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PORTFOLIO COMMENTARY

The fund returned 1.00% net of fees in February.

US stocks (S&P) rallied a further 2.95% in February, to take the year to date rally to over 11%. US 10 year bond yields posted a modest rise from 2.63% to
2.72%. Similar to equities, the rally in US credit continued. And the USD rose 0.6%, again little changed.

In short, the trends of January largely continued in February, but at about 1/3 of the pace. This was in line with the repeating of the 2016 analogue we outlined
last month.

At the end of last month we wrote;
I am sure some are asking what do we need to see to generate positive performance. So let me keep it clear and simple.

a)  If Brexit is resolved by May’s plan or a Norway+ plan in the next two months, we should perform well
b)  Ifthe RBA cuts rates in the next two months we should perform very well

c¢) Ifthe likelihood of a rate cut by the RBA post the election increases, we should perform well

d)  Ifthe equity markets rally with a Fed on hold, we should perform modestly well.

| am pleased to say the performance came from all of the above, albeit in modest amounts. But developments during the month enhanced our confidence that
we have the right package of trades on.

EURGBP weakened 1.8% during the month as the UK parliament edges towards an exit plan. This contributed 0.53% to performance. We still very much like
this position, and exposure is fully maintained in the portfolio.

The portfolio held options on US and Chinese equity indices, which contributed 0.32% to performance. And related to that, the rally in equities assisted the rise
in bond yields. The portfolio held put options on both US treasuries and German bunds, which contributed 0.49% to performance.

We dramatically increased our exposure to a rate cut in Australia during the month, but not at the best prices. As such, Australia made a near flat +0.04%
contribution, despite yields being on average 10 basis points lower. But it is now one of our largest exposures.

There were a number of small negative contributors to performance, none outstanding individually, but tallying some 0.25% in total.

The portfolio continues to be similarly positioned as it was at the end of January. We think the RBA will cut rates, and that US assets will continue a grinding “risk
on” rally. We prefer to express the latter by being “short” US rates (positioned for higher yields) as there is still a rate cut priced in the US for next year. We think
there is still likely to be a rate hike rather than a rate cut, most likely by the end of this year, albeit reluctant.

And finally we maintain exposure to Brexit, positioned for the outcome to be resolved, preferably in March, but certainly within the next 2 months. We have
expressed this in limited loss options (premium at risk only) that benefit from both EURGBP falling, and volatility falling. The latter we expect once an outcome is
decided, and should be the main contributor to performance.
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OUTLOOK

The answer, my friend, is blowing in the wind

How good are you at reading people? How about a large frightened animal? It's an interesting question, in today’s tech driven social world, to consider the skill
of “reading” the situation. Is it being lost? Does it matter?

Hold that thought, and consider the following. You are asked to step in a 20 metre wide fenced enclosure, with a horse kicking and galloping at full speed around
the perimeter.

o ey =5 1

Your task. Get the horse to “join up”. Huh? Get the horse to calm down, accept you as the leader, walk over to you follow where ever you walk like a puppy dog.
Oh, and you can't touch the horse.

I had no idea that could be done. But it is all about “reading” the horse, and then sending the horse the right signals. You see, horses are herd animals. Meaning
they like to stick together, and they like to have a leader. When they get a fright they bolt. Typically for some 400 metres. And then they look to calm down, to re-
join the herd, to find a leader. You simply have to recognise this, and present yourself as the leader. Easy right?

Well yes actually. When you know what to do. The horse will give you signs it wants to calm down and look for a leader. It will slow down. It will lick its lips. It will
flick its ears to listen to you. It will snort. You show some leadership by getting in front and changing its direction a few times, then turn away (at the right time),
and hey presto, it walks up and follows you. Like a puppy dog.

Like horses, markets sometimes “take fright”. 'm not suggesting | can step in and lead the market. Far from it! But | can try and read it. What caused it to jump,
what signs are there that it is calming down, and so on.

And certainly the worst December for US equity markets since 1931, followed by the best 2 month start to a year since 1934, would present as a market that
“took fright”.

So what now? Is the market calming down? Or is the “scare” still there?

We have been writing about the “scary” situation since June. Specifically, was the world about to pay the price for 10 years of zero interest rates and a blow out
in global debt to 185 trillion dollars, aided by 18 trillion dollars of purchases by the G4 central banks plus China?

