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Australia Equity Strategy: Portfolio Update 
Reduce risk, while looking forward to spring 

Key points 

 We update the Australian equity portfolio to reflect a lower risk bias. 

 We increase exposure to yield (REITs, infrastructure) and defensive sectors. 

 We are neutral banks and underweight mining, favouring large caps. 
 

 
 

Updating Australia Equity Strategy Portfolio to reflect lower risk bias 

The OECD leading indicator for the US signals a “downturn” phase. This is a key 

equity strategy signal, due to the high correlation with stock returns. A downturn is a 

period where growth expectations fall, creating headwinds for equities. The last two 

US downturn phases (2011 and 2015/16) were “near miss recessions” as US growth 
slowed but remained positive, yet US stocks still fell ~20%. US stocks already fell 

~20% into late December 2018, and have partly recovered. So stocks may have 

already seen their lows for this downturn. But with the OECD indicator still signalling a 

downturn, liquidity headwinds from the Fed, slowing China growth and falling local 

house prices, we think it prudent to reduce risk relative to the prior model portfolio.  

Overweight Yield and Defensives, with Banks over Resources 

The two key overweights in the updated model portfolio are Real Estate (GMG, GPT 

and MGR) and Health (CSL, RHC). We also have a modest overweight in Staples 

(COL, TWE). As we are already into the 6th month of the downturn phase, and the 

average duration with a “near miss” being 7 months (range 4-11 months) we should 

move to the recovery phase by mid-2019. This plus high valuations for such stocks is 

why our defensive overweights are not greater, and why we have a small overweight 

in Discretionary (WES, ALL, TAH). We are neutral banks, but increase the weighting 

and note the sector tends to perform strongly in the upcoming recovery phase.  

Australian stocks returns are highly correlated with the US economic cycle 

 

Source: FactSet, Macquarie Research, January 2019 

Model Portfolio Changes

Increased Weighting

CBA 1.5%

WBC 0.2%

ANZ 1.0%

QBE Add 2.5%

GMG 0.8%

GPT Add 3.5%

MGR Add 3.0%

TAH Add 2.2%

LNK Add 2.2%

COL Add 2.4%

RHC 1.0%

TCL Add 3.2%

AZJ 0.7%

ALX Add 2.5%

ORG 0.7%

Decreased Weighting

JHG Remove (2.2%)

IFL Remove (2.1%)

URW Remove (2.6%)

LLC Remove (2.4%)

WES (0.7%)

ALL (0.4%)

OML Remove (2.0%)

QAN Remove (1.6%)

DOW Remove (2.5%)

BLD Remove (2.5%)

OSH (0.6%)

WOR Remove (1.5%)

BHP (1.6%)

RIO (0.4%)

AWC Remove (1.7%)

MIN Remove (2.6%)

http://www.macquarie.com/research/disclosures
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Fig 1 Macquarie Equity Strategy Model Portfolio – January 2019  

 

Source: FactSet, Macquarie Research, January 2019  

 

Sector Company Name Ticker Price MQG Macquarie Analyst Name Portfolio ASX 200 Active Sector Preferences & Key Portfolio Changes

23/1/19 TP Rating Weight Weight Weight

FINANCIALS 36.6% 39.8% (3.2%) Sector Preferences U/W N O/W

Banks 24.1% 23.7% 0.4%

CBA CBA 72.13 71.50 Neutral Victor German 6.0% 8.2% (2.2%) FINANCIALS

Westpac WBC 25.60 26.75 Neutral Victor German 5.5% 5.7% (0.2%) Banks 0.4%

ANZ Bank ANZ 25.71 28.00 Outperform Victor German 7.0% 4.8% 2.2% Diversified Financials (4.9%)

National Australia Bank NAB 24.51 25.50 Neutral Victor German 5.6% 4.3% 1.3% Insurance (1.3%)

Diversified Financials 0.0% 4.9% (4.9%) Real Estate 2.5%

Insurance 2.5% 3.8% (1.3%) CYCLICAL INDUSTRIALS

QBE Insurance QBE 10.90 12.80 Outperform Andrew Buncombe 2.5% 1.0% 1.5% Consumer Discretionary 0.8%

Real Estate 10.0% 7.5% 2.5% Industrials 0.2%

Goodman GMG 11.74 12.62 Outperform Darren Leung 3.5% 1.2% 2.3% Materials (ex-Mining) 0.3%

GPT Group GPT 5.57 5.95 Outperform Stuart McLean 3.5% 0.6% 2.9% Information Technology 0.0%

