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Quarterly insights
Highlights

MLC'S active investment approach

Inflation is a complex phenomenon, driven as much by
emotion as supply and demand dynamics.

Key to MLC’s market-leading investment approach is
our unique Investment Futures Framework.

Inflation has risen strongly and broadly across economies,
providing a challenging and difficult path for central bankers
to navigate. This was strikingly evident in late September
2022 in the UK where policy changes made by the Bank of
England and the Truss government caused strong market
volatility. This episode reflects the tightrope walk being
attempted by central banks.

In an unpredictable world, the Framework helps us
comprehensively assess what the future might hold.
By taking into account the many scenarios that could
unfold – positive and negative – we gain continuing
insight into return potential, future risks, and
opportunities for diversification.

Inflation has upended the opportunity set and range of
interesting investments across asset classes. This phase of
the investment cycle was destined to be volatile. It makes
sense for investors to increase their diversification as the
new opportunity set provided presents return potential
across a broader array of asset classes with differing
economic and differing inflationary drivers.
At MLC, we have the ability to assess the new investment
opportunity set and understand the trade-offs we face
across a range of differing scenarios, particularly those with
inflationary characteristics that have not been experienced
for many years. In this way, we can make our multi-asset
portfolios more inflation resilient and subsequently more
robust for the future.
Our investment process does not need to divine the future,
but we do need to judiciously assess the new trade-offs and
react accordingly in our portfolio positioning.

Insights
On 26 August 2022, US Federal Reserve (Fed) Chair Jerome Powell
made a brief speech at the annual Jackson Hole central bankers’
economic soiree. He stated that the Fed will tighten interest rates
until financial conditions are “sufficiently restrictive to return
inflation to 2%”. The Fed are on a mission to bring inflation back
down to target, even if the higher rates, slower growth and softer
labour markets “bring some pain to households and businesses”.
Reading between the lines, Chair Powell has stated the Fed are
happy to drive the US economy into a recession if that’s what it
takes to get inflation under control.
This is a new central bank paradigm for investors. Rather than
the old ‘Fed put’ where policy was engineered to underpin asset
prices should markets get too unruly, investors are now faced
with a Fed that have openly stated they are happy to bring some
pain in the short-term if it means avoiding the much greater
capital destruction from uncontained inflation over a prolonged
period. Unsurprisingly, risk premia have expanded as markets
contend with this new reaction function. Equity multiples have
fallen as investors demand a higher return to accommodate this
uncertainty.
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The information from the Framework gives us a deep
understanding of how risks and return opportunities
change over time for both individual assets and total
portfolios.
We can then determine the asset allocations that will
help achieve our portfolios’ objectives with the required
level of risk control, and adjust the portfolio if necessary.
We’ll generally reduce exposure to assets if we believe
risk is too high. We prefer exposures with limited
downside risk compared to upside potential.
More information about MLC’s investment approach is
available on our website and in Appendix 1.

Chart 1 is helpful in highlighting how the investing environment
has changed. The price-to-earnings (PE) multiples expanded
demonstrably from 2011 to 2021 as real rates continued to plumb
new depths, driven lower by central bank policy becoming further
asymmetrically skewed to providing excess liquidity. Whenever
economies or markets faltered, central banks would cut interest
rates and pump liquidity into the financial system to provide
support. This was possible as inflation had remained contained
for a number of years and excess liquidity was at a perceived low
risk of creating an inflation issue – hence the asymmetry. Not
surprisingly, the expansion of asset values within the financial
economy delivered returns meaningfully higher than those of the
real economy over this 2011 to 2021 period.
The supply side shock caused by the pandemic has upended the
asset price friendly asymmetry. Inflation has risen strongly and
broadly across economies, providing a challenge for policy makers.
Central bankers are acutely aware of any excess liquidity adding
fuel to this inflation pyre and have subsequently adjusted their
focus – gone is the ‘central bank put’, and in its place is the
‘inflation hammer’. Interest rate policy has normalised quickly
and central bankers globally have stated the intention to drive
financial conditions much tighter to combat inflation. All asset
prices have adjusted accordingly to reflect the expectation of the
lower availability and higher cost of liquidity going forward.

