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Market Performance to 30 September 2018: 

 
Source: Bloomberg 

 
The opening lines from last quarter’s outlook would fit just as easily as the opening lines in this quarter: "Clearly the recent 
period has been marked by geopolitical concerns and events. This has caused some severe price action in certain market 
areas based on market participants speculating about what it all means". The focus and headlines have been 
predominantly focussed on the tit-for-tat trade sanctions between primarily the US and China, but increasingly the US and 
the rest of the world. Up until September this has led to a bifurcation in markets with US and Japanese equities doing very 
well, along with continued US Dollar strength, yet at the same time we saw weak sovereign bond markets, weak emerging 
equity markets and mediocre returns from listed real estate and infrastructure. However, the Chinese equity market as 
represented by the Shanghai Composite seemed to have bottomed out over the quarter and steadily began a retracement 
helping commodities and Emerging markets to recoup some of the losses from earlier in the quarter. Unfortunately, 
October rolled through and losses extended across global equity markets, with some whipsawing in sovereign bond price 
action (initially falling and then rallying as the equity sell-off continued).  
 
Tariffs from the US on Chinese exports have been put in place, with China retaliating with very select tariffs on goods 
imported from the US in sectors that Donald Trump holds a large support base in. However, the Chinese authorities are 
aware that putting tariffs on imports is unlikely to hurt the US much, but instead make the cost of living for its own 
populace rise. Instead they have allowed their currency to fall against the US Dollar, offsetting the effect of the tariffs (if 

Aus Equities 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

S&P/ASX 200 1.23% 9.51% 12.38% 11.23% 8.12% 11.66% 7.24%

S&P/ASX Midcap 50 Index 3.22% 8.56% 17.84% 17.72% 14.89% 15.08% 8.15%

S&P/ASX Small Ordinaries Index 1.33% 8.66% 19.00% 16.43% 8.76% 7.36% 4.47%

MSCI Australia Value Index 1.38% 5.12% 1.74% 8.84% 7.07% 14.01% 9.69%

MSCI Australia Growth Index 1.40% 15.92% 25.36% 16.14% 11.83% 12.46% 7.84%

Global Equities (local Currency) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

MSCI ACWI Index 4.99% 6.57% 10.30% 13.94% 9.17% 12.72% 8.81%

FTSE All-World EX US Index (USD) 2.22% -1.50% 2.66% 10.49% 4.86% 8.45% 5.92%

Regional Equities (local Currency) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

S&P 500 7.77% 14.37% 17.87% 17.36% 13.84% 17.44% 12.05%

Nikkei 225 Japan Index 11.85% 14.21% 20.97% 13.09% 12.86% 18.22% 9.87%

MSCI Europe Index 2.39% 5.90% 1.69% 7.11% 7.39% 11.37% 7.42%

Emerging Market Equities (local Currency) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

MSCI Emerging Markets index -0.20% -8.81% -0.76% 12.49% 3.78% 5.88% 5.76%

MSCI AC Asia Pacific Excluding Japan Index -0.73% -4.91% 1.89% 13.44% 6.17% 9.06% 8.58%

Real Assets (local Currency) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

FTSE EPRA/NAREIT Develop Index 0.30% 12.20% 5.76% 5.61% 9.39% 12.85% 8.92%

S&P/ASX 200 A-Reit index 0.77% 11.33% 12.33% 9.15% 12.19% 15.44% 5.94%

S&P Global Infrastructure Index -1.15% 1.59% -2.72% 7.92% 6.05% 8.79% 6.19%

Domestic Bonds 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

Australian Bond All maturity Composite 0.34% 1.36% 3.72% 2.87% 4.32% 4.66% 5.60%

Australian Corporate Bond Composite 0.74% 1.59% 3.94% 3.78% 4.66% 5.43% 6.41%

Australian Inflation Linked Bond Composite -0.82% 0.77% 4.34% 2.08% 4.59% 4.60% 5.03%

Bloomberg Australian Bond Treasury 0+ year Index 0.19% 1.23% 3.89% 2.62% 4.13% 4.24% 5.07%

Bloomberg Ausbond Credit FRN 0+ Year Index 0.78% 1.40% 2.55% 3.02% 3.18% 3.88% 4.52%

Global Bonds (Local Currency) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

Barclays US Treasury Total return (USD) -0.65% -0.69% -1.70% 0.16% 1.34% 0.95% 2.62%

Barclays Global Aggregate Composite AUD Hedged -0.19% -0.05% 0.77% 3.07% 4.61% 5.11% 6.65%

