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The world is settling into a new normal that is likely to look quite different from pre-
COVID-19 normes. This includes different patterns of demand shaped by learning to live
with the virus and an ongoing fiscal thrust with firm policy objectives. Unprecedented
monetary policy is soon to be scaled back—a process that is likely to lift volatility as ‘ ‘
economies and markets adjust to the new normal, which will slowly reveal itself over time.

We are cautious on
Still-easy monetary policy coupled with ongoing fiscal support bodes well for reflationary duration, selective
growth. However, as uncertainty continues with the Delta variant and the gradual on defensive
withdrawal of easy monetary policy, any negative growth surprise could cap reflationary assets and employ
prospects over the near term. Inflation appears mostly transitory, but with sticky abarbelled
characteristics to watch closely. strategy toward
We believe the recovery will continue, which is positive for growth assets. However, the growth assets to
combination of improving growth and the gradual withdrawal of easy monetary policy is accommodate the
likely to lift bond yields from extraordinarily low levels. We are cautious on duration, changing contours
selective on defensive assets and employ a barbelled strategy toward growth assets to of growth

accommodate the changing contours of growth.

Navigating to the new normal

The reflation trade gathered pace after October of 2020 following a “blue wave” election
result giving control to Democrats in the US, which was quickly followed by promising
test results for several vaccines to fight COVID-19. Through a combination of new stimulus
and a global vaccine rollout, it appeared that the COVID-19 crisis would eventually end,
with large quantities of stimulus and liquidity left to boost growth well into the future.
However, by 2Q21, an uneven vaccine rollout and then the Delta variant made the
outlook less clear.

Not surprisingly, outside of a short-term release of pent-up demand, consumers and
investors have grown cautious on the outlook and the prospects of negative growth
surprise. So, what comes next? It depends. Some nations are still adhering to zero
tolerance to the spread of the virus, while others are hoping that high vaccination rates
will sufficiently manage current and future outbreaks. In either case, clearly it will take
time before demand returns to more normal levels.

Even before COVID-19 struck, there was already much change afoot in the global
economy. The reconfiguration of supply chains that began with the US-China trade war
has accelerated, as tensions remain high and COVID-19 lockdowns exposed a
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fundamental weakness in supply chain dependence. Nations are not just adjusting their
mix of trade partners; in many cases, they are seeking to bring some manufacturing back
home in the name of national security and job creation. Call it “reverse globalisation”,
which has broad implications for capital flows and resolution of final demand.

Fighting climate change has long been a global objective, but political appetite and
newfound comfort in running ever larger fiscal deficits has deepened the commitment.
We have seen the implementation of both direct fiscal initiatives and indirect incentives
to drive capital away from fossil fuels toward renewable energy, while every nation is
focused on technological innovation as a means of reaching a sustainable future. Again,
this shift has broad implications for demand.

These multiple dynamics of change make it difficult to assess future growth in the context
of a normal economic cycle. That said, gradual normalisation as the world learns to live
with the virus, coupled with firm fiscal commitments to prop up demand, bodes well for a
continued recovery whatever shape its final form takes.

Positioning for different outcomes

Our base case is that a combination of demand normalisation and fiscal stimulus will
prove to be reflationary, benefiting cyclical assets and supporting higher growth through
investment and robust final demand. Reconfiguring supply chains brings more
investment and incentives to invest in efforts to rein in climate change.

Cyclical equities should benefit, including even those “less green” commodities that are
necessary inputs toward reaching ultimate green objectives. Growth stocks including
technology could suffer over the near term as reflation lifts yields. While this environment
tends to be less kind to equities with rich valuations, we believe that technology is core to
future growth and therefore its long-term earnings prospects remain strong.

Close behind our reflation thesis is a return to lower levels of growth, which is a familiar
experience over the last decade. While fiscal policies may be seen to power investment
and final demand, the global commitment is uneven and may dissipate as the world exits
the crisis. There is also the problem of capital misallocation, where expenditure and
investment fail to boost productivity and demand, while higher levels of debt can add to
uncertainty.

Lower growth is less favourable to cyclicals, but secular growth assets can still perform,
much like they did over the last decade. Rates will lift to more normal levels as the US
Federal Reserve (Fed) normalises monetary policy. Although this could prove a near-term
headwind to growth equities, they should ultimately find stability on continued strong
earnings prospects.

The outlier risk is that growth moderates while inflation remains stickier than hoped,
requiring further tightening by central banks to keep inflation expectations anchored.
Fiscal policy may also have to be pulled back, where tight policy and inflation both weigh
on demand and growth. Such an outcome is remote, but one to watch, requiring a more
defensive posture with selective low duration and commodity assets.

Keeping an eye on inflation

So far, inflation looks transitory. While inflation prints have been quite high, most of the
drivers were related to supply disruptions, such as used autos in which production of new
cars suffered from shortage of semiconductors, shifting demand to the used car market
where rental car companies were competing for inventory to replenish their fleets.
Already, supply and demand pressures are normalising and used car prices are coming
down, bringing broad measures of inflation down with it.