Chart 1: S&P500 Forward PE Ratio shows the changing investing environment
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Source: Bloomberg.

Inflation is a complex phenomenon, driven as much by emotion as
supply and demand dynamics. Divining inflation’s future path across
multiple complex channels within an economy would appear a
difficult task. Central banks have embraced this challenge with only
the blunt instrument of interest rates at their disposal. Interest rate
increases won’t directly resolve supply side inflation issues, but
instead will impact indirectly through a reduction in demand. This
mechanism will take time to work through the system, and central
banks won’t be able to observe any useful economic feedback on
the success or failure of their interest rate policy settings for quite
a while.
This will be a difficult path for central bankers to navigate.
Hammering away at supply side inflation with a demand reducing
interest rate tool makes assessing the appropriate policy setting an
exercise in guesswork. If taken literally, it appears central banks are
comfortable overstepping the destruction in demand side of the
equation through overtightening rates, as long as it means inflation
is hammered down into submission. But how much pain for
households and businesses is palatable in pursuit of an arbitrary
inflation target (with origins in disrupted supply chains)? Given
the lags with which interest rates will operate, and the complexity
with which inflation will manifest, the potential for getting this wrong
would seem quite high.
This potential for policy error was strikingly evident in late September
in the UK. The Bank of England had just announced an increase of
the cash rate by 0.5% to 2.25% and an expected reduction in their
UK government bond holdings of circa 80 billion pounds over the
next year. No sooner had the ink dried on the rate increase, when

the new Truss government announced a raft of unfunded economic
reforms designed to stimulate growth. Markets reacted poorly to the
fiscal package, particularly the tax cuts for the rich, and sent gilt
yields soaring and the pound to its lowest level since the 1980’s – a
classic balance of payments crisis pricing. The Bank of England was
subsequently forced to change monetary policy and pledge its
willingness to backstop gilt yields in an effort to stabilise markets.
As an aside, the Truss government has subsequently backed away
from the tax cuts for the rich and is facing mounting pressure to
reveal exactly how key policy measures will be funded.
This episode reflects the tightrope walk being attempted by central
banks. Swing away with the ‘inflation hammer’ in an attempt to
control inflation, but be acutely aware that increasing interest rates
places stress on all leveraged balance sheets, including the
governments. The excess level of debt held in certain sectors (like
Australian mortgages and in particular new homeowners) makes it
a high probability that the type of volatility we saw in the UK will
not be an isolated event. In contrast to the 2011 to 2021 decade, the
decline in asset values within the financial economy over the recent
adjustment period has delivered returns considerably lower than
those of the real economy.
Asset markets have adjusted to reflect this riskier new paradigm.
Real rates have risen quickly and other assets have re-priced
accordingly, providing more meaningful return potential across the
asset spectrum. In the old paradigm, return potential was only visible
in growth assets and income was essentially invisible. With the
inflation driven re-pricing, income is now visible across a range of
assets.

MLC's scenario insights & portfolio positioning | 5

Chart 2: Asset class yields providing investment opportunities
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Chart 2 highlights the new yield opportunity set that is being
presented to investors. A year ago, a 5% return was only achievable
through growth assets like shares as all assets were yielding below
4%. Now an investment grade corporate bond delivers almost 6%
yield, with substantially lower risk. Inflation has upended the
opportunity set and range of interesting investments across asset
classes.
This phase of the investment cycle was destined to be volatile.
Transitioning real rates from generational lows to something more
‘normal’ required an unwinding of optimism in multiples that would
reflect the new riskier inflationary environment. It makes sense for
investors to increase their diversification as the new opportunity
set presents return potential across a broader array of asset classes
with differing economic and differing inflationary drivers.
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Our prior portfolio positioning was robust for a disinflationary world,
leaning into assets with growth and multiple expansion potential.
As cash rates and yield curves were crushed by conventional and
unconventional stimulus measures, income played an ever decreasing
role. As investors, we need to adjust to the new risk factors and
market conditions we are presented with, and in short evolve our
portfolio positioning to be more resilient to an inflationary world.
That is not to say put all our eggs in the inflation basket, but more
to make sure we have a diverse range of return drivers to
accommodate the potentially volatile investing future we now face.
At MLC, we readily admit to not having the ability to accurately
predict the future path of inflation. But we do have the ability to
assess the new investment opportunity set and understand the
trade-offs we face across a range of differing scenarios, particularly
those with inflationary characteristics that have not been experienced
for many years. In this way, we can make our portfolios more inflation
resilient and subsequently more robust for the future. Our investment
process does not need to divine the future, but we do need to
judiciously assess the new trade-offs and react accordingly in our
portfolio positioning.

