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Market Performance to 31 December 2019: 

 
Source: Bloomberg 

 

With the March quarterly outlook, we begin with a new year as well as a new decade. It is worth reflecting on 
the past year, and even the past decade, to see how the world currently sits. A view of the quarter would seem 
rather short sighted given the quantum of what has happened. 
 
2019 was a peculiar year indeed. As we have painstakingly pointed out in the past, country and global 
economics are not the same as investment markets, and 2019 is a textbook example of this. Over the year 
tensions between the US and China ebbed and flowed, but prior to the end of the year looked far more 
negative than positive, with both sides making threats, imposing new tariffs and the major wildcard Donald 
Trump throwing fuel on the fire via his Twitter feed. Thankfully, a ‘Phase One’ deal was agreed at the 11th 
hour, but throughout the year this looked less and less certain. With a Phase One deal completed, the world is 
hardly out of the woods, as the second phase is likely to be more complicated and imposes a significant risk, 
but at least the first hurdle was cleared 
 

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 0.68% 2.61% 23.40% 10.26% 8.97% 10.02% 7.86%

S&P/ASX Midcap 50 Index 2.27% 4.64% 21.79% 11.25% 12.54% 13.24% 8.90%

S&P/ASX Small Ordinaries Index 0.76% 3.43% 21.36% 9.98% 10.65% 6.78% 4.13%

MSCI Australia Value Index -2.60% -1.31% 18.91% 6.41% 6.77% 10.39% 10.04%

MSCI Australia Growth Index 3.16% 7.53% 32.23% 17.78% 14.21% 13.06% 8.78%

MSCI Australia Quality 7.80% 3.61% 26.41% 11.82% 5.16%

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 9.05% 8.44% 27.30% 13.03% 9.02% 10.35% 9.40%

MSCI World Quality net Total Return USD Index 11.40% 12.23% 36.08% 17.42% 11.92% 13.46% 12.14%

MSCI World Value Index (USD) 7.50% 7.65% 22.79% 9.18% 7.21% 9.52% 8.68%

MSCI World Growth Index 9.82% 9.74% 34.17% 17.25% 11.51% 12.90% 11.51%

MSCI World Minimum Volatility Index (USD) 3.02% 6.11% 23.17% 12.27% 9.86% 11.28% 10.62%

FTSE All-World EX US Index (USD) 9.11% 6.99% 22.64% 10.56% 6.41% 6.27% 5.74%

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 9.06% 10.07% 31.48% 15.26% 11.69% 14.72% 13.55%

Nikkei 225 Japan Index 8.88% 9.91% 20.69% 9.52% 8.34% 14.57% 10.49%

MSCI Europe Index 5.77% 7.74% 26.82% 7.94% 7.24% 9.07% 8.38%

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 11.74% 6.18% 18.63% 11.92% 5.98% 3.60% 4.02%

MSCI AC Asia Pacific Excluding Japan Index 10.46% 5.66% 19.61% 12.53% 6.90% 6.00% 6.47%

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 -0.96% 7.83% 25.29% 7.10% 8.19% 10.02% 11.96%

S&P/ASX 200 A-Reit index -0.98% -1.18% 19.47% 9.19% 11.01% 12.56% 11.57%

S&P Global Infrastructure Index 5.12% 6.24% 26.93% 11.23% 6.54% 8.66% 7.76%

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 -1.32% 0.78% 7.26% 5.14% 4.18% 4.65% 5.74%

Australian Corporate Bond Composite -0.37% 1.45% 7.06% 5.35% 4.57% 5.02% 6.11%

Australian Inflation Linked Bond Composite -1.11% 1.57% 8.48% 5.23% 3.68% 4.26% 6.39%

Bloomberg Australian Bond Treasury 0+ year Index -1.87% 0.52% 7.84% 5.46% 4.23% 4.50% 5.53%

Bloomberg Ausbond Credit FRN 0+ Year Index 0.45% 0.97% 2.90% 2.88% 2.89% 3.22% 4.09%

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) -0.79% 1.81% 6.86% 3.31% 2.36% 1.99% 3.13%

