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The beginning of the end

March 2021

The COVID-19 virus has had a devastating impact around the world. More than 2.5 million people have
died, including more than 500,000 in the US, more than 120,000 in the UK, and 909 in Australia. The
Institute of International Finance estimates that government support packages and other measures to
combat the pandemic have added $24 trillion to global debt over the past year.

However, we believe an end to the pandemic is in sight. Several vaccine candidates have reported positive
phase 3 trial results, including Pfizer, Moderna and AstraZeneca. These vaccines are now being rolled out
across the globe, with (at the time of writing) more than 271 million doses administered across 108
countries, which now exceeds the 115 million confirmed COVID-19 cases globally.

The race for herd immunity

The speed of the rollout since the first dose was given in December is impressive, but with a global
population of 7.8 billion — and estimates by US Chief Medical Adviser Dr Anthony Fauci that 70-90% of the
global population needs to be immunised before the world achieves herd immunity — there is clearly a long
way to go. In this regard, some countries are doing better than others with the vaccination rollout. Israel is
leading the charge, with 53% of the population having had one dose and 39% having had the second dose.
By comparison, 16% of the US population, 32% of the UK population and a miserly 5% of the EU population
has had the first dose. Australia’s
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Daily new confirmed COVID-19 cases per million people
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Australia is targeting 13 million vaccinations by mid-year, with the country fully vaccinated by October
2021. Flight Centre believes it is possible that low risk international travel could resume in the second half
of 2021. Qantas expects to be at 60% of pre-COVID domestic capacity by Q3 this year, and 80% by Q4.

Not everyone is as pessimistic as Dr Anthony Fauci around the timing of herd immunity, with McKinsey
estimating it could be achieved in the US and UK in the second half of 2021.

We share that optimism, and stocks that benefit from a re-opening scenario dominate our portfolio. Key
holdings currently include Flight Centre, Pointsbet, Vicinity Centres, Virgin Money UK and Xero.

Up goes the yield curve

While we expect the world to move into a recovery phase, the astonishing level of debt left in the
aftermath of the COVID-19 pandemic is presenting real challenges for global governments. Quite possibly
the only realistic policy outcome is a long period of above normal inflation (2.5%), which inflates away the
world's debt. Eventually, a prolonged period of inflation may be the least painful way of dealing with future
debt costs.

The US Federal Reserve is on record stating that it will hold rates low until full employment is reached and
the rate of inflation exceeds the 2% target for some time. Should the Fed hold this line while growth and
inflation expectations accelerate, the yield curve (10-year bonds less 2-year bonds) will likely steepen
further than it already has. Most of 2021’s Treasury asset purchases are being done on the short end of the
curve. With the short end of the curve suppressed and the long end of the curve rising, the curve will
steepen.

History suggests Price to Earnings multiples will contract when the yield curve steepens and inflation moves
above 2.5%. Of course the present value of cashflows discounted at 2% is much higher than those
discounted by 4%, but it’s not always clear what changes in forward rates mean for asset valuations.
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Goldman Sachs has Exhibit 2: The yield curve (10s — 2s) is as steep as it's been since 2016, but short-term interest rate
identified three periods in expectations have been anchored unlike prior episodes of yield curve steepening
recent history where the ——US Yield Curve (10yr - 2y1) 2yrusT
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generated strong returns.

So now is not the time to throw the baby out of the bathtub.

Kardinia Capital is a boutique asset manager investing in Australian equities via an absolute return, variable
beta, long/short strategy which was incepted in 2006. Kardinia aims to generate consistent positive returns
through an investment cycle, and not lose money in falling markets. Rather than trying to generate the
highest possible returns which tends to result in heightened risk and volatility, the team strives to provide
growth via superior risk-adjusted returns.

For more information visit kardiniacapital.com.au
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