Portfolio activity

Stock stories

The market volatility has presented opportunities to continue the
journey of building inflation resilience into our portfolios. We have
spent the past year looking to increase exposure to real cash flows,
reduce exposure to overvalued assets, and maintain low levels of
duration in our portfolios; all part of an effort to minimise the adverse
outcomes the portfolios may experience should some of the more
inflationary scenarios persist for longer than expected. The recent
quarter’s activity was an extension of this journey.

The following highlights some stock activities that occurred during
the quarter. As we’re constantly reviewing and making changes to
the portfolios, these investments may no longer be included in the
portfolios.

Within the MLC Inflation Plus portfolios, we increased our exposure
to US shares by reducing a short S&P500 equity index futures
position we have held in the portfolios. The S&P500 companies
display strong quality characteristics and so with valuations falling
to more normal levels we took the opportunity to close out half the
futures position. The onshore China equity swap was also re-oriented
from the CSI-500 to the smaller cap CSI-1000 shares index. China’s
policy is focused on domestic small-medium enterprises and so
moving to smaller capitalisation shares should benefit from this
policy orientation.
All our portfolios have benefitted from the persistent strength in the
US dollar (USD). We have been using an overweight to foreign
currency as a risk hedge against the growth assets we hold. This
quarter we further reduced our foreign currency holdings using an
option structure that enables the portfolios to participate should the
Australian dollar (AUD) rally from here. These are attractive levels
to be selling the USD and the trade also reduces our reliance on
currency as a risk hedge. Currency markets have been extremely
volatile and there are scenarios from here where the USD could
weaken significantly. With the opportunity set across income assets
becoming more attractive, it makes sense to broaden the tools we
use as risk protection in the portfolios.
At the end of the quarter we made changes to the strategic asset
allocation and ranges in our multi-asset portfolios, which we believe
will reduce volatility and improve returns for clients. The MLC
Horizon portfolios also added unlisted Australian property as an
asset class to its super portfolios. More details are available in the
sections: MLC Inflation Plus, Horizon, Index Plus, Premium, and
Value portfolios.

Our investment approach
Our Investment Futures Framework is designed to first understand
the risks facing our portfolios and to then assess the cost associated
with mitigating those risks. We accept the inherent complexity of
markets makes it difficult to predict their path with any consistency,
and so we consider the portfolio impact of multiple different potential
paths. It is our belief this open approach will be helpful for our clients
as we continue to navigate our way through the current inflationary
episode.

MLC Inflation Plus portfolios: Amongst the changes in positioning
during the quarter, the defensive Australian shares strategy took
advantage of the market volatility and sell-off in industrial metals
using an option program. Amongst these, the portfolio increased its
exposure to IGO Ltd (formally Independence Group).
IGO is a high-quality producer of nickel, lithium and copper, all of
which are key components of the de-carbonisation metals complex.
Exposure to higher quality cyclicality with strategic importance is
an important return driver for the defensive Australian shares
strategy, particularly for a strategy that is biased towards stable
growth. IGO has been an important holding since March 2021 where
we have held the stock and a combination of options to limit
volatility. Part of the options overlay involves selling calls to offset
the cost of buying puts. As a result of this, the portfolio is occasionally
forced to sell stock when a sold expires in the money. For example,
some of our holding in IGO was called away at $13 in April 2022 and
subsequently re-purchased in the September 2022 quarter under
$10. Another example was in July 2022 where we purchased at $9.71,
and in August 2022 at $9.28 using a collar, with the stock called away
in September 2022 at $13.75.
We also took advantage and trimmed our exposure to Amcor plc
(AMC). Amcor is an integrated global packaging company servicing
a range of fast-moving consumer goods, beverage and fresh produce
market segments via their Flexibles and Rigid Packaging business
units. They are a major market participant in a huge range of
packaging solutions, providing the wrapper, branding and protection
on goods delivered all around the world. Solid tailwinds of economic
recovery and reopening have been tempered by the marked increase
in the price of raw materials and supply chain challenges. Amcor’s
volume, mix and pricing strategy has been effective in offsetting
headwinds in supply chain, labour and input cost pressures. In short,
Amcor ‘keeps on keeping on’ in fulfilling its role as a steady grower
within our defensive Australian shares strategy.
Following on from the May 2022 slight trim of our position, in July
2022 the holding was further reduced on the basis of its valuation
becoming fuller. At circa 1.25% the Amcor weighting remains
meaningful and their broader business resilient in effectively
delivering a balance of steady growth and some yield to the portfolio.