Barclays Global Aggregate Composite AUD Hedged -0.76% 1.52% 7.19% 4.15% 4.20% 4.78% 6.27%

Barclays UK Government All Bonds Total return index (USD) -4.17% 1.55% 7.14% 3.16% 4.08% 4.28% 5.63%

German Bonds (Euro) -3.16% -1.33% 3.01% 1.29% 1.67% 2.29% 3.64%

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 1.18% 4.31% 14.54% 5.92% 4.60% 4.10% 5.54%

Global Investment Grade Credit 1.79% 3.16% 11.51% 5.47% 3.36% 2.89% 4.13%

Barclays US Corporate High Yield AUD Hedged 2.26% 3.10% 12.96% 6.02% 6.55% 6.78% 9.38%

European High Yield or BB rated bonds 1.77% 3.00% 11.33% 4.60% 4.76% 5.66% 7.54%

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) 1.73% 2.50% 14.71% 6.35% 6.54% 5.32% 8.58%

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 3.04% 9.61% 18.31% 9.76% 5.08% -1.41% 3.30%

Gold spot in AUD -0.88% 8.79% 18.87% 10.48% 8.31% 4.29% 5.87%

Crude Oil Prices: Brent 8.59% 1.44% 22.68% 5.12% 2.86% -7.17% -1.65%

CRB Commodity index (AUD) 2.61% 1.60% 9.71% -0.28% -1.25% -1.02% -1.75%

LME Index (AUD) -1.54% 0.77% 1.78% 3.18% 2.55% 2.84% 0.66%

Iron Ore (AUD) -11.18% -26.82% 22.07% 4.21% 7.60% -1.46% #VALUE!

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) -3.01% -0.47% 0.22% -2.12% 1.32% 2.74% 2.16%

AUDUSD Spot Exchange Rate 3.84% 0.21% -0.64% -0.79% -3.08% -5.45% -2.47%

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) 1.17% 1.40% 7.97% 3.16% 2.36% 3.20% 2.94%

HFRX Trend Following in AUD -0.20% 1.62% 4.84% 1.31% -0.21% 0.32% -0.55%
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In addition, we saw the global manufacturing sector enter an outright recession – which hurts some regions 
more than others, depending on the magnitude of the manufacturing industry as a proportion of their 
economy. Germany in particular was severely hurt, with their GDP plummeting to almost recessionary levels 
(arguably they were likely in a recession) and this did not bode well for the European economy as a whole. 
 
In response, the ECB lowered rates even further, down to -0.5% from -0.4% and re-introduced their bond 
purchasing program (Quantitative Easing, or QE) which they had previously ceased. The Federal Reserve was 
also forced to cease their own program of balance sheet reduction (Quantitative Tightening, or QT) due to an 
unforeseen spike in over-night repo rates (inter-bank borrowing rates) and a slowing economy. They cut 
interest rates 3 times and embarked on what they termed ‘not QE’. What is ‘not QE’? They are purchasing 
bonds, but only shorter dated bonds, not longer dated, so were at pains to say it wasn’t QE – even though it 
has the effect of expanding their balance sheet the same way QE does. The expansion of their balance sheet 
was so aggressive as to undo 15 months of tightening in only 4 months: 
 

 
Source: St Louis Fed 

 
Domestically, poor economic indicators led the RBA to cut rates 3 times from their holding pattern of 1.5% 
down to .75%. The June Quarter saw the worst GDP print since the GFC of 1.6%, straddled by lacklustre March 
numbers of 1.7% and September numbers of 1.7%. Economic growth in the promised land does not look 
strong. In addition, in February we received the final report from the Royal Commission into misconduct in the 
banking, superannuation and financial services industry, as well as a surprise victory in the May election to the 
Coalition Government. Business confidence, while positive, remained low over the year and commercial 
lending all but dried up: 
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In the UK, Brexit fatigue seems to have set in, and with Theresa May’s inability to negotiate a deal with the EU 
she was replaced with the somewhat comical Boris Johnson. Johnson was able to negotiate a deal but this was 
voted down in parliament, leading to a December election (which he won). 
 
