
Overview
Earlier this month the RBA decided to leave the cash rate 
unchanged at 1% despite the outbreak of turmoil on world 
financial markets in the first week of August. The turmoil 
was a product of renewed uncertainty about a resolution of 
the US-China trade and technology dispute and a lack of 
clarity on US monetary policy.  
The RBA cited a number of factors in its decision to defer 
further rate cuts: 
• The outlook for the global economy remains reason-

able even allowing for the increased uncertainty in 
financial markets.

• Economic growth in Australia over the first half of 
this year has been lower than earlier expected, with 
household consumption weighed down by a protract-
ed period of low-income growth and declining housing 
prices, but it was still positive. The RBA adjusted its 
central scenario for Australian economic growth down 
to 2.5% for 2019 and to 2.75% for 2020, with support 
coming from the low level of interest rates, recent tax 
cuts, ongoing spending on infrastructure and some 
signs of stabilisation in some housing markets. 

• In most advanced economies, unemployment rates 
are low and wages growth has picked up, although 
inflation remains low. 

• Global financial conditions remain accommodative. 
The persistent downside risks to the global economy 

combined with subdued inflation have led a number 
of central banks to reduce interest rates this year and 
further monetary easing is widely expected.

• Long-term government bond yields have declined 
further and are at record lows in many countries, 
including Australia.

Global monetary policy is indeed still very supportive of 
prices in bond and equity markets, with the Federal Re-
serve cutting its Fed Funds Rate by 0.25% p.a. for the first 
time in over ten years. The cut was expected by financial 
markets, but they also wanted better guidance as to fur-
ther cuts in the near future. A poorly presented statement 
by Jerome Powell, the Chairman of the Fed, disappointed 
equity markets which started to sell off. 

The negative sentiment was quickly exacerbated by state-
ments by none other than President Donald Trump, about 
the Fed and more importantly about how the trade and 
technology dispute with China would be ratcheted up. The 
Chinese response of allowing the Renminbi to fall below 
RMB 7 to the US Dollar is highly significant. It indicates 
a hardening in the Chinese reactions to the perceived 
instability of the US negotiation approach.
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Implications for portfolio investment strategy

• Investors with a shorter horizon of one to three years who are concerned about the recession risk ought to reduce 
their equity exposure even if this sacrifices some returns from equities in the longer term. This may best be done 
during the periodic rallies in prices which will occur during a period of continuing market volatility in the rest of 2019 
and into 2020.
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As result some investors in the US shifted from equities to 
bonds with bond market yields declining towards their low 
level of 2016. 

Long-term bond market expectations are now clearly 
that inflation will remain below 2% p.a. for at least ten 
years and possibly as long as thirty years. As we said last 
month, we have definitively gone past a turning point in 
terms of the cost of money and the reward for risk free 
investment. Real interest rates are now negative in many 
places.

We have taken both the lower interest rate structure and 
the slower earnings per share growth prospects into 
account in our long-term fair price assessments of ma-
jor equity markets. Our valuation work shows that both 
Australian and International equities are being priced more 
significantly towards the lower end of the long term (ten 
-year) Fair Value range. Overall, the valuation factors are 
supportive of investment in equities and are compelling for 
longer-term investors, although taking advantage of this 
will take some courage. 

From a shorter to medium term perspective, of one to 
five years, the key risk to be concerned about is that of a 
major recession. We monitor the shape of the yield curve 
as described by the difference between the US Treasury 

two-year and ten-year bond yields because it has been 
a good forward indicator of recessions and downturns in 
equity markets for the last fifty years. When the yield curve 
goes negative, with the ten-year yield below the two-year 
yield, a recession normally follows within eighteen months 
to two years. The arrival of the recession is also normally 
preceded by an equity market decline of 20% or more, 
so the shape of the yield curve is worth watching closely, 
but it is worth noting that historically, even when the yield 
curve goes negative, equity markets usually continue to 
rise for 9 months and by +11% on average.
 
