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Rates
“We can do better” 

When the Quarter 1 GDP figures were released for Australia in early June one 

economist described it as a ‘B’ report card. Now we all know that for some students a ‘B’ 

is a great result, one to be celebrated. Australia though has been a straight ‘A’ student 

for a long long time so getting a ‘B’ was no cause for celebration. The two economic 

parents, the Government and the RBA, have had different responses. The Government 

is reasonably relaxed and believes its medium term plans will suffice to eventually 

restore an ‘A’ score. Essentially the student is being told to keep doing what you’re doing 

and things should pick up. 

However the RBA was surprised by the ‘B’, having only recently affirmed it expected an 

‘A’ this year. This surprise was not welcome, and the RBA has now unleashed its 

monetary policy weapons, believing it needs to do whatever it takes in its power to 

restore the ‘A’. This includes a significant and explicit write down in the definition of full 

employment, paving the way for further rate cuts. The student is being told to study 

harder, take extra coaching and the bar is being raised. “We can do better” is the gentle 

way of saying “get your act together”, and despite pleas to the other parent to play their 

part the RBA is currently the main game in town.

What happens when 

a straight ‘A’ student 

starts getting ‘Bs’?

With rates at record lows we are in unchartered territory for Australia. However globally 

this is nothing unusual. We have seen the experiments of near zero or even negative 

rates on asset markets and banking systems in most developed countries. Even the US 

Fed have now rebranded zero rates as the “effective lower bound”, not a floor.  

The market expectation, encouraged by the occasional reference by the RBA, is that 

Quantitative Easing rather than cash rates take over the monetary stimulus burden 

somewhere between 0.5% and 1% cash rates. The argument is that rates below 0.5% 

hits the banking system too hard as deposit accounts have an effective 0% floor, unless 

of course banks can pass their official negative rates onto customers. With physical cash 

as a savings alternative (at least for now) effectively charging customers on their 

accounts is considered a no go. 

The Sveriges Riksbank (Sweden) and Danmarks National Bank (Denmark) were the first 

central banks to hit the negative cash rate button, in 2009 and 2012.  Despite official 

rates of -50bp and -70bp their banks have yet to pass on negative rates to retail 

depositors, although wholesale depositors are charged on their money. Of course the 

ECB and Bank of Japan also introduced negative official rates in 2014 and 2016. 

How low can 

the RBA go?

Tim Hext
Portfolio Manager
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A better comparison given the banking system is closer in makeup to Australia was the 

Bank of Canada. Whilst never cutting rates below 0.5%, in 2015 they explicitly changed its 

estimate of the “effective lower bound” from 0.25% to -0.5%, using the cost of storing and 

insuring physical cash and the European experience as the basis. Their point was that 

central banks can cautiously enter a negative rate environment without the whole banking 

system breaking down, something that would not have been considered ten years ago.

It is important to note in any discussion about interest rates that official rates and the rates 

faced by consumers are not the same. With mortgages averaging 300bp over official cash 

rates and term deposits around 100bp over official cash rates there is a large buffer 

between the RBA cutting rates below zero and consumers seeing negative rates on their 

products. Negative rates would just mean that the circa $200 billion of savings accounts 

currently earning no interest become a cost rather than revenue for banks. You would 

assume banks would find alternative ways to capture value in these accounts, perhaps 

ramping up fees.

Therefore it would be limiting to assume cash rates have a floor. Also it is very unlikely the 

RBA would announce rate cuts have run their course at any level. Rather as rates pass 

through 1% the RBA will talk about the range of measures in its kitbag, including cash rate 

cuts and forms of Quantitative Easing. You could expect the two to be used side by side 

depending on the exact aim of stimulus. For example if you are trying to stimulate consumer 

spending, mortgage rates could be targeted via purchases of RMBS or term repo for banks. 

If you are trying to lower term rates government or semi government bonds can be 

purchased. If a lower currency is the aim then cash rate cuts are more effective. There is 

little to be gained from ever ruling anything out and it may become the norm that the two 

work side by side into the future. 

The question for us today though is where rates will go this cycle, and if QE is introduced 

what form it will take. As talked about in previous publications growth and inflation have

little chance of getting to the RBA’s target until the current surplus in housing is cleared. 

