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EXECUTIVE  SUMMARY
 All global stock markets recorded a very  

 poor return during 2018, with steep falls  
 particularly in the December quarter,  
 where the Australian stock market fell  
 by 9%.

 2018 was characterised by rising  
 uncertainty over a number of issues,  
 including the US-China trade war, Brexit,  
 Chinese economic growth fears and  
 domestic issues here in Australia.

 While ever a number of these issues  
 remain unresolved, we expect markets  
 to be volatile and investment returns  
 during 2019 to be below their long- 
 term averages.

Welcome to the latest edition of our quarterly look at Australian and global economic and market 
developments. In this issue we review some of the major events and issues which impacted financial 
markets during 2018. We also consider the market’s performance over the course of the year, which 
unfortunately resulted in the worst investment returns for many years. We conclude with a look ahead 
to 2019.
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2018 – The Year in Review
Investors will no doubt be relieved to see the back of 2018, a year in which volatility and uncertainty 
plagued financial markets, and a year where almost no investment generated a positive return. In this 
section we review the major events of the past year and look ahead to 2019. 
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In our Summer 2018 edition of Points of Interest, we made the following comment in relation to looking ahead 
to 2018:

“Of great concern is the state of global asset markets, where we believe that past loose monetary and 
fiscal policies have coupled with investor optimism in pushing asset prices beyond reasonable levels. 
It’s not hard to associate the current enthusiasm for assets as diverse as Bitcoin, Amazon, junk bonds, 
emerging market credit and even shares and bonds, with typical late-cycle froth and over-enthusiasm. 
The major risk to the current party in risk assets stems from the prospect of higher global interest rates, 
with the US Fed at the forefront of this policy shift. The world has become used to a steady supply of 
cheap credit, fuelling price increases in nearly every asset class, and the next twelve months may be the 
first time that we see what happens to the party when the punch bowl gets taken away.” 

Looking back, those comments proved to be prescient, with 2018 unfortunately being a year for investors to 
forget. Our concerns over growing geo-political uncertainty, rising valuations across nearly every asset class, 
and the eventual impact of rising US interest rates, proved, unfortunately, to be well founded. During 2018, 
financial markets around the world were content to ignore the rising risks posed by these issues, up until the 
final few months of the year, that is. 

After a somewhat rocky start to the year, with quite sharp falls in the first three months, global markets rallied 
strongly, peaking around August/September, before falling heavily in the last three months of the year. The 
volatile direction of the Australian stock market is evident in the following ASX All Ordinaries Index chart for 
the year.
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Peaking at 6,481 points on the 30th of August, the market fell by over 1,000 points to the yearly low on the 21st 
of December – a fall of 15.50%. For calendar 2018, the Australian stock market recorded a return of -6.9%, the 
worst annual return since 2011 (although still considerably better than 2008, where the market fell by 41.29%). 
The three months ended 31 December recorded the worst quarterly return since the depths of the financial 
crisis in 2008, with the ASX 200 Index falling by 9% over the period, erasing all of the gains and more which 
were achieved during the year.

The Australian stock market was certainly no outlier during 2018, with steep falls across all major global 
share markets. In fact, nearly every asset class posted a negative return in 2018. The chart below shows the  
proportion of asset classes which recorded a negative return for the year. A record-breaking 90% of all global 
asset classes failed to generate a positive return in 2018, which exceeded the previous record set in 1920. 
Certainly 2018 set a number of new benchmarks, but for all the wrong reasons.

Under Pressure
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Interestingly, the Australian stock market held up better than many of its overseas counterparts. The primary 
reason for this however was the fact that the gains during 2017 and early 2018 were much lower, leaving less 
room to fall before prices simply became too attractive. Investors in China and the UK suffered greatly however, 
recording falls of -26% and -18% respectively.
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Finding culprits to blame for the poor market performance during 2018 is not difficult, with the US-China trade 
war, rising interest rates in the US, fears of a slowing Chinese economy and heightened geo-political instability 
being the major concerns.