Still, the debate over the relative stickiness of inflation has not ended. Wage pressures are
currently elevated, perhaps partly driven by high levels of unemployment assistance that
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is due to end in September. Still, job openings are at record highs and unemployment is
coming down quickly, so it is possible that some wage pressures may prove more
persistent.

There are also policy-driven factors that could keep inflation elevated, including easy
fiscal policy. While globalisation efficiencies helped to drive disinflation over the last 20
years, deglobalisation is less efficient and arguably could add to inflation pressures.
Policies designed to reduce emissions could also prove inflationary. Already, investment
in fossil fuels is in decline but it will take decades to fully shift to renewables, which means
energy prices could stay elevated.

While these sources of potential inflationary pressures are well noted, technology, the key
disinflationary driver, may be the most powerful force to keep inflation at bay.
Technological innovation brings efficiency and depresses prices in its wake. Exponential
advancements in areas such as computing, artificial intelligence and robotics have the
potential to deliver new efficiencies that are inherently disinflationary.

Innovation is likely to outpace inflationary forces over the long term, but we do keep a
watchful eye on inflationary pressures over the near term, which drives central bank
policy. The Fed has demonstrated its willingness to let inflation run “a little hot”, but at
some point, if some inflationary pressures remain sticky, the Fed will need to respond
more aggressively to keep inflation expectations anchored. This would be a firm negative
to the growth outlook.

An adaptive barbell portfolio strategy

The outlook remains varied but overall positive, favouring a barbell strategy toward
growth assets—a combination of cyclical exposures that benefit from the recovery, as
well as secular growth that will continue to benefit from ongoing innovation and strong
earnings. It is key to remain adaptive to the shape of the recovery as it unfolds, whether it
be reflationary, low growth or (remotely) more inflationary.

On the defensive side, we continue to favour a short duration on the premise that the
combination of returning growth and the withdrawal of easy monetary policy is likely to
lift long-term rates. We like China bonds for their still-healthy yields and defensive
characteristics. Depending on the contours of reflation versus inflation, commodities
could prove to be a more defensive asset class than fixed income assets.
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Important information: This document is prepared by Nikko Asset Management Co., Ltd. and/or its affiliates (Nikko AM) and is for distribution
only under such circumstances as may be permitted by applicable laws. This document does not constitute personal investment advice or a
personal recommendation and it does not consider in any way the objectives, financial situation or needs of any recipients. All recipients are
recommended to consult with their independent tax, financial and legal advisers prior to any investment.

This document is for information purposes only and is not intended to be an offer, or a solicitation of an offer, to buy or sell any investments or
participate in any trading strategy. Moreover, the information in this document will not affect Nikko AM's investment strategy in any way. The
information and opinions in this document have been derived from or reached from sources believed in good faith to be reliable but have not
been independently verified. Nikko AM makes no guarantee, representation or warranty, express or implied, and accepts no responsibility or
liability for the accuracy or completeness of this document. No reliance should be placed on any assumptions, forecasts, projections, estimates or
prospects contained within this document. This document should not be regarded by recipients as a substitute for the exercise of their own
judgment. Opinions stated in this document may change without notice.

In any investment, past performance is neither an indication nor guarantee of future performance and a loss of capital may occur. Estimates of
future performance are based on assumptions that may not be realised. Investors should be able to withstand the loss of any principal
investment. The mention of individual securities, sectors, regions or countries within this document does not imply a recommendation to buy or
sell.

Nikko AM accepts no liability whatsoever for any loss or damage of any kind arising out of the use of all or any part of this document, provided
that nothing herein excludes or restricts any liability of Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention and use of the intended recipients. Any use beyond that intended by Nikko
AM is strictly prohibited.

Japan: The information contained in this document pertaining specifically to the investment products is not directed at persons in Japan nor is it
intended for distribution to persons in Japan. Registration Number: Director of the Kanto Local Finance Bureau (Financial Instruments firms) No.
368 Member Associations: The Investment Trusts Association, Japan/Japan Investment Advisers Association.

United Kingdom and rest of Europe: This document is communicated by Nikko Asset Management Europe Ltd, which is authorised and regulated
in the United Kingdom by the Financial Conduct Authority (the FCA) (FRN 122084). This document constitutes a financial promotion for the
purposes of the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the FCA in the United Kingdom, and is directed at
professional clients as defined in the FCA Handbook of Rules and Guidance.

United States: This document may not be duplicated, quoted, discussed or otherwise shared without prior consent. Any offering or distribution
of a Fund in the United States may only be conducted via a licensed and registered broker-dealer or a duly qualified entity. Nikko Asset
Management Americas, Inc. is a United States Registered Investment Adviser.

