
Overview
• At its July 2 meeting the RBA cut its rate to yet 

another new record low of 1.00% p.a. This confirms 
the view that inflation in prices and wages is likely to 
remain low and while the world is not yet in recession, 
the rate of GDP growth is weak and at further risk from 
an unsatisfactory outcome in the technology and trade 
dispute between the USA and China. 

• Global monetary policy is still very supportive of prices 
in bond and equity markets. Bond market yields are 
close to historic lows and equity prices are close to 
historic highs. In part these reflect long-term bond 
market expectations that inflation will remain below 
2% p.a. for at least ten years and possibly as long as 
thirty years.

• If this is so, then we have definitively gone past a turn-
ing point in terms of the cost of money and the reward 
for risk free investment.

• We may yet be going through another long-term turn-
ing point, this time in relation to globalisation and the 
faster economic growth that goes with it.

• We are in the midst of an epic struggle for technol-
ogy and trade dominance between the two largest 
economies in the world. This may lead to a rewinding 
of globalisation and much slower GDP growth with a 
consequent impact on earnings per share growth for 
equities, a key driver of equity prices. 

• 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 
major equity markets. Our valuation work shows that 
both Australian and International equities are being 
priced slightly below the long term (ten-year) Fair 
Value level. 

• 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. 

• The shape of the yield curve as described by the 
difference between the US Treasury two-year and ten-
year bond yields, 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.

• The US bond yield curve is currently fairly flat at 
+0.18% p.a. This is flatter than it was a month ago, but 
still not negative and not yet signaling recession or a 
more severe equity market downturn.
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• 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 underweight to Australian equities and Internation-
al 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.

• Reduce the previous major underweight to AREITs (Listed Property Trusts) and be selective about unlisted property 
assets – minimum yield of 6% p.a., weighted average lease expiry (WALE) longer than the life of the fund or trust, 
maximum debt of 45% of gross assets, good tenants, and great managers with a proven track record.

• 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 previous 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.

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 periodic rallies in prices which will occur during a period of continuing market volatility 
in the rest of 2019 and into 2020.

For investors with a longer-term horizon of five years or more
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• The risk of recession may yet grow over time if the 
US-China dispute worsens or is resolved badly. 

• We may well also see several short run episodes of 
market equity downside in the 10% to 20% range, trig-
gered by political noise and chest beating emanating 

from Washington and Beijing. There has, so far been 
a pattern of such declines being followed by recover-
ies, as the participants manage to climb down without 
too much loss of face. 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: 
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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
Alternative equities X

1. Where are we now?
Table 2: Financial market movements - financial year to date

Market indicator
Level at 

31/12/2018
Level at 

13/06/2019
Level at 

8/07/2019
In local 

currency
In AUD

In local 
currency

In AUD

Equity Markets 
S&P ASX 200 5646 6535 6697 18.6% 18.6% 2.5% 2.5%
USA: S&P 500 2506 2879 2990 19.3% 20.5% 3.9% 2.8%
UK: FTSE 100 6728 7367 7553 12.3% 11.6% 2.5% 0.2%
Germany: DAX 10588 12115 12568 18.7% 17.3% 3.7% 2.1%
France: CAC 4730 5374 5593 18.2% 16.9% 4.1% 2.4%
Japan: Nikkei 225 20014 20960 21573 7.8% 10.2% 2.9% 1.6%
China: Hang Seng 25843 26900 28774 11.3% 12.4% 7.0% 5.9%
Currencies 
USD/AUD 0.7051 0.6914 0.6984 1.0% -1.0%
GBP/AUD 0.5541 0.5448 0.5575 -0.6% -2.3%
YEN/AUD 77.51 74.82 75.80 2.3% -1.3%
EUR/AUD 0.6149 0.6122 0.6221 -1.2% -1.6%
Interest rates % p.a. 
Aus: 90 day bank bill 2.02 1.28 1.19 -83.0% -9.0%
Aus: 10 year govt bond 2.32 1.40 1.33 -99.0% -7.0%
US: Fed funds rate 2.40 2.38 2.36 -4.0% -2.0%
US: 10 year govt bond 2.68 2.10 2.02 -66.0% -8.3%
Commodities 
Copper  US $ per tonne  5965 5852 5902 -1.1% -0.1% 0.9% -0.2%
Gold USD/ounce  1282 1336 1397 9.0% 10.0% 4.6% 3.5%
Oil USD/barrel (WTI) 45 51 58 27.0% 28.2% 13.0% 11.9%

Change since 13 June  
2019

Change since 31 
December 2018



• Australian short-term interest rates fell further after the 
RBA cut its key official rate for a second month in a 
row, to just 1.00% p.a., a new record low. The stated 
reasons were again to support employment growth 
and provide greater confidence that inflation will be 
consistent with the medium-term target of between 
2.5% p.a. and 3% p.a. It is possible that these consec-
utive cuts will be insufficient, and the financial markets 
are already factoring in a further 25 or 50 basis points 
of cuts in the remainder of the current financial year.

• The banks have passed through most but not all of 
the cuts in their home loan rates as well as on their 
deposit rates. The latter is stimulating anger as well as 
a renewed search for yield with higher risk. 

• The Australian ten-year government bond yield 
declined slightly over the month, confirming the view 
that low inflation is here to stay for longer than earlier 
expected. 