The feed through to both growth (via construction) and inflation (via rents and building costs) 

is too important, particularly with inflation. Our analysis suggests this current oversupply will 

begin to clear by early next year and sentiment will begin to turn more positive by mid next 

year. However it won’t hit the data until late next year which leaves 2021 as the first window 

for higher rates. Therefore the RBA will face at least 18 months with unemployment above 

their new target of 4.5%. In that time rates will get to 0.5% and some form of QE will be 

deployed. The only way to avoid it is if the RBA pleas to the Federal Government for large 

scale fiscal stimulus are heeded, something we cannot rely upon.

How low will 

the RBA go?

Negative rates are probably something for the next cycle but in the decade ahead we are 

likely to see them in Australia. Society in twenty years from now might look back upon 

our 20th century obsession with GDP and inflation, an obsession that lingered well into 

the 21st century, as outdated measures of human wellbeing. Perhaps we will measure 

and target Gross National Welfare (GNW) to ensure we stop the endless cycle of 

pumping up asset prices in response to falling GDP and inflation. A four day work week, 

massively improved health outcomes, pollution free energy and near perfect information 

for consumers will not show through in just producing more and more things (GDP) at a 

higher and higher cost (inflation). However, despite potentially zero GDP and zero 

inflation life will be better for us all. We can relax because Gross National Welfare will be 

hitting the 2.5% target.

The decades ahead
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George Bishay
Portfolio Manager

The global macro environment continues to offer the greatest guidance to domestic credit and it 

has proven a relatively dynamic and fast-evolving backdrop. The two key elements of influence 

remain trade wars and expectations of more dovish central banks, including the Fed and ECB. 

Attitudes towards the former have shown a tendency to shift quickly and overshadow growing 

expectations for a more dovish Fed. As such our positioning remains tactical in nature and we 

prefer to maintain flexibility to adapt should the environment change. 

We are wary that the underlying issues behind the trade war threaten to devolve into a more 

prolonged ‘cold war’. Prior reports of progress have demonstrated a capacity to evaporate quickly 

along with a positive perspective from investors. It is also increasingly evident that US-China 

relations have not materially improved despite some small progress at the G20 summit. As such, 

there is a risk that the relationship between the world’s two largest economies may remain frosty.

The negative impact of tariffs has become more evident on the Chinese economy as visible in 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 has also become more apparent, as evident in 

several earnings results from US corporates. However we also note that in aggregate, US 

earnings have shown resilience with Q1 earnings surprising to the upside. 

On the Fed, the more dovish stance adopted in January represented a significant shift from last 

year and in turn is more of a tailwind for credit than a headwind as in 2018. The Committee’s 

recent messaging has suggested that rate hikes have effectively been paused and speculation of 

renewed easing continues to gain momentum. This brings into play the idea of the ‘Fed put’ that 

would effectively limit the extent of a sell-off in risk assets. If policymakers continue to swing to the 

more dovish end of the spectrum, it may more than compensate for concerns over the trade war. 

The local market has also been afforded some support from positive domestic developments that 

may contribute to an outperformance compared to offshore credit. This includes more supportive 

fiscal policy in the wake of the Coalition’s win in the Federal Election, as well as easing of 

monetary policy by the RBA. The weight of the Royal Commission has also been lifted from the 

shoulders of the major banks. 

Overall, the backdrop for risk assets continues to fluctuate as investors balance the risks posed by 

trade wars against the outlook for more flexible central banks. We are wary that sentiment towards 

the trade war can shift with each individual battle and the underlying issues are yet to be resolved. 

As such we maintain a cautious stance and prefer tactical positioning in order to remain nimble. 

Credit
The balancing act
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A weaker labour market was the final straw for the Reserve Bank and saw monetary 

policy eased in the second quarter. Economic growth slowed noticeably in the second 

half of 2018 and inflation continued to undershoot the Reserve Bank’s 2 to 3% target 

band over the medium term. 

What was more difficult for the Reserve Bank to square up were the strong employment 

growth numbers with the weak household consumption expenditure data in the national 

accounts. Chart 1 illustrates this – annual employment growth has exceeded 250k jobs 

now for over 2 years and the composition more recently has been towards full time 

rather than part time jobs. Yet household consumption has been weak.

Cash
Weaker labour market was the last 

domino to fall for the Reserve Bank

12 month employment 

change

Source: 

Bloomberg

1

Other labour market indicators depicted a more favourable environment for employment 

growth. Job vacancies were moving the right way and the employment sub-index in the 

NAB business survey also provided cause for optimism. The data has taken a turn for 

the worse more recently (Chart 2). 

