalisation
on the rates front should be positive for sterling, especially if this
takes the UK further away from its perennially low-yielding
counterparts among other developed markets — not least within
Europe’s currency bloc.

In addition, we see the pound’s valuation as appealing on a simple
real effective exchange-rate basis, a composite measure that
weights bilateral real exchange rates against each of the UK's major
trading partners by their shares in its total trade. Of course, the euro
area’s halting response to COVID-19 is also a factor.

One potential market catalyst we are monitoring is the Scottish
parliamentary election, on 6 May, whose results could raise the
chances of a second independence referendum. Such an outcome
could dent the growing enthusiasm for the pound among global
investors, for whom the Brexit vote is still a relatively fresh memory
and who are continuing to pay for protection against further
volatility in the currency, according to options markets.

In line with our motto of ‘prepare, don't predict, we will adjust our
stance as the situation unfolds.
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Important information

The information contained in this document (the ‘Information’) has been
prepared by LGIM Managers Europe Limited (‘LGIM Europe’), or by its affiliates
(‘Legal & General’, ‘we’ or ‘us’). Such Information is the property and/or
confidential information of Legal & General and may not be disclosed by you
to any other person without the prior written consent of Legal & General.

No party shall have any right of action against Legal & General in relation to
the accuracy or completeness of the Information, or any other written or oral
information made available in connection with this publication. Any
investment advice that we provide to you is based solely on the limited initial
information which you have provided to us. No part of this or any other
document or presentation provided by us shall be deemed to constitute
‘proper advice’ for the purposes of the Investment Intermediaries Act 1995 (as
amended). Any limited initial advice given relating to professional services
will be further discussed and negotiated in order to agree formal investment
guidelines which will form part of written contractual terms between the
parties.

Past performance is no guarantee of future results. The value of an
investment and any income taken from it is not guaranteed and can go down
as well as up; you may not get back the amount you originally invested.

The Information has been produced for use by a professional investor and
their advisors only. It should not be distributed without our permission.

The risks associated with each fund or investment strategy are set out in this
publication, its KIID, the relevant prospectus or investment management
agreement (as applicable) and these should be read and understood before
making any investment decisions. A copy of the relevant documentation can
be obtained from your Client Relationship Manager.

Confidentiality and limitations:

Unless otherwise agreed by Legal & General in writing, the Information in this
document (a) is for information purposes only and we are not soliciting any
action based on it, and (b) is not a recommendation to buy or sell securities or
pursue a particular investment strategy; and (c) is not investment, legal,
regulatory or tax advice. Any trading or investment decisions taken by you
should be based on your own analysis and judgment (and/or that of your
professional advisors) and not in reliance on us or the Information. To the
fullest extent permitted by law, we exclude all representations, warranties,
conditions, undertakings and all other terms of any kind, implied by statute or
common law, with respect to the Information including (without limitation)
any representations as to the quality, suitability, accuracy or completeness of
the Information.

Any projections, estimates or forecasts included in the Information (a) shall
not constitute a guarantee of future events, (b) may not consider or reflect all
possible future events or conditions relevant to you (for example, market
disruption events); and (c) may be based on assumptions or simplifications
that may not be relevant to you.

The Information is provided ‘as is' and 'as available’. To the fullest extent
permitted by law, Legal & General accepts no liability to you or any other
recipient of the Information for any loss, damage or cost arising from, or in
connection with, any use or reliance on the Information. Without limiting the
generality of the foregoing, Legal & General does not accept any liability for
any indirect, special or consequential loss howsoever caused and, on any
theory, or liability, whether in contract or tort (including negligence) or
otherwise, even if Legal & General has been advised of the possibility of such
loss.

Third party data:

Where this document contains third party data (‘'Third Party Data’), we cannot
guarantee the accuracy, completeness or reliability of such Third-Party Data
and accept no responsibility or liability whatsoever in respect of such
Third-Party Data.

Publication, amendments and updates:

We are under no obligation to update or amend the Information or correct any
errors in the Information following the date it was delivered to you. Legal &
General reserves the right to update this document and/or the Information at
any time and without notice.

Although the Information contained in this document is believed to be correct
as at the time of printing or publication, no assurance can be given to you that
this document is complete or accurate in the light of information that may
become available after its publication. The Information may not take into
account any relevant events, facts or conditions that have occurred after the
publication or printing of this document.

Telephone recording:

As required under applicable laws Legal & General will record all telephone
and electronic communications and conversations with you that result or may
result in the undertaking of transactions in financial instruments on your
behalf. Such records will be kept for a period of five years (or up to seven
years upon request from the Central Bank of Ireland (or such successor from
time to time)) and will be provided to you upon request.

In the United Kingdom and outside the European Economic Area, it is issued
by Legal & General Investment Management Limited, authorised and
regulated by the Financial Conduct Authority, No. 119272. Registered in
England and Wales No. 02091894 with registered office at One Coleman
Street, London, EC2R 5AA.

In the European Economic Area, it is issued by LGIM Managers (Europe)
Limited, authorised by the Central Bank of Ireland as a UCITS management
company (pursuant to European Communities (Undertakings for Collective
Investment in Transferable Securities) Regulations, 2011 (S.I. No. 352 of
2011), as amended) and as an alternative investment fund manager with “top
up” permissions which enable the firm to carry out certain additional MiFID
investment services (pursuant to the European Union (Alternative Investment
Fund Managers) Regulations 2013 (S.I. No. 257 of 2013), as amended).
Registered in Ireland with the Companies Registration Office (No. 609677).
Registered Office: 70 Sir John Rogerson’s Quay, Dublin, 2, Ireland. Regulated by
the Central Bank of Ireland (No. C173733).

LGIM Managers (Europe) Limited operates a branch network in the European
Economic Area, which is subject to supervision by the Central Bank of Ireland.
In Italy, the branch office of LGIM Managers (Europe) Limited is subject to
limited supervision by the Commissione Nazionale per le societa e la Borsa
(“CONSOB") and is registered with Banca d'ltalia (no. 23978.0) with registered
office at Via Uberto Visconti di Modrone, 15, 20122 Milan, (Companies’
Register no. Ml - 2557936). In Germany, the branch office of LGIM Managers
(Europe) Limited is subject to limited supervision by the German Federal
Financial Supervisory Authority (“BaFin”). In the Netherlands, the branch
office of LGIM Managers (Europe) Limited is subject to limited supervision by
the Dutch Authority for the Financial Markets (“AFM") and it is included in the
register held by the AFM and registered with the trade register of the Chamber
of Commerce under number 74481231.Details about the full extent of our
relevant authorisations and permissions are available from us upon request.
For further information on our products (including the product prospectuses),
please visit our website.

© 2021 Legal & General Investment Management Limited. All rights reserved.
No part of this publication may be reproduced or transmitted in any form or by
any means, including photocopying and recording, without the written
permission of the publishers.
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