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MULTI-ASSET INSIGHTS

Key points

1. We expect COVID concerns to fade, consumer spending to persist, and the economic recovery to
continue but with higher inflation and less policy stimulus. On balance, we favor equities over bonds.

2. Within equities, we prefer developed over emerging markets (EM) given China’s slowdown and the
hardships EM countries face post-pandemic, including slower growth, high inflation, worse fiscal def-
icits, and greater political volatility.

3. We are most positive on commodities, given that inflation pressures are likely to persist longer than
the market thinks.

4. Interest rates are vulnerable to a broader reopening, inflation, and reductions in central bank sup-
port.

5. Downside risks include a surge in inflation that forces faster-than-expected central bank tightening
or a severe China slowdown. Upside risks include a “Goldilocks” scenario (just the right amount of
monetary tightening) that extends the cycle or a lift in inflation-capping productivity.
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Our multi-assets views
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of an offer to purchase shares or other securities.

Can central banks nail the landing?

We expect 2022 to be a year of transition, with the market’s focus shifting from COVID to the state of growth and inflation
and the central bank response. Developed markets are close to moving from pandemic to endemic, with higher vaccination
rates and better treatments reducing the risk of further lockdowns. Liquidity remains plentiful for consumers and companies.
Consumers have bolstered their savings stockpiles significantly in recent quarters, wages should continue to increase, and
spending should rise (Figure 1). Companies, for their part, are benefiting from ideal financing conditions, COVID-driven re-

structuring, and strong nominal growth, all of which should continue and support earnings next year.

On the other hand, central banks now acknowledge that they underestimated inflation — both the level and persistence —
and find themselves having to “nail the landing” by tightening policy just enough to tame inflation without derailing the cycle.
In the end, we think the result will be reflation rather than stagflation, with the recovery from COVID underpinning stronger

demand, especially in the service economy.
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FIGURE 1

Recent high consumer savings imply strong consumption
US personal savings as a percent of disposable income, per quarter
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While the economic backdrop may not be quite as supportive for the market in 2022 as it was in 2021, we maintain a pro-risk
stance and prefer to be moderately overweight equities relative to bonds, moderately underweight EM equities, and over-
weight commodities. As the global cycle improves, we think regions that suffered more from deflationary forces before the
pandemic will benefit more from higher inflation. Thus, within equities, we favor Japan over Europe, the US and EM. Within

commodities, we remain bullish on energy and industrial metals, in light of both cyclical and structural dynamics.

Turning to fixed income, we see more upside for yields in the US and Europe, and we think strong demand technicals will con-
tinue to offset rich valuations in spread markets. We also favor the relative value of EM debt spreads, particularly in corpo-

rates.

Equities: Focusing on the benefits of inflation

While Europe has flirted with deflation for several years, in Japan the struggle has lasted even longer. Higher inflation should
incent consumers and businesses to spend and invest, rather than wait for cheaper prices ahead. On the flip side, higher infla-

tion may be a headwind for the US, where, despite recent struggles to generate inflation, it has now moved above target, and

for EM, where inflation is already much higher than target.
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Japan should also benefit from a highly vaccinated population, a potential fiscal policy boost, and cheap valuations. The same
arguments are true in Europe, but to a lesser extent, especially since inflation now exceeds the central bank’s target. Mean-

while, the Bank of Japan faces less inflationary pressure than other central banks and, despite some early hiccups, new Prime
Minister Kishida is likely to continue reflationary policies. We are encouraged that Japanese consumer confidence has shifted
higher despite inflation expectations picking up, which we see as evidence that real incomes are perceived to be rising (Figure

2). We also think the country remains a rich hunting ground for bottom-up alpha.

FIGURE 2

Japanese consumers bullish despite rising prices
Japanese consumer confidence and consumer inflation expectations®
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We maintain our neutral view on US equities. Despite valuation and inflation concerns, the economy is robust and supported

by pent-up savings and rising wages. Our focus is on high-quality companies in value-oriented or cyclical sectors.

