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Economic Commentary 
 
January 2020 
 
The final quarter of 2019 was generally a solid one. Markets have continued their upward 
trend, generating good overall returns with moderate volatility. Perhaps more than ever, 
the key tool in smoothing this volatility is ensuring that portfolios are well diversified – 
across geographical areas, asset classes, industries, and currencies. Over the quarter, 
international share markets have markedly outperformed the Australian and NZ markets. 
The NZD strengthened significantly in November against the AUD after the Reserve Bank of 
New Zealand decided to hold interest rates, and in the short-term this has had the effect of 
reducing portfolio performance for the quarter below that of the market.  
 

International markets have continued to move around based on geopolitical news and 
economic data. The US and China have made progress toward “phase one” of a trade 
agreement, and this is expected to be signed in the next few weeks. If so, the US would drop 
tariffs on $160 billion in goods from China and, in return, China would increase their 
purchases of agricultural products from the US. The rural sector is a major base of support 
for President Trump and has been one of the most affected parts of the US economy from 
the trade war, so there is additional motivation for the deal to go through prior to the 
beginning of campaigning for the US election later in the year. Even if the “phase one” deal 
is signed and the trade tensions settle for the meantime, the ongoing arm wrestle between 
the US and China is a long-term reality. Trump has other issues to contend with as he faces 
an impeachment trial over his dubious communications with the Ukraine, and his alleged 
threat to withhold military assistance unless the Ukrainians agree to investigate a rival 
Democrat. Although it is unlikely to result in his removal from office, it will increase the 
tensions and be a distraction to the election process. 
 
There have been some significant developments in the UK around Brexit over the last 
couple of months. The general election on December 12 resulted in a landslide victory for 
the Conservative Party, giving them the mandate and ability to push ahead with their Brexit 
plan. This caused the British Pound to strength temporarily. However, even if the deal 
passes and the UK exits from the European Union at the end of January, there remains 
significant issues to be resolved around trade, immigration, and customs arrangements. 
Trade talks will begin and the UK has until the end of 2020 to reach an agreement, or 
potentially tariffs could be imposed by both sides. Although the recent developments are 
positive, there will still be ongoing uncertainty around the British economy and the impact 
of Brexit for some time. 
 
The quarter was busy for the Reserve Bank of New Zealand (RB), with announcements 
around Loan-to-Value Ratios (LVRs) and changes to bank capital requirements. These are 
areas in which the RB has imposed regulations on the major banks to support the stability of  
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the financial system. The LVRs restrict the amount of lending that banks can offer against 
residential property at high debt levels. The current rules are that only 20% of a bank’s total 
new mortgage lending to owner-occupiers can be at a level greater than 80% of the 
property’s value. For investors, only 5% of new lending can be above 70% of the value. 
Despite some calls for these restrictions to be eased, the RB has decided to maintain them 
at the current ratios. The concern is that allowing the banks to extend greater amounts of 
credit to borrowers with low equity will leave the financial system exposed should we see a 
sharp decline in house prices, a lift in interest rates, or a major spike in unemployment. The 
level of personal debt in NZ is already high and compared to incomes we have some of the 
most elevated house prices in the world. Some commentators have argued that the LVRs 
are shutting first home buyers out of the market by requiring them to have a large deposit. 
This ignores the risk that a first home buyer assumes when taking out a large mortgage of 
(say) 90% of a property’s value. If a recession hits, house prices fall by 20% and 
unemployment rises, that first home buyer could be left owing more to the bank that their 
property is worth, and with reduced income to service the debt. As Warren Buffett has 
famously said, “It’s only when the tide goes out that you find out who has been swimming 
naked”! 
 
The RB also announced a significant increase in the level of shareholders capital that banks 
are required to hold in their capital structure. Again, this is designed to improve the strength 
of the financial system by making the banks more resilient to any economic shocks (such as 
occurred a decade ago during the GFC). Holding more of their own capital will mean that 
banks have a greater buffer to absorb losses in their loan books. Since the review of the 
capital requirements were announced earlier in the year, there has been lobbying from the 
banking sector against the proposal on the basis that the NZ banks are already well 
capitalised. Of course, an increase in the requirement for shareholder’s capital would likely 
hurt bank profitability, and there has been some argument that this will push up interest 
rates on home loans and reduce those offered on term deposits. The NZ banking sector is 
one of the most profitable in the world. There is some room for the sector to absorb costs 
from the new requirements and if these improve the strength of the system, we see it as a 
positive.  
 

Looking back on 2019, it certainly proved to be very strong for financial markets. The main 
NZ and US sharemarket indexes were up around 30%, the Australian ASX200 up 18%, and 
emerging markets (such as China and the Asian economies, excluding Japan) appreciated on 
aggregate by about 15%. It is fair to say that very few investment commentators or analysts 
expected these levels of return. In fact, at this time last year the expectation was for 
increasing official interest rates in the US and for these to produce ongoing volatility and 
lower overall returns compared to recent years. The main driver has been the dramatic 
turnaround in interest rates and the move from central banks around the work to reduce 
rates to stimulate economic growth. Interest rates affect asset prices (eg. shares, bonds, and  
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property) in a number of ways, but perhaps most simply by reducing the required return 
and thereby facilitating inflation of asset prices. Investors have moved from low return fixed 
interest (such as term deposits and high-quality bonds) and sought improved yields in the 
sharemarket and in more risky debt securities. Unfortunately, many of these investors do 
not fully understand the higher risk to which they are exposing themselves and their hard-
earned savings. Asset prices are now elevated in many areas, and this increases the impact 
that any market correction could have on their capital base. The level of returns that we 
have seen over the past year are fundamentally unsustainable and cannot continue 
indefinitely. 
 

Our approach to portfolio management continues as it has done for some time. It is 
important that, despite the low interest rates and returns from fixed interest, the level of 
risk in investment portfolios is carefully managed to ensure that it remains appropriate for 
the investor’s risk profile/capacity and investment timeframe. This means ensuring the right 
balance between defensive and growth assets and avoiding the temptation to allow an 
increase in risk exposure in order to chase an improved yield. We will continue to focus on 
maintaining this balance, locking-in profits from market gains where possible and 
repositioning portfolios to ensure that they remain fit for the long-term. 
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