Barclays UK Government All Bonds Total return index (USD) -2.03% -1.72% 0.12% 2.98% 4.71% 3.97% 5.56%

German Bonds (Euro) -0.88% 0.46% 0.62% 0.90% 2.63% 2.45% 4.08%

Global Credit (Local Currency) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

US Investment Grade Credit 0.94% -0.16% -1.31% 3.08% 3.54% 3.69% 6.35%

Global Investment Grade Credit 0.53% -2.14% -1.30% 3.02% 2.18% 3.10% 4.91%

Barclays US Corporate High Yield AUD Hedged 2.83% 3.70% 3.19% 8.99% 6.87% 9.64% 11.34%

European High Yield or BB rated bonds 1.90% 0.44% 0.69% 5.66% 5.29% 9.06% 10.08%

Emerging Market Debt (USD/AUD) 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

JP Morgan EMBI Global Core Index (AUD Hedged) 2.33% -1.95% -2.89% 6.26% 6.32% 7.36% 9.14%

Commodities 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

Gold spot in USD -5.03% -10.96% -6.90% 2.15% -2.27% -4.67% 3.08%

Gold spot in AUD -2.74% -5.98% 1.38% 1.29% 3.74% -0.79% 4.06%

Crude Oil Prices: Brent 9.94% 25.64% 51.43% 21.24% -4.67% -2.53% -1.14%

CRB Commodity index (AUD) 1.45% 8.56% 18.58% 0.02% -1.95% -1.67% -4.46%

LME Index (AUD) -3.55% -0.32% 3.90% 7.70% 4.79% 3.10% 1.35%

Iron Ore (AUD) 12.50% 12.46% 13.21% 3.82% -8.37% N/A N/A

FX 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

USD index (USDX, DXY) 0.45% 5.83% 1.86% -0.31% 3.53% 2.64% 1.83%

AUDUSD Spot Exchange Rate -1.94% -6.00% -7.64% 0.70% -5.18% -4.04% -1.03%

Other 3 Month Return 6 Month Return 1 Year Return 3 Year Return 5 Year Return 7 Year Return 10 Year Return

HFRX Index Performance (in AUD) 0.97% 1.87% 3.79% 3.45% 3.42% 3.18% 3.54%

HFRX Trend Following in AUD 0.62% 2.13% 2.26% -0.45% 0.54% -0.51% -1.38%
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the Chinese Renminbi [or RMB] falls in value to the USD, $1 USD buys more Chinese produced goods the more the RMB 
falls). This was highlighted in our last quarterly outlook and continues today. 
 
If we take a step back from Investment markets, US economic growth is extremely strong, and unemployment is at its 
lowest level in 49 years - down to 3.7%. This is translating to a much tighter labour market and we are seeing signs of wage 
price inflation which will logically feed into the prices of goods and services at some point. In addition, over in Europe the 
unemployment rate continues to fall, with Germany the standout having an unemployment rate of only 3.4%. However, 
this is somewhat artificially inflated due to the boom in housing and construction off the back of foreign immigration and 
refugee placement in Germany. Nonetheless, across Europe, whilst there are clear structural issues in regards to how a 
monetary union is held together without fiscal unity (we are seeing this bear out in Italy, we've seen the ramifications in 
Greece and other areas), the austerity policies that were put in place for regions such as Spain seem to have worked, and 
the results are apparent in a falling unemployment rate, positive GDP growth and continued economic expansion. 
Profitability in the region is strong, and the European Central Bank, whilst reducing its bond purchasing program, still 
maintains an accommodative interest rate and monetary stance to promote growth. In many ways the European 
expansion appears to be like the US expansion, only lagged by about 3 years - so there might be quite a good future ahead 
in the short term. 
 
We find it somewhat amusing that Emerging Markets and Asia are suffering and being tarnished with a brush based on a 
presumed position given how they were positioned in the past. The reality of today though is that, with a few notable 
exceptions such as Turkey and Argentina, the financial position of the Emerging market sovereigns, particularly in Asia, are 
in a MUCH better position than previous crises - whether that was 2007/08, 2001, 1997/98 and even as recently as 2015. 
Many of these economies are operating with trade surpluses, have reduced their debt load or eliminated it completely, 
greatly reduced their reliance on UD Dollar funding and increased funding and governance controls on lending practices 
across the board. China is a perfect example of this, executing requirements for the 'shadow baking system' to stop the 
practice of the regional banks issuing lending through structured products and holding these off-balance sheet and 
therefore not having capital requirements against this lending. These practices between 2015 and now have been greatly 
cracked down on, meaning that businesses have had to capitalise their balance sheets to ensure they have sufficient 
funding for the lending provided at the corporate level - leading to a far greater level of security in the Chinese debt and 
corporate markets. China is not the only country to have instigated such change, but is a good example and is 
representative of the reform across the region. 
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Below are our current views on the outlook for a series of investible assets to provide you some context for the positioning 
within your portfolios. They are the output from our asset class risk modelling and return forecasts, which involve the 
underlying risk and return drivers, including growth outlook and market valuation. 
 

