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Market and Portfolio Review of December Quarter 2021 

 

Market Performance to 31 December 2021 (in local currency unless otherwise stated): 

 
Source: Bloomberg 
 
  

Aus Equities 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

S&P/ASX 200 2.09% 3.84% 17.23% 13.62% 9.76% 8.99% 10.80%

MSCI Australia Value Index -0.24% -0.06% 18.42% 12.18% 7.42% 7.39% 12.05%

MSCI Australia Growth Index 3.42% 6.27% 16.07% 14.89% 13.38% 12.13% 11.94%

MSCI Australia Quality 7.88% -0.04% 7.68% 17.57% 12.44% 7.44% #VALUE!

MSCI Australia Small Cap 6.21% 6.69% 16.08% 21.71% 14.40% 11.70% 7.34%

Global Equities (local Currency) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

MSCI ACWI Index 6.75% 5.75% 19.02% 20.99% 14.97% 11.50% 12.44%

MSCI World Quality net Total Return USD Index 10.25% 10.32% 25.66% 27.85% 19.98% 15.23% 15.42%

MSCI World Value Index (USD) 7.35% 6.67% 22.84% 14.56% 9.77% 8.18% 10.38%

MSCI World Growth Index 8.19% 9.11% 21.41% 29.78% 21.30% 15.90% 16.05%

MSCI World Minimum Volatility Index (USD) 6.89% 6.67% 14.26% 13.03% 10.66% 9.40% 10.34%

MSCI World Momentum Total Return Index (USD) 5.76% 6.81% 14.64% 23.36% 19.23% 14.72% 15.20%

MSCI EAFE Index 2.74% 2.43% 11.86% 14.18% 10.09% 7.35% 8.56%

Regional Equities (local Currency) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

S&P 500 11.02% 11.66% 28.68% 26.05% 18.46% 14.92% 16.54%

Nikkei 225 Japan Index -2.14% 0.82% 6.62% 15.04% 10.63% 9.46% 15.18%

MSCI Europe Index 7.73% 8.63% 25.81% 15.76% 9.00% 8.19% 10.12%

FTSE100 4.75% 6.77% 18.40% 7.12% 4.65% 5.71% 6.85%

Emerging Market Equities (local Currency) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

MSCI Emerging Markets index -1.36% -9.25% -2.47% 11.24% 10.22% 6.48% 5.83%

MSCI AC Asia Pacific Excluding Japan Index -0.81% -8.99% -2.67% 12.79% 11.32% 7.64% 8.32%

Real Assets (local Currency) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

FTSE EPRA/NAREIT Develop Index 12.48% 14.26% 36.84% 13.04% 7.21% 7.96% 11.03%

S&P/ASX 200 A-Reit index 10.10% 14.77% 26.21% 12.92% 9.43% 10.65% 13.88%

S&P Global Infrastructure Index 4.58% 6.09% 11.75% 10.15% 7.70% 5.40% 7.66%

Domestic Bonds 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

Australian Bond All maturity Composite -1.46% -1.15% -2.87% 2.87% 3.36% 3.18% 4.15%

Australian Corporate Bond Composite -1.55% -1.28% -1.63% 3.50% 3.90% 3.76% 4.83%

Australian Inflation Linked Bond Composite 2.30% 1.82% 1.12% 5.47% 4.74% 3.77% 4.58%

Bloomberg Australian Bond Treasury 0+ year Index -1.45% -1.08% -3.15% 2.82% 3.40% 3.12% 3.76%

Bloomberg Ausbond Credit FRN 0+ Year Index -0.08% 0.03% 0.32% 1.67% 2.15% 2.36% 3.14%

Global Bonds (Local Currency) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

Barclays US Treasury Total return (USD) 0.18% 0.26% -2.32% 4.07% 3.07% 2.46% 2.13%

Barclays Global Aggregate Composite AUD Hedged 0.03% 0.08% -1.53% 3.52% 3.17% 3.49% 4.64%

