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 1. Fund inception 31 May  2007

 2. Gross returns exclude impact of ongoing management fees. No allowance is made for tax. 
 3. Numbers may not add due to rounding 
 4. Benchmark performance includes the RBA Cash Rate until 31 January 2014.

Portfolio Commentary 

The Fund returned -0.05% in September (after class I unit fees).  Coupon income remained the largest contributor, but our ~1yr rate 

duration offset these gains. Corporate bond spreads tightened somew hat, aiding returns w hilst positions intended to protect against 

Italian bank defaults detracted. The RBA and the Federal Reserve cut rates, as expected.  Brexit clarity remains uncertain, w hile Hong 

Kong entered its 17th w eek of protests w ith resolution elusive. US/China trade negotiations remained a failure amid continuing Chinese 

manufacturing retraction.  In the US, Ukraine/impeachment talk continued to drive market volatility.  The US S&P still eeked out a positive 

return, but bond yields rose despite geopolitical risks and little prospect for inflation. 

Portfolio Strategy 

We retain a higher level of portfolio risk believing, despite recent market volatility, that rates w ill remain low  and corpor ate profitability  

solid.  We have maintained a low  cash position at ~2%, given attractive corporate issuance.  Des pite market sentiment for further RBA  

cuts, w e still believe the RBA is likely to maintain rates near 0.75% for some time, although they w ill cut in 2020.  We expect to maintain 

Australian and US duration each in the 0.50 to 0.80 year range for a total of ~1.25yrs; longer than historically given our view s of little 

inflation, continuing global tensions and central banks continuing to ease.    

Outlook 

While US jobs grow th has slow ed, 150k/mth gains are likely. Trade w ar and political gridlock could reduce grow th by 0.5%. We expect 

unemployment to move beyond its near 50yr low  to mid 3%. Wage pressures are becoming a concern, w ith average hourly earnings  

rising by 3%+ and the ratio of job seekers to available jobs moving from 9:1 to 1:1. Whilst core inflation may rise, it w ill remain around 

2%.  

We continue to favour Australian rates. Markets price in tw o RBA rate cuts over the next year. The property dow nturn continues and 

high lending standards w ill keep things tight. Employment remains relatively robust; 270k added in 2018 reconfirmed continuation of 

2017’s strength (+400k). Chinese and Asian grow th, employment gains and improved terms of trade support a solid domestic stor y. 

How ever, non-mining investment, overlevered consumers, housing stress and a lack of w age grow th w ill cause the RBA to tread 

carefully.  

We continue to view  Australian investment grade credit positively; attractive real yields, issuer health, and w ider yield spr eads compared 

to elsew here. Portfolios reflect this, w ith domestic issuers accounting for ~2/3rds of holdings. Favoured sectors remain f inancials  

(attractive yields and liquidity), and infrastructure e.g. airports and toll roads (attractive yields, solid cashflow , monopolistic attributes, 

strong regulation, quality underlying collateral). While banks came under pressure w ith the revelation of a new  bank tax, rating 

dow ngrades of tier 2 banks and tier 1 hybrids, and Royal Banking Commission disclosures, w e remain bullish on Australian senior bank 

debt given conservative models, strong profitability and implicit government support. Exposure is balanced betw een Big 4 issuers and 

regional banks and credit unions (for their additional yield).  

Elsew here, w e like systemically important, highly rated Asian issuers and the US ‘too-big-to-fail’ banks, supported by an increasingly  
robust regulatory environment.  

Not so Europe w here stresses have increased; another new  Italian government likely to continue focusing on low er taxes/higher  

spending, unconcerned w ith grow ing deficits. With those risks increasing, how  can the ECB avoid further stimulus?  We expect 2019 
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grow th and inflation to underperform expectations particularly in peripheral regions. Low /negative bond yields already reflec t this. The 

ECB capitulated on its previous optimistic grow th forecasts, now  telegraphing a still unrealistic 1% level.   

Bond opportunities are limited given low /negative yields and risks associated w ith higher-yielding assets.  We continue to avoid Europe 

given Brexit uncertainty and limited corporate profitability, and concern over European banks; although somew hat improved w ith bank 

bad debt sales and capital increases, peripheral stresses remain. While the ECB may paper over the problem in the shorter -run, balance 

sheet expansion is likely, at least before w eaker bank nationalization. While sometime aw ay, w e expect QE to reappear,  w ith little growth 

and inflation prospects in Southern Europe. The UK has mostly been avoided since the 2016 Brexit vote; recent developments re inforce 
our low  confidence in a w orkable Brexit solution anytime soon. 
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The information has been prepared on the basis that the Client is a wholesale client within the meaning of the Corporations Act 2001 (Cth), is general in 
nature and is not intended to constitute advice or a securities recommendation. It should be regarded as general informat ion only rather than advice. 
Because of that, the Client should, before acting on any such information, consider its appropriateness, having regard to the  Client’s objectives, financial 

situation and needs. Any information provided or conclusions made in this report, whether express or implied, do not take into account the investment 
objectives, financial situation and particular needs of the Client . Past performance is not a guide to future performance. Neither Kapstream Capital 

(“Kapstream”) (ABN 19 122 076 117 AFSL 308 870) nor any other person guarantees the repayment of capital or any particular rate  of return of the 
Client portfolio. Except to the extent prohibited by statute, Kapstream, or any director, officer, employee or agent of Kapst ream, do not accept any liability 

(whether in negligence or otherwise) for any errors or omissions contained in this report. 
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