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recommendations to support Commonwealth Private’s Private Wealth Managers. The team 
researches investment markets and produces a range of publications to help clients deepen their 
understanding of investing. The team also constructs multi-asset portfolios to help our clients 
manage and grow their wealth. 
All portfolio changes and product recommendations are overseen by the Commonwealth Private 
Investment Committee.

Things you should know:   
This document does not contain any analyst research and has not been generated by the CBA Group’s Research divisions.

This document is produced by Commonwealth Private Limited ABN 30 125 238 039 AFSL 314018 (‘Commonwealth Private’), a wholly owned, but non-guaranteed subsidiary of The Commonwealth Bank of Australia ABN 48 123 123 124 AFSL and Australian credit licence 234945 (‘CBA’), and is for distribution within Australia only. 
This document 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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Once again the market has succeeded in climbing 
the “wall of worry”. Below, we depict the return of 
the S&P 500 since the depths of the Global Financial 
Crisis in 2009. 

Source: Bloomberg, author’s calculations 2019-05-02

Every annotated period depicts a point where an 
investor would likely feel concern about the future. 
General Motors filed for bankruptcy. The Dow fell 
1,000 points. The Ebola virus struck. There’s always 
something.
The most recent bout of market volatility, known 
casually as ‘Red October’, subsided after the Federal 
Reserve revised downward their assessment of how 
many rate hikes the economy would need going 
forward, to zero. 
Zero rate hikes is a number the stock market, indeed 
most markets, likes. And so in recent months, like 
much of the past decade, and decades prior, the stock 
market has found a way forward. 
Across our diversified investment portfolios, we’ve 
retained a large overweight (owning more at the 
moment than we normally do on a through-the-
cycle basis) in international shares, and continue to 
maintain this position. 
However, at the overall equities asset class level, we 
are modestly underweight. The underweight (owning 
less than normal) is in Australian shares.
Regular readers will know we’ve been of the view 
that Australia has been, for some time, particularly 
vulnerable to a slowdown in the economy. This 
is due to very high levels of household debt and 
elevated house prices, with a significant reliance 
on construction as a major source of employment 
growth.

Summary
To our mind, these concerns are now well 
substantiated by the poor macroeconomic backdrop. 
At the time of writing, the market appears to share 
this view, with forecast rate cuts now emerging as a 
mainstream view. 
Rate cuts are designed to stimulate the economy 
by lowering the cost of borrowing, and therefore 
encouraging investment, and, to a lesser extent, 
consumption. 
Given the near proximity of the zero lower bound 
(interest rates can’t fall much below zero, unless you 
outlawed large cash holdings) we’re sceptical of how 
much traction rate cuts could garner. 
Thus, our overweights and underweights broadly 
align, leaving us modestly underweight in equities 
assets at the portfolio level.
A decade or so into the global economic expansion, 
we feel this is a prudent place to be. Over the next 
year, we’ll get a clearer picture of how global markets 
weather the slowdown in the US economy (as the 
2017 tax stimulus fades), and how China handles its 
ongoing transition away from investment-orientated 
growth, towards more domestic consumption.
But most importantly, it will give us the opportunity 
to assess how well the Australian economy, and 
therefore the equity market, is weathering the 
property market unwind.
We remain constructively positive on Australian 
Government bonds (AGBs) which have performed 
well as yields fall, and we continue to value the offset-
to-equity-market risk offered by AGBs.
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Commonwealth Private House View – May 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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As a reminder, the recent equity reporting season 
was, to put it mildly, eminently underwhelming. 
The number of firms upgrading their outlook was 
toward the lower end of years past (see chart below)… 

Source: Bloomberg, author’s calculations 2019-04-29

…and the number downgrading earnings was at the 
upper end of recent years. 

Source: Bloomberg, author’s calculations 2019-04-29

The poor corporate profit outlook is very easy 
to reconcile with macroeconomic data, which is 
uniformly weak. In this Quarterly report, and in 
previous monthly Market Outlook Reports, we’ve 
shown many charts of low-weak-declining growth 
rates across construction employment, retail sales, 
credit growth, and house prices.
However, for a system wide ‘pulse’ check on the 
economy, the change in the price level (inflation data) 
is very useful. And ‘pulse’ here is apt – it’s flatlined. 
As you’ll see below, inflation remains well below the 
floor set by the RBA guidelines of 2-3%.

