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Turning More
Cautious, But Volatility
Means Opportunities
Cautiously optimistic about 2019.
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KEY INSIGHTS
■■ A range of headwinds present distinct challenges for Australian equities in 2019.
■■

■■

As a result, any higher-growth, higher-valuation companies, or those where there is
any earnings risk, are being sold off aggressively.
This is presenting good, longer-term opportunities, while positive features of the
Australian equity market also support a cautiously optimistic outlook.

F

or the better part of the last two
years, we have been positive
about the broader economic
outlook—confident that improving
global growth and strong corporate
earnings would drive markets higher.
At the same time, reasonable valuation
levels only added to our positive view.
And this view turned out to be largely
correct, with the key economies of the
U.S., China, and Europe experiencing
a period of synchronized market and
economic improvement.
Meanwhile, the local environment has
also held up well. Growth has been solid,
if unspectacular; the strength of the labor
market has been a surprise; corporate
earnings growth has been strong
throughout; and we have had the benefit
of the end of the property cycle.
As we move into 2019, however, a
range of headwinds present distinct
challenges—playing out in the
geopolitical arena, in the form of trade
wars, and on the policy front, in the form
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of divergent monetary policies and a
slowing Australian housing market.
Trade And Tariffs—What Are The
Consequences?
The trade conflict between the U.S. and
China has been escalating—and it may
get worse before it gets any better, given
that neither side is willing to yield first.
The U.S. wants to secure a better deal for
the U.S. and is becoming increasingly
isolationist when it comes to its global
trading relationships. This is not just
about trade and tariff issues, it’s about
one superpower trying to assert power
over another and how they maintain that
dominance moving forward.
A less visible, but potentially greater, risk
of the trade conflict is the impact on
U.S. inflation—higher prices caused by
tariffs could lead to an upside surprise
in inflation data and a subsequent selloff in U.S. rates and equities. In addition,
companies with big supply chains through
China, for example, are beginning to
see costs rise, leading to margins being

FOR INVESTMENT PROFESSIONALS ONLY. NOT FOR FURTHER DISTRIBUTION.

1

squeezed and, ultimately, to corporate
earnings coming under pressure. So, as a
direct result of trade and tariff frictions, the
outlook for corporate earnings is now a lot
more uncertain.

10%–20%

Our base case
scenario is that
house prices could
potentially fall
somewhere between
10% and 20%.

environment, good companies will still
deliver healthy profits.
The Slowdown In Our
Housing Market
The weakening Australian housing market
is another headwind that is clouding the
outlook. The current environment is very
different to previous property market
downturns in that it has been principally
driven by policy regulation. With previous
downturns the initial trigger has typically
been rising unemployment. People lose
their jobs, so they lock down spending,
which has a knock-on impact on the
economy, ultimately leading to rising
defaults within the housing market.

Although the potential fallout from a U.S./
China trade war on global growth is a
source of ongoing concern, the 90-day
trade and tariff ceasefire agreed on by
the respective leaders in early December
is being viewed as an important and
welcome breakthrough. As part of the
truce, the two countries have agreed
to temporarily halt increasing tariffs as
they work toward a more permanent
agreement. However, there is still some
way to go in the trade story, and this
theme is likely to play through 2019.

While it feels like we are in the early
stages of a slow-moving downturn,
this is new territory, so it is difficult to
know how it will play out from here.
Our base case scenario is that house
prices could potentially fall somewhere
between 10% and 20%. But outside
factors, such as the upcoming federal
election, which is expected to reduce
housing credit demand if the Labor
Party pushes through changes to
negative gearing, could see a further
setback for the sector.

U.S. Growth Rate Has Peaked
More broadly, the fiscal stimulus that
has underpinned U.S. equities, and the
economy, in 2018 has also likely peaked.
While we do not anticipate a sharp decline
in growth in 2019, we do expect to see
a slowdown. U.S. GDP grew by more
than 4% in Q2 2018, and by 3.5% in Q3;
and we anticipate that this might drop
back to 3%, or possibly even 2%, in the
near term. While a slowdown in growth,
and the impact on corporate earnings,
may concern some investors, this is not
something we are particularly worried
about—in a lower, but still healthy, growth

Another complicating factor is that the
housing downturn comes at a time
when there are limited tools available

(Fig. 1) The Weakening Australian Housing Market Is A Key Headwind
Sydney and Melbourne are leading price falls, as other capital cities also slow
As of September 30, 2018
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We believe that a
4% to 5% dividend
yield and attractive
valuations indicate
a sound equity
environment that
can deliver healthy
income and
capital growth.
— Randal Jenneke
Portfolio Manager, T. Rowe Price
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to fight it. Interest rates are very low,
too low given the environment that
we are in, and the Reserve Bank
of Australia has a limited arsenal to
stimulate growth and spending. From
a fiscal standpoint, while the budget
position has recently improved, it could
easily slip back into large-scale deficit,
should the economy weaken. Given
government debt levels are already
quite high, this could be problematic.
Where We See Opportunities
And Risks
What we are currently seeing is that
any higher-growth, higher-valuation
companies, or companies where there is
any earnings risk, are being aggressively
sold off. So a lot of stocks are down
between 10% and 30%. Over a long-term
view, we think there are some very good
opportunities, even if it means weathering
some potential short-term volatility.
We have been selectively adding
some new, growth-oriented names to
the portfolio, where the valuations are
very attractive in our view—as well as
adding to some companies we have
owned for a long time. Ultimately, these
high-quality growth names are the type
of companies we build the portfolio
around; the fundamentals remain strong,
and valuations now look compelling.
We continue to be positive about the
outlook for the general insurance sector.
Premiums are ahead of inflation and
rising, in the order of 4% to 5% p.a.,
while claims inflation is under control,
resulting in good margin expansion for
these businesses. Rising bond yields
are also supportive, given insurers’ large
fixed income portfolios.
Conversely, we remain guarded about
some of the commodity and cyclical
stocks, given the earnings outlook for

