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Pleasingly, FY19 was another positive year for portfolios however, what is perhaps surprising is that this result 
occurred in a year of significant equity market volatility. Keep in mind that the peak to trough pull back in the MSCI 
global equities index over the first half of FY19 was -18.06%, while for the US market, the pullback was -19.79%. This 
was a whisker away from the -20% level than most consider an official market correction.

Clearly for portfolios to achieve their full year results, they required a strong reversal in trends over the second half of 
FY19. Equity markets certainly delivered on this front, but other asset classes also contributed. As we move forward 
into the new financial year we see a number of challenges that investors will need to navigate.

One of the key challenges is current valuations. Future returns are a function of starting point valuations and at 
present, it is difficult to point to any asset class that looks to offer particularly great value, in an absolute sense at 
least. As a result, relative returns between asset classes and the risks associated with achieving those returns become 
increasingly important.

Cash as a Benchmark

The ultimate reference point for any investment portfolio must be cash. In Australia, the Reserve Bank (RBA) has 
recently lowered the official cash rate to 1%, with some expectations in the market that they may have further to go. 
Obviously, 1% pa on cash is unlikely to meet the return objectives of many investors. Even if higher rates could be 
achieved via term deposits, most would find them equally uninspiring. This is only amplified when the investment 
horizon is increased from the short, to medium, to long term, where any robust analysis should include the impact of 
inflation.

At the time of writing, the last inflation print in Australia was 1.3% (Mar19) while over the last 3 years, it has 
averaged around 1.7%. That means in real terms (after inflation), cash is currently generating little to negative 
returns. The fallout from this is that investors who need to meet their future lifestyle needs from cash investments 
face the prospect of their capital base being eroded.

As the outlook for interest rates weakens globally, the above situation is not unique to Australia. It is perhaps 
understandable then that despite a number of global macro uncertainties, capital flows have been pushing up the 
value of other asset classes as investors reach for the potential of better than cash returns.

Cash does have its place in portfolios as it can help to meet short term liquidity needs and reduce overall portfolio 
volatility. Higher than normal levels of cash at times can also provide investors with optionality to take advantage of 
sell offs in asset markets however, in reality, this can be a lot easier said than done.

This point is highlighted in the below heatmap, which shows from top to bottom, the best performing asset classes 
each year over a 20 -year period. Interestingly, cash (shaded in red) is rarely in the top half of the table. It failed to 
reach the top spot at all, and only twice out of the 20-year period was it in the top three. This is despite periods of 
significant equity market drawdowns such as in 2002, 2003, 2008 and 2009. The analysis also highlights that in 
these periods there were other asset classes that were able to deliver strong absolute and relative returns.
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It is also important to note from the above performance ranking, that there isn’t a consistent pattern of performance 
between the asset classes. The main consistency really is that growth assets dominate the top of the table by number, 
whilst also providing the largest drawdowns; both as you would expect. This is why we feel over the long term, a multi 
asset class approach, adjusted to specific client risk profiles, makes sense. This heatmap also suggests that trying to 
time significant moves between asset classes is not an easy thing to do and in particular, trying to time large moves in 
and out of cash comes at the expense of potentially significant opportunity cost. 

Given the above, in managing client portfolios, we are cognisant of the level of cash held. However, we also aim to be 
disciplined around valuation and will trim exposures if valuations become stretched.  We will also potentially hold 
modestly higher than normal levels of cash if this coincides with increased levels of uncertainty or risk, such as at 
present. Our focus is then to find appropriate opportunities to redeploy this cash in a timely fashion.

Let’s now discuss how we are approaching some of the broad asset classes in the current environment.

Fixed Interest and Yield Focused Securities

Fixed interest is a very general term that covers a number of sub asset classes, with the two most common being 
government bonds and investment grade corporate bonds. However, this asset class can also extend to a range of other 
instruments including sub-investment grade corporate bonds (aka high yield or junk bonds), corporate loans, asset 
backed securities, mortgage backed securities and hybrid securities.

