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When the evidence changes, we change our view. July’s CPI and household
spending data, combined with the hawkish tone of the August board
minutes, have turned what looked like an extended RBA pause into a near-
certain September hike, and we have repositioned the Fund accordingly.
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SARI Commentary: Lock it in Eddie

Market Review

Australia: Change of view

In last month’s commentary we argued that the Reserve Bank of Australia (RBA) was
on an extended pause, with the case for further tightening outweighed by the
prospective drag from weaker house prices on consumer spending, softening
business confidence and the lagged impact of 75 basis points of tightening already

Important Notice : Be aware of scams using Schroders branding, click here for more information.

This website is intended for, and is relevant to, Australian and New
Zealand residents only and should not be relied upon by persons
from any other jurisdiction. It is designed for individuals, SMSF
trustees, or anyone else classified as a retail investor only. If you are a
professional financial adviser please go to schroders.com.au and
navigate to the correct site. The information in this website is not
intended as an offer or solicitation for the purchase or sale of any
financial instrument.

I disagree I agree

https://www.schroders.com/en-au/au/individual/insights/sari-commentary-lock-it-in-eddie/
https://www.schroders.com/en-au/au/individual/insights/sari-commentary-lock-it-in-eddie/
https://www.schroders.com/en-au/au/individual/insights/sari-commentary-lock-it-in-eddie/
https://www.schroders.com/en-au/au/individual/footer/scam-protection/
https://www.schroders.com/en-au/au/individual/


delivered in 2026. New data released in late August has materially changed that
assessment.

The evidence that forced the reassessment arrived in two pieces on 26–27 August.
First, the July monthly consumer price index (CPI), released 26 August, showed
headline inflation easing to 3.5% year-on-year from 3.8% in June - broadly as
expected - but the composition was concerning. Monthly trimmed mean inflation
jumped 0.5% month-on-month, taking the annual rate to 3.6% and leaving it
unchanged from June, where the RBA had been hoping to see improvement. The six-
month annualised pace of monthly trimmed mean has now lifted to 3.9% while the
three-month rolling average of monthly trimmed mean lifted to 1%, providing a
forward-looking signal that Q3 quarterly trimmed mean inflation will exceed the
RBA’s August forecast of 0.8% quarter-on-quarter.

The composition of the July CPI was arguably more alarming than the headline.
Market services inflation, excluding housing and volatile items, accelerated 0.9%
month-on-month to reach 4.4% year-on-year, its strongest reading in the series’
history. Restaurant meals rose 1.2% MoM (4.7% YoY); hairdressing 0.6% (4.4% YoY);
vehicle maintenance 0.3% (5.9% YoY); sports participation 1.6% (5.0% YoY). New
dwelling construction costs lifted 0.4% to 5.7% year-on-year, contributing 43 basis
points to annual inflation on its own. Rental inflation held steady at 3.6% year-on-year
- too high to be consistent with the 2–3% target. None of these are energy or food
prices. This is capacity-constrained, domestically driven inflation, and it is
accelerating, not moderating.

The second piece of evidence was the July Monthly Household Spending Indicator,
released 27 August. Household spending rose 1.1% in seasonally adjusted terms in
July, the third strong monthly increase (May +1.2%, June +1.0%), with annual nominal
spending growth reaching 7.0% year-on-year - the strongest since June 2023. This
directly undermines the argument that higher interest rates are already generating
the demand destruction the RBA needs: the consumer is not pulling back. Spending
was led by recreation and culture (+1.5%), food, hotels, cafés and restaurants, all
discretionary items and health care.

The August minutes set the trap

The August RBA Board minutes, released 25 August, deserve careful reading because
they provide the analytical framework within which the September decision will be
made. The Board held unanimously at 4.35%, but the minutes reveal that a pre-
emptive 25 basis point hike was actively debated at the meeting. The case for hiking
in August rested on: the risk of a prolonged Middle East conflict driving oil prices
sharply higher; more complete pass-through of cost pressures into consumer prices
than forecast; a larger than anticipated AI and data centre investment boom; and
persistently weak productivity. The case for holding rested on signs policy was
already restrictive, inflation slightly below June quarter forecasts at that point, and
some softening in the labour market. The Board ultimately held but, critically,
included explicit language that “if the risks around the inflation forecast were judged
to be significantly skewed to the upside, it may be appropriate to mitigate those risks
somewhat by tightening monetary policy pre-emptively.” That language was
conditional, and the July CPI and household spending data counter the case for
holding.
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The Board also has to weigh the RBA’s stated posture. Governor Bullock has been
explicit in the post-August press conference and in preceding communications that
the Board has no tolerance for upside inflation surprises relative to its own forecasts.
Market pricing shifted sharply in response, with September hike probability jumping
from 17% to 36% on the CPI release, and further repricing is occurring in real time as
forecasters update their view. ANZ, Barrenjoey and Deutsche Bank - all of whom were
previously holding or had November calls - have moved to September as their base
case. CBA and NAB have moved to November but cannot rule out September.

