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The market is currently impacted by two powerful, yet competing 
narratives. Both narratives depend significantly on the stance of 
US monetary policy. Firstly, we see deteriorating Emerging Market 
conditions, a slowing China, and a relatedly poor outlook for 
commodities given a weaker global demand from the EU and US. All 
this would support a relatively defensive portfolio stance. 

Secondly, we’ve potentially seen the last rate hike for the cycle, a 
‘Powell put’ (the likelihood the US Fed and its Chairman, Jerome 
Powell, are accommodative to market conditions), US economic 
indicators are still reasonably robust, and China appears to be 
embarking on a potential 2015-2016 style stimulus. This is supportive 
of holding risk assets. 

To us, both narratives are compelling. As such, we’re only modestly 
underweight in shares at an asset class level (-1.5%). However, 
this masks a material intra-asset class divergence, in which we’re 
8% underweight in Australian shares, and 6.5% overweight in 
international equities.

The outlook for Australia is poor given the negative outlook for the 
Emerging Markets and China, and we’ll explore that rationale later in 
this note. 

On BREXIT, we note Theresa May’s BREXIT plan has been defeated by 
a near historic margin (432 against - 202 for). 

Markets globally have taken the outcome in its stride, which is in stark 
contrast to the volatility post the June 2016 referendum. 

We regard this outcome as a positive development, which may 
surprise some who expect the outcome to trigger more uncertainty 
and market volatility.

The key reasons are as follows. The ‘choice’ set facing the UK since 
the invocation of Article 50 has been: Hard BREXIT, Soft BREXIT and 
‘No deal’.

‘No deal’ has effectively meant crashing out of the EU, and 
negotiating individually with trading partners on the flow of goods 
and services, and securing borders to limit the flow of people.

This has never been a genuine option. To negotiate trade agreements 
simultaneously with dozens of member states on every facet of trade 
would require tens of thousands of experienced negotiators operating 
at full capacity.

No such workforce is simply sitting idle. Logistically impossible,  
and with such a complex undertaking, a ‘no deal’ is likely 
technically impossible.

The prospect of a hard BREXIT is a little better, with some agreement 
(rules, a framework, on day one) and more organisation, but is still 
subject to the same issues outlined above.

A soft BREXIT amounts to what is commonly referred to as ‘BINO’, 
BREXIT In Name Only. This amounts to ceding contributive authority 
to the collection of agreements that the UK operates under in order to 
trade with the EU, in exchange for the dubious value associated with a 
paper-based boost in independence.

May has opted for an approach akin to hard BREXIT, mainly to satisfy 
the Leave faction of her party who remain wedded to the referendum 
results of 2016.

With her deal overwhelmingly rejected by all sides of politics, 
including her own, the opportunity set now changes.

It now appears the choices are either ‘soft BREXIT’, which ultimately 
changes little but gives up some control, or ‘No exit’. Both options 
open the door to an additional referendum, and both options are 
much more palatable to the market. 

Summary
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Commonwealth Private House View – January 2019

Asset class Sub sector House View Over the cycle (strategic 
asset allocation)

 
Current (dynamic asset 
allocation)

 Australian equities Large cap Very under 22.5% 15.3%
Small cap Neutral 2.5% 1.7%

 International equities FX hedging level 20%
Developed markets Very over 16% 25.4%
Emerging markets Very under 4% 1.1%

 Property Global REITs (hedged) Neutral 1.9% 1.0%
Australian REITs Under 1.9% 1.0%
Australian direct property Under 3.8% 2.0%

 Fixed income Australian government bonds Very over 5.5% 14.1%
Global government bonds Neutral 5.5% 4.6%
Investment grade credit Very under 9.0% 3.2%
High yield and EM debt Under 2.5% 1.1%
Other (RMBS, ABS, CDO) 0.0% 2.1%

 Alternatives Real alternatives Neutral 7.5% 4.4%
Absolute return growth Neutral 5.0% 6.1%
Absolute return defensive Neutral 2.5% 7.0%