Barclays UK Government All Bonds Total return index (USD) 2.56% 0.60% -5.24% 3.40% 2.52% 3.36% 3.60%

German Bonds (Euro) 0.23% 0.13% -2.69% 1.08% 0.82% 1.22% 2.12%

Global Credit (Local Currency) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

US Investment Grade Credit 0.23% 0.23% -1.04% 7.59% 5.26% 4.51% 4.70%

Global Investment Grade Credit -0.46% -1.22% -2.89% 6.12% 4.68% 3.41% 3.82%

Barclays US Corporate High Yield AUD Hedged 0.54% 1.38% 4.95% 7.60% 5.62% 6.11% 7.64%

European High Yield or BB rated bonds -0.25% 0.35% 3.43% 5.61% 3.90% 4.21% 7.07%

Emerging Market Debt (USD/AUD) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

JP Morgan EMBI Global Core Index (AUD Hedged) -0.44% -1.33% -2.46% 5.07% 3.99% 4.80% 5.89%

Commodities 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

Gold spot in USD 4.11% 3.34% -3.64% 12.56% 9.77% 6.41% 1.56%

Gold spot in AUD 3.58% 6.66% 2.04% 11.45% 9.45% 8.19% 5.10%

Crude Oil Prices: Brent -0.94% 3.53% 50.15% 13.07% 6.48% 4.45% -3.17%

CRB Commodity index (USD) 1.51% 8.90% 38.48% 11.02% 3.84% 0.15% -2.69%

CRB Commodity index (AUD) 0.61% 12.19% 46.42% 9.82% 3.66% 1.81% 0.70%

LME Index (USD) 8.20% 8.44% 31.85% 17.14% 11.10% 6.41% 3.14%

LME Index (AUD) 7.24% 11.72% 39.40% 15.87% 10.92% 8.17% 6.74%

Iron Ore (USD) -5.26% -45.98% -25.40% 17.36% 7.89% 7.38% -1.90%

Iron Ore (AUD) -6.10% -44.35% -21.13% 16.07% 7.71% 9.16% 1.52%

FX 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

USD index (USDX, DXY) 1.53% 3.50% 6.37% -0.17% -1.42% 0.83% 1.77%

AUDUSD Spot Exchange Rate 1.04% -3.21% -6.10% 0.97% 0.23% -1.72% -3.36%

EURUSD -1.74% -4.37% -7.41% -0.23% 1.64% -0.95% -1.29%

GBPUSD Spot Exchange 0.73% -2.38% -1.04% 2.03% 1.92% -2.00% -1.35%

JPYUSD -3.34% -3.48% -10.25% -1.62% 0.42% 0.56% -3.95%

RMBUSD 1.40% 1.59% 2.69% 2.67% 1.82% -0.34% -0.09%

AUDJPY 4.05% 0.44% 5.30% 2.68% -0.19% -2.20% 0.62%

AUDEUR 2.39% 1.04% 1.46% 1.30% -1.44% -0.79% -2.11%

AUDGBP 0.12% -0.95% -4.60% -0.95% -1.70% 0.34% -2.04%

Other 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

HFRX Index Performance (in AUD) 0.14% -0.33% 7.94% 9.33% 5.85% 4.50% 4.47%

HFRX Trend Following in AUD -0.87% -2.35% -0.83% 2.74% 1.47% 0.33% 0.46%
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Typically, we open client update presentations with an image of a black swan on the 
cover page, with a comment from Nassim Taleb about black swan events (now 
synonymous with unexpected, unforecastable and catastrophic future events). We felt 
the cover image in this quarterly would be more fitting. Below we will obviously highlight 
all the risk and potential issues with the world economy and markets, but an image of a 
white swan on a black lake we feel is an excellent analogy at the moment. We are wading 
through a series of potential risks and issues (the black lake), however, at the outset we’d 
like to focus on the positive. 
 
