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Welcome to the latest edition of our quarterly look at Australian and global economic and market

developments. In this issue we review the performance of the stock market over the past quarter,
which recovered nearly all of the losses in the last three months of 2018. We also discuss some of the
major issues which are impacting both markets and the economy.

EXECUTIVE SUMMARY
After a very poor last quarter, the stock
market performed strongly, regaining
nearly all the losses incurred during
September to December.
For the first three months of this year,
the Australian stock market increased by
just over 9% as markets shrugged off
global uncertainty.
Notwithstanding the positive returns,
factors such as Brexit, trade tensions and
the impending Federal election continue
to weigh on markets.
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Highs and Lows
The past six months have provided a clear example of the volatility of the stock market, with steep losses
in the last three months of 2018 nearly matched by gains in the first three months of 2019. In this section
we discuss the performance of the market and consider some of the factors driving the market.
The performance of the stock market over the past three months stands in contrast to the performance of the
market in the final quarter of 2018. After steep falls through most of October, November and December, the
market stabilised in early January and began to recover much of the losses recorded in the previous three
months. This is shown in the chart below, which shows the change in the ASX All Ordinaries Index from 1 October
2018 to 31 March 2019.
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From an opening value of 6,235, the stock market fell 757 points (or over 12%), before staging a remarkable
recovery, back up to more than 6,350, before giving up some ground to end up at 6,261 for the quarter. There
were no doubt many concerned investors both here and abroad at the end of last year. Indeed, some investors
were likely tempted to sell out at the market bottom in late December, having likely paid too much attention to the
media, where scaremongering and gloomy headlines are somehow thought to increase viewers or readership. As
is usual, the same headlines are largely absent when the market experiences similar gains.
The volatility of the market since September last year provides an insight into our investment philosophy, where
short-term price movements, while interesting, are not the primary focus of the portfolio. That is, while we are
always pleased to see markets show rapid growth in value, we recognise that they are almost equally prone to
show rapid falls in value. Neither event excites us greatly as we recognise that true success in long-term investing
is not dependent on stock market moves from one day to the next or even one month to the next; rather, a steady
income and the gradual accumulation of assets through reinvestment where appropriate, provides the greatest
likelihood of meeting our return objectives.

US-China Trade War
Notwithstanding the improvement in the market since the start of 2019, there are serious challenges and issues
which are weighing on market sentiment. The level of uncertainty, both globally and domestically, is exceptionally
high, as the world economy battles many headwinds. Chief among these is of course the current trade tensions
between the United States and China. This has been covered in detail in previous newsletters so we will not
discuss it further here, except to say that ongoing negotiations (at the time of writing) appear to indicate that a
mutually acceptable resolution of the trade dispute appears possible. If so, this would act to remove a major
source of uncertainty and be overwhelmingly positive for the global economy. As shown in the chart below, the
trade tensions have finally started to become evident in the hard data, with trade volumes falling sharply in recent
months.
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Another view of the impact on global trade is to consider both sea container and air freight volumes, which more
clearly show the decline in trade. Of course, not all of this is necessarily attributable to the trade war (the general
slowing of the global economy, which we discuss later, is also to blame).
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Brexit
A further source of uncertainty and instability stems from ‘Brexit’, or rather, the inability of UK MPs to make any
sort of a decision in regard to Brexit. While at times it does seem as though the process is degenerating into
high farce, the financial implications and costs of a botched process are not insignificant. Again, at the time of
writing it is not clear how it will end, with a ‘hard’ Brexit (where the UK simply drops out of the EU without any
agreements regarding trade or border issues) and a delay in the process both seemingly equally likely. While the
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prospect of a disorganised exit from the EU is no doubt a serious matter for both the UK and the EU, the actual
impact on the global economy is likely to remain relatively minor. The UK’s share of global trade, and in particular
its economic relevance to Australia, has declined considerably in recent decades.
The chart below shows the share of Australian merchandise exports to the UK, going back as far as 1885.
From around 80% of exports in 1885, the figure is now in low single digits. In addition to telling the story of the
declining importance of the UK to the Australian economy, this of course also reflects the fact that Asia (and
China in particular) has become the primary destination for Australian exports in recent years.
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While both the US-China trade war and Brexit tend to hog the headlines, probably the most important factor
weighing on global markets today is the significant increase in global debt in recent years, coupled with the
actions of central banks in advanced economies.