Mirvac MGR 2.27 2.71 Outperform Darren Leung 3.0% 0.5% 2.5%

CYCLICAL INDUSTRIALS 19.0% 17.7% 1.3% DEFENSIVE INDUSTRIALS

Consumer Discretionary 8.0% 7.2% 0.8% Consumer Staples 0.7%

Wesfarmers WES 32.51 36.51 Outperform Rob Freeman 3.0% 2.4% 0.6% Health Care 2.2%

Aristocrat ALL 24.21 30.00 Outperform David Fabris 2.8% 1.0% 1.8% Yield 0.4%

Tabcorp TAH 4.68 5.30 Outperform David Fabris 2.2% 0.6% 1.6%

Industrials 4.4% 4.2% 0.2% RESOURCES

Reliance Worldwide RWC 4.33 6.40 Outperform Peter Steyn 2.2% 0.2% 2.0% Energy 0.2%

Cleanaway CWY 1.83 2.40 Outperform Peter Steyn 2.2% 0.2% 2.0% Mining (1.5%)

Materials (ex-mining) 4.4% 4.1% 0.3% .

James Hardie JHX 15.11 23.40 Outperform Peter Steyn 2.1% 0.4% 1.7%

Orora ORA 3.30 3.81 Outperform John Purtell 2.3% 0.3% 2.0% Stocks Increased Stocks Decreased

Information Technology 2.2% 2.2% 0.0% CBA 1.5% JHG Remove (2.2%)

Link Administration LNK 7.13 8.90 Outperform Brendan Carrig 2.2% 0.2% 2.0% WBC 0.2% IFL Remove (2.1%)

DEFENSIVE INDUSTRIALS 26.6% 23.3% 3.3% ANZ 1.0% URW Remove (2.6%)

Consumer Staples 6.5% 5.8% 0.7% QBE Add 2.5% LLC Remove (2.4%)

Coles COL 12.59 13.48 Outperform Rob Freeman 4.2% 0.9% 3.3% GMG 0.8% WES (0.7%)

Treasury Wine Estates TWE 15.65 18.43 Outperform Morana Hunter 2.3% 0.7% 1.6% GPT Add 3.5% ALL (0.4%)

Health Care 11.2% 9.0% 2.2% MGR Add 3.0% OML Remove (2.0%)

CSL CSL 197.50 230.00 Outperform David Bailey 7.8% 5.7% 2.1% TAH Add 2.2% QAN Remove (1.6%)

Ramsay Health Care RHC 57.99 68.50 Outperform David Bailey 3.4% 0.5% 2.9% LNK Add 2.2% DOW Remove (2.5%)

Yield 8.9% 8.5% 0.4% COL Add 2.4% BLD Remove (2.5%)

Transurban TCL 11.95 11.94 Outperform Ian Myles 3.2% 2.0% 1.2% RHC 1.0% OSH (0.6%)

Aurizon AZJ 4.41 4.66 Outperform Ian Myles 3.2% 0.6% 2.6% TCL Add 3.2% WOR Remove (1.5%)

Atlas Arteria ALX 6.39 7.49 Outperform Ian Myles 2.5% 0.3% 2.2% AZJ 0.7% BHP (1.6%)

RESOURCES 17.8% 19.1% (1.3%) ALX Add 2.5% RIO (0.4%)

Energy 5.8% 5.6% 0.2% ORG 0.7% AWC Remove (1.7%)

Origin Energy ORG 7.08 8.53 Outperform Ian Myles 3.2% 0.8% 2.4% MIN Remove (2.6%)

Oil Search OSH 7.50 9.15 Outperform Andrew Hodge 2.6% 0.6% 2.0%

Mining 12.0% 13.5% (1.5%)

BHP Group BHP 32.63 38.00 Outperform Hayden Bairstow 7.0% 6.2% 0.8%

Rio Tinto RIO 79.60 94.00 Outperform Hayden Bairstow 3.4% 1.9% 1.5%

OZ Minerals OZL 9.16 12.00 Outperform Hayden Bairstow 1.6% 0.2% 1.4%
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Key leading indicator signals defensive bias 

We use the OECD leading indicator to anchor our equity strategy process 

We are fans of the OECD leading indicator. We find it a useful anchor for our strategy process as it 

signals which assets, sectors and strategies are likely to outperform at each point in the cycle.  

Since the author first used the OECD leading indicator in 2011, we have found it a useful signal of the 

economic cycle, and changes in investor sentiment. The data comes out with a delay, so turning points 

are often signalled 1-2 months after the market top or bottom has occurred. But it still seems to signal 

turning points in sentiment a few months before the general consensus and media. 

Our work shows the OECD leading indicator is highly correlated with equity returns, and the pattern of 

sector rotation over the economic cycle. This is true not just in Australia, but also the US and many 

other equity markets. We therefore find it useful in equity strategy, so long as the link between the 

OECD leading indicator and equity markets holds. We are less interested in the link with GDP. 