T http://www.frontierleadershiptraining.com/
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But we also speculated in January that the Fed pivot had removed that “scare”’, at least for now. Could it be that Q4 18 was “just” a healthy market correction,
touched off by tariff wars and Fed hikes, and with that behind us we are now in for smooth sailing? Like 20167 The horse is calming down?
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The answer, my friend, is blowing in the wind. At least that might be Bob Dylan’s answer. For me, it is as always, somewhere in between. (At least that's how |
sing it).

So this month, let me put the pieces together for you so we can at least be ready for what is next. Or possibly next.

Last year we wrote about wage and inflation pressures building in the US, and that the Fed would have to hike rates every quarter to slow the economy. At the
same time, we were concerned about the “credit bubble”, the dramatic increase in money invested in risky bonds around the world, in search of a higher yield.
And what would happen if the lenders of this money got nervous and wanted it back 3

The first, for us, was relatively easy to track and forecast. The second, however, is like predicting when a horse will take fright. Sometimes obvious, but many
times a trivial catalyst.

2 https://blogs.imf.org/2019/01/02/new-data-on-global-debt/
3 June newsletter
https:/ellerstoncapital.com/wp-content/uploads/2018/07/Thought-Piece-Brett-Gillespie-June-2018-There-is-a-storm-coming.pdf
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And so last year we saw the horse take fright many times.
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Culminating in the horse bolting in December!

US Credit vs Equities
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And so in January, entered the horse whisperer, Jerome Powell. Even looks a little like Robert Redford no? And as we know, the market has been calmed. But
like the movie, is the horse so damaged now that it will never really be calm again. Now permanently scarred, and ready to take flight at the most trivial trigger?

Perhaps. But also like the movie, the market has now been moved to a calming oasis, well away from the catalyst for its angst, namely the Fed itself. Because
with the Fed not only pausing with hikes, but also discussing targeting average inflation, the Fed has well and truly put away the whip. The markets next startle
will not come from the Fed.
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Which is not to say the market still won't be startled in the near term. Because for markets, the underlying problem is still there. How do you withdraw 18 trillion
dollars of support for bond markets, and raise interest rates, without spooking the horses? Even worse, are the horses so vulnerable — is so much money now
invested in bonds with retuns so minimal that investors are ready to bolt — that it will only take something ever so trivial to start the stampede?

Whilst one can never be sure about the emotion — the fear and greed — that so often drives investing, our view is that the Fed has demolished the immediate
catalyst for the panic that was developing in Q4, and the market is likely to stay calm for now. Like 2016.

And then?
Well, eventually, the forces of supply and demand will emerge. The so called business cycle.

Path of a traditional industrial cycle

Demand growth peaks Demand growth peaks

Sales growth slows

Inventories rise/input

costs fall Purchasing power falls

Interest rates
approach 'neutral’

Interest rate cuts/
profits fall

Inflation peaks Wages rise

Inflation accelerates

Employment declines NAIRU breached/Inputs

cost rise

Spare capacity rises Unemployment rate falls

Inventories fall Spare capacity declines
Pent up demand builds Profits rise

. Sales increase
New orders improve

Demand growth troughs
Source: Ellerston GMF

And where is the world in the business cycle? This is how we see it;

Country positioning in the current industrial cycle

Demand growth peaks Demand growth peaks

Canada

Euro Area/UK

Japan

Australia/Nordics

Turkey EM-Asia
India
NZ
South EM-Europe
Africa . EM-LATAM

Russia

Brazil

Demand growth troughs

Source: Ellerston GMF

Note where the US is. Leading the world, and the part of the business cycle where wages rise, inflation rises, interest rates approach neutral and purchasing
power falls.
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And traditionally, certainly since Volcker in 1980, central bank orthodoxy was that if they can tap the brakes (via rate hikes) just enough to slow the economy and
avoid inflation pressure, they can extend the business cycle. In the US, the 1980, 1983, and 1990 recession were caused by the Fed being just a bit too aggressive
on the brakes. But then overcorrecting, the 2001 and 2008 great recession was caused by a timid Fed, avoiding the brakes, and feeding asset bubbles that
eventually burst.

Is the Fed now in the same position? Dealing with another bubble of its own creation, this time in credit. Quite possibly.
Except they are not going to touch the brakes now. So now what happens?

Well like CSX Locomotive #8888, the “Crazy Eights” runaway train inspiration in the movie “Unstoppable”’, we now have to look forward to the disaster point, the
corner it won't make, the elevated curve in Bellaire, Ohio.

