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Aoibheann Treacy: Anthony, if I could kick off with yourself.
Markets have changed a lot since the start of 2022. Inflation
is now the big thing at the forefront of everybody’s mind.
What are your current thoughts on that?
Anthony MacGuinness: Thanks, Aoibheann. I think coming into
the year, we called out the risk of greater volatility and markets
coming forward. There was going to be a large potential risk of
greater inflation on the horizon. That’s proven to be now much
higher and more persistent than the market was anticipating, than
we were anticipating. We’ve now reached 40-year highs in inflation
globally.
Now we’re seeing central banks having to move more aggressively.
They were seen to be behind the curve on inflation with supply
chain bottlenecks also persisting longer than expected in sectors
like semiconductors and autos. That has been compounded by the
tragic events in Ukraine driving further inflation, which is evident in
energy and food prices as Ukrainian wheat exports get shut down,
causing massive disruption in the agricultural commodity space.
Last night, we saw the Federal Reserve pointing to a 0.75% hike,
the highest in 30 years, which speaks to the environment we’re in,
and there’s more to come. There is a growing challenge also for
the ECB, who’ve now indicated a 0.25% hike in July, their first in
11 years, with probably more to come as well, probably 0.5% in
September. They’re trying to move aggressively to rein in inflation
but don’t want to signal to the market a crisis. They’re trying to
underscore their commitment and determination to fight inflation,
but that does obviously pose risks for growth.
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We note that of the last 13 Fed hiking cycles, 10 of those have
resulted in recession. So recession risk is high, and that’s kind of
fuelling a lot of the asset volatility that we’re seeing in the market,
both across equities and fixed income. I think for us as investors
going through this period of heightened uncertainty, what we’ve
been trying to work on with our clients is building resilience into
portfolios through diversification. Specifically, through allocations
to alternatives and real assets, which have proven much more
resilient in an environment where the real accommodative
policy that has been there for the last decade plus is now being
turned off. We have to reposition as investors looking forward
but recognise that the diversification and the risk management
techniques in our portfolios really prove their worth in this
environment.

“We note that of the last 13 Fed hiking cycles,
10 of those have resulted in recession. So
recession risk is high, and that’s kind of
fuelling a lot of the asset volatility that we’re
seeing in the market, both across equities and
fixed income.”
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Aoibheann Treacy: How are our views evolving through this
rapidly changing market environment?
Lenny McLoughlin: Thanks, Aoibheann. It’s been this inflation
backdrop and the subsequent policy pivot that we’ve seen from
central banks that have been the real drivers of both equities and
bonds over the course of the first six months of this year. That
policy tightening in terms of higher rates and reduced balance
sheets has led to a surge in bond yields globally. That in turn
has had a negative impact on equity markets given the relative
valuation metrics. The higher rates that we’re seeing globally have
raised concerns around the growth outlook, which has also has
been negative for equity markets over the first couple of months of
this year.
In terms of moves that we have seen, it’s been the worst start of
the year on record for European sovereign bonds. We’ve seen the
German 10-year yield move from -0.20% at the start of the year to
1.8% as we speak. Peripheral spreads have also widened on the
back of this expectation of a reduction in this policy combination
from the ECB. Italian spreads for 10-year bonds moved almost 1%
up to 2.2% now versus Germany. The investment grade corporate
bond space has been weak as well but less than sovereign bonds
given their lower duration. So, investment grade corporate bond
yields at the moment are about 3.2% and becoming attractive at
those types of levels.
The other big move that we’ve seen in markets is the dollar, which
typically strengthens in a risk-off environment – the Euro dollar
rate has fallen from about 1.14 to 1.04 year-to-date. The more
hawkish backdrop that we’re seeing from the Federal Reserve in
particular has contributed to that move.
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Equities, well, they’re down about 17% year-to-date given the
kind of backdrop they were talking about. After the fall that we’ve
seen, they are now beginning to look attractive. The P/E multiple
is down to about 13.9x with the long-term average around 16x.
Typically, when you see big drawdowns in the market, the market
P/E multiple tends to trough somewhere around 13. That would
suggest there’s still some downside but maybe modest from
these types of levels. The other thing I’d say is just in terms of the
sentiment and investor positioning. Generally, that is quite bearish.
And again, suggesting that a lot has been discounted in markets of
these types of levels.
However, there’s still an awful lot of uncertainty out there,
particularly, I would say, in terms of
>

what the actual inflation backdrop is going to be

>

how are central banks actually going to react in terms of how
much tightening is going to come through

>

what the impact on growth is going to be and

>

the various geopolitical events that are out there.