The OECD publishes leading indicators for its 33 member countries and 6 non-members (China, India, 

Brazil, Russia, Indonesia and South Africa). The OECD+6 indicator includes all these countries. 

At 53%, the OECD’s leading indicator for Australia has a lower correlation with Australian stock returns 

(as measured by the All Ords) than the OECD+6 (60% correlation) or US indicator (69% correlation). 

We therefore use the US indicator as the basis for our strategy, even for Australian stocks. 

Why would an indicator of the US economic cycle work better than one for Australia’s economy? We 

think the answer is three-fold: i) The US indicator has a high 70% correlation with US stocks, and US 

equity market sentiment drives global markets; ii) The US is still the world’s largest economy, so 

changes in US growth impact expectations for global/Australia GDP growth; and iii) changes in US 

monetary policy impact not only US financial markets but also the rest of the world.  

It is worth noting the correlation between the OECD’s leading indicators and equity returns has been 

rising modestly since the early 2000s. The correlation with the S&P/ASX 300 and OECD leading 

indicator (US) over 2002-2018 is 74%. We suspect the increase is due to: i) the indicator being used in 

more tactical asset allocation models, and ii) the increased use of passive index funds and ETFs. 

Fig 2 The OECD’s leading indicator for Australia is less useful as an equity strategy tool than 
their indicator for the US. Remember we care about link with stock returns, not GDP growth 

 

Source: FactSet, Macquarie Research, January 2019 

 

The OECD leading 

indicator is our 

favoured signal of the 

economic cycle, which 

is the ultimate driver of 

asset and sector 

returns. 

The OECD leading 

indicator for the US has 

a higher correlation with 

Australian stock returns 

than their AU indicator. 

The effectiveness of the 

US indicator is logical 

given the US drives the 

global economy, 

monetary policy and 

market sentiment. 
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We analyse the pattern of returns by dividing the cycle into four phases  

To compare equity returns in different economic environments, we use the OECD leading indicator1 to 

divide the economic cycle into four phases:  

1. Downturn – negative 6 month annualised rate of change, negative month-on-month 

2. Recovery - negative 6ma, positive MoM 

3. Expansion - positive 6ma, positive MoM 

4. Slowdown - positive 6ma, negative MoM 

We like this empirical, data-driven approach rather than a judgement driven approach to labelling the 

stock market as being early, mid or late cycle. We also think it is better than a focus on GDP growth 

and recessions, the prediction of which probably occupies too much time in our opinion.  

The US is in a downturn phase, which favours a defensive bias 

The OECD leading indicator for the US economy has been in the downturn phase of the cycle since 

August 2018. This follows a slowdown period from March to July 2018. 

As you would expect, equity returns are typically negative in the downturn phase, with the average 

annualized return for the All Ordinaries being negative 7% for 1993-2018. The odds of a positive month 

in the downturn phase are just 45%, compared to 68-72% in other stages. 

While there have been no technical US recessions in the 2010s, there have been two “near miss 
recessions” (Jun-Sep 2011 and Jan-Nov 2015) where stocks fell roughly 20%. We think this supports 

our view that equity investors should focus on OECD cycles, and less on recessions. 

From high to low, the US stock market declined roughly 20% in late 2018, a period corresponding to a 

downturn phase of the cycle. This could be another “near miss recession”, like the last two. In that 

case, we could go through another recovery, expansion and slowdown before the next recession. 

It is not our base case, but there is a non-zero probability that weakness in global growth leads to 

another US recession. With falling house prices, tightening global monetary policy and slowing growth 

in China there is also good reason to be cautious on Australia’s economy. 

We therefore believe it is prudent for Australian equity investors to maintain a defensive bias.  

Fig 3 Australian equity returns are more likely to be negative when the OECD leading indicator for the US signals a downturn 

 
  

Source: FactSet, Macquarie Research, January 2019 

                                                           
1 Macquarie’s global quant team also use the OECD leading indicator as part of their process, but their 
application differs slightly. We use the six-month annualised rate of change to define regimes (not 
above/below 100). The definitions of downturn/slowdown are also swapped. We think a slowdown is 
when month-on-month is negative but six-month annualized is still positive, and that downturn is a 
better description for the phase of the cycle that could be a recession (i.e. 6ma and MoM are negative).    
 

The All Ords has had an 

annualised return of 

minus 7% in downturns 

since 1993, with below 

average likelihood of a 

positive return in any 

given month 

The latest data suggests 

the US has been in a 

downturn phase since 

August 2018  

https://www.macquarieinsights.com/#/report?articleId=7363933
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Forward EPS trends are a lagging indicator of stock prices 

One common push-back when the OECD leading indicator is in the downturn phase is that forward 

EPS estimates are typically holding up well, creating a value trap (esp. in cyclicals). 