Source: Bloomberg, author’s calculations 2019-04-29

You may wonder why falling inflation is a worry. 
After all, it means people’s pay-packets must be 
growing if nominal wages growth is positive. 
But it gets the conditions / causation wrong. Inflation 
is the outcome of irreconcilable differences – the tug 
of war between workers and employers. 

Australian Equities 
But it also reflects the difference between actual 
output (Y) growth and potential growth (Y*), as 
follows: Inflation = Previous inflation + (Y - Y*).
For example, if inflation last year was 2% and the 
economy is presently producing 1% below what it 
can, then we’ll have a 1% change in the price level. 
And the macroeconomic backdrop is much more 
compatible with the latter idea, of an economy 
producing below capacity, than it is with the former.
Further, real wages and real interest rates do matter, 
but it also remains the case that nominal incomes 
are what you spend at the shop. It’s what strikes 
your bank account. And as nominal income falls as a 
result of lower inflation, it gets harder to service fixed 
nominal wage and debt contracts.
It’s also the case real interest rates increase as 
expectations of inflation decline, assuming a fixed 
cash rate. This lowers planned investment and 
planned consumption, leading to further revised 
inflation expectations. 
All of this can be offset for a country with room to 
move on monetary policy. However, our cash rate 
is currently at 1.5%, and cannot be cut substantially 
below zero.
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International Equities 
The rally in international markets has come off the 
back of the China stimulus package. 
Fearing a repeat of 2009, 2012, and 2015, in 2018, 
China attempted to offset a cooling economy with 
a mix of monetary and credit stimulus. However, 
the current stimulus appears much smaller than in 
previous years.
You can see this quite clearly in the graph below. This 
graph plots the second derivative of growth in the 
monetary base, where the stimulus packages of 2009, 
2012 and 2015 were all more significant. 

Source: Bloomberg, author’s calculations 2019-04-29

Further, with China having been ‘here’ three times 
now, it seems abundantly clear their economy is 
dependent on stimulus to maintain growth without 
encountering a hard landing. This suggests an 
imbalanced economy; one struggling with its own 
mix of adverse demographics, but also a plethora of 
low productivity firms with unsustainable debts. 

But in the interim, such stimulus, however mild, 
will go a considerable way towards supporting risk 
appetites internationally, as well as commodity prices 
locally. We continue to see this as unsustainable.
Turning to the US, we note a number of potential 
nominees to the US Federal Reserve, by the Trump 
administration. Herman Cain and Stephen Moore are 
two, and both have advocated a return to the past 
‘gold standard’.
Given the recent shift towards a more dovish Fed (that 
is, one where rate hikes are limited to none) we’re 
satisfied with the current composition of the Fed. 
We see it as supportive of risk assets globally, but it’s 
worth briefly exploring the idea of a gold standard. 
Imagine if instead of being back by fiat, by the full 
faith and credit of the US government, money was 
backed by a promised conversion to a fixed amount 
of gold. This is the essence of the gold standard. 
Because the supply of gold is finite, proponents think 
this must mean a reduced opportunity for fiscal 
profligacy, and a reduced likelihood of a debasement 
of the dollar. 
The problem with such a peg is that the price of 
gold fluctuates. As such, when it rises, the amount 
of gold you receive declines. You’ve essentially 
suffered a pay cut. 

The alternative, which keeps the price of gold 
fixed (which is what it was historically under such a 
standard) means anything that causes an increase in 
the demand for gold requires the relative price to rise. 
This is achieved by the price of everything else falling. 
As such, we note the proposed nominees, but do 
not expect their previous support for a gold standard 
to be a centrepiece of their contribution towards 
monetary policy going forward.
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We’ve remained of the view secular stagnation is a 
key driver of interest rates, which are the key driver of 
bond returns. 
Secular stagnation suggests the developed world 
struggles to sustain aggregate demand in the absence 
of stimulus. This suggests an increase of desired 
savings relative to desired investment.
This excess of desired savings leads interest rates 
lower and lower, eventually encountering and 
frequently returning to zero.
All of this prompts much conversation about how 
effective monetary policy is, will be, and can be moving 
forward, and what role we have for fiscal policy. 
Fiscal policy needs to be financed, which leads us down 
a question of what the optimal tax rate needs to be in a 
world of ageing populations and a higher dependency 
ratio (lower ratio of workers to non-workers). 
Few things get people more emotionally invested 
than a conversation about how much they should 
be taxed. And you can get in all sorts of knots by 
considering differences in payroll tax, income tax, 
corporate tax shares and social security contributions, 
particularly when comparing countries.
However, we can somewhat abstract away from that 
by comparing the total tax take of country to GDP. The 
chart below shows, as most expect, the Scandinavian 
countries of Denmark, Norway, and Sweden to be at 
the upper end (higher tax to GDP ratios).