The US bond yield curve is currently fairly flat at +0.07% 
p.a. This is much flatter than it was a month ago. More-
over, it turned negative for a few hours before recovering. 
While it is not yet signaling recession, we have been 
warned and the risk of recession may well grow over time 
if the US-China dispute worsens or is resolved badly. 

We may well also see a number of short run episodes of 
market equity downside in the 10% to 20% range, trig-
gered by noise emanating from Washington and respons-
es to it from Beijing. There has, so far been a pattern of 
such declines being followed by recoveries, as the partic-
ipants manage to back off and start talking again, to the 
relief of financial markets. This will not always be so.

Overview cont...

Investors with shorter-term horizons



Table 1: Recommended asset allocation positioning for portfolios for 
investors with a longer-term horizon of five years or more: 

• Investors with longer term horizons and an ability to tolerate equity market downturns and await the recoveries that 
follow, should remain invested at benchmark or neutral weight in equities, but be aware that there may be  falls of 
up to 20% in equity prices in  the next two to three years, from which there will be a recovery that may also be faster 
than expected. A horizon of five years or more, would likely take in a major downturn and the subsequent recovery. 
Investors with such a longer-term horizon should therefore not be under weight to Australian equities and Interna-
tional equities. Stay invested for the recovery.

• In fixed interest move to a longer duration in order to pick up more yield as the risk of capital losses from rising bond 
yields has abated. Be careful with traded securities with credit risk or funds that invest in them, as credit spreads are 
often too tight to offer adequate return for risk.

• In the longer run beyond the next year or so, the prospects are for short term interest rates in the USA to be higher 
than interest rates in Australia. This means that eventually the AUD is more likely to fall than rise against the USD, 
so International investment on a three to five-year horizon should be unhedged. 

• Reduce the degree of overweight to cash but maintain an overweight to well managed alternative equities which 
have a proven capacity to make asset allocation shifts in response to evolving market conditions.

For investors with a longer-term horizon of five years or more
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RECOMMENDED ASSET 
ALLOCATION RELATIVE TO 
BENCHMARK OR NEUTRAL:

ZERO
MAJOR UNDER 

WEIGHT
MINOR UNDER 

WEIGHT

NEUTRAL OR 
BENCHMARK 

WEIGHT

MINOR OVER 
WEIGHT

MAJOR OVER 
WEIGHT

ASSET CLASS
Cash X
Fixed interest X
Property X
Australian equities X
International equities X



• Bond yields have moved down further worldwide as 
investors shifted into bonds from equities. 

• All major equity markets were down over the last 
month with most of the weakness coming in the first 
week of August in response to the ratcheting up of 
the trade and technology tension between the US and 
China

• Oil and metal prices were also down significantly as 
the prospect of weaker growth and recession in-
creased.

• The gold price rose in USD terms by 4.6%, as inves-
tors sought safe havens from the rising tensions.

• The Australian dollar was weaker against all major 
currencies except the Brexit plagued British Pound, 
reflecting concerns that slower growth, particularly in 
China, will reduce iron ore revenues. The weaker AUD 
provided some cushion against the declining prices of 
International equities.
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1. Where are we now? 
Table 2: Financial market movements - financial year to date