Finally, we have seen the issues in Hong Kong due to proposed new rules regarding the extradition of citizens 
to China instead of facing trial in Hong Kong. This has been met with furious protests and called into question 
how this may affect the China-US relationship. 
 
Given all this economic and geopolitical turmoil, one would think investment markets would have had a 
horrible time – yet nothing could be further from the truth. 20%+ gains were recorded in equity markets 
across the board, and bond returns were no less spectacular in the high single digit range. Combine this with 
flat corporate earnings growth and it makes the feat seem completely impossible. If this is not an indication 
that economies and markets are not correlated, we’re not sure what other evidence is required 
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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. Apart from Emerging markets, most assets had a good quarter. We are 
generally sellers on strength, but the quarterly and annual changes were not significant enough to make a 
meaningful change from a long-term perspective (and we are long term investors). 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 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 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 No Change 

AUD Mildly Expensive Downgrade 

USD Neutral No Change 
Gold Neutral to Mildly Attractive No Change 

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

 

Valuation 

 

Slowing growth in Asia is having an effect on company 
earnings, though you wouldn’t know it from recent 
market performance. The ASX200 is up over 20% for 
the year. Economic growth is slowing, and recent 
unemployment numbers are not overly inspiring. This 
has led the RBA to cut rates three times with another 
cut partially factored into market expectations. Going 
forward, earnings growth will need to come through 
to fuel any sustainable rally 

mailto:operations@innovaam.com.au


   

Innova Asset Management  |  401, 93-95 Pacific Highway, North Sydney NSW 2060 

Phone: (02) 8203 9130 | Email: operations@innovaam.com.au | Website: www.innovaam.com.au 

 

7 

2020 |

 

Corporate earnings growth in the US have been poor, 
but the equity market is benefiting from the Fed’s 
reversal on interest rate and quantitative tightening 
policy. Growth in the market has come predominantly 
from multiple expansion, which has been largely 
driven by corporate buy-backs. With lending rates 
low, this is likely to continue, but can’t continue 
forever. Hopefully things remain stable in the short 
term though 

 

The Japanese equity market is an interesting one. We 
all know about the huge amount of Japanese 
Government debt, as well as the years of deflation 
and their bursting bubble from 1989. However, their 
businesses continue to grow earnings, yet the equity 
market is only just now playing catch up.  

 

Gold is notoriously hard to value, and gold’s recent 
rally has brought it back on investors’ radars. 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. Given the uncertainty in 
the world, it might be time again for Gold to act as a 
preferred alternative form of currency 

 

The inversion of the US yield curve has been a 
harbinger of every recession since the last world war 
– however it is a lousy indicator when it comes to 
timing. With the Fed’s move to lower interest rates 
and inflation data starting to turn positive, the short 
end of the curve has fallen while the long end has not 
fallen as much – meaning the yield curve is no longer 
inverted. Let’s hope this means a recession is some 
ways away 
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As with the US curve, the European yield curve has 
also bounced back into positive territory. Europe 
faces other headwinds, with the threat of the trade 
war potentially being turned from a focus on China to 
Europe, but at least for now positive signs are 
emerging with the manufacturing index turning up 
and non-manufacturing PMI indices remaining in 
expansion 

 

The recent meteoric rise in Australian Government 
Bonds meant that they were no longer paying a 
premium over cash. However, 3 rate cuts from the 
RBA has provided a small amount of breathing room 
so that the yield is at least above the cash rate. 
However, it is still below average and not offering 
much in terms of a premium for taking on inflation 
risk 

Source: Bloomberg and Innova 
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Portfolio Positioning: 

 
• With the US equity market at valuations 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, Japan and the Emerging Markets. Our European exposure is with an 
active manager who has a demonstrated ability to manage turbulent markets, and whilst Europe is 
attractive, it is still facing the turmoil of Brexit and a slowing Germany, however corporate 
profitability remains strong. A trade war would obviously have a negative effect on this, but owning 
the assets at these valuations gives us some buffer in that sort of environment  

• Japan is attractive to us given consistent Corporate profit growth in the face of a slowing economy, 
whilst corporates in regions such as the US are starting to look quite shaky. Our allocation remains 
small though, due to the heightened risk attached to the market given it resides in Asia, and we also 
have Asia-ex Japan exposure (so we don’t want to double up) 

