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Inflation never dies

We recently reviewed the Neutral Asset 
Allocation (NAA) for the First Sentier Multi-
Asset Real Return Fund; an exercise that is 
undertaken twice a year. This note 
summarises the key drivers of investment 
markets over the most recent six month 
period and outlines the changes made  
to the NAA following this most recent  
formal review. 
We’re almost halfway through 2021 and while it’s been well and 
truly more than a year since the Covid-19 pandemic first began to 
wreak havoc, the recovery is still a work in progress. It’s been six 
months since our last Neutral Asset Allocation review (NAA) and 
we continue to closely monitor the policies and announcements 
coming from both governments and central banks alike as they 
continue to work toward a global recovery. 

We’re still on the road to recovery 
The recovery is coming along at varying paces across regions. 
This differentiation between countries and regions is one of our 
key themes and will likely see diverging asset performance in the 
period ahead. 

Overall, much of the developed world appears to be effectively 
managing the spread of the virus through widespread vaccination, 
allowing continued easing of lockdown measures. Promisingly, in 
the US as at the end of April 2021, the vaccination program is well 
under way with 44% of Americans having received their first jab 
according to the Bloomberg Covid-19 vaccine tracker. Likewise, 
the UK has provided at least one dose to 51% of adults, however, 
next door in Europe, the take up is still lagging behind. Across 
emerging markets however, the race between the virus and the 
vaccine remains tight as the spread of the virus has not 
meaningfully decelerated and in some places it continues to 
reach frighteningly high levels. By the end of April, the number of 
infections as well as deaths was growing exponentially in India, 
with hospitals unable to cope and lacking resources including 
oxygen. Brazil is coming in closely behind, as the virus continues 
to rapidly spread throughout the country. Despite this, growth 
across emerging markets and developing economies contracted 
less than advanced economies and is expected to expand faster 
over 2021 and 2022 according to the International Monetary 
Fund’s April 2021 World Economic Outlook paper. Global growth is 
forecasted at 6% over 2021. This has been stronger than the 
previous readings made last year for the same period. In their 
paper however, they do acknowledge that emerging and 
developing economies are expected to suffer more medium and 
longer term scarring than advanced economies will. The key 
concern emerging now however appears to be finding the right 
balance between stimulus (both monetary and fiscal) without 
triggering higher than expected or desired inflation. Although 

central bank officials do not appear phased by this prospect,  
it remains a topic of contention as economies are still trying  
to recover. 

Figure 1: Global growth projections – April 2021
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Figure 2: US Inflation
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Is inflation making a comeback?
Over 2021 so far, reflation has dominated headlines several times, 
accompanied by bond yields which soared earlier in the year, from 
their record lows of 2020. Effectively, there has been a tug of war 
between the prospect of inflation and the rollout of extra fiscal and 
monetary policy measures which are typically known to be 
inflationary. Central banks have also committed to letting 
economies ‘run hot’ to ensure inflation structurally moves in line 
with longer term goals. Of course, in the period immediately post 
the Covid-19 pandemic, the issuance of support measures was 
effective, if not essential, but as several countries have begun to 
make a somewhat ‘roaring’ recovery, the concerns around higher 
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than expected inflation are surfacing. While most policymakers 
remain adamant that easy monetary policy settings will remain in 
place until a full recovery is in sight, signs of inflation have indeed 
been emerging, along with concerns that policymakers may 
ultimately be behind the curve. 

The rise in prices has unsurprisingly been accompanied by rising 
bond yields. US Treasury yields sat at 0.5% in August 2020 but 
jumped to 1.75% by the third week of March. This prompted slight 
panic throughout capital markets, primarily anxious that borrowing 
costs will rapidly increase, despite the ongoing pandemic. Similar 
moves were seen in other markets too, with Australian benchmark 
10-year yields rising by a sizable 78bps over the month of 
February. By the end of April, yields had cooled off but the 
ultra-low yields of 2020 might not be seen again for some time. 
Overall, yields remain at modest levels at the end of April, with 
German 10-year bund yields still sitting in negative territory but 
with forecasters anticipating a positive yield by the end of the year. 

In the Eurozone, prices increased by 0.9% in March over the 
previous month. Most alarmingly, in the US, the annual inflation 
rate printed in April recorded 4.2%, from 2.6% in March. Not only 
was this much higher than consensus expectations (by 0.8% 
higher) but this level of inflation has not been seen since 2008. 
Prior to this reading, US Fed Chair Powell’s commentary had 
remained in line with his previous statements and insisted that 
any incoming reflation would be transitory and return to the 2% 
target over the coming year. The central bank intends to keep 
rates low and held this stance at the meeting at the end of April.  
As illustrated in Figure 2: US Inflation; the 5 year forward 
expected inflation rate was 2.38% as at 12 May 2021, according to 
the US Federal Reserve. Meanwhile, the 10-year breakeven 
inflation rate – which is derived from the 10 year nominal Treasury 
yield and the 10-year Treasury Inflation-Protected Securities yield 
sat at 2.54% on the same date. While both of these indicators are 
above the 2% target, Fed Chair Powell has reiterated that this is 
an average inflation target and the Fed is comfortable in allowing 
increases over the shorter term. On the flipside, the Canadian 
central bank Governor announced during April that the bank would 
be slowing the pace of its bond purchases, however, this incited 
little market reaction.

