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Key takeaways

• Major credit ratings agencies have 
divergent views on Australia as a 
sovereign issuer. Despite the 
sweeping fiscal measures 
implemented in response to the 
COVID-19 crisis, we see the current 
government retaining fiscal discipline 
and believe there is a low likelihood 
of a downgrade to Australian 
sovereign debt this year;

• Australian banks’ profitability, asset 
quality and capital reserves are 
expected to deteriorate in light of 
the economic impact of the 
coronavirus. However, the capital 
positions of Australian major banks 
have ranked amongst the highest in 
the world and we see this as 
providing sufficient buffer to absorb 
much of the related near term 
negative impacts;

• The outlook for Australian retail 
REITs remains challenged and we 
have become less constructive on 
the Australian office sector; 
meanwhile the Australian industrial 
property sector is expected to 
benefit given the developments 
around the coronavirus pandemic.

Our view is that the current government will 
retain its fiscal discipline... (and) we think 
there is a low likelihood of any rating actions 
for Australia as a sovereign issuer this year.

Against the shifting economic landscape brought 
about by the significant events that have unfolded 
due to the COVID-19 pandemic, we take the credit 
perspective in answering some key questions around 
Australia as a sovereign debt issuer, the Australian 
banks as well as the Australian property sector.

What is the current outlook of the major credit ratings agencies 
for Australia as a sovereign debt issuer?

There is a divergence of views and outlooks from the major credit 
rating agencies. Standard & Poors (S&P) and Fitch have recently moved 
to a ‘negative outlook’ for Australia as a sovereign debt issuer while 
Moody’s maintains a ‘stable’ outlook. 

Australia was previously on track to return to sustained budget 
surpluses, but this is no longer the case. S&P’s negative outlook reflects 
the foreshadowed deterioration in Commonwealth public finances 
resulting from the large fiscal measures related to COVID-19, which to-
date totals around 11% of GDP (as at the time writing). 

The focus for S&P is not on the size of the near-term deficits, per se, 
which they view as being temporary in nature. Rather, it is the 
willingness of the Australian government to retain fiscal discipline over 
the medium to longer term that is critical to the ratings outlook. 

That is, the Commonwealth needs to demonstrate a clear commitment 
in preventing the temporary weakness in public finances (due to the 
stimulus packages) from developing into something that is more 
structural over time. 

Our view is that the current government will retain its fiscal discipline, 
however the deterioration in labour market conditions over the 
medium term creates uncertainty around when the extraordinary fiscal 
measures will eventually be rolled back. That said, we think there is a 
low likelihood of any rating actions for Australia as a sovereign issuer 
this year.
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Has this change in the outlook for Australia as a 
sovereign debt issuer impacted the credit outlook for 
the Australian banking sector?

S&P’s outlook for the Australian major banks1, which are 
currently rated ‘AA-’, has been moved to ‘negative’ to 
reflect the outlook on the sovereign rating. 

S&P assumes a high level of willingness and capacity by the 
Australian Commonwealth Government to support the 
Australian banks in times of crises, so the negative outlook 
on the major banks reflects S&P’s view that Australia’s 
financial capacity as a sovereign may reduce in the future, 
as described above.

Importantly, the negative outlook for the Australian major 
banks is not a result of any direct negative views on the 
banks’ ability to withstand the COVID-19 crisis. 

We expect deterioration in the Australian banks’ 
profitability, asset quality and capital reserves as a result of 
COVID-19, but the strength of each of these financial 
metrics leading into the crisis in our view offers sufficient 
buffer for the banks to absorb the related negative 
impacts.

S&P takes a similar view and believes that a six-fold 
increase in bad debt expenses as compared to 2019 levels 
(this is now their base case) would still not, in itself, be 
cause for downgrades of the major banks. 

In spite of this, S&P has signalled that a material 
deterioration in house prices (of greater than 10%) will 
cause downgrades to Additional Tier 1 (AT1) and Tier 2 
capital instruments. Moody’s is negative on the Australian 
banking sector given emerging pressures from COVID-19 
but this has yet to translate into an official ‘negative 
outlook’ on their credit ratings. 

1  Major banks are the Australia and New Zealand Banking Group 
Limited, Commonwealth Bank of Australia, the National Australia Bank 
Limited, Westpac Banking Corporation and their subsidiary banks.

Figure 1: Australian major banks – Aggregate Net 
Profit after tax

Source: APRA 
*Profit or loss after goodwill amortisation, income tax and minority 
interests, from both continuing and discontinued operations.

We expect deterioration in the 
Australian major banks’ profitability, 
asset quality and capital reserves as a 
result of COVID-19, but the strength of 
each of these financial metrics leading 
into the crisis in our view offers 
sufficient buffer for the banks to 
absorb the related negative impacts.
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What were some of the key takeaways from the 
recent 1H20 reporting season for the Australian 
major banks from a credit perspective?

Key themes included material increases in provisions for 
bad and doubtful debts related to COVID-19, reductions 
and deferrals in interim dividends and a focus on the 
numbers of customers seeking payment deferrals. 

Each bank came up with a number of economic scenarios – 
modelled on their forecasts for factors such as 
unemployment, GDP growth and house prices – ranging 
from a ‘base case’ to a ‘severe downside case’. The 
increases in provisions for bad and doubtful debts were a 
function of the forecast variables and the ‘probability 
weighting’ each bank assigned to each scenario. 

