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At a glance

• The probability of a recession, as implied by the 
bond market, hits its highest level since the GFC

• The good news is there’s more to the story than just 
that alarming sounding fact

• Locally, with the majority of ASX-listed companies 
reporting, negative earnings revisions are on track to 
hit their highest level since the GFC

• Here, things do look a bit less than rosy, so we’re 
defensively positioned in our exposures
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The international outlook
It’s a story of many, small negatives aggregating up to a macroeconomic headwind. 

• Growth in the US has moderated, as the fiscal stimulus delivered by the Tax Cuts and Jobs Act of 2017 
moderates. The cumulative impact of prior interest rate hikes also suggests US housing has peaked.

• The auto sector in Germany, the export markets of South Korea, the general slow-down in China (plus the lack 
of material stimulus), and last but not least, the UK BREXIT uncertainty, all weigh heavily on economic activity.

These uncertainties are reflected in the bond market. Using an industry-standard model for calculating the 
probability of a recession from information embedded in bond prices, we suggest the probability of a recession is 
the highest since just prior to the GFC.

There is, of course, a common thread to much of the above. It’s the impact of the trade wars, firstly, with US-
imposed tariffs aimed at Canada, Europe and most prominently, China. 

Shown below are the series of tariff escalations between China and the US, and their effect on markets. You can see 
the impacts are significant. The December quarter drawdown became known as ‘Red October’ and saw an almost 
20% fall in the S&P 500.

Source: Sonders, Liz Ann (@LizAnnSonders), “Markets reacting less harshly with each tariff escalation”, 20 Aug 2019. 
Twitter Post retrieved from https://twitter.com/LizAnnSonders/status/1163772909166440448.

https://twitter.com/LizAnnSonders/status/1163772909166440448


Have you visited the new Commonwealth Private Economic Insights Hub?
Click here to find a copy of last month’s Quarterly Investment Report, this current issue of the Market Outlook, and for 
those looking to explore our advisory offering more, additional information about our team and how to get in touch.
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The good news is perhaps three-fold. It’s likely at some stage, the tariff pressures will fade. We don’t know when, but 
we believe in economic theory that tells us this is not in any one’s interest to maintain. You can insert a guess here: 
“EG the White House will look for an economic win in the lead-in to an election year” that might point to an early 
resolution. But the reality is, we just don’t know. What we do know, is the long-run comes around eventually, and we 
think it will settle down.

The second is that a cotillion of small causes can have a series of small local solutions. Fiscal stimulus in the EU, for 
example, where there is plenty of fiscal firepower to deploy, should it be required by a country such as Germany. 

The third is that valuations remain unchallenging. US equity markets have been essentially flat for 18 months, and 
with earnings-per-share growth and lower bond yields, the Equity Risk Premium (ERP) is actually quite reasonable. 
Recall the ERP is what we’re trying to expose the portfolio to, over the long run. It’s a similar story of reasonable 
valuations in most international markets. 

So we may find ourselves in the midst of another material drawdown, or we may not. If we do, because of the above 
factors, we would be comfortable allocating capital into risk assets.

The local outlook
Locally, the equities reporting season has now come to a close. It hasn’t been great. Shown below are the 
percentage of companies (out of the ASX 200) with forecast earnings per share revisions (downgrades) expressed 
by vintage. 

Yellow reflects the current year, and grey all the other years dating back to 2006. The very large spike is of course 
the GFC, where half the market downgraded over the February reporting season. The August reporting season is 
the other time of year where we hear most from companies, and you can see the yellow dot in the below depicts 
August to date.

The very high number of downgrades in February have carried through across the year, with August looking on track 
to be the worst since the GFC. 

We are less confident of the economic outlook for Australia. We’ve written previously, many times in other notes 
(please speak to your Banker or Private Wealth Manager for detail if you are interested!) about why this is. Suffice 
to say in this Market Outlook, the quantitative work above continues to support our position of being underweight 
in Australian shares, and for a defensive positioning within the exposures we do have in our Core Equity and Core 
Income portfolios.

http://www.commbank.com.au/cpeconomicinsights