Australian Shares Neutral  No Change 

Global Shares Mildly Expensive No Change 

US Shares Expensive No Change 

Asia ex Japan Shares Neutral No Change 

European Shares Neutral No Change 

Australian Government Bonds Neutral to Mildly Expensive No Change 

Australian High-Grade Credit Neutral No Change 

Global Sovereign Bonds Expensive No Change 

Global High-Grade Credit Mildly Expensive No Change 

High Yield Bonds Expensive No Change 

Emerging Market Debt Mildly Expensive to Expensive No Change 

A-REITs Neutral No Change 

G-REITs Neutral No Change 

Global Listed Infrastructure Neutral Upgrade 

AUD Mildly Expensive No Change 

USD Neutral to Mildly Cheap No Change 

Gold Neutral No Change 

Cash and Term Deposits Mildly Expensive (no real yield) No Change 

 

Valuation 

 

 
Australian Equities continue to remain near historic 
average valuation multiples or slightly above 
(depending on the method used). Over the last 
quarter they have greatly lagged the US and Japan, 
but performed in line with areas such as Europe. 
October has proven to be a difficult month to date, as 
it has for all equity markets and it will be interesting 
to see if this market rout continues, as it would throw 
up some good opportunities. 

 

 
World equity markets look expensive compared to 
history based on almost any valuation metric - 
however this is driven by the exceptionally large 
weight to the highly expensive US market. The US 
makes up more than half the Global index, so if it is 
trading at historically high multiples it is going to drag 
the World index up with it. However, not all sectors 
within the US are expensive, and by the same token 
not all regions in the world are expensive. 
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The rest of the world ex-US looks fine from a 
valuation standpoint, and global economic growth is 
good. Equities aren’t cheap, but they certainly aren’t 
expensive either – however as we pointed out last 
quarter, we are now seeing in October they are 
suffering from the contagion effect of a US equity 
market sell-off. Whilst we were worried an all-out 
trade war was an outside chance of causing this, it has 
instead been sparked in the US Bond market. 

 

 
Australian listed Real Estate has had a rocky ride since 
peaking in mid-2016, but as prices have essentially 
tracked sideways the premium they were trading at to 
Net Tangible Assets has fallen as the value of the 
underlying assets has increased while prices have 
essentially not moved. This makes their outlook more 
attractive, but from a pretty low starting point. The 
yield on offer is only in line with the dividend yield of 
the stock market, where historically it has traded at a 
2% premium. 

 

 
Whilst we don't believe Duration is particularly 
attractive, when looked at through the lens of spread 
over cash - the Australian 10-year Government Bond 
is paying a spread that is in line with historic norms. 
The problem is that the actual cash rate is very low, so 
the nominal (and more importantly real) yield is so 
low. In addition, Australian Government bonds are 
likely to follow the lead from overseas, and we are 
seeing a widening of yields globally which is likely to 
spill over to domestic yield (rising yields means falling 
prices) 

 

 
The real yield on offer on global bonds is not 
attractive from a risk-reward perspective. Whilst not 
as low as the lows seen in 2016, a real yield of only 2% 
does not offer much protection from inflation shock 
or rising interest rates, and we have entered a rising 
interest rate cycle primarily driven by the US Federal 
Reserve. Given this risk-reward trade-off we have 
elected to steer clear of these assets until a more 
attractive entry point presents itself  
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The yield offered by Floating Rate Notes in Australia is 
still around historical averages, even though the 
majority of them are issued by domestic banks. The 
uncertainty brought about by the Royal Commission 
has meant some of these initially sold off, meaning 
the 'spread' (or yield offered over cash) has gone up 
as can be seen from the chart, but recent activity has 
been positive. We continue to believe High-Grade, 
senior secured domestic credit is one area that Is 
more attractive in the debt spectrum 