And all of those will act as constraints on equity markets
and will continue to contribute to volatility, we believe. Also,
Anthony mentioned the risks around growth and the higher
risks of recession. With that, we think there are risks of earnings
downgrades still to come through and we don’t think they’re fully
discounted in markets at the moment. They are being driven by
things like margin pressure and top line pressure for corporates.
So when we look at all of that, we think that even though markets
have been weak on the equity side year-to-date, we still see risks
as being to the downside in terms of equity markets from here.
In terms of where equity markets are likely to find the bottom,
Aoibheann, the key drivers will be what central banks are doing,
and we need them to suggest to investors that they are close to the
end of that tightening cycle. We also need to get to the stage where
concerns around economic growth are beginning to abate as well
before we find that bottom in equity markets, and we don’t think
we’re quite there yet.
We have reflected these thoughts in our asset calls. So, at the
beginning of the year, we were overweight equities but early in
the year moved underweight equities by 2%, and that’s reflected
across all of the MAPS funds. Now, while I say there is downside
in equity markets in the short term, we still think equities over
the long term remain a good asset class, and the types of returns
we expect over the long term remain positive, somewhere in the
region of about 5% for ILIM.

“In terms of where equity markets are likely to
find the bottom, the key drivers will be what
central banks are doing, and we need them to
suggest to investors that they are close to the
end of that tightening cycle.”
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Aoibheann Treacy: So it’s really trying to look through
this period as a long term investor. Anthony, a lot of
challenges there, but are there any bright spots that you’re
seeing within the different asset classes? And how are we
incorporating those into the portfolio?

Aoibheann Treacy: Sandra, you’re having lots of
conversations with clients out there. Are they feeling the
same as maybe Lenny and Anthony in their views? And how
are they positioning themselves? And what are key points of
concern for them?

Anthony MacGuinness: Well, as Lenny’s said, there’s been very
significant repricing across asset markets, both bonds and equities,
which can create some value opportunities. Specifically over the
last year-to-date, we’ve seen alternatives and real assets really
prove their worth and value in a portfolio for clients within our own
portfolios MAPS, alternatives allocation is positive year-to-date at
nearly 6%. In an environment where equities are down double digits,
bonds are down double digits – that’s very encouraging and shows
the kind of volatility dampening features of having alternatives in
your portfolio. Also infrastructure equities.

Sandra Rockett: Thanks, Aoibheann. I think as Anthony and
Lenny alluded to, there are a huge number of challenges and
opportunities in the market. In times of market uncertainty, I think
it’s paramount that we do engage with clients and are actively
talking to them about their options. In terms of the key themes
that we see coming through, certainly the jump in inflation is a
key discussion at defined benefit trustee meetings, and not just
from the investment perspective that Anthony alluded to, but also
in the context of the defined benefit profile of their scheme. So
while many pension schemes have some exposure to inflationary
pension increases, most schemes have exposure to salary or
deferred benefit inflation. And all of these aspects are now on the
table where they haven’t been for some time.

So there’s a huge dispersion going on within the equity market itself.
Headline global equities are down double digits, 13%, say, in Euro
terms; infrastructure equity, listed equity is positive year-to-date. It
speaks to the inflation linked characteristics of infrastructure assets.
So in an environment where headline inflation is running at 8%,
these assets have contracts that are linked to that inflation. And
therefore, the repricing we’re seeing comes through on the valuation
side for those assets. So they’re much more protected.
Another area is the risk management space. Again, while equities
are down, we’ve seen value oriented equities, companies that
are trading on lower P/E multiples, outperform the market on
average. That’s because when interest rates increase, the value
attributable to earnings from growth companies reduces. Because
these earnings are largely based longer into the future, have
underperformed. And value companies which have better priceto-earnings characteristics, have performed much stronger in
this environment, as growth has companies that are performing
buybacks and offering dividends to investors.
So there are opportunities in the market and it really does
emphasise the importance of having a diversified approach to your
overall asset mix, and having diversification within your assets as
well. That diversification story that we speak to customers about
has really born fruit this first half of the year. And the discipline
about staying invested is as important as ever. So as valuations
readjust, the long-term attractiveness of equities and fixed income,
albeit we could still suffer short term pain, become more attractive
for investors with that five-year plus horizon.

