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Summary
2015 appears to be starting with an old fashioned emerging market
currency crisis. This is led by Russia, but could spread to much of
the emerging market region. Dependent on oil for domestic spending
and foreign debt servicing, Russia is experiencing a significant run
on both government bonds and the rouble on the back of plunging
commodity prices, and its solvency, or otherwise, will be a big driver
of markets at the start of the year.
The degree of interconnectedness will be a key driver in determining
how much ‘contagion’ effect there is into other economies and asset
classes. Given that oil and gas markets are not underpinned by
the kinds of exotic and complex derivative structures that plagued
investors over the Global Financial Crisis, and they are not levered
to dangerously elevated levels, we are not expecting a ’97 or ’08
style crash. Russian sanctions also have a role to play, and given the
targeted nature of the sanctions we doubt that they will increase the
potential for systemic contagion.
The emerging market developments will impact how quickly the
US looks to normalise interest rates, currently set at close to zero,
but both bond markets and Federal Reserve officials are clearly
expecting a mid-2015 timeframe for rate rises. The strength of the
underlying US economy is undeniable, with GDP, employment, retail
sales and confidence at multi-year highs.
With the Eurozone sliding into outright deflation, and political issues
plaguing indebted Eurozone economies, notably the Greek elections
and prospect of a ‘Grexit’ resurfacing, we’d expect that tempering the
quantum of US rate rises would be a prudent strategy for the Fed.

Key strategy recommendations
• Australian Equities – We see the Australian Equity market as
fair value, neither cheap nor expensive, with the present multiple
of the market broadly justified by the level of expected earnings
growth. We continue to be underweight Energy and Materials,
and overweight Healthcare, Telecommunications, Staples and
Infrastructure.
• International Equities – The stronger US economy and robust
EPS growth from the corporate sector underpin our overweight to
International Equities, in addition to using the residual strength of
the Australian dollar to get set in International. We also see Japan’s
successful exit from multi-decade deflation as a material positive for
our international exposures.
• Fixed Income – We expect interest rates to be ‘lower for longer’,
driven by structural characteristics relating to global deleveraging,
demographics, technology and wealth transfer. As such we see
a strong case for Fixed Income in a low inflation, low interest rate
environment. We have almost no exposure to High Yield and
Emerging market debt.
• Property and Alternatives – Capitalisation rates remain robust,
as does occupancy and leverage. Maintain strategic weight.
• Cash – We have an overweight to cash in most profiles, with a view
to deploying capital against opportunities as and when they emerge.
Asset class returns: Equities weak, Bonds and
Property strong
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• Commodities – Although in equities the energy and commodity
sectors have decreased significantly in valuation, we think that
risks remain and are not moving back towards an equal or
overweight position.
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are trading at a premium to historical valuations, low rates and
risk aversion provide fundamental underpinnings to implementation
in both equities and investment grade credit.

10 years p.a.

10

5

0
Bank bills

Bonds

Property

International Australian
Equities
Equities

• Expect temporary setbacks – Volatility is expected to rise.
The process of rate normalisation in the US is unlikely to occur
without an increase in volatility. Further, with the developed world
maintaining very low rates, likely for much of the foreseeable
future, we’d expect sustained elevated prices, with sharp
deviations therefrom.

Asset class returns have been mixed over the past weeks and
months. Bonds have been strong, providing their usual role as an
excellent hedge against equity market volatility.

• Time in the market – We simply cannot know the peaks
and troughs of the market. Therefore having a plan to get
implemented, and sticking to strategy, are crucial ingredients
for growing wealth. To accrue a return, one must be invested.

Equity markets, both domestic and international, have been weaker,
as elevated valuations encounter the usual ‘wall of worry’, with a
slowing China, rates rising in the US and Russia being just some of
the concerns to strike risk appetites.

• Diversification – We also cannot know which sectors will
outperform, all of the time. Therefore a high quality, well diversified
portfolio is paramount to smoothening volatility.