= Cash Cash Neutral 10.0% 10.0%

 Growth - Tilt Growth assets Very under 65.0% 58%

 Defensive Tilt Defensive assets Very over 35.0% 42%

Things you should know:   
Above, we illustrate our views by asset class. We outline our ‘House View’ on each asset class, and whether we recommend adding or reducing exposure to an asset class. These weightings relate to our Balanced asset allocation profile and are made with a medium term (one-to-three year) investment horizon. The percentage 
terms are indicative only and may vary depending on your objectives, financial situation and needs. This information is based on information available at the time of publishing, information which we believe is correct and any opinions, conclusions or forecasts are reasonably held or made as at the time of its compilation, but no 
warranty is made as to its accuracy, reliability or completeness. To the extent permitted by law, neither Commonwealth Private nor any of its related entities accept liability to any person for loss or damage arising from the use of the information herein. This document has been prepared without taking into account your objectives, 
financial situation or needs, so before acting on the information herein, you should consider its appropriateness, having regard to your objectives, financial situation and needs and, if necessary, seek professional advice.
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Summary of Asset Allocation Themes

Asset class Themes Strategies

Australian 
equities

 Negative ‘spill overs’ from the housing market into the broader economy (known as the 
wealth affect, given the marginal propensity to consume out of housing wealth) to drive 
economic and market underperformance

 Underweights in cyclical sectors such as banks, retail, resources, and construction
 Overweights in domestic defensives across healthcare, utilities, telecommunications, and 

technology  

International 
equities

 Valuations are accommodative, however global macroeconomic data is very mixed
 Tightened global liquidity is impacting both growth and risk premiums 

 Modest preference for German/Japanese equities, but mainly spread across international 
markets without a major tilt

 Underweight emerging market equities

Currency  Remain short on the AUD given narrowing interest rate differentials, anticipated weaker 
commodity prices (which affect the terms of trade) and generally weaker economic data  

 Low hedging of 20% will benefit portfolios as the AUD weakens again over time

Fixed income
sovereigns

 Australian government bond yields will follow both expected inflation and growth lower
 US short rates likely to continue upwards from here. Expect term spread to remain 

suppressed 

 Currently short duration in the face of rising rates, but expect to move to a long-duration 
position if rates move up aggressively   

 Similarly, we’re likely to deploy cash (moving further overweight fixed income) in the 
event of higher rates

Fixed income
credit

 Spreads are much more reasonable post the December market correction, however, we 
still prefer Government bonds for now

 Prefer investment-grade credit to high yield  
 Prefer Australian government bonds to investment grade credit

Cash  Term deposit returns are low after inflation and tax
 We’re maintaining around 10% cash (in our Balanced portfolio) 

 Reduce cash positions given modest real returns

Alternatives  Alternatives will provide another source of growth and diversification for portfolios 
outside of equities, which is valuable in this lower-return environment

 Continue building an allocation to alternatives which should improve risk-adjusted 
portfolio returns

Property  Property valuations appear stretched, with cap rates at elevated levels in office, industrial 
and retail

 Given increasing supply and tighter credit conditions, expect property to deliver more 
modest returns than previously

 Prime or premium-grade properties
 Target high occupancy, with anchor tenants
 Maintain minimal exposure to developers and constructors

Things you should know:   
This information is based on information available at the time of publishing, information which we believe is correct and any opinions, conclusions or forecasts are reasonably held or made as at the time of its compilation, but no warranty is made as to its accuracy, reliability or completeness. To the extent permitted by law, neither 
Commonwealth Private nor any of its related entities accept liability to any person for loss or damage arising from the use of the information herein. This document has been prepared without taking into account your objectives, financial situation or needs, so before acting on the information herein, you should consider its 
appropriateness, having regard to your objectives, financial situation and needs and, if necessary, seek professional advice.
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This remains the key set of charts – inflation expectations have 
collapsed, in a similar repeat of the 2015-2016 episode. The collapse 
is driven by a reassessment of the economy – namely the market 
becoming bearish on growth expectations.

This is most clearly expressed in the Rates and Futures section. Note 
that for the first time since 2016, the market is now pricing in rate 
cuts. All of the RBA’s commentary around “the next move is likely 
up” now stands in contrast to the pricing of rates 12-months out.

This is important, and forms the core of the note below. Why is 
such a dramatic reassessment occurring?

Firstly, because of a material decline across the housing market, 
and secondly, due to the declining rate of construction activity. 
Both can be attributed to the changes to the flow of credit, which 

is now declining by around 9% on a year-on-year basis. The flow of 
credit determines house prices (rather than the other way around), 
and the flow of credit is essential for property developers.