Government bond yields are priced with reference to the relevant country’s cash rate, so it should be no surprise that 
government bond yields are also low at the moment. As an example, at the time of writing, the Australian and US 10-
year treasury bond yields were 1.35% and 2.06%, respectively. 
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For government bonds though, the yield only tells part of the total return story. Investors also need to consider the 
potential capital returns that can be generated as a result of changes in interest rate expectations. For example, 
as interest rate expectations fall (rise), the capital value of existing fixed rate bonds will be repriced upwards 
(downwards) by the market to reflect this change. This relationship was clearly demonstrated in FY19 returns, where 
the yield on the Australian and US 10-year bonds at the beginning of the year was 2.56% and 2.8% respectively, but 
the total returns (yield + capital return) for the relevant benchmarks over the full year was 9.6% and 7.2%.

Given we have started FY20 with bond yields even lower than at the same time last year, it is reasonable to question 
the prospects for government bond returns moving forward. Despite the low yields, we believe that high quality 
government bonds continue to provide important diversifying properties for portfolios. Global growth has slowed and 
as a result, central banks have begun cutting, or at least indicating their intention to cut interest rates in what is being 
described as an “insurance cut”. In other words, they are attempting to stabilise the slowdown in growth via increased 
monetary stimulus. If they are successful, this would likely have positive implications for asset classes exposed to the 
economic environment, such as equities, but may be at the expense of weaker bond prices.

If however, the slowing growth outlook gathers momentum, central banks will need to become more aggressive in 
their interest rate cuts. This would likely see bonds rally further and help to cushion the negative returns that could be 
expected from equities in such an environment. 

Given bond yields are tracking around historical lows, it would not surprise us to see periods where yields track higher 
and bond prices retreat from their current highs. As a result, we are happy to hold our current exposure to this sector 
but are not actively adding to it at present. We do feel though that bond yields are likely capped to some degree, so we 
may use any such periods as an opportunity to add to holdings.

Corporate bonds, and the many other types of securities that can fall under fixed interest, can also offer investors 
an attractive yield premium to cash. The total returns that investors experience is a factor of two components; 
interest rates and a risk margin. All else equal the size of the risk margin is dependent on the risk associated with the 
underlying instruments. However, simple supply and demand can cause these margins to contract and expand. Due to 
the weak return outlook for cash, rising demand for these assets has seen the margins contract recently.

The further up the risk curve you get on these types of instruments, the more the total return is dominated by 
movements in the risk margin, rather than movements in interest rates. If slowing economic growth translates into 
weakening corporate profitability, these margins will likely widen, with the greatest impact felt by the lower quality 
and less liquid assets. As a result, until the question can be answered as to the extent of the current slowdown, our 
preference is to resist the temptation of higher yields on offer with these investments and focus on higher quality fixed 
income exposures and/or issuers. There are a number of new products coming to market where the underlying assets 
are illiquid and have higher risk structures so we are therefore approaching these with a general sense of caution.
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Equities

Equity markets have also clearly been buoyed by the prospect of lower bond yields, despite the weakening growth 
outlook. The market seems to be putting its faith in the prospect that this is merely a slowdown, rather than anything 
more significant.

To be fair, it is not all bad news on the economic front. It’s true that global manufacturing PMI’s have moved into 
contraction, a clear victim of the current trade dispute but the less trade exposed services PMI remains in expansion, 
although with weakening momentum. 

Furthermore, in a number of key economies, unemployment remains low and wages are growing, even if the pace of 
that growth is relatively subdued.

Inflation also remains persistently low, providing central banks the capacity to increase stimulus if required via lower 
cash rates. 

However, current market valuations do not leave a lot of room for error if the softer growth outlook starts spilling 
over into weaker corporate earnings. We are therefore approaching our equity allocations with a generally defensive 
mindset. 