Balanced portfolios have ridden out the volatility in a smoother
manner than the sadly all too common equities and term deposit
portfolios (an example of an undiversified two asset portfolio).
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January-March 2015 Outlook
We are expecting ongoing issues for our
domestic commodity players. In coal,
we remain at best a second quartile cash
cost producer. At the same time, we have
increasing standards around emission
levels and pollution thresholds in several
of our major customers, most notably
China. As such, it’s difficult to see how
the outlook for coal improves over the
short to medium term.
Similarly, in iron ore, a slowing China
puts pressure on incremental demand,
at the same time as a significant wave
of supply from BHP, RIO, FMG and Vale
strike the market. The consequence has
been a material decline in pricing, placing
pressure on producers. It is also difficult
to see how balance returns to the market
without significant mine closures, both
abroad and at home.
Oil and gas markets are under severe
strain. Weaker global growth and
increasing US domestic supply (causing
a decrease in US imports) have combined
to create considerable oversupply. OPEC
has chosen not to cut production despite
this, which suggests that the price will
remain weak over the medium term, until
one of the above dynamics changes.

Weaker oil prices will prove deflationary in
the very short run. However, over the short
to medium term, declining oil prices are
likely a major positive to global growth. Oil
is dominated by a relatively small number of
concentrated producers, whilst the number
of consumers is very, very large. As such,
falling oil hurts the producers, but shares
the gains broadly and liberally. This will
translate into higher real purchasing power
for most economies and households,
boosting demand and investment.
To be an investor one has to be positive
about the future. So whilst the short run
contains some clear negatives, relating to
the potential emerging market crisis, and
declining commodity prices, the potential
for good news remains undiscounted in
the market.
Australia continues to grow a little
below trend, but nothing too alarming.
Our exports will be significantly increased
when the three major Gladstone based
LNG producers come online, and our
traditional exports (agriculture, tourism, and
education) are receiving a material benefit
from the declining dollar. Housing markets,
and new housing construction are strong,
and there are some early signs that nonresidential investment is picking up.

Positioning:
We retain a growth tilt in our portfolios
• Build out an overweight to
International Equities
• Continue to remain underweight
High Yield in Fixed Income, whilst
maintaining an elevated exposure
to Investment Grade Credit
• Maintain an exposure to Global
Sovereigns that enjoy their own
central bank, treasury and debt
denominated in their own currency
• Keep an overweight to cash, using
the liquidity to proactively take
advantage of opportunities and
market dislocations

Changes this quarter:
• At the end of August we significantly
reduced our Energy exposure in our
Australian Equities portfolios
• We increased a number of new
names into our Australian Equity
portfolios, increasing the breadth,
depth and flexibility of the portfolio
• Upgraded our house views on the
valuation of Australian Equities, and
lowered sentiment

Key Themes for Q1 2015
• Increasing volatility, after a long period of below average volatility, driven by
normalisation of US interest rates (albeit gradual) and the emerging market issues
around mismatches between assets and liabilities
• The ongoing weakening of the Australian dollar against a rising USD. We expect
the EUR to continue to remain weak, and the yen to remain around current levels
• Sub-trend growth domestically as we rebalance our economy as the mining
boom continues to fade, with unemployment peaking at around current levels
(6.3% - 6.5%) and ongoing strength in domestic housing markets, driven by an
undersupply in new housing and robust population growth (underpinned by
pro-cyclical immigration)

• Upgraded valuations and
fundamentals for Fixed Income,
resulting in an improved outlook
for the asset class
• Downgraded Emerging Markets,
lowering sentiment and fundamentals,
while upgrading valuation
• Downgraded High Yield debt,
lowering valuation, fundamentals
and sentiment
• Changed our house views on Direct
Property, increasing sentiment but
keeping valuations and fundamentals
the same

• Strengthening of the domestic banking systems through gradual adoption and
acceptance of the recommendations in the Financial Systems Inquiry
• Greek elections to decide, hopefully definitively, on a sustainable path forwards
for the Eurozone collective

Quarterly Investment Strategy Q1 2015
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Commonwealth Private Central Case and House View – January 2015
Core Asset Class

Sub sector

House View

Australian Equities

Australian Shares - Large cap
Smaller companies

International Equities

Property

Alternatives

Valuation

Sentiment

Over the cycle (SAA)

