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The poor end for global risk assets in 2018 saw a growing chorus of doom and gloom 

entering 2019. The list of concerns looked very similar to a year ago; however, 

December’s price action means there was growing confidence markets were now 

starting to better price in these concerns. The snap back in risk assets in January, 

supported by lower bond yields and a more dovish US Federal Reserve (Fed), sees a 

soft landing being priced in by markets globally. 

For Australia we have spoken for the last year about the Macro Mire, whereby it is one 

step forward one step back for the economy. We see no different for 2019, meaning we 

can join neither the Pollyannas cheering on low unemployment and wage growth nor the 

self-appointed Cassandras yelling warnings about the property-led recession at our 

doorstep. GDP will be softer than Reserve Bank of Australia (RBA) forecasts, around 

2.5% to 2.75%, but this will only cause employment to stabilise rather than collapse. The 

RBA should see out another year with cash rates at 1.5%. Our focus therefore turns to 

inflation, where in the second half of the year, falling rather than rising inflation may see 

the RBA consider rate cuts. 

Rates 
Tim Hext 

Portfolio Manager 

 

This year is shaping up as a consumers’ paradise. In the last decade we have grown 

accustomed to pricing power on consumer goods, via technology and competition. But 

consumer power is now spreading. Are you a tenant in Sydney or Melbourne? Then ask 

for a 5% reduction in rent at your next lease renewal—finally a payback for all those rises 

over the last five years. Sick of high power bills? Go on the Energy Made Easy 

government website, put in your last bill and maybe save yourself 10% on the next one, 

particularly as new supply weighs on wholesale electricity prices. Problems finding a 

builder or tradie? This time next year they’ll be knocking your door down.  

Low inflation is accepted as a positive for growth as it drives certainty and therefore 

investment. However, the closer it gets to the zero bound, the positive risks flipping over 

to the negative of deflation, where consumption and investment are held off for a 

cheaper tomorrow. 

The RBA does not expect any meaningful pick-up in inflation during 2019. Their own 

forecasts have inflation at 2% for the first half of the year only picking up to 2.25% by the 

end of 2019. However, despite a slowly improving wage outlook we believe there are a 

number of domestic factors that see more risk of inflation finishing the year at 1.25% 

than 2.25%. In our last Quarterly we thought higher oil prices would see markets not 

focus on lower inflation until mid-2019, but the dramatic slump in oil has brought forward 

these concerns.  

Inflation 

2019 – Still muddling through in the Macro Mire 
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Current inflation  

Last week’s Q4 Consumer Price Index (CPI) numbers saw little change to the narrative 

of 2018. Headline CPI was 0.5%, or 1.8% on an annual basis. Underlying inflation was 

0.45% or 1.75% for the year. However, there are a number of concerning trends for the 

RBA. 

Housing 

Temporary deflation in housing is a major concern. House prices are not part of the CPI 

but housing makes up 22.3% of the basket. Rents are 7.22%, new Dwelling costs are 

7.78% and utilities are 4.06%. Rates and Maintenance make up the balance.  

Since 1973 when CPI records in the current form were kept, Sydney has never had a 

year-on-year fall in rents, having only been flat briefly in 1993. Melbourne had a small 

negative only once—during the recession in 1992. We will be closely watching vacancy 

rates as new supply exceeds moderating population growth for signs rents may actually 

fall in 2019. 

As can be seen in Chart 1, a combination of a housing boom and energy policy has seen 

housing inflation average around 2.5% annually for the last five years. The main drivers 

were utilities, rates and new dwelling costs. This provided good support for CPI overall. 

Chart 1.  

CPI annual growth  

(past 5 years) vs  

1 year forecast 

Source: ABS, Pendal 

The outlook for 2019 is for rents to fall 1% and utilities to fall 1%, led by wholesale 

electricity prices. New dwelling costs will hold up in the first half of the year but as 

construction falls in late 2019 these costs could also turn negative, only held up by non-

residential construction.  

If 22% of your inflation basket is zero growth, for general inflation to hit 2% you need 

some other large factors growing closer to 4%. Previous candidates were Health and 

Education but these costs have now moderated from around a 5% average over the last 

five years to 2% to 3% more recently. Tobacco excise will increase by 12.5% again in 

2019, but at only 2.6% of the basket it is not enough. Transport at 10.3% of the basket is 

large enough and grew by 6% last year but with the two largest components being fuel 

and motor vehicles, transport prices risk more down moves than up. New vehicle sales 

are falling so even with a weaker Australian dollar there is little pricing power. 
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Unless import prices for tradables can somehow shrug off two decades of near zero 

growth—an unlikely outcome—we face the real prospect of inflation being closer to 1.25% 

than 2.25%. The market is already factoring in around 1.5% for the next two years and 

the RBA could well view such levels as acceptable if transitory. However any view that 

inflation ends up closer to 1.25% could well see the RBA back in the cash rate game. 