So where is that curve? What does that curve even look like? Well, for us, the “curve” is inflation. And where is it? Well, that is a little harder to answer. But let me
give you the signposts.

The first signpost; wages. Typically, when wages rise, inflation rises. After all, firms need to recover their costs.

US Wages vs Inflation
12.0

10.0
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US Avg Hourly Earnings YoY
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0.0
1960 1970 1980 1990 2000 2010

Source; EGMF, Bloomberg

But do you see what | see? Most of the time, rising wages = rising inflation. But not in 1997-2001. And not in 2006-2008. Why? Because when wages rise, it
could be because the employees have become more productive. And if they are more productive, that is not an increased cost for the firm. The cost for the firm
is the labour cost per unit produced (ULC). ULC is calculated as wages — productivity. If ULC is not rising, their cost of production is not rising. This is the golden
goose, a win/win for both employees and employers, the drivers of which are typically opaque and typically influenced by new inventions or labour market reform.
Not something the central bank can control. But something the central bank needs to predict. Inherently difficult, but Greenspan predicted it in 1997. With the
productivity enhancements of the internet. And Powell is now suggesting the same will occur. But it seems for little more reason than because productivity is too
low...Well perhaps he will be right. At any rate, the red arrow below shows the lift in productivity in the late 90's. That allowed higher wages without inflation.

The other way to have higher wages without inflation is for firms to “absorb” the cost. Note the decline in the green line in 1997-01, and again in 2006-08. That
line is corporate profits as a % of GDP. Instead of passing on higher costs, firms wore it. Why? Well for one, their profit margins were relatively high at the time.
One might presume that in a competitive environment, firms typically prefer to maintain market share if they can. At a profit’GDP ratio of 10.5% today, it would
appear that firms today can absorb higher prices for a period still. Won't be great for earnings of course...
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20 US Wages vs Inflation
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Nonetheless, the tricky part for forecasting a rise in inflation is in the chart above.
a) Do you think productivity will rise?
b) Do you think corporate profits will fall, and more importantly, by how much and over what period?

We don't pretend to know the answer to both of those questions — today. But we will be monitoring the trends closely so as to determine the answer well before
the market. All | can honestly say today is that it could be 6 months, or two years, before rising wages translate into inflation, as far as the squeeze on corporate
profits goes. Oh, and if there is a “productivity miracle”, there may never be a problem. And pigs can fly...

Maybe wages won't keep rising? All questions are good questions. But this one is relatively easy to answer. As we have written before, the relationship between
the unemployment rate and wages is well and truly intact. The update with the latest employment report in February only confirmed such. As the labour market
tightens, represented by the green line below, which shows the unemployment rate v NAIRU* (inverted), wages rise (the blue line).
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4 NAIRU = non-accelerating inflation rate of unemployment
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Over the last 35 years, the relationship is very consistent. Wages® sit around 2-2.5% when the NAIRU gap is positive (the unemployment rate is higher than
NAIRU). And it really doesn't matter how much higher. But when the NAIRU gap goes negative, 9 months later wages start to rise.

NAIRU Gap vs Wages
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There are much more worthy debates to engage in.

Ok. So let’s take rising wages as a given. Let's remain sceptical on a convenient productivity pickup. But open to the idea and monitoring for it. And let’s
assume corporate profits decline to absorb some of the wage pressures, but we don’t know how much.

Have we been here before? Powell says yes, and points to 1997. Convenient. | say if corporates eat into their profits, it might be more like 2006. But with one
new problem. Indeed, as | wrote last month, one massive change. In 2006, the Fed was still “pre-emptive”. When wages rose, it raised interest rates to slow the
economy and try and quell inflation. In 2019, pre-emptive is dead; long live reflation!

NY Fed Governor Williams is leading the charge for a new policy framework, price level targeting, or “inflation averaging”. Powell is trying to calm the horses,
saying any changes will be “evolutionary”, not “revolutionary”. You might say that doesn’t seem like a big deal? Isn't that what the RBA does, target inflation to
average 2.5% over the medium term? Indeed it is. But the difference is in the interpretation of how you achieve that goal. If you are targeting say 2% on average,
do you always target 2%? Or if inflation has run at say 1.5% for 4 years, do you target inflation at 2.5% for 4 years? Well | can tell you the answer from one former
RBA policy setter. They would never be so presumptive to think they could target say 0.5% higher for 4 years and then nicely bring it back to target. There best
way to target say 2% , is to always target 2% and expect the misses to average out over time.