Market indicator Level at 
31/12/2018 

Level at 
8/07/2019

Level at 
6/08/2019

In local 
currency

In AUD In local 
currency

In AUD

Equity Markets 
S&P ASX 200 5646 6697 6506 15.2% 15.2% -2.9% -2.9%
USA: S&P 500 2506 2990 2844 13.5% 17.9% -4.9% -2.1%
UK: FTSE 100 6728 7553 7223 7.4% 6.6% -4.4% -4.5%
Germany: DAX 10588 12568 11658 10.1% 11.8% -7.2% -4.7%
France: CAC 4730 5593 5241 10.8% 12.5% -6.3% -3.8%
Japan: Nikkei 225 20014 21573 20582 2.8% 10.1% -4.6% -0.1%
China: Hang Seng 25843 28774 25966 0.5% 4.4% -9.8% -7.1%
Currencies 
USD/AUD 0.7051 0.6984 0.6786 3.9% 2.9%
GBP/AUD 0.5541 0.5575 0.5581 -0.7% -0.1%
YEN/AUD 77.51 75.80 72.42 7.0% 4.7%
EUR/AUD 0.6149 0.6221 0.6058 1.5% 2.7%
Interest rates (% p.a.)
Aus: 90 day bank bill 2.02 1.19 1.11 -91.0% -8.0%
Aus: 10 year govt bond 2.32 1.33 1.04 -128.3% -29.3%
US: Fed funds rate 2.40 2.36 2.25 -15.0% -11.0%
US: 10 year govt bond 2.68 2.02 1.76 -92.2% -26.2%
Commodities 
Copper  US $ per tonne  5965 5902 5685 -4.7% -1.0% -3.7% -0.9%
Gold USD/ounce  1282 1397 1461 14.0% 18.4% 4.6% 7.6%
Oil USD/barrel (WTI) 45 58 55 21.8% 26.6% -4.1% -1.3%

Change since 31 
December 2018

Change since 8 July  2019
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2. Equity markets overall assessment
As a consequence, partly of the fall in equity prices, but more because of falling bond yields, major equity markets are 
now significantly better than fairly priced from a long-term point of view, even allowing for more modest prospects for 
earnings per share growth.
The market movements of the last six months mean that momentum (based on trailing twelve-month indicators) is still 
stuck in neutral. 

The Qualitative factors that affect financial markets are still positive although they are weakening significantly in some 
places. The strongly accommodative monetary policy in most major markets together with the fiscal deficits that most 
major governments are running, are still offsetting the turbulence in politics, such as the US-China technology and trade 
dispute, which now looks more likely  to slow the pace of global economic growth quite significantly, perhaps bringing  
the world to the edge of recession.

Table 3: Summary of equity markets assessments
Equity Markets Assessment - 6 August 2019

Asset class Australian equities International equities 
Valuation indicator (scenario weighted,lower is better) 86% 83%
Momentum indicator based on last 12 months price movements NEUTRAL NEUTRAL
Qualititative indicator POSITIVE BUT WEAKENING POSITIVE BUT WEAKENING

3. Equity market valuations
The assessment of the long-term Fair Price of equity markets depends on the level of the bond yield and the long-term 
rate of growth in earnings per share. We have reviewed all of the assumptions again this month, but there has been no 
need for further changes at this stage.

Table 4: Earnings per share growth rates for equity markets

as at 6 August 2019
Real GDP 

growth % p.a.
Inflation          

% p.a.
EPS growth     

% p.a.
USA S&P 500 2.25% 1.70% 2.45%
China Hang Seng 4.00% 2.50% 2.50%
Japan Nikkei 225 1.25% 1.50% 1.75%
Britain FTSE ALL SHARE 1.50% 2.00% 1.50%
Germany DAX 1.50% 1.70% 1.20%
France CAC 1.50% 1.70% 1.20%
Australia ASX S&P 200 2.25% 1.70% 1.95%
NO CHANGE IN  ASSUMPTIONS SINCE LAST MONTH.
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3. Equity market valuations cont...

Table 5: Fair Price assessments for the Australian and International    
equity markets - 6 August 2019

Equity markets are now more significantly below the middle of the Fair Price range except for Germany, France and 
Great Britain, which are near to the average of the fair value range. Overall, the valuation factors are supportive of 
investment in equities and are compelling for longer-term investors, although taking advantage of this will take some 
courage. 