Unlike their current view that the next move is more likely up, it would be inflation-led rate 

cuts on the table, similar to early 2016. Unlike in 2016 this would be viewed favourably 

(except by savers) as it would help cushion house price falls rather than stoke 

unwelcome house price rises.  

Bank credit The other area markets will be watching closely in 2019 is tightening of bank credit. 

Reports in December of the RBA Governor Phil Lowe asking banks to not overreact to 

tightening credit standards have done nothing to quell the notion that we risk a moderate 

credit squeeze in 2019. Also in December APRA removed the 30% interest only 

threshold on banks on the view that it had already had the desired impact of 

strengthening lending standards. 

Housing credit is falling and it is more likely a demand than supply story so far. Business 

credit is slowly increasing and is now at the same level as housing credit, around 4.7%, 

or nominal GDP. Investor housing credit is now almost flatlining, with owner-occupiers 

falling to a 0.4% monthly growth rate. Only owner-occupier growth remains reasonably 

firm as lower prices bring in both first home buyers and owners trading up.  

Chart 2.  

Credit is slowing to  

below nominal GDP 

Source: Bloomberg 
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However, access or supply of credit is the focus for 2019. Whilst many of the cultural 

changes from the Banking Royal Commission are welcomed, the economy needs banks 

to make loans with some risk as capitalism needs risk taking entrepreneurs to thrive. 

Responsible lending is not an exact science. The fear is banks are moving from 

favouring its own asset writers, rewarded on volume, to favouring credit assessors, 

rewarded on non-failure.  The hope of the findings of the Royal Commission is that a 

sensible balance will be found and supply of credit to borrowers—particularly in the SME 

space—remains healthy. 
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Summary The combination of domestic and global factors sees a very different picture to this time 

last year. The narrative then was the RBA was comfortably on hold but would raise rates 

if anything, due to strong employment, rising wages and slowly rising inflation. We now 

face a healthy yet slowing economy, slowing global backdrop and potentially falling 

inflation. Dr Lowe could well see out another year without touching rates but the risk is 

now towards cuts rather than hikes. The RBA is unlikely to change its rhetoric near term 

but by mid this year events may have caught up with them. 

Some dates to 

watch in the first 

half of 2019 

Apart from the constant flow of economic data there are a number of other dates we 

have in our diaries to focus on in our Australian portfolios. 

March 23rd  

NSW Election - The Liberals will likely narrowly survive the NSW election but maybe 

only with the support of a record number of conservative independent MPs, many from 

rural areas. Importantly, the record amount of NSW Government spending will roll on 

and together with spending by the Federal Government and other states should provide 

important support to the economy. 

April 24th 

Australian Q1 CPI is released. As can be seen from our views above this is one to watch 

closely, with initial forecasts suggesting flat inflation for the quarter, or a 1.3% headline 

annual rate. Whilst underlying inflation may hold up at 0.4% or 1.7% annually, we see 

risks to the downside which may see the RBA having to downgrade its inflation 

forecasts. 

Early May  

Bill Shorten will likely become Australia’s 31st Prime Minister and politics hopefully 

becomes boring for the rest of the year.  The election campaign, which has effectively 

already begun, will see large cash splurges from a budget heading to small surplus. The 

Liberals announced tax cuts in last year’s budget but may try and bring them forward. 

More importantly, Labor will likely target ‘working families’ with further tax cuts. Negative 

gearing changes proposed by Labor will be all over the news, as a very strong and well-

funded property lobby move into overdrive. It may see the dire housing forecasts peak as 

the reality post the election proves more mundane.  Either way, government spending 

and investment—20% of GDP—will keep growing near 5%, smoothing the fall in housing 

and consumption.  

May 23-26 

May will also see the focus return to Europe as European parliamentary elections 

expose the growing divides. The irony of having so many Euroskeptic members in the 

European parliament is this will see uncertainty pick up and the economy therefore 

continue its slow struggle to generate growth or inflation.  ‘Risk off’ could spread to other 

markets, testing the more positive tone of the first quarter from a more dovish US Fed. 
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Credit 
George Bishay 
Portfolio Manager 

 

A combination of factors has led us to adopt a more cautious stance towards credit 

markets over the past quarter. These include global macro concerns as well as poor 

liquidity in the secondary market, which can also be seen through light volumes in the 

primary. Alongside sector-specific micro factors there are certain areas of domestic credit 

that are likely more vulnerable than others. 

