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On November 30, Benno Klingenberg-Timm, Head of Global Sovereign Markets, APAC, moderated a 
conversation with Evan Brown, Head of Macro Asset Allocation Strategy, and Hayden Briscoe, Head of 
Fixed Income, Global EM and APAC. They discussed whether the inflation debate is relevant for equity and 
bond investors in Asia.

Inflation, stagflation or reflation?
– Clients are concerned about persistent inflation, as well as the 

possibility of stagflation on the horizon.
– We believe that true stagflation, defined as a sustained period 

of slowing growth and rising inflation, is unlikely. If growth 
should slow, it would likely take inflation down with it.

– We expect growth to be quite strong in the coming year. 
While there is near-term uncertainty about the Omicron 
variant, investors shouldn’t underestimate the strength of the 
global economic backdrop.

– This includes fast-growing incomes, continued easy monetary 
and fiscal policy, and the need for inventory rebuilding.

– In addition, consumers, governments and businesses are 
getting better at working around COVID. Mobility restrictions 
are having one-twelfth of the economic impact they did in 
early 2020. The world is learning to live with the virus.

– In the coming year, we believe reflation is a more likely 
scenario than stagflation.

Reasons for optimism about the current economic cycle
– We think the market is too pessimistic about where the US 

Federal Reserve (the Fed) will end up. The market is pricing a 
terminal rate that is 75 to 100 basis points (bps) below where 
we ended up in the last cycle.

– The foundations behind the current cycle are attractive. We 
have much stronger household and corporate balance sheets 
going into this cycle. There is considerable fiscal support, in 
contrast to the fiscal austerity at the beginning of the last 
cycle.

– In addition, the impulse for more capital expenditures is 
strong. Given the supply constraints we’ve seen, and given the 
emphasis on reshoring due to COVID and US-China trade war, 
we expect to see much more investment by businesses.

– The coming energy transition will require significant spending 
by both the public and private sector. The IEA is estimating 
USD3 trillion in additional spending each year as we approach 
2030.

– Those factors point to strong growth going forward. While 
inflation is surging right now, we expect it to calm down. That 
said, inflation is a bit higher than it was during the last cycle. It 
could be a little more difficult for central banks to control, 
given the strong growth impulse.

– That is why we think the Fed is going to hike a few times in 
2022. We believe rates will end up above where we were 
during the last cycle, around 2.25 or 2.5%.

The impact of higher US inflation on Asian bond markets
– This time around, the emerging markets (EM) saw the first 

wave of inflation. As a result, EM countries have been hiking 
rates aggressively, surprising the markets.

– Many countries have hiked as much as 50 or 100 bps. Even 
those that typically move in smaller increments are raising 
rates by 25 or 50 bps.

– Net debtor countries that can’t afford it are importing inflation 
aggressively.

– In Asia, inflation is being demand destructive or margin 
destructive. The Producer Price Index (PPI) is at elevated levels 
in China, but it’s not getting passed on to the consumer. 
We’re seeing margin compression occur in the manufacturing 
sector.

– We have much higher base effects. But markets move off the 
rate of change. And in the US, the rate of change is picking 
up, particularly around the PCE. That is going to drive the Fed.

– For the first half of 2022, it looks like quantitative tightening is 
going to be pulled forward, and then the discussion around 
rate hikes will start.

– In the second half of 2022, we should see less room to hike as 
the rate of change slows.

The impact of China’s regulatory changes on long-term 
returns
– Our long-term capital markets assumptions haven’t changed. 

It’s clear that China has entered a period of increased regula-
tion, whether in the property sector or the internet/technolo-
gy space. But ultimately, it comes down to the fundamentals 
and the strength of these businesses.



– While there is more uncertainty around regulation, the market 
has reflected that. We’ve seen a major derating of Chinese 
equities relative to the rest of the world. In the property sector 
in China, in high yield, we’ve seen a large widening of 
spreads.

– But the market is compensating investors more for these 
increased risks.

– After a difficult year, China is becoming increasingly attractive 
to us as we look ahead, because those valuations have reset.

The goal of China’s policy changes
– The current regulatory changes are more complicated than in 

the past. Previously, new rules focused on a single sector, such 
as shadow banking in 2017-18, or the oversupply of housing 
in 2014-16.

– The current changes affect society across the board, because 
the government is trying to reverse a demographic time 
bomb. The goal is to get people to have more children.

– To do that, they must meet several needs: housing that can 
hold larger families, a health care safety net and cheaper 
education.

– Combatting high prices in education and housing can 
encourage people to change their behavior and have two 
more children. A lot of these changes are going to be quite 
sensible.

– We believe we’ll see more of a focus on the middle-income 
bracket, which will lead to a change in leadership in the stocks 
and bonds that clients should invest in.

– The property sector has already adjusted for the risks of the 
change that’s underway. But it’s still clear from a fundamental 
perspective that demand is outstripping supply. So in the next 
12 months, this looks like a very attractive asset class.

– While the US economy is gaining strength, the Chinese 
economy is continuing to decelerate. Credit impulses are as 
low as they’ve ever been, and should come close to bottoming 
out in the first or second quarter of 2022.

– We believe the Chinese government will provide a base of 
support to the economy and create a pickup early in 2022.