These assessments are made for a number of scenarios of what may happen over the next ten years. Each scenario 
implies a different financial market regime with different relative returns for the various asset classes. For the purposes 
of the equity market fair value assessments we have reviewed the three long-term scenarios for the next ten years and 
they are as follows:
• Scenario 1: Modest earnings growth as outlined in the table above, where inflation is subdued, and interest rates 

do not rise by much. This is good for the valuation of equities. It is expected that there will be a recession within the 
next three to five years, but it is milder than that of 2008-2009. We currently assess the likelihood of this scenario 
occurring to be 40%. In this scenario we are assuming that the ten-year Australian bond yield will rise from the 
current 1.05% p.a. to around 1.75% p.a., which we have used in the valuation of equity markets. 

• Scenario 2: Faster earnings growth with long term bond yields rising together with a higher rate of inflation. These 
are generally bad for fixed interest and also adversely impacts equity valuations, offsetting some of the effects of 
faster earnings growth. We continue to rate this scenario with a 20% likelihood of occurring i.e. not very likely, as it 
depends on fiscal and monetary stimulus in China working and there being no significant policy maker mistakes in 
any major country such as in the USA.

• Scenario 3: A more significant recession occurs in the next three to five years where inflation and nominal interest 
rates fall significantly and may even turn negative. In this scenario we are using a long-term bond yield averaging 
0.77% p.a. over the next ten years to value the more subdued cash flow from equities We now rate this scenario 
with a 40% likelihood of occurring. A recession of this nature is more likely to occur after 2020 than before, unless 
there is a major deterioration in the as yet unresolved US-China Trade and Technology dispute, in which case it will 
come earlier.

Economic Scenario: 
One: Continued moderate 

growth 
Two: Faster growth

Three: Relapse into 
recession 

SCENARIO WEIGHTED 
PRICE TO FAIR VALUE

Probability of scenario 40% 20% 40%

Country

Ratio of current market 
value to long term fair 

value

Ratio of current market 
value to long term fair 

value

Ratio of current market 
value to long term fair 

value

Ratio of current market 
value to long term fair 

value
USA 80% 73% 83% 80%
China 75% 69% 82% 77%
Japan 78% 71% 83% 79%
Britain 97% 89% 103% 98%
Germany 105% 96% 112% 106%
France 101% 93% 109% 103%
Australia 86% 78% 91% 86%
Global 82% 75% 87% 83%

Red is expensive (above 120%)                        Purple is more or less fair value (80% to 120%)                        Green is cheap (below 80%)
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4. Qualitative factors used in the overall assessment
Overall our current assessment is that the positive qualitative factors (supportive monetary and fiscal policy) outweigh 
the negative factors (mostly the risk of mistakes by policy makers). Our summary of the qualitative factors and their 
effects on equity market returns for each major region is set out in Table 6. 

Table 6: Qualitative factors affecting equity markets over the next 3 years

Overall the qualitative factors are still positive for equity markets but still weakening. We still have a situation where 
monetary and fiscal policies in most major countries are supportive of earnings growth for equities and of equity prices 
in general.

Region Monetary Policy Fiscal Policy Economy Politics and Public Policy Overall

USA

The Fed has pivoted by cutting its 
Federal Funds rate for the first time 
in over ten years. Monetary policy is 
now even more supportive of asset 
prices. The financial markets were 

expecting indications of further cuts 
in the Federal Funds Rate but were 

disappointed when this was not 
forthcoming. They may yet be 

placated with more cuts. 

Positive with the fiscal 
deficit running at a 

massive 4.7% of GDP 
although the effect of the 
2017 tax cuts is wearing 

off.

US growth has been 
stronger than forecast 
but is expected to slow 
down as the trade and 

technology dispute with 
China drags on. 

Expected to be a net negative 
in the long run up to the next 
elections in November 2020. 

Expect US public policy to 
continue to be volatile and 
appear irrational at times. 

This will continue to be very 
unsettling for equity and 

bond markets.

