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Snapshot 
Global economic data continues to improve and deliver positive surprises relative to pessimistic consensus 
forecasts. While this is undoubtedly good news, it cannot negate the fact that activity levels are still well short of 
pre-pandemic levels. The strong performance of equities, at least in the US, appears increasingly disconnected from 
this economic reality in its relentless push to ever-new highs. Apart from the economy though, there has been some 
good news for investors to lean on. Second-quarter earnings reported in the US were very strong, particularly in 
technology and ecommerce. When combined with optimism surrounding the potential arrival of a COVID-19 
vaccine later this year and the US Federal Reserve’s (Fed) change in monetary policy strategy, the market’s strength 
can be better understood, if not justified. In the past, the Fed often tempered this level of market euphoria by 
eventually taking the proverbial punchbowl away. However, with the Fed seemingly endorsing higher inflation 
now, there seems little to suppress the urge for investors to simply buy more. 

At the end of the day though, valuations do matter, as they did when markets were massively oversold earlier this 
year. A glimmer of hope from the significant monetary and fiscal stimulus emerging around the world pierced the 
abject pessimism and, like a coiled spring, jolted equities back to the upside. Although US equities now are nowhere 
near the nosebleed valuations of the 2000 dotcom bubble, it is important to keep a sober perspective on valuations 
when evaluating growth opportunities around the world. Synchronized fiscal and monetary stimulus on a global 
scale bodes well for reflationary growth, and we believe it will pay to seek out value opportunities that ultimately 
will benefit investors.  

A reflationary backdrop has historically been very positive for growth assets and we believe it will be again in the 
period ahead. Nevertheless, the journey will be bumpy and potentially derailed if policymakers choose to scale back 
fiscal stimulus prematurely–a mistake that hopefully policymakers will not repeat, having learned from in the post-
Global Financial Crisis (GFC) period. Coordinated global reflationary policies could well achieve the desired lift in 
demand as the world waits for vaccines to be widely distributed. At that point, output gaps could close quickly 
while central banks stand ready to let inflation run hotter than the markets have traditionally been accustomed to. 
We expect this environment to favour growth assets as investors will focus less on the near-term prospects of the 
Fed playing killjoy to the expansion and more on the likelihood of a new equilibrium of balanced inflation being 
achieved over the longer term. 

Cross-asset1 
As the world learns to live with COVID-19, new outbreaks are resulting in relatively fewer deaths and 
hospitalisations. Health authorities are better able to treat the infected and new cases are skewing towards younger 
people. As a result, governments are better able to manage the balance between restarting economic activity and 
protecting people’s health, allowing recovery to take hold. While this recovery may be more restrained than 
originally hoped, it is not being compromised. Monetary and fiscal policy remains highly accommodative and 
continues to provide tailwinds for growth assets. Further upside will increasingly extend beyond the US as 
reflationary forces take hold, particularly amid expectations that a vaccine could be available by the start of next 
year.  
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We continue to favour global equities among growth assets with smaller overweights to emerging market bonds 
and infrastructure. This is accommodated by underweights to the still struggling REITs sector and to a lesser extent 
high yield, where we are cautious given the compression in yields relative to the rising default risk in a number of 
industries. 

Among defensive assets, we still favour investment grade credit and gold over sovereigns for the yield pick-up and 
reflationary hedge, respectively.  
1 The Multi Asset team’s cross-asset views are expressed at three different levels: (1) growth versus defensive, (2) cross asset within growth and 
defensive assets, and (3) relative asset views within each asset class. These levels describe our research and intuition that asset classes behave 
similarly or disparately in predictable ways, such that cross-asset scoring makes sense and ultimately leads to more deliberate and robust 
portfolio construction. 

Asset Class Hierarchy (Team View1) 

 
1The asset classes or sectors mentioned herein are a reflection of the portfolio manager’s current view of the investment strategies taken on 
behalf of the portfolio managed. The research framework is divided into 3 levels of analysis. The scores presented reflect the team’s view of each 
asset relative to others in its asset class. Scores within each asset class will average to neutral, with the exception of Commodity. These comments 
should not be constituted as an investment research or recommendation advice. Any prediction, projection or forecast on sectors, the economy 
and/or the market trends is not necessarily indicative of their future state or likely performances. 