Economic growth is robust, inflation is proving persistent (which it wouldn’t be if the 
economy were in real trouble and broad-based price increases were blunting consumer 
demand), and our portfolio positioning for stronger growth and higher expected inflation 
is playing out. Whilst there is much to be worried about in the world, much of it can be 
navigated with a well-researched, thoroughly tested and thought through process – plus 
the ability to be flexible. A healthy balance between defensive portfolio protection, 
reduced exposure to interest rate sensitive instruments (growth stocks and bonds), 
steering clear of overpriced “hot themes” (outlined below) and minor counter-balance 
assets in case we’re wrong has meant we have been able to keep up, and in fact exceed, 
our competitors even without large exposures to the hottest sectors and high-flying 
themes that we believe carry with them enormous risk. So, we think our portfolio, at least 
for the time being, is like the white swan – we recognise the multitude of murky water 
we’re wading in but took steps to navigate it early and continue to believe they are 
positioned to do well given the most likely scenarios in the future. In short, we positioned 
for robust economic growth, increased exposures to economically sensitive sectors that 
benefit from sound economic growth, potentially lower equity valuations driven by higher 
inflation, set our largest tilts AWAY from those with high interest rate sensitivity, but still 
have a defensive stance in case inflation leads to some pretty ordinary results in certain 
areas – this we’ve done primarily by avoiding the most expensive sectors primed for 
unrealistic growth based on the prices being paid for them, and rotating to regions and 
sectors that aren’t as well held or represented in client portfolios. All-in-all to date, we 
believe we’ve been able to keep up with and exceed peers whilst doing so at lower risk 
and much lower overall valuation. As an example, we recently calculated the Price-to-
Book1 of our equity exposure and compared that to the MSCI ACWI and the S&P500. The 
S&P500 currently trades on a multiple of over 4 times, the MSCI over 3 times, yet our 
global equities portfolio trades at barely 2 times. In that sort of environment, we would be 
expected to lag as expensive stocks get more expensive – but that has not been the case. 
Part of which can be attributable to steering clear of those sectors decimated in 2021 (as 
outlined below in the section covering unprofitable tech and the Ark Innovation ETF), and 
rotating into and continue holding assets that are more attractive in a relative sense. 
 
 
In early 2021, we mentioned 3 things we thought would be the key topics of 2021: Inflation, 
the rise of crypto currencies and whether we were in an investment bubble. It turns out 
these were indeed the big topics of the year, along with the spread of the Omicron 
variant, and we believe they will continue to be this year. Given the amount written about 

 
1 Price-to-Book is well known, long used measure of value on equity investments. It has come under deserved 
scrutiny of late, since using Book value of a company doesn’t account for intangible assets generally prevalent 
in highly profitable tech businesses, but whatever measure we used the results were the same – this was just 
easier to explain and reprt 
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the Omicron variant, we won’t provide a recap here, we don’t see how re-iterating what 
has occurred given the proliferation of content will provide any fresh insights, but we will 
cover our views in the outlook section. 
 
Regarding inflation, there are some great arguments on both sides of the equation as to 
why current inflation may be short lived, but probably more arguments and evidence as 
to why it might be higher and stickier than expected. Given the amount we wrote about 
inflation in 2021, we won’t go into a huge amount of detail, but suggest readers review our 
Portfolio Insights article from December (click here to gain access). Since that article was 
written, the Federal reserve has changed its vocabulary and seem to recognise that 
inflation may be stickier than previously expected, and at the end of October we saw the 
big move from the RBA to cease their attempts at Yield Curve Control and allow the short 
end (0-3 years) of the bond curve expand to market driven levels as inflation picked up. 
Throughout the year, fixed rate bond markets had a volatile time, as highlighted in the 
performance table above. 
 
Regarding crypto currency, there was recent jawboning by the SEC in the December 
quarter (the US Securities and Exchange Commission) about potential future regulation 
in this space. This was our key concern regarding cryptocurrencies as an ‘investment’ and 
saw the bitcoin price fall from ~$57,000 on December 3rd to ~$46,500 on December 4th – a 
-18.5% move in a day. This doesn’t spell the end to crypto currencies, but does highlight 
the risk in speculating on instruments such as these. There is still much to play out 
regarding regulation in the space and proliferation of everything crypto-related. A hot 
topic indeed. 
 