Current (DAA)

Neutral

22.5%

22.5%

Neutral

2.5%

2.5%

25.0%

25.0%

FX Hedging level

20%

Developed Markets

Over

16.0%

18.0%

Emerging Markets

Over

4.0%

7.0%

20.0%

25.0%

Over

1.9%

3.8%

Australian REITs

Neutral

1.9%

1.3%

Under

3.8%

2.3%

7.5%

7.5%

Australian Government Bonds

Under

5.5%

2.9%

Global Government Bond

Very under

5.5%

0.7%

Investment Grade Credit

Over

9.0%

11.6%

High Yield and EM Debt

Very under

2.5%

0.3%

22.5%

15.5%

Real Alternatives

Neutral

7.5%

5.0%

Absolute Return Growth

Neutral

5.0%

6.0%

Absolute Return Defensive

Neutral

2.5%

4.0%

15.0%

15.0%

Cash

Cash

Over

10.0%

12.0%

Growth vs Defensive

Growth assets

Over

65.0%

68.5%

Defensive assets

Under

35.0%

31.5%

Above we illustrate our views by asset class and outline our “House View” on each asset class and whether
we recommend adding or reducing exposure to an asset class. These weightings related to our “Balanced”
asset allocation profile and are made with a medium term (1 to 3 year) investment horizon.
Quarterly Investment Strategy Q4 2014

Scale
Very positive
Positive
Neutral

Global REITs (Hedged)

Australian Direct Property

Fixed Income

Fundamental

Negative
Very negative

Legend
Exposure to this asset class should be:
Overweight
Above your strategic weight at
this point in the cycle.

Neutral
In line with your strategic
weight at this point in the cycle.

Underweight
Below your strategic weight
at this point in the cycle.

We also display in percentage terms what an average client in that profile might hold. Given the broad nature
and variety of our business and client base this is unlikely to precisely represent your individual portfolio.
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Summary of Asset Allocation Themes
Asset Class

Forecasts

Strategies

Australian
Equities

• Our 30 June 2015 ASX 200 forecast is 5,627

• Avoid miners that produce outside the top quartile,
regardless of the commodity

• Our 31 December 2015 ASX 200 forecast
is 5,843
• Earnings will grow in the mid-single digits on the
back of corporate cost cutting and a lower AUD

• Invest in companies that enjoy strong balance sheets,
robust margins, attractive returns on capital and the
ability to deploy capital against those returns
• Target 20-25 names across several sectors for
diversification benefits

International
Equities

• We expect the US recovery to continue and
Europe to remain weak

• Use the high A$ as an opportunity to add breadth to
your portfolio

• EM equities will continue to suffer from
capital outflows, but longer term favourable
demographics underpin valuations

• We prefer the US and Japanese equities, but some select
securities in Europe offer value

Currency

• Narrowing interest rate differentials and
declining terms of trade suggest ongoing
weakness in the AUD

• Low hedging of 20% will benefit your portfolio as the A$
weakens again over time

• The US will raise rates, but likely in a gradual,
well-flagged manner

• Sell EM debt and put proceeds in cash

Fixed Income
Sovereigns

Fixed Income
Credit

• We do not expect Sovereigns (outside the
Eurozone and emerging markets) to come
under significant pressure

• Spreads can grind tighter for now as inflows
combine with low issuance
• Use Investment Grade credit to improve yields
over and above those on offer from Global
Government Bonds

• Hold stocks in your portfolio that have strong exposures
to international revenue streams

• Allocate to regions that enjoy their own central bank,
treasury, and have debt denominated in their own
local exchange
• Avoid those without
• Recent Hybrid issues have a strong equity component,
therefore ensure your Hybrids allocations are co-funded
from Equity
• Target a well-diversified, high quality portfolio of
Investment Grade Credit

Cash

• Term deposit rates will likely continue to fall, in
line with most rates and yields

• Keep some powder dry with an overweight cash position
which gives you flexibility to react in any market dislocations

Alternatives

• Alternatives will provide another source
of growth and diversification for portfolios
outside of equities, which is valuable in this
lower return environment

