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Things you should know:   
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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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The role of luck plays a lot in life. Being able to tell 
whether skill or luck is in ascendancy is a useful skill 
in itself.  
We came into the coronavirus environment 
defensively positioned, some 4-5% underweight in 
growth assets. This was not because we had any 
insight into an unstoppable virus. Rather, a general 
view that after a relatively uninterrupted 11 years 
of economic expansion since the Global Financial 
Crisis (GFC), risky assets were broadly fully priced 
(that doesn’t even mean expensive, just that we 
thought they weren’t cheap). Thus, we believed that 
warranted some defensive tilts. More specifically, we 
were worried about the composition of the Australian 
economy, detecting imbalances across investment, 
which, as the cycle rolled on, would eventually 
subtract from growth. In turn, this would create a 
more challenging environment for Aussie cyclicals 
and the financials that fund them. 
Then markets over the coronavirus crisis collapsed, 
and we found ourselves with money to spend. Over 
March, we increased our exposures to equities, and 
throughout May, we increased our exposures to 
beaten-up oil and gas markets. We also altered our 
hedge ratio, and became a little “less negative” on 
the Aussie dollar (as distinct from “more positive”).

And those changes have played out very well. 
Equities have rallied by upwards of 40% since then, 
the price of oil doubled, and the AUD rallied some 
$0.10c from when we altered the hedge.* 
So the first part is mostly luck. Or at best, a partial 
credit with some hand waving about “defensively 
positioned ahead of what exactly we don’t know, 
but something, eventually”. The second part about 
capital deployment is relatively sensible, so call it a 
normal credit. Distinction is far too congratulatory, 
because we don’t know what will happen next.
And that’s really the interesting part; what happens 
next. Our view is the market absolutely needs 
ongoing, continuous (to labour the point) monetary 
and fiscal policy. If we don’t get it, being the best-
managed or best-quality company on the Australian 
Stock Exchange won’t particularly matter. In Australia, 
we’ve received the JobKeeper and JobSeeker 
extensions, which is vital for the economy and 
market. But in the US, the timing and magnitude 
continues to be very uncertain. 
Not much matters but the macro at this stage. 
Expect material volatility each time we go through an 
angst-y will-they-or-won’t-they period leading up to a 
program / stimulus renewal.

Summary

*Bloomberg, author's calculations 2020-07-17.  
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Commonwealth Private House View – August 2020
Asset class Sub sector House View Over the cycle (strategic 

asset allocation)

 
Current (dynamic asset 
allocation)

= Australian equities Large cap Very under 22.5% 18.5%
Small cap Neutral 2.5% 2.0%

 International shares FX hedging level 50%
Developed markets Very over 16% 26.32%
Emerging market Very under 4% 1.68%

= 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 Over 5.5% 6.5%
Global government bonds Neutral 5.5% 2.7%
Investment grade credit Very under 9.0% 3.0%
Securitized (CLO, ABS) & Derivatives 0.0% 2.1%
Cash / Money market 0.0% 3.8%

 Alternatives Infrastructure Neutral 3.8% 4.5%
Hedge funds Neutral 11.2% 13.5%
Commodities 0.0% 2%

= Cash Cash Neutral 10.0% 10.0%

 Growth - Tilt Growth assets Over 62.0% 66%
= Defensive Tilt Defensive assets 38.0% 34%

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

 Coronavirus dominates, although Australia has responded very well (vastly better 
outcomes on total case rates, deaths) and very large, well-targeted stimulus. 
Nonetheless, we viewed the economy as troubled prior to coronavirus

 Quality defensive names have performed well, driving material portfolio outperformance. 
We are locking in some gains

 Value has beaten up, we are selectively adding exposures

International 
equities

 Emerging Markets remain structurally challenged. They have lower growth, and are not 
as well able to cope with coronavirus. US dollar shortages abound for many Emerging 
Markets 

 European equities remain affected by ongoing EU integration issues. Similar story to the 
last 12 years. Nonetheless, equity risk premia everywhere are very high, and attractive