We do see some areas of opportunity though. For example, given the low cash rates and an increasing prospect that 
the upside to these is capped, one factor that we can see being more highly valued by the market is equity yield. 
We have already seen this chase for yield in other asset classes and to some degree in equities, but we feel there is 
potentially more to come. 
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In Australia, there are also some green shoots starting to emerge in the residential property market following some key 
developments:

1. Coalition election win – removing Labor’s proposed changes to negative gearing;

2. RBA cash rate cut – leading to lower mortgage rates;

3. APRA easing mortgage serviceability hurdle for banks – increasing household borrowing capacity.

Property prices look to be responding with some signs of price stabilisation appearing, particularly in Sydney and 
Melbourne and auction clearance rates recovering. Auction volumes remain low but a lift in clearance rates would 
appear to be a reasonable, if not necessary, precursor to higher volumes of stock being brought to market. 

Australian banks could be potential beneficiaries of both of the above points. No doubt the banks will have plenty 
of headwinds to contend with over the next few years but other than perhaps CBA, valuations do not appear overly 
stretched. As a result, we have been starting to selectively add to our banking exposure again after a number of years of 
being heavily underweight.

Alternatives

One area of disappointment for portfolios over FY19 has been the performance of some of the long/short and market 
neutral equity managers. The December quarter was the key culprit due a combination of broad macro and stock 
specific issues. We have seen some improvement in performance over the last couple of quarters, but we continue to 
keep in close contact with these managers as part of our review process.

Fortunately, much of this underperformance has been negated by our position in USD gold bullion via the Betashares 
Gold Exchange Traded Fund (ETF) - QAU. With increasing macro uncertainties and some questioning the capacity of 
monetary and fiscal policies, to be able to deal with any left tail risk events, gold has been gaining favour as a store of 
wealth. Portfolios have also benefited from exposure to global gold equities via the VanEck Vectors Gold Miners ETF – 
GDX, although this forms part of the International Equities exposure.

We have long felt that there was potential for USD gold to trade near $1500 oz. It has recently broken through some 
key resistance around $1365 and is currently consolidating around $1420. This is encouraging for our $1500 target, 
but is obviously not a foregone conclusion so we are paying close attention to the general sentiment and momentum 
around gold at present.

Source: CoreLogic
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USD Gold Price – 10 Year Chart 

Source; Iress

VanEck Vectors Gold Miners ETF (GDX) – 2 Year Chart 

Source; Iress
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Disclaimer

Entrust Private Wealth Management  Pty Ltd ABN 80100 088 168 AFSL No. 22 2152 (“Entrust”) provides no 
warranty of accuracy or reliability in relation to any inf ormation contained in this document and to the extent 
permitted by law, no responsibility for loss or damage whatsoever arising in any way for any repre sentation, act 
or omission, whether express or implied (including responsibility to any person by reason of negligence) is accepted 
by Entrust or any officer, agent or employee of Entrust.   

Entrust Private Wealth Management Pty Ltd, does not accept any liability for loss or damage suffered or incurred 
by any person however caused (including negligence), without limitation, the information contained within, any 
errors or omissions however caused or any person placing any reliance on this data, its accuracy, completeness or 
reliability. This information is of a general nature only and has been prepared without taking into account personal 
investment objectives, financial situations or particular needs. Those acting upon information contained in this 
material without first consulting with professional advisers do so entirely at their own risk. The Directors and/or 
employees of Entrust Private Wealth Management Pty Ltd, holder of Australian Financial Services License 222152 
(and its parent company or any subsidiaries) may receive financial benefits as a result of a transaction arising from 
any advice. This document is subject to copyright. No part of it should be reproduced without the consent of the 
copyright owner. The model portfolio is a theoretical internal model used by advisers as a reference point for their 
investment decisions. 

Actions on your portfolio may be materially different from those undertaken on the model portfolio. Please speak 
with your adviser to confirm your current holdings and recent transactions. 
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