We can state this fairly emphatically given rents and incomes 
haven’t grown much over the past near decade, while commercial 
and residential property prices have increased materially.

Thus, while rents and incomes are fundamental determinates of 
price, they haven’t been the drivers of this cycle. What they do, 
however, is suggest how much normalisation in price we can expect. 

The spillover from the property market to the broader economy 
stems from the marginal propensity to consume out of housing 
wealth. As our stock of wealth rises, and we ‘feel’ wealthier, we 
open our wallets. This process is now working in reverse, with 
wealth declines curbing spending.

This is leading to downgrades across many of Australia’s retailers, 
in addition to the much-noted downgrades across property 
developers and constructors. 

Australian Equities 

Building approvals have now declined by well over 20% year on year. As 
a forward-looking indicator, this number suggests further pain to come.
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Both business and consumer confidence indicators have moved 
lower (shown here, business conditions and business confidence), 
with the spread levels typically seen prior to the onset of a recession.

 
Similarly, retail sales are also at levels typically associated with a 
recession. Consumer confidence, although it has fallen modestly of 
late, is still relatively high.

Either a) sales activity increases in line with confidence, or b) 
confidence declines to match the weak sales.

  
We could go on, but the major development over the past few 
months has been the market’s reassessment of the risks facing the 
Australian economy.

For us, there is some pleasure in this news, given we’ve held the 
non-consensus view for several years that risks were building.

As such, we’ve been materially underweight in Australian shares at 
the asset-class level, and are currently sitting at 8% underweight 
in the Balanced portfolio. In the High Growth portfolio, this 
underweight is closer to 11%.

For those with an institutional asset management background, 
these are very large, high conviction positions (here, underweights).

It’s quite conceivable the rate goes to zero in the event of an 
ongoing correction in the housing and property markets, with the 
noted associated spillover to industrials and retailers.

And from there, the problem of the zero lower bound kicks in. 
Monetary policy is effectively rendered impotent, and the only 
mechanism for replacing private-sector demand is an increase in 
public expenditure. Given the current state of play in Australian 
politics, it’s not clear that such an effective stimulus program could 
be put readily into place.

This is the real risk. There is the possibility all this gets quite bad, 
and in the event of getting ‘quite bad’, there isn’t a mechanism 
outside of a large dollar devaluation. Further, the alternative if that 
didn’t happen, is an internal devaluation where high wages are 
ground down a Phillips curve; this is much worse!

For these reasons, we are a) underweight in Aussie shares and the 
Aussie dollar, and long in USD/offshore earners (think companies 
like CSL in the equity exposures we do have). We’re overweight in 
Australian Government Bonds, which should do quite well in  
this environment.
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To understand the current state of markets, we have to understand 
the February 2018 sell-off, the November 2018 sell-off, and the 
January 2019 recovery, starting with January 2018.

A stronger than expected jobs print combined with very high year 
on year wages growth (annualised rate in excess of 4%) led some 
market participants to conclude that wage driven inflation was only 
just around the corner, requiring sharply higher rates.

Should rates continue on a path of ‘normalisation’ [i.e. head back 
to something like the average of decades past], than valuations are 
materially stretched and need to retrace.

The higher rates will likely curb economic activity, leading to the 
unfortunate combination of declining forecast earnings and higher 
discount rates.

So markets sold-off heavily. The Fed subsequently moderated 
commentary and the modest deterioration in forward looking 
economic data (survey based) from tighter assumed financial 
conditions caused real yields to track sideways [reducing the rate 

induced pressure causing the sell-off] and markets settled down.

October had many of the same elements [strong US data trigging 
an upward movement in rates], with the added story of weaker 
China/Eurozone data and, the most material impact, the choice of 
words used by US Fed Chairman Powell, which corresponded to a 
material ‘monetary policy’ shock.

Now, when we attempt to divine what’s happening with markets, 
we use this framework, which classifies the kind of shock we are 
experiencing based on the combination of movements in  
market pricing.

The Fed chair made the comment that rates were “a long way  
off neutral”.

Given the intent to remove accommodative policy in-line with 
the strong economy, this implied that rates would go up for 
a considerable length of time. Given the market was already 
anticipating an additional 2 hikes (via the OIS curve), this implied a 
notable amount of extra/additional hikes relative to expectations.

