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The Australian housing bubble is close to popping

Tighter lending standards in Australia placed huge pressure on the housing market in 2018 and the country now
faces its worst property downturn for 35 years. In this environment, the dynamics behind the housing slump are
key to my strong conviction in Australian government bonds.
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Since the “recession we had to have”, as then-Treasurer Paul Keating infamously named it in November 1990,
Australia has experienced a record period of economic growth, even proving resilient in the face of 2008’s global
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appointed by the government to investigate lending practices by the banks, which found that banks were poor in
verifying loan applicants’ personal expenses.
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We expect the economy to continue to weaken over the next six months, especially as the headwinds of the
housing-led credit crunch coincide with slowing growth in China, Australia’s largest trading partner, and as

distribution in several potentially disruptive federal elections approach in May this year.
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total AUMSs are GBP 42.7 bn As a result, we are bullish on longer-dated Australian government bonds, which retain their pristine AAA-rating and
as of 31 December 2018. joined other sought-after safe haven assets like US Treasuries to perform strongly during the intense stock market

volatility in Q4 2018. We are also hedging all the Australian dollar exposure in our strategy, as we think the currency
will continue to weaken. Interest rates in Australia are around 1.5%, and we think there is potential for them to hit
zero given the risks highlighted to the economy.

Indeed, in the first week of December, the Reserve Bank of Australia’s deputy governor mentioned rate cuts and
even quantitative easing as possible policy options to tackle the weak housing market, both of which would be very
positive for Australian government bonds. In February, the RBA went further by slashing its growth forecast for the

! Source; Bloomberg, January 2019.
2 Source for all figures: Australian Bureau of Statistics, 2018.
www.abs.gov.au/AUSSTATS/abs@.nsf/mf/1345.0?2opendocument
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year to end of June from 3.25% to 2.5%, which again boosted Australian government bonds. The minutes from the
most recent RBA interest rate setting meeting suggested elevated concerns around housing. In fact, the housing
issue was discussed somewhat more than concerns surrounding China’s growth outlook. The RBA is finally
beginning to realise that there is a growing problem.

We believe it may take a while for the RBA to properly consider cutting rates soon. This stance should put further
pressure on the longer end of the yield curve which could benefit the government bonds we have in the portfolio.
The potential catalysts we are monitoring include additional growth downgrades and any evidence that the
slowdown is starting to feed through into the jobs market, which currently meets the RBA’s definition of full
employment.
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