US-China Trade War

Making headlines throughout 2018 was President Trump’s escalation of the trade dispute with China. A meet-
ing between Trump and his Chinese counter-part, Xi Jinping, in early December held the promise of an eventual 
resolution to the dispute (Trump described the outcome of the meeting as ‘an incredible deal’), with the US 
agreeing to keep tariffs on certain Chinese goods at 10% for 90 days. If the US and China were unable to reach 
an agreement at the end of the 90-day period, tariffs would increase to 25%. According to US officials, China 
also agreed to buy a ‘substantial’ amount of agricultural, industrial and energy products from the US, although 
the vagueness of the announcement and subsequent Chinese denials of the exact nature of the agreement 
failed to quell concerns.

Despite all of the bluster and media coverage, the actual financial impact of the trade war has thus far been 
somewhat limited. As shown in the following chart, the proportion of world imports which have been impacted 
by tariffs announced thus far amounts to only 2.5%, or around 0.6% of global GDP. While there is another near 
100% increase in tariffs on goods which have been announced but not yet even implemented, even the full 
implementation of all the tariffs would see only just over 1% of global GDP impacted. While this is not a small 
number by any means, it does put the trade dispute into context. 

How global stock markets performed in 2018
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Traded goods on which tariffs have been imposed, proposed or announced

That is not to downplay the seriousness of the trade dispute. Should the dispute continue to escalate, the  
economic impact will reach a point where it begins to have a material impact on the global economy. Economic 
conflict between the US and China is also undesirable from a global stability perspective. Part of the problem 
with the trade tensions is that they have come at a time when both the US and global economies are vulnerable 
to an external shock. Most economic indicators are signalling that the business (and economic) cycle may have 
peaked and that the world can expect slowing economic growth through 2019. Trump’s trade war, launched 
when the US economy was booming thanks to tax cuts and deregulation, now appears to be poorly timed. As 
one economic commentator put it, never in the history of the United States has there been a President with 
both feet planted firmly on both the economic accelerator and brake at the same time.

Rising US interest rates

Our previous issue of Points of Interest discussed the impact of rising US interest rates in detail, focusing on 
concerns over an inverted yield curve. As a refresher, this arises where the interest rate on long term bonds falls 
below that offered by shorter term bonds. In such a scenario markets are typically expecting interest rates to 
be lower in the future than they are now, and this has often presaged a recession. 

At the moment the yield curve is not inverted, although it is perilously close. The following chart shows a  
comparison of the yields on 90 day and 10-year Treasury Bills. When the green line (the 90 day yield) goes 
above the blue line, the yield curve will be said to be inverted and a recession in the US is possible. 
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The US Federal Reserve (‘Fed’) has now increased interest rates on eight occasions since it first started  
increasing rates in December 2015. The Fed’s intention has been to lean against the booming US economy, 
which would otherwise run the risk of over-heating. Holding interest rates at close to 0% for nearly a decade 
was also viewed as dangerous policy, allowing a proliferation of credit and leaving very little leverage for the 
Fed in the event of a future crisis. Rising interest rates over the past year have played their role in slowing US 
economic growth and placing downward pressure on stock market valuations, as was intended by the Fed.

Typically, however, central bankers tend to leave interest rates too low for too long, and then hike them too 
high too quickly. It remains to be seen whether the current Fed Chairman Jerome Powell (whose predecessor, 
Janet Yellen, was allegedly sacked by Donald Trump for being ‘too short’) manages to time the current cycle  
correctly. As it is, Fed policymakers have dialled back their expectations of future rate hikes, with now only 
two hikes expected during 2019. This suggests that the current tightening cycle may end sometime in 2019, 
depending on the state of the US economy. 

This has implications for investors in Australia as rising interest rates in the US has a direct impact on bank 
funding costs and the direction of the AUD/USD exchange rate. The other issue is the Fed’s balance sheet, 
which was used to fund the programme of quantitative easing. Reversing this process means the Fed has 
to effectively sell hundreds of billions of dollars’ worth of bonds, which will withdraw liquidity from financial  
markets. As quantitative easing was somewhat of an experiment in financial market manipulation, there is the 
risk that unwinding the quantitative easing exposes a number of unexpected risks.

