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Key Points 

 Earnings are growing and justifying equity market valuations 

 Any pickup in inflation is cyclical and nothing to be concerned about 

 There will be a modest pickup in inflation and interest rates but this is all priced in 

 There is so much debt in the world, only a small increase in interest rates will be required to have an impact 

 Your investment timeframe matters – short term volatility won’t impact the long term investor 

 The monetary system is not anchored to a standard and so asset values are more threatened by tightening 

liquidity rather than interest rate movements 

 Maybe it’s not the macro outlook that matters – company earnings growth is everything 

 In Australia, inflation is almost nothing once compulsory expenses such as energy are removed – interest 

rates are going nowhere. 

 

This camp is a little more sanguine about the ability of inflation to recover to threatening levels which would lead to 

an interest rate shock. In fairness they do think there is or will be some inflation but see it as relatively benign. 

In a world of growing company earnings, Tim Farrelly thinks that perhaps views on what constitutes a good return 

are perhaps too high to begin with and that around 8% is a very good return. In fact, with interest rates at 1.5%, 5% 

is a good return. (This is around 3.5% over inflation so perhaps he is right.)  

He doesn’t see a blip up in inflation as particularly concerning or something which could derail a portfolio with a 10 

year time horizon. He does forecast the 10 year bond rate trading within a range of 2.75%-3.75% (currently 2.86%). 

(Given this he prefers a 5 year term deposit over a 10 year bond). 

Chris Watling of Longview Economics is of the view that the traditional views are ‘broken’. Unlike Brett Gillespie, he 

thinks NAIRU is not really working and this is driven by 3 long term factors: 1. Unanchored monetary system (since 

the Fiat system replaced Bretton Woods in the early 1970’s); 2. Central banks targeting CPI; and 3. ‘Refinancialisation’ 

of the world.  

The unanchored monetary system is a truly interesting view – at the heart of it, the absence of a monetary anchor 

(e.g. the gold standard) allows money creation (i.e. credit creation is not limited to the volume and current value of 

gold) and so the build-up of large financial imbalances such as the super debt cycle that has been built over the last 

30 years (no coincidence that this has also been the period of the bond market bull run). It’s also no coincidence that 

so much liquidity, particularly recently, has led to significant asset price appreciation by valuation – he cites the 

current highly elevated level of the US Shiller PE Ratio (sometimes called the CAPE ratio). The logical conclusion is 

that: as long as there is ample liquidity, asset valuations will be supported. Inflation and interest rates are not the 

main threat to equity valuations but rather, tighter liquidity.   

Ron Temple of Lazard Asset Management doesn’t dismiss the risks but is quite optimistic about global equities. Risks 

are not to be trivialised and if 10 year bond rates rise above 3.25%, there is risk of an equities selloff. The diminishing 

demand by central banks for bonds in the face of a rising US deficit was also seen as a risk along with populism 

leading to protectionist policies and geopolitical turmoil. 

When asked by yours truly about the extreme valuations of the cyclically adjusted price to earnings (CAPE) ratio, he 

said, in essence, it’s not always a good indicator. The CAPE ratio is a measure of market valuation based on 10 year 

average earnings. Taking the recent measure of around 33x, he would argue it’s not a great indicator because it takes 

into account a period of abnormally low earnings and, whilst it looks high, is exaggerated.  

On balance, however, he did point to earnings justifying valuations and expected this to continue over the next few 

years. We are only now in the third leg of recovery since the GFC in which the middle class begin to participate with 

income growth (and he points to a statistic that in 2016, wages were back to 1999 levels in real terms). Also, houses 

have only just regained their pre-crisis peak and so the middle class has only just begun to feel like they have 

recovered. 



(Another interesting observation is that the All Country World Index (ACWI) has only broken even over 10 years – 

arguably we’ve just reached floor level. His presentation title aptly summed up his view “Ignore the exit ramp, better 

conditions ahead”). 

Nick Griffin of Munro Partners seemed to depart from any discussion on short term inflation and interest rate moves. 

His position is that earnings outrun macro influences and valuation in the long run. That said, historically most US 

equities have not outperformed US 1 month treasuries – this was the conclusion of a paper by Hendrik Bessembinder 

(you can read it here if you’re keen). Of 25,332 stocks listed in the US since 1926 on a buy and hold basis, only 1,092 

are responsible for the entire wealth creation of the US stock market ($35 trillion). The top 50 accounted for 40% of 

this. 9,579 companies created positive value versus US Treasuries over their lifetime while 14,661 destroyed value. 

Great returns come from structural change and this the key to finding great investments. And, as change accelerates, 

you need to have a growth allocation. In saying this he highlighted the stellar success of all the tech companies you 

would recognise of which Amazon is perhaps the most controversial. Whilst not necessarily advocating Amazon as a 

great stock to own, he pointed out that the price to earnings (P/E) ratio was perhaps the wrong measure to judge 

such a business. It’s been too expensive by this measure since listing at $1.50 in 1997 to where it is today at $1,414 

(on a P/E of around 163x).  

The common thread of all the great companies has been strong growth in cashflow generation. Getting the ‘e’ right is 

more important than the ‘p/e’.  

Even within this outlook the power is with those companies with the data. More data leads to smarter algorithms, 

leads to better service, leads to more users, leads to more data……. The fastest in this race wins and this has been 

most evident with Google (over any other search engine) – they have no meaningful competitor. Banks, by contrast, 

don’t have this type of data. By way of extrapolating this example, the structural change was mobile phones which 

lead to smart phones. Of all advertising now, Google and Facebook pick up 66% - that’s a powerful statistic. 

Lastly, and perhaps less frantic, we heard from a panel that was largely optimistic about equity and bond markets. 

Crispin Murray, head of Australian equities at BT, sees a year of muted or subdued returns. Broadly, it’s a benign 

economic environment locally but structurally sound with a calming property market. The local market is fair value 

and supported by earnings growth. Mid-single digit returns are expected. And where to find value? Look to companies 

strategically responding to disruption. 

Charles Jamieson of Jamieson Coote Bonds does not see any inflation in Australia and sees no upward pressure on 

domestic interest rates at this stage. All the moves in prices has come from fuel, health, education and tobacco – if 

these are discounted, there has been no inflation and we are a long way from the Reserve Bank target range of 2%-

3%. Some, however, will look only at the headline for year on year inflation which was 1.9% to December 31. 

Who were the speakers referenced in this article? 

1. The Asset Allocation consultant 

2. The Economist  

3. The Global Equities Manager 

4. The Global Growth equities manager 

5. The Australian equities manager 

6. The bond manager 

 

Talk to Sovereign today about your portfolio and what you need it to do for you. 

 

 

 

 

 

 

https://portfolioconstructionforum.edu.au/obj/articles_perspectives/Portfolio-Construction-Forum-HB_Do-Stocks-Outperform-Treasury-Bills.pdf

