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Global share markets have rebounded partially in early 2019 but they are still below their 2018 peaks. The main reason for the sudden 

turnaround was US Federal Reserve chair Jay Powell’s change of stance on future rate hikes. After nine rate hikes starting in December 

2015, including four during 2018 after Powell took over from Janet Yellen, the Fed suddenly took its foot off the accelerator and added the 

word “patient” to its wording about its intentions for further rate hikes. Investors stopped panic selling and breathed a collective sigh of relief.   

 

We under-weighted Australian and global shares in portfolios in 2018 before the 4th quarter sell-off. Then in our January 2019 review we 

added some shares at lower prices but remain a little under-weight as the downside risks exceed the upside potential at the moment. The 

problems have not been cured suddenly by the Fed’s new wording. On the contrary, conditions have deteriorated in most markets.  

All major regions are now weakening. In the US - retail spending, manufacturing and housing are slowing. The sugar hit from Trump’s 

corporate tax cuts are fading fast. Instead of companies investing the extra cash to grow their businesses for the future, most just paid out the 

windfall cash in higher dividends and share buy-backs. The lasting effects are mainly higher US budget deficits and debt levels. The January 

profit reporting season capped off a bumper year – profits rose by more than 20% for 2018 but most of that was one-off effects of rebounds 

from prior year losses, plus the impact of the tax cuts. Outlooks for 2019 profits are for much slower growth and are being downgraded further. 

China is also continuing to slow and it is mainly from internal causes, not Trump’s trade war. Exports to the US are down, but exports to other 

markets are rising – mainly in Asia. The slowdown is mainly due to the government’s stop-start attempts at de-leveraging. A worthy goal but 

very hard to maintain when the go-to stimulus lever is more state-directed lending to state-directed projects to prop up employment.  

Europe is also stagnating. Italy is in recession, Germany is slowing, France is at a standstill with repeated riots, Britain is in Brexit chaos.   

There are two overriding global problems. The first is higher debt levels in all countries and at all levels (government, corporate, household). 

The second is that governments have fewer tools available to stimulate growth this time around. Fiscal stimulus (tax cuts + spending sprees) 

are limited by higher debt levels and deficits now. Monetary stimulus (rate cuts and ‘quantitative easing’ asset buying) are also limited. Interest 

rates everywhere are much lower now than they were before the GFC. Rates in Europe and Japan are still negative from the last slowdown. 

Public appetite for ‘quantitative easing’ asset buying has waned and has been largely discredited, so renewed QE is unlikely.  

China kickstarted the last global growth rebound in early 2016 with its massive stimulus reboot. It could do the same again (e.g. at the 

upcoming National People’s Congress in early March, as it did in 2016), but this would require a sudden reversal of the recent de-leveraging 

rhetoric and it would be at the cost of adding even more to the current pile of bad debts in the banking system. The world awaits.  
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February is half-yearly reporting season in Australia. Overall it was positive, but there are problems lurking behind the headline numbers. 

There are more than 2,200 companies listed on the ASX but the vast majority of them have never made a profit nor paid a dividend, and 

probably never will. Almost half of the total profits and dividends from the market come from just six companies – the four big banks plus 

miners BHP and RIO. A couple of dozen companies account for around two thirds of aggregate profits and dividends. Although most of the 

attention in the media is on the ‘hot stocks’ du jour - like Domino’s Pizza, Wisetech, Appin, Afterpay, Lynas and the like, they have virtually no 

impact on the overall market – even if they suddenly doubled or trebled their profits, or even if they had a miraculous 1,000% increase in 

profits (most make losses – that’s why they are ‘hot’ stocks). What happens outside the top couple of dozen stocks in Australia has virtually no 

impact on the market as a whole, but that’s where speculators hope to strike it rich. Here the focus is on the broad market, which has 

generated handsome returns over the long term – for those who study the underlying drivers and get the timing right. 

The chart shows the broad market index (blue line) since 1960 together with aggregate earnings per share (maroon) and aggregate dividends 

per share (green). This highlights the significant drops in earnings and dividends in each of the major economic recessions and slowdowns.  

 

Aggregate profits and dividends rose in 2018, but most of it was the big miners’ windfall gains from the fortuitous rebound in commodities 

prices since early 2016, and recoveries from the big losses in the oil/gas, steel and mining sectors from the 2015 commodities collapse.  

The big banks - the main engines of profits and dividends - all reported poor full year results (CBA has a June year and the other three have 

September years). Profits in the big banks were down across the board – with weak revenue growth and rising costs of regulatory penalties, 

customer remediation and compliance. As usual, profits were conjured up by fiddling with their bad debt provisions, which are still at wafer thin 

levels and will surely blow out as the residential construction / investment property lending boom deflates. 