• Start building an allocation to Alternatives which should
improve risk-adjusted portfolio returns
• Managed Futures strategies should provide hedging if
bonds sell off

• Trend following strategies like Managed Futures
can benefit as bond valuations moderate

Property

• Property should continue to perform well in
a lower interest rate environment

• Continue to target income generators underpinned by
prime tenants, with high occupancy rates

• Lower quality property will start to outperform
from here, don’t get tempted to move down
the curve

• Favour developers who are balance sheet light

Quarterly Investment Strategy Q1 2015
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cash flows

16 January 2015 Page 6 of 16

Commonwealth Private

Australian Equities
Fundamentals

Valuation

Sentiment

Nonetheless, we appear a pessimistic lot, with our measures of
confidence broadly declining over the past two years, whilst the
Americans have found considerably more to be cheerful about.

Fundamentals are
reasonable for
domestic equities
with good balance
sheets, improving
costs and profit
growth

Valuations are about
fair value. Dividends
(5.5% gross) are
still well above
term deposits
and are showing
some growth

Sentiment has
weakened, with
consumers likening
the falling AUD to
a decrease in real
purchasing power,
and mining layoffs
creating uncertainty

Much of this is to do with the rout occurring in commodities, with
the share prices of most companies inside Energy and Materials
(particularly Small Resources) suffering some fairly incredible losses.
Sector performance: a rough ride for Oil, Metals
and Mining
130
120
110

Mid-Year Economic and Fiscal Outlook

100

Government deficits: Australia modest in global context
4

Nov 14

Oct 14

Source: CBA, Bloomberg

At the start of the year we began significantly reducing our exposure
to Metals, Mining and Energy, and have been pleasingly underweight
the sectors for some time.
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Despite currently attractive valuations, we are not yet inclined to
move back towards index weights.
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We don’t think this is much cause to worry, and with GDP growing
at around 2.5% in the forward estimates, a budget deficit that is
equivalent in size to the growth in GDP suggests that the ratio of total
debt to GDP will remain stable.
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Consumer confidence: Aussies a negative bunch
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Below is the expected consensus earnings growth by sector of the
ASX 200. In part, we aren’t investing more in commodities because
we can see that although analysts have downgraded next year’s
earnings (FY2), they’ve simply assumed mean reversion in FY3, with
circa 20% growth expected.
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So it’s worth keeping in mind that $40.4bn on an economy of
$1.6
trillion is Economic
actually fairlyand
small.
The chart
below puts the size
Mid-Year
Fiscal
Outlook
of Gov
the deficit
in an international context.
Defecitis

Market

Mar 14

80
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90
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Unsurprisingly, the budget’s bottom line took a hit over the past
6 months, with the MYEFO indicating an expected deficit of $40.4bn.
It sounds like a big number, and got a lot of media commentary
about the need to fix the deficit.

Source: CBA, Bloomberg

Source: CBA, Bloomberg
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In any case, it’s not really the earnings we care about, but rather the
returns, and we don’t see a case for strong, stable returns just yet.
However, we do see strong earnings growth for Healthcare,
underpinned by favourable demographics (RMD, SHL and CSL
are supported by aging populations and increased propensity to
spend on health in later stages of life) and Staples (WES and WOW
supported by strong industry structures and growing populations).
Our positioning in Industrials is largely BXB and TCL, very different
companies, but both with strong business models, growing earnings
and network like returns.

Housing markets strong, non-residential
remains lower

Higher capital requirements: not slowing lending growth
Change in Ratio of Bank Credit to GDP from 2006 to 2013

We aren’t confident that will happen, nor are we confident of corporate
balance sheets surviving the lean intervening months without raising
capital, which at current pricing would be deeply dilutive.
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Bank Capital Ratio in 2006

Source: BIS

Most clients are aware of how strong the housing market has been.
Much of it has been investors, and much of it NSW based. First
home buyers are at near record lows, as a percentage of overall
buyers. Pleasingly, although it would be preferable to have a broader
mix of buyers that was less concentrated towards investors, who do
have a habit of speculative behaviour, most banks have maintained
high lending standards.

