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Market Performance to 31 December 2018: 

 
Source: Bloomberg 

 
The Quarter to the end of December had equity markets spooked, and it shows in the performance of various markets over 
the quarter in their local currencies – there’s a lot of red in the table above. Given the negative returns across most major 
asset classes, it is a tough environment for anyone invested in growth assets to make money. However, Innova’s 
philosophy has always been about the management of risk, which in a falling market means losing less than other 
comparable strategies (with similar levels of risk). Our core investment philosophy remains the same and we continue to 
invest more in assets that are undervalued (and are therefore likely to fall less than the overall market). However, this 
doesn’t mean we will be able to post positive returns in a falling market, except in our most conservative portfolios (it is 
reassuring to note that the fixed income component of our portfolios have made money when even US Treasury Bonds 
have lost money).  
 
So as performance is largely on everyone’s mind, we would like to reiterate our positioning, how this has impacted 
performance and how we believe we continue to be well placed risk-wise, if this is the beginning of a bear market. We run 
two types of portfolios in general (though differing versions of all, depending on client) and they are traditional portfolios 
that have a Strategic Asset Allocation (a long term fixed asset allocation that we can drift around, but which remains fairly 

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 -7.71% -6.58% -2.84% 6.69% 5.63% 9.61% 9.00%

S&P/ASX Midcap 50 Index -12.79% -9.98% -7.38% 10.02% 10.90% 12.00% 10.10%

S&P/ASX Small Ordinaries Index -13.54% -12.39% -8.67% 7.45% 5.62% 4.82% 6.87%

MSCI Australia Value Index -4.07% -2.75% -5.34% 6.88% 5.28% 12.00% 11.90%

MSCI Australia Growth Index -8.92% -7.64% 3.77% 9.74% 8.89% 10.70% 9.16%

MSCI Australia Quality -10.85% -10.37% -7.85% 5.35% -0.69%

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 -12.81% -8.44% -8.94% 7.20% 4.85% 8.96% 10.08%

MSCI World Value Index (USD) -11.24% -6.87% -10.07% 6.33% 3.81% 8.64% 9.12%

MSCI World Growth Index -15.57% -10.16% -6.42% 7.47% 6.49% 10.62% 11.49%

MSCI EAFE Index -12.34% -9.90% -13.32% 3.44% 1.10% 6.24% 6.92%

FTSE All-World EX US Index (USD) -11.37% -9.36% -13.64% 5.14% 1.52% 5.58% 7.40%

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 -13.84% -7.15% -4.39% 9.25% 8.49% 12.69% 13.11%

Nikkei 225 Japan Index -17.34% -7.41% -10.39% 3.64% 6.13% 15.22% 10.52%

MSCI Europe Index -11.42% -9.30% -10.08% 0.93% 3.75% 7.78% 8.86%

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 -7.47% -7.62% -14.42% 9.60% 1.97% 3.55% 8.36%

MSCI AC Asia Pacific Excluding Japan Index -8.76% -9.39% -13.62% 8.48% 3.80% 6.43% 10.54%

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 -3.56% -3.27% 0.29% 2.02% 9.30% 10.18% 12.71%

S&P/ASX 200 A-Reit index -1.47% -0.71% 2.75% 7.18% 12.28% 14.27% 10.43%

S&P Global Infrastructure Index -5.22% -6.31% -9.52% 6.90% 4.14% 6.62% 7.62%

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 2.24% 2.59% 4.54% 3.70% 4.67% 4.70% 5.19%

Australian Corporate Bond Composite 1.47% 2.23% 3.93% 4.26% 4.76% 5.40% 6.01%

Australian Inflation Linked Bond Composite 1.85% 1.01% 3.56% 2.82% 4.75% 4.21% 5.56%

Bloomberg Australian Bond Treasury 0+ year Index 2.76% 2.95% 5.08% 3.69% 4.70% 4.17% 4.49%

Bloomberg Ausbond Credit FRN 0+ Year Index 0.44% 1.22% 2.29% 2.95% 3.09% 3.78% 4.57%

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) 2.70% 2.03% 0.86% 1.40% 2.01% 1.31% 2.08%

Barclays Global Aggregate Composite AUD Hedged 1.76% 1.57% 1.65% 3.51% 4.82% 5.12% 6.35%