Aside from the commodities-led gains from the miners, dividends were also boosted by two other factors. The first is rising shareholder 

pressure to return proceeds from sale of mines to shareholders rather than let management waste it on more over-priced acquisitions. The big 

miners – BHP and RIO in particular, and also the oil/gas majors – have a long, sorry history of wasting billions of dollars on over-priced 

acquisitions and projects at boom-time prices, only to write them off when prices inevitably fall when the cycle turns.  

The other theme driving dividends this season has been an eagerness to pay out extra dividends to reduce franking balances prior to a 

possible Labor win at the upcoming Federal election, which would see Labor implement their promised scaling back of franking credit refunds.  

Looking ahead to the 2019 profit and dividend picture – the two main sectors look rather weak. Banks will probably suffer lower lending growth 

and higher costs of remediation and compliance, as well as bad debts from the property slowdown. Miners (including oil/gas) will not repeat 

their windfall gains as the commodities price rebound of 2016-8 has stalled in the global slowdown. In other sectors, cyclical weakness will 

probably hit construction, building materials, transport and retailers (including property trusts which are dominated by retail). Telstra is, well 

Telstra. Aside from Macquarie, CSL and the big insurers, the other 2,000+ listed companies make little difference to overall market returns.       
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Australian stock markets have always been dominated by miners and banks – but which sector has been better for shareholder returns? 

During February BHP (including the London end) reclaimed top spot from Commonwealth Bank as Australia’s most valuable company. Banks 

had enjoyed a stellar run since the early 1990s thanks to their relentless gouging of margins and fees, gobbling up competitors, aggressive 

cross-selling of internal, fee-laden conflicted products, market-rigging, fraudulent selling, and a host of other unsavoury practices under their 

cosy cartel structure and sleepy regulators. But the miners beat the banks in 2016, 2017, 2018, and so far in 2019. Why, and will it last?  

Rising commodities prices since early 2016 have driven the recent recovery in mining share prices, while the big banks have been hit by a 

regulatory backlash and a local housing/construction slowdown. The miners’ lead will wane as commodities prices fall in the global slowdown.  

BHP was Australia’s largest company for most of the 20th century but as a metal product manufacturer, not a miner. It started life as an 

enormously profitable silver-lead mine in Broken Hill in the 1880s but it was primarily a steel maker from WW1 until protection barriers were 

removed in the 1980s and 1990s, forcing a return to mining. It has since grown into the world’s largest miner, with RIO (CRA) second. 

Miners have always been speculators’ favourites (in keeping with Australia’s long held position as the biggest gamblers per capita in the 

world). Probably 90% of all companies that were ever listed on Australia’s numerous stock exchanges since the 1850s have been speculative 

mining ventures. The vast majority disappeared without a trace almost as quickly as they appeared. Shareholders’ funds were pocked by 

sharp promoters and/or disappeared down empty holes in the ground. Despite the woeful history of most mining stocks, many thousands of 

speculative fortunes have been made by ordinary shareholders who struck it rich in the mining booms that come around about every 30 years.  

Banks on the other hand have been relatively stable high dividend paying ‘safe havens’ (apart from the 1890s and 1930s depressions and a 

close call in the early 1990s). Nobody made a fortune buying bank shares! Compared to miners, banks have mostly been relatively boring. 

The chart shows total returns (including dividends) over the past 40 years - from the banks (green line), miners (brown), and the rest of the 

market (red), compared to the overall market index (black). The banks have won hands down – with total returns averaging more than 15% 

per year, compared to just 9% per year from the miners and the rest of the market. The bars in the bottom section show the winner each year.   

 

In the past 40 years, banks won in 16 years, miners won in 15, and the rest of the market won in just 9 years. The brown dotted line in the 

middle is the broad commodities price index, which is the key to mining cycles. Miners won during the great commodities boom from 2001 to 

2008 driven by China’s industrialisation and urbanisation transformation. Miners won again in 2010 in the commodities rebound from the GFC. 

Mining share prices then collapsed along with commodities prices in the 2012-5 ‘China slowdown’ scare and global oil/gas/steel bankruptcies.  

Miners bounced back with commodities prices from early 2016 with the Chinese stimulus, US recovery and signs of life in Europe and Japan. 

The only other years miners won were 1989 & 1980, but that was because banks were hit by mounting bad debts leading into the early 1990s 

recession, not by rising commodities prices – and in 1994 when commodities prices rose and banks suffered in the global bond crisis.  