• Emerging markets, whist highly susceptible to the fallout of poor trade negotiations, are at least 
priced somewhat for that outcome and 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. The One-Belt-One-Road initiative will be 
highly stimulatory in the long term 

• In domestic debt securities, 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. The coupon on fixed rate bonds issued by the Treasury is 
below the RBA’s lower CPI range target of 2% - why lock in a fixed coupon below 2%? That doesn’t 
make sense to us 

 
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 (including Japan). Unfortunately, our preference for robust and sustainable growth 
is going to be hard to come by for the next few years, with a global economic slowdown being 
demonstrated in the economic data. Whilst Europe’s growth is slowing and less robust, Corporate 
profitability is strong and at these prices we think we are being compensated for the risk. In those 
portfolios where we can use active management, we have used a manager who has a demonstrable 
ability to manage through turbulent markets should things deteriorate 

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

• We have a tactical allocation to cash to take advantage of price anomalies when they present 
themselves, though we would prefer not to hold such large cash allocations since cash isn’t offering a 
real yield. We are looking to alternative forms of cash to enhance return where possible without 
taking undue risk to do so 

• We are more diversified than we would like to be, but that is because the forecast returns on assets 
are low due to neutral-to-high prices as well as mediocre future growth forecasts. Further, 
uncertainty is high, making the case for diversification even stronger. When opportunities present 
themselves to concentrate allocations to assets that have high prospective returns, we will likely 
reduce diversification and concentrate on those opportunities (and reduce our cash holdings) 

• We have initiated a position in Gold as a hedge against central bank and geopolitical concerns, as it 
tends to perform well in periods of uncertainty. We also feel Gold is priced at a level that doesn’t 
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account for any catastrophic outcomes, so the best outcome would be for it to do essentially nothing, 
as in that scenario more traditional assets will be performing well 

 

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 (1929 before the Great Depression and the Tech-Bubble prior to the 
subsequent crash) 

2. Global Sovereign Bonds that are not paying a real yield (such as Europe and Japan) 
 
Asset Classes we are having 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 sub 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). We have concentrated on 

allocating to Quality and Value equities which are less expensive than the broader index and have 

better return prospects in our opinion over the next decade, hence we are comfortable with the 

positioning 
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If ten years ago you’d have said interest rates would be taken negative, there would be 
between $11T and $17T of negative yielding debt on issuance due to Central Bank 
intervention (who would buy a negative yielding bond?); no inflation in sight but a huge and 
growing dispersion between the ‘haves’ and ‘have-nots’; an ECB that tried to raise rates just 
as the economy was recovering and the longest but slowest economic expansion in US 
history combined with the impeachment of the President for only the 3rd time in 250 years – 
you’d have been laughed out of the room. Particularly if you prefaced that with the premise 
that asset returns would be exceptional 
 
For equity growth, you are reliant on underlying companies earning profits on their 
investment and existing assets, as well as the valuation placed on them. For bonds, you 
require a yield as well as no degradation in the ability of the counterparty to pay you back 
your principal. 10 years ago you had valuation working in your favour for equities, with 
earnings growth uncertain but likely to be better than the slowdown/recessionary period of 
2008. For Bonds, you at least had a reasonable starting yield 
 
Today you don’t have any of these. Equity valuations range from fair to expensive, and the 
earnings outlook is mixed. For bonds, yield has dried up and the quality of the counterparts 
is becoming more questionable 
 
Last quarter we looked at US Corporate earnings and how they had stagnated. 
Unfortunately Australia is no exception: 
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Source: MarketIndex.com.au 

 
Domestically we have a higher than usual reliance on domestic housing as a measure of 
wealth, which drives consumer sentiment and spending. The house price falls from their 
2017 highs can be seen in the retail sales data: 
 

 
Source: Bloomberg 

 
However, 3 interest rate cuts have gone some way to turning that house price fall around, 
as can be seen via the orange line below from CoreLogic’s median city value change index: 
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Source: Bloomberg 