On the global macro front, the chief concern remains the trade war that is now threatening 

to devolve into a more prolonged ‘cold war’. While a tariff truce was agreed in late 2018, 

US-China relations have not materially improved and if anything, have become 

increasingly strained. This has been evident in the US allegations of intellectual property 

theft and sanction breaches towards Chinese technology giant, Huawei. At this stage, 

there appears to be little indication that these issues and the tariff debate will be easily 

resolved. In turn, the relationship between the world’s two largest economies is likely to 

become increasingly frosty. 

The negative impact of tariffs has become more evident on the Chinese economy, visible 

through the deterioration of activity indicators like manufacturing surveys and a slowdown 

in GDP growth. This has flow-on effects for its neighbours, particularly those that are 

highly dependent on exports to the Asian giant. The knock-on effect to the US is also 

slowly becoming more apparent. Fourth-quarter earnings season has shown some signs 

of the bite to corporate America’s profits from the trade war and slowing Chinese demand. 

Two highly publicised victims include Harley Davidson and NVidia. Broader economic 

activity also appears to be softening, which is a concern compounded by higher Fed rates 

and its shrinking balance sheet.  

Chart 3.  

Select US corporate 

performance since 

US$200b tariff 

introduction 

Source: Bloomberg 
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The worries discussed above manifested themselves in a sizeable sell-off for risk-assets 

over the fourth quarter, particularly the riskier areas of credit markets. Weaker appetite for 

domestic non-government issuance was illustrated by the paltry A$265 million issued for 

the final month of the year. This represented the lowest monthly volume for Australian 

non-government debt capital issuance since the Fed spooked markets with taper talk in 

June 2013. That said, there were significant fluctuations in size over the fourth quarter, 

with issuers seizing any brief return of risk appetite to conduct deals. For example, 

November saw a sizeable A$13.5b raised. The swings in primary market activity suggest 

a need for issuers to still raise capital, but indicate they are forced to wait for liquidity and 

demand to reappear.  

Chart 4.  

Deal sizes swing as 

issuers wait for risk 

appetite to return  

Source: Pendal 
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Beyond the primary market, the caution in secondary markets has been evident both 

anecdotally, but also in wider bid-offer spreads and the widening of credit spreads over 

the year. This was echoed across global credit indices, with those at the riskier end of 

the spectrum (with the lowest ratings) suffering the most. In Australia, AA spreads rose 

only 11bps, while BBB spreads increased by a larger 28bps.  

Chart 5.  

Riskier Australian  

credit has suffered  

most 

Source: Pendal 
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In addition to vulnerabilities at the rating level, there are other areas that are more 

exposed to weakness due to sector-specific developments. This includes subordinated 

bank debt. During the quarter the bank regulator, APRA, released a recommendation for 

local banks to triple the size of their subordinated debt in order to provide more buffer 

from losses. As visible below, this sparked a sell-off in existing subordinated debt in 

anticipation of increased supply. It is also worth noting that hybrids rank below sub-debt 

in the capital structure and also suffered during the period. Their move was also likely 

exacerbated by their equity-like qualities as the ASX sold-off, as illustrated below.  

Charts 6 & 7.  

Pain experienced by 

subordinated bank debt 

and hybrids  

Source: Bloomberg 
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In addition to the qualitative aspects discussed above, the team’s fundamental model 

switched to a bearish bias in the second half of 2018. This followed softer economic inputs 

including GDP forecasts and business confidence.  

Chart 8.  

Our fundamental model 

turned bearish in the 

second half of the year 

Source: Pendal 
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Overall, with the above risks considered we prefer a cautious stance towards Australian 

credit. It is difficult to predict how trade wars and investor reactions may evolve; 

however, the US-China tensions are likely to persist over the near term and in turn weigh 

on risk appetite. Alongside the issues outlined above and signals from our quantitative 

models we prefer to avoid riskier credit and certain sectors in the local market. That said, 

we acknowledge some supportive elements for risk, such as recent rhetoric from the Fed 

that has indicated a less hawkish bias. We will continue to watch the developments on 

these fronts closely and are flexible enough to re-risk and take advantage of conditions if 

they improve, or de-risk further should the outlook continue to deteriorate. 
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Cash 
Steve Campbell  

Portfolio Manager 

With the RBA not having changed monetary policy since August 2016 one could be 

forgiven for thinking that the short end of the yield curve has had minimal volatility – 

wrong! Funding markets in Australia showed stress at various points, driven by moves in 

the US market in February and December as well as domestic funding pressures. One 

of the gauges of funding pressure that we look at is the repo rate. This is short-term 

lending that is secured against an asset which is usually Commonwealth Government 

bonds, but can also include Residential Mortgage Backed Securities (RMBS). In theory 

the collateral means it should trade under the Bank Bill Swap Rate (BBSW) which is 

unsecured. However, the following chart shows how repo rates have often traded above 

1 month BBSW over the past two years.  