Currency  On our models, the AUD is now sitting at fair value. These models are bog standard rate 
and Terms of Trade models. Using risk-off models, AUD has a slight downside risk tilt

 Hedge ratio set to 50/50. However, with AUD sitting at the upper end of our value range, 
and with risk-off models present, we are inching towards a shift in the hedge ratio to the 
old 20% H level

Fixed income
sovereigns

 Coronavirus is essentially a deflationary shock
 Monetary policy has deemphasised the old Phillips curve
 Expect low rates for the foreseeable future 

 We have moved underweight in Fixed Income
 Fixed income has done its job protecting the portfolio during coronavirus

Fixed income
credit

 Spreads are mostly still too tight. We anticipate higher defaults, which are not captured in 
spreads

 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

 We have expanded our Alternatives mix of infrastructure and hedge funds to include 
diversified oil and gas markets

Property  Property is seeing large impacts from store closures, and tenants seeking rental waivers. 
Working from home likely to weigh on Commercial property, particularly Office and Retail

 Prime or premium-grade properties
 Avoid Office, Retail, prefer long Logistics
 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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The economy isn’t in a normal state. All of our 
economic tea-reading is a bit beside the point when 
the only way forward is ongoing monetary and fiscal 
support until coronavirus recedes. 
Thus, the only important question is whether or not 
we get the support we need, or if ideology (e.g. some 
people believe in the creative power of recessions 
to purge “rot” in the system), or fears of debt and 
deficits get in the way.
As said in our Summary opening, we think we’ll get 
monetary and fiscal support, because it’s simply 
required. Necessity is the mother of all invention, 
or in this case, of all politics. So let’s talk about 
something more general. 
Can we predict, on average, recessions? After 
all on paper, it’s a big part of the job of a typical 
fund manager or economist. And we didn’t see 
coronavirus coming. 
We didn’t see the 2001 recession coming. But we 
did see its proximate cause, the tech wreck, coming. 
We saw it in the valuations. Our favourite worked 
example is the bog standard Price-Earnings (PE) 
ratio, and associated equity risk premia. PEs north 
of 40 times earnings, with bond yields that were 
relatively high, is a clear indicator. 
That made for some clear portfolio positioning (e.g. 
avoid tech stocks) but the recession itself was much 
harder to see. Overbuilds in fibre infrastructure 
were the proximate cause of the boom-bust 
cycle, but this isn’t one where it was abundantly 
clear that a recession would result. Equally, the 
recession was pretty mild, and over quite quickly. 

 The housing bubble of 2006 was also quite evident. 
  

Dwelling prices clearly disconnected from prevailing 
rents, and so from a sectoral composition reducing 
exposure to cyclicals, particularly building stocks, the 
financials that fund them, and retailers (which benefit 

International Equities 
from the stocking affect associated with moving into 
a new home) was relatively straight forward. The view 
was things could get quite nasty (housing investment 
was +4% of GDP relative to its normal level, and thus 
when it retracted, could clearly cause a recession). 
However, the Centralised Debt Obligation squared 
run on wholesale banks leading to a credit crunch 
wasn’t in the expectations. 
The last recession in Australia was the ’94 boom-
bust cycle in commercial real estate. But you can 
see from the above examples, that the track record 
isn’t a slam dunk. 
That’s why so often we return to the idea of 
diversification (avoiding all eggs in one basket) 
rebalancing (to prevent portfolio drift and to 
monetise gains) and risk management (dynamic 
asset allocation) to help smooth over some of the 
consequences of imperfectly predicting the future.
Secondaries like product selection (i.e. if you are risk 
averse, thinking very hard before choosing a high-
growth portfolio) complete the story. 
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Australian Equities 
Writing about Australian equities just before 
reporting season is always challenging. In about 
one week post time of writing, we’ll have lots of 
interesting things to say. 
So for now, let’s talk about sector composition. The 
reason the sectoral composition of the index matters: 
A) you’ve got to know what’s in it, if you’re going to 
take a stand on the value of an index overall; and 
B) performance outcomes have been extreme, by 
divergence, over the past decade.
The US indices, dominated by tech and comm 
services businesses (the FAAMNGs – Facebook, 
Amazon, Apple, Microsoft, Netflix and Google) have 
left the European indices far behind, which have 
had relatively more financials and older oil and gas 
exposures.
The Aussie benchmarks have likewise been affected 
by the dominance of the financials, offset to some 
extent by the materials exposure, in a world in which 
iron ore continues to fetch ~$100/tonne.
Because there are those in the market (like us) 
concerned about high household indebtedness and 
the overhang on consumer spending from a negative 
housing wealth affect, and affordability, the stock 
market performance of the financials has been quite 
poor. Throw in a lot of regulatory change, higher 
capital requirements, and you can see why Australia’s 
disproportionately large allocation to the financial and 
REIT sector has contributed to underperformance. 