But if you look at the chart below (right), you will see that peaks and troughs in forward consensus EPS 

growth tend to occur AFTER a peak or trough in the OECD leading indicator (US). 

The chart below (left) shows that forward EPS estimates tend to be cut more in the recovery phase of 

the cycle, which is somewhat ironic as this is when equity returns are typically strongest.  

We therefore caution against relying on forward EPS trends when evaluating stocks in the downturn 

and recovery phases, especially cyclical names, as this could result in misdirection.  

Fig 4 Looking at forward earnings is a bad strategy in a downturn, as analysts collectively lag the economic cycle  

   

Source: FactSet, Macquarie Research, January 2019 

Earnings revisions are a better indicator of the cycle, but highly volatile 

We have found net EPS revisions (i.e. upgrades less downgrades divided by all estimate changes) to 

be more closely linked with the OECD cycle. The correlation with S&P/ASX 200 EPS revisions since 

2002 is 44%, which is low, but better than the 25% correlation against changes in forward EPS.  

Fig 5 Net EPS revisions in Australia are consistent with a downturn in the economic cycle 

 

Source: FactSet, Macquarie Research, January 2019 

Forward EPS growth is 

a lagging indicator of 

stock prices. Looking at 

EPS revisions is a more 

timely indicator of the 

equity market cycle. 
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Defensive sectors tend to outperform in the downturn phase 

A strategy of being long cyclical sectors (discretionary, IT, industrials, financials, real estate) against 

defensive sectors (staples, health, communications, utilities) has a 76% correlation with the OECD 

leading indicator since 2002. This is higher than the 70% correlation with the overall market. 

In the downturn phase of the cycle defensive sectors outperform cyclicals by 14% annualised. The 

odds of cyclicals outperforming in this phase are 43%, compared to 54% in a recovery. 

This data supports our view that investors should currently have a defensive bias. Given we are 

already part way through the downturn, we caution about being short cyclicals against 

defensives as the reversal in a recovery can be sharp.  

Fig 6 Defensive sectors outperform in a downturn, but there is a sharp shift in favour of cyclicals in a recovery  

   

Source: FactSet, Macquarie Research, January 2019 

Volatility to remain elevated until we move to recovery phase 

There is typically a sharp increase in equity volatility, as measured by the ASX 200 VIX index in the 

downturn phase of the cycle. This is consistent with the recent increase in volatility. 

While we only have data on the S&P 200 VIX back to 2008, there is a similar relationship with the S&P 

500 VIX, which has an 88% correlation with the Australian volatility index.  

The high correlation between the VIX in the US and Australia is consistent with the view that US 

equity market sentiment is a key driver of sentiment towards Australian stocks. 

Fig 7 Net earnings revisions tend to move more with the cycle, and net downgrades are more likely by early 2019  

  
 

Source: FactSet, Macquarie Research, January 2019 

 

A downturn favours 

defensives, but we 

caution that returns for 

cyclicals snap back in 

the upcoming recovery 

phase of the cycle  

Australia imports US 

equity volatility 
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Downturn could be over already, but good reason to keep low risk strategy  

The current downturn phase in the OECD leading indicator cycle started in August 2018, so we are 

already into the 6th month. It is entirely possible the market lows for this downturn were near the end of 

December 2018 when US stocks were down roughly 20% (similar to the last two “near misses”). 

IF December was the trough, we will see it in the OECD leading indicator data in February or March 

2019. With the Fed still reducing their balance sheet and planning to hike rates further, plus the 

ongoing falls in Australian house prices and slowing growth in China, we are comfortable keeping the 

lower risk portfolio until we see evidence of an upturn in the key leading indicator. 

If we are a few months late shifting to a more cyclical exposure, there is a risk of underperforming the 

market. But we prefer the risk of modest underperformance in the short term given key leading 

indicators (US PMI, US housing) are still weak. Remember a key reason we like to use the OECD 

leading indicator is to avoid whip-saws in strategy often caused by looking only at market returns. 

We think most Australian investors would also like to see a more positive catalyst, such as an easing of 

macro prudential controls or an expectation of RBA rate cuts. Either would give us a fundamental 

reason to expect better growth, and a reason to buy cyclicals rather than low relative valuations. 

We also do not expect our portfolio to perform too badly if it turns out we are already in the Recovery 

phase. We have a neutral weighting on banks, which tend to perform strongly in recoveries and 

expansions, plus a modest overweight in Discretionary, a sector that often leads out of a trough.  