Barclays UK Government All Bonds Total return index (USD) 2.18% 0.11% 0.49% 4.28% 5.49% 3.68% 4.78%

German Bonds (Euro) 1.65% 0.75% 2.36% 1.65% 3.08% 2.56% 3.52%

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 -0.09% 0.85% -2.51% 3.26% 3.28% 3.48% 5.92%

Global Investment Grade Credit -0.71% -0.18% -3.57% 3.13% 1.76% 2.85% 4.83%

Barclays US Corporate High Yield AUD Hedged -4.91% -2.23% -2.39% 7.67% 4.95% 7.66% 13.35%

European High Yield or BB rated bonds -3.77% -1.94% -3.82% 3.91% 3.70% 7.71% 12.58%

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) -1.55% 0.74% -5.55% 5.22% 5.62% 6.25% 10.01%

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 8.11% 2.67% -1.56% 6.47% 1.29% -2.83% 4.01%

Gold spot in AUD 10.51% 7.48% 9.00% 7.70% 6.10% 2.50% 3.78%

Crude Oil Prices: Brent -36.69% -30.40% -19.55% 13.01% -13.45% -9.40% 1.67%

CRB Commodity index (AUD) -12.02% -10.74% -2.85% -0.07% -5.14% -2.97% -2.96%

LME Index (AUD) -4.45% -7.84% -9.12% 9.59% 2.36% 3.05% 4.98%

Iron Ore (AUD) 9.87% 23.61% 10.66% 18.98% -7.67% -4.14%

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) 0.92% 1.37% 4.26% -0.84% 3.74% 2.61% 1.69%

AUDUSD Spot Exchange Rate -2.29% -4.18% -9.66% -1.19% -4.59% -5.16% 0.19%

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) -4.50% -3.76% -3.38% 1.66% 1.82% 2.52% 3.21%

HFRX Trend Following in AUD -2.77% -2.16% -3.25% -1.26% -0.13% -0.50% -1.92%
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fixed) – these may or may not have a protection mechanism over their equities attached and managed by the Milliman 
group (depending upon Client preference) – or our Risk-Defined series of portfolios where we manage the portfolios to risk 
benchmarks instead of Strategic Asset Allocation benchmarks. Over the year our Fundamental, Risk-Defined portfolios (the 
ones where we can only use listed instruments and therefore have little in the way of active managers, apart from Innova’s 
own active management) have done much better than if you’d been in a Strategic Asset Allocation of indexes. The 
mandates we run for the Risk-Defined series where we can use alternative assets and active management strategies are 
the same – but the biggest detractor in performance for these and our Traditional portfolios are the reasonable allocation 
to alternative sources of return i.e. Alternatives.  
 
Regarding alternative assets, some of these strategies are designed to be very volatile and can make large sums of money 
when things go well for their style (or vice-versa) and others are more benign and defensive in nature. But they all have 
one thing in common – which they share with our asset class forecasts and portfolio construction methodology – and that 
is many decades of evidence, statistical significance and substantial proof that using them in a disciplined and systematic 
fashion will lead to results within the tolerable bands of risk we set, and that the compounding effect of positive 
performance then takes care of itself (i.e. you get a better risk-adjusted result). Unfortunately, that’s cold comfort to 
clients who simply look at performance charts published irrespective of risk. 
 
An interesting thing is, there are a handful of managers who managed money in a similar way to the way Innova currently 
manage money, but who did so throughout the tech-bubble and bust, as well as the GFC – and all of them performed 
exceptionally during those events (but poorly in the lead up to the event themselves). However, without exception, these 
same managers currently have annual losses in their portfolios ranging between 4.5% down to negative 9% for one 
particular manager – that manager lost roughly 8% in the GFC yet lost more last year than during the GFC! 
 
In addition to that, strategies that have hundreds of years of evidence backing their effectiveness – trend following, value 
investing – have been shown to perform well in bad environments as they protect capital (amongst other things). By 
limiting losses, they let the powers of compounding work in their favour. Yet allocating in this way has been a losing 
strategy for almost 4 years now (10 years for Value equities in the US!) – one would have been better off locking up their 
capital in a highly leveraged, over-priced commercial property portfolio or unlisted infrastructure asset. These investments 
don’t need to be marked to market, so the perceived loss in value that they would have sustained by market participants in 
the last 12 months wouldn’t be reflected in their reported performance. 
 