US Treasury Bills – on the brink of an inverted yield curve



Page   7Baiocchi Griffin Private Wealth

POINTS OF INTEREST SUMMER 2019

US federal funds target rate, 1988 - present
Fe

de
ra

l f
un

ds
 ta

rg
et

 ra
te

 (%
)

0%

1%

2%

3%

4%

5%

6%

7%

8%

9%

10%

12/31/88 12/31/93 12/31/98 12/31/03 12/31/08 12/31/13 12/31/18

Current target:
2.25 - 2.50%

The state of the Chinese economy

Given the importance of China to the health of the Australian economy, it’s arguable that perhaps greater  
emphasis should be placed on events in China, rather than in the United States. In that regard, the trajectory 
of the Chinese economy during 2018 proved some cause for concern. The general consensus is that Chinese 
economic growth is permanently slowing as the country attempts to transform from an investment driven 
economy to a more consumption and services driven economy. 

While this transition makes sense from China’s point of view, as the chief exporter of the materials needed 
by China to build roads, buildings and bridges, Australia has much to lose. In effect, China’s transition will  
require Australia to change too – from providing raw materials such as coal and iron ore, to offering China more  
sophisticated services and products across sectors such as education, healthcare, finance and agriculture. In 
the short-term however, Australia is vulnerable to any escalation of the US-China trade war. Reduced demand 
for Chinese products in the US translates into less demand for Australian coal, iron ore, copper, zinc and other 
materials. 

The risk most often associated with China, however, is focused around the rapid growth of debt within the 
country. While growing indebtedness is a global phenomenon, the rate of growth in corporate debt in China 
has been a major concern. After being accused of building ‘ghost cities’, China is now grappling with the  
problem of ‘zombie companies’. Zombie companies are businesses which require handouts and bailouts to 
keep operating or are simply so indebted that they are unlikely to ever be in a position to repay their debts. 
In some instances, local governments and municipalities have used funds to keep large employer groups  
operating, fearful of the social impact (in terms of job losses and political stability) should they be allowed 
to fail. Aware of this issue, the Chinese central government has put in place a strategy to allow zombie  
companies to close down in an orderly process, which means resolving the issue will take some time. Until 
then, high corporate debt levels indicates that the Chinese economy is vulnerable to an external shock, such 
as imported inflation or rapidly increasing interest rates.
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Domestic issues

Australia was not immune from the uncertainty and volatility which swept global financial markets during 
2018. Indeed, policymakers appeared to be working hard to generate uniquely Australian uncertainty through 
actions such as the selection of a new Prime Minister; the Royal Commission into bank and financial services; 
regulations dissolving the market for the price of electricity; threats of onshore gas reservation; new taxes and 
changes to longstanding tax rules and a number of other plans and policies which all contrived to increase 
uncertainty. 

For investors, the Royal Commission into the banks and the financial services sector more broadly, was one 
of the more significant events. For much of the year, the banks and other financial services organisations were 
found to be either incompetent, unethical or fraudulent, depending on the nature of the particular crime or 
misdemeanour. Spending the best part of a year on the newspapers’ front pages and the leading item on news 
bulletins did little to engender positive sentiment towards the banks and this was reflected in their share prices. 
The chart below shows the share price performance of the big four banks, benchmarked against the broader 
ASX 200 Index.

CBA, ANZ, NAB, WBC compared to ASX 200 Index during 2018

ASX 200

CBA

ANZ

NAB & WBC

Borrowing Binge
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Of the large banks, NAB and Westpac performed the worst, with share price declines of around 20% each. 
ANZ fared somewhat better, falling only 15% for the year, with CBA the pick of banks, down only 10% for the 
year. Many other businesses which were caught up in the Royal Commission maelstrom fared even worse: 
AMP and IOOF saw their share prices fall by around 53% for the year, while Freedom Insurance, which was 
accused of selling worthless insurance policies, saw its share price drop by nearly 96%. Careers were ended, 
reputations tarnished and billions of dollars in shareholder wealth were lost as the Royal Commission turned a 
much-needed spotlight onto the financial sector.

Despite all of the headlines and controversy, as we have written previously, we believe that the banks will 
emerge from the Royal Commission as simpler and less risky businesses. In effect, we expect the banks 
to return to their core business, which is lending and banking – not selling insurance, superannuation,  
financial advice or any of the other many products which began to take precedence over their core business 
activities. While this may mean that future growth rates for the banks may be lower than that which we have  
witnessed in the past, it also means a reduction in the volatility associated with bank share prices and hopefully 
less time spent on the front page of the newspapers. We expect the banks to remain an important part of a  
diversified income generating portfolio for some time to come, regardless of the immediate impact of the Royal  
Commission.