Chart 9.  

1 month BBSW &  

<30 day repo rates 

Source: RBA 
1.5

1.6

1.7

1.8

1.9

2

2.1

2.2

2.3

2.4

2.5

Dec-16 Mar-17 Jun-17 Sep-17 Dec-17 Mar-18 Jun-18 Sep-18 Dec-18

repo <30 days

1m BBSW

The move has not been confined to the one month maturity, which has increased by 40 

basis points over the past year – three and six month BBSW have also risen by 29 and 

22 basis points, respectively.  

Do we expect this to continue in the year ahead? Certainly volatility is expected to 

remain. Some of the key users of repos are offshore players. The foreign ownership of 

Australian debt is increasing, with a recent NAB article stating that repos to non-

residents as at the end of Q3 represented 70% of repos outstanding. The quantity has 

also doubled since mid-2015 to $91b (which is not exactly piggy bank money). As such, 

it is difficult to see the pressure on the repo market dissipating anytime soon. The RBA 

could step up the amount that it purchases through repos, although we view this as more 

possible than probable. 
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So who stands to benefit and what are the risks from elevated BBSW rates? Clearly the 

absolute return on our cash funds will have benefitted from the higher rate sets. Asset 

backed securities such as RMBS typically reset with a margin over 1 month BBSW and 

stand to benefit the most given 1 month BBSW has risen by more than longer dated 

tenors.  

However, there is also a negative for RMBS holders. Prepayment speeds are a key 

factor for RMBS. This is the rate at which mortgage holders prepay their loan and as 

such, one of its largest drivers is turnover in the housing market. RMBS have a weighted 

average life (WAL), which is basically the expected maturity date. This differs to senior 

bank floating rate notes, which have a set maturity date. When prepayment speeds slow 

by more than expected it has the effect of extending the WAL. A longer maturity means 

greater sensitivity to credit spread changes and as such, if spreads widen then RMBS 

will be likely to underperform. 

With house prices falling in most capital cities, particularly in Sydney and Melbourne, and 

further declines forecast it is not unreasonable to expect prepayment speeds to slow 

further. Throw into the mix tighter lending standards which have the effect of reducing 

refinancing options and we think RMBS is best avoided at the moment. RMBS owners 

will point to no defaults of any RMBS issued in Australia – and fair enough if you are 

invested in a cash fund for the longer term and can stomach marked-to-market losses. 

However, capital preservation and liquidity are our key concerns with any cash fund we 

manage and consequently we have significantly reduced the RMBS exposure in our 

funds that have scope to invest in these securities.  
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Edwina Matthew 
Head of  

Responsible Investments 

The issuance of ESG bonds continued to expand in the last quarter of 2018. NSW 

Treasury Corporation issued its first Green bond, a record size $1.8b 10-year security. In 

November it became the third Australian state to issue Green Bonds, after Victoria and 

Queensland.  We were a significant investor in this opportunity across our sustainable 

funds, with the issuer keen to see the bonds find a home in explicitly sustainable funds. 

TCorp issued these new bonds under their Sustainability Bond Program which can target 

funds to be raised for Green, Social and Sustainability Bonds. TCorp has followed the 

same guiding principles we use to assess investments, using the UN Sustainable 

Development Goals as a framework.  

At this early stage in the market development TCorp are using the proceeds to help 

finance existing projects, with the Newcastle Light Rail, Sydney Metro Northwest and 

Lower South Creek Treatment Programme (sustainable water and wastewater 

management) on the target list. State governments provide the majority of services to 

citizens so they are well placed to have an impact through sustainable projects. It is hoped 

that as the market develops in the years ahead the scope will widen to include Social 

Bonds, targeting the areas of affordable housing and access to essential services.  

Another area state governments have been developing in recent years is Social Benefit 

Bonds (SBBs), also called Social Impact Bonds. These pay a return based on a project’s 

achievement of an agreed social outcome. For example, NSW in partnership with Uniting 

Care and the Benevolent Society, has issued SBBs targeting funding of programmes for 

minimising out-of-home care for children in at-risk families. Unfortunately, the small issue 

size of these SBBs and variability of performance mean we cannot hold them in our 

current sustainability funds, but we are looking at ways to broaden our scope to help fund 

these very worthwhile projects.  
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State Governments 
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