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At a glance

• Sharemarkets are now some 10% off all-time highs, as risk 
assets respond to the Coronavirus.

• On the following pages, we discuss a range of market insults 
and our portfolio positioning.

• The key takeaway is we haven’t altered any of our portfolios, 
and we discuss why in the remainder of this Market Outlook. It 
boils down to ensuring every investor is in the commensurate 
strategy for their needs, and for their willingness and ability to 
tolerate risk.

• We also discuss the market narrative in more detail.
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Market impact
It wasn’t all that long ago we were all worrying about trade wars. Then, we were worrying about actual wars, as tensions 
flared between the US and Iran. Now, it’s a viral outbreak. The impact on markets was a textbook demonstration of 
flight-to-quality. Yields, commodity prices and stock markets moved lower, and corporate credit spreads moved higher. 
In terms of impact, copper and oil proved to be “ground zero” alongside the Chinese stock market, given fears of long-
run growth disruption. The USD, as the reserve currency of global choice, lifted as expected.

*Note, HY stands for High Yield (sub-investment Grade Credit), BBB spread refers to the additional yield over and above the risk free rate for Investment Grade 
corporate bonds. Real yields are nominal yields minus inflation.

Area of expertise
As  macro market or investment strategists, there are many views we’re qualified to take. We can make a reasonable 
determination on the stance of monetary policy. We can tell if trade policy looks sound. We can tell if a market looks 
attractive. Stocks and bonds, that sort of thing. But we’re not epidemiologists or virologists.

So when you have no good reason to believe you have an insight or edge, sticking to your long-run strategy is a 
reasonable starting point. Diverging away from your strategy would be a choice based on knowledge you don’t 
really have. Yes, you can absolutely work out a grassroots version of impacts, attempting to aggregate across sectors 
estimates of supply chain disruption, and an assumption about how long it all might last. However, these estimates 
are horribly imprecise, and regardless, all seem to settle on a number of around 30 basis points outside of China. 
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Why this matters
All this matters because our diversified funds are designed to weather shocks – be they trade, military or viral. Each 
fund, from conservative to high growth, has an allocation to defensive assets, which should do well if the economic 
and financial backdrop turns sour. Further, should a sizeable dislocation occur, across many markets with many 
quality assets winding up being sold down, we would likely look to deploy capital. 

But the key isn’t so much on the market view, but whether an investor is in the right kind of product in the first 
place. They should be in a fund where the strategy has the best chance of meeting their return objectives, in 
accordance with their willingness and ability to tolerate risk. 

The bottom line
In other words, if you’re in a high-growth fund, there isn’t much point in trying to trim a large percentage of the risk 
assets in the portfolio, unless your objectives have changed. This is because the whole point of being in the high-
growth portfolio is because you were comfortable navigating the various risks as they come and go. And, generally 
speaking, this applies to each profile.  

Back to the market
Now, back to having a view about the Coronavirus. What reasonable conclusion could one make?

We could note that from the start of February, the number of new cases appeared to have peaked. That would 
be indicative of a situation coming under some kind of control. Then, on 10 February, a change to the terms of 
diagnosis occurred, and around 13,000 new cases were accepted under the new definition. 

*Source: Bloomberg, author’s calculations 2020-03-02. Note, bottom row graphs are logs of indexed total returns.



Before you go...
Don’t forget you can also click through to the new Commonwealth Private Economic Insights Hub. On the Hub, you’ll 
find a copy of our past update, and more information about our advisory offering. You can access the Hub here. 
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This is akin to an accounting change. You can see it very clearly on the graphs depicting the change rate of new 
cases. Post the procedural change, the new case rates trended lower again, as the extraordinary preventative 
measures in China took effect. Now, those numbers are rising again as the virus reaches new shores, like Italy and 
the US. But the experience in China, and places like Singapore do offer us something of a roadmap.

We also note historically, ‘buying the dip’ has proven to be a reasonable outcome during previous viral outbreaks. 
Markets fell at the onset, but eventually recovered and surpassed prior peaks as things improved. It was the same 
with SARS back in 2003. As an appeal to history, buying the dip proved effective.

Which brings us to an important point. Our Dynamic Asset Allocation (DAA) portfolios are set in fixed-weight 
space. That means our exposures to shares, for example, stay the same, and so as the asset class sells off, with 
our exposure being maintained, we’re effectively rebalancing back to target. So, unless we change the weights, or 
expressly shift the strategy, we are buying the dip (or selling into strength in very strong markets). 

What the market thinks
The main fear in the market is that a supply shock (disruption of supply chains due to Coronavirus) turn into a 
demand shock (as consumers and corporates lower their expenditures). Here is where central banks, through 
monetary policy can help. This is by lowering borrowing costs and ensuring that disruptions to the intermediation of 
credit don’t occur (this ‘lender-of-last-resort’ role is essential to prevent ‘credit crunches’).

Fiscal policy is also a powerful tool for stabilising aggregate demand, and with government borrowing costs 
plunging lower, the opportunity to borrow and investment in the economy is real. Ultimately, we expect fears of the 
Coronavirus to trump fears of debt, deficits and a return to surplus.

What we think
Unless there is some fundamental change to the long-run factors of production (stock of capital, labour, and the 
technology that binds them), we are unlikely to see a shift in the trend growth rate of GDP in the future, due to 
the viral outbreak. There will be much pent up demand for goods and services that will, at some stage, return. It 
will assuredly be bumpy, and the spread of the disease to new shores will certainly have an impact on markets 
in the short run. We have a roadmap of how things have played out in China, and an appeal to history during 
previous outbreaks shows markets and the economy eventually recover. Given the long-run nature of our diversified 
investment portfolios, we remain comfortable rebalancing portfolios back to their strategic weights.

Broader thoughts 
This is our house view, central case, what we are doing in the funds. There are those that would say “got it, but don’t 
agree, what can I do to protect myself”. Well, certainly increasing the defensive exposures in one’s portfolio is a 
good first step. This would be longer duration government bonds, for example. Safe haven currencies, like the Yen 
or USD make sense, relative to the more volatile emerging market currencies. Precious metals, like gold, although 
not normally our preferred approach as a hedge to risk, have behaved accordingly during the recent market 
volatility. Avoiding sectors exposed to the region, like travel, leisure, gaming and retail is a reasonable approach, 
including reducing exposures to the aforementioned commodities and commodity producers. 

These are just a few, however, and we always return to our central case. 

http://www.commbank.com.au/cpeconomicinsights