Source: Bloomberg and Innova 
 

 
As we are writing this commentary, a sell-off in US Treasury Bond markets has caused a panic sell off in Equity markets 
globally. This is a risk we have repeatedly highlighted in communications about diversification and the overreliance on 
historical correlations to hold, when in fact a true student of financial history would be aware that under various market 
conditions these correlations break down and are in fact dynamic in nature. We do not know whether the sell-off in bonds 
will continue, and whether this will continue to cause pain in equity markets - only time will tell. However, we do know 
that current economic conditions are strong in most regions throughout the world, and leading economic indicators are 
not signalling a recession in areas such as Europe or the US any time soon. What we also know is that it doesn't take a 
recession to cause an equity market sell-off, that in fact it is usually the reverse - equities are more likely to sell off BEFORE 
a recession occurs, not after the bell has been rung. In fact, a sell-off in equities has previously been one of the causes of 
recessions. This was the case during the tech-bust and the GFC, however prior to that most post-war recessions were in 
fact driven by central banks raising interest rates to quell inflation and cool an overheated economy. This was a natural 
part of the economic cycle. It may be that, given the strength of the US economy and labour market presently, as well as 
the Federal Reserve's determination to get their policy rates back to a more 'normal' rate that we may see this again in the 
future. This is clearly the fear of equity markets at the moment, as the strong employment data has caused bond markets 
to sell off, precipitating an equity market response. 
 
Apart from the market movement in October concerning bond yields, all talk has been concerned with trade talks between 
China and the US. For those that have read our weekly blog, we posted a note stating that markets are trading on news, 
not facts - in other words, operating based on the words of things such as Donald Trump’s tweets, and not on the actual 
facts and realities of what is going on. We reproduced a chart from Capital Group showing the difference between 
proposed tariffs versus those implemented: 
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In addition to the implantation of tariffs, numerous economists and naysayers have been exclaiming that the Chinese 
economy is on the verge of collapse under a mound of corporate debt, most of which are bad loans that can't be recovered 
and that the Government will implode as a result. Whenever we have dug a little deeper into the analysis by these 
commentators, it is clear that they have rarely done any real research into the debt and economic situation in China. As 
mentioned above, the corporate debt position in China was somewhat concerning back in 2015, but the Government has 
taken appropriate steps to ensure capital adequacy of the institutions providing the loans, and where they have not been 
able to meet those requirements these businesses have been left to fail and the large banks (which are well capitalised and 
followed secure lending practices to begin with) have been able to pick up the assets in their wake. We are of the belief 
that the long-term planning nature of the Chinese psyche means that they are more than happy to wear short term pain 
such as the recent equity market falls to ensure long term security and prosperity for the country and its populace. 
 
We are of the belief that the Chinese economy is currently performing better than most believe. One Indicator of this, and 
one we have referenced fairly frequently is the Keqiang Index of economic growth. It is still signalling strong economic 
expansion as evidenced below: 
 

 
 
So whilst some companies in China such as Tencent have seen their stock prices come under pressure of late, they were 
trading at nosebleed valuations to begin with and due for a price fall. The underlying fundamentals of the economy appear 
strong, and the effect of the tariffs don't appear to have any negative implications for the economy or corporate 
profitability as a whole - largely because the RMB has been allowed to fall around 9% against the USD over the last 6 
months. 
 
Portfolios and portfolio construction 
 
Our commentary from last quarter is worthy of repeating here, as it still stands with the current market outlook and 
current conditions - so we apologise for repeating ourselves, but we think the lessons learned should be reinforced when 
possible - from last quarter in italics. So whilst we look to inform the reader about current events and how they may play 
out in the future, Innova don't invest in a manner that requires us making heroic calls picking exactly what will happen with 
geopolitics. At the end of the day, that is speculation, and they have horse races and slot machines if you're interested in 
that. 
 
Instead we want to take a step back and look at things holistically, practically and fundamentally. Given we don't know 
what will happen with trade sanctions and retaliation, all we can do is postulate potential paths and test what the results 
could be. So what do we know? Quite a lot actually. 
 
The Federal Reserve is raising interest rates. If this is done slowly with the backdrop of strong corporate earnings growth 
and economic growth, this shouldn't cause too much disruption. However, raising rates can act as a headwind for equity, 
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property, infrastructure and bond prices. It seems strange that the US has injected a tax stimulus package and plan for an 
Infrastructure stimulus package this late in the cycle - these are the sorts of things you do at the beginning of a cycle to kick-
start a sluggish economy. Stimulus late in the cycle can lead to inflation, over-indebtedness or other unintended 
consequences. Slap tariffs on top of that and you have a mix that could be quite inflationary - hence the Federal Reserve is 
embarking on a tightening cycle. This appears to be playing itself out right now in US unemployment, wage rates and the 
bond market. We will know further down the line whether this was a small blip in the road or something more meaningful, 
but it is certainly playing out in a way we said was a risk of occurring. 
 