Steve Campbell 
Portfolio Manager
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12 month change –

ANZ job ads v 

unemployment rate

Source: Bloomberg

2

The unemployment rate fell to 4.9% in February – the lowest rate in almost 8 years – but 

has subsequently risen to 5.2%. The employment sub-index in the NAB survey turned 

negative and job vacancies have fallen. The Reserve Bank’s estimate for the non-

accelerating inflation rate of unemployment (NAIRU) has been revised down and is 

now closer to 4.5%, from 5%. 

So inflation has been under the Reserve Bank’s target, the unemployment rate 

required to see inflation rise is lower than first thought and the actual unemployment 

rate is going the wrong way. With the cash rate already at 1% further monetary policy 

easing alone won’t be sufficient to see the unemployment rate fall and inflation rise. 

Other levers will need to be utilised.



Edwina Matthew
Head of 

Responsible Investments

In June our Sustainable Bond manager George Bishay had the chance to tour social 

housing in Sydney’s west as a guest of the National Housing Finance and Investment 

Corporation (NHFIC). He visited a number of homes and heard from women who 

described their stories and the hugely positive transformation social housing has brought 

to them and their families. This opportunity was possible as an investor in the NHFIC’s 

social housing bond issued earlier this year. In this quarter’s ESG update we thought it 

would be worth providing readers with an overview of the program and how it fits with our 

approach to responsible investing.
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ESG
Beyond the numbers

The significant rise in Australian house prices over the past 30 years has resulted in 

deteriorating affordability throughout the country, particularly in the Eastern capital cities. 

Alongside this development, rental affordability has also suffered, particularly for low and 

middle income earners who face shortages of affordable options. One outcome of this 

issue is increasing homelessness, in addition to more Australians living in rental or 

housing stress (when housing costs account for more than 30% of gross income). 

Some concerning estimates quoted by the NHFIC include:

• Homelessness in Australia rose by 14% to 116,000 over the five years to 2016

• 11% of Australians are living in housing stress

• 47% of low-income households in capital cities are living in rental stress

• 727,300 additional social housing dwellings will be needed over the next 18 years

The need to 

improve social 

housing outcomes

In recognition of the need to address the growing issues described above, the Australian 

Government established the NHFIC in 2018. It has a board independent of the 

government with a mission to improve housing affordability. This is via a number of 

means including increasing supply, providing loans to support housing activities by the 

government and through improving community housing. 

It is this last area that is particularly important in the affordable housing landscape. 

Community Housing Providers (or CHPs) provide long-term housing for families and

individuals on low incomes. This may also include those with disabilities and women and 

Connecting bond 

investors with social 

housing projects
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young children who have escaped domestic abuse and face challenges in securing 

stable shelter. There are roughly 350 CHPs in Australia with providers in all states and 

territories and the majority located in NSW. 

In order to maintain their operations or construct new facilities, providers need access to 

funding. Unfortunately, this may require frequent refinancing at poor rates. This is where 

the NHFIC is able to assist. Through its bond aggregation program it is able to issue 

bonds to investors in the Australian marketplace at competitive rates and with long-term 

maturities. It can then pass through these benefits in the form of financing to CHPs.

In March this year, the NHFIC issued its first bond as part of this program, which raised 

A$315 million in capital. Pendal was a big supporter of the issue and our ESG-aligned 

fixed interest funds participated in the deal as it served a dual purpose for the portfolios. 

It built on the tilt towards active ESG investments in green, social and sustainable bonds, 

as well as being an attractive return and risk trade-off. This is given the issue has an 

Australian government guarantee and as such has been assigned a AAA rating by S&P.

The bond has also met the required Principles from the International Capital Markets 

Association for classification as a Social Bond. This is a category where the proceeds 

are used to finance projects that improve social outcomes. As part of this classification, 

an annual audit will be conducted by an independent organisation to verify how the 

proceeds are being invested. 

Moreover, the issue has been deemed to align with several of the UN Sustainable 

Development Goals (1, 10 and 11) as visible below.

Achieving dual 

objectives

We were able to witness the benefits that are being delivered to the recipients of these 

funds first hand as part of the tour noted earlier. More specifically, George visited three 

CHPs and was able to see the huge positive social benefit these funds were providing to 

a number of families. These families, often with single parents facing homelessness, 

experience the massive positive life changes stable housing brings. It was a moving 

experience and one that brings home the impact of ESG investing and goes far beyond 

the numbers. 

Impact investing 

firsthand
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