  
Going forward, very low term structure of interest 
rates (a fancy way to describe a flat yield curve, 
where long-dated yields are not much higher than 
short-date yields, such as that on a 2-year bond, for 
example) pose an additional challenge. 
Quick analytics that relate net interest margins to 
this level and slope of the yield curve show the 
expected positive slope. In other words, bank profits 
are bolstered when there’s a reward to maturity 
transformation (lending long, borrowing short). 
Turning to the materials. China is over 40% of the 
incremental commodity demand. Because China 
hasn’t stimulated their economy to the same extent 
in crises past (much more muted this time around, 
arguably owing to the fact that they successfully 
“crushed” the coronavirus curve) many commodities 
are trading weaker, given the generally lower level of 
global aggregate demand. 

 
The exception has been iron ore. We continue to 
think that increasing supply (Vale outages return to 
normal) will eventually place downwards pressure on 
the earnings of our flagship producers, and justify 
an underweight exposure. There’s nothing like high 
prices to provoke a supply response. That said, we’ve 
been wrong for a while on iron ore. Nonetheless, 
portfolio performance has been very strong, and 
pleasingly we’ve materially outperformed the 
benchmark over the past year.
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In part, the reason for strong equity markets is very 
low bond yields. Given that negative real returns 
are on offer across many global government bonds, 
and quite a handful of top rated investment grade 
bonds too, the choice is skewed towards equities, 
even though many of have then have very depressed 
earnings due to coronavirus. 
So let’s put forth our views. As a hedge against equity 
market volatility, you’re going to struggle to do much 
better than treasuries. Gold is there, silver is there, but 
perhaps due to psychological blind spots, we don’t 
put much faith in those. Options are there, but we 
find options are a) very expensive to maintain and 
b) a losing strategy over the long run. Many would 
disagree with that, and that’s fine, it’s just we don’t 
make much use of them. It’s also very challenging to 
make this work sustainably. 
For all those reasons, we continue to think there’s 
merit in having an exposure to fixed income, even if 
the headline yields are not great. 

The other reason is portfolio rebalancing. If equities 
rally by 10%, perhaps because of higher growth and 
inflation expectations (i.e. an improving economy) we 
would expect yields to rise strongly in turn, perhaps 
rising by 100 basis points. A portfolio with rebalancing 
thresholds would sell down the outperforming 
equities, back to target weights, and would deploy 
the capital into the now higher yielding fixed income 
assets.
So the low yields are improved upon, through 
rebalancing, and these small boosts add up over time. 
Turning to a frequently received client question: 
Why hasn’t the very large US budget deficits (and 
more generally deficits everywhere) pushed up term 
spreads (that difference between long dated yields 
and short date yields)?
You can see in the graph to the right that deficits 
(shown here as a positive number, meaning a large 
deficit like that run over the GFC) lift the term spread, 
but this pattern hasn’t continued. 

