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Market Performance to 30 June 2019: 

 
Source: Bloomberg 

 
This document is designed to be an outlook, so should concentrate on the future. However, by looking back we can learn 
from the past and understanding, or getting a feel for the nature of the environment in which we operate can give hints 
about the future outlook. To that end, the previous quarter was essentially dominated by talks about trade between the 
US and China, with some tensions between Japan and South Korea thrown in for good measure. When the market decided 
that trade would be cleared up, it rallied. When Donald Trump sprung unexpected change on the market, we saw market 
jitters. 
 
This has led to a strange dichotomy – bonds are rallying when stocks rally, and falling when stocks fall. This is a stark 
reminder of something we have stated for years – bonds and equities aren’t always negatively correlated, and in fact have 
spent more time historically being positively correlated than negatively. However it still poses a strange market 
environment. 
 
The great Stan Druckenmiller, arguably one the best investors of all time, gave an interview recently where he stated that 
he believes that there are certain sub-sectors of the investment market that are the best forecasters of the state of the 
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economy that he has come across, and he specifically mentioned small caps, retail, transportation and the metals & mining 
sector. If you look at those areas, whilst the US stock market is reaching all-time highs (or thereabouts) these sectors are 
really struggling. 
 
To top all that off, the US Federal Reserve itself has come out and said that the economy is softening irrespective of trade 
deals. Now, one might argue that unemployment is the lowest it’s ever been, but we would remind people that 
unemployment is ALWAYS relatively low before a slow-down or recession 
 
So we have a bond market, the Federal Reserve and select sub-sectors telling us that the US economy is slowing, yet 
equities are still holding up well. There are two elements to this though: 

1. Whilst US equities have done well, equities globally have struggled for 18 months or so 

2. The market has fled to ‘safe’ stocks – those companies that the market believes would be immune from any kind 

of recession via embedded growth or earnings stability (and they’ve done so at almost any price) 

 
Whilst Innova hate to separate stocks into simple classifications like Value and Growth, as we believe there are more 
factors that explain stocks and stock price movement than this, Platinum Asset Management gave us the idea of producing 
this chart to help represent this flood of money to ‘safe’ stocks – or “bond-like” equities: 
 

 
 

We haven’t seen this flooding to ‘growth’ stocks since the tech bubble in 1999. Is it sustainable? It never has been before 
in history. But trade talk uncertainty could continue to cause these price movements. We know that price matters in the 
long term, so we will stick to our disciplines, but that can be painful in the short term 
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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 slightly 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. 
 
 
 

Asset Class Forecast Change on QTR 

Australian Shares Neutral to mildly expensive Downgrade 

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 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 No Change 

Gold Neutral No Change 

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

 

Valuation 

 

Australian Equities have posted a relief rally since the 
Royal Commission findings were released, and the 
banks weren’t punished nearly as harshly as many 
thought they would be. However Australia still faces 
its own headwinds and will continue to rely on a 
strong export market to be able to survive – if growth 
slows meaningfully and for an extended period in Asia 
we are likely to be hurt. Two rate cuts from the RBA 
show the weakness in the economy, so we’ll see if 
that’s enough to prop up the market 
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Depending on the metric used the US sits in either the 
expensive camp, or extremely expensive camp. 
However, this is very concentrated in a few names 
and sectors, such as tech and healthcare – those areas 
that are viewed to be immune from recession and 
display exceptional cash flow generation. However, 
irrespective of cash-flow, a slowdown will still hurt 
their sales and if you’ve overpaid, you’ve taken a big 
risk 

 

The Japanese equity market is an interesting one. We 
all know about the amount of Japanese Government 
debt, as well as the years of deflation and their 
bursting bubble from 1989. However, their businesses 
are doing very well at the moment (in terms of 
profits), but the equity market hasn’t kept up with 
profit growth. There are headwinds here to be sure, 
but profit growth and price paid are what drive 
returns, and both are starting to look more favourable 
for the region 
 

 

Gold is notoriously hard to value, and gold’s recent 
rally has brought it back into investors’ attention. If 
we look at gold price compared to world market cap 
(so the gold price divided by the price of world 
equities) the recent rally is just a blip. Gold might be 
something worth considering or spending more time 
researching these days as an alternative form of 
currency 
 

 

