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David Berthon-Jones is the investment strategist at Commonwealth Private. He is responsible for 
the investment strategies of Commonwealth Private and the formulation of House Views across all 
asset classes. David is also responsible for the management of diversified investment portfolios.  

The Investments and Research Team
The Investments and Research team specialises in investments, strategy and portfolio 
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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Since our last update we’ve seen: 
• Significant monetary easing from the European 

Central Bank (ECB) and the US Fed;
• For the US, a ‘mid-cycle’ adjustment to policy, to 

prevent negative feedback loops from trade wars 
embedding into financial market conditions. In 
other words, a form of portfolio insurance;

• The EU remains stuck in a recession-like 
conditions, most notably the material decline 
in German auto-manufacturing; which has 
roots on the China slowdown which lowers EU 
(read: German) exports. This is not only about 
the trade war, but also about China’s domestic 
struggles with weak internal demand.

From a portfolio perspective, as always, given we 
feel markets cannot be reliably timed under all 
circumstances, it’s better to have a portfolio that can 
absorb manageable levels of damage, than to avoid 
risk altogether.
We are 3-4% underweight in growth assets on a 
Dynamic Asset Allocation (DAA) basis. That means, 
our DAA weights, relative to our Strategic “over the 
cycle” weights in our Balanced portfolio, reflect the 
advanced nature of the economic cycle, which is 
roughly entering its eleventh year of uninterrupted 
growth. 

We’re modestly overweight in Fixed Income, which 
has performed very well, and mildly underweight in 
shares at the asset-class level. 
Given the sizeable cash holdings across each fund 
profile (e.g. our Conservative, through to Growth  
and High-growth portfolios) we feel we have 
sufficient capital to deploy in the event of a more 
significant correction.
Domestically, the persistent undershooting of 
inflation, relative to target, will likely compel the 
Reserve Bank of Australia to continue rate cuts. 

Measures of market-expected inflation had been in 
free fall, and have now partially stabilised. 
If you wonder why that’s important, consider that 
inflation is a function of a) expectations and b) some 
function of the lagged output gap. If we wind up with 

Summary
falling inflation expectations, well short of target, 
it tells us the financial markets’ belief is the central 
bank is steering the economy off course. In turn, 
this would likely manifest itself in the constellation 
of asset prices, including a rise in the spread of 
corporate borrowing costs, but also a reduction in 
hiring intentions and investment intent. 

This also leads to a hoarding of cash, which is 
comparable to a decrease in the velocity of money. 
The money supply, and how many times it whips 
around the economy (velocity), determines Gross 
Domestic Product (GDP). And that’s why inflation 
and inflation expectations matter.  
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Commonwealth Private House View – November 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 Infrastructure Neutral 3.8% 4.5%
Hedge funds Neutral 11.2% 13.5%

= Cash Cash Neutral 10.0% 10.0%

 Growth - Tilt Growth assets Very under 62.0% 58%

 Defensive Tilt Defensive assets Very over 38.0% 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

 The weak macroeconomic environment is evidenced by the very weak August reporting 
season. The number of companies reporting downgraded earnings expectations was the 
highest since the Global Financial Crisis 

 Underweight in cyclical sectors such as banks, retail, resources, and construction
 Overweight in domestic defensives across healthcare, utilities, telecommunications, 
 and technology  

International 
equities

 Valuations are accommodative, however global macroeconomic data is very mixed
 Monetary intervention in the US and ECB are warmly regarded, and should, in 

combination, keep growth close to trend   

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

 Underweight in Emerging Market equities

Currency  Remain negative on the AUD given a whole host of factors (lower real interest rates, 
weaker commodity prices, lower global growth, higher domestic risk premium)    

 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 lower growth  
 US short rates are data dependent from here on out, with a slight bias to the upside.  

