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During 2020 and 2021, the COVID-19 pandemic accelerated a number of changes that
had been developing in the investment environment for some time. Other shifts were
catalysed by the pandemic as markets, economies and populations were disrupted.
The Future Fund took the opportunity to assess these changes, to assess what they mean
for markets and what they mean for its investment portfolios.

Context
The world today is vastly different to how it was when the Future Fund was established in
2006.
Back then the Reserve Bank of Australia’s cash rate was 5.75%, today it is 0.1%.
In 2008 markets were rocked by financial crisis and then by the radical policy responses to
it, the effects of which have been felt for over a decade.
In the last decade rivalry between the world’s two largest economies has intensified. The
European Union came under pressure, and Britain left it.
The internet of things and big data have transformed the way households and businesses
function. A handful of mega cap companies have dominated US markets and been able to
capture dominant market share.
Demographic change has continued to work out. Market structure and patterns of price
discovery have changed. Much of the developed world now pays to hold cash rather than
expect a return on it. It is more normal than extraordinary that central banks are creating
money to fund fiscal expansion.
This brief paper brings some structure to thinking about these changes.

Paradigm shifts
We observe paradigm shifts that are shaping the investment order in ways that should
encourage investors to think afresh about their portfolios.
1. Deglobalisation
The impetus to free movement of goods and services, investment and people across
national borders slowed and in significant cases reversed. Tensions between the world’s
two largest economies have grown. Technological developments are more closely guarded
as part of national security policy.
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2. Populism
Countries have reasserted national interest, controls over national laws, and domestic
focus in preference to the open international system. National economic policies have
moved towards greater state intervention and controls.
3. Technological breakthrough and disruption
Technological innovations have allowed firms to develop operating models based on
intangible assets, such as data and software platforms. This has led to the rise of digital
conglomerates. Innovation advantages have led to disruption and dispersion within
industries.
4. Demography
Many developed markets face ageing populations and have been reliant on migration to
counter population contraction and ageing. Asset inflation has exacerbated wealth
inequality between generations. In developed countries younger people may experience
disadvantage in security of employment, house prices, higher education debt and record
levels of national debt.
5. Climate change
Physical climate risk has become more severe over time. Insured losses from natural
disasters have increased from circa US$10 billion per annum in the 1980s to US$45 billion
in the last decade (inflation adjusted). Direct overall losses have been four times the size of
insured losses and have increased approximately threefold in the last 30 years.
Companies with carbon-intensive operations and value chains are potentially vulnerable to
market repricing. Renewable energy is becoming cost competitive with traditional
generation sources.
6. Challenges to corporate earnings
Since 1990 businesses have been capturing a rising share of total economic income. In the
US corporate earnings have increased from around 5% of GDP in 1990 to 8-10% today.
This has been driven by the use of technology and innovation to drive productivity
improvements from intangible assets, capital friendly tax arrangements allowing forum
shopping, restructuring, offshoring and automation which has reduced costs.
If these trends come to an end, or reverse, (perhaps as a result of deglobalisation and
populism) and without new sources of growth, we can expect downward pressure on
earnings and equity returns in the decades ahead.
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7. Changed inflationary regime
Developed market economies have experienced disinflation over the past four decades.
The forces that have brought inflation under control have ebbed or are now in reverse so
that a disinflationary structural backdrop is likely reversing again. The response to the
financial crisis of 2008 and to the more recent pandemic have added to government debt
burdens. Fiscal stimulation has added to burgeoning entitlements which can only be met
by pro-inflationary policy.
8. Fiscal-monetary coordination
The recent paradigm of broadly independent monetary policy was only introduced
legislatively in the 20th century. In the aftermath of the financial crisis, institutional
independence has been eroded through the introduction of measures such as Quantitative
Easing, yield curve controls and other forms of central bank intervention in government
funding markets in an effort to induce or support fiscal spending. The pandemic has further
accelerated this shift.
9. Change in fair values
As monetary policy reaches its limits and technological disruption provides scale with its
low capital expenditure requirements, the traditional economic cycle is under threat and
traditional metrics for assessing fair value are being challenged. Declining trend growth,
the weight of savings supply relative to investable financial assets, and generally high debt
loads have tended to push real interest rates lower and lower. Combined with the decline
in the economic cycle, there is an argument that the base rate and risk premium
component of risk asset discount rates should be structurally lower – and valuations
structurally higher than they have been through modern financial history.
10. Decline of sovereign bond duration in portfolio construction
Government bonds have been the defensive anchor of investment portfolios for over 30
years with the traditional 60/40 equity bond portfolio relying on negative correlation
between the two asset classes. Bonds provided the opportunity to add to returns while
having downside protection to the equity risk in their portfolios. The world now looks
different. Nominal bond yields are significantly lower so the scope for bonds to pay off is
reduced. Investors have ended up paying to benefit from bond rallies rather than being
paid. If inflation begins to rise the bond-equity correlation may prove much less beneficial
going forward.

A new investment order and what to do?
We have brought these paradigm shifts together to describe what we see as a new
investment order framework, with key themes across the World Order, Macroeconomic
Order, Policy Order and Market Order that are likely to impact the future investment
environment.
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Figure 1: New Investment Order Framework

So how do we respond to a world of lower expected returns, more inflation risk, more
divergence, conflict and market fragility? What does this mean for us as an investor?
Of course, we cannot know how these themes will play out or quite how they will interact
with each other. Rather than trying to form a prediction, we consider a variety of plausible
scenarios and consider how we can evolve and position the portfolio to be as robust as
possible in those scenarios.
We do this while considering the characteristics and advantages we have: our long-term
investment horizon, our total portfolio approach and our ability to partner with high calibre
investment organisations globally.
This leads us to identify several priorities for our future investment program which we will
apply and develop over years to come:
Structural risk profile: We believe that modestly increasing our structural risk profile will
enable us to better target our desired returns while continuing to appropriately moderate
risk.
Investment horizon, flexibility and dynamic allocation: We will build additional ways in
our models and governance to maintain our focus on the long-term while maintaining the
ability to move flexibly and nimbly. We see scope to increase our tolerance for illiquidity to
access value-add from less liquid and skill-based investments. In this environment, skillbased returns are even more attractive and worth the higher fees required to access them.
Private and public markets: We believe we can target further value-add in private market
opportunities, which also provide inflation protection and defensive characteristics, while
also adding value in public markets, for example through more closely managing the use
and costs of illiquidity.
Granular levers: Applying additional resources to identify and pursue more detailed and
focussed strategies for high conviction value-add exposures particularly in private markets
and debt.
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Conclusion
Significant changes are underway in the world, catalysed or accelerated by COVID-19. We
believe that the investment thinking that has delivered strong returns over recent decades
needs to be revisited. A new approach that tests long-held assumptions and questions the
conventional wisdom that has guided institutional investors over recent decades.
While reviewing the new investment order we cannot know how these changes will
ultimately play out. However, we believe that preparation and monitoring the investment
environment, and testing our thinking and the assumptions on which it is built, are the best
ways we can position our investment program to generate strong returns, with acceptable
risk, over the long-term.
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