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As we pen our second Investment and Research update for 2021, the end of February is just 
behind us, and the half-year reporting season (for most listed companies), has all but closed. 

So far this year, it’s all been about interest rates, 
commodities, and inflation.
For those readers who followed our Quarterly Investment Report in February, you’d know 
when we sold down our overweight to equities in Q3 2020, we opted to place the funds in 
cash, rather than return them to fixed income. We noted that cash rates were very low, and 
were likely to stay that way for some time.
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We made that decision because we were concerned interest rates were at rock bottom and the risk was clearly 
to the upside; better to protect capital and look for opportunity elsewhere. You’ll note the graph below of the 
Australian and US 10yr sovereign rates, and at the time of writing, the domestic 10yr was touching 1.60%, a real 
steepening from the 0.97% as we welcomed in 2021 (see chart 1 below). 
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A steepening yield curve, while putting pressure on short-term returns from fixed rate bonds, does bring some 
positives. For one, the market is becoming more confident of a recovery. Secondly, it means floating rate credit is 
bringing better returns. It means equities, at least in the initial steepening phase, will do well. And finally, it means 
that cash can be redeployed to sovereign bonds at a more attractive entry point (as higher bond yields mean lower 
bond prices).

All of that really means by intended diversification to portfolios with longer term through-the-cycle asset allocation, 
overlayed with our dynamic tilts as opportunities present, should deliver superior returns for our clients.

What are we thinking from here?
We mentioned inflation earlier, and there are some signals with commodity prices, experience has shown that 
increasing commodity prices are a leading indicator for inflation. Take copper for example. It has hit nine-year highs 
above US$9,000 per tonne (we see this as a solid indicator for industrial activity, as well as a key ingredient in the 
electrification revolution under way). Not to be ignored are iron ore and oil, with the latter making a very strong 
recovery since May 2020. We’ve also noted the solid increase in 10-year breakeven inflation (see chart below). We 
use the 10-year metric, as that is the forecast limit of our strategic asset allocation horizon.

Source: Bloomberg author’s calculations, 23/2/21



Before you go...
Don’t forget you can also click through to the Commonwealth 
Private Economic Insights Hub. On the Hub, you’ll find a copy 
of our most recent updates, and more information about our 
advisory offering. You can access the Hub here. 
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Another key ingredient for inflation is of course wages, and while the commodity and break even signals might 
be there, wage cost inflation is largely absent to date – the ABS Wage Price Index last measured in the year to 
September 20 at 1.4%*.

So in terms of portfolio positioning, we’re thinking about several things: If the sovereign 10-year rate advances past 
1.60% and possibly towards 2%, there’s an opportunity to add some cash back to Fixed Interest. And if inflation is 
starting to emerge, we’ll look to growth assets with an element of inflation protection – property and infrastructure 
can work well here in the long term. 

Now you might be thinking that if rates go up, this will put pressure on property and infrastructure pricing due to the 
impact on discounted cash flow valuations. You’re right, it will. But these assets will also recalibrate the rent and other 
income they receive to the new higher CPI levels over the cycle, to produce good inflation adjusted returns.

What about equities?
We believe they’re fully valued right now, and there may be some bumps in the road ahead, particularly if interest 
rates do increase to the point where valuations become pressured (as mentioned above).  

So while holding an overweight to cash may present a short-term drag, hopefully you can see that it also provides 
optionality. We see it as a chance to re-enter markets at more attractive valuations in the future (a 10% correction in 
equity markets happens a lot more regularly than you might think), whether they be bonds, property, or equities.

Source: Bloomberg author’s calculations, 23/2/21

*All references throughout the Report that relate to performance figures have been derived via author’s calculations from Bloomberg, Iress, and Morningstar, dated 15/2/21.
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