Finally, one area that has not received as much attention but is worthy of review is the 
disparity of returns at an index level and the concentration of performance in fewer and 
fewer stocks. In 2021, US market indices such as the S&P500 and Nasdaq continued to 
provide positive returns, however, the performance of non-profitable businesses that had 
been high-flyers in the lead up to 2021 had a tougher time. The poster child for this is the 
US based firm Ark Invest, who, amongst other things, run the Ark Innovation ETF (ticker 
code ARKK on the NYSE). There are disturbing parallels between the businesses and 
performance of ARKK and the tech-bubble of the late 90’s. Many have shown the 
correlation between the ARKK ETF and the Goldman Sachs non-profitable technology 
index but for those who have not seen it, below is a chart of the ARKK ETF and the non-
profitable tech index: 
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ARK Innovation ETF (ARKK): 

 
Source: Yahoo Finance 
 
Goldman Sachs Non-profitable Tech Index: 

 
Source: Bloomberg 
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Given the strong performance of the main equity market indices this is astonishing to see. 
As at mid-January, ARKK is down roughly 50% from its peak in Feb 2021, highlighting that 
2021 was not a broad-based rally, and concentrated on businesses with real EPS growth – 
and in fact was not simply due to multiple expansion. However, many businesses with 
real and solid earnings growth started the year richly priced and continued to grow 
throughout the year in line with earnings. This was predominantly concentrated in the 
mega-caps of Apple, Alphabet, Microsoft, Netflix, Facebook, Tesla and Nvidia. These 
companies are trading on very high valuations of 40 to 70 times earnings. One member 
of the group that is missing from this list is Amazon, that was largely flat for 2021. Given 
that prior to 2021 the market was already concentrated in a few big names, this further 
divergence in performance across the broader market and concentration into even fewer 
names is worth paying attention to. 
 
But why are we looking at this? Because at the start of the year we stated that the third 
topic for 2021 that investors would be considering was whether we were in a bubble. A 
bubble can have many definitions, but one that seems to prevail itself time and again is 
the suspension of reality for future earnings potential of a business combined with a 
fantastic narrative. This was the case in the dot.com period, the Japanese bubble of the 
late 80’s and what appears to be occurring now. The concept of ‘transformational 
technology’ seems to have investors ignoring the fundamentals of what the underlying 
investment is likely to do in the future, and that this ‘transformation technology’ is a once-
in-a-generation opportunity. However, the internet was transformational (hence the 
dot.com bubble), railroads were transformational, airlines were transformational – 
transformation is nothing new, but it doesn’t necessarily equate to superior long-term 
profits. Each of the above examples represented major shifts in the way the global 
economy worked, yet all ended up as poor investment BECAUSE THE PRICE PAID WAS 
EXCESSIVE. As an example, Microsoft in 1999/2000 was a fantastic company, that 
continued to grow profits and market share well beyond the dot.com bust of 2001, yet if 
you bought it at its peak, even though profitability of the company continued to grow, it 
took 16 years for you to re-coup your money. The US Blue-chip ‘Nifty-Fifty’ companies – 
America’s largest and highest quality businesses of the 1960’s to 1970’s2 is another 
example. They were fantastic businesses, many of which are still around today, but if you 
invested in these 50 blue chip stocks at the prices paid in the early 70’s (when they were 
trading at over 50x earnings) they subsequently underperformed the index over the next 
25 years. 
 
So, a great narrative is one thing, a great business another – but if you divorce yourself 
from price and suspend belief in fundamental growth prospects, history has rarely been 
kind. Railroads are another classic example of transformative technology that left 
investors with poor results. 
 
 
If inflation proves to stay higher for longer, which only needs to be 4% to 5%, not 
permanently at 7%+, the value of future earnings priced into these businesses will be 
worth substantially less, and history has shown that price paid for an asset ALWAYS 
trumps the persuasive narrative prevalent at the time.  
 