Williams takes a different view. His view is the best way to target 2%, is to stabilise inflation expectations at 2%. He believes the biggest danger for inflation is to
consistently miss in one direction, as they have in the last 5 years, and for this systematic miss to “unanchor” inflation expectations, which in turn leads to lower
inflation and so on. Below are two of the three inflation expectation measures he is focussed on.
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Inflation expectations
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So in his mind, it is imperative to re-anchor inflation expectations. And the only way to do that is to run inflation higher than target for a period, until those
expectations rise. | imagine he would like to see them at least where they were prior to 2007.

And what was the third inflation expectation measure he was focussed on? The so called inflation breakeven rate from the bond market. It dropped from 2.1% in
October to 1.72% in December, and this worried the Fed. They feel they need to see this at 2.1% and going higher, not lower.

Fed's 5yr Forward Breakeven Inflation
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So we are backing the Fed. We think they will achieve this goal, because they are determined to. Wages are rising, and they are not going to stop it. They want
it to feed into inflation. This is a world we haven't been in since the 50's and 60’s. Notice on the wagefinflation chart above, it was the late 60°’s when the Fed lost
control of inflation. The last time the Fed wasn't pre-emptive.

Now we aren't saying this is going to happen instantly. As I noted above, this could take a couple of years to play out now. But it is a different playbook to last
year. Last year we had a more traditional Fed, determined to normalise policy, albeit still late. The risk, which transpired at the end of the year, was that the credit
bubble at some point would burst.

Now we have a Fed with a new plan. They would well and truly rather deal with inflation than a bubble bursting. We back the Fed, at least in portfolio
positioning. The trade now is for reflation. We are long inflation breakeven swaps in the US. And we also like the US 5-30 curve to steepen. We still
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think the Fed will hike this year, but only very reluctantly, when it is very clear the economy is doing well, and financial conditions have taken another leg
easier (driven by equity markets grinding out a rally). And the credit bubble waiting to burst? It will likely wait. The two catalysts to startle the horses were

a) Fed hikes, and
b)  Arecession.

The Fed's new course of action clearly negates a), and also delays b). Something else might happen to raise concemns of a recession — a trade war perhaps?
But without a rise in recession risk from an exogenous shock, we don't see a near term endogenous catalyst. Nonetheless, the credit, or carry bubble, still lingers.
Like a nervy horse, it just needs another loud noise to set it off.

Which brings me to Australia. Hasn't the starter’s gun for rate cut calls been fired there! On the 1st of Feb, no Australian banks were calling rate cuts in Australia
this year. Now we have had UBS, Westpac, NAB, JP Morgan, Nomura and Macquarie all forecasting 50 points of rate cuts this year. And | am probably missing
some. We started to position for rate cuts in mid-January, and this has helped performance in February and March (so far). The market now prices one cut by
August, and a 50% chance of another cut by February 2020.

So will they be delivered? I'm afraid so. | say afraid, because a key part of our forecast that sees the cuts delivered is a deteriorating Australian economy.
The RBA has explicitly linked a rate cut to the state of employment market. Phillip Lowe said last month:

...a lot depends upon the labour market. The recent data on this front have been encouraging. Employment growth has been strong, the vacancy rate
is very high and firms' hiring intentions remain positive.6

Mmm, it seems the lead indicators suggest his optimism is misplaced.
ANZ job ads have started to fall (year over year), and you would have to say the relationship to employment is prefty tight...

Australia: ANZ Job Ads growth
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Alittle looser v the unemployment rate, but the implication is clear. Unemployment should soon start to rise.

6 https://www.rba.gov.au/speeches/2019/sp-gov-2019-03-06.html
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Australia: ANZ Job Ads growth
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Indeed, based on this indicator alone, this is when the RBA has typically done their first rate cut

Australia: Job Ads - 1st cut of cycle
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Yet this is the only indicator holding them back from a rate cut! GDP is weak, consumption is very weak. And as we all know housing is very weak, arguably the
weakest since the early 80’s. They are clearly very reluctant to cut. But the employment shoe is about to drop.