Last quarter we talked about how the European Yield 
curve hadn’t inverted. Unfortunately whilst it may not 
have inverted, it has flattened. This isn’t a great chart. 
However if yield curve inversion was a reliable 
indicator in Europe of future recessions, it is not yet 
providing that signal, and we still have regions such as 
Germany (and in fact broader Europe) running foreign 
account and budget surpluses   
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Australian Yield Curve inversion has not been a good 
indicator of future recession historically – we haven’t 
had a recession in 28 years! However a flat-to-
inverted yield curve is a good indication of economic 
slowdown, and our yield curve is very flat at the 
moment 

 

The recent meteoric rise in Australian Government 
Bonds has meant that they are no longer paying a 
premium over cash. So in other words you get a 0% 
premium for taking on inflation risk. This would only 
make sense if you thought deflation of a large 
magnitude was on the horizon – which is not a 
scenario we believe has a high probability of occurring 

Source: Bloomberg and Innova 
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Portfolio Positioning: 

 
• With the US equity market at prices only seen before during the tech-bubble and prior to the great depression, 

we have a reduced weight here and are unhedged Global equities to act as a protective hedge if US equities fall 

(in a US equity sell-off the AUD is likely to be sold off too, giving Australian investors a positive return) 

• We have a discrete position in regions that while not cheap, are at least neutrally priced and not expensive – this 

includes Europe and the Emerging Markets 

• Emerging markets, whist highly susceptible to fallout of poor trade negotiations, are at least priced somewhat for 

that outcome but are backed by favourable demographics, valuations and profitability. When combined with 

reform in the major Emerging market economies such as China and India, it makes sense to have some 

allocations here.  

• Global bonds are a mixed bag, where we have an allocation we are focused on strategies that offer a real yield 

(thereby steering clear of negative yielding bonds) 

• In domestic bonds we favour loans over corporate bonds because of their favourable pricing, yield and security. 

We do not believe you are being well rewarded for taking inflation risk in long-term fixed-rate bonds and so we 

have little here 

 
Asset Class Tilts: 

 
Asset Classes we are tilting towards 

• We have tilted to equity markets that have more attractive valuations – European equities, Emerging markets 

and Asia- but which are backed by robust and sustainable growth. It could be argued that Europe’s growth is 

slowing and less robust, but at these prices we think we are being compensated for the risk 

• We have concentrated our fixed income exposure to domestic instruments, particularly high-grade credit and 

loans over bonds 

• We are more diversified than we would like to be, but that is because the forecast returns on assets is low due to 

neutral-to-high prices. When opportunities present themselves to concentrate allocations to assets that have 

high prospective returns, we will likely reduce diversification and concentrate on those opportunities 

 

Asset Classes we are tilting away from 
• The two most obvious areas here are: 

1. US equities – they’ve only been this expensive twice before in the last 130 years and neither time 

ended well 

2. Global Sovereign Bonds that are not paying a real yield (such as Europe and Japan) 

 
Asset Classes we are have a neutral position in 

• We are fairly neutral to Real Assets due to pricing, and have diversified the exposures to ensure we aren’t overly 

reliant on one area for returns (and therefore restricting the risk any particular asset class can pose) 

• We remain neutral on Australian equities. Our underlying economy is slowing (as evidenced by recent RBA rate 

cuts), and so earnings of the businesses within the equities spectrum are likely to be subdued for the next decade 

or so (excluding an exogenous shock). But since they aren’t overly expensive, and have only recently moved from 

neutral to neutral/mildly expensive based on recent price changes, we are comfortable with our positioning in 

this space 
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In a market outlook, clients want an opinion on markets and where they are likely to head. This is pretty hard at the 
moment. For all the reasons outlined above, US equities should be doing poorly, as we’ve seen the rest of the world do – 
so there is an argument that the US has decoupled from the rest of the world. We don’t buy this argument. We live in a 
globalized economy, everyone is reliant on everyone else. Further, the equity market usually acts as a leading indicator of 
the economy and it doesn’t appear to be doing so at the moment. To top that off, we have Bond and equity markets giving 
different signals, and the Federal Reserve itself telling us things are slowing down, but the market seems to want to shrug 
that off and keep buying very expensive ‘growth’ stocks. 
 