We will revisit some of these concepts in the outlook section.  
 

 
2 Companies included MacDonalds, Pfizer, Coca-Cola, Disney, IBM, Pepsi and Wal-Mart among others 
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Asset Allocation and Market Valuation 
 
Below are our current views on the outlook for a series of investible assets to provide you some 
context for the positioning within your portfolios. These are the outputs from our asset class risk 
modelling and return forecasts, which involve the underlying risk and return drivers, including 
growth outlook and market valuation. 
 

 
Asset Class Forecast Change on QTR 
Australian Shares Neutral to mildly expensive No Change 
Global Shares Mildly expensive No Change 
US Shares Expensive No Change 
Asia ex Japan Shares Neutral  No Change 
European Shares Neutral No Change 
Australian Government Bonds Expensive long term No Change 
Australian High-Grade Credit Mildly Expensive Mild downgrade 
Global Sovereign Bonds Expensive long term No Change 
Global High-Grade Credit Mildly expensive No Change 
High Yield Bonds Expensive  No Change 
Emerging Market Debt Expensive  Downgrade 
A-REITs Neutral No Change 
G-REITs Mildly Expensive Downgrade 
Global Listed Infrastructure Mildly positive Downgrade 
AUD Neutral  Mild upgrade 
USD Neutral No Change 
Gold Positive Upgrade 
Cash and Term Deposits Mildly Expensive (no real yield) No Change 
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Valuation 

 

At the end of January, the Australian market 
was looking expensive. However, the recent 
8% fall has taken it back to only mildly 
negative/neutral on valuation grounds. The 
reasons for the fall was the high inflation 
print – something Innova expected and are 
positioned for, and hope to benefit from as 
valuations return to more reasonable levels 
and we have a chance to pick up some 
great long-term assets at depressed prices  

 

Europe has rallied strongly over the past 
year, almost as strongly as the US S%P500 – 
however, the rally has been broader based, 
indicating a more healthy market rally. 
However, with higher prices comes lower 
prospective future returns, and with the risk 
of escalation between Russia/Vladimir Putin 
combined with high oil prices, we are 
becoming cautious.  

 

Whilst the data is admittedly very short, the 
UK FTSE100 – at a forward PE of less than 12 
and a CAPE ratio of only 15, represents one 
of the cheapest developed world markets at 
present. The index includes in its top 10 
companies such as AstraZeneca, Unilever, 
Diageo, Royal Dutch Shell, GlaxoSmithKline, 
BP and others – impressive market leading 
multi-national companies trading at 
valuations well below other developed world 
counterparts.  

 

The continued selloff in Asia and the rest of 
the EM complex belies the fundamentals of 
the region. It remains the expected world 
primary GDP growth engine, corporate 
earnings are strong and growing, they have 
started their rate rising cycle early and 
valuations are reasonable. Obviously, the 
volatility in the region means our allocation 
must remain small, but we are confident in 
the long-term prospects.   
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With US and other world real rates currently 
negative, and CPI prints consistently 
coming out much higher than over the past 
decade, we feel real rates will remain low 
and potentially negative for some time to 
come. This should act as a floor to the Gold 
price, with the potential for meaningful 
upside if this trend continues. It also bodes 
well for less-interest rate sensitive securities, 
which is the largest position in our portfolios.  

 

Even with duration (interest-rate sensitivity) 
looking unattractive in the face of 
inflationary pressure, the Australian 
Government bond rate is still trading at a 
yield premium over cash that is above the 
long-term average. Whilst we want a 
reduced position in these markets, we think 
it unwise to exit them completely as they 
could still act as good portfolio hedge in 
times of turmoil .  

 

As with US Real Yields highlighted above, 
Australian real rates (bond yield less 
inflation) remain negative. AS outlined 
above, the Bond yield is around the 
historical norm above cash, cash rates are 
very depressed when compared to inflation. 
Negative real yields are a rarity, but the 
period of 1971 to 1980 give us an indication of 
what could come – where Gold, 
commodities and value equities were the 
best performers amongst major assets. 