Positive but 
becoming 

much less so 
over the next 

two years.

China

Positive. The PBOC, the central bank, 
has been injecting liquidity into the 

banking system to ward off risks from 
its policy of deleveraging as well as 

from the technology and trade 
dispute with the USA.

Positive as there is a need 
for continued spending 

on infrastructure, health 
care and education. The 

central government fiscal 
deficit is running at a. 

very large and. 
stimulatory 4.5% of GDP.

Positive but likely to 
decline with the rate of 
growth of GDP falling 

towards 5% p.a. or below 
over the next three years.  

This degree of decline 
would be adverse for 

global growth and 
increase the risk of a 

global recession.

Positive, but the main risk is 
if the policy makers make a 
mistake, such as reining in 

credit growth too quickly as 
they seek to deleverage the 

economy. 

Positive but 
now more 

fragile than at 
any time since 

1989.

Japan 
Positive with the BOJ continuing to 
keep short rates negative and bond 

yields near zero.

Positive with fiscal deficit 
of 3.2% of GDP adding to 

overall demand. 

Positive but stalling 
slightly with real GDP 
growth easing back to 

just 0.9% p.a. 

Positive and stable compared 
to other major countries. 

Positive. 

Europe 

Positive as the ECB maintains its 
portfolio of bonds, while keeping its 

key interest rate at -0.4% p.a. There is 
expected to be no change in policy 

approach as Christine Lagarde takes 
over from Mario Draghi in November.  

Slightly positive with Euro 
area fiscal deficit running 

at 1.2 % of GDP. 

Slightly positive with 
growth running at 1.2% 

p.a. but the effect of 
Brexit could still be a 

major threat to EU 
growth.

Has now become negative 
with the continued drama of 
Brexit which is looming on 31 

October.

Positive but 
weaker in the 

balance of 
2019 and into 

2020.

Great 
Britain

Positive with the Bank of England still 
keeping its interest rate near a multi-

century low. 

Slightly positive due to 
the fiscal deficit running 
at 1.6% of GDP, but this 

will probably not be 
enough to offset the 

effects of Brexit which is 
still to be resolved.

The unresolved Brexit is 
still the major threat to 

the British economy 
which now looks more 

likely to slide into a 
serious recession.

The government appears to 
have unified behind Boris 
Johnson, but caution is 

required. 

Positive but 
weakening or 

turning 
negative as 

Brexit drama 
continues. 

Australia 

Positive with the RBA rate being cut 
two months in a row. The RBA has 

said it may cut rates further if 
economic indicators such as 

underemployment worsen. The 
markets are expecting a further rate 

cut of 0.25% or 0.50% p.a. within the 
next year. 

Becoming negative with 
the plan for a surplus in 

2020 although the extent 
of a surplus in the next 

few years is uncertain due 
to dependence on 

commodity markets and 
wages growth.

Positive mainly due to 
infrastructure spending 
by the states and strong 
exports of commodities.

Mildly positive due to the 
passage of staggered tax cuts 

over the next 5 years. The 
Federal Government agenda 

beyond this is difficult to 
discern at this stage. 

Positive. 
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5. Where to next?
• Equity markets are likely to recover and continue to 

rise over the next six months driven mainly by the low 
level of interest rates. 

• The outlook for the next year or two includes the risk 
of periodic downturns of 10% or more, such as the 
current spate of instability, followed by recoveries back 
to the upward trend indicated by the long-term valua-
tion analysis.

• The main driver of such downturns will be announce-
ments and possible mistakes by policymakers and 
politicians in major countries. These now appear to be 
more likely and of greater consequence than at any 
time in the last thirty years. 

• Our mainstream scenario for investment markets over 
the next three to five years is as follows:
 ◦ Short term interest rates in the US are now likely 

to be stable or lower for the rest of 2019 and into 
2020. They may eventually to rise to 3.0% p.a. or 
more beyond 2021 and possibly above 4.0% p.a. 
by 2024, although the prospect of this has de-
clined in recent months.

