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At a glance
• Slowing US GDP growth from the cumulative impact of prior 

rate hikes, the ongoing EU mini-recession, most notably in 
German auto manufacturing, and the slowing of growth in 
China, presently exacerbated by tariff and trade wars is being 
somewhat offset by:

• Recent interest rate cuts by the US Federal Reserve, 
and by the European Central Bank (ECB), which lowered 
the deposit rate and re-upped their Quantitative Easing 
program.

• Saudi Arabia has indicated the oil outage caused by drone 
attacks is containable, and thus, we’re unlikely to see an oil-
shock-induced recession. 

• We continue to expect the eventual de-escalation of trade 
war rhetoric.
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The international outlook
The above bullet points could have been written in various different combinations, at almost any point over the past 
30 years (although clearly, drones and the ECB didn’t exist). 

Shares have generally continued to rise, and periodic wobbles aside (as indicated by the spike in the volatility index 
(VIX) relative to bond yields) have climbed the “wall of worry”.  

The current worry set could also include the outcome of the impeachment proceedings of a sitting president, and 
the constitutional crisis surrounding BREXIT. To us, BREXIT is now more a point of interest than an opportunity, 
as systemic risks appear much smaller now than back in 2016 when BREXIT was first announced. The historical 
precedent of the stock market, in response to impeachment, suggests that risk assets should be okay – just another 
item on the Wall of Worry, as it was for markets back in 1998.  

More broadly, valuations appear okay – neither particularly expensive nor particularly cheap – when we examine the 
underlying risk premia, but rather closer to their longer-run averages. Note this view is dependent on your long-run 
expectations for interest rates. If you thought interest rates were to go back to levels in-line with decades past, a 
short-term nominal cash rate of 4-5%, then indeed most asset classes would look expensive. If you think, as we do, 
there are important structural drivers behind lower rates, then you are much more comfortable allocating capital at 
prevailing valuations. 



Before you go...
Don’t forget you can also click through to the new Commonwealth Private Economic Insights Hub. On the Hub, you’ll 
find a copy of our past update, and more information about our advisory offering. You can access the Hub here. 
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The domestic outlook
Our main concern continues to be the resilience, or otherwise, of Australian households. Specifically, the balance 
sheet capacity to respond to any downturn in the economy, is limited, with very high levels of household debt.

Recent changes to the RBA cash rate, and more broadly to credit underwriting standards by the regulator, appear to 
have stabilised the housing market by increasing the flow of and access to credit. 

The general transmission mechanism of monetary policy to other rates across the yield curve appears to be working 
well, and the other key transmission channel, the foreign exchange rate, is moving in the hoped direction (i.e. lower, 
to boost net exports and the competitive positioning of Australian exporters). 

However, the level of household debt continues to act as a binding constraint that prevents a return to normal.  
The tax cuts/rebate package, a centrepiece of the recent election, appears to have had a modest impact on growth. 
Evidence suggests much of the increase in after-tax incomes going towards paying down debt, rather than being spent. 

There isn’t much mystery here, with most economic models predicting a much higher multiplier effect on aggregate 
demand from direct government spending (on things like infrastructure generally) rather than indirect spending 
through tax cuts, which boosts output only after the savings decisions of households. 

Portfolio positioning
We continue to favour diversification across asset classes as the best method for managing risk in the current 
environment. Manageable losses that can be comfortably absorbed or reduced by defensive assets, that position us 
in good stead to take advantage of market dislocations as they come and go. 

This means avoiding the sadly all too common “equities + term deposits” portfolio approach. This approach sees 
investors take their risk in equities (usually just 10 or so stocks) and their safety in term deposits, but wind up with a 
portfolio that has a higher total volatility (by not taking advantage of imperfect correlation across asset classes) and 
a lower return. 

It also involves overcoming the tendency to invest too heavily in the local equity market. Spreading the capital 
across geographies, asset classes, and even intra-asset classes, continues to form the core of our approach. 

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