 

Valuations on Global listed property, as 
measured by Price to Net Tangible Assets 
has us looking closely at the sector. Whilst 
still within the range of normality compared 
to historical average, we question whether 
that historical average of 1.5 can be justified. 
Thankfully, within our active manager 
allocation to the sector, the prevailing 
valuation is nothing close to this level, but it 
is still something we want to assess and 
monitor closely.  

Source: Bloomberg, stlouisfed, siblisresearch.com and Innova 
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 Portfolio Positioning: 
• Cyclical companies, value equities, Emerging markets (ex-China) and short duration (less 

interest-rate sensitive) debt instruments are our preferred allocations at the moment. This 
includes regions such as the UK and Europe. We continue to have concerns around the US 
market, trading at valuation ranges only ever seen before in the tech bubble, but pockets 
within the US look fine.  

• Given the unprecedented stimulus from Governments and Central Banks globally, we 
believe Gold continues to be a likely beneficiary, though it has done nothing for some time 
now. However, we don’t want all parts of our portfolio doing well at the same time, because, 
invariably, that would mean all would go down together in a sell-off.  

• We have taken a deliberate position in value equities and value regions/sectors. Whilst this 
area has had a rocky decade, we think the weight of evidence is on our side in the long term 

• Government bonds remain unattractive (apart from real yielding bonds), but the recent sell-
off has them back on our radar but with the overarching theme of more persistent and 
higher inflation likely into the future. 

 
Asset Class Tilts: 
 

Asset Classes we are tilting towards 
• We have tilted to equity markets that have more attractive valuations – European equities, 

Emerging markets and Asia (including Japan). Our preference for robust and sustainable 
earnings growth may become easier with global economic growth accelerating as 
economies open up again, yet supply-chain bottlenecks remain a problem. Value equities 
have rallied recently while Emerging markets have suffered from the spill-over effect of 
China; however, we do not focus on short-term events that can’t be modelled or predicted. 
Their valuations continue to look reasonable, and generally they are beneficiaries of 
expanding economic growth 

• We maintain a bias to high-grade credit and loans, as well as inflation protection and non-
correlated sources of return 

• We have a tactical allocation to cash to take advantage of price anomalies when they 
present themselves, though we would prefer not to hold such large cash allocations since 
cash isn’t offering a real yield. We are looking to alternative forms of cash to enhance return 
where possible without taking undue risk, which can be seen in our short-term fixed 
income allocations in portfolios 

 

Asset Classes we are tilting away from 
• We remain tilted away from US equities based on valuation, and growth style equities in 

particular, though maintain some exposure through our Quality equity exposure 
• We have not taken on excessive credit or duration risk in the fixed income component of 

our portfolios, as we don’t believe investors are being compensated for the risk they are 
taking. Within credit, we believe the highest-grade credit exposures are not offering 
sufficient return or yield for the risk inherent in them; however, the investment grade space 
below the A rating level seems reasonable 

• We have little exposure to Growth style equities given their stretched valuations, however 
we maintain an allocation in Australian equities to hedge our value exposure since true 
‘Quality’ exposure is hard to come by due to the large sector biases in the market 
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Asset Classes we have a neutral position in 
• We are fairly neutral to Real Assets and Australian equities due to valuation levels and 

questionable underlying fundamentals. Select infrastructure assets look attractive, 
particularly in a slow growth environment 

• We remain neutral on Global equities, predominantly because of the very high weighting to 
the US 

 
• PIMCO TRENDS had a soft quarter, returning -0.25%, but remains a strong performer since 

introduction. 
• Our largely unhedged position in global assets was softer as the AUD rallied against its 

major trading partners 
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Market Outlook 
 
Below we have highlighted the key issues we believe will affect the outlook for market 
and portfolio returns from 2022 onwards: 
 