We are moderately bearish on EM, taking into account their vaccination challenges and lack of access to antivirals, potential
for aggressive rate hikes to address double-digit inflation, poor fiscal dynamics, and political volatility — conditions that set
the stage for a stagflationary environment. China has slowed, but there are signs of modest policy easing. However, we are
concerned that until China drops its “zero-COVID” policy, a robust recovery is unlikely. Within EM, we favor commodity ex-

porters, which should benefit from our base case of higher inflation and commaodity prices.
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Commodities: An unloved asset class no more

While commodities have already enjoyed a strong run-up, we maintain our bullish view, given the global inflation picture and
the historical sensitivity of the asset class to rising prices. We expect supply/demand imbalances in energy, metals, and agri-
culture to persist as recent underinvestment (in response to shareholder pressure) collides with increased demand. In addi-

tion, the growing effort to decarbonize the economy is helping to drive up the costs of a variety of commodities.

Against this backdrop, we encourage allocators to consider having commodities exposure, either through commodities fu-
tures, energy companies, or miners. Given ESG concerns, we favor companies that have clear plans and have made meaning-

ful progress transitioning their business toward renewables and reducing their carbon footprint.
Fixed income: Navigating unattractive valuations

We see a tumultuous period for rates in the months ahead as markets try to divine how central banks will respond to infla-
tion pressures. We may be entering a paradigm shift for many central banks’ reaction functions — one that, given higher in-
flation, is less focused on easing to address slower growth (Figure 3). As we have seen in the dollar bloc regions, markets
could test central banks by pushing up the short end and flattening yield curves. That said, market expectations in the US
have moved up the first rate hike to mid-year 2022, in line with the Fed forecast, so while we remain moderately bearish on

US and European rates, we don’t see much scope for a big rate rise.

FIGURE 3

Could equity volatility pick up with higher rate volatility?
Move and VIX indices
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The MOVE Index is a yield-curve-weighted index of the normalized implied volatility on one-month Treasury
options. It is 2 weighted average of Im2y, 1m5y, Im10y, and Im30y Treasury implied volatilities with weights
0f 0.2,0.2, 0.4, and 0.2, respectively. The VIX Index is a market estimate of the expected volatility of the S&P
500 Index and is calculated by using the midpoint of real-time S&P 500 option bid/ask quotes. = Source:
Bloomberg = Chart data: 12 November 2020 - 11 November 2021
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In growth fixed income (credit), valuations are rich, with most spreads well inside of median levels. However, we think de-
faults are likely to stay very low and demand technicals are strong, as foreign demand for yield persists, and currency-hedged
US credit yields are attractive to many non-US investors. Within credit, we prefer EM debt to US high yield as EM spreads are
considerably wider. Credit valuations have been a reliable indicator of forward excess returns, a dynamic we continue to

trust. We think Mexico, Russia, and various countries in Central and Eastern Europe are attractive.

We also prefer bank loans, which offer attractive valuations versus US high yield and could benefit from Fed tightening.
Within securitized credit, we favor floating-rate structures in CLOs and CMBS. New risk-based capital factors being adopted

by the National Association of Insurance Commissioners are likely to increase demand for AAA-rated and AA-rated bonds.
Risks

Our base case is that the economic recovery will continue and demand will overtake the risks of higher inflation. Specifically,
we think a high stock of savings and rising wages position consumers well to deal with higher prices. A policy mistake is a key
risk if central banks are slow to react to inflation and inflation expectations de-anchor, leading to a rapid and significant rise in
rates. Alternatively, if central banks are perceived to be too hawkish in their inflation policy, that could also derail the cycle.

We think central banks can successfully thread the needle, but we are wary of a policy mistake.

COVID remains a risk as part of the world moves toward the indoor winter months and about five billion people remain un-
vaccinated, which could give rise to new variants. Unfortunately, the COVID overhang is likely to last for years in EM coun-

tries.

China’s path is difficult to discern with its opaque system. If the country’s credit clampdown and energy shortage become
more severe or, as noted, there’s no relaxation in the country’s zero-COVID policy, we could see a more dramatic slowdown

than expected, which could impact the global cycle.