Research Views 

Growth Assets 

The lift in growth assets has been extraordinary, but also relatively narrow in scope and fatigued at the edges. In 
July, it was the US that experienced a second virus wave and while that dissipated, now it is Europe and parts of Asia 
that are in focus. Just as working from home sometimes wears thin, so does the travelling virus and narrative. The 
shock value of a “second wave” is dissipating as policy adjustments on social distancing with a relatively small 
economic impact have shown to work in containing a broader spread of the virus. 

When faced with the difficult question on where to allocate risk, investors have sensibly stuck with equities having 
the strongest earnings and outlook–namely, technology. We still rest on the notion that extraordinary fiscal and 
monetary policy, which is breeding a weaker dollar, will ultimately drive reflation that favours value assets, but this 
does not necessarily mean that growth assets such as technology have to suffer. 
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We are in the midst of a technology-driven disruption renaissance that is likely to continue for decades to come, but 
given that growth valuations can be extended at times, this could present a sensible entry point for value assets 
that stand to benefit from a reflationary environment. 

Can growth and value coexist? 

We think so. In the equities space, earnings are what matter and while growth has certainly led the pack on this 
basis over the last decade, they are not the only game in town. So-called “value” is reflective of the unloved portion 
of the market that hasn’t managed to spark a meaningful surge in earnings, leaving investors disinterested. 

There are pockets of unloved industries, particularly those with excessive leverage, that deserve to remain unloved, 
but there are also good companies that are suffering from a protracted dry spell of growth since the GFC that may 
be worth looking at when reflationary forces reassert. Our perspectives on reflation do not necessarily argue for a 
rotation from growth to value, but rather to broaden the exposures that include a more diversified opportunity set. 

Human nature pushes us to look to history as a guide to the future, acknowledging that history does not repeat but 
at least rhyme. Those of us who lived through the dotcom bubble on the promise of the future (and eventual 
earnings) sometimes see more rhyme than reason when evaluating technology compared to 20 years ago because 
earnings then did not meaningfully exist as compared to today. 

Stock performance is noisy, and when taken at face value, one can lose touch with the fundamental underpinnings 
of the drivers of return. Over the long term, prices converge to a normal multiple of earnings; but in the shorter 
term, the multiple changes on forward expectations are heightened by fear and greed. 

The following chart disaggregates performance of the contributors to return of technology (NASDAQ) versus the 
broader markets (S&P): dividend yield, earnings growth and the price-to-earnings (PE) premium paid on prospects 
for future earnings growth. PE expansion suggests speculation, but the bottom line is that earnings outperformance 
(NASDAQ versus S&P) is the main consistent driver of excess performance. 

Chart 1: NASDAQ excess return over S&P by component drivers 

 
Source: Bloomberg, September 2020 
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We also note that the PE expansion of the technology sector versus the broader market has been outsized since 
2016. Outside of tech, earnings growth has been relatively flat, but we expect it to shift to the upside in a 
reflationary environment. Reflation also results in higher bond yields that can be a headwind to premiums ascribed 
to long-term earnings growth expectations, which is potentially negative for growth equities. While risk premiums 
can change, our sense is not so much of a rotation as it is of a broadening opportunity set from growth to value. 

 

Conviction views on growth assets  

• US equities lifted: We lifted our favourable view of US equities, mainly on stronger-
than-expected earnings but also a quick fix to the second wave of the virus where 
new aggregate cases are again ebbing. 

• Europe reduced: Europe still looks like a strong beneficiary of a reflationary outlook, 
but near-term headwinds include a resurgence in the virus, more lockdowns and 
clear unknowns about Brexit negotiations. 

• North Asia: We increase our favourable view of North Asia for technology, even 
considering the US-China tech war because momentum in demand is considerable 
and likely to be sustained. Conversely, we reduced LatAm , looking for the right entry 
where reflationary effects might bolster stocks there. 

• REITs still challenged: Earnings came in weak, mainly driven by the Hotel & Resort 
sector, which is no surprise. Unfortunately, we see these same headwinds continuing 
with little visibility for a turnaround over the near term, at least until a vaccine 
emerges. 

Defensive assets 

Global bond yields have risen modestly from the lows in early August but remain in the narrow ranges of the last six 
months. While it is true that central bank forward guidance is unabashedly dovish, increases in sovereign bond 
supply and a change to the Fed’s monetary policy strategy have contributed to move higher. Nevertheless, central 
banks are committed to maintaining a supportive monetary stance by implicitly or explicitly controlling yield 
curves. The result will be low bond yields and unattractive sovereign bond returns. 