Global economic growth remains strong – Economic indicators globally, with the 
exception of China, show economic growth continues to be strong. The emergence of 
Omicron has delayed the full reopening of the service sector. However, consumer 
spending remains robust due to low unemployment, asset growth and strong wage 
conditions. In the US, there is estimated to be 10 million job openings, and only 7 million 
people who identify themselves as unemployed potential workers. This has put 
negotiating power back in the hands of workers for the first time in roughly 50 years. 
Whilst Governments attempt to cut back on spending with burgeoning growth, their 
position can still be described as accommodative, especially when combined with 
continued easy policy from Central Banks. Yes, Central banks are also cutting back on 
their accommodative policy, but it could hardly be described as tight – they are moving 
from very loose monetary policy to less-but-still-accommodative monetary policy. We are 
a long way from seeing more normalised rates and quantitative tightening. 
 
China slowing – China has slowed due to a softening property and property development 
market. Since the emergence of COVID though, their approach to fiscal and monetary 
policy support has been restrained. This has allowed them to begin taking measures to 
boost growth by reducing rates, bank reserve requirements and mortgage requirements 
for apartment buyers. Their previous restraint provides them with flexibility to help boost 
economic activity, somewhat reducing the risk of fallout from a slowing in their economy.  
 
Putin and the Ukraine – There is a real risk of escalation regarding the situation in the 
Ukraine, however what this escalation could look like and the fallout from it is anything 
but clear. We believe it unlikely either side wants to go to war but given high costs already 
in place for oil and natural gas, and Russia’s reserves of both commodities combined with 
the winter timing of discussions, there is palpable risk for much of Europe. We don’t see 
much value in pontificating the various paths this situation may play out – the possibilities 
are many, and placing any type of probability on them is impossible – instead we believe 
it is something to watch quite closely, as well as our European equity positions. 
 
Omicron – Not much needs to be written about the spread of Omicron, but it seems 
there hasn’t been a December 2021 quarterly review written that doesn’t touch on the 
topic. Innova’s view is that the extreme transmissibility of the virus, estimated to have an 
R0 of between 6 and 10 puts it up near measles in terms of ability to infect (measles has a 
transmissibility score, or R0, of 15). Australia did a great job of avoiding the first few waves 
of COVID infections, however in doing so appears to have lulled itself into a false sense of 
security and forgotten why we trying to ‘flatten the curve’ in the first place. Flattening the 
infection curve was less about people getting COVID and more about not swamping 
hospitals to crowd out beds for those with hospitalisation needs. We can now see the fall-
out of this lack of preparation – there aren’t enough ambulances, hospital workers and 
hospital beds to deal with other emergencies and health related issues. With an influx of 
COVID patients, it seems clear that the majority of those hospitalised are either 
unvaccinated or have other health complications, and there are simply too few resources 
to deal with the load.  
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However, Omicron may in fact be the worlds ‘saviour’ from COVID. The transmissibility of 
this strain could act to crowd out other strains, and the milder symptoms when 
compared to Delta are actually logical from a viral evolutionary perspective. It doesn’t pay 
for a virus to be highly transmissible and very deadly, as the extended propagation of the 
virus relies on keeping the host alive long enough to continue infections. Therefore, it 
seems somewhat logical that a milder, more infectious strain would become the 
dominant variant and spread through the population. If that indeed turns out to be the 
case, we may see Omicron become an endemic disease that persists and reduces the 
likelihood of more crippling future mutations spreading widely. Only with hindsight will 
we be able to make this assessment, but this may be the silver lining on the COVID cloud 
hanging over the world. 
 
