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CLOSE YOUR EYES FOR 10 YEARS 

 KEY INSIGHTS 

RECESSION RISKS 

 Australian recession risk has 

marginally increased in the 

near-term, with 4 of 10 

indicators negative. 

 Business investment set to 

improve, however housing 

starts and productivity slows.  

SHARE-MARKET VIEW 

 The Australian share-market is 

still reasonably supportive, with 

6 of the 9 indicators positive. 

 Whilst some dividends are at 

risk, the general fundamentals 

remain attractive.  

 International share-market 

value is segmented. 

INDIVUDUAL STOCKS  

 There are pockets of value and 

areas of concern in stock 

selection. Generally, high 

yielding stocks are becoming 

more attractive. 

 The ‘top 20 shares’ justify wide 

diversity according to our logic. 

PROPERTY-MARKET VIEW 

 Australian residential property 

has 4 of the 9 indicators 

positive. Low borrowing costs 

are a long-term theme, 

however trends in migration 

need to be watched closely.  
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Warren Buffett once said to pick investments you 

would be happy to buy if you closed your eyes for 

10 years.  

There is inherent wisdom within this comment, 

and it is a pinch-test that many investors would 

benefit from. Is the world in better shape now than 

it was 10 years ago? Are you happy with your 

portfolio if you closed your eyes for the next 10 

years?  

A lot can change in a decade. Since 2006, we’ve 

had the GFC, the Eurocrisis, interest rate cuts to 

record-lows, driverless cars and even Donald 

Trump running for President. That’s not what you 

would have expected.  

This is a peculiar concept yet thought-provoking 

on many levels. How did the world ever evolve 

into a zero interest rate debt bubble that rewards 

risk-taking? And what does this mean for the next 

10 years? Will it be possible to achieve a ‘safe 

withdrawal rate’ or earn a sufficient return when 

rates are near zero and debt already so high? 

This type of complexity is one of the most 

pressing issues in the world at the moment, and 

is something we need to manage if we are any 

chance of reaching desirable financial goals.  

Putting this into context, an investor needs to 

know whether to take caution (and thereby 

accept a zero real return on investment), or 

participate in the exuberance in the hope it will 

persist.  

For example, in the next 10 years, is Brexit even 

a factor to consider for an Australian? Or are we 

missing the point and ignoring the long-term side-

effects to this excessive stimulus?  

In a time-poor world, careful simplicity now beats 

unnecessary complexity for an investor. One of 

the great simplicity stories of recent decades has 

been Google, with its magically complex formula 

that simplifies millions of websites into a list of the 

top 10 most relevant pages. Wouldn’t it be great 

if the next 10 years found a Google for investing? 

 

If you haven’t yet caught onto why this is 

important, it’s because the short-termism and 

complexity is the exact struggle we deal with 

most when investing. There are too many 

unknowns in the next 10 years, and too many 

firms offering supposedly easy paths to riches. 

This ‘get rich quick’ mentality has been around 

since the days of Babylon but overwhelming 

evidence shows it doesn’t work. “Buy low, sell 

high” will always be the name of the game.  

The beauty of Google is its ability to source value 

from the complexity – to show us what we need 

to see and shelter us from the rubbish. We would 

never pretend to have the power of Google, 

however the ambition of the Investing Times 

does have some similiarities.  

Take the current edition. What would the page 

one results be for successful investing over the 

next 10 years? Would it include day-trading 

strategies and what the RBA will do next month? 

Or would it include the ability to navigate a 

recession, the ability to avoid share-market over-

valuations and the ability to identify 

fundamentally cheap stocks while avoiding the 

expensive ones? 

The world wants quick wins, but we believe the 

latter rewards an investor much more.  

BUSINESS UPDATE 

The key to adding value to our readers is to be 

an unassuming and investigative business with a 

willingness to listen and a strong ambition to help 

further. On this note, this edition sees the 

introduction of two tools following recent 

feedback; 1) a research-driven answer to 

whether the property market is at risk over the 

long-term, and 2) a performance appraisal similar 

to the old practices of Austin Donnelly. 

Without doubt, it is an intriguing and challenging 

time to be an investor. There is plenty more 

research going on behind the scenes and we look 

forward to advancing this with you as it is 

validated. Happy reading. 
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TWO MINUTE GLOBAL ECONOMIC UPDATE 

 There seems to be ongoing confusion about the state of the economy. On the one hand, the world is 

becoming a riskier place but on the other the markets are heading upwards.  

The USA is surprisingly providing stability to the world, despite markets at record highs and a strong 

US Dollar. This strength is supported by reasonable employment data stemming recent concerns of 

a peaking economy, which increases the likelihood of an interest rate rise (although material rises are 

unlikely). Emerging markets have also shown some positive economic data, with China expanding 

faster than anticipated via infrastructure-led growth. This is also increasing its debt-burden but has 

been well received by the market. Post-Brexit, the UK is now 13% cheaper for an international investor 

thanks to the collapse in the Pound Sterling. The economic data is slowly dripping through, and the 

expectation is still ugly for the second-half of this year, with property a major area of concern. 

As a global theme, ‘economic stimulus’ is still the favourite pastime, with Europe, UK and Japan all 

adopting somewhat innovative methods. Australia is opting to engage in the traditional form of 

stimulus, deciding to cut interest rates to another record-low of 1.50%. As a general theme, the markets 

continue to embrace this economic stimulus because no-one seems to fully understand the long-term 

side-effects. Some eyebrows are being raised.  

As a by-product to all of this, there are no signs of inflation