Fixed Income 
The reason is due to a materially elevated demand 
for safe assets. Regulation, the demand for higher 
equity cushions for financials, contributed to this 
rise in demand for safe assets like treasuries, at any 
given pricing, with similar outcomes for insurance 
companies. Ageing populations, with a large cohort 
of workers in their prime saving years (e.g. 35-55) 
boost the supply of savings overall. Lastly, low 
productivity growth, which economic theory relates 
to the interest rates, are all contributors to low rates 
despite rising deficits. 

Source: Bloomberg, author’s calculations, 2020-07-13
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In this section, we’ll focus on the rationale for 
allocation to oil and gas markets.  
For the most part, the justification came from the 
model below, which uses the so-called Hamilton 
oil price model. It relates movements in demand 
proxies (like copper prices, dollar spot, credit 
spreads, volatility indices like the VIX, and bond 
yields) to the oil price, leaving the residual attributed 
to supply issues. 
 

When oil prices fell over February and March due to 
the collapse in demand associated with coronavirus 
lockdowns, we could see at least half of the fall was 
due to the residual, in this case, supply issues. Those 

supply issues came from a pricing war between OPEC 
members, who wanted to stem the market share 
gains from US shale and gas producers. In the midst 
of a big demand shock, they chose to cut pricing 
further and increase production. 
 

This led to absolute mayhem for the oil prices, at one 
stage recording negative pricing, given that storage 
tanks out at Cushing were “full up” and producers 
were paying people to take delivery. Our views were 
simple. At a price in the low 20s, more than three-
quarters of the supply curve was underwater. Given 
that at some point, demand would return, this was 
clearly unsustainable. Buying oil directly is just about 
impossible, unless you want to get stuck with a few 
million barrels yourself, and buying oil on synthetic 
exposures like futures markets can be very risky, if 

Alternatives
the futures curve is in contango. The risk is if the 
underlying commodity price doesn’t change, the 
futures price will move towards (converge) the spot 
price, causing losses for the fund that is long the 
futures. We didn’t know if the oil price would correct 
in a month or six months, and thus our preferred 
way to play the trade was to spread the risk, buying 
a diversified basket of producers via an Exchange 
Traded Fund (ETF). 
A last observation on energy markets. The drop in 
demand, and rising prevalence of renewables, is 
leading to remarkable shifts in the pricing of energy 
domestically. Natural gas, and electricity prices, are 
the lowest in many years, completely unwinding the 
boom years. 
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Each quarter, we tend to lead with this quote: 
“Given our concerns about the domestic economy and 
commercial property prices more broadly, we remain 
underweight in the A-REIT space, preferring to seek 
our exposures internationally in the G-REIT space”. 
Despite this quote, we did go through a phase of 
being attracted to REIT exposures, given how cheap 
many of them became during the coronavirus crisis. 
However, each month we see more examples of firms 
rationalising their office footprints, transitioning to 
distributed teams and embracing work from home, 
with negative associations to occupancy rates, rent 
collections, rent negotiations (e.g. renewals, leasing 
rates) and therefore to cap rates (capitalisation rates, a 
common industry measure of valuation). 
The impacts are relatively straightforward to see. 
Fewer office workers means fewer people going to 
bars in the city, gyms in the city, cafes and restaurants 
in the city. And the impact promulgates outside 

in concentric circles from the city, as almost every 
property is in some way shape or form affected by 
“distance-to-the-city” pricing effect. 
Our preferences have remained largely the same from 
a sectoral perspective, preferring the logistics space, 
the builders of the kinds of warehouses that Amazon 
requires for their enormous distribution centres. Retail 
and office not so much, and given that coronavirus 
has invoked what we see as a multi-year overhang of 
changed consumer preferences, we’ve decided not to 
deploy subsequent capital to the REITs. This view may 
of course change if they get really cheap.  

To us, that cheapness will show up in the cap 
rates, which are certainly high for some, but not 
all players. If we can combine that with some high 
quality assets and a good balance sheet, we would 
selectively add exposures. 

Property
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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. Please note, past performance is not a reliable indicator of future performance.