MLC's scenario insights & portfolio positioning | 7

The Investment Futures Framework: Changes in
return potential and portfolio positioning
Changes in return potential for asset classes

Portfolio positioning

Asset classes with a strong sensitivity to interest rate movements
continued to garner attention over the quarter. The moves in
discount rates (and subsequently valuations) have improved
return potentials alongside a reduction in downside risk (Chart
3).

This quarter the trading activity across all portfolios continued
to focus on managing the increased volatility in share markets
and currency markets.

Of these sectors, listed property securities continue to standout
– not least supported by inflation linkages through rent and
contract escalations embedded within the cash flows. However,
the rising cost of debt remains a threat for those with bloated
balance sheets and higher leverage.
Fixed income valuations continue to improve though returns
remain low in absolute terms, and they remain challenged in an
environment of persistently high inflation. Inflation-linked bonds
take favour in this context, helped further by the resetting of real
yields – presenting a better entry point for the asset class.
Additionally, duration appears more attractive as a mechanism
for providing portfolios with protection against the deflationary
effects from a recession.
High yield bonds continued to improve in return potential thanks
to movements in base rates and the expansion in credit spreads.
And while high yield bonds are now rivalling shares with regard
to prospective returns, they still remain at risk of a tightening of
lending conditions and activity – a likely event in the case of
recession.
Share market returns remain attractive, notwithstanding the
aforementioned risks around the economic cycle. The
improvement in return outlook is primarily driven by the change
in valuations, which have continued to follow the move in
discount rates – a consequence of inflation dynamics. But this is
yet to be reflected in earnings in a large capacity, as margin
impairment has been relatively muted, and expectations remain
elevated - which is a contrast to macro conditions. As such, the
return outlook comes with a wide cone of outcomes – with the
potential for there to be different winners and losers at the sector
level.
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During the quarter we completed our review of the strategic
(benchmark) asset allocations (SAAs) and ranges for MLC’s
multi-asset portfolios to ensure they remain relevant. As part of
this review, we considered new asset classes and strategies that
are available and risk and return efficiency of the portfolios.
The following changes were implemented to our multi-asset
portfolios on 30 September 2022.
Infrastructure was introduced as an asset class for MLC’s
Horizon, Inflation Plus and Index Plus portfolios.
Private equity was introduced as an asset class for the Horizon
and Inflation Plus portfolios in MLC’s Wholesale and
MasterKey Unit Trust.
Some of the asset allocation ranges for the Horizon, Inflation
Plus and Index Plus portfolios have also been revised.
Overall, we believe these changes will reduce volatility and
improve returns for clients. More information is also available at
mlc.com.au
Details on portfolio positioning is available in the sections: MLC
Inflation Plus, Horizon, Index Plus, Premium, and Value portfolios.