The recent pace of global investment grade (IG) credit spread contraction has slowed as valuations are no longer 
cheap. However, longer-term momentum is still positive and global monetary and fiscal policy will continue to 
support businesses. The yield premium of IG credit over sovereign bonds is still attractive in this environment 
although more of the return will come from this extra yield than further spread contraction. As a result, we continue 
to prefer IG credit to sovereigns. 

Tolerating inflation 

Back in November 2018, the Fed announced that it would conduct a “review of strategies, tools, and 
communication practices it uses to pursue its congressionally-assigned mandate of maximum employment and 
price stability”. The review lasted well over a year and Chairman Jerome Powell finally revealed changes to the Fed’s 
Statement on Longer-Run Goals and Monetary Policy Strategy in a speech to the annual Jackson Hole Symposium in 
August. The aftermath of his speech has seen analysts focus on two key elements that are likely to affect the Fed’s 
future attitude to monetary policy and employment outcomes. 

The first element is the change to how the Fed interprets its price stability mandate and target of 2% for Core 
Personal Consumption Expenditure (PCE) inflation. The target itself was unchanged but is now interpreted as 
inflation that “averages 2% over time”. The previous strategy already referred to a “symmetric” inflation target, an 
amendment that occurred in 2016, but this change presumably makes it even more explicit that inflation 
overshooting is to be expected after periods of undershooting. While this change is likely to affect the Fed’s reaction 
function down the road, it doesn’t do much to change the inflation dynamics of today. As we know, central banks in 
many countries have been trying to engineer higher inflation through their policy actions, particularly since the 
GFC, with little reward for their effort. Annual consumer price inflation in the US has averaged only 1.7% since 2007 
and the Fed’s preferred PCE Core measure was even lower at 1.6%. The last time the Fed attempted to lift inflation 
expectations with changes to its strategy in 2016, inflation outcomes were little changed and continued to miss the 
target. 
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Chart 2: US inflation measures  

 
Source: Bloomberg, September 2020 

The second key element feeds into the first and revolves around the Fed’s mandate to promote maximum 
employment. Prior to this change, the Fed was particularly sensitive to employment outcomes that exceeded its 
estimate of full employment. The inverse relationship between employment and inflation as described by the 
Phillips Curve had essentially resulted in tighter monetary policy when the unemployment rate was falling too 
rapidly. The new strategy changes the emphasis towards a less symmetric view of employment where the Fed will 
actively direct policy to address shortfalls in employment but would be less likely to pre-empt potentially higher 
inflation resulting from strong employment outcomes. 

Chart 3: Yields and break-even rates

 
Source: Bloomberg, September 2020 

The combination of these two elements is likely to see a steeper US yield curve on average over a cycle than 
perhaps would have been the case under the prior strategy. However, the market’s reaction has been muted so far. 
US Treasury yields have trended gradually higher since early August, alongside breakeven inflation rates that have 
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been on the move since March. With global central banks committed to highly accommodative monetary policy 
until economic data shows sustainable improvement, nominal yields are likely to stay low as inflation expectations 
continue to rise, compressing real yields in the process. As a result, inflation protection assets such as inflation-
linked bonds and gold are preferred as defensive allocations.  

 
Conviction views on defensive assets 

• Take the spread in IG credit: Valuations have been rising as spreads contract. 
However, longer-term momentum is still positive and the yield premium of IG credit 
over sovereign bonds is attractive in a reflationary environment. Therefore, we 
continue to expect IG credit to outperform sovereign bonds. 

• China still the pick of sovereigns: The People’s Bank of China has tempered 
expectations for further easing, on both rates and reserve requirement ratio (RRR) 
cuts, due to a strong recovery and easing deflationary pressures. However, it should 
remain accommodative as the domestic recovery has been uneven, clouded by an 
uncertain external outlook, especially on US-China tensions. China’s 10-year 
government bond yields are also at their widest margin over US Treasuries in 10 years 
and attracting strong foreign flows, aided by a stable renminbi.  