10 years range bound between 1-3%  

 Overweight fixed income, as a hedge against equity market risk   
 Overweight Aus government bonds, given economic headwinds
 Underweight credit strategies, and preferring >A+ where exposed

Fixed income
credit

 Spreads are simply too tight, and we are not getting fair compensation relative 
 to breakevens

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

Cash  Term deposit returns are too 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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We often write about the poor economic outlook for 
Australia, and hence our preference for international, 
rather than domestic, shares. 
This macro view is reflected in the recent run of 
material downgrades to Australian corporates’ 
forecast-earnings-per-share, which has seen the 
percentage of companies revising earnings move to 
the highest levels since the GFC.  

The reasons for the poor corporate outlook are 
myriad. Weak wages growth, and high levels of 
household indebtedness are providing a clear 
overhang on spending.
The graph below depicts household debt as a 
percentage of GDP. Controlling for differences 
in income across a variety of countries 
in a quadratic model suggests Australian 
households are overly indebted relative to 
their incomes. This balance- sheet constraint 
is a key limit on lifting consumption further.  

Note consumption is far and away the largest 
contributor to the overall economy, at 60%.  
This is really important. 
Adding to the challenge is the outlook for 
commodity prices. Structural shifts in the demand 
for thermal coal, driven by renewables and climate 
change are, unsurprisingly, impacting the price of 
coal. Iron ore pricing was a beneficiary of the 2018 
China mini-stimulus, but far more important was the 
supply outages from Vale. 
Over time, supply issues tend to sort themselves out, 
and given the weak 2019 backdrop for China’s growth 
rate, the incremental demand story is not strong.

Australian Equities 

Note the thin flat line in the graph above for coal and 
iron ore depicts the budget forecasts. With pricing 
already below forecast in coking and thermal coal, 
and iron ore pricing under pressure, it does present 
additional risk to the surplus.  
Now many commentators think fiscal policy doesn’t 
work in a small open economy with flexible exchange 
rates and an inflation-targeting central bank.  
We understand that, and the theory of how they  
get there.
However, we think – with considerable slack in the 
labour market – such crowding out is unlikely to 
occur. Nor do we think the RBA would look to offset 
such stimulus.  
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International Equities 
We prefer international equities, given the risks we 
see to domestic equities. It’s not that the outlook 
for international equities is stellar, but, valuations 
are okay. Further, monetary policy is supportive, and 
yields on other assets are low.  
The recent rate cuts by the US Federal Reserve are 
being billed as a ‘mid-cycle’ adjustment to policy, to 
prevent negative feedback loops from trade wars 
(among other things) embedding into financial 
market conditions. In other words, a form of portfolio 
insurance, and it’s likely they will cut again. 
We think this is a really important framing. Historically, 
the Fed has focused too much on backwards-looking 
indicators, like inflation and quarterly GDP growth 
rates, and placed less emphasis on financial market 
conditions. To borrow an overused phrase, it’s a bit like 
trying to drive the car by using the rear-view mirror. 
Because financial market tightening can spill over in 
to the real economy, taking the market forecast so 
explicitly into the monetary policy reaction function is 
a positive development. And since the Fed begun to 
reverse course, abandoning the monotonic process of 
raising rates, we’ve seen real yields are slightly higher 
post their mid-year collapse (which coincided with the 
escalation of the trade war, and the ongoing issues in 
Hong Kong). Plus, copper futures (a good barometer 
of both global growth and risk appetite) have found  
a floor. 

Measures of corporate stress, and the probability of 
default as proxied by credit spreads, have tightened 
somewhat after lifting steadily across 2018. 
Expected inflation stopped collapsing and, overall, 
equity markets are holding up relatively well.

That combination of movement is very much as a 
result of this “mid-cycle” adjustment in monetary 
policy, and is being taken “as appropriate” by the 
market. So too is the collective actions undertaken 
by the ECB, in which the deposit rate was cut to 
minus 50 basis points, and their Quantitative Easing 
program re-upped. 
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The impact of secular stagnation (i.e. the adverse 
effects of demographics, deleveraging, technological 
change and income inequality) on sovereign yield 
curves is particularly stark. 