Fig 8 The average duration of a “near miss” downturn is 7 months, so it could be almost over 

 

Source: Macquarie Research, January 2019 

 

Duration Recession or "Near Miss"

Start Finish Months

Nov-94 May-95 7 "Near Miss"

Mar-98 Sep-98 7 "Near Miss"

May-00 Feb-01 10 Recession

Aug-02 Jan-03 6 "Near Miss"

Sep-04 Mar-05 7 "Near Miss"

Oct-07 Jan-09 16 Recession

Jun-11 Sep-11 4 "Near Miss"

Jan-15 Nov-15 11 "Near Miss"

Aug-18 Expected "near miss"

7

13

Average for "Near Misses"

Average for Recessions

OECD Downturn Phase

At six months already, 

the current downturn 

phase should be almost 

over (if not already). But 

given downside risks to 

Australian growth from 

China and house prices 

we think it is prudent to 

keep the low risk bias. 
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Sector and Strategy returns over each phase of the economic cycle 

Historically, the three sectors that have performed best in a downturn phase of the cycle are Health, 

Utilities and Consumer Staples. For all three sectors, the average return relative to the S&P 1500 is 

positive, and over 50% of months also outperformed the index. 

The table below shows the average annualised returns and percent of months with a positive return for 

Australian stocks, sectors and strategies. The table has been ranked from highest to lowest probability 

of a positive monthly return in the downturn phase (i.e. where we are now). 

The strong performance of Interest Rate Sensitive Sectors (Real Estate, Utilities and Telecom) against 

the broader market is a standout, as this outperforms in 66% of downturn months since 2002. 

As you might expect, Discretionary stocks tend to perform poorly in the downturn phase. In past cycles 

large cap has outperformed small cap, and growth has outperformed value in a downturn. 

At the bottom left of the table you can see the correlation of trailing 1, 3 and 12 month returns against 

the average returns of sectors/strategies in each phase of the cycle. The trailing returns are monthly, 

so the latest data is up to December 2018. Looking at the last 3 months, Australian stock returns have 

the highest correlation with the downturn phase of the cycle.  

Fig 9 Sector rotation favours Staples, Utilities, Health and Telecom in the downturn – yield sectors tend to be strong 

 

Source: FactSet, Macquarie Research, January 2019 

 

Sector

1M 3M 12M Downturn Recovery Expansion Slowdown Downturn Recovery Expansion Slowdown US version AU version

ASX 300 (0%) (8%) (3%) (14%) 22% 23% 12% 38% 68% 78% 69% 74% 65%

    Industrials (1%) (8%) (4%) (6%) 24% 19% 10% 49% 68% 71% 68% 60% 55%

    Resources 5% (8%) 2% (7%) 24% 25% 9% 45% 64% 62% 57% 44% 30%

Long / Short Strategies

Interest Rate Sensitive - ASX 300 1% 4% (2%) 8% (7%) (4%) (2%) 66% 43% 41% 42% (30%) (13%)

Small Ords - S&P/ASX 100 (4%) (5%) (6%) (6%) 12% (2%) (2%) 47% 68% 43% 52% 48% 32%

Value - Growth (MSCI) (1%) 7% (11%) (6%) 3% 3% (4%) 43% 54% 50% 48% 30% 35%

Cyclical - Defensive Sectors (3%) (2%) (3%) (14%) 11% 6% (3%) 43% 54% 59% 44% 76% 66%