We can see that real bond yields increased dramatically, breakeven 
inflation fell, equity & commodity markets sold-off and spreads 
widened. This is a large monetary policy shock, also triggering an 
increase in risk aversion (“don’t fight the fed”).

Powell’s walk-back commentary is also now visible. The dramatic 
fall in the Dow post his comments recovered much of the losses 
post the Jan 4th FOMC meeting.

And from the 4th Jan comments we can see break evens increase, 
real yields declining and equity prices rallying, commensurate with 

International Equities 
a positive (‘dovish’) monetary shock.

The reassurance to the market has also caused spreads (and 
spreads of spreads) to rally.

On the bearish side, we’ve US rate hikes, which have flattened the 
yield curve, and raised the prospect of an inverted yield curve.

A probit model using lagged term spreads calculates the probability 
of a recession at ~30%. Controlling for a flat-term premium 
dramatically lowers this probability, however, the market narrative 
is aligned with the bond market telling us it sees a significant and 
increasing probability of a recession within the next year.

 

Applying the same model to the yield curves of large OECD members 
shows a similar, elevated forecast recession profile.

Germany and France are slowing significantly, and Italy is likely 
already in recession. China’s colossal manufacturing engine 
appears to have stalled.
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Indeed, the economic data out of China has been quite poor for some 
time. Here is the change in passenger car sales year on year. 

 

A broader set of economic indicators like retail sales, industrial 
production and fixed asset investment, all continue to trend lower.

For all the talk in the market of a China stimulus (talk that is allowing 
the market to look past the poor prints) there is no observable 
change in M1.

 

Thus, there’s no stimulus we can see as yet. When they do it, the 
effect is very visible (consider 2009-2010, and again in 2015) which 
underpinned the tremendous rally in commodities.

The decline in the money supply was the proximate cause of the 
decline in nominal GDP in the lead-in to the GFC. Given fixed 
nominal debt contracts, and fixed wages, any decline in nominal 
GDP, almost by definition, leads to a rise in unemployment and a 
rise in insolvencies.

The bullish, more positive market views comes from the ‘Powell 
put’. The Fed chair has made it clear he’ll take both current market 
conditions and global trading conditions (encompassing both ‘trade/
tariff’ effects as well as the economic performance of key partners) 
into account.

This is a very dovish positioning. Promising to vary the pace of hikes 
and the size of the balance sheet adjustment is also very dovish. 
Given how impactful US monetary policy setting is to the world at 
large, this is crucial for ensuring the expansion continues.

Moving on from Powell specifically, we also had a particularly robust 
jobs report. While the series is noisy, 312,000 jobs in a month is still 
indicative of a healthy jobs market.

If your base case was the start of a recession was presently 
underway, this report goes a long way to invalidating that thesis.

Our view remains the US will continue to perform robustly, at the 
very least economically, for the next 12 months. We also believe bear 
markets outside of a recession are rare and generally unstained.
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It’s also difficult to suggest a recession is imminent given the fairly 
immense fiscal deficit the US government continues to run.

Indeed, such a deficit probably shouldn’t be run at this stage of the 
cycle, but I mention it simply to point out the fear in markets on 
this particular basis is probably without warrant.

Finally, although as mentioned we’ve yet to see a change in M1, 
we nonetheless can’t completely discount the possibility of further 
stimulus from China. They’ve ridden to the rescue a number of 
times over the past 40 years, whenever a material slowdown has 
raised the possibility of a real crunch. 

Thus avoiding a large bet on equities, either over or under, seems 
prudent based on a careful analysis of the above. We are 1.5% 
underweight in shares at the asset-class level, reflecting our 
typically conservative approach.
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Break even rates (BEs, the market’s expectation of inflation over 
the next 10 years) suggest the chance of a recession has increased. 
If the goal is 2% inflation, then a BE of 1.5% would suggest an 
unemployment increase of ~2%, using an econometric relationship 
known as the Phillips curve. 

 
Stock-bond correlations remain negative. 

     

The idea is the correlation between stocks and bonds can be either 
positive or negative; they are regime dependant.

If the economy is strong, and rates are rising reflecting the 
improved outlook for GDP, you will likely find the lower anticipated 
default rate / required risk premium and higher forecast profits 
/ dividends for corporates will overcome the adverse effect of a 
rising risk free rate. Thus, you’ll get a negative correlation between 
stock and bond returns.