• Inflation protection will finally pay off: We expect global central banks to be more 
tolerant of higher inflation and less likely to short-circuit global reflationary policies as 
inflation begins to rise. As a result, inflation protection assets such as gold and 
inflation-linked bonds will be important components of a multi-asset portfolio. 

Process 
In-house research to understand the key drivers of return: 

Valuation Momentum Macro 

Quant models 
to assess 
relative value 
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Important information: This document is prepared by Nikko Asset Management Co., Ltd. and/or its affiliates (Nikko AM) and is for distribution 
only under such circumstances as may be permitted by applicable laws. This document does not constitute personal investment advice or a 
personal recommendation and it does not consider in any way the objectives, financial situation or needs of any recipients. All recipients are 
recommended to consult with their independent tax, financial and legal advisers prior to any investment.  
This document is for information purposes only and is not intended to be an offer, or a solicitation of an offer, to buy or sell any investments or 
participate in any trading strategy. Moreover, the information in this document will not affect Nikko AM’s investment strategy in any way. The 
information and opinions in this document have been derived from or reached from sources believed in good faith to be reliable but have not 
been independently verified. Nikko AM makes no guarantee, representation or warranty, express or implied, and accepts no responsibility or 
liability for the accuracy or completeness of this document. No reliance should be placed on any assumptions, forecasts, projections, estimates or 
prospects contained within this document. This document should not be regarded by recipients as a substitute for the exercise of their own 
judgment. Opinions stated in this document may change without notice.  
In any investment, past performance is neither an indication nor guarantee of future performance and a loss of capital may occur. Estimates of 
future performance are based on assumptions that may not be realised. Investors should be able to withstand the loss of any principal 
investment. The mention of individual securities, sectors, regions or countries within this document does not imply a recommendation to buy or 
sell.  
Nikko AM accepts no liability whatsoever for any loss or damage of any kind arising out of the use of all or any part of this document, provided 
that nothing herein excludes or restricts any liability of Nikko AM under applicable regulatory rules or requirements.  
All information contained in this document is solely for the attention and use of the intended recipients. Any use beyond that intended by Nikko 
AM is strictly prohibited.  
Japan: The information contained in this document pertaining specifically to the investment products is not directed at persons in Japan nor is it 
intended for distribution to persons in Japan.  Registration Number: Director of the Kanto Local Finance Bureau (Financial Instruments firms) No. 
368 Member Associations: The Investment Trusts Association, Japan/Japan Investment Advisers Association. 
United Kingdom and rest of Europe: This document is communicated by Nikko Asset Management Europe Ltd, which is authorised and regulated 
in the United Kingdom by the Financial Conduct Authority (the FCA) (FRN 122084).  This document constitutes a financial promotion for the 
purposes of the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the FCA in the United Kingdom, and is directed at 
professional clients as defined in the FCA Handbook of Rules and Guidance. 
United States: This document may not be duplicated, quoted, discussed or otherwise shared without prior consent. Any offering or distribution 
of a Fund in the United States may only be conducted via a licensed and registered broker-dealer or a duly qualified entity. Nikko Asset 
Management Americas, Inc. is a United States Registered Investment Adviser. 
Singapore: This document is for information to institutional investors as defined in the Securities and Futures Act (Chapter 289), and 
intermediaries only. Nikko Asset Management Asia Limited (Co. Reg. No. 198202562H) is regulated by the Monetary Authority of Singapore. 
Hong Kong: This document is for information to professional investors as defined in the Securities and Futures Ordinance, and intermediaries 
only. The contents of this document have not been reviewed by the Securities and Futures Commission or any regulatory authority in Hong 
Kong.  Nikko Asset Management Hong Kong Limited is a licensed corporation in Hong Kong. 
Australia: This document is issued in Australia by Nikko AM Limited (ABN 99 003 376 252, AFSL 237563). It is for the use of wholesale clients, 
researchers, licensed financial advisers and their authorised representatives only. 
New Zealand: This document is issued in New Zealand by Nikko Asset Management New Zealand Limited (Company No. 606057, FSP22562). It is 
for the use of wholesale clients, researchers, licensed financial advisers and their authorised representatives only. 
Kingdom of Bahrain: The document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents. No 
offer to the public to purchase the Strategy will be made in the Kingdom of Bahrain and this document is intended to be read by the addressee 
only and must not be passed to, issued to, or shown to the public generally.  
Kuwait: This document is not for general circulation to the public in Kuwait. The Strategy has not been licensed for offering in Kuwait by the 