Figure 3: 10-year Government bond yields 
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More government support to come 
Despite potential inflation woes, fiscal stimulus programs are still 
providing much needed support to economies from the 
pandemic fallout and a complete dry up is not yet on the cards.  
In the US, President Biden’s victory, followed by the Democratic 
clean sweep obtained in the January Georgia runoff elections,  
has allowed Biden to enact some of his further stimulus plans. 
The House of Representatives has already approved the 
American Rescue Plan – worth almost 8.8 per cent of 2020 GDP 
– to bolster the public health response and provide further support 
to families, communities and businesses. Part of the proposed 
spending includes an enormous US$2.25 trillion infrastructure 
plan as well as an education and childcare plan amounting to 
US$1.8 trillion. These measures however have already incited 
apprehension among politicians (particularly Republicans) around 
higher than expected inflation and are even more cautious that 
this could blow up an already overheating economy. On the 
monetary front, communications from the Federal Reserve (the 
‘Fed’) maintain that rates will remain low until meaningful 
improvements are made – however long it may take! Overall, the 
low cost of borrowing and announcements of additional stimulus 
in the US should bode well for an uptick in economic activity over 
the coming years. 

Over in Australia, the race against the virus and the vaccine is not 
as severe, as the spread of the virus has remained under control 
for several months now. As a result, while fiscal stimulus 
measures are still in place in the form of expenditure and revenue 
measures, some of the programs like the JobKeeper payments 
have ceased as business activity levels continue to improve. 
According to the Reserve Bank of Australia’s (RBA) forecast, GDP 
growth for the year ended December 2021 is expected at 3.5 per 
cent. While the reduction in fiscal measures should hopefully not 
impede this growth from occurring, it is of some comfort that the 
RBA intends to keep monetary policy settings loose for as long  
as needed. 

Where to for Equities now? 
Global equity markets continue to claw back the losses faced last 
year with several indices having reached new highs. While 
speculation arose over 2020 that the longest bull market in history 
was on its last legs … several months’ later shows it still has some 
life to give. Though market volatility continues to ebb and flow, 
adequate expected returns could still be generated from this 
asset class, particularly as many countries strengthen their 
management of the Covid-19 spread. Inflation concerns have also 
played a part in creating some additional volatility across equity 
markets, prompting sell offs. These concerns have however been 
debunked by policymakers, particularly in the US, who foresee any 
near term inflation being temporary. 

The vaccine rollout as well as fiscal stimulus have sparked a 
shakeup between growth and value style stocks, supported by 
improving consumer sentiment. Rising bond yields as well as 
increased commodity prices have also contributed to this value 
rotation, supporting the financial and mining sectors especially. 
From the calendar year to date, the S&P 500 returned 11.8%, 
closing 30 April at an all-time high of 4,211 points due to pleasing 
earnings results from big tech companies like Apple and 
Facebook over Q1. Year to date, the MSCI World Index returned 
9.3%, with small cap stocks outperforming large caps. Over the 
same period, even in the Eurozone, despite a shortage of supply 
and associated delays with the vaccine rollout in the region, the 
MSCI Europe ex-UK index is up 10.7%. Japanese equities 
represented by the Nikkei 225 has increased by 5% since  
31 December 2020, while infections remain sizable and 
vaccination rates remain low in the lead up to the postponed 
Tokyo Olympics. While emerging markets have generated decent 
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returns in recent months, the recent surge in Covid-19 infections 
has disrupted the region’s lead. Although the MSCI Emerging 
Markets Index was left lagging in year-to-date April 2021 terms, 
the region is expected to be supported by an anticipated 
weakening of the US dollar and attractive valuations. 

Figure 4: Global equity market returns 
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What exactly is the NAA review?
The first step in our investment process is to determine the 
economic outlook, both globally and for individual 
countries. Twice a year, we formally review existing 
assumptions and determine the likely long-term values for 
inflation, risk free rates, long-term bond yields, and 
earnings growth. 

Using current valuations as a starting point, these 
determinations enable us to calculate expected returns for 
various asset types globally. In turn, this helps inform the 
most appropriate mix of investments (NAA) that have the 
highest likelihood of achieving the Fund’s long-term 
objectives. 