Given the uncertainty involved in forecasting such scenarios 
and probabilities, we were not surprised to see large 
variations in provisions. For example, NAB provided for a 
bad debt expense of 0.38% (expressed as a % of total 
loans) related to COVID-19 while CBA provided for 0.80%. 

As a guide, credit costs ranged from 0.10% to 0.15% last 
year, which were low compared to historical standards 
reflecting the benign credit environment and had peaked 
at an average of around 0.80% during the GFC.

Time will tell whether the provisions are appropriate as this 
will largely come down to the shape of the economic 
recovery, whether it is V-shaped, U-shaped or otherwise, as 
well as the efficacy of the record fiscal and monetary 
measures implemented by the government.

Australian major banks have 
increased their bad debt 
provisions and deferred interim 
dividends – we view as being 
supportive for the banks’ 
credit profile.

Figure 2: Australian major banks –  
Aggregate charges for bad and doubtful debts 

Source: APRA

In April, the Australian Prudential Regulation Authority 
(APRA) informed the Australian banks that it expected 
material reductions in dividends during this uncertain 
period. Westpac and ANZ deferred their dividends and 
NAB cut their dividend by 60%. 

We view these actions as being supportive for the banks’ 
credit profile as higher retained earnings increase Common 
Equity Tier 1 (CET1) capital and therefore raise the buffers 
available to absorb losses before impacting subordinated 
and senior unsecured debt.
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How are the Australian major banks placed in terms 
of their capital and liquidity positions? 

Australian major banks’ CET1 capital ratios are amongst 
the highest in the world on an internationally comparable 
basis. 

A few years ago, APRA mandated the major banks’ CET1 
ratios to be ‘unquestionably strong’ – broadly this meant 
they wanted the major banks’ CET1 ratios to be ranked in 
the top quartile at a global level. This requirement was met 
just before the COVID-19 crisis. 

The major banks also raised record amounts of Tier 2 
capital over the last year in response to APRA’s direction 
that the banks substantially build up their Total Loss 
Absorbing Capacity (TLAC) reserves over the next few 
years. The liquidity positions of the banks have improved 
over the years and particularly in the last couple of months.

The recent improvement is largely attributed to the Reserve 
Bank of Australia’s (RBA) increased scale of daily market 
operations and the RBA’s 3-year Term Funding Facility, 
which offers banks funding at a very cheap rate of 0.25%. 

The size of the facility is expected to be at a minimum of 
A$90bn, meaning that the majority of Australian banks will 
have little need to access capital markets for term debt in 
the next 6 months. We believe this may lead to healthier 
demand for major Australian bank senior unsecured debt 
and is therefore supportive for their credit spreads.

What is the current view/outlook of the credit ratings 
agencies of the Australian listed property sector?

S&P and Moody’s are negative on retail Real Estate 
Investment Trusts (REITs) and this reflects the pressure on 
their credit profiles as a result of nationwide shutdowns in 
most retail activity. 

Office, Industrial and Diversified REITs are on ‘stable 
outlook’ for now as they are less exposed to tenants 
heavily affected by the shutdowns. 

Figure 3: Australian major banks – Capital ratios 

Source: APRA

Australian major banks’ capital 
ratios are amongst the highest 
in the world.

Australian major banks’ capital ratios 
are amongst the highest in the world.
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What is our current view on the REIT sector?

We have had a long-held view that the business profile of 
Australian retail REITs remain structurally challenged and 
have recently become less constructive on Australian office 
REITs despite their solid balance sheet and liquidity 
positions. 

As our base case, we expect operating incomes for retail 
REITs to decline this year driven by materially reduced rents 
from a large proportion of tenants as a result of 
widespread lockdown measures. 

The extent of the declines in operating incomes is unclear. 
Although shopping centres are expected to re-open for 
trading soon, unemployment is projected to jump and the 
willingness of people to start gathering in public places 
again is uncertain. 

We have maintained an underweight preference for this 
sector for some time given the cyclical and structural issues 
that have been affecting the industry prior to COVID-19. 

We believe that the current environment will serve as a 
catalyst to speed up trends such as increased online 
shopping and lower overall discretionary spending, which 
could see pure retail REITs downgraded further by the 
major ratings agencies over time.

We expect Australian office REITs to be less affected 
compared to retail, but to be adversely impacted 
nonetheless. Office landlords are also undergoing rental 
renegotiations but in lower numbers compared to retail. 

We have a select preference for the larger, higher-rated 
office REITs which own Prime and A-Grade CBD office 
assets which have limited exposure to retail and small-to-
medium enterprises. Leading into the COVID-19 crisis, our 
preferred office REITs had cycle-low vacancies, conservative 
levels of gearing and were well positioned within their 
ratings peer group. 

We expect these aspects to provide a sufficient buffer to 
absorb negative revaluations before credit ratings come 
under pressure. The key risk for office REITs is medium to 
longer term employment conditions as higher ‘white-
collar’ unemployment may lead to higher vacancies, lower 
rental yields and lower asset values, and over the longer 
term, whether the current widespread work-from-home 
arrangements will serve as a catalyst for structural changes 
in demand for office space.

The Australian industrial REIT sector has largely benefitted 
from the current environment as the demand for logistics 
has increased in response to greater online shopping, and 
in some cases, companies like Coles and Woolworths 
temporarily increasing their warehouse space to respond to 
the spike in demand. We expect over time that the decline 
in retail to largely benefit industrial.

We have had a long-held view that the 
business profile of Australian retail 
REITs remain structurally challenged 
and have recently become less 
constructive on office REITs.
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