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The Recovery Continues

March 2021 edition, By Chris Boag

With a swathe of good news coming from a variety of economic indicators we have seen global equity
markets continue to rise. The vaccine rollout continues to be a focus for investment markets despite the
patchy and limited rollout to date. Global economic activity looks certain to continue to recover during
2021 and 2022 providing markets and policy makers plenty to consider. A strengthening world economy is
supportive of equity valuations but is a negative for bonds and other fixed rate income investments where
the prospect of higher inflation has caused bond managers to fret. Regardless, GDP and many other metrics
are all pointing in the right direction and we are seeing a V’ shaped recovery. As the recovery continues, we
will see some of last year’s dislocations in investment markets rebalance throughout the year.

In a recent sector review from research house Morningstar, I couldn’t help but notice the major bond
mangers were almost all experiencing negative returns over 1yr and even 3yrs. Over the past few years,
notably since the GFC, bond managers have had to deal with negative interest rates for the first time in
history. The primary objectives of buying a bond are to profit from the income and receive capital stability
through almost certain repayment of your initial capital outlay at the end of the set term. Negative interest
rates however have led bond managers to switch to profiting from capital gains as bond prices continued
to rise (yields falling). As bond markets become volatile with the push and pull of looming inflation
expectations, many bond managers have been caught out playing a high-risk game. Those invested in
floating rate securities are far less impacted as noted with the Royston Capital Interest-Bearing Securities
Portfolio performance.

As I said in last month’s update, “As positive economic e E
growth fundamentals assert, bond yields will continue gggu=ovr WG

to rise. The RBA will not want longer-term bond yields
to tise too fast, but it is one of a range of problems the
RBA faces as it tries to keep interest rates low to assist
economic recovery.”...... ”While short term the rates
have increased, they ate yet to break out of a long-
established down trend. No cause for great concern
yet”” The rise in bond yields has taken a pause for now
and this caused further volatility in investment markets
this week (charts updated from last month). Despite the
pause in bond yields we are still seeing a rotation away
from a select group of technology companies that most
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stock analysts would say are significantly over valued. Chart - USLBRIR - US 30 Yr Ask Yield _ o] x]
Our colleague, David Steinthal is promising to write an  jasde==2r B O™ 2

in-depth article (aka, a takedown) on value v’s growth
discussions. I look forward to reading his hopefully
scathing and entering review and will share it if I can.

The late February bond market sell-off has been
compared to that of 1994, however it is different in that
the bond market sell-off then was triggered by interest
rate rises by the US Federal Reserve to contain growth
and inflation. The central banks and the bond market
were on the same page. Both saw an inflation threat that
needed containing. This time the bond market and
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central banks are at odds about inflation risk. : :
Consumer Price Inflation*
We see central banks backing their view of g o

Year-ended

persistently low inflation.

The RBA held its meeting eatlier in the month
and confirmed no interest rate increases on the
horizon. The RBA is seeking inflation to be
firmly in the 2-3% range before making a
move. “For this to occur, wages growth will
have to be materially higher than it is currently.
This will require significant gains in
employment and a return to a tight labour
market. The Board does not expect these
conditions to be met until 2024 at the eatliest”.
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The RBA needs to retain a very dovish stance "
o 1y Aoy : Wage Price Index Growth*
at this juncture so that both actions (yield g a
curve control (YCC) and QE) and words
(central baqk C(?mmunication) are pulling in . l,.-"'v"-.f"._r"u"mll A
the same direction. The last thing the RBA N J , .r\\"\,
wants to do right now is sound more hawkish I\ K;"_'"b’! I \
than it previously has given that will only be 4 "~—\| SN \/ | 3
interpreted as validating the selloff in V Year-ended |
bonds. In turn that would put upward J\\_\
. . ™
pressure on interest rates and make it harder 2 A
to defend the 0.1% target on the 3-year \
AGCB. In addition, it would put unwanted Quarterly
upward pressure on the Australian
dollar. The other point to note in Governor
Lowe’s statement was around the housing 0
market. Lowe note that, “housing credit 2000 2004 2008 2012 2016 2020
growth to owner-occupiers has picked up, " Total pay excluding bonuses
but investor and business credit growth Source: ABS
remain weak. Lending standards remain
sound and it is important that they remain so in an environment of rising housing prices and low interest
rates”.

No doubt as we continue down the recovery path, supported by government fiscal spending and ultra-low
interest rates, we will see bond markets continue to fret over inflation risks. We will see push and pull from
bond markets, central banks and government spending, overlaid with news of the vaccine rollout. The 22d
half of the year is shaping up to be very interesting for this tug-of-war and eventually central banks and
governments will need to amend their policies. The Royston Capital Model Portfolios are positioned for
any rotation in equities as we too don’t have a view on value v’s growth but instead focus on buying quality
businesses at an attractive price that are growing. Is that value or growth....... I'm not sure?
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Disclaimer:

Material contained in this publication is an overview or summary only and it should not be considered a comprehensive statement
on any matter or relied upon as such.

This publication is confidential and intended only for current clients and prospective clients of Royston Capital and their
professional institutional advisors only and is not to be provided to other persons.

This publication does not constitute an offer to sell, or the solicitation of an offer to buy, any securities or any interests in investment
funds advised by, or the advisory services of, Royston Capital. This publication contains general information only and does not
consider your personal objectives, financial situation or needs and so you should consider its appropriateness having regard to these
factors before acting on it.

No legal or tax advice is provided. Any taxation position described in this publication should be used as a guide only and is not tax
advice. You should consult a registered tax agent for specific tax advice on your circumstances. Recipients should independently
evaluate specific investments and trading strategies.

By accepting receipt of this publication, the recipient agrees not to distribute, offer or sell this presentation or copies of it and
agrees not to make use of the publication other than for its own general information purposes.

The views expressed in this publication represent the opinions of the persons responsible for it as at its date and should not be
construed as guarantees of performance with respect to any investment. Royston Capital has taken reasonable care to ensure that
the information contained in this publication has been obtained from reliable sources, but no representation or warranty, express
or implied, is provided in relation to the accuracy, completeness or reliability of such information. Royston Capital does not
undertake and is under no obligation to update or keep current the information or content contained in this publication for future
events.

Past performance is not necessarily indicative of futute results. In addition, the price and/or value of and income detived from
any investment may vary because of changes in interest rates, foreign exchange rates, operational or financial conditions. Investors
may therefore get back less than originally invested. Furthermore, these investments may not be eligible for sale in all jurisdictions
or to certain categoties of investors. Portfolio performance is based on a theoretical model portfolio, returns for individual investors
may differ.

Royston Capital, nor its associates, does not accept any liability in negligence or otherwise for any loss or damage suffered by any
party resulting from reliance on this publication.

© 2021 Royston Capital Pty Ltd. All rights reserved. No part of this publication may be reproduced by any means, whether
graphically, electronically, mechanically or otherwise howsoever, including without limitation photocopying and recording on
magnetic tape, or included in any information store and/or retrieval system without prior written permission of Royston Capital
Pty Ltd.

Sources: Commbank Global Markets Research, RBA, Morningstar, Alexander Funds Management.