The banking sector has enjoyed great profitability on the back
of declining bad and doubtful debts (shown here as a % of Risk
Weighted Assets). With benign credit conditions likely reaching
their cyclical lows…

Housing: buoyant conditions continue
35
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WBC AU Equity
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We can see this as proxied by the stability in loan to valuation ratios
and loan to income ratios and by the absence of low doc/no doc
loans. Securitisation (a key enabler of the GFC, in addition to leverage
and opacity) is also at relatively low levels.
The recent Financial Systems Inquiry has recommended banks should
hold more capital. We see this as a prudent move. Although Australia
escaped the GFC largely unscathed, it should be a good reminder that
property doesn’t ‘always go up’ and that mortgage losses across the
country can have a significant degree of correlation.
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Bad and doubtful debts: near historical lows
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However (chart above) international studies post the
implementation of Basel I/II have suggested that the bank balance
sheets don’t tend to shrink post embedding, rather they’ve
expanded and that higher capital requirements have not reduced
loan volumes, or caused the lending rates to materially increase,
and have had minimal impact on GDP growth.

Source: CBA, Bloomberg

…we are inclined to view a safer, better capitalised banking
system as a prudent means of underpinning the currently elevated
valuations (Price-Earnings, Price-Book) of the banking sector. We
remain comfortable with our positions in ANZ, NAB, WBC and CBA
and remain underweight the regionals (BEN, BOQ, SUN).

Market commentators are expecting, through a combination of
higher risk weights held against loans, and larger Tier 1 equity
buffers, that banks will hold ~$26bn more in capital.
Unsurprisingly, many banks have been vocal against this, claiming
that higher capital requirements will lower lending volumes, and
cause loans to price higher (as the bank attempts to recoup the
higher cost of holding a greater amount of more expensive equity
from the customer base). Some have even suggested it will change
the composition of lending, with fewer loans written to segments with
higher risk weightings, in an effort to preserve capital.

Quarterly Investment Strategy Q1 2015
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Market valuations and price-earnings ratios

Global Price-Earnings

Turning to market aggregates, we can see that the Australian
market has tracked largely in line with global Price-Earnings
multiples, albeit with the recent sell-off our multiple has
compressed somewhat.

20
18
16

With consensus earnings growth expectations at 5.8% forward,
stimulatory monetary conditions and limited fiscal consolidation
from blocked budgetary matters, we are inclined to view market
conditions as relatively benign.

14
12
10

With that in mind, we expect the market to deliver a return of between
8-9%, split between dividend income and capital growth, which is line
with historical averages, and the longer run equity risk premium.
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World
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Source: CBA, Bloomberg
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International Equities
Citigroup econ surprise indices

Fundamentals

Valuation

Sentiment

The global economy
is relatively weak, but
interest rates and
inflation are very low

Whilst the US is
strong on the back
of corporate profits,
elsewhere low rates
driving valuations

Risk appetites are
largely driven by the
search for yield and
income, as a function
of low rates

Economic surprise indices: US strength continues
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Diversification is important. Taking advantage of imperfect correlation
across asset classes is a key way to reduce risk and smooth the
volatility of returns. As such, ensuring that investors have exposure to
non-Australian equities is vital. And the last remaining strength of the
AUD is a key enabler for getting set in International Equities.

Aug 12

Using the last remaining strength of the AUD

Source: CBA, Bloomberg

We expect the AUD to continue weakening, based on narrowing
interest rate differentials, terms of trade differentials, and the strength
of the US economy, but that window is swiftly closing. The chart below
highlights the movements of the AUD against a basket of currencies.

Global PMIs: US strength evident on a range of frames
70

Australian Dollar: declining against a
basket of currencies
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Source: CBA, Bloomberg
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The second is the declines in Oil. A big driver of growth has been the
development of the Shale Gas industry. As the oil price plunges, it’s
not clear how much benefit (i.e. lower prices benefiting consumers) is
gained versus that which is lost from deferred or cancelled investment.