 
Hopefully this will feed into retail sales and corporate profitability, however our GDP growth 
has been fairly sub-par of late. Perhaps a boost in housing values will help keep us (once 
again) from going into outright recession: 
 

 
Source: Bloomberg 

 
From a global perspective Central Banks have taken the actions they have because things 
look poor, not fantastic. You don’t engage in rate cutting and bond purchases because 
economies and financial systems are robust, so there are clear risks out there. 
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At the risk of seeming like doomsday prognosticators, it is worth thinking through potential 
scenarios. Since 2009 we have seen the rise of populism globally, first with ”Occupy Wall 
Street”, then occupy everything (remember that?) and this populist sentiment has morphed 
into protests and riots where lower income earners or individuals with less net worth have 
seen the actions of central banks as a tool to unfairly inflate the asset values of the already 
wealthy, at the expense of the average person in the streets. This has led to unorthodox and 
surprising electoral victories, the epitome of which could be considered Donald Trump 
 
However, even in the US with an unemployment rate at historical lows of 3.5%, the divide 
between the rich and poor is at an extreme. Central Bankers believe that their actions to 
date have saved markets and economies, but there could come a time where the idea of 
purchasing bonds to fund individual spending, leading to the purchase of shares, is no 
longer considered effective. This attempted ‘trickle down’ effect could be viewed as 
ineffective, and policy could become increasingly politicised. Whilst not the case now, and in 
fact it may never occur, there is still the distinct possibility that QE gets reclassified and 
instead of funding bond purchases it is used to provide ‘QE for the people’ – meaning it is 
used to fund social welfare in some form, be it healthcare, education, basic income etc. This 
could lead to a drain in funding in both the bond and equity markets, meaning both could go 
down together 
 
This is not a certain outcome, or even a probable one in the short term, but is a distinct 
possibility. The call for fiscal stimulus instead of monetary stimulus has been made by many 
well-known figures, including Christine Lagarde (the new ECB head). If this were to occur it 
is likely good for Main Street but not so good for Wall Street. It also poses a serious threat 
to a traditional 60% equity/40% bond portfolio since both sides of what is supposed to be a 
counterbalancing portfolio could go down together. Why would the bonds go down? 
Essentially because up until now a central bank has been there to buy them off money 
managers’ hands. If they aren’t there anymore, the natural buyers will dry up and supply 
will exceed demand – meaning prices fall 
 
It is hard to protect in that environment, but even harder to predict – but this is why we 
manage portfolios the way we do. We have more diversification than usual, have allocated 
towards assets that, whilst likely to sell off in a global sell-down, have a buffer of sorts in the 
form of more attractive valuation and/or growth prospects. At Innova we probability weight 
future returns, stress test for events and do our best to invest capital as much as possible 
with those environments in mind, whilst still participating in upside if there is further upside 
to come 
 
If this scenario plays out, it may be triggered by the next economic downturn or it could in 
fact be the trigger of the next market downturn and in turn be a proposed solution to an 
economic downturn that would surely come. US candidates such as Bernie Sanders are 
promoting themselves on a platform of Modern Monetary Theory (MMT), so it certainly 
can’t be ruled out. We have previously written about MMT in our blog pieces, so for those 
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that are interested to learn more about MMT, we can re-send that information if you reach 
out to us. 
  
This isn’t a base-case scenario but needs to be thought about if you invest in a more 
traditional way of owning stocks, commercial property and long-dated bonds 
 
Looking out into 2020, some of the uncertainty of 2019 has dissipated with Boris Johnson 
winning the election and a phase one US China trade deal being struck, but uncertainty 
remains with phase two, the Iran-US tensions and the ever-present threat from North 
Korea. So, whilst the consensus view is that the worst is behind us, we don’t want to be that 
complacent as there are plenty of scenarios that could play out to make 2020 even more 
volatile economically and politically than 2019. What that means for markets though is 
anyone’s guess. No-one would have predicted the 2019 return environment given what 
occurred, but equities and bonds had one of the best years on record. It would be nice if 
that was repeated in 2020 but we wouldn’t want to bet the house on it. 
 

Shane Wang 
Dinyar Irani 
Dan Miles 
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