The graphs above show the yields on offer for 
increasing maturities across government debt (known 
as a yield curve) for Switzerland and Japan, where 
rates are not expected to average above 1% over the 
next half century.
This is important, because we find in our discussions 
with many clients they’re rolling Term Deposits (TDs) 
in the expectation of a more attractive rate sometime 
in the near future. 
Without resorting to our own views about interest 
rates, or investment strategy about why rates will be 
lower for longer, and just taking the market view that’s 
embedded in those yield curves, you can see the 
strategy of waiting appears unlikely to work. 

Back to our own views. The nominal yield on TDs 
are low, the spread to inflation is minimal (and 
occasionally negative, in real terms) and what’s worse, 
you pay tax on the nominal component. Thus, we 
continue to have a conversation about alternatives to 
TD, of which fixed income features heavily, as does our 
broader diversified investment portfolios.
I want to have one more go at elaborating how we  
got here. 
Interest rates are heavily influenced by demographics. 
A slowing population growth rate will mean a reduced 
demand for loans. That causes the interest rate to 
equilibrate lower. 
But it’s the distribution of age that matters. Imagine: 

• Young people borrow: Their consumption in the 
early years is greater than their wealth.

• Middle-aged cohorts save: In anticipation of 
retirement and their incomes are above their 
spending needs). 

• The older-aged cohorts dis-save (draw down) but 
are also careful to keep consumption modest 
(and often less in an absolute sense than the 
other buckets to avoid outspending the assets). 

So if you’re a young emerging nation with 50% of your 
population in the young cohort, you’re very likely to 
have higher interest rates. 

Fixed Income 
If you’re in a country with a burgeoning middle 
cohort, then it’s very likely there’ll be more savers than 
borrowers (desired saving versus desired borrowing), 
and the interest rate will be low.  
That’s all pretty straightforward. The implication is 
what to do about it. For a long time, cash was king. 
The return was high enough to satisfy a typical client’s 
return objective, with very little risk or volatility. 
But since 2016, that hasn’t been the case. For the 
same return target, additional asset classes have 
needed consideration. Fixed income is the next 
“lowest volatility” asset when compared to cash in 
the standard risk-reward asset allocation framework. 
Thus, it’s featured heavily in our conversations. But the 
broader point of “is cash still king?” is that the king  
is dead. 
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The attraction of property continues to be the 
material spread of capitalisation rates to bond yields. 
This is quite a legitimate input into assessing relative 
value, and across the various Real Estate Investment 
Trust (REIT) sectors this spread is meaningful. 

Generally speaking, rents have continued to rise, 
although this rise appears to be priced in.  

Shown below is the Melbourne industrial property 
market in which rents are up and yields down. Stock 
levels have risen, and in both Sydney and Melbourne, 
there’s a material amount of new stock in the 
pipeline – a reason to be cautious.  
Retail continues to prove challenging. We’ve 
talked about the domestic weak wages growth 
environment, but there also remains the ongoing rise 
of online shopping. 

Both outcomes produce significant discounting 
and lower sales. Given rents are often tied to sales 
turnover targets, this translates into pressure on new 
rental agreements.

Property
Our preference remains towards those with a large 
share of income from rents, rather than those from 
development. 
However, overall our portfolio exposures are quite 
modest, with a 4% allocation to Property (both listed 
and unlisted, including international REITs) in our 
Balanced portfolio approach, given current valuations 
and our concerns about the domestic economy. 



For more information, call 1300 362 081  
or visit commbank.com.au/commonwealthprivate

Things you should know: 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/Australian Credit 
Licence 234945 (‘CBA’), and is for distribution within Australia only. This document does not contain any analyst research and has not been generated by the CBA Group’s Research divisions. 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.