But eventually, if the yields / rates go high enough, they imperil the 
economy, and both the bond prices and stock prices move together 
(likely downwards).

The counter argument is this measure isn’t capturing the structural 
drop of, say 2%, in the neutral rate. Thus, the true crossover point is 
probably further in and to the left, and hence we shouldn’t actually 
expect such a negative correlation. Maybe we should expect even 
something slightly positive at current levels.

There’s a couple ways to respond to that. One is to be short 
duration, which we are. A second is the quantum matters – a low or 
zero correlation, but a significant divergence in magnitude, means if 
you’re trying to reduce the risk in your portfolio, you’ll still succeed 
with your fixed income positions relative to equity. Attached Market 
pricing of cash rates no longer includes an expected hike over the 
next 12 months, but with much variation and uncertainty.

We remain of the view that indebtedness and weak wages growth will 
prevent the central bank from tightening for the foreseeable future.

Fixed Income 

  

Indeed, cash rate futures 12 months out are no longer predicting 
rate hikes, seemingly in agreement with our view.  

Should the economy continue to weaken, then Australian 
Government Bonds may perform well, particularly if the RBA 
continues to cut the cash rate. 

Given the value in forecasting interest rates, we turn to the 
US output gap (difference between what the economy could 
potentially perform at, and current output) as a useful indicator of 
where future interest rates (here the path of expected future short 
rates) might go.

For example, in the US, the historical relationship between the 
output gap and the real expected future short rate would suggest 
that with no output gap, the real 10-year rate would equal 1.6%. Add 
in inflation (~2%) and a term premium, and you can easily see yields 
at north of 3.5% for the US 10-year nominal.
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We show the same again but without the nominal risk-neutral rate 
or inflation expectations.

 

This relationship can be plotted below. 

The dashed line at zero on the output gap, and where it intersects 
the blue dots are the real rates that would prevail with an economy 
in equilibrium (around 1.65%). The current real rate is fractionally 
above that (the horizontal dashed line) and the most recent print 
of the combination of output gap and the real rate is represented 
by the larger yellow dot. The predicted rate, given the current 
modest positive output gap, is slightly higher. 

However, as noted earlier, we believe the structural factors are 
likely to keep rates lower than what this historical relationship 
would suggest. 

That means that if yields do increase meaningfully above 3.5%, we 
would be happy to allocate cash to our fixed income positions.

Below we turn to more nominal variables, like nominal GDP and 
growth in the nominal money supply (M1) for Australia. 

 

You can see they move together; the GFC was associated with a 
large lift in the money supply, which helped (but not fully) offset the 
plunge in velocity (money no longer whipping around the economy, 
but rather ‘hoarded’ by suddenly risk-averse people / corporates).

Now it looks like the money supply growth is slowing.

And so, using what’s known as the quantity theory of money, we 
can suggest that either velocity needs to increase, or we have 
some combination of P (the price level) or Q (the real quantity, or 
real output, which together P * Q = nominal GDP) decline.

Prices are sticky in the short run (not all prices change 
instantaneously, because of nominal wage and debt contracts) and 
hence the chart raises the fear that what gives is the real quantity.

Another way of saying this is that a sharp slow- down in the money 
base can lead to a slowdown in nominal GDP. This can make an 
economy vulnerable to nominal fixed debt contracts and nominal 
fixed wages, and therefore recession. 
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Poor global economic data has translated into a weakened 
demand outlook for commodities, with a strong sell-off across 
copper, steel, and oil over the December quarter. 

Now, marginal commodity demand typically comes from the 
Emerging Markets, whose growth rates tend to be high. Developed 
world demand is normally fairly flat by comparison. 

The demand (and somewhat for supply) for oil is relatively 
inelastic. A large increase in price usually has only a small decrease 
in demand. However, that means the reverse also works. A small 
decrease in demand can have a large impact on price.

If the Emerging Market demand drops, the impact on oil price can 
be large.

The correlation is large, but not perfect. The divergence is what 
creates the occasional profit opportunity. For example, the late 2018 
divergence between the ratio of Emerging Markets to the S&P500 
against the oil price was strongly suggesting a short oil position. 

