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Executive Summary

As we begin May, many of the key themes 
we’ve shared with regular readers for 
around 14 months remain, and continue to 
dominate news and market activity. Without 
doubt, the recovery has been mostly strong, 
both in real economies and in asset markets. 
But as we’ve cautioned previously, it can 
be dangerous to assume a straight-line 
recovery, given coronavirus, policy execution 
risks remain. 

The themes we’ve outlined below will 
impact portfolio positioning and market 
outcomes for the remainder of 2021 and 
beyond. Another theme has also emerged 
as we’ve monitored the flow of data, and 
that’s the base effect in data releases. 
In other words, as we roll off very weak 
numbers from 2020, it can be easy to be 
distracted by the noise in the data and not 
focus on underlying trends.

Firstly, the virus and the vaccine (sounds 
like a great book title). There is no better 
evidence of the ups and downs than 
with the US and UK. Two of the poorer 
performers in virus management, and yet 
largely out of necessity, are now two of the 
best at rolling out vaccines. You could argue 
the contrary here in Australia. 

Monetary and Fiscal Policy remain very 
accommodative, with the Reserve Bank of 
Australia (RBA) extending Quantitative 

Easing by a further $100 billion. Interest 
rates in most major markets remain at 
record lows, and are likely to remain there 
for several years. There’s a small risk off 
the back of the strong recovery that 
domestically at least, the fiscal policy lever is 
pulled back slightly. 

Turning to Equity and Bond Markets, there’s 
no better example of diversification. In 
2020, sold down some of our overweight 
to Fixed Income, as it performed very well 
during March. This allowed us to allocate 
funds to equities, which saw a very large 
drawdown. We were able to capture 
both opportunities, and since that time, 
experienced a great equity market recovery. 
So while bonds have posted negative 
returns in the March 21 quarter, equities 
have posted very strong positive returns.

Employment and wages is another very 
interesting contrast. We’ve observed 
a shallower drop in employment than 
feared, followed by strong jobs recovery, 
with the latest data showing record high 
participation rates and an unemployment 
rate of 5.6%. Yet contrast this with the 
outcomes on wages, where the Wage Price 
Index remains locked at an annual growth 
rate of 1.4% over the last two quarters. This 
rate of wages growth is very low, and will 
not see any meaningful or persistent rise in 
inflation – in our view – in the medium term 
(noting our comments above regarding the 
short-term base effect).

All references throughout the Report that relate to performance figures  
have been derived by author’s calculations from Bloomberg, Iress, and Morningstar.
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Equity markets have continued to hit new 
record highs over April. Market multiples 
are slightly higher, however earnings are 
coming through to match price growth on 
the whole. Interest rates remain anchored 
at the lower bound, an important factor in 
equity valuations.

As we highlighted in our last Market 
Outlook Report, we see a strong recovery 
but with bumps in the road due to the rise 

in coronavirus infections in a number of 
important geographies. This is combined 
with mixed success in the vaccination 
rollout. 

Overall, we remain broadly optimistic 
– hence our largely neutral position 
between growth and defensive assets. 
Our overweight in cash is poised for 
opportunities in both fixed interest and 
equities, where attractive entry  
points develop.

Summary of Portfolio Positions

Asset Class Portfolio Weight Comments

Cash Overweight Provides capital protection and preferred to 
Fixed Interest

Fixed Interest Underweight Valuation has improved, a watching brief as 
recovery continues

Australian  
Equities

Slightly  
Underweight

Mild preference for diversification  
in International

International 
Equities

Slightly  
Overweight

Mild preference due to diversification 
across geographies and sectors

Property Underweight Remain underweight but have added 
slightly to strategy tilted to  
preferred sectors

Alternatives Overweight Remain overweight for diversification 
purposes, although reduced from  
previous quarter
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Fixed Interest 

Fixed Interest assets have come under 
pressure in the quarter from rising bond 
yields. Fixed-interest markets are currently 
concerned that inflation may rise due to 
some combination of the cyclical recovery 
that’s underway, the lagged effects of a 
prolonged period of monetary and fiscal 
stimulus, or capacity constraints, and are 
looking for higher yields as protection. 
Australia, like the rest of the world, is 
also rebounding from coronavirus, but 
it will be a while before the large swings 
in economic and corporate data settle 
down, and investors get a clear view of the 
underlying economic performance.

Over the past quarter, US bond yields 
have risen, which has had some effect on 
local bond yields. The benchmark 10-year 
US Treasury yield started the quarter at 
0.93%, and at the end of January, was at 
1.11%. It then rose steadily to 1.44% by 
the end of February, and has risen further 
since, to 1.74% at quarter end. With yields 
also rising, though more modestly, in most 
other major bond markets, prices have 
fallen. The Bloomberg Barclays Global 
Aggregate Bond Index (Hedged AUD) 
declined by 2.53% over the quarter.