Interest Rates and Central Banks
Despite the lessons of the GFC, which was only 10 years ago, where excessive debt brought about the demise
of many companies and crashed the US housing market, global debt levels have continued to climb. Part of this
growth reflects the actions by central banks in the US, Europe and Japan, who acted in concert to drive interest
rates down (even as far as going negative). As interest rates fell, the ability of both individuals and companies
to increase their borrowing rose. Interest rates are effectively just the cost of money – if you lower the cost of
money, you make it cheaper for borrowers to increase the amount of money they borrow. While some level of
borrowing is important, as without access to credit the entire economy can stop functioning, too much credit is
a risk to financial stability.
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As we have outlined in previous newsletters, the actions of central banks to save the global economy in the midst
of the GFC have at the same time most likely sowed the seeds for the next crisis. That is, by keeping interest
rates too low for too long, excessive leverage has built up in the system, much like the years leading up to the
GFC. The continued expansion in global debt is illustrated in the chart below, showing where the GFC only
temporarily halted the accumulation of debt (around 2009).

Global debt still piling up

At the same time however, the accumulation of global debt over time is not surprising – as the world’s population
continues to climb and the economic standing of countries improves over time, so one should expect the
level of global debt to increase. The concerning issue at the moment, is that central bank action to keep interest
rates very low, is potentially leading to an accumulation of debt in the wrong places. As the ‘price’ of money
becomes too cheap, excessive borrowing can lead to a situation where asset prices (be it houses, shares, land or
collectibles) are bid up beyond their true value, resulting in dangerous and damaging bubbles. That’s not to say
that the central banks were wrong to drive interest rates lower in the aftermath of the GFC, it’s just that keeping
them at ultra-low levels, more than a decade after the crisis, is beginning to cause problems. Interestingly, the US
Federal Reserve, which was the only central bank to have made a significant effort to normalise monetary policy
(interest rates) since the GFC, has now even backed off from any further rate hikes. In essence, when the next
economic crisis arises, central banks will not have the capacity to meaningfully lower interest rates to assist the
economy, as interest rates will already be at close to emergency levels.
A proportion of the stock market’s recovery during the past three months can be attributed to the decision by the
US Fed to backtrack on its intention to keep raising interest rates, with the backflip cheered by equity investors
(and President Trump too no doubt).
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The Inverted Yield Curve
Readers may remember the discussion in the December issue of this newsletter regarding the possibility of an
‘inverted yield curve’. As a reminder, this is when the yield (the interest rate that investors get paid to hold a bond)
on long term government bonds falls below the yield on short term bonds. This arises because bond investors
believe that interest rates will be lower in the future than they are now (and the only reason they would be lower
is that the central bank has had to cut interest rates in order to avoid a recession or assist the economy out of a
recession).
Well, on Friday the 22nd of March, for the first time since the GFC, the yield for 10-year US Treasuries fell below
the yield for 3-month US Treasuries, marking an inverted yield curve, as shown below:
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Usually, an inverted yield curve is followed by a recession within 18 months, which would tend to suggest the
US should be in recession by around September 2020 (unfortunately for President Trump, that would be just a
few weeks before the US Presidential election). That said, there are some caveats. Research has shown that
the yield curve must remain inverted for at least 3 months for it to be said to be sending a creditable signal
regarding a future recession. Further, some analysts prefer to focus on the relationship between yields on 2-year
and 10-year Treasuries, which have not yet reached an inverted status. Regardless however, the inverted yield
curve should be considered a big orange warning light that economic conditions may be changing for the worse,
and considerate investors should bear this in mind.
On that note, one of the economic forecasters we subscribe to recently released their ‘heat map’ of global
economic conditions, which we have reproduced on the following page. It shows the status of a number of
leading and coincident economic indicators in the developed world. Based on the fact that many of the
indicators are flashing either red or amber, caution is warranted.
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Domestic Issues
In regard to Australia, the quarter ahead will most likely be dominated by the impending Federal election. The
impact of it being an election year has already been seen in the Federal budget which was released on the 2nd of
April. The budget was clearly designed to boost the government’s chances in the election, with few controversial
measures and considerable largesse in terms of one-off payments and tax cuts. The Treasurer, Josh Frydenburg,
was also able to announce the return of a budget cash surplus, which was expected to occur in 2019/20. The
surplus was a long time coming, having first been predicted by then Treasurer Wayne Swan in 2012.
The government’s budget was immediately trumped by Labor, who outlined a programme of greater
spending, deeper tax cuts for some, and considerably higher taxes on others. Given the impending election and
that opinion polls have consistently put the Opposition as more likely to win the election, more attention was
paid to Labor’s offering than the government’s. A criticism which could be levied at both budgets, was that tax
cuts promised to low and middle income earners were largely funded by temporary increases in the company tax
receipts (or to be even more specific, from increased tax revenue from the mining industry, which is experiencing
a benign period of strong commodity prices and low costs).
Funding permanent changes to tax rates, on the basis of temporary increases in tax revenue, is the same mistake
made by John Howard and Peter Costello in their last few years in charge. Company tax receipts (particularly
from the very cyclical mining sector) can vary dramatically as business conditions change, but voters expect tax
cuts to be permanent. An analogy might be someone who buys a new house, with a much larger mortgage, on
the basis of having received one generous bonus payment from their employer. Future bonus payments may not
be forthcoming but the commitment to make mortgage repayments must be fulfilled.