The road ahead
The pandemic remains far from over, as not so gentle reminders 
continue to re-emerge like the surge of Covid-19 infections faced 
by countries like Brazil and in particular, India. While the impact of 
the overwhelming increase in cases in these regions may take 
some time to be accounted for, global equity markets so far have 
remained resilient against most stock market volatility. While Q1 
2021 earnings results from several sectors and companies 
recorded pleasing results, not every industry is out of the 
pandemic-affected woods yet and a divergent recovery – across 
all sectors and regions – remains firmly on the table. The rate of 
vaccinations is also differing among countries, with the US and UK 
leading the way, allowing further easing of lockdowns and 
enabling increased economic activity. Nonetheless, as the 
recovery continues to unfold, this will present varying 
opportunities across equity markets.

While reflation and rising bond yields may have spooked investors 
in recent months, minutes from the latest Fed meeting confirmed 
that US policymakers are comfortable allowing Treasury yields to 
rise, with no imminent plan for yield curve control. Further 
commentary suggests US officials are not bothered by 
anticipated inflation spikes, and will remain patient before making 
changes despite breakeven inflation rates reaching multi-year 
highs. As Chairman Powell reiterated, ‘the recovery is far from 
complete, so we will continue to provide the economy the support 
that it needs for as long as it takes’ - comforting words for both 
companies and investors alike. 

The path to recovery is still playing out and some more bumps in 
the road could be expected. Fortunately, indicators from vaccine 
rollout programs have been encouraging so far but economic 
activity still remains subdued, particularly as it pertains to 
international travel and tourism. Further, as we have seen in the 
first four months of the year, volatility could strike at any moment 
as it has done so with both the equity and bond markets. Similar 
themes are likely to continue as the recovery will be divergent 
among sectors and regions.

Multi-Asset Real Return Fund - NAA Changes Dec-20 Apr-21 Change

Cash 5.0% 5.0% 0.0%

Australian Government Bonds 12.0% 9.0% -3.0%

Global Bonds 33.0% 26.0% -7.0%

Credit - Investment Grade 0.0% 0.0% 0.0%

Credit – High Yield 5.0% 0.0% -5.0%

Emerging Market Bonds 0.0% 0.0% 0.0%

Global Listed Property 0.0% 5.0% 5.0%

Australian Equities 18.0% 16.0% -2.0%

Global Equities 27.0% 37.0% 10.0%

Emerging Markets Equities 0.0% 0.0% 0.0%

Commodities 0.0% 2.0% 2.0%

Total 100.0% 100.0%

Source: First Sentier Investors as at 30 April 2021
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Key Points
The setting of the economic climate involves deciding on 
where we think the global economy is moving, and then for 
each country we determine the likely long-term values for 
inflation, risk free rates, long-term bond yields and earnings 
growth. By taking current valuations as a starting point, this 
allows us to determine expected returns for global assets 
from this point forward. 

	– Overall, substantial changes to the neutral asset 
allocation have been made as our economic climate 
assumptions evolve in response to the ongoing  
Covid-19 crisis.

	– We believe that although financial markets have mostly 
stabilised, there is still much risk to be mitigated as the 
recovery continues. Our analysis also suggests that most 
asset classes have slightly higher expected returns. 

	– We have maintained our inflation assumptions low across 
all markets, along with lower cash rates and long-term 
yields to reflect the significant action taken by central 
banks. These supportive settings are expected to remain 
in place for most regions until a meaningful recovery 
 is made. 

	– While earnings growth took a tumble over 2020, a pick up 
to more normalised earnings has already returned as the 
Covid-19 vaccination continues widespread distribution, 
allowing for the easing of lockdown measures. 

	– Portfolio positioning has focused on the balance between 
equities and bonds, with a focus on increasing the 
allocation to growth. Not only have we increased our 
allocation to global equities but we have introduced an 
allocation to Global Listed Property. As part of our tilt 
towards growth assets, we have reduced the allocation to 
both domestic and global bonds. We have also removed 
the allocation to high yield as the tightening of spreads 
has made this asset class less attractive. 

	– While we have been cautious on commodities for a while, 
as part of this review we have made a small reintroduction 
to commodities, tilted toward industrial metals.

	– While market conditions still appear uncertain, this can 
also lead to opportunities. The risks presented by the 
current economic climate are always dealt with diligently 
and in line with the Fund’s investment philosophy  
and process.

	– The Fund continues to strive for consistent returns above 
inflation while aiming to minimise drawdowns and 
preserve investor capital.

	– As a highly experienced team with over two decades’ 
experience, the Multi-Asset Solutions team will continue 
to implement the Fund’s established and methodical 
Neutral Asset Allocation (NAA) investment process and 
then amend positioning through the Dynamic Asset 
Allocation (DAA) process as opportunities arise. 