Australian bond yields rose on the back of 
rising overseas bond yields and domestic 
inflationary pressures. It’s unlikely the RBA 
will permit bond yields to rise quickly. The 
RBA’s objective is for a gradual withdrawal 
of its current level of monetary stimulus, 
and at the end of February, it doubled the 
size of its daily bond buying to help keep 
the three-year bond yield at its target 0.1% 
level, which is where it ended up on 31 
March. Five and ten-year Commonwealth 
Government bonds started the quarter 

at 0.34% and 0.98% respectively, and 
finished the quarter up at 0.71% and 
1.69%. Australian Fixed Interest returns, 
as measured by the Bloomberg AusBond 
Composite Index, declined by 3.22% over 
the March quarter.

On 2 March, the RBA reiterated its position 
on an extended period of very low interest 
rates. The RBA noted they: “will not 
increase the cash rate until actual inflation 
is sustainably within the 2 to 3 per cent 
target range. This would require significant 
gains in employment and a return to a tight 
labour market. The Board does not expect 
these conditions to be met until 2024 at 
the earliest.”* 

To this extent, capital markets do not see 
any change to the RBA’s cash target which 
sits at 0.1%. Unfortunately, lower interest 
rates will continue to affect bank deposits 
and term deposits. Australian cash returns, 
as measured by the Bloomberg AusBond 
Bank Index, returned 0.00% for the  
March quarter.

 

* Statement by Philip Lowe, RBA Governor: Monetary Policy Decision, 6 April 2021. 
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Alternatives and Property

According to the Barclays Hedge Fund 
Index, hedge funds returned +1.13% in 
Q1 of 2021. Distressed securities and 
equity long-biased strategies performed 
best, while merger arbitrage and 
convertible arbitrage funds detracted 
from returns for the quarter. Noting 
the mismatch in reporting period, the 
Global Opportunities Alternatives Trust 
produced a return of 0.67% for the three 
months to February 2021 (the latest 
data at time of writing) and continued 
to provide diversification with returns 
lowly correlated to mainstream markets. 
Ensuring strong due diligence around 
strategies in this segment was again 
proven important, with some notable 
collapses hitting the news. 

Commodities have been one of the 
best performing major asset classes 
throughout the first four months of 
2021, with the Bloomberg Commodity 
Index (BCOM) returning 6.9% during Q1 
of 2021. They’ve outperformed bonds, 
credit, as well as developed and emerging 
market equities. The major drivers of 
return were energy and industrial metals, 
while precious metals detracted from 
returns. Our exposure here proved a 
valuable addition to portfolios for many 
clients. One of the key takeaways is the 
continued negative correlation of copper 
and oil with bonds, even during a rising 
bond yield environment, highlighting their 
potential diversification benefits within a 
broader portfolio.

 
Global listed infrastructure started 
the year slowly as rising bond yields 
weighed on the asset class, before 
rallying strongly on the back of supportive 
US policy proposals. The S&P Global 
Infrastructure Index returned 4.07% 
for the March 2021 quarter. Pipelines 
were the best performing infrastructure 
sector, reflecting robust North American 
hydrocarbon export volumes and 
improving commodity prices. Airports and 
toll roads underperformed, as renewed 
coronavirus lockdown measures in Europe 
and logistical challenges associated with 
the vaccine rollout, threatened to delay a 
return to normalised volumes.  

Global Listed Property as measured by 
the FTSE EPRA NAREIT Index produced 
a strong return of 7.59% over the March 
quarter of 2021. Many segments of the 
Property sector where hit hard during the 
pandemic, however a strong recovery has 
emerged. The same index is up over 30% 
for the 12 months. We’ve become more 
positive towards property where we see 
the opportunity for active management 
to deliver inflation-protected returns in 
several segments, including healthcare 
and logistics.
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International Equities

Re-opening trade optimism and 
supportive economic policy, combined 
with stronger than expected earnings, saw 
the MSCI World ex Australia (unhedged) 
rise 6.63% over the March quarter. 
Consistent with our own equity market, 
there’s been a strong rally value in style 
sectors such as banks, energy, industrials 
and materials, together with re-opening 
stocks (travel and services).

In the US, the quarter ended strongly as 
companies posted better than expected 
earnings outcomes. The S&P500 rose 
5.8%, the fourth consecutive positive 
quarter. The NASDAQ was the relative 
underperformer posting a gain of 2.8%, 
as technology stocks are generally more 
sensitive to rising interest rates.