1.6

Dec 03

However, we are worried by two things in the US. One is that the
majority of the recovery has come from the sizeable contribution
from exports to GDP, in turn underpinned by a completive currency
stemming from a ZIRP (Zero Interest Rate Policy). As the US exits ZIRP,
the USD increases, and if they raise rates too quickly, they may close
out some of the recovery.

Exports: a major contributor on the back of a
competitive USD

Jun 02

The economic ‘surprise’ index, which simply quantifies the extent by
which economic data is ‘more positive’ than consensus, suggests that
the US continues to recover quicker than market participants expect.
The US is largely alone in this regard, with most economies continuing
to disappoint. This strength is visible on a range of frames (the chart
below is PMIs, a key manufacturing gauge).

Source: CBA, Bloomberg
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US recovery continues to be the standout
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European growth is uncertain because the member states lack
independence. Consider the chart below, which highlights that for
governments, it’s not the level of debt that matters, but rather the
existence of a central bank, treasury and debt in local currencies
(i.e. not shared). The chart highlights yields (Y-Axis) on Government
bonds, and Government Debt/GDP (X-Axis).

International Equity exposures: by geography
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MSCI World
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40%

As you can see, Euro countries display a strong correlation between
the level of debt and yields they pay on that debt. Non Euro countries
(here the UK, US, Australia, Canada, Japan) have low yields regardless
of debt levels.
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Greece

30
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As such, whilst the US is our major International Equity exposure, we
remain underweight (the chart above shows our net position of our
Balanced portfolio).

The support of the ECB is not enough on its own

Price to book
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Turning to sectors, on a global basis we continue to be underweight
Energy and Materials, for reasons explained earlier. We see
the consumer as an attractive space, with overweights to both
Discretionary and Staples.

Global Price-Book ratios: EU is cheap for a reason
EM

Europe

US

250

Source: CBA, Bloomberg

Europe is a much smaller allocation in our portfolios. Valuations are
certainly attractive (the chart below shows the Price/Book value).
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International Equity exposures: by sector
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We think part of the attractiveness of International Equities, in addition
to gaining exposure to high quality companies otherwise inaccessible
to a domestic only investor, is to reduce the exposure to Financials
and Materials.

Earnings per share
170

Materials

But earnings continue to decline. The chart below highlights earnings
per share, indexed from 2005. The declining earnings and uncertainty
ofBEST
the whole
structure of the Eurozone, including the common currency
EPS
(the Euro) are creating the depressed valuations. The chart below shows
the deteriorating earnings outlook for European companies (aggregate
earnings, based at 100 at June 2005).
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As usual, this is predicated on ultra-high quality companies. Shown
on left is the margin history for Pernod Ricard, a French wine, whisky
and spirits producer. Rock solid margins, stable and growing over a
decade, are underpinned by a robust business model.

Robust EBITDA margins over the cycle
35%

The Australian market is an ill-diversified one, consisting of an unwieldy
barbell of Banks and Resource companies, with an allocation to
Financials close to 46%, and Resources close to 14%. That’s over
half the allocation, for an index fund, or to a fund manager that tracks
the benchmark.
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We certainly think investors can do better, and noting the earlier chart
of our international exposures, we can see a far more diversified
sectoral allocation. Although we are less underweight the financials in
our international exposures, compared to our material underweight in
the Australia exposures, the total position is only 20%.
That compares to our Australian portfolio of 38%. So even though
we run a major underweight (-8% under) it is still 17% higher in total
quantum than the international exposures. And this makes a major
impact of the nature of returns, and the volatility thereof, that an
investor can expect.
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Fixed Income
Fundamentals

Valuation

Sentiment

We have almost no high yield exposures, and no emerging market
sovereigns. The higher yields on offer in Australia, and our Australian
focused mandate, leads us to a higher exposure to Australian sovereigns.

Low rates are
predicated on weak
growth and low
inflation. We see
structural reasons for
this to continue

High Yield and EM
debt are vulnerable
to a change in capital
flows, where spreads
do not compensate

Sentiment in EM and
High Yield has been
strong and material
reversals, including
defaults appear likely

Our positioning is heavily weighted towards quality (i.e. BBB+ or
better), with minimal exposures towards sub-investment grade.
International Fixed Income exposures: by rating
30%

Kapstream Absolute Return

25%

We see Global Government Bonds as broadly fair
value. However, we prefer Investment Grade Credit
to increase yield
Reaching for yield can be dangerous. We believe this to be the case
High yield spreads unatractive
with High Yield, and Emerging Market debt, where yields are moving
upwards, and market values moving lower (chart below is sector yields).