Chart 3: 40 scenario set (generic scenarios) potential real returns (September 2022) - 5 years, 0% tax with franking credits,
pre-fees, pre-alpha
Average of best 10% tail
Probability weighted expected returns

25%
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Source: MLC Asset Management Services
Limited.
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The potential real returns for each asset class are shown above. The probability-weighted real returns are shown as diamonds. For comparison we’ve included long-term ‘normal’ return expectations
which are set by considering a stable fair value world – these are shown by the horizontal lines. Also, as an indicator of how uncertain these returns are, we’ve taken the bottom (and top) 10% of
the scenario real returns and calculated the probability-weighted average in those ‘tail’ outcomes. These are shown in the bars. Asset classes with wider ranges could have more extreme return
outcomes than those with narrow ranges.
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Return potential
Charts 4 and 5 show return potential for the MLC Wholesale
Inflation Plus, Horizon and Index Plus portfolios, and the Managed
Account Strategies respectively, based on our generic (40) scenario
set, looking forward from the end of September 2022.

The stronger risk focus of the Inflation Plus portfolios is evident
(Chart 4). Consistent with their objectives, the Inflation Plus
portfolios have responded to shrinking return potential and
weakening risk diversifiers by continuing to pursue a ‘Participate
and Protect’ strategy – adding to appropriately priced sources of
return potential in a risk-controlled way. This reduces the return
potential in strong scenarios but provides tighter risk control in
the event of an adverse environment.

Chart 4: 40 scenario set (generic scenarios) potential real returns (September 2022) - 5 years, 0% tax with franking credits,
pre-fees, pre-alpha
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Source: MLC Asset Management Services Limited.
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The probability-weighted real returns are shown above (diamonds). For comparison we’ve included long-term ‘normal’ return expectations which are set by considering a stable fair value
world - these are shown by the horizontal lines. Also, as an indicator of how uncertain these returns are, we’ve taken the bottom (and top) 10% of the scenario real returns and calculated
the probability-weighted average in those ‘tail’ outcomes. These are shown in the bars. Portfolios with wider ranges could have more extreme return outcomes than those with narrow
ranges.
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Consistent with their Horizon and Index Plus multi-asset
counterparts, the medium-term return potential of all the MLC
Managed Account Strategies remains somewhat below the returns
similar asset allocations have produced in the past (Chart 5).

While both the Premium and Value Model Portfolios are expected to
deliver similar returns, the additional levers and active management
dimensions afforded by the higher cost of the Premium Model
Portfolios result in slightly more positively skewed potential
outcomes, with incrementally higher returns in the most positive
scenarios and equivalent or slightly less negative returns in the
worst.

Chart 5: MLC Managed Account Strategies - 40 scenario set (generic scenarios) potential real returns (September 2022)
- 5 years, 0% tax with franking credits, pre-fees, pre-alpha
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Source: MLC Asset Management Services Limited.

The probability-weighted real returns are shown above (diamonds). For comparison we’ve included long-term ‘normal’ return expectations which are set by considering a stable fair value world these are shown by the horizontal lines. Also, as an indicator of how uncertain these returns are, we’ve taken the bottom (and top) 10% of the scenario real returns and calculated the probability-weighted
average in those ‘tail’ outcomes. These are shown in the bars. Portfolios with wider ranges could have more extreme return outcomes than those with narrow ranges.
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MLC Inflation Plus portfolios
The key portfolio activities during the September 2022 quarter,
including up until the time of writing, were:
We reduced a hedge held against US shares in response to a
rapid decline in valuations. The hedge was initially established
to offset some of the risk posed by what was a very rich
prevailing US share market. The sell-off in US shares and
decline in valuations makes the hedge less relevant hence we
decided to take profit on half the position and increase upside
exposure.
Exposure to Chinese shares was switched from the CSI-500
to the CSI-1000. Both indices are small cap with similar
exposure to the small-medium enterprise sector that we
continue to believe will benefit from the direction of China’s
strategic policy. The switch from CSI-500 to CSI-1000 was
driven by more attractive outperformance received on the
CSI-1000 versus CSI-500 total return swap.
Reduced exposure to foreign currency. The strong USD makes
holding foreign currency less attractive. Based on the
prevailing fundamentals, we believe that the balance between
top-side AUD risk and the scope for further gains from AUD
weakness warrants lower exposure to foreign currency. Despite
the unfavourable balance between top and bottom side risk
we still expect a short AUD to provide a level of diversification,
particularly in a tail event, hence we continue to retain some
exposure to foreign exchange, some of which is offset by
option collars.
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The MLC Inflation Plus portfolios have flexible asset
allocations with few constraints which enable us to target
tight control of risk over each portfolio’s time horizon.

