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A strong start to the year for financial markets has been derailed in May by a 
combination of deteriorating economic data and an increase in trade tensions. Global 
sharemarkets are down by over 3% in the last month (more in emerging markets), but 
the NZ and Australian sharemarkets have been resilient and produced small gains. Over 
the last quarter portfolio returns are still positive due to a strong February/March. Central 
banks are now clearly moving toward reducing interest rates further to support growth 
and pre-empt any economic slowdown. 
 
Over the last year (or more), we have been “harping” about interest rates and their effect 
on your investments. The reason for our preoccupation with interest rate movements is 
the close connection in the current market environment between rates and asset prices. 
This has been clearly demonstrated over the last six to nine months. At the beginning of 
October, the US Federal Reserve Chairman commented that US interest rates are “far 
from neutral” and that further rate hikes would be needed in 2018 and 2019. This 
triggered the dramatic fall in sharemarkets from October to December. As data came 
through over those months showing a slowdown in economic growth, the Fed 
dramatically changed their tune. By the end of December/beginning of January, the new 
projection was for interest rates to be on hold throughout 2019, and since then the 
likelihood of rate cuts around the world has increased. The NZ Reserve Bank cut our 
Official Cash Rate to its lowest ever level in May, and this was matched shortly after by 
the Australian central bank.  
 
As we’ve discussed before, the level of interest rates is a key determinant in prices for 
shares, property and bonds. For example, companies typically pay dividends to their 
shareholders, and these are expressed as a percentage of the share price known as the 
“dividend yield” (if the share price is $10 and the annual dividend is 50c, the dividend 
yield is 5%). If interest rates fall, this flows through into fixed interest investments such 
as term deposits and bonds. Investors look for improved returns and may find dividend 
yields in the sharemarket more attractive (5% starts to look good!). Demand for shares 
increases, the price is bid up and current shareholders benefit from capital gains as well 
as the ongoing dividends. Of course, the opposite applies when rates rise! It’s through 
these mechanisms that interest rates affect all investment decisions. This is exactly what 
has occurred over the last six months as interest rate expectations first rose sharply and 
then fell just as dramatically. 
 
The market weakness in May has been due in part to poor economic data, but was 
triggered by a major pick-up in trade tensions between the US and China. Unexpected 
“tweets” from President Trump in the first week of the month accused China of reneging 
on trade commitments and imposed further tariffs (which have since been enacted). The 
President then went further, threatening Mexico with tariffs unless they take action to 
reduce the flow of immigrants to the US border. It seems that tariffs are now being used  
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as a political weapon! Mexico has since bowed to the pressure and this threat has been 
“lifted”, but the tension with China continues and probably will be ongoing for some time. 
 
The big question now is, where do markets go from here? There are two competing 
factors which represent “push-pull” effects on asset prices. Low (and/or lower) interest 
rates will support prices on the one hand. On the other, a slowing economy may affect 
corporate earnings and profits and translate into lower prices. It is very hard to know 
which of these factors will prove dominant over the short- to medium-term, and it will 
depend on the extent of any economic slowdown. However, the last quarter has 
stretched asset prices to very high levels and it is hard to see how this can continue 
against the backdrop of slowing growth. The market has been driven by interest rates of 
late, but at some point the fundamentals of company earnings and future company 
growth potential must take prominence again.  
 
In NZ, the recently announced government “wellbeing” budget was something of a non-
event from an economic point of view. The focus was firmly on social spending and 
health services, with only minor tinkering around the edges in other areas. There were 
no notable changes to tax policy for investors or savers. This means that the same 
progressive marginal tax rates apply and the income thresholds at which these rates kick 
in remains unchanged (and has not been altered since 2008). In reality, the result is an 
increasing tax burden as inflation pushes up nominal earnings for most taxpayers and 
therefore moves many individuals into higher tax brackets, despite the fact that real 
earnings after inflation for many people have not increased (this effect is known as 
“bracket creep”). There were also no announcements in the budget around housing or 
the KiwiBuild programme. The danger of falling interest rates is that it will continue to 
support house prices through ongoing low rates for borrowers. Mortgage debt in NZ is 
already at very high levels and this does pose a risk to the financial system if the 
economy does take a more serious decline, unemployment rises and homeowners are 
unable to meet repayments. 
 
The strategy for portfolios needs to continue to tilt to the conservative. Assets are fully 
priced, as a result of low interest rates, and investors are moving into riskier asset 
classes to chase returns and income yields, e.g. from fixed interest into property and 
shares. This increases the risk of a correction and the volatility in markets (which is not 
helped when the US President picks up his mobile phone and sends off a “tweet”). We’ll 
continue to watch developments, rebalance portfolios where necessary and ensure that 
risk exposures are kept at an appropriate level. 
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