 ◦ In Australia, the RBA rate stays at 1.00% p.a. for 
the next few months with a strong possibility of a 
fall to 0.75% p.a. or even 0.50% p.a. in 2020, if 
the underemployment and wages growth indica-
tors worsen. Eventually it may rise towards 3.5% 
p.a. (the RBA neutral rate) but this now seems to 
be some years away and only if wage and price 
inflation move up to 3% p.a. or more.

 ◦ Long-term bond yields in the US trading in the 
range of 1.5% p.a. to 2.5% p.a. within the next 
two years. Later they may rise above 3.5% p.a.  in 
order to meet the needs of funding the accumulat-
ing, and very large, fiscal deficits which show no 
signs of abating.

 ◦ The AUD weakens towards USD 0.65 or lower, 
adding to International equity returns for Austra-
lian investors as well as assisting the earnings of 

internationally focused Australian companies; 
 ◦ Equity prices in most developed markets will rise 

during the rest of 2019 and into 2020, driven by 
EPS growth, which continues for the next year or 
two.

• Significant risks to this mainstream scenario include:
 ◦ The sheer volume of US Treasury borrowing to 

finance the enormous US fiscal deficit causes 
the US ten-year Treasury bond yield to rise more 
quickly to a level closer to 4% p.a. If this occurs, 
it would likely lead to a major shift from equities to 
bonds and a fall of 20% or more in equity markets. 
This could easily occur within the next five years; 

 ◦ The US China Trade and Technology war is not 
settled and becomes more severe or more pro-
tracted and a major global recession is triggered 
sooner rather than later;

 ◦ A financial crisis arising in Italy or via defaults in 
emerging market entities such as major corpo-
rates or governments transmit stress to the entire 
global economy via the banking system, causing a 
financial crisis and a major world recession;

 ◦ Political instability in Britain (following a hard 
Brexit), severely disrupts economies and financial 
markets in Europe and beyond.

 ◦ The rising tension between the USA, Saudi Arabia 
and Israel on the one hand and Iran and its allies 
on the other causes a significant disruption to 
oil supplies. While this does not affect the US 
economy as much as previous oil crises, due to 
the rising oil production of the USA, it would have 
disruptive effects on other economies and on 
financial markets. The direction of this conflict is 
very difficult to predict and may not even amount 
to much. 

All of this is of some concern, but indicators that have been useful historically are not yet signalling a recession in the 
USA or more widely around the globe. The eventual unwinding of excessive debt will probably be a catalyst for financial 
market losses and a recession, but probably not until 2021 or later. Meanwhile the real economy and the financial mar-
kets remain afloat on a tide of cheap money albeit buffeted from time to time by waves of uncertainty.
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This document and its contents are general in nature and do not constitute or convey personal advice. It has been prepared without consideration of anyone’s financial situation, needs or financial objectives. 
Formal advice should be sought before acting on the areas discussed. This document is a private communication and is not intended for public circulation other than to authorised representatives of the 
Madison Financial Group and their clients. The authors and distributors of this document accept no liability for any loss or damage suffered by any person as a result of that person, or any other person, 

placing any reliance on the contents of this document.

6. Implications for portfolio investment strategy
• Investors with a shorter horizon of one to three years 

who are concerned about the recession risk may feel 
more comfortable reducing their equity exposure even 
if this sacrifices some returns from equities in the 
longer term. This may best be done during the period-
ic rallies in prices which will occur during a period of 
continuing market volatility in the rest of 2019 and into 
2020.

• Investors with longer term horizons and an ability to 
tolerate equity market downturns and await the recov-
eries that follow, should remain invested at benchmark 
or neutral weight in equities, but be aware that there 
may be falls of up to 20% in equity prices in the next 
two to three years, from which there will be a recovery 
that may also be faster than expected. 