The following changes were implemented to the portfolios on 30
September 2022 (more details are available at mlc.com.au):
Infrastructure was introduced as an asset class.
Private equity was introduced as an asset class for MLC’s
Wholesale and MasterKey Unit Trust (it was already in Super
and Pension).
Some of the asset allocation ranges were revised.
A further change made to the 30 September 2022 disclosure
documents for the Inflation Plus Assertive Portfolio was the
removal of the portfolio’s ability to gear. As there is no intention
for the portfolio to gear (which it has not done for a number of
years) we believed it was appropriate to remove this wording from
disclosure.

Here is a summary of the changes to positioning of the MLC Inflation Plus portfolios over the recent quarter.

Asset class

MLC Wholesale Inflation Plus portfolios change in target asset allocation
over the 3 months ended 30 September 2022
Conservative

Moderate

Assertive

Chinese government bonds (through derivative
strategies)

Steady

Steady

Steady

China A-shares with downside limit of -20% (through
derivative strategies)

Steady

Steady

Steady

Emerging market shares (through derivative strategies)

Steady

Steady

Steady

USD/JPY call option

Steady

Steady

Steady

Defensive Australian shares (including protected
income mining and energy shares)

Steady

Steady

Steady

Global shares (through derivative strategies)

Steady

Steady

Steady

Global listed infrastructure

Steady

Steady

Steady

Global shares (unhedged)

Steady

Steady

Steady

Diversified basket reduced

Diversified basket reduced

Diversified basket reduced

Gold exposure (through derivative strategies via call
options)

Steady

Steady

Steady

Low correlation strategy

Steady

Steady

Steady

Real return strategy

Steady

Steady

Steady

Australian inflation-linked bonds

Steady

Steady

Steady

Insurance-related investments

Steady

Steady

Steady

Global high yield bonds and loans

Steady

Steady

Steady

Global non-government bonds (short maturity)

Steady

Steady

Steady

Global non-government bonds (all maturity)

Steady

Steady

Steady

Australian non-government bonds (short maturity)

Steady

Steady

No allocation

Cash

Steady

Steady

Steady

Not permitted

Not permitted

No borrowings

Foreign currency exposure

Borrowings
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MLC Horizon portfolios
The key portfolio activities during the September 2022 quarter
were:
The MLC Horizon super and pension portfolios added unlisted
Australian property during the quarter. Unlisted property
offers a relatively stable income yield with elements of
inflation protection, and the potential for capital growth. The
unlisted property strategy focuses on core assets to provide
defensive and high quality characteristics. The strategy also
maintains diversification across the main property sectors
being office, retail and industrial. The sectors have different
return drivers and economic sensitivities making
diversification a sensible approach. To date the Horizon
portfolios have relied solely on global listed property for real
asset property exposure which remains important for global
diversification as not all property sectors are sufficiently
available in the domestic market. The listed exposure also
provides a reliable source of liquidity, enabling the portfolios
to add or remove property exposure quickly.
The foreign currency overweight was reduced using an option
structure to protect the portfolios from AUD appreciation
against the USD. Active currency exposure continues to offer
diversification benefits however protection is prudent amidst
this volatile environment.

For the active management of the MLC Horizon portfolios,
risk is primarily benchmark-related. Strategic (benchmark)
asset allocations have been designed to efficiently generate
above-inflation outcomes on the basis of long-term
investment assumptions and taking into account that over
time a broad range of scenarios could play out.

Over the quarter the Horizon portfolios underwent asset allocation
adjustments in response to a strategic asset allocation review and
benchmark changes. The adjustments included:
An increase in the ratio of hedged relative to unhedged global
shares in the benchmark.
A slight increase in benchmark cash levels.
A reduction in the Inflation Plus allocations.
The introduction of infrastructure as an asset class.
Private equity was introduced as an asset class in MLC’s
Wholesale and MasterKey Unit Trust (it was already in Super
and Pension).
Some of the SAA ranges were revised.
More details are available at mlc.com.au

Here is a summary of the positioning of the MLC Horizon 4 Balanced Portfolio.

