CYCLICAL AND STRUCTURAL FACTORS

Larry & Xin discuss challenges of strategic asset allocation
Where are we in the current investment cycle? What are implications of the
massive stimulus? And how could you enhance your long-term asset allocation?
Welcome to a new discussion between Larry and Xin, two prominent economists from
the Keynesian tradition, offering a bi-weekly US-Chinese debate. Today, Xin shares
her perspective from Beijing with two charts and Larry comments from Washington.
Disclaimer: names are fictional but analysis may be realistic.
Xin: Good evening Larry, here in Beijing we are awaiting the Chinese response from
the annual Beidahe retreat, both on US sanctions and on our conflict with India.
Larry: Hello Xin, and greetings from a politically stirred Washington, where election
politics and China bashing seem to substitute for a failing pandemic strategy.
Xin: I am glad that we can look at investment implications from the pandemic and the
massive global stimulus. Our team has prepared two slides to look at the current
investment cycle and the longer-term asset allocation. Let me start with the main
implications from the massive stimulus: interest rates converge towards zero and our
UST 30-year rate has dropped to 1.3% from 3% last year, and long-bond investors
earned 22% from that rally this year. That reduces our discount rate, for companies
and for actuaries, and it increases the demand for risk assets that need to substitute
for the now stale bonds. The massive monetary stimulus can succeed to stabilize
demand and create growth spurts but combined with nationalism it can also lead to
supply constraints that create price pressures and ultimately higher inflation. Hedging
for that risk may be driving investors back into TIPS, commodities, and real estate.
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Larry: Yes, interest rates will follow into the Japanese trap to zero, and the FED is
still debating yield-curve-control as their next step. But markets seem to enter an
irrational euphoria that is driven by Robinhood retail speculators and political games
leading to the election. Markets appear disconnected from the worsening pandemic
crisis and from economic realities. Hence, a few more shoes could drop this fall:
banks are building massive provisions as they see the next wave of corporate defaults
coming and they already feel the pinch from CMBS shopping-mall write-downs and
from mortgage defaults that usually follow unemployment spikes. And WeWork cannot
rent cramped downtown offices and realtors have record urban inventories. As these
problems materialize, I also predict that the ten-year dollar cycle is turning down,
and we may see the end of our extended growth cycle if the conflict with China leads
to some kind of de-coupling among technology firms. And eventually, we all will pay
for that massive stimulus, probably both with higher inflation and with higher taxes.
Xin: So we both agree that US equities have not seen their lows and that the US has
unfortunately mismanaged its pandemic response with more lockdowns becoming
inevitable. We have marked the SPX as halfway downhill on our chart 9 and believe
that developed Europe and Asia (EAFE) are ahead in this cycle, and that China (MCHI)
looks most promising, as its valuations are at one-half of the US levels (P/E 12 vs. 24,
P/B 1.4 vs. 3.5, CAPE 16 vs. 29) although the recent rise of margin trading needs to be
rolled back. Emerging markets could be starting a new positive cycle especially when
the US dollar cycle turns and when commodities recover. Moreover, EM debt (EMB)
still offers 4.5% coupons, with far stronger fundamentals than US high yield (HYG).
Larry: There are no exact locations in a cycle but these relative comparisons do help.
That leads us to look at longer-term implications for strategic asset allocation models
that we have illustrated in chart 10. We are using the most positive IMF growth and
inflation projections to get constructive projections, with the caveat that downside
risks could be substantial. First, our analysis shows that bonds and credit products had
miraculous decades of aggregate annual returns of 4.2% for which our forecasts now
are sharply lower at only 1.8% over the next decade. Second, US equities are
currently overpriced by two standard deviations after generating 13.8% over the past
decade, and we now project global equities (ACWI) to generate only 5.8% in total
return over the next ten years while volatility is expected to increase by 20%. Third,
uncertainty is highest in the alternative space, which could benefit as inflation hedge,
but here too, we have reduced return expectations from an aggregate 8.1% return last
decade to a 6.9% return going forward. We then compare a 70:30 asset allocation for
the past two decades (gray), which delivered 5.5% total nominal returns, versus our
forecast (blue) portfolio return of 4.7% for the next decade, with aggregate risk rising
from 9% to 11% in standard deviations. Inflation projections are currently at 1.4%,
which leads to a projected real return of 3.3% for a typical 70:30 portfolio. That has
major implications for pension managers and actuaries, who typically choose among
three types of discount rates: the risk-free real rate (near zero), the real IG corporate
rate adjusted spread (1.5%), or the expected rate of investment return (nominal 4.7%)
which is far below the typical 7% discount rate used by many US state pension funds
and more aligned with the typical 5% rate used by Canadian pensions.

EM LEADERS

RISKIER ASSET ALLOCATION

PAGE 3

Xin: There we go with risk appetite, as investors will probably scramble for ideas to
enhance their returns, as 4.7% is often insufficient to eventually pay their liabilities.
Chart10 illustrates three possibilities to modify allocations to generate higher returns:
<1> on the fixed-income side, investors may shift from government bonds into agency
or corporate bonds and may also add some emerging market debt products. If 50% of
fixed-income is allocated to higher-yielding products, returns could be enhanced by
120 bps for the asset class or 36 bps for the 70:30 portfolio.
<2> on the equity side, forecasts for emerging market equities are most promising,
and a 30% EM allocation would generate an additional 35 bps. Moreover, ESG factors
can enhance returns and contribute to realize critical environmental objectives, and
would generate an additional 50 bps. That would translate to 60 bps for the portfolio.
<3> on alternatives, most portfolios are planning to increase their allocations by
shifting public into private equities and by adding real estate, infrastructure, and
commodities. Assuming a 30% allocation to alternatives would create a 40:30:30
portfolio (green mark) that would generate an additional 30 bps in expected returns.
Larry: I guess that makes a lot of sense to add these three improvements, which
would get us somewhere around 6% nominal returns. And when I look at leading
pension managers in Canada, those allocations look very sensible. Let’s take CPPIB as
an example; their investment strategy is very much oriented towards emerging
markets and towards sustainable investments, with ESG criteria being integrated into
the investment process. And their EM allocation today is 22% with a target of 30%.
Looking at their China investments, they started at a 5% allocation in 2016, moved to
13% currently and target a 17% China allocation by 2025. That substitutes for their
declining home bias (US now 35% and Canada now 15%) in an impressive way – who
would invest more money in China than in their large Canadian home market? Equally
impressive is CPPIB’s 52% allocation to alternatives, which is managed through several
subsidiaries for private equities, real estate and infrastructure. 80% of the risk budget
is allocated to alternatives and the largest active returns are generated from those
with the help of 280 external partners. CPPIB has generated a 10% annual return over
the past decade and is recognized for having established best-practice governance.
Xin: So true, governance is always the backbone of any serious manager, especially as
return targets are becoming stretched. Integrated risk management functions have
served Canadian pension funds well, including through the recent market volatility.
Professional management has been enhanced over the years, at an annual cost of 30
bps of the investment. And incentives for external managers have been aligned and
their total fees average 50 bps of the overall portfolio. Many synergies have been
developed with partnerships, especially in the subsidiaries for alternative investments
that have been cost-effective and return-enhancing especially for co-investments.
CPPIB has been most successful with active and innovative investments and has not
been as good on timing the market and on implementing factor strategies.
Larry: Yes, that’s my bottom line of this analysis, professional managers can generate
excess alpha from active management with integrated risk controls. The days of just
running indexed products with healthy bull-market returns may become an oxymoron.
Hopefully we have shown a few promising strategies for thought. Please stay tuned.
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