• Short term interest rates in the USA were little 
changed while long-term bond yields in the US de-

clined further by -0.08% p.a. although the market has 
been somewhat more unstable.

• Oil and gold prices rose in USD terms, by 11.9 % and 
3.5 % respectively, reflecting rising tensions in the Gulf 
between the USA and Iran. 

• Equity markets generally recovered in response a per-
ception of improved prospects of the US-China trade 
and technology dispute being resolved in the wake of 
the G20 summit at the end of June. 

• The Australian equity market was the strongest over 
the last month, following a post-election relief rally 
which may turn out to be both premature and over-
done, particularly in the bank stocks which surged 
sharply.  

• Equity markets are still mostly better than fairly priced 
from a long-term point of view, given the continued 
prospects for earnings per share growth, albeit at a 
modest pace, together with the continuation of sub-
dued inflation and low-interest rates.
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1. Where are we now? cont...

2. Equity markets overall assessment
Equity markets are still mostly better than fairly priced from a long-term point of view, given the continued prospects for 
earnings per share growth, albeit at a modest pace, together with the continuation of subdued inflation and low interest 
rates.

The market movements of the last six months have shifted momentum (based on trailing twelve-month indicators) from 
decisively negative to neutral. 

The Qualitative factors that affect financial markets are still positive although they are weakening. The strongly accom-
modative monetary policy in most major markets together with the fiscal deficits that most major governments are run-
ning, are still offsetting the turbulence in politics, such as the US-China technology and trade dispute, which may further 
slow the pace of global economic growth. 
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Table 3: Summary of equity markets assessments
Equity Markets Assessment - 8 July 2019

2. Equity markets overall assessment cont...

Asset class Australian equities International equities 
Valuation indicator (scenario weighted,lower is better) 92% 91%
Momentum indicator based on last 12 months price movements NEUTRAL NEUTRAL
Qualititative indicator POSITIVE BUT WEAKENING POSITIVE BUT WEAKENING

3. Equity market valuations
Table 4: Earnings per share growth rates for equity markets

as at 8/07/2019
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.

Together with the bond yield, these estimates of EPS growth are the key assumptions used to derive the long run Fair 
Price estimates in the analysis set out below in Table 5. These assessments are made for a number of scenarios which 
may occur over the next ten years. Each scenario implies a different financial market regime with different relative re-
turns 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 mild 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 1.3% p.a. to around 2.0% 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 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 de-
pends on fiscal and monetary stimulus in China working and there being no significant policy maker mistakes in any 
major country.
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3. Equity market valuations cont...

Table 5: Fair Price assessments for the Australian and International    
equity markets - 8 July 2019

Equity markets are now mostly just below the middle of the Fair Price range except for France and Great Britain, which 
are a bit above. Overall, the valuation factors are supportive of investment in equities and are compelling for longer-term 
investors.

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. 

• Scenario 3: A more significant recession occurs in the next three to five years where inflation and real interest rates 
fall significantly and may even turn negative. In this scenario we are using a long-term bond yield averaging 1.0% 
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.

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 89% 82% 94% 90%
China 84% 79% 93% 87%
Japan 85% 78% 90% 86%
Britain 101% 94% 109% 103%
Germany 96% 89% 103% 97%
France 109% 101% 117% 111%
Australia 91% 84% 97% 92%
Global 90% 83% 95% 91%

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 
cont...

Table 6: Qualitative factors affecting equity markets over the next 3 years
Region Monetary Policy Fiscal Policy Economy Politics and Public Policy Overall

USA

Fed policy is now more supportive 
of asset prices since it indicated 

earlier this year that it would pause 
the reduction of its holdings of 

bonds and short-term interest rate 
increases. Both of these could 

resume, but this is not likely for at 
least another year. The financial 

markets are expecting further cuts 
in the Federal Funds Rate, although 
the scope for this is currently being 

debated within the Fed. 

Positive with the fiscal deficit 
running at a massive 4.7% of 

GDP.  

US growth has picked up again to 
3.2% p.a. in the latest quarter but 
is expected to slow to 2.25% p.a. 
over the next year as the effect of 

the 2017 tax cuts wears off. It 
may slow down further if the 
trade and technology dispute 

with China is not resolved. 

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

The Trump administration has 
initiated disputes with China, 
Europe, India and Mexico, all 
for largely political reasons. 
Any and all of them could 
adversely impact global 

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

is very unsettling for equity and 
bond markets.

Positive but becoming 
much less so in the rest of 

2019 and in 2020, 
depending on the actions 

of the Trump 
Administration in a range 
of areas including the US-

China dispute, Iran and 
North Korea.

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 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 increases 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 minus 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 

1.1 % 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 
and the potential for conflict 
with the USA over Iran trade 

sanctions. The traditional 
centre parties have recently 

reasserted control over the key 
policy making positions within 

the EU. 

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.

Negative and divided. There is 
much uncertainty about Brexit 

and hence about the 
government. When Boris 

Johnson is the best hope for 
stability, 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. 

Overall the qualitative factors are still positive for equity markets but are weakening with the possible exception of the 
USA, at least for the next year. 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.
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5. Where to next?
• Equity markets are likely to continue to rise in the 

short run over the next few 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, followed by 
recoveries back to the upward trend indicated by the 
long-term valuation 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 
next three years 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.

 ◦ 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 set-
tled and becomes more severe or more protracted 
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 even not 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 recov-
ery that may also be faster than expected. 