On the upside, central banks may hit a perfect landing with their tightening decisions — a scenario that would justify a more
bullish view on risk assets. In addition, our inflation concerns may be ameliorated by a pickup in productivity, though that is

not likely in the near future.

Another upside risk is that antivirals, in combination with vaccines and warmer weather early next year, put an end to the

scourge of COVID in developed markets, unleashing stronger consumer spending.
Investment implications

Stick with developed market equities — We think developed market equities will continue to do well, but that Japan will
outperform the US and Europe. Japan Is likely to experience more of the benefits of inflation, given Its prior struggles with

deflation, and Its governments Is more likely to pursue reflationary policies.

Get more selective within equities — We continue to favor a value tilt in energy and financials and prefer cyclical sectors
such as materials and some industrials. However, we think asset allocators should be more judicious about valuations in cycli-
cals as many stocks are fully priced for a recovery. Travel and leisure is one area where valuations do not yet reflect recovery
in the services sector. A key attribute to look for in any company in an inflationary environment, regardless of sector, is its

pricing power.
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Remain cautious on EM — China is key to the EM outlook and the government’s credit clampdown has been engineered to
wring excess risk out of the financial system, especially in the property market. Until that changes, continued sluggishness
seems likely. Outside of China, countries will face major economic pressures from COVID as well as political volatility. Despite

the grim overall picture, we see opportunities in commodity exporters and Central and Eastern European countries.

Given the risks of inflation, pursue protection with commodities — Inflation may reach higher levels or be more persistent
than many asset allocators expect. While value-oriented equities may provide some protection, commodities (excluding pre-
cious metals) have historically been the most inflation-sensitive asset class. Real assets and inflation-linked government

bonds may also play a role.

Focus growth fixed income in shorter duration — Central banks are on a tightening path, so we favor shortening duration
and we prefer floating-rate structures, especially in CLOs and bank loans. Most spreads are rich, but we don’t see a catalyst
for them widening much. We think EM sovereign and EM corporate debt offer better upside potential from a spread perspec-

tive than US corporates and high yield.

Maintain defensive fixed income for diversification — While our views tilt toward an economic recovery, we think it is still
prudent to consider an allocation to high-quality bonds in case of a sharp equity sell-off. A global fixed income universe gives
investors more opportunity to add value, and we think Japan’s central bank can support their market the longest. We think
municipal bonds can play a strategic role for taxable investors, especially given the trend toward larger federal deficits. Pre-

cious metals and option strategies may provide additional ways to supplement bond exposure.
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IMPORTANT DISCLOSURE

Wellington Management Company LLP (WMC) is an independently owned investment adviser registered with the US Secu-
rities and Exchange Commission (SEC). WMC is also registered with the US Commodity Futures Trading Commission
(CFTC) as a commodity trading advisor (CTA) and serves as a CTA to certain clients including commodity pools operated
by registered commodity pool operators. WMC provides commodity trading advice to all other clients in reliance on exemp-
tions from CTA registration. WMC, along with its affiliates (collectively, Wellington Management), provides investment man-
agement and investment advisory services to institutions around the world. Located in Boston, Massachusetts, Wellington
Management also has offices in Chicago, lllinois; Radnor, Pennsylvania; San Francisco, California; Frankfurt; Hong Kong;
London; Luxembourg; Milan; Shanghai; Singapore; Sydney; Tokyo; Toronto; and Zurich. m This material is prepared for,
and authorized for internal use by, designated institutional and professional investors and their consultants or for such other
use as may be authorized by Wellington Management. This material and/or its contents are current at the time of writing
and may not be reproduced or distributed in whole or in part, for any purpose, without the express written consent of Wel-
lington Management. This material is not intended to constitute investment advice or an offer to sell, or the solicitation of an
offer to purchase shares or other securities. Investors should always obtain and read an up-to-date investment services
description or prospectus before deciding whether to appoint an investment manager or to invest in a fund. Any views ex-
pressed herein are those of the author(s), are based on available information, and are subject to change without notice.
Individual portfolio management teams may hold different views and may make different investment decisions for different
clients.