So as a manager, what does one do? There will never be a shortage of options that have stellar performance over a certain 
period – whether that’s from skill or luck, we won’t know at the time – but it’s most likely due to taking excess risk in some 
form (leverage, illiquidity, equity market risk etc. - this is almost always the case in the late stages of a bull market). So, do 
we throw in the towel and pile on the risk as well? As the great investor Howards Marks is known for saying: 
 
“You don’t get a different result by doing the same thing as everyone else!” 
 
So, do we pile on risk now? Or are we closer to the late stages of this bull market and a defensive approach might end up 
paying off? Whilst we don’t like to quote Cliff Asness very often or reference his material, and we DEFINITELY don’t expect 
investors to take a multi-century view of investments – Cliff recently penned an interesting article talking about the poor 
performance of strategies considered to be ‘alternative’ and liquid. In the article he questioned whether you would be wise 
to ditch a strategy given its recent performance if its history looked like this: 
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If we want a different result, we have to do something different. The frustrating thing is that doing something different, i.e. 
being defensive in an environment where prudence has called out for defensiveness, hasn’t rewarded those investors. And 
we aren’t alone – we’re in company with those who survived and thrived through the tech-bust and GFC (though looked 
terribly silly leading up to it). 
 
There could only ever be one answer to the question of what to do next given recent market conditions – continue with 
your process, but continually question, test, and whenever possible, improve it. So that’s what we’re going to do in all our 
portfolios. We’ll let the data and evidence guide us, and throw a healthy dose of common sense in, since we know no 
model is perfect. It certainly doesn’t guarantee success, and we’re in good company at present performance wise, and if 
we were to start doing anything different… then that is when you should really be questioning us as your money managers. 
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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. Given equity market falls of late, one would expect that our outlook would be more positive (as 
asset prices are now cheaper) but whilst the moves have been uncomfortable, from a long-term perspective (and we are 
long term investors) they haven’t really moved the dial. These are the outputs 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 (Though US Bonds were briefly Neutral in 
October) 

No Change 

Global High-Grade Credit Mildly Expensive No Change 

High Yield Bonds Expensive (but getting cheaper) 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 No Change 

AUD Mildly Expensive No Change 

USD Neutral Downgrade 

Gold Neutral No Change 

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

 

Valuation 

 

We regularly use the Price-to-Book measure as a way 
to show the value in Australian equities. There is a 
valid argument for querying Book-Value’s usefulness 
as a measure of business value (profitable tech 
businesses don’t have much Book Value but still make 
profits) – but it is still very valid for old-world models 
like banks. The new TLAC requirements mean that 
future Return-On-Equity from Banking businesses will 
be lower, so maybe this average should set lower 
accordingly 

 

There’s a number of ways to value the US market, 
Warren Buffett made famous the ‘Market Cap to GDP’ 
ratio – the ratio of the value of all companies in the 
US compared to the GDP of the entire country. This is 
just the S&P500 – not every company – and yes, 
globalisation means earnings can come from 
overseas, but a number above 0.7 is considered high. 
1 is silly. Even the recent falls still have us at well 
above 1.1 
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Here’s another measure – price to average sales from 
the last 5 years. By using the last 5 years we’d hope to 
smooth for fluctuations in the economic and business 
cycle. Unfortunately, this puts the recent falls in US 
equity prices in perspective – they have a long way to 
go before they’re anything like normal 

 

Whilst we often look at world indices in general, there 
are sub factors and sub sectors within the world 
market. The World Value index has underperformed 
its growth counterpart for a decade now, and even 
with the stellar growth in all equity assets, compared 
to its own history, Value looks OK to us. Yes, it’s been 
cheaper, but not that often 
 

 

Both Global Real Estate Trusts and listed 
Infrastructure assets are showing a heightened 
sensitivity to interest rate movements. This isn’t 
necessarily bad – it could be a good thing in a 
recessionary scenario – however it is certainly 
something to be aware of, not something we believe 
many managers/investors are paying attention to 
 