Sector

Utilities 3% (3%) (5%) (1%) 21% 18% 14% 53% 79% 69% 67% 43% 42%

Communications (5%) (15%) (18%) 1% 4% 15% 0% 49% 61% 66% 57% 16% 20%

Health 3% (9%) 18% 3% 7% 31% 20% 51% 61% 72% 64% 24% 30%

Energy (2%) (22%) (8%) (12%) 29% 22% 12% 47% 68% 64% 61% 32% 16%

Real Estate 1% (5%) 0% (21%) 19% 21% 15% 45% 75% 66% 62% 60% 64%

Staples 1% (7%) 5% (5%) 17% 16% 16% 47% 57% 76% 61% 58% 54%

IT (4%) (14%) 7% (8%) 22% 38% 6% 45% 64% 69% 59% 60% 56%

Industrials (0%) (6%) (1%) (14%) 20% 22% 11% 45% 61% 67% 61% 65% 63%

Materials 5% (5%) 1% (14%) 35% 23% 15% 45% 68% 66% 58% 56% 38%

Financials (3%) (8%) (10%) (17%) 24% 27% 10% 40% 71% 81% 65% 72% 70%

Discretionary (2%) (14%) (7%) (18%) 28% 20% 9% 40% 61% 67% 56% 75% 69%

Industry Group

Food & Drug Retail 1% (6%) 5% (7%) 21% 16% 19% 55% 64% 64% 61% 57% 54%

Food & Beverage 2% (8%) 6% 5% 13% 18% 7% 55% 57% 64% 61% 26% 25%

Utilities 3% (3%) (5%) (1%) 21% 18% 14% 53% 79% 69% 67% 44% 43%

Pharma & Biotech 4% (9%) 32% 5% (4%) 52% 28% 53% 46% 76% 65% 13% 19%

Telecom (3%) (11%) (14%) 2% 4% 15% 0% 49% 61% 66% 57% 13% 18%

Health Equipment & Services 1% (7%) (0%) 0% 16% 20% 12% 49% 57% 69% 59% 32% 34%

Transport 1% 2% 2% (3%) 13% 22% 11% 51% 64% 67% 61% 51% 54%

Diversified Financials (5%) (14%) (12%) (18%) 43% 36% 8% 45% 64% 78% 60% 65% 55%

Real Estate 1% (5%) 0% (21%) 19% 21% 15% 45% 75% 66% 62% 60% 64%

Energy (2%) (22%) (8%) (12%) 29% 22% 12% 47% 68% 64% 61% 31% 14%

Software & Services (4%) (14%) 7% (5%) 26% 38% 9% 45% 68% 69% 60% 64% 52%

Retail 0% (14%) (5%) (19%) 46% 30% 3% 45% 61% 66% 52% 63% 67%

Banks (3%) (6%) (10%) (16%) 33% 27% 9% 43% 79% 76% 65% 72% 68%

Materials 5% (5%) 1% (14%) 35% 23% 15% 45% 68% 66% 58% 56% 38%

A-REITS 2% (2%) 3% (19%) 18% 20% 14% 40% 79% 66% 60% 58% 63%

Capital Goods (2%) (20%) (10%) (26%) 39% 22% 4% 38% 64% 67% 56% 64% 52%

Commercial Services (3%) (14%) (2%) (23%) 24% 26% 15% 40% 71% 62% 68% 62% 57%

Media (10%) (25%) (10%) (22%) 29% 20% 6% 38% 64% 66% 52% 73% 64%

Insurance (4%) (9%) (5%) (14%) (4%) 35% 9% 38% 54% 72% 63% 46% 49%

Metals & Mining 8% (3%) 7% (15%) 38% 23% 17% 40% 68% 60% 56% 51% 32%

Consumer Services (4%) (16%) (11%) (19%) 16% 22% 21% 30% 57% 71% 66% 49% 46%

Correlation of Returns with:

Downturn 25% 35% 34%

Recovery 5% (40%) (22%)

Expansion 5% (40%) 46%

Slowdown 47% (8%) 60%

Trailing Return Annualized Total Return Over Cycle (2002-18) Percent of Months with Positive Total Return Correlation w/ LEI

Interest rate sensitive 

sectors tend to be key 

outperformers in a 

downturn, due to their 

defensive earnings and 

lower bond yields. 

Banks and REITS have a 

high likelihood of 

positive returns in the 

next phase of the cycle. 
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Portfolio Changes 

Shifting to a more defensive portfolio, with an eye on the recovery 

Consistent with our view that the US is still in a downturn phase of the cycle, we have updated the 

model portfolio to increase the exposure to low risk strategies, including: 

 Lift exposure to yield through REITs (GMG, GPT, MGR) and infrastructure (TCL, AZJ, ALX) 

 Lift exposure to Consumer Staples (COL, TWE) and Health (CSL, RHC) 

 Increase exposure to large and mid caps over small cap companies 

With the exception of banks, all the stocks in the model portfolio are rated Outperform by Macquarie. 

As a result, some of the deletions from the portfolio were due to rating changes since the last update. 

As the new portfolio has a defensive bias, it could underperform the market if the V-shaped recovery in 

stocks that began in late December continues. But given the added downside risks in Australian 

property, and slowing China growth, we think this risk is justified. The alternative would be a cyclical 

portfolio that would likely be more volatile if the current downturn phase in the US is prolonged. Keep in 

mind, the Fed is still reducing its balance sheet, and we think reduced liquidity is a risk for stocks.  