Asset class

MLC Wholesale Horizon 4 Balanced Portfolio target asset allocation
at 30 September 2022
Under

Australian shares

Strategic asset
allocation
•

Global shares (unhedged)
Global shares (hedged)

•
•

Global property securities

•

Global listed infrastructure

•

Cash
Australian inflation-linked bonds

•
•

Bonds (short maturities)

•

Bonds (all maturities)

•

Global non-investment grade bonds (high yield bonds and loans)

•

Real return strategies (including Inflation Plus)

•

Insurance-related investments

•

Low correlation strategy

•

Private equity

•
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Over

MLC Index Plus portfolios
Over the quarter the Index Plus portfolios underwent asset
allocation adjustments in response to a strategic asset allocation
review and benchmark changes. The adjustments included:

Risk is primarily benchmark-related for the Index Plus
portfolios. Strategic (benchmark) asset allocations have
been designed to efficiently generate above-inflation
outcomes on the basis of long-term investment
assumptions and taking into account that over time a broad
range of scenarios could play out.

A slight increase in the ratio of hedged relative to unhedged
global shares in the benchmark.
A decrease in inflation-linked bonds.
A reduction in the real return strategy allocation.
Some of the SAA ranges were revised.
The Index Plus portfolios also added global listed infrastructure
during the quarter. Infrastructure assets are a useful addition to
the portfolios at this time, with revenue streams typically
positively linked to inflation, particularly in the regulated sectors
like Utilities, which can provide a steady source of real income.
The strategy is benchmarked against the FTSE Developed Core
Infrastructure 50/50 Index ($A hedged), providing the Index Plus
portfolios with a geographically and diversified basket of
infrastructure stocks. The allocation to infrastructure has been
funded by reducing exposure to global shares (hedged),
inflation-linked bonds and the real return strategy. More details
are available at mlc.com.au

MLC Index Plus portfolios’ inherit exposures through investment
in the real return strategy (similar to Inflation Plus), provides
important real return exposure and sources of low correlation
return streams. The real return strategy’s activity this quarter
was focused on accessing reasonably priced return sources whilst
at the same time controlling for adverse outcomes:
Reduced the US equity hedge in response to the rapid decline
in valuations. The sell-off in US shares and decline in
valuations made the hedge less relevant hence we decided to
take profit on half the position and increase upside exposure.
Broadened out the Chinese equity (synthetic) exposure from
the CSI-500 to the CSI-1000. While both indices are small cap
with similar exposure to the small-medium enterprises sector
that we continue to believe will benefit from the direction of
China's strategic policy, the switch to CSI-1000 was driven by
more attractive outperformance received on the total return
swap structure.

Over the quarter our cautious positioning on nominal debt was
retained.

Reduced exposure to foreign currency, in particular the USD.
Based on the prevailing fundamentals, we believe that the
balance between top-side AUD risk and the scope for further
gains from AUD weakness warrants lower exposure to foreign
currency.

Here is a summary of the positioning of the MLC Index Plus Balanced Portfolio.

Asset class

MLC Wholesale Index Plus Balanced Portfolio target asset allocation at
30 September 2022
Under

Australian shares

Strategic asset allocation

Global shares (unhedged)
Global shares (hedged)

•
•

Global property securities

•

Infrastructure

•

Cash

•

Australian inflation-linked bonds

•

Bonds (short maturities)
Bonds (all maturities)