Equities
The portfolio’s neutral allocation to global equities has increased 
meaningfully by 10%, while the allocation to Australian equities 
has reduced by 2% as part of the April 2021 review. While we still 
remain cautious as the Covid-19 pandemic recovery continues – 
and remains highly divergent across regions – we have seen 
resilience across equity markets with particular support coming 
from fiscal and monetary policy measures. The vaccination 
programs – particularly in the US and the UK – have also been 
progressing smoothly which bodes well for further easing of 
lockdown measures. Several sectors, however, are still lagging 
behind, particularly as international borders remain shut, 
negatively impacting tourism, travel and associated industries. 
Between 31 December 2020 and 30 April 2021 the S&P/ASX 100 
Accumulation Index has risen by 6.88%, while the MSCI World 
Index increased by 9.25%, both in local currency. On the whole, 
we are positive on risk assets given their resilience in the 
continuing global recovery.

Bonds and cash 
Central bank officials have maintained that accommodative policy 
settings are here to stay until a firmer recovery is made, and while 
both global and domestic bond yields higher up the curve have 
increased in the last few months, there is still substantial room to 
move. While exposure to defensive assets such as Australian 
government bonds and cash can be beneficial during times of 
uncertainty, as conditions continue to improve we expect a search 
for yield to resume in earnest. As a result, we have reduced the 
overall allocation to fixed income, lowering the exposure to both 
Global and Australian Government bonds. While the overall 
exposure to bonds has decreased, based on the relative risk and 
return outlook we have shortened the tenor of our Australian 
bonds allocation meanwhile we have lengthened the tenor for our 
global bonds exposure. We have also sold off and closed our 
positions in high yield corporate bonds as spreads have become 
too tight, leading the risk and return of the asset class to lose 
attractiveness. On the cash front, we have maintained this level at 
5% as we believe cash is still king for liquidity purposes. 

Global Listed Property
Global real estate markets have remained optimistic, supported 
by the strong economic recovery so far this year. The move to 
introduce a neutral allocation to listed global property is in line with 
the overall increase in growth assets within the portfolio, funded 
by reducing the allocation to bonds. Further, the listed property 
asset class retains some defensive characteristics compared to 
just increasing exposure to corporate shares. Adding this new 
asset class to the neutral asset allocation is also part of the 
continual evolution of the portfolio and processes to ensure the 
portfolio meets its objective. 

Commodities
As part of this review, we are re-introducing the neutral allocation 
to commodities and in particular industrial metals, which are 
pro-cyclical and therefore will benefit from higher growth and 
inflation. As part of the implementation of our Responsible 
Investment exclusions, we researched the effect of excluding 
energy commodities and in this found that industrial metals are 
even more pro-cyclical than energy, despite common 
assumptions that energy commodities are the natural  
pro-growth trade. 

As our risk and return expectations for these asset classes 
continue to evolve, we remain cautious in our NAA and will rely on 
our Dynamic Asset Allocation (DAA) signals to exploit shorter-term 
opportunities. While the increase in equities can be viewed as 
adding risk into the portfolio, the exposure to high yield credit has 
been removed entirely, helping to partially offset the risk at a 
portfolio level. 
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Based on our assumptions for the economic climate, and our 
expected returns, we can determine the likelihood of meeting 
the portfolio’s investment objective over the investment 
horizon. It is becoming increasingly likely that relying solely on 
the NAA in a constrained long only, unlevered environment 
will not be sufficient to meet the return objectives. This is 
where we use our DAA process to take into account shorter-
term market dynamics which aims to deliver additional 
returns and abate portfolio risks, such as tail events. By 
adding an uncorrelated return source (alpha) we can improve 
the portfolio’s likelihood of meeting the investment objective. 

The combination of NAA and DAA requires the consideration 
of the current allocations; as the extent to which active 
management may be used is managed through the 
portfolio’s risk budget to avoid unwanted additional risks.  
We consider both the tracking error (as well as other risk 

metrics) and the expected return, in assessing the portfolio’s 
ability to meet its investment objective. The ability to add 
scalable alpha to portfolios provides flexibility to deliver on the 
investment objective; even in a lower return environment. 

In this lower return environment, by allowing the blending of 
alpha and beta strategies to be more dynamic within the 
framework described above, we still have the potential to 
deliver on our Fund’s investment objectives. 

In the current low return environment it is critical to have the 
flexibility to blend beta and alpha to deliver a real return of 
4.5% pa above inflation over rolling five year periods before 
fees and taxes. We believe our investment process and 
philosophy provides our clients the highest possibility of 
obtaining a real return, with the current outlook making our 
DAA paramount.
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How do we determine the right mix of NAA (beta) and DAA (alpha)?