CFS Global Credit Income

20%
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Source: CBA, Bloomberg

High Yield: history a good guide to the extent of volatility
20

US BBB

18

US AA

16

Our overall positioning has allowed us to pick up a reasonable
improvement in yield, without compromising the quality of the portfolio.

US High Yield

14

We have retained our short duration position

Eur HY OAS

12
10

The table below highlights the considerable degree of diversification
within funds, as indicated by the large number of issues contained
within the portfolio, using the Balanced portfolio as an example. As
such single exposures tend to be modest, reducing concentration risk.
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However, we are happy to play a yield pick-up trade in ultra-high quality
Investment Grade Credit. The allocation to ICG is most evident when
viewing the sub asset class positioning (see chart below).

International Fixed Income exposures: by sub asset class

Yield to
maturity

Rate
duration

Credit
duration

#
Issues

Macquarie DFI

3.80%

4.50

2.30

826

CFS Global
Credit Income

4.55%

0.15

3.85

1451

Kapstream
Absolute Return

3.90%

0.72

2.71

198

Weighted Portfolio
Average

3.95%

1.15

2.57
Source: CBA, Bloomberg

70%

Due to the presence of Kapstream, which immunizes interest rate risk,
the overall rate duration of the portfolio is considerably lower than the
benchmark (which would typically be closer to 4yrs) meaning that in the
event that interest rates rise, the portfolio’s market value is protected.

Kapstream Absolute Return

60%

CFS Global Credit Income

50%

Macquarie DFI

40%

Here, in the context of a dramatic rate rise of 100bps, the fixed income
portion of the portfolio would only lose around 1.15% of its market value.

30%
20%

Cash

Other

Credit
Derivatives

Structured
Credit

Hybrids

Leveraged
Loans

Sub Debt

HY Credit

IG Credit

Emerging
Sovereign

Global
Sovereign

0%

Aust
Sovereign

10%

We are comfortable with the modest quantum in context of a rising rate
environment. We are however, naturally more exposed to credit duration
(and the direction of spreads). We’ve mitigated this by choosing the
higher allocation to quality credits.

Source: CBA, Bloomberg
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Credit spreads

Overall, the movement in spreads for BBB+ or better has been
modest, with the chart below highlighting that most of the spread
risk has been felt at the lower end of the quality curve.

This compression of term isn’t just limited to the US, but is a broader
phenomenon
that we’ve
observed
across
the globe, indicating a decline
AUS
Sov Yld
Curve
Shifting
lower
in term premia (the chart below includes UK government bonds).
We can also see the outlook for Australia is a changing one.
The sovereign yield curve has moved (the chart below is Australian
Dollar Swaps curve).

Credit spreads: High Yield, movements in risk appetite
9

BBB

8

High Yield

7

Swaps curve: Australian curve moving lower

AA

We note the ongoing flattening of the US yield curve. The spread
Inflation
on structural
factors
between
theweak
30yr tenor,
and the 10yr tenor,
has historically been
used to indicate downturns in the economy.

20Y

15Y

13Y

12Y

11Y

9Y

This matches the RBA commentary that we are in for a ‘prolonged
period of interest rate stability’. The idea of lower rates is also part of
the story behind the weaker AUD, as the narrowing of the differential
between our long rates and US long rates creates downwards
pressure on the dollar.
Lastly, we wanted to talk about Hybrids. Hybrids offer some
attractive features. They have higher yields than are typically available
via fixed income and are further up the capital structure than equity.
That’s great.

Spread

2.0
1.5

However, there are some drawbacks. More recent hybrids contain
considerably more equity like features than was the case a few years ago.
Non-viability triggers, mandatory conversion clauses, and non-cumulative
dividends without steps up in yield are just some the changes.
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Most parts of the curve have shifted lower, mostly along the 5-9yr tenors.