In Canada, this material is provided by Wellington Management Canada ULC, a British Columbia unlimited liability
company registered in the provinces of Alberta, British Columbia, Manitoba, New Brunswick, Newfoundland and Labrador,
Nova Scotia, Ontario, Prince Edward Island, Quebec, and Saskatchewan in the categories of Portfolio Manager and Ex-
empt Market Dealer. m In Europe (excluding the United Kingdom and Switzerland), this material is provided by Wellington
Management Europe GmbH (WME) which is authorized and regulated by the German Federal Financial Supervisory Au-
thority (Bundesanstalt fur Finanzdienstleistungsaufsicht — BaFin). This material may only be used in countries where WME
is duly authorized to operate and is only directed at eligible counterparties or professional clients as defined under the Ger-
man Securities Trading Act. This material does not constitute investment advice, a solicitation to invest in financial instru-
ments or information recommending or suggesting an investment strategy within the meaning of Section 85 of the German
Securities Trading Act (Wertpapierhandelsgesetz). m In the United Kingdom, this material is provided by Wellington Man-
agement International Limited (WMIL), a firm authorized and regulated by the Financial Conduct Authority (FCA) in the UK
(Reference number: 208573). This material is directed only at eligible counterparties or professional clients as defined un-
der the rules of the FCA. m In Switzerland, this material is provided by Wellington Management Switzerland GmbH, a firm
registered at the commercial register of the canton of Zurich with number CH-020.4.050.857-7. This material is directed
only at Qualified Investors as defined in the Swiss Collective Investment Schemes Act and its implementing ordinance. m In
Hong Kong, this material is provided to you by Wellington Management Hong Kong Limited (WM Hong Kong), a corporation
licensed by the Securities and Futures Commission to conduct Type 1 (dealing in securities), Type 2 (dealing in futures
contracts), Type 4 (advising on securities), and Type 9 (asset management) regulated activities, on the basis that you are a
Professional Investor as defined in the Securities and Futures Ordinance. By accepting this material you acknowledge and
agree that this material is provided for your use only and that you will not distribute or otherwise make this material availa-
ble to any person. Wellington Investment Management (Shanghai) Limited is a wholly-owned entity and subsidiary of WM
Hong Kong. m In Singapore, this material is provided for your use only by Wellington Management Singapore Pte Ltd (WM
Singapore) (Registration Number 201415544E). WM Singapore is regulated by the Monetary Authority of Singapore under
a Capital Markets Services Licence to conduct fund management activities and is an exempt financial adviser. By accepting
this material you represent that you are a non-retail investor and that you will not copy, distribute or otherwise make this
material available to any person. m In Australia, Wellington Management Australia Pty Ltd (WM Australia) (ABN 19 167 091
090) has authorized the issue of this material for use solely by wholesale clients (as defined in the Corporations Act 2001).
By accepting this material, you acknowledge and agree that this material is provided for your use only and that you will not
distribute or otherwise make this material available to any person. Wellington Management Company LLP is exempt from
the requirement to hold an Australian financial services licence (AFSL) under the Corporations Act 2001 in respect of finan-
cial services provided to wholesale clients in Australia, subject to certain conditions. Financial services provided by Welling-
ton Management Company LLP are regulated by the SEC under the laws and regulatory requirements of the United States,
which are different from the laws applying in Australia. m In Japan, Wellington Management Japan Pte Ltd (WM Japan)
(Registration Number 199504987R) has been registered as a Financial Instruments Firm with registered number: Director
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General of Kanto Local Finance Bureau (Kin-Sho) Number 428. WM Japan is a member of the Japan Investment Advisers
Association (JIAA), the Investment Trusts Association, Japan (ITA) and the Type Il Financial Instruments Firms Association
(T2FIFA). m WMIL, WM Hong Kong, WM Japan, and WM Singapore are also registered as investment advisers with the
SEC; however, they will comply with the substantive provisions of the US Investment Advisers Act only with respect to their
US clients.
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