Determining how Omicron will play out
– Until we know more, we can expect to see plenty of volatility.
– When considering possible scenarios, the easiest reference 

point is the Delta variant. While it spread quickly, it was not as 
severe because the vaccines worked.

– We did see a small dip in activity and stress in supply chains. 
But overall, bonds rallied, which helped risk assets. In equities, 
we saw a shift from value to growth, from ex-US to the US.

– Until we get further information, one scenario is that Omicron 
is about the same as Delta or a bit worse.

– The downside scenario is that Omicron evades the vaccines, 
which would be a strong negative for risk assets. EM coun-
tries, particularly those with less-developed health care 
infrastructure, would be most vulnerable in this environment.

– In developed markets around the world, there would be more 
mobility restrictions, more cautious behavior, and a meaning-
ful dip in activity until we have a booster that addresses it.

– But there is an upside scenario here, which we don’t think 
many people are considering. Reports from South Africa say 
that the variant is spreading quickly but with mild symptoms.

– If the variant spreads rapidly but without serious symptoms, 
many people could develop antibodies and natural protection.

– This could help people view COVID as similar to the flu, 
something that we just deal with. This would likely result in a 
cyclical pickup, higher bond yields and more optimism.

– We will be flexible as we watch to see how Omicron plays out.

The potential impact of Omicron in Asia
– Governments have responded much more quickly this time, 

clamping down on travel to limit the spread.
– It’s become clear that, whenever the virus surges, we experi-

ence a risk-off environment. There is a draw to capital to the 
US market, which strengthens the US dollar. That is continuing 
to put pressure on emerging markets.

– Even if the US pulls forward quantitative tightening, and rate 
hike expectations ratchet up, we still have a strong growth 
backdrop.

– In contrast, Chinese bonds are continuing to rally as the 
economic slowdown accelerates. So we believe that these two 
large economies are going to have to meet in the middle 
sometime next year.

– Investors don’t have to exit the bond markets completely. 
There are likely attractive opportunities to be long China while 
shorting the US and other economies with a pickup in growth.

– Chinese property is the only severely beaten-up credit asset 
class around the world.

– European investors are making bond allocations to Asia for 
the first time, breaking it away from their EM debt allocations 
or global income strategies.

– Europeans tend to have a longer time horizon. This capital 
allocation could be more permanent, and could have a 
calming influence over time.

– Given that there are assets with double-digit yields, that have 
adjusted through the volatility and the potential default 
expectations, even in a “bad” scenario, this is going to look 
like a more attractive asset class over time.

– In addition, within high yield assets there tends to be less 
correlation to rate hikes. That offers a buffer in the credit 
space, even if rate hikes come through.

The big picture for global asset allocation
– Expected returns are low for developed market bonds. Either 

we’re in an environment where inflation rises significantly and 
those bonds sell off, or inflation doesn’t rise significantly and 
we’re stuck with very poor returns.



– We believe fixed income investors should look to Asia. There is 
yield to be had, particularly for investors with a medium- to 
longer-term horizon who can deal with day-to-day volatility.

– We believe Asia high yield is an attractive area. From a 
defensive perspective, China’s government bonds are appeal-
ing. Investors can earn 3% while owning a defensive asset. 
They certainly can’t do that in developed markets.

– In equities, of course the expected returns are higher, but 
there will be plenty of volatility in this macroeconomic 
environment. If this cycle is more dynamic cycle, with higher 
inflation and bond volatility, that will lead to broader asset 
volatility.

– But if we are in a world where inflation is going to be more 
persistent, then investors should focus on assets that will gain 
from a higher nominal GDP world – sectors such as energy or 
financials, and regions like Europe or Japan.

– Dollar strength could weigh on emerging markets, at least for 
the first half of next year, but within EM, China has attractive 
valuations and less sensitivity to broader dollar strength.

– In a higher inflation scenario, the negative correlation 
between stocks and bonds could reverse. While correlations 
have been negative for 20 years, it was positive for decades 
before that.

– If inflation goes up from here, and bonds are selling off, and 
that causes equities to sell off, investors will want to hedge 
their portfolios with real assets that can hedge your portfolio.

– That includes commodities, but also alternative assets such as 
real estate and infrastructure. Asset classes that are going to 
hold their value as prices rise can play a key role in portfolios.

Sovereign investors are focused on building resilient 
portfolios
– Large investors are prioritizing portfolios that can react to 

disruption, whether from megatrends like sustainability or 
urbanization, or from shocks triggered by geopolitical 
surprises, dramatic changes in any regulatory frameworks, and 
unexpected events like the pandemic.

 They see the need for a more agnostic, more unconstrained 
approach to investing, which allows portfolios to react swiftly 
and in an agile way.

 Sovereign investors are shifting assets into absolute return 
strategies, particularly hedge funds – both multi-manager/ 
funds of hedge funds, as well as direct investments in hedge 
funds. They’re also investing in unconstrained fixed income 
and in real assets.

 Truly long term investors such as sovereign investors and 
pension funds are seeking to align their portfolios to the 
long-term structural growth that continues to unfold in the 
EM, Asia and China, despite the short-term volatility that 
we’re seeing.

 We expect markets that have not yet joined the rally of the 
developed world to do well in the coming years, and large 
investors are aligning themselves to these countries.
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