Miners will suffer once again when commodities prices fall in the coming global slowdown. As for the banks - the Hayne report entrenched 

their oligopoly cartel, and they should be free to carry on most of their evil ways with a few minor tweaks to appease regulators. 
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When we reduced the weight of shares in portfolios during 2018 before the big sell-off, we didn’t follow the textbook formula of automatically 

shifting the proceeds to government bonds, because of the real possibility of an inflation spike scare in the US which would hurt bond returns 

(There were three share sell-offs in 2018 – in February and October triggered by inflation fears, and in December triggered by slowdown 

fears.) 

Instead we put most of the spare allocation into Australian dollar Gold and US dollar cash. These are unusual assets (in particular gold as it 

pays no income but instead incurs costs of storage and insurance), but both paid off as they rose while shares fell heavily in late 2018.  

We chose gold (in Australian dollars) as it offered a hedge against three possible scenarios we could see developing: 1) a sudden spike in 

US/global inflationary fears, 2) a loss of faith in the US government and/or 3) a weaker Australian dollar. Gold is not usually a hedge against 

global slowdowns but it would be if combined with a loss of faith in the US government. This was the case in 2011 when the gold price jumped 

40% in the US downgrade crisis. If ever there was a reason for another loss of faith in the US government, Trump is it! 

Here is a chart showing the US dollar gold price since 2010 (gold line), the USD/AUD exchange rate (green dots at the bottom), and the 

resultant gold price in Australian dollars (green line at the top). This is the line tracked by the ASX-listed physical gold exchange trade fund 

(ASX:GOLD) we use in portfolios. The red highlighted box indicates the period it has been in our portfolios. 

 

It did its job admirably, surging +10% during the December quarter last year when shares sold off heavily in Australia and around the world. 

Our holding of US dollar cash (ASX:USD) was also up 10% for the year. Both effectively shielded portfolios from the share volatility in late 

2018.  

So far in 2019 the gold ETF has drifted up further (still posting better returns than bonds) and we intend to retain it for the time being. The US 

dollar gold price is still remaining strong – likely due to nervousness about Trump’s antics and rising middle east tensions, rather than fears of 

an inflation spike now that the US is showing signs of slowing. There is also some potential left for the Australian dollar to weaken further. 

Either is positive for the GOLD ETF price. 
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While most of the media attention of late has been on falling house prices, commercial (ie non-residential) property remains strong – 

especially in the main markets of Sydney and Melbourne. The largest sector of the commercial market is office buildings, followed by retail 

(shopping centres), and then the much smaller segments of industrial (warehouses), hotels and medical. While retail properties have been hit 

recently by household spending cuts due to housing stress (cyclical) and the ‘Amazon effect’ on shopping patterns (structural and longer 

lasting), office buildings continue to generate strong returns. Most of our clients hold commercial property funds in their portfolios. Apart from 

the US dollar cash and Australian dollar Gold we added early last year, commercial property was the best performing asset class in 2018. 

This chart tracks the main drivers of office market cycles in Australia over 50 years. There are big falls in rents and capital values (much more 

so than housing), mostly in the credit busts following wild credit booms – in the mid-1970s recession, early 1990s recession, and the GFC.  

 

As with most other types of asset, returns are driven by three main factors – supply, demand and credit. The office market is dominated by 

Sydney and Melbourne and they have been the strongest markets. Smaller cities like Brisbane, Perth and Adelaide have much weaker 

fundamentals - higher vacancy rates and lower rents, and they don’t have the same diversified growth engines as Sydney and Melbourne.   

Demand has remained reasonably strong in recent years - unemployment has been falling (2 in the chart) despite subdued business credit 

growth (6). Meanwhile the supply of new buildings in Sydney and Melbourne in particular has been very tight. Many office buildings have been 

taken out of the market (for high rise flats and for other uses like train stations), but the supply of new office buildings has not kept up with 

demand. This leads to rising real rents (5) and declining vacancy rates (1). Although the national average vacancy rate is still above the long 

term average of 7.5%, it is an extremely low 3.2% in Melbourne and just 4.1% in Sydney. The restricted supply and robust buying demand – 

mainly from Asian funds – has remained strong despite the significant drop in the amount of investment coming out of China. This has driven 

rental yields down to extremely low levels (3). Falling rental yields and rising rents have kept capital growth rates (4) above 5% in recent 

years. Add rent to this capital growth and we get double-digit total returns for the past three years during the commodities rebound.    

What does the future hold? Although prices are currently very high (extremely low yields), it has not been a credit-driven boom like the early 

1970s, late 1980s and mid-2000s booms. Most purchases are with equity (foreign pension funds), and construction has been weak. On the 

rental side - the global slowdown and local housing bust plus further business credit rationing will reduce growth in business activity and rental 

demand. On the capital side - rising bond yields would lead to lower capital values paid for a given level of rent. Although US bond yields rose 

for most of the past three years, they have fallen back in recent months. Bond yields have also fallen back in Australia and around the world. 