these companies, leading us to reduce
some of our mining exposure. We
also believe the potential for earnings
growth appears limited in the banking
sector, where the outlook is clouded
by falling house prices, higher funding
costs due to rising offshore interest
rates, and growing business costs
resulting from the Royal Commission—
particularly as the Australian Securities
and Investments Commission (ASIC)
and the Australian Prudential Regulation
Authority (APRA) step up their
surveillance activities.
Also relevant is the fact that the
probability of interest rates being cut
appears to be increasing. The kind of
scenario that could trigger a rate cut,
such as a sharp slowdown in domestic
growth, even a recession, is not beyond
the realms of possibility. From a purely
risk management perspective, we avoid
those areas that are most exposed in a
weak domestic environment, such as
the banking sector, along with domestic
cyclicals, like building materials
companies and retailers.
Cautiously Optimistic Moving
Into 2019
In conclusion, we head into 2019 with
a cautiously optimistic slant to our
Australian equity outlook. The market is
likely to be more volatile as some of the
headwinds mentioned impact corporate
profits and earnings growth. However, a
positive feature of the Australian equity
market is that a good percentage of
total returns come from dividends. The
U.S. market, in comparison, is more
capital growth oriented, with lower
dividend yields. We believe that a 4%
to 5% dividend yield and attractive
valuations indicate a sound equity
environment that can deliver healthy
income and capital growth.

3

T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.
To learn more, please visit troweprice.com.

Key Risks—The following risks are materially relevant to the strategy highlighted in this material:
Transactions in securities of foreign currencies may be subject to fluctuations of exchange rates which may affect the value of an investment. The strategy is
subject to the volatility inherent in equity investing, and its value may fluctuate more than a strategy investing in income-oriented securities.
Important Information
This material is being furnished for general informational purposes only. The material does not constitute or undertake to give advice of any nature, including
fiduciary investment advice, and prospective investors are recommended to seek independent legal, financial and tax advice before making any investment
decision. T. Rowe Price group of companies including T. Rowe Price Associates, Inc. and/or its affiliates receive revenue from T. Rowe Price investment products
and services. Past performance is not a reliable indicator of future performance. The value of an investment and any income from it can go down as well as up.
Investors may get back less than the amount invested.
The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any securities in any
jurisdiction or to conduct any particular investment activity. The material has not been reviewed by any regulatory authority in any jurisdiction.
Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot guarantee the sources’
accuracy or completeness. There is no guarantee that any forecasts made will come to pass. The views contained herein are as of the date written and are subject
to change without notice; these views may differ from those of other T. Rowe Price group companies and/or associates. Under no circumstances should the
material, in whole or in part, be copied or redistributed without consent from T. Rowe Price.
The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries the material is
provided upon specific request.
It is not intended for distribution to retail investors in any jurisdiction.
Australia—Issued in Australia by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place,
Suite 50B, Sydney, NSW 2000, Australia. For Wholesale Clients only.
Canada—Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc.’s investment management services are only available to Accredited
Investors as defined under National Instrument 45-106. T. Rowe Price (Canada), Inc. enters into written delegation agreements with affiliates to provide investment
management services.
DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd. This material is communicated on behalf of T. Rowe Price International
Ltd. by its representative office which is regulated by the Dubai Financial Services Authority. For Professional Clients only.
EEA—Issued in the European Economic Area by T. Rowe Price International Ltd, 60 Queen Victoria Street, London EC4N 4TZ which is authorised and regulated
by the UK Financial Conduct Authority. For Professional Clients only.
Hong Kong—Issued in Hong Kong by T. Rowe Price Hong Kong Limited, 21/F, Jardine House, 1 Connaught Place, Central, Hong Kong. T. Rowe Price Hong Kong
Limited is licensed and regulated by the Securities & Futures Commission. For Professional Investors only.
New Zealand—Issued in New Zealand by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer
Place, Suite 50B, Sydney, NSW 2000, Australia. No Interests are offered to the public. Accordingly, the Interests may not, directly or indirectly, be offered, sold or
delivered in New Zealand, nor may any offering document or advertisement in relation to any offer of the Interests be distributed in New Zealand, other than in
circumstances where there is no contravention of the Financial Markets Conduct Act 2013.
Singapore—Issued in Singapore by T. Rowe Price Singapore Private Ltd., No. 501 Orchard Rd, #10-02 Wheelock Place, Singapore 238880. T. Rowe Price
Singapore Private Ltd. is licensed and regulated by the Monetary Authority of Singapore. For Institutional and Accredited Investors only.
Switzerland—Issued in Switzerland by T. Rowe Price (Switzerland) GmbH, Talstrasse 65, 6th Floor, 8001 Zurich, Switzerland. For Qualified Investors only.
© 2018 T. Rowe Price. All rights reserved. T. ROWE PRICE, INVEST WITH CONFIDENCE, and the Bighorn Sheep design are, collectively and/or apart, trademarks
of T. Rowe Price Group, Inc.
ID0001818 (12/2018)
201812‑684174

4