Source: Data from Revenue Statistics 2018

Interestingly, the US and Australia are towards the 
bottom end of the OECD analysis. Given we are 
coming into an election locally, where programmes 
for expenditure (e.g. universal dentistry, childcare 
subsidies, tax cuts, to draw on measures from both 
parties) are topical, the offsetting revenue-raising 
side will be of great interest (e.g. negative gearing, 
franking credits, and proposed service cuts). 
More broadly, secular stagnation also returns us 
to the question of how to increase productivity, to 
generate growth, and to allow rates to move off their 
tendency towards zero. 
We know from empirical studies that firm 
dynamism has declined. New entrants have 
reduced. We also know that Research and 
Development expenditures as a percentage of GDP 
have declined over recent decades.

Fixed Income 

Source: Data from US Census Bureau, Business Dynamics Statistics; Furman et. al. (PIIE)

Immigration is also a large source of productivity 
growth, as immigration allows for the osmotic 
diffusion of ideas throughout an economy. The below 
chart shows a sense of the advantage derived from 
high-skilled migration.

Source: Data from Kerr et. al. (2016)

As such, we continue to expect immigration to be 
topical in the context of both policy setting locally, but 
also in the composition of firm dynamism economically.
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Hedge funds had a relatively stronger showing across 
the last quarter of 2018, compared to traditional risk 
assets like equities (see chart below). 
Capital preservation, lower drawdowns (peak-to-
trough losses and back to prior peak) highlighted the 
diversification benefits that Alternatives bring. 

Source: GCM Hedge Fund Strategies Market Outlook March 2019. The HFRI 500 Equity Hedge Index 
is a global, equal-weighted index of the largest hedge funds that report to the HFR Database which 
are open to new investments and offer quarterly liquidity or better.  The MSCI ACWI is a market 
capitalization weighted index designed to provide a broad measure of equity-market performance 
throughout the world.

Our infrastructure exposures have enjoyed a 
solid performance off the back of the falling yield 
environment. We are mainly weighted (exposed, 
relative to our benchmark) towards rail and water, 
with an underweight to airports and electricity.

Overweight in water, and underweight in traditional 
grid distributers is part of our portfolio response to 
climate change, and the emergence of cost effective 
distributed renewable technologies like solar.
Infrastructure: Industry Group Exposure relative to Benchmark 

Source: Commonwealth Private Managed Fund Monthly updates.

Alternatives
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Commercial property has continued to perform 
well. Commercial property is typically a long-lived 
asset, and valuations are particularly sensitive to the 
discount rates used to equate future cash-flows with 
their present value. 
As expectations of rate cuts have built, and longer 
dated bond yields have fallen, commercial property 
has outperformed. Our preference, given our 
concerns about the health of the local economy, is 
shifting towards companies with exposure to steady 
income streams, underpinned by long-dated leases 
(typically measured as a Weighted Average Lease 
Expiry or WALE) and anchor tenants.

Source: Bloomberg, author’s calculations 2019-04-29

We’d been overweight in stocks exposed to offshore 
earnings (diversified geographically) as a way of 
maintaining exposure to the sector, but reducing our 
dependency on the general economy to maintain 
profits. In particular, we’ve been attracted to players 
linked thematically to the increased need for logistics 
and distribution centres.
An area we’re presently staying away from is real 
estate services, particularly those exposed to 
transactional volumes. We’re also staying away from 
those whose income streams are weighted towards 
development and construction, as opposed to rents 
or property portfolio management. 

Source: Bloomberg, author’s calculations 2019-04-29

Property
Sector specific concerns aside, we continue to 
believe a disconnect between rent-to-price ratios 
warrant concern, and remain underweight in Real 
Estate Investment Trusts across our diversified 
investment portfolios.
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For more information, call 1300 362 081  
or visit commbank.com.au/commonwealthprivate
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