The sell-off in commodity prices has generated pressure across 
the listed commodity producers, whom are unable (for the most 
part) to differentiate by product, and hence have to take the 
market price (there are, for example, different grades of iron ore, 
and differences in heat capacity across coal. What we mean is 
that within the same grade, it doesn’t matter if it’s Australian or 
Brazilian iron ore – the product is largely the same).  

 

Typically, we model the price of oil as a function of demand and 
supply factors. In this particular version, (see Oil price model graph) 
the variables used to explain movements in demand are: copper 
price, dollar spot, US 10-year treasury and the volatility index.

The residual is left as supply movements. A recovery in global 
demand across 2016 has explained a significant amount of the 
recovery in the oil price, however the majority of the recovery 
appears due to supply factors (inventory overhang, reduced 
production) moderating.

Commodities
You can also see the predicted value due to demand factors rolling 
over in 2018, commensurate with the weaker global macro.  
This suggests an ongoing difficult environment for commodities – 
oil in particular. 

Iron ore has held up much better than other commodities, in part 
due to Chinese residential fixed-asset investment, which consumes 
a lot of steel, where iron ore is an input. Nonetheless, with growth 
in China moderating, our base-case view is that residential 
investment moderates.
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Hedge fund performance has been broadly in-line with 
expectations, namely generally positive returns, the difficult 
investing environment notwithstanding. 

From the graph below you can see alternatives are generally lower 
returning, lower risk than equity markets, but with considerable 
diversification benefits. 

 

The diversification benefits come from the generally lower 
correlation to equity markets. Equity market risk is usually 
the largest source of risk in a multi-asset class portfolio, and 
Alternatives managers actively pursue strategies particularly 
designed to reduce this risk.

Given the market is broad, and often complex, in this edition we 
wanted to explain a few of the strategies we use in our Alternatives.

Event driven funds, for example, seek to capture the spread 
between current value of merger targets and value when a merger 
deal is completed. 

Convertible arbitrage seeks to capture the discount between the 
current price of convertible bonds and their fundamental value as 
a bond plus an equity call option. 

Managed futures pursues trend following strategies in equities, 
interest rates, currencies and commodities, with on average zero 
beta (a measure of co-movement) to the market over time. 

Trend-following strategies note that investment markets 
commonly trend in the same direction for extended periods, and 
managed futures strategies look to exploit this phenomenon in 
a cost-effective manner (usually through derivatives, rather than 
holding physical stock).  

 

Long short equity funds will attempt to identify potential shorts to 
help offset a net long exposure to the market, potentially lowering 
volatility without sacrificing returns.

Dedicated short biased strategies will look to identify stocks that 
may, for example, have accounting risk (uncertainty over the 
accuracy of statutory accounts) or corporate risk (e.g. management 
underpayment of staff, which if it became known, would negatively 
impact valuation).  

As a good example of how adding alternatives can influence 
portfolio outcomes, consider the below graph. You’ll see a 
portfolio that is 50% equities, and 50% alternatives, compared to a 
portfolio of just Australian shares.

The distribution of actual returns show that the variance (or 
standard deviation) of a portfolio that has an allocation to 
Alternatives is much lower (the extremes are less) than the all 
equities exposure.

Alternatives

 

Given our negative view on Australian shares and Property, 
Alternatives has grown in importance across our  
diversified portfolios. 
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Capital values have continued to increase across Melbourne 
and Sydney across the commercial property landscape (typically 
considered as Office, Retail, and Industrial). The total Office stock 
in Sydney has plateaued, although a significant amount of work 
remains in the pipeline. Melbourne has seen a much higher level 
of completed projects. 

 

The industrial sector shows a similar story, with capital values 
enjoying an almost uninterrupted decades worth of growth. 

 

Perhaps unsurprisingly, given the high completion rate of new 
stock, rental appreciation across the Melbourne market has been 
relatively subdued across both Office and Industrial markets. 

 

Vacancy rates continue to remain tight, and have trended lower 
in-line with capitalisation rates (valuation measures for  
commercial property). 

 

Overall, however, price-to-rent ratios remain high. With our view of 
a slowing, credit constrained economy, and sizeable development 
pipeline increasing supply, we are wary of cyclical sectors, given 
high valuations. 

Although many names across the building products space have 
sold-off over the December quarter, we’re remaining underweight 
in developers and construction companies. 

Property
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