The number of Australians falling behind on their mortgage
repayments is at its worst since the Global Financial Crisis, the
Reserve Bank says. RBA Head of Financial Stability Jonathan
Kearns told a property summit in Canberra that the number
of people in arrears on their home loans was increasing. He
says the proportion of those falling behind was still low at just
1 per cent but admitted it was an indication the economy may
be facing tough times. Weak income growth, housing price falls
and rising unemployment in some areas have all contributed.
But they have not acted alone, interacting with earlier weaker
lending standards, and the more recent tightening in lending
standards. Recognising the greater risk of interest-only lending,
banks continue to charge higher interest rates for these loans
and more carefully scrutinise their suitability for borrowers. As
a result, some borrowers who may have anticipated being able
to roll over an interest-only period are finding they cannot.
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The data comes after ratings agency Moody’s reported mortgage
delinquency rates are rising in Australia, with borrowers
struggling under weak house prices and the high level of debt.
Household debt of 200 per cent of annual disposable income
meant a huge number of homeowners are financially exposed.
Monthly Return Stream
Jan Feb Mar Apr May Jun Jul Aug Sept Oct Nov Dec YTD
2018 - - - - - - - - - 0.46% | 0.38% | 1.02% | 1.87%
2019 0.60% | 0.54% | 0.84% | 0.62% | 0.61% 3.25%
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PROJECTED YIELD: 8.1% p.a.

The increase will be because of record-high household debt
levels, the conversion of a large number of interest-only
mortgages to principal and interest loans and falling house
prices.

A steady flow of weak economic and employment data have
stirred fears that a recession is likely, but there are plenty of
factors that will steer Australia through the trying conditions.
There is likely to be weak Australian growth over the next year
or so and this should lead to further monetary easing and
fiscal stimulus. That being said, several positives suggest that a
recession is unlikely. These include the Aussie dollar, the drag
from falling mining investment is over, there is scope for extra
fiscal stimulus, infrastructure spend is strong and there is no
sign of panic property selling.

FURTHER RATE CUTS ‘MORE LIKELY THAN NOT’

RBA board members agreed that further reductions to the
cash rate were “more likely than not” when they cut it to a
record low 1.25 per cent this month. Minutes from the RBA’s
June 4 meeting show members agreed that a further easing
in monetary policy would be likely as the central bank tries
to stimulate the economy through lowering the exchange
rate, reducing borrowing costs for businesses, and lowering
interest payments on loans to households. The minutes
confirmed the RBA will monitor the jobs market as it mulls
the timing of any further cuts.

“Alower level of the cash rate would assist in reducing spare
capacity in the labour market, providing more Australians
with jobs and greater confidence that inflation will return
to be comfortably within the medium-term target range in
the period ahead,” said the minutes.

“Given the amount of spare capacity in the labour market
and the economy more broadly, members agreed that it
was more likely than not that a further easing in monetary
policy would be appropriate in the period ahead.”

Capital Economics economist Ben Udy said the comments
suggested the RBA was on track to cut again in August, and
possibly as soon as July, before making a third reduction
to leave the cash rate at 0.75 per cent by the end of 2019.
The central bank’s first move in any direction since August
2016 followed another month of weak economic data, most
notably an unexpected rise in the unemployment rate for
April to a seasonally adjusted 5.2 per cent. The minutes
showed the RBA expects unemployment, which turned out
to have remained steady in May, to decline just “a little”
over its forecast period.

Given the unique composition of the Australian market and
the centrality of housing in terms of overall wealth, we believe
that regulators will continue to create a positive environment
for Credit markets at least in the short-run. Though the levels
of household leverage will add to the risks over a longer-run
horizon, it will be in the best interests of both the government
and the RBA to support liquidity in the short-run to smooth
out headwinds associated with global geopolitical risks and
domestic concerns around unemployment and wage inflation.

The key indicators to watch over the coming months will be
new constructions and overall transaction growth in real estate
in addition to employment growth. Though the extent to which
the rate cuts will have a direct and significant impact upon
household spending remains to be seen and is contingent on
the banks passing through the cuts, we remain optimistic on
the fiscal side with government spending on infrastructure
likely to fill in the void where blunt monetary instruments
fall short. Indeed in a recent press conference, even the
Governor of the RBA alluded to as much suggesting that more
was needed to be done by governments and that it ‘was the
cheapest environment to borrow in over a 118 years.'
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Given this to be the case we continue to allocate on an
opportunistic basis while being fully aware of the rising risks
in the overall economy. The SME segment of the private debt
market continues to be underserviced and with further fiscal
incentives likely to be on the way from both a federal and state
government level, this remains an attractive component of the
overall portfolio. In addition, shorter-duration, as opposed to
longer-duration debt cycles, are of particular interest.
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