 

We’ve recently seen Volatility in equities jump both 
domestically and globally, but in the scheme of things 
we’ve really seen nothing. Strategies that make 
money from higher volatility environments (many of 
these are considered ‘alternative’ investments) have 
had it tough for years. History is on their side, but 
waiting isn’t fun 
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Australian Inflation Linked Bonds continue to pay an 
exceptionally small margin over inflation. Considering 
they also carry a large level of interest rate duration, 
they are a surprisingly interest rate sensitive asset 
given their inflation-linked nature. Unfortunately, at 
their current yields they are too low to justify 
inclusion for us 

 

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  

 

Whilst there has been a fair bit of talk in the press 
about the expansion in High Yield spreads, when 
looked at in an historical context, the recent sell-off 
barely registers. We would want to see them sell off a 
lot further (and therefore the spread be much higher) 
before we’d be happy to enter as investors 

Source: Bloomberg and Innova 
 

 
It seems we are doomed to be consistently talking about geopolitics in these quarterly outlooks. Theresa May has recently 
had her Brexit proposal voted down, to then survive a no-confidence vote but by a narrow Margin. March 29 is the drop-
dead date for Brexit – and it is no clearer now than 12 months ago as to how it will play out. Also, in Europe we have Italian 
Finance ministers proposing budgets that would be in clear breach of the requirements of the European Union, which is 
problematic. If we were to put it in reasonably common-sense language, the Italians would like to run budget deficits 
(spend more than earn in tax receipts) in a way that is a breach of requirements of being an EU member. They wouldn’t be 
the first to do this, just look at Greece. But their reasoning and corollary with Greece is also interesting. They want to do so 
because parties and factions such as the Five Star movement believe Austerity (i.e. living within your means – only 
spending what you earn) is bad, they believe stimulation and large budget deficits are required for the prosperity of Italy 
(or insert country, race or creed here). Greece thought the same thing prior to 2011 – and it didn’t work out so well. 
However, taking the tough medicine of Austerity (combined with a very accommodative European Central Bank) has led to 
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them posting POSITIVE ECONOMIC GROWTH since 2016. Their unemployment rate has been falling for 5 years. No, that 
isn’t a typo, you read that correctly. Greece is growing again, and their populace are getting jobs. Much was made of 
Spanish unemployment, especially amongst their youth – and whilst the situation in Catalonia is absurdly complex, the 
unemployment rate of the nation has almost halved in only 5 years. So, whilst it hurts, Austerity in conjunction with fiscal 
stimulus has worked in Europe. Unfortunately, it hasn’t worked for EACH AND EVERY INDIVIDUAL, and so there are ever 
isolated factions pushing what is becoming a populist movement – predominantly fuelled by misinformation and access to 
that misinformation via the internet. 
 
What has also been driving markets has been the geopolitics of US-China relations. However, here at least some hard-
economic data can actually back up some of the price movements. China’s economy is slowing as seen by reduced smart 
phone purchases, a falling in the Keqiang index, the Manufacturing Purchasing Managers Index (PMI) actually being BELOW 
50 (above 50 is expansion, below 50 is retraction) – though their non-Manufacturing PMI is still above 50. But we definitely 
saw a slow-down in China, even with the offsetting effect of their currency falling (making their exports cheaper). That is 
because China is, believe it or not, one of the world’s largest consumers of manufactured goods. A falling currency is a 
dual-edged sword – it means their exports to the US are cheaper, thereby offsetting the proposed tariffs, but it also makes 
imports more expensive. However, one of China’s biggest imports is oil – they are certainly not self-sufficient in terms of 
energy - so the lower oil price will go a long way to help stimulate the economy. Combine this with the fact that China 
embarked on a program of tightening credit conditions to clamp down on poor lending practices from as far back 2015. 
Recently it has also lowered the Banking Reserve Requirement Ratio in an attempt to stimulate credit growth. Obviously 
this comes with risk, but regulatory practices in China are far stricter today than they were even as recently as 2015. 
Stimulating credit growth, if controlled and done with sufficient capital backing (which we believe they now will do) should 
be stimulatory for the economy in 2019. And with China being one of the world’s largest consumers of manufactured 
goods (it is still one of the largest consumers of raw materials/commodities as well) there is a good chance that their 
stimulatory effects feed through to other economies as well. This includes Europe, who are a large trading partner of China 
 