The other key issue influencing the Australian economy is the ongoing weakness in the housing market,  
particularly in Melbourne and Sydney. While property prices in those markets have been widely viewed as 
being overvalued for some time, it was only during 2018 that a culmination of events finally acted to pop the 
property bubble. Much of this was deliberate action by policymakers, with restrictions on investor lending and 
foreign ownership acting to significantly reduce demand. 

Not all of the factors pushing property prices downwards were planned, however. One unwelcome (and  
unforeseen) side effect of the Royal Commission, is that the banks have become reluctant to lend to all but 
the most secure borrowers, for fear of being seen to prey on naïve borrowers. Borrowers are also being asked 
to justify estimates of income and expenses, with some lenders reportedly demanding line by line clarification 
of expenses in bank statements. This has resulted in a significant reduction in the availability of credit used 
to finance the purchase of a home or property investment. Small businesses too have been impacted, with 
home loan refinancing traditionally a significant source of funds for small business owners. While too much 
easy lending and financing is a problem for the economy, too little lending and the evaporation of credit can 
be even worse (as was experienced during the Global Financial Crisis). This is an area which will require  
careful consideration from government when the final report from the Royal Commission is released on the 1st 
of February 2019.
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Given the high level of uncertainty which prevails in both economics and politics, both globally and  
domestically, making any sound predictions regarding the year ahead is a difficult task. Here in Australia, a 
federal election can be expected to weigh on markets, although sentiment usually improves once the winner is 
known. An election is also a time of power for special interest groups however, and a time for populist spend-
ing promises – unfortunately much poor policy has been developed in the past to curry favour with voters and 
2019 is likely to prove little different.

We expect the Australian economy to continue to muddle through, with little prospect of a meaningful pick-up 
in economic growth. Rather, further weakness in key housing markets may begin to undermine the economy  
through the wealth effect, as households tighten the purse strings in response to a perceived general  
impoverishment as a result of falling house prices. Certainly, there are few expectations of interest rate  
increases from the Reserve Bank of Australia (RBA) – some economists are even predicting the next move to 
be down, although that would likely require a worsening labour market and further falls in property values.

Internationally, a key issue is the prospect of a resolution of the US – China trade war. Guessing the most likely 
outcome is a futile task, given the issues and the personalities involved. A successful resolution should see 
markets rally, while further deterioration of US – China trade relations will likely place markets under pressure. 
Similarly, resolution of the matter of the UK’s divorce from the European Union (the so-called Brexit) would be 
positive, almost regardless of the specific outcome. In this situation the uncertainty regarding the outcome is 
the problem, not necessarily the outcome itself.  

The direction of interest rates in the US, and the rest of the world more broadly, is likely to have the most  
direct impact on stock market volatility. As discussed earlier, it now seems likely that the Fed is close to the  
end of the current tightening cycle, although a meaningful pick-up in inflation would require further rate hikes.  
In December the US economy added 312,000 new jobs, well above expectations of only 184,000. This  
suggests a very tight labour market where wages are rising, with a similar effect on inflation. Paradoxically, a 
surge in new job hiring has in the past often presaged a recession and some economists are expecting US 
economic growth to slow in the second half of 2019, with a potential recession in 2020. 

As always, accurately forecasting the future remains an impossible task – as the saying goes, economists have 
successfully predicted 13 of the past 5 recessions – so it is important not to focus on trying to predict what 
are inherently unpredictable events. Our investment strategy is based on an ‘all-weather’ approach, where a  
careful mix of asset classes and individual securities provides diversified investment exposure. Such an  
approach offers some downside protection in falling markets, while allowing investors to benefit from rising 
markets. While recognising that no investment strategy can ever be perfect, we believe that an approach 
focused firstly on capital preservation and secondly, on income generation, offers investors the greatest  
likelihood of achieving their goals with an appropriate level of risk.

Looking ahead to 2019



T: 02 6766 9000      F: 02 6766 9779      Email: enquiries@bgprivatewealth.com.au      PO Box 590 Tamworth NSW 2340

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.

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) 1.9% (Sep) -0.2%

Australian unemployment rate 5.1% (Nov) +0.1%

RBA Cash rate 1.50% -

ASX 200 Index 5,646 -562 points

Australian $ vs. US $ $0.7058 -1.64c

Australian $ vs. UK £ $0.5563 +0.44c

Australian $ vs. Euro € $0.6178 -0.22c
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