Fig 10 Australia Equity Strategy Portfolio – January 2019 

 

Source: FactSet, Macquarie Research, January 2019  

Sector Company Name Ticker Price MQG Macquarie Analyst Name Portfolio ASX 200 Active 

23/1/19 TP Rating Weight Weight Weight

FINANCIALS 36.6% 39.8% (3.2%)

Banks 24.1% 23.7% 0.4%

CBA CBA 72.13 71.50 Neutral Victor German 6.0% 8.2% (2.2%)

Westpac WBC 25.60 26.75 Neutral Victor German 5.5% 5.7% (0.2%)

ANZ Bank ANZ 25.71 28.00 Outperform Victor German 7.0% 4.8% 2.2%

National Australia Bank NAB 24.51 25.50 Neutral Victor German 5.6% 4.3% 1.3%

Diversified Financials 0.0% 4.9% (4.9%)

Insurance 2.5% 3.8% (1.3%)

QBE Insurance QBE 10.90 12.80 Outperform Andrew Buncombe 2.5% 1.0% 1.5%

Real Estate 10.0% 7.5% 2.5%

Goodman GMG 11.74 12.62 Outperform Darren Leung 3.5% 1.2% 2.3%

GPT Group GPT 5.57 5.95 Outperform Stuart McLean 3.5% 0.6% 2.9%

Mirvac MGR 2.27 2.71 Outperform Darren Leung 3.0% 0.5% 2.5%

CYCLICAL INDUSTRIALS 19.0% 17.7% 1.3%

Consumer Discretionary 8.0% 7.2% 0.8%

Wesfarmers WES 32.51 36.51 Outperform Rob Freeman 3.0% 2.4% 0.6%

Aristocrat ALL 24.21 30.00 Outperform David Fabris 2.8% 1.0% 1.8%

Tabcorp TAH 4.68 5.30 Outperform David Fabris 2.2% 0.6% 1.6%

Industrials 4.4% 4.2% 0.2%

Reliance Worldwide RWC 4.33 6.40 Outperform Peter Steyn 2.2% 0.2% 2.0%

Cleanaway CWY 1.83 2.40 Outperform Peter Steyn 2.2% 0.2% 2.0%

Materials (ex-mining) 4.4% 4.1% 0.3%

James Hardie JHX 15.11 23.40 Outperform Peter Steyn 2.1% 0.4% 1.7%

Orora ORA 3.30 3.81 Outperform John Purtell 2.3% 0.3% 2.0%

Information Technology 2.2% 2.2% 0.0%

Link Administration LNK 7.13 8.90 Outperform Brendan Carrig 2.2% 0.2% 2.0%

DEFENSIVE INDUSTRIALS 26.6% 23.3% 3.3%

Consumer Staples 6.5% 5.8% 0.7%

Coles COL 12.59 13.48 Outperform Rob Freeman 4.2% 0.9% 3.3%

Treasury Wine Estates TWE 15.65 18.43 Outperform Morana Hunter 2.3% 0.7% 1.6%

Health Care 11.2% 9.0% 2.2%

CSL CSL 197.50 230.00 Outperform David Bailey 7.8% 5.7% 2.1%

Ramsay Health Care RHC 57.99 68.50 Outperform David Bailey 3.4% 0.5% 2.9%

Yield 8.9% 8.5% 0.4%

Transurban TCL 11.95 11.94 Outperform Ian Myles 3.2% 2.0% 1.2%

Aurizon AZJ 4.41 4.66 Outperform Ian Myles 3.2% 0.6% 2.6%

Atlas Arteria ALX 6.39 7.49 Outperform Ian Myles 2.5% 0.3% 2.2%

RESOURCES 17.8% 19.1% (1.3%)

Energy 5.8% 5.6% 0.2%

Origin Energy ORG 7.08 8.53 Outperform Ian Myles 3.2% 0.8% 2.4%

Oil Search OSH 7.50 9.15 Outperform Andrew Hodge 2.6% 0.6% 2.0%

Mining 12.0% 13.5% (1.5%)

BHP Group BHP 32.63 38.00 Outperform Hayden Bairstow 7.0% 6.2% 0.8%

Rio Tinto RIO 79.60 94.00 Outperform Hayden Bairstow 3.4% 1.9% 1.5%

OZ Minerals OZL 9.16 12.00 Outperform Hayden Bairstow 1.6% 0.2% 1.4%

We reduced the risk of 

the model portfolio by 

adding exposure to 

yield and defensives, 

while reducing 

positions in small caps. 

But given we are part 

way through a market 

downturn already, we 

are neutral (not U/W) 

banks and industrial 

cyclicals. We are 

however, underweight 

mining stocks. 
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Financials – Overweight REITs, Neutral Banks and Underweight Div Fins 

Banks – Victor German has a neutral view on banks (see Clearing with a chance of storms, 22 Jan 

2019), and we agree. The outlook is challenging (falling house prices, slowing credit growth, regulatory 

issues), but this is known and already in the price. While being neutral, we increased the weight for the 

banks a few ppt to 24.1% to match the S&P/ASX 200 weight. Consistent with Victor’s rating of ANZ as 
his top sector pick, ANZ (at 7.0%) has the highest weight among the banks. We note banks are one of 

the best sectors in the next phase of the cycle, so by not being underweight banks in response to 

obvious fundamental headwinds we are in part preparing for the next phase. 