Diversified Sydney and Melbourne commercial properties have generated very good long term returns - as long as they are not bought at the 

top of a wild credit boom. Demand slumps can recover quickly (like after the GFC) but new building takes years to rectify under-supply. 
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Last year media and investor attention in Australia was focused on the Hayne inquiry hearings. It was a big deal since the banking cartel 

dominates the local stock market and there was the real chance of major reform to the cartel and even existential changes to banks 

themselves – for example breaking them up to provide real competition, or forcing divestment of conflicted non-core activities, or sending a 

few thousand bankers to jail for fraud and theft, as a good start. However, the final report in February this year turned out to be a fizzer for the 

banks – with no major changes to the banks or their regulators. Most of the 76 recommendation will have little or no impact on the banks 

(aside from Recommendation 1.3 to ban mortgage broker commissions, which both sides of politics have said they will not implement). 

Having escaped almost scot-free, bank shares led the rebound rally since the report was released at the start of February.  

Shares in Australia and around the world had a great start to the year but one should not be complacent. Last year shares around the world 

surged early on but it was unsustainable (as we wrote at the time). 2018 turned out to be the worst year for global shares since the 2008. 

Our first story outlined some of the main risks to markets this year. There are some additional factors – the main one being Trump’s trade 

wars. Trump’s ‘negotiations’ with China and Europe haven’t progressed far from his “Trade wars are good, and easy to win” statement on 2 

March 2018 when he kicked off the tariff war, to his latest “I like punitive tariffs” declaration on 19th February this year while threatening to 

increase tariffs on European cars from 2.5% to 25%. 

Trump’s negotiations with China’s Xi Jinping appear to be going as well as his meetings with North Korea’s Kim Jong-un – lots of happy snaps 

and back slapping but no real action. The US agenda is not really about trade - trade is just a bargaining chip. China can make minor 

concessions on things like market access to US companies and perhaps some surface changes to intellectual property transfer rules, but it is 

unlikely to make any changes to its long list of non-negotiables that cause concern in the US. These include the role of the communist party, 

state subsidies, lack of democracy or protection of free speech or human rights, China’s military build-up, its territorial expansion into the new 

island bases it is building in the South China Sea, its strategic/military alliances extending from Pacific Islands all the way to Africa under its 

‘One Belt One Road’ banner, its global ‘Made in China 2025’ technology plan led by companies like Huawei and ZTE, which the US and other 

countries fear may be Trojan Horses for future espionage and sabotage. It is hard to see China giving the US any meaningful concessions on 

any of these matters. Xi is under pressure from within his party to be tough with Trump, even on minor trade issues. 

This is not just about trade. It is a new cold war – as articulated in Trump’s Secretary of State Mike Pompeo’s speeches in Washington on 4th 

October and in Beijing on 7th October last year. Cold wars can be good for investors – the gains from dramatic increases in defence spending, 

employment and wages can offset lower trade volumes. However they are generally bad for bonds as they tend to result in higher inflation. 

Meanwhile other countries on the periphery are being drawn into the fray. Canada is paying the price for its arrest of Huawei founder Ren 

Zhengfei’s daughter and Chief Financial Officer, Meng Wanzhou on 6th December, which led to a string of tit-for-tat arrests. On 12th February 

it appears China unofficially banned Australian coal ships from Dalian, a major port for coal imports. It was denied officially until a 21st 

February Chinese Foreign Ministry admission that the ban was for ‘safety and quality’ reasons. It is more likely a retaliation for Australia’s 

banning of Huawei from its 5G network, or its recent accusations of Chinese hacking, or expelling of Chinese citizens, or criticism of China’s 

military build-up. Australia relies on China for 34% of its export revenues, so it needs to choose its enemies carefully.  

Locally, the next few months will see pork-barrelling on a grand scale for the upcoming Federal election. Government coffers are flush with tax 

revenues from the fortuitous commodities rebound in recent years, and it will be hard to keep track of all the cash sprayed around to buy votes. 

Labor is still odd-on favourite to win, and their promised scaling back of negative gearing and increases to capital gains taxes are likely to further 

weaken the housing and construction market. After all, their original justification for the policies was ‘more affordable housing’- ie lower house 

prices. With or without Labor, prices of houses and especially high rise units are likely to keep falling this year as the local construction industry 

slows, more new completions are tipped onto the market, and 900,000 interest-only starter loans need refinancing with higher repayments.    

At our January review we increased shares at lower prices after being under-weight prior to the late 2018 sell-off, but we still retain a defensive 

stance. We remain vigilant and willing to make further adjustments to protect capital and capitalise on opportunities where warranted. 

‘Till next time, happy investing!  

 

Ashley Owen, CFA 

Chief Investment Officer 

Stanford Brown        
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