Further, we know that the major beneficiaries of the loose monetary policy we've seen since the GFC have been fixed-rate 
bonds and bond-like equities (such as property and infrastructure) and growth stocks (like Amazon, Facebook et al.). Why is 
that? Bonds because the coupon received is fixed, and higher than that on offer in cash and new bonds issued at the lower 
rate after the interest rate has been dropped. But why growth stocks and bond-like equities? Since the GFC economic 
growth has been positive, but sluggish. It has been a slow growth environment, and so investors have sought out businesses 
with higher growth prospects (the high-flying tech sector), or earnings that are stable and secure that they can extrapolate 
out into the future (property rents, infrastructure yield, consumer staples, consumer brands etc.). This makes sense. 
However, will it make sense for the next 9 years given the past 9 years? Probably not. 
 
We have seen these fast growth companies reach prices that just can't be justified - the business would need to grow at a 
rate so high for so long that they'd eventually become the entire GDP of their home nation. Further, those businesses with 
stable and predictable earnings that have been bid up in price, whilst they remain great businesses, their future cash flows 
have been 'discounted back*' at generationally low interest rates. If those discount rates were to rise, these businesses 
would be valued at much lower levels.  
 
What we also know is that if the above areas have been beneficiaries, other areas of the market haven't. In a recent weekly 
blog post we talked about 'value' stocks - the value approach of investing has the most academic evidence and practical 
evidence backing its approach of all the different ways to invest in shares. However, it has had the longest period of 
underperformance compared to other styles in its recorded history. Value shares can be thought of as 'short duration' - or in 
other words, they aren't very interest rate sensitive. So as interest rates rise, they are unlikely to be as negatively affected 
as the more interest rate sensitive securities. That is because the future earnings of these business are far less certain, 
which is why they've become 'value stocks' in the first place. So they don't have stable earnings extrapolated out into the 
future being discounted at generationally low rates. Given such a long run of relative poor performance, this might be a 
good time to act counter-cyclically to the market. 
 
On top of all this, we know that US equities are extremely expensive irrespective of what measure you want to test them on 
- and the recent turmoil with China has caused emerging markets and Asia in particular to suffer - making their future 
return prospects all the more attractive (assuming no catastrophic trade war preventing global trade). We can't escape the 
fact though that if US equities were to be heavily sold off, they would likely drag the rest of the world down with them - 
creating some amazing investment opportunities in the process - but it could be painful getting there first if you aren't 
adequately protected. This is playing out right now. There are no prizes for being first to the party here, but we don't know 
if the current sell-off will persist. Instead, Innova maintain appropriate position sizes to those markets we find attractive, 
based on the risk associated with them. The higher the risk, the lower the allocation. We're confident that the long term 
returns from Asia and emerging markets will be very strong over the long term, but they're likely to wear more pain in the 
short term - however we have no idea about the timing of this and don't pretend to be able to time markets, so we follow 
a systematic process in this regard. 
 
So finally, given what we know and can control, and given the amount that we don't know and can't control, Innova 
continue to believe an approach of caution is presently the prudent way to conduct portfolio construction. Unfortunately 
there are essentially no cheap assets out there to purchase, so instead we minimise our exposure to the expensive ones, 
diversify amongst the ones that have positive growth prospects and aren't expensive and take appropriate position sizes. 
We also try to act counter cyclically to the market where it makes sense from a risk perspective. There is wisdom in markets 
and crowds, but it’s never perfectly correct and there's no wisdom in crowds when we're at the extremes of market 
valuation ranges. 
 
Some may argue that we should try to time when markets will turn, going to cash at the right point and then deploying it 
once the market has fallen. We are yet to meet anyone who has been able to do this successfully on a consistent, 
repeatable basis. Instead, we have followed the evidence that taking a valuation driven approach to valuing assets, and 
building portfolios that should perform respectably no matter what regime we find ourselves in gives us the greatest 
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likelihood of success. We don't think now is the time to be a hero, but we also don't think we need to go running for the 
bomb shelter either. Now is a time for sensible decision making and portfolio construction. Over the long term, this should 
yield our clients good results without them having to take excessive risks to achieve them. 
 
 
 
Dan Miles 
Dinyar Irani 
 
*Discounting future cash flows is the process by which future earnings are reduced based on the fact they are earned in the future, 
whereas money held today can earn the current interest rate. If this discount number, or ‘rate’ is low, the value of the future cash flows is 
very high. If the discount rate rises, the value of those future cash flows subsequently falls
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