I’d like to take a quote from the great investor Howard Marks  
 

In recent years, the US has simultaneously experienced economic growth, low inflation, expanding deficits and 
debt, low interest rates and rising financial markets. It’s important to recognize that these things are essentially 
incompatible. They generally haven’t co-existed historically. And it’s not prudent to assume they will do so in 
the future 

 
We couldn’t have said it better.. Howard Marks has frequently been asked if the US can permanently avoid a recession – to 
which he interprets the question to mean can they put one off for a long time. He addresses the question of the ‘avoidable 
recession’ and points to Australia as an example of an economy that has gone for 28 years without recession (but we’ve 
still had market collapses and slowdowns, so a technical recession seems almost academic given we got the same results as 
a recession even if we didn’t have one…). Howard’s question to whether the US can emulate Australia is “probably not” 
because: 
 

…there are significant differences between the two countries that probably render Australia’s example 
inapplicable to the US: 

• A much bigger part of Australia’s GDP is based on exporting natural resources such as iron ore (the AUD 

price of which is up 100% in the last 12 months – editors note) and coal, of which it has so much. Thus in 

recent decades it has drafted off the unusually strong growth of its much larger neighbour to the north, 

China 

• In addition, “…having a conservative, domestically focussed, highly concentrated banking system meant that 

Australia was not stuck importing other countries’ financial contagions when crises hit” (New York Times, 

April 7, 2019) 

• In fact, I see in Australia a conservatism and discipline capable of extending good times without creating 

excesses. My favourite example is the Australia Future Fund, which the Government formed in 2006 to deal 

with the country’s pension liabilities, with funding that came from fiscal surpluses (!) and the privatization of 

Telstra, the formerly state-owned telecommunications company. The fund’s assets, now standing at A$154 

Billion, were essentially out into a lockbox until 2020, which now appears likely to extend until at least 2026. 

What’s the likelihood that U.S. politicians would (a) fund government pension obligations up front, rather 

than use them to pay for constituent-pleasing spending or tax cuts? 

So Howard Marks has some positive things to say about Australia. However, there are some issues with our economy we 
think he may have overlooked. The Australian household consumer is extremely indebted. Australia has a Superannuation 
system that forces 9.5% of our wages into Super – meaning we are forced to save 9.5% of what we earn. This is a good 
thing. What’s scary though is that Australia’s savings rate is only 2% - meaning we are borrowing more than we earn (after 
Super is taken out). What does this lead to?: 
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Source: ©IMF, 2019 
 
Quite frankly our household sector is the most indebted in the developed world. Whilst interest rates remain at historical 
lows, the serviceability of this debt is manageable, but does anyone believe interest rates will stay at 1% forever? We 
certainly hope not, because if they do then we have much bigger problems to worry about than just our debt levels. 
 
So if we return back to the US – they run a budget deficit to GDP of -3.8%, Federal debt to GDP of 106%, a current account 
deficit to GDP of -2.4% and their balance of trade is negative. All of these things should indicate a weaker – or at least more 
fragile – economy. Also, with a Central Bank (The Federal Reserve) coming out saying that things are slowing (and 
therefore interest rate cuts are more likely than hikes) you’d think investors would be selling the US Dollar, potentially 
their bonds and definitely their equities – but this isn’t happening. 
 
So this is why it’s very hard to have strong opinions on things at present – nothing and no-one is acting according to logic. 
The only feasible argument we’ve heard about the above is the following from Brett Johnson. He states that when things 
get scary and difficult (which they are everywhere in the world) investors typically flock to the safe haven of Government 
Bonds. But how do you do that in Japan and Europe when the Bonds have negative yields? The short answer is that you 
can’t, so you buy US assets and leave them unhedged so you don’t lose the income from the hedging roll carry (if you buy a 
high interest rate foreign currency but want to hedge the risk, you pay a cost called the ‘carry cost’). We see some validity 
in this argument, but is this correct? And what happens if foreign investors start losing money on the currency because the 
US Dollar falls for all the reasons outlined above? That is unlikely to end well 
 
So to assume that the current environment is sustainable is to assume ‘this time is different’ – these are the 4 most 
dangerous words in finance and investing. Our opinion is to find economically sensible practices, research them to see if 
they have evidence to prove, that they actually work and there’s academic rigor behind them. Going off opinion not 
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backed by evidence is dangerous, and everyone has an opinion. We just try to back ours up with evidence, but when there 
is little evidence we have to reduce our conviction and diversify portfolios more because of the uncertainty. And that’s 
exactly what we’re doing. 
 
Shane Wang 
Dinyar Irani 
Dan Miles 
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