The pan-European STOXX 600 Index 
ended the first quarter up 7.7%, making 
this its fourth straight quarterly gain. 
Despite slow vaccination programs and a 
fresh wave of infections prompting further 
lockdowns in several countries, European 
markets have now recovered almost all 
of their pandemic-driven losses. This has 
been driven by strong manufacturing 
activity, and their market bias to 
economically sensitive sectors such as 
banks and energy. The best performing 
sectors have been autos, banks, travel  
and leisure.

Asian equities also performed well 
over the quarter with Taiwan being the 
strongest, the SE Weighted up 11.5%. 
Singapore also performed strongly, 
with the Straits Times Index up 11.3% 
for the quarter, while the technology 
heavy Shanghai CSI 300 experienced a 
correction after peaking in February. The 
Japanese equity market posted a solid 
quarter with the Nikkei 225 being up 
6.73% despite a new wave of virus cases 
and lockdowns in the Tokyo region. 

While not dominating our investment 
thinking, there are a number of 
geopolitical risks on the horizon, including 
US / China / Australia relations, the 
tension regarding Taiwan, increasing 
tension between the US and Russia,  
as well as the vaccine rollout across  
the globe. 
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Australian Equities

The domestic equity market advanced 
4.3% for the March quarter, the fourth 
consecutive quarterly gain since the 
market sell-off in March 2020. The market 
has only recorded one monthly decline over 
the past 12 months. The S&P/ASX 200 
Accumulation Index (“the Index”) staged 
a spectacular recovery of 37.5% over the 
year. The multi-billion stimulus packages 
announced by the US government 
continued to boost investor confidence 
on the economic recovery, on top of the 
rollout of the coronavirus vaccine globally. 
Meanwhile, the central banks’ firm stance 
on maintaining accommodative monetary 
policies calmed nerves on inflation risks in 
the short term, though an unchecked rise 
in the long-term yield could add pressure 
to equity markets.

Financials were the best performing 
sector in the March quarter, up 12.2%, 
particularly the banks, which advanced 
+15.6%. Communication Services and 
Consumer Discretionary both gained 
~8.8% in the quarter, outperforming 
the benchmark, but all other GICS 
sectors performed below the benchmark 
during the period. IT has been the worst 
performer so far in the calendar year 2021, 
easing -11.3%, giving away some of its 
strong gains last year, as high-growth 
companies are more sensitive to the spikes 
in longer term yields. 

However, IT remained as the top 
performing sector for the 12-month 
period, up 85.4%. Healthcare lost -2.3% 
in the March quarter, and its 12-month 
return also fell into negative territory at 
-0.4%, as the sector lagged the broader 
market in the recovery stage. Utilities lost 
further ground with a decline of -1.8% 
during the quarter, and the 12-month 
return was the worst among all the sectors 
at -10.0%, primarily driven by the poor 
performance of AGL.

 
The February equity results season saw 
positive earnings momentum continuing, 
particularly for the pro-cyclical stocks, such 
as banks, media, and mining. The ratio of 
earnings upgrades was the highest in  
a decade. 

Stronger balance sheets was another key 
feature of this reporting season, which was 
supportive for higher dividend payouts 
as well as more M&A deals going ahead. 
Among our portfolio holdings, Altium 
(ALU), Reliance Worldwide (RWC), Sonic 
Healthcare (SHL), Ramsay Health Care 
(RHC) and Wesfarmers (WES) have all 
discussed M&A opportunities at their 
recent results. 

Thanks to the continuous earnings 
upgrade, the equity market valuation has 
eased slightly from the highs seen a few 
months ago. The aggregate index level 
forward price to earnings (P/E) multiple 
reduced from ~21x in November 2020 
to ~19x in early April 2021. The forward 
dividend yield improved from the lows 
around 3.2% in August to approximately 
3.7%. The spread between the equity 
dividend yield and the 10-year bond yield 
remained reasonable at approximately 
2%, despite the latter increasing a full 
percentage point to above 1.7%. The two 
graphs below show these figures.  

While we think the path of economic 
recovery post the pandemic could be 
uneven, the strong earnings turnaround 
and supportive policies from governments 
have supported the market. We expect the 
equity market rally primarily driven by value 
and cyclical stocks to extend a bit further, 
most likely at a slower pace. However, we’re 
watching closely for potential pullback 
triggers, such as unexpected yield curve 
moves, major policy shifts, geopolitical 
risks, or significant misses on  
corporate earnings. 
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Dividend yield premium over 10Y bond yeild (%) - S&P/ASX 200
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Forecast P/E (x) (LH) and Dividend Yield (%) (RH) of S&P/ASX 200
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For more information

call 1300 362 081

or visit commbank.com.au/commonwealthprivate
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