We assess the balance of evidence as pointing clearly to a September hike at the 29
September meeting. The Board set its own trigger - upside risks materialising relative
to their last SMP forecast - and the data has met that trigger. Waiting six weeks to
confirm with the quarterly CPI would be inconsistent with the Board’s own stated
framework and would risk entrenching the very inflation dynamics it has been
fighting. The unconditional language of the August statement, the SMP’s own
inflation intolerance framework and the trajectory of incoming data leave us
comfortable with our view that a September hike remains underpriced.

Portfolio Changes

Reducing short-end AUD duration

The change in our RBA view has required an immediate adjustment to our AUD
duration positioning. In July we added modestly to short-end Australian duration - in
the two-to-three-year maturity range - on the thesis that the RBA was done
tightening and that front-end yields would rally as markets priced an extended
pause, with the next move a cut. We have acted decisively to correct the exposure.
Post the RBA minutes and prior to the CPI data we shifted 50% of our AUD duration
exposure further out the yield curve to have a more balanced exposure and
immediately following the CPI we cut total AUD duration by 50% with further selling
in shorter maturities to effectively hedge exposure to zero in maturities less than 5
years. The rationale is straightforward: we believe market pricing will progressively
shift ahead of the September meeting, and front-end Australian government bond
yields will reprice higher. Three-year Australian Commonwealth Government Bond
yields were trading at approximately 4.50% before the CPI - a premium of just 15
basis points over the current cash rate. A 25 basis point hike would likely push three-
year yields toward 4.70–4.80% as the market reassesses the terminal rate path.

We also made some changes to our US duration positioning. Firstly, we increased US
duration exposure mid-month from zero to +0.25 years as weaker data, particularly
lower inflation, reduced our expectations for a US Federal Reserve (Fed) tightening
prior to the mid-terms in early November. Secondly, we have been running a US yield
curve steepening position for the past few months and have since reduced it by half
following the US Treasury’s announcement to increase off-the-run buybacks, a move
that saw the curve reverse its steepening trend. We added back to the steepener at
month end following Fed Chair Warsh’s more hawkish speech at the Jackson Hole
conference which added some value back into shorter maturities as Fed rate hike
probabilities for September moved above 70%.

In addition, we have significantly modified the foreign currency positioning of the
Fund. Under an RBA extended hold view, the Australian dollar (AUD) would be
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vulnerable to weakness due to a weakening economy and narrowing interest rate
differentials as other central banks have greater potential to raise rates. With the RBA
expected to tighten further, the short-term outlook for the AUD changes. We had
started modifying our positioning early in the month, reducing total foreign currency
long position from 7.5% to 5% after the second quarter household spending data,
released on 4 August, showed surprising resilience in discretionary spending along
with stronger than expected Australian PMI data. We have continued to reduce the
foreign currency position further to 4%. In addition, we changed the mix of foreign
currency away from the USD (now zero exposure) and added to the Euro (+2.5%). We
did this for two reasons: 1) following the US Treasury’s announcement of increasing
off-the-run buybacks in 20 and 30 year Treasury securities, funded by higher issuance
of Treasury bills (less than 1-year securities) makes us concerned that the US
Treasury is attempting a soft version of yield curve control – which is USD negative;
and 2) better than expected US inflation and softer retail trade data, which shift
potential tightening by the Fed to the end of the year.

Maintaining credit positions

The Fund’s credit positioning remains largely unchanged. We marginally increased
the AUD subordinated bank exposure with call dates under two years whilst
maintaining European credit and US securitised positions. Australian investment
grade (IG) credit remains an attractive income-oriented allocation and has
demonstrated resilience in more uncertain market environments. Credit curves
continue to offer favourable roll-down opportunities, however technical conditions
are likely to remain a headwind particularly as we expect further large issuance from
US issuers, following Alphabet’s successful inaugural issuance. We are maintaining
shorter maturity allocations and will extend spread duration when supply conditions
improve. We have maintained the structural allocation to European IG, supported by
improving growth and economic conditions. Markets are unlikely to price in
materially more than two additional rate hikes, barring a resurgence in inflation
driven by ongoing Middle East-related risks. We do not currently hold US IG
exposure, but it is getting more interesting; it has underperformed year-to-date and
is an asset class in which we are looking to incrementally increase exposure,
particularly in short-duration IG, while selectively targeting sectors that are less
vulnerable to spread pressure, including financials and sectors with lower capital
expenditure requirements. US securitised remains attractive, with US recession risk
very low, a robust consumer and attractive spreads.

Active management requires the discipline to update positioning when the evidence
changes, especially when that means moving against a view recently held. The July
CPI and household spending data run against the RBA on-hold view, and we think it
is enough to shift the RBA’s decision towards a September hike. Too big a delay runs
the risk of inflation becoming embedded leading to larger action down the track and
then dislocation in the economy. Arguably we are already there - trimmed mean
inflation has been above the mid-point of the RBA’s target range since the December
quarter of 2021 - over 4 and a half years - and the RBA’s expectation is for it to remain
above the mid-point until early 2028, extending the run to over 6 years. We enter the
September meeting with positioning that we believe is appropriate to the shifting
evidence and the RBA’s stated decision framework from its August meeting minutes.
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Learn more about investing in Schroder Absolute Return Income fund or the
Schroder Absolute Return Income Active ETF (TMX: PAYS).
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