The Reserve Bank of Australia
The other matter of interest is the direction of interest rates over the remainder of the year. In our view, the RBA
has consistently overestimated the strength of the Australian economy - a view which most likely reflects the
Bank’s desire to raise interest rates. It’s as though the RBA has been ‘talking up’ the strength of the economy,
in the hope that they could raise interest rates. Alas, economic growth has continued to be quite anaemic and
below forecasts, leaving the RBA with no rationale for higher interest rates.
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In fact, most economists now expect the RBA to be required to cut interest rates this year, rather than raise them.
This view, which we agree with, is based on a number of factors, such as the general global economic slowdown;
the ‘wealth effect’ as falling house prices in the capital cities begin to curtail consumer spending (as households
perceive their wealth to be falling as a result of lower house prices, they respond by saving more and spending
less); and the absence of any real inflationary pressure (wages growth remains very low, with unemployment
tipped to rise). It is hard to credit that interest rates can go much lower, given that the cash rate sits at just 1.50%,
but expectations are that the rate will be 0.75% by early 2020.

Australian Cash Rate Target
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The RBA is reluctant to push interest rates any lower for two primary reasons: firstly, if a real economic emergency
arises, the ability of the RBA to have a meaningful positive impact on the economy will be limited if interest
rates are already close to zero; and secondly, the bank is most likely unwilling to assist the property market any
further, preferring the current orderly slowdown in prices to the booming housing market which persevered
through much of the last ten years. That said, the RBA is also aware of the limitations of monetary policy and
realistically, cutting the cash rate from 1.50% to 0.75% is unlikely to have an overly positive effect on a very
weak economy. Since the end of the GFC, the ability of central banks to rescue economies through monetary
policy has become less and less effective, raising questions about the standard Keynesian approach to
monetary policy.
Overall, taking into account the uncertainty created by it being an election year, and the worsening global
economic situation, we remain cautious over the prospects for the remainder of 2019. The successful resolution
of some of the major global issues (Brexit and the US – China trade tensions) would be positive for sentiment
however, and we would expect markets to respond accordingly.
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We hope you have enjoyed this edition of our quarterly newsletter. As always, should you have any
queries, questions or feedback, please do not hesitate to contact us.
With kind regards,

Justin and Ray
FACTS & FIGURES AT A GLANCE
Rate / Value

Change from last reading

Australian inflation rate (annual)

1.8% (Dec)

-0.1%

Australian unemployment rate

4.9% (Feb)

+0.2%

RBA Cash rate

1.50%

-

ASX 200 Index

6,180

+534 points

Australian $ vs. US $

$0.7087

-0.29c

Australian $ vs. UK £

$0.5422

+1.41c

Australian $ vs. Euro €

$0.6310

-1.32c

This newsletter provides general information only. Before making any financial or investment decisions, we recommend you
consult a financial planner to take into account your particular investment objectives, financial situation and individual needs.
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