Real return strategies

Over

•

•
•

•
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MLC Managed Account Strategies
Consistent with our view of the current investment environment,
cash proceeds from financial year-end distributions were
selectively deployed in mid-July and early August. Exposures
added are outlined below, primarily within global shares (hedged
and unhedged), Australian mid- and small-cap shares, global REITs
(hedged) and Inflation Plus (Moderate and Assertive portfolios).
This was funded from cash, and selectively Antares Income Fund
(domestic short maturity fixed income).
We’ve positioned the portfolios for diverse and resilient returns
across asset classes in the following key ways:
Maintaining growth asset exposure – We continue to seek
out the benefits of accessing real cash flows of assets with
revenues linked to inflation. Increasing Australian shares
exposure over the quarter provides the portfolios with the
major drivers of the Australian economy, being
commodity-exposed major miners, resource-related
industrials, and domestically-orientated financials and
insurers. Global shares (hedged), global REITs (hedged) and
selective global shares (unhedged) exposures were also
re-established over the quarter.
Foreign currency diversification – During the quarter we
incrementally reduced our foreign currency exposure (by
increasing hedged global shares and hedged global REIT
exposures) as we see the AUD becoming more attractive at
lower levels. Thus slightly reducing the diversification benefits
of having exposure to foreign currencies when global share
markets weaken. We continue to see foreign currency exposure
as an important diversifier (holding both hedged and unhedged
global shares) and being valuable through periods of market
adjustment and increased volatility.
Active fixed income – We believe active management is
necessary to effectively navigate a rising interest rate
environment. As outlined in the opening ‘Quarterly insights’
section, the inflation fighting resolve of central banks has led
to bouts of elevated bond market volatility. Our fixed income
duration is relatively short to help reduce the portfolios’
exposure to rising interest rates and we have selective
investments in credit through Bentham’s fund, which has
demonstrated resilience over the 2022 calendar year-to-date.

The MLC Managed Account Strategies are focused on
providing investors with above-inflation returns through
professionally managed portfolios that are extensively
diversified across asset classes, specialist investment
managers, and stocks.
Inflation Plus changes – MLC Wholesale Inflation Plus
portfolios’ provide important real return exposure and sources
of low correlation return streams. As outlined above, Inflation
Plus’ activity this quarter included:
Reducing the US equity hedge in response to the rapid
decline in valuations. The sell-off in US shares and decline
in valuations made the hedge less relevant hence we
decided to take profit on half the position and increase
upside exposure.
Broadened out the Chinese equity (synthetic) exposure
from the CSI-500 to the CSI-1000. While both indices are
small cap with similar exposure to the small-medium
enterprises sector that we continue to believe will benefit
from the direction of China's strategic policy, the switch
to CSI-1000 was driven by more attractive outperformance
received on the total return swap structure.
Reduced exposure to foreign currency, in particular the
USD. Based on the prevailing fundamentals, we believe
that the balance between top-side AUD risk and the scope
for further gains from AUD weakness warrants lower
exposure to foreign currency.
Portfolio rebalancing activity over the September quarter was
primarily driven by the above re-deployment of cash proceeds
from financial year-end distributions. Beyond this for the
Premium series of model portfolios, direct ASX shares activity
focused on bringing more diversity and resilience into the direct
ASX shares sub-portfolio via the addition and/or upweighting of
Nine Entertainment (NEC), Santos (STO) and Wesfarmers (WES),
funded via a reduction in exposure in Commonwealth Bank (CBA)
and Woodside Energy (WDS) and sell-out of Seek (SEK).
Details of recent stock changes are available in the portfolio
activity reports at mlcam.com.au
The latest portfolio updates are available at mlcam.com.au
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Appendix 1 – MLC’s market-leading investment
process
Step 1
Scenario analysis and portfolio construction
'The Investment Futures Framework'

We can never be certain what the future will hold. To adequately understand risk we must take into account the things that could
happen.
We do this by building a comprehensive understanding of the possible future investment environments or scenarios that could
occur. This includes not just those things most likely to occur, but also unlikely but very distinctive environments (such as financial
crises and other ‘tail risk’ environments).
The Investment Futures Framework builds a detailed understanding of how returns vary in each scenario. This also provides detailed
information about the nature and extent of investment risks, the means to diversify those risks and how these change through time.
Understanding how returns and risks can change over time means we can determine the best combination of assets, strategies and
managers to generate returns while controlling risks in all scenarios - the asset allocation.

Step 2
Implementation
We implement the asset allocation as efficiently as possible to minimise costs.

Step 3
Review
We continuously apply our Investment Futures Framework to determine if portfolio adjustments are appropriate.
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