Risks 
 
With investing, there is always risk – without risk you wouldn’t receive reward. What you don’t want to do is take on risk 
where you believe you are not adequately being compensated for the risk. Trade tensions between the US and China have 
been put on ice for the time being – but the White House is proving to be somewhat volatile. The rest of the world is 
vulnerable to rising trade tensions – if negotiations between the US and China don’t go well, regions such as Europe will be 
very vulnerable. As things stand today though, the economic expansion in the European region is robust, though not at the 
blistering pace of 18 months ago – though that was unsustainably high to begin with. Other economies in Asia would suffer 
from a China-US Trade war but speculating on the probability of whether one would occur and in what form is largely an 
exercise in futility. Instead, we prefer to let the data drive us, and the data tells us China is slowing but growing, Europe is 
doing well (in fact it runs a higher trade surplus than China), Equity market valuations around the world are not cheap by 
historical standards anywhere that we can find, but in the regions we have the greatest exposure to, they are neutral 
compared to their own history. 
 
Portfolios and portfolio construction 
 
Looking forward at client portfolios and portfolio construction, we will continue to be driven by our main tenets of how we 
run portfolios: 

1. As assets get cheaper, own more of them. As they get more expensive, own less; and 

2. When the potential/forecast upside in an asset is high, own more of it, when uncertainty is high and forecast 

returns are low – diversify further 

With the recent market sell off, we had an opportunity to take a good look at Emerging Market equities and potentially top 
up on them/buy more in those mandates where we can. We also took a close look at developed market securities for 
opportunities, but unfortunately nothing fell by enough to warrant change. 
 
If we look at things on a look-through basis: 

• We have a reduced allocation to US equities, irrespective of portfolios 

• In those portfolios where we can take regionally specific exposures, we have European and Emerging market 

exposures 
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• The only sovereign bonds we own are Commonwealth Government Securities (i.e. Australian). We prefer 

domestic high-grade credit as we don’t believe you are being paid to take inflation risk in most fixed-rate 

instruments 

• Our Allocation to Australian equities is fairly neutral 

So why do we have the positioning we do in portfolios? 
 
Australian Equities are fairly priced – they aren’t cheap, but they aren’t expensive either. However, the growth prospects 
of the underlying businesses and the economy in general is fairly lacklustre when compared to other areas of the world. 
Australian banks won’t be able to earn the same Return on Equity as they have in the past due to APRA’s new 
requirements 
 
Europe is growing strongly and sustainably – its main risk is a full-blown trade war with the US. However, European 
companies, when adjusted for growth, are trading at reasonable valuations. Europe is also a much more diversified region 
economically than a single region such as Australia or the US. So sustainable growth combined with fair valuation justifies a 
pretty reasonable allocation here. Europe’s Price-to-Book is pretty compelling: 
 

 
Source: Bloomberg and Innova 
 
US equities have a heavy weighting to the fast-growing tech-sector – but that’s more than factored into the price. Even 
after the recent falls you would have to assume the entire US market could grow at the rate of Facebook to justify its price. 
 
Emerging markets bring with them natural, organic growth that comes from productivity gains as economies improve over 
time. At the same time, you aren’t overpaying for that growth. The problem with them is that they often get sold off in any 
sort of maelstrom coming from the US market even if the price is low to begin with. 
 
Apart from Australian Government Bonds, US Treasuries at 3.2% were about the only developed world sovereign bonds 
that offered any form of attractive protection. Unfortunately, they can’t be purchased directly for clients and so we were 
unable to. Instead, we have focussed our exposure in the highest quality, senior secured end of the credit markets where 
interest rate sensitivity is minimal. 
 
In addition, because no assets clearly stand out as obvious candidates for large allocations, wherever possible we’ve taken 
large allocations to liquid alternatives that can act as a hedge and actually make outsized gains in equity or bond market 
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falls. This has hurt performance to date, but history has shown that under these sorts of conditions you are usually better 
off having these in your portfolio than not if you can. As with everything though – there are no guarantees 
 
 
Dan Miles 
Dinyar Irani 
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