In the same speech, Governor Lowe takes comfort at the current 9% decline being “not unprecedented”. Well yes, it isn't unprecedented in terms of magnitude.
But it is unprecedented in terms of what is driving the fall. This is the only time that house price falls have not been due to higher interest rates. Rather, it is due
to collision of special factors. A surge in population growth driving a much delayed and ill-timed surge in dwelling stock.
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Dwelling stock and population growth
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And the appearance and disappearance of the Chinese buyer. Approvals to purchase domestic property by offshore investors averaged 0.2% of the housing
stock from the early 1990s until 2011 before surging by a factor of 10 through 2015 and 2016, and then plummeting back to 0.5% in 2018.

Residential Investment Approvals by FIRB

45,000 Number % of Housing stock 2.5
40,000
35,000 2
30,000
1.5
25,000
20,000
1
15,000
10,000 0.5
5,000
0 0

1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017
I Number of residential approvals to foreigners by FIRB (lhs)

% of housing stock (rhs)
Source: Ellerston GMF

Not all of this investment came from China and the data is not granular enough nor reliable enough to be precise. Yet the surge and then retreat in foreign
investment in Australian property does correlate closely with the surge and then retreat in private sector capital outflow from China over same period. Australia
wasn't the only destination of its capital, but it did unquestionably have an impact on the housing market and the perception of the sustainability of house price
gains.
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Residential Approvals by FIRB and China capital flows
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The “problem” is the impact of falling house prices on the consumer. The RBA finds the wealth effect from housing is relatively contained, impacting
predominantly cars, and to a lesser extend home furnishings, clothing and utilities.

Well they are right about autos. YoY sales are approaching recessionary levels. Levels incidentally that normally illicit a sizeable response from the RBA.

Car sales and the change in the cash rate
% %YoY (3 mth mov avg)
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Source: Ellerston GMF

The problem my friend is there is no sign of a bottom in the housing market price decline.
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Auction clearance rates and house prices
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Yes, 0.9% decline in Feb is better than the prior 3 months. But | would be reluctant to call it a bottom without a reason, like a rate cut. Particularly with an election
looming.

Indeed, with the “perception” building that house prices continue to fall, one has to wonder if that becomes self-fulfilling? The RBA did. They just released “A
Model of the Australian Housing Market”. Their model suggests that if homebuyers change their perception and believe that prices will decline by 2.5% a year in
real terms (about 4-5% in nominal terms, or half the current pace...), then house prices can be expected to fall 35% over the next 5 years. Of course they don't
expect this. They conclude this “is relevant as a worst-case scenario to be guarded against”.

And so | said last month, it is time to pursue the policy of least regret. Or perhaps they prefer to say “guard against the worst-case scenario”.

What is hard to say is how much more evidence the RBA needs to pull the trigger. We are betting it is sooner rather than later, but most likely after
the election, and are positioned accordingly.

Indeed, our positions are little changed from last month, which were

1. Positioned for rate cuts in Australia
2. Positioned for higher yields in the US (a rate hike this year, and long inflation breakevens)
3. And positioned for a positive outcome on Brexit.

The last we still expect will come, but perhaps a little longer than we would like. With May's Brexit plan expected to fail yet again, focus will now turn to an extension
of the timetable. Probably fill June. And then nutting out an alternative solution, most likely a softer Brexit (a Customs Union 2.0 or Norway+ plan), or a 2
referendum on Brexit. Much less likely, though possible, would be an election. We are positioned for positive resolution over coming months (either Customs
Union 2.0, May’s plan or a referendum), though admittedly sooner is better for our structures.

Brett Gillespie

7 https:/www.rba.gov.au/publications/rdp/2019/pdf/rdp2019-01.pdf
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DISCLAIMER

This newsletter has been prepared by Ellerston Capital Limited ABN 34 110 397 674 / AFSL 283 000 as responsible entity of the Ellerston Global Macro Fund (ARSN 617 222 741) without
taking account your objectives, financial situation or needs. For further information, please refer to the PDS available by contacting info@ellerstoncapital.com. This information is current
as at the date on the first page.

This material has been prepared based on information believed to be accurate at the time of publication. Assumptions and estimates may have been made which may prove not to be
accurate. Ellerston Capital undertakes no responsibility to correct any such inaccuracy. Subsequent changes in circumstances may occur at any time and may impact the accuracy of the
information. To the full extent permitted by law, none of Ellerston Capital Limited, or any member of the Ellerston Capital Limited Group of companies makes any warranty as to the accuracy
or completeness of the information in this newsletter and disclaims all liability that may arise due to any information contained in this newsletter being inaccurate, unreliable or incomplete.
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