Many of our clients have over the last number of years been
building up their inflation hedging, and this has served them
incredibly well and it’s positioned them well. But with the increase
in yields now, trustees are now seeing an improvement in their
funding ratios. And this is a significant trigger for trustees and it’s
prompting a lot of discussions about whether they can and should
increase their exposure to matching assets to ensure their scheme
is better positioned into the future.
The second big issue is market volatility. Many of our institutional
clients have been, and are, well diversified. Those with allocations
to infrastructure or commodities definitely saw the benefit of that
diversification playing out. On the institutional side, we are seeing
those with market cap equity exposure looking for alternative
exposure, seeking to explore diversification options. With greater
volatility, one of the concerns we always have is for those DC
members or individual customers who tend to risk switching out
of their current funds. Inevitably, market timing is very challenging.
Oftentimes, it results in customers crystallising the losses and
missing the market recovery that inevitably happens much sooner
than we anticipate.
In that context, flagship funds like the Empower Range for DC
clients or Irish Life Maps and Reps for our retail partners have
proven really resilient. They’ve benefited from the explicit risk
management strategies and helped customers feel confident
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through this period of uncertainty and market volatility knowing
the downside risk is being managed for them.
Finally, I don’t think any conversation in the investment space can
take place without sustainability being mentioned; clearly a really
key topic. It’s coming up in pretty much every discussion across
every segment of the market. There are very strong regulatory
drivers as we’ve talked about in the past and we’re seeing that
continued growing interest from both individual investors and
members of pension schemes. On the institutional side, that
regulatory interest has certainly stepped up. We’re seeing greater
regulatory oversight in terms of how schemes are approaching
sustainability within their investment portfolios. Recently, trustees
have also been required to complete EIOPA, a climate stress test.
So all of this is just pointing to the fact that regulatory oversight
in terms of sustainability within institutional pension schemes is
going to increase.
For retail partners, the need to capture customer suitability
preferences as part of the advice process from August this year
is going to bring sustainability profiles of funds to the fore. Many
of our partners are actively upscaling themselves in conjunction
with us. I suppose with all of this, the overall trend in terms of
sustainability, is clients are seeking more information from us on
the sustainability profiles of their funds. More and more clients,
institutional and retail, are actively choosing sustainable options
over those more traditional alternatives.

“For retail partners, the need to capture
customer suitability preferences as part of
the advice process from August this year is
going to bring sustainability profiles of funds
to the fore. ”

Another issue will high base rate effects from last year falling out,
which will lower inflation as we go through the second half of this
year and into next year. Another issue, on the supply side, is that
we have seen a number of big corporates globally, Intel, and the
big retailer in the States, Target, talk about the buildup of excess
inventories that they’ve had over the last couple of months, really
based on the fact that they were forced to overorder through these
supply bottlenecks that we saw through COVID, but also this easing
of demand that we’re beginning to see coming through has left
them with too high inventories. And as a result of that, what they’re
now suggesting is that they’re going to have to offer discounts to
offload that inventory, that excess inventory that they have, which
should lead to lower levels of inflation as well as we go through the
second half of the year.
So overall, we do expect inflation to moderate. However, we expect
it to settle at higher levels than we’ve seen pre-COVID and there
are a couple of factors behind that. One has been, for the last
numbers of decades, we’ve seen this move towards globalisation.
That’s gone into reverse now, and we’re actually seeing signs of
deglobalisation coming through.
Another issue related to that supply issue that I mentioned earlier
is reshoring that corporates are now planning to do through
COVID, and more recently I suppose, to the Russia-Ukraine crisis.
What we’ve seen is supply chains have been disrupted. And in
order to have secure supply chains going forward over the long
term, corporates are now considering how they restructure those
supply chains and bring them closer to home. Now, that will secure
supply in the long term, but it comes at a higher cost as well. So
that potentially will lead to higher levels inflation compared to
what we’ve been used to over the last 10 or 15 years.