Diversified Financials –IFL (A$5.24, Neutral, TP: A$5.10) was removed as Brendan Carrig had 

downgraded to Neutral (The straw that broke the camel’s back, 7 Dec 2018), and warns of the risk of 

larger remediation expenses (You ain’t seen nothing yet, 23 Jan 2019). We also removed JHG given 

the market backdrop, and weaker performance metrics at JHG’s last update (Sailing into the wind, 2 

Nov 2018). While technically in the IT sector, we believe LNK gives us lower risk, indirect exposure to 

Diversified Financials. 

Insurance – We add QBE for insurance exposure. With QBE repricing by more than the market, and 

the stock trading at a 19% PE discount to international peers, QBE is Andrew Buncombe’s preferred 

exposure among the listed insurers (Time for some good news, 9 Jan 2019). 

Real Estate – Rob Freeman is positive on REITs given slowing global growth, low bond yields, rising 

equity market volatility and M&A (see When bad is good, 23 Jan 2019). Rob continues to expect 

outperformance from higher growth fund managers, and we raised the weighting for GMG. As a rent 

collecting REIT, we add GPT, which was upgraded to Outperform. We also add MGR, which has a 

medium term strategy to shift to 85-90% passive/rent collecting earnings. We remove LLC from the 

portfolio given a preference for lower risk REITs over property developers. We also remove URW and 

highlight GPT as our team’s preferred exposure to the retail segment. 

Cyclical Industrials – Largely Neutral, with a Small Overweight in Discretionary 

Consumer Discretionary – The portfolio is still overweight Discretionary, but with a reduced weighting 

in WES and ALL. We add TAH to the portfolio as gaming tends to be a relatively defensive part of the 

Discretionary group. We removed OML from the portfolio given a preference for larger stocks. 

Industrials – CWY and RWC have been retained in the portfolio. We removed QAN as we prefer to 

own transport infrastructure over an airline. DOW was removed from the portfolio given there is small 

upside to the current target, and a need to create space for other positions.  

Materials (ex-Mining) – We maintain JHX and ORA in the portfolio as they both generate foreign 

currency earnings that is not commodity linked and could benefit if the AUD weakens further. We 

delete BLD from the portfolio, which offers similar exposure to JHX but with a lower TSR.  

Information Technology – We add LNK to the portfolio. Brendan Carrig resumed coverage with an 

Outperform (PEXA marks the spot, 23 Jan 2019), and noting it his is preferred div fin exposure. LNK 

now has a 44.2% interest in PEXA, the leader in Australia’s e-conveyancing industry.  

Defensive Industrials – Overweight Health Care 

Consumer Staples – COL was added to the portfolio following the spin-off from WES, and we have 

increased the weighting. Rob Freeman initiated with an Outperform (Keep it fresh, 21 Nov 2018). As 

supermarkets are 80% of EBIT, COL is an attractive defensive stock in a downturn phase.  

Health Care – At almost 8% (unchanged), CSL is the largest position in the portfolio as it is a growth 

stock with defensive health care exposure and overseas earnings. We maintain RHC in the portfolio, 

but with an increased weighting with a view to increasing the portfolio’s health care exposure.  

Yield (Telco, Transport Infrastructure and Utilities) – We add TCL and ALX to the portfolio to 

increase exposure to defensive yields, while also increasing the weighting for AZJ. Ian Myles rates all 

three Outperform, and while his forecast TSRs are small for TCL and AZJ, the key attraction for us is 

that the earnings outlook appears to be relatively stable, with the potential for upside from lower bond 

yields.  
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Resources – Neutral Energy, and Underweight Mining 

Energy – We have increased our weighting in ORG given the potential to benefit from a recovery in 

energy prices, while the utility business adds a defensive character. We reduce the weighting in OSH 

and remove WOR from the portfolio to reduce our Energy sector weighting to neutral.  

Mining – The mining sector has been a good performer over the last three years, and with an 84% 

correlation between the US leading indicator and total returns for ASX 300 Metals & Mining since the 

end of the last US downturn (early 2016), we are somewhat surprised the sector has held up so well in 

this downturn (especially given China is also slowing). From a strategy view, we therefore prefer to own 

banks (which have underperformed for more than a year) over mining. We are underweight Mining, 

with a preference for large caps, but reduced weightings for BHP and RIO. We remove AWC and MIN 

from the portfolio to reduce the weighting to Mining (but maintain a position in OZL).  

Fig 11 Returns from Australian mining stocks had an 84% correlation with the US economy 
over the last cycle in the OECD leading indicator (compared to longer term average of 51%) 

 

Source: FactSet, Macquarie Research, January 2019 
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