Kuwaiti Capital Markets Authority or any other relevant Kuwaiti government agency. The offering of the Strategy in Kuwait on the basis a private 
placement or public offering is, therefore, restricted in accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as amended). No 
private or public offering of the Strategy is being made in Kuwait, and no agreement relating to the sale of the Strategy will be concluded in 
Kuwait. No marketing or solicitation or inducement activities are being used to offer or market the Strategy in Kuwait.  
Kingdom of Saudi Arabia: This document is communicated by Nikko Asset Management Europe Ltd (Nikko AME), which is authorised and 
regulated by the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the Financial Conduct Authority (the FCA) in the 
United Kingdom (the FCA Rules). This document should not be reproduced, redistributed, or sent directly or indirectly to any other party or 
published in full or in part for any purpose whatsoever without a prior written permission from Nikko AME. 
This document does not constitute investment advice or a personal recommendation and does not consider in any way the suitability or 
appropriateness of the subject matter for the individual circumstances of any recipient. In providing a person with this document, Nikko AME is 
not treating that person as a client for the purposes of the FCA Rules other than those relating to financial promotion and that person will not 
therefore benefit from any protections that would be available to such clients.  
Nikko AME and its associates and/or its or their officers, directors or employees may have or have had positions or material interests, may at any 
time make purchases and/or sales as principal or agent, may provide or have provided corporate finance services to issuers or may provide or 
have provided significant advice or investment services in any investments referred to in this document or in related investments. Relevant 
confidential information, if any, known within any company in the Nikko AM group or Sumitomo Mitsui Trust Holdings group and not available 
to Nikko AME because of regulations or internal procedure is not reflected in this document. The investments mentioned in this document may 
not be eligible for sale in some states or countries, and they may not be suitable for all types of investors.  
Oman: The information contained in this document nether constitutes a public offer of securities in the Sultanate of Oman as contemplated by 
the Commercial companies law of Oman (Royal decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98, nor does it constitute an 
offer to sell, or the solicitation of any offer to buy non-Omani securities in the Sultanate of Oman as contemplated by Article 139 of the Executive 
Regulations to the Capital Market law (issued by Decision No. 1/2009). This document is not intended to lead to the conclusion of any contract of 
whatsoever nature within the territory of the Sultanate of Oman.  
Qatar (excluding QFC): The Strategies are only being offered to a limited number of investors who are willing and able to conduct an 
independent investigation of the risks involved in an investment in such Strategies. The document does not constitute an offer to the public and 
should not be reproduced, redistributed, or sent directly or indirectly to any other party or published in full or in part for any purpose whatsoever 
without a prior written permission from Nikko Asset Management Europe Ltd (Nikko AME). No transaction will be concluded in your jurisdiction 
and any inquiries regarding the Strategies should be made to Nikko AME.  
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United Arab Emirates (excluding DIFC):  This document and the information contained herein, do not constitute, and is not intended to 
constitute, a public offer of securities in the United Arab Emirates and accordingly should not be construed as such. The Strategy is only being 
offered to a limited number of investors in the UAE who are (a) willing and able to conduct an independent investigation of the risks involved in 
an investment in such Strategy, and (b) upon their specific request.  
The Strategy has not been approved by or licensed or registered with the UAE Central Bank, the Securities and Commodities Authority or any 
other relevant licensing authorities or governmental agencies in the UAE. This document is for the use of the named addressee only and should 
not be given or shown to any other person (other than employees, agents or consultants in connection with the addressee's consideration 
thereof).  
No transaction will be concluded in the UAE and any inquiries regarding the Strategy should be made to Nikko Asset Management Europe Ltd. 
Republic of Korea: This document is being provided for general information purposes only, and shall not, and under no circumstances is, to be 
construed as, an offering of financial investment products or services.  Nikko AM is not making any representation with respect to the eligibility of 
any person to acquire any financial investment product or service.  The offering and sale of any financial investment product is subject to the 
applicable regulations of the Republic of Korea. Any interests in a fund or collective investment scheme shall be sold after such fund is registered 
under the private placement registration regime in accordance with the applicable regulations of the Republic of Korea, and the offering of such 
registered fund shall be conducted only through a locally licensed distributor. 
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