Tenors: declining spread between US 30yr and 10yr bonds
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Source: CBA, Bloomberg

You can see from the chart below spread reaches a nadir prior to
recessions (the 1992-94 recession, the 2001 slow down and the
GFC in 2007-08).
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We’d also note that investor sentiment (read robust appetite) for hybrids
does ignore the fact that the historical performance of Hybrids has been
somewhat mixed. The chart below highlights the Wells Fargo Hybrid
and Preferred Index, versus the S&P 500 market.

Source: CBA, Bloomberg

Hybrids: getting the best and worst of both worlds

Compression of terms

We don’t think a downturn is set to occur. Rather, the front end of
the curve is moving up, indicating the likely pull forward in timing
of the first rate rise in the US. Instead, we expect that the flattening
at the back of the curve is to do with the market perceptions of the
‘cap’ on the quantum of rate rises at around 3%.

2.5
WAGG Index

1.5

Term premia: narrowing for both US and the UK
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6
4

You can see that performance was fixed income like in the run up
to the GFC, and considerably more equity like during the GFC.
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We’d also note the spreads on hybrids have tightened considerably
in recent issues, with domestic banks (CBA, ANZ, WBC, NAB) getting
hybrids away at close to record lows. The tight pricing tends to
suggest that appetite might be stronger than the fundamentals.
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Property and alternatives
Fundamentals

Valuation

Sentiment

REITs continue
to enjoy very low
interest rates. Yields
are tightening, but
vacancies and
supply are rising

Valuations are
currently trading
above Net Tangible
Assets, with
expectations of
stronger EPS
generation

Inflows are strong
and the development
cycle is in full swing.
M&A starting to
happen

Occupancy rates across major REITs remains very strong, at close to
maximum occupancy (show below are the major US REITs, with WDC
referring to the US Westfield, and using the latest occupancy data).
Occupancy rates: not the end of strip malls

Capitalisation rates: spread to US GB’s remain attractive
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Capitalisation
have tightened, but remain attractive, with a clear
Cap rates rates
for Property
spread to Government Bonds (the chart below shows US retail cap
rates vs the 10yr Government Bonds yield). Cap rates are (broadly)
comparable to dividend yields, and reflect the net operating income
divided by the market value of the properties. We note the spread is
reasonably in line with historical averages.

Sep 10

With Property, the main things that matter are capitalisation rates,
leverage, yield, quality of tenant and occupancy.
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Property remains attractive in a low rate environment

Source: CBA, Bloomberg

Whilst occupancy remains high, and cap rates at reasonable levels,
the gradually increasing leverage is something we will continue
to watch. For now, however, we remain comfortable, and our
positioning is in line with our strategic weights.

Alternatives continue to perform well
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Leverage ratios: global REITs recapitalised post GFC

HFRX hedge fund index

Jun 09

Turning to leverage, we can see that at the margin, some of the
older, bad habits of the GFC era are creeping back in. The spread
between the return on assets and the return on equity is leverage,
the multiplier of assets on equity.

Alternatives: results mixed, but diversification
benefits remain

Jun 08

Source: CBA, Bloomberg

Alternatives

Jun 07

Gov 10 year

The case for Alternatives continues to remain strong. By strategy,
returns have been mixed. But diversification tends to rely on not all
investments moving as one, and as such we remain comfortable with
the overall level of performance from our Alternative managers.
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Prior to the GFC, leverage in the space was rampant. Then the bust
occurred and there was a major recapitalization of the space via an
injection of fresh equity. REITs then returned to their traditional role of
modest leverage and good income generation.

Source: CBA, Bloomberg
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Listed and Unlisted Infrastructure is a major component of our
alternatives exposure and is similar to property (i.e. large, long lived
assets with typically high incremental margins). It has performed well,
and with lower volatility, in the present environment.
Should inflation pick up (which we doubt will occur) we will be largely
shielded, as most of the infrastructure assets contain inflation pass
through clauses.
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Notes
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For more information, call 1300 362 081
or visit commbank.com.au/commonwealthprivate
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