Singapore: This document is for information to institutional investors as defined in the Securities and Futures Act (Chapter 289), and
intermediaries only. Nikko Asset Management Asia Limited (Co. Reg. No. 198202562H) is regulated by the Monetary Authority of Singapore.
Hong Kong: This document is for information to professional investors as defined in the Securities and Futures Ordinance, and intermediaries
only. The contents of this document have not been reviewed by the Securities and Futures Commission or any regulatory authority in Hong
Kong. Nikko Asset Management Hong Kong Limited is a licensed corporation in Hong Kong.

New Zealand: This document is issued in New Zealand by Nikko Asset Management New Zealand Limited (Company No. 606057, FSP22562). It is
for the use of wholesale clients, researchers, licensed financial advisers and their authorised representatives only.

Kingdom of Bahrain: The document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents. No
offer to the public to purchase the Strategy will be made in the Kingdom of Bahrain and this document is intended to be read by the addressee
only and must not be passed to, issued to, or shown to the public generally.

Kuwait: This document is not for general circulation to the public in Kuwait. The Strategy has not been licensed for offering in Kuwait by the
Kuwaiti Capital Markets Authority or any other relevant Kuwaiti government agency. The offering of the Strategy in Kuwait on the basis a private
placement or public offering is, therefore, restricted in accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as amended). No
private or public offering of the Strategy is being made in Kuwait, and no agreement relating to the sale of the Strategy will be concluded in
Kuwait. No marketing or solicitation or inducement activities are being used to offer or market the Strategy in Kuwait.

Kingdom of Saudi Arabia: This document is communicated by Nikko Asset Management Europe Ltd (Nikko AME), which is authorised and
regulated by the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the Financial Conduct Authority (the FCA) in the
United Kingdom (the FCA Rules). This document should not be reproduced, redistributed, or sent directly or indirectly to any other party or
published in full or in part for any purpose whatsoever without a prior written permission from Nikko AME.

This document does not constitute investment advice or a personal recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual circumstances of any recipient. In providing a person with this document, Nikko AME is
not treating that person as a client for the purposes of the FCA Rules other than those relating to financial promotion and that person will not
therefore benefit from any protections that would be available to such clients.

Nikko AME and its associates and/or its or their officers, directors or employees may have or have had positions or material interests, may at any
time make purchases and/or sales as principal or agent, may provide or have provided corporate finance services to issuers or may provide or
have provided significant advice or investment services in any investments referred to in this document or in related investments. Relevant
confidential information, if any, known within any company in the Nikko AM group or Sumitomo Mitsui Trust Holdings group and not available
to Nikko AME because of regulations or internal procedure is not reflected in this document. The investments mentioned in this document may
not be eligible for sale in some states or countries, and they may not be suitable for all types of investors.

Oman: The information contained in this document nether constitutes a public offer of securities in the Sultanate of Oman as contemplated by
the Commercial companies law of Oman (Royal decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98, nor does it constitute an
offer to sell, or the solicitation of any offer to buy non-Omani securities in the Sultanate of Oman as contemplated by Article 139 of the Executive
Regulations to the Capital Market law (issued by Decision No. 1/2009). This document is not intended to lead to the conclusion of any contract of
whatsoever nature within the territory of the Sultanate of Oman.

Qatar (excluding QFC): The Strategies are only being offered to a limited number of investors who are willing and able to conduct an
independent investigation of the risks involved in an investment in such Strategies. The document does not constitute an offer to the public and
should not be reproduced, redistributed, or sent directly or indirectly to any other party or published in full or in part for any purpose whatsoever
without a prior written permission from Nikko Asset Management Europe Ltd (Nikko AME). No transaction will be concluded in your jurisdiction
and any inquiries regarding the Strategies should be made to Nikko AME.
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United Arab Emirates (excluding DIFC): This document and the information contained herein, do not constitute, and is not intended to
constitute, a public offer of securities in the United Arab Emirates and accordingly should not be construed as such. The Strategy is only being
offered to a limited number of investors in the UAE who are (a) willing and able to conduct an independent investigation of the risks involved in
an investment in such Strategy, and (b) upon their specific request.

The Strategy has not been approved by or licensed or registered with the UAE Central Bank, the Securities and Commodities Authority or any
other relevant licensing authorities or governmental agencies in the UAE. This document is for the use of the named addressee only and should
not be given or shown to any other person (other than employees, agents or consultants in connection with the addressee's consideration
thereof).

No transaction will be concluded in the UAE and any inquiries regarding the Strategy should be made to Nikko Asset Management Europe Ltd.
Republic of Korea: This document is being provided for general information purposes only, and shall not, and under no circumstances is, to be
construed as, an offering of financial investment products or services. Nikko AM is not making any representation with respect to the eligibility of
any person to acquire any financial investment product or service. The offering and sale of any financial investment product is subject to the
applicable regulations of the Republic of Korea. Any interests in a fund or collective investment scheme shall be sold after such fund is registered
under the private placement registration regime in accordance with the applicable regulations of the Republic of Korea, and the offering of such
registered fund shall be conducted only through a locally licensed distributor.
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