Inflation and Interest rates – Looking out to calendar year 2022 and beyond, inflation and 
interest rates appear to be the big theme, and likely to be one of the big investment 
decisions in a generation (potentially the biggest). To date, the primary method of 
allocating the core of one’s portfolio has been to harvest the equity and duration premia 
in a 40year environment of falling interest rates. This has meant using simple mean 
return and volatility to build portfolios has been sufficient to generate positive outcomes. 
That 40-year environment conducive to simple strategic asset allocation is unlikely to 
yield sufficient results over the coming decades, as the starting rate of interest is almost 
0% and the starting valuation on all assets is high. The ability to generate meaningful 
returns in a low return environment, without taking on excessive market and economic 
risks, and the flexibility to be opportunistic when regimes change calling for a different 
portfolio makeup is highly probable to be the key in generating acceptable results – how 
investors navigate this will likely be the key decision of the coming decade/s.  
 
We are at somewhat of an impasse. Strong deflationary forces still exist – globalisation, 
technological advancement and improved productivity, an ageing demographic and 
debt overhang. However, some of these may in fact prove to be inflationary. The ageing 
demographic means there are less workers for more demand – this is playing itself out in 
the labour force as highlighted above. We view this as a positive for society. Low skilled 
and low paid workers have had no buying power for decades, and the incredible growth 
in asset prices globally over the last 40 years has led to a widening of the wealth gap – 
those with assets (generally those already comfortably well off) have gotten richer, while 
those living day to day have not benefitted from asset price appreciation as they own few 
if any assets. If this moderates somewhat, and we see more wealth go to ‘main street’ in 
the form of sticky wage growth as opposed to ‘Wall street’, we believe this will have a 
positive effect on society overall but will make asset and portfolio management harder 
(which it should be). 
 
Globalisation, a deflationary force that has been in effect for decades as well, is also 
becoming an inflationary force. As regions and national interests are reassessed, 
companies have been starkly reminded of the fragility in numerous supply-chains when 
single producers are relied upon (did anyone talk about supply chains prior to COVID?). As 
countries, companies and institutions attempt to diversify and de-risk we have seen the 
result of bottlenecks leading to supply driven inflation. Either this trend will be short lived 
as infrastructure and alternative sources are ramped up to production and distribution, 
easing supply shocks, or this will remain as a more protracted period of supply related 
shortage. Either outcome though is likely to be somewhere between mildly inflationary or 
very inflationary, as diversifying supply across the globe will take a very long time, if ever, 
to act as a source of lower prices. 
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In addition, and probably most important, is that workers are in a position to demand 
higher wages. Whilst pricing for goods and services can be more volatile, wage growth is 
more ‘sticky’. If supply-chain issues recede, and cost of production drops, companies can 
reduce pricing relatively easily. However, when the cost of production is the labour force, 
this is much harder to do. Trying to reduce worker wages is a much harder prospect, and 
wage growth has gone from being theoretical and anecdotal to being prevalent. As 
mentioned, we believe this is good for society, but does pose challenges to the ‘transitory 
inflation’ argument.  
 
In the face of this, inflation has appeared in the form of broad price rises from food, to 
housing to unit labour, though in varying amounts. The most prominent region for this is 
the US, with reported CPI now sitting above 7%. Whether inflation further accelerates 
from here, or settles down to something more normal, we feel the sub-2% inflation rate 
prevalent from the previous decade is a low probability in the future, and that future 
inflation is likely to settle well above the 2% target rate. This will have ramifications for 
interest rate sensitive stocks, bonds, real estate and infrastructure, though to what degree 
may be dependent on the actions of central banks. Markets have become addicted to 
easy money, as well as the notion that the Federal Reserve will come to the rescue 
whenever equity or bond markets display signs of weakness. In the face of higher inflation 
they will be forced to act in some way – reducing liquidity via a reduction or reversal of QE 
and raising of interest rates – however the sheer indebtedness of the corporate and 
private sector will limit their ability to be pro-active here. Nevertheless, it appears more 
and more likely that the consistent tailwind of falling rates allowing cheaper borrowing, 
ever-increasing liquidity, positive valuation changes on bonds and equity multiple 
expansion will be volatile and less-likely at best. 
 
We believe returns will be much harder to come by, and a decision regarding how to deal 
with a lack of the falling-rates-tailwind will be key to portfolio management for some time 
to come in the future. 
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