Aoibheann Treacy: Lenny, probably the question that
everybody’s thinking about is high inflation. How long is it
going to last? What do we think?

And lastly, maybe I’ll just highlight recent events, particularly on
the energy side and just how much investment is required both in
renewals and in the legacy facilities. That’s going to take some time
to come through and with that, we’re going to continue to have, I
would say, tight supply and supply constraints within the energy
sector, which will result in higher energy prices going forward than
they otherwise would’ve been and compared to expectations a
couple years ago. So all those issues, I think, will result in a higher
inflation backdrop when inflation does eventually settle at lower
levels than it currently is at.

Lenny McLoughlin: Obviously inflation has surprised to the
upside this year. We do expect it to peak in the coming months.
We also expect it to moderate as we go through the second half of
this year and into 2023 while still remaining above central banks’
targets of 2%. Now there’s a couple of reasons why we think it’s
going to moderate. One is the commitment that you’re seeing from
the central banks to contain and bring inflation under control as
highlighted by the 0.75% increase that we saw from the Federal
Reserve last night. With that, they will slow growth and slow
demand, but that in turn should lead to lower levels of inflation.

Now what that means is that in this higher inflation environment,
going forward, we’re going to have less monetary policy
accommodation than we’ve had since the Global Financial Crisis,
which in turn will lead to higher base rates and higher levels of
bond yields compared to what we’ve seen over the last 10 or so
years. Going back to what Anthony mentioned, the fact that we’re
already seeing higher bond yields, it does now mean that bonds
again are becoming attractive as an investment option versus the
very low absolute yields and in some cases negative yields that
have been the norm over the last 10 or 15 years.

ILIM MID YEAR OUTLOOK JUNE 2022

Aoibheann Treacy: Thanks for that. Anthony, coming back to
you for the last word. What are the key takeaways really for
them to think about over the coming weeks?
Anthony MacGuinness: I think some of the challenges that
we faced within markets over the first half of the year are likely
to continue. We spoke about the pace at which inflation does
recede, and Lenny gave some great insights there as to some of
the drivers that we see kind of being influential there on inflation
over the coming period. Also, the pace at which central banks
have to deliver these increases in interest rates will be a key driver
of markets over the coming quarters. The real conversation in
the market at the moment now is, can the Federal Reserve, the
ECB and central banks globally make that adjustment while still
avoiding a significant shock on the growth side? And that’s kind
of the overarching fear that will be dominating headlines and
probably market moves over the next period.
Volatility is undoubtedly extremely high. Lenny spoke to some of
the moves that we’ve seen in interest rates. Already this month
alone we’ve seen significant moves, in Euro equities, US equities,
German bond yields moving 0.8%, almost doubling in the course
of a month. These are not normal moves. Some of the points that
Lenny spoke to in terms of longer-term impacts coming out of
COVID, coming out of the challenges that we’re seeing from the
war in Ukraine are likely to dominate kind of investors’ positioning
and considerations over the medium term.

In all of that, we feel the benefits of diversification are critical at
this point, ensuring that investors stay invested, as Sandra spoke
to. Because bad news is priced in at points like this when bad news
is high, it can become the risk that we can step away from markets
too quickly just at the point when they turn. We’re just mindful
that we’re kind of positioning for that through diversification and
positioning for the longer term in terms of how our portfolios are
positioned.

“We feel the benefits of diversification are
critical at this point, ensuring that investors
stay invested. Because bad news is priced in at
points like this when bad news is high, it can
become the risk that we can step away from
markets too quickly just at the point when
they turn.

So those attributes that I spoke to in terms of having allocations to
alternatives, having allocations to real assets and defensive equity
strategies, really, we feel will continue to pay dividends for investors.
To that point around cautioning against panic at this point, really,
we have seen corrections like this before in the past, there is a lot
of negativity priced in and I think really staying disciplined and
diversified has and will continue to serve investors well.
Aoibheann Treacy: Definitely, Anthony. I think we’ve had
Brexit, we’ve had COVID, we’ve had Ukraine. So, there’s
always some event which will create that volatility in just
staying the distance, and as you say, stay disciplined is
critical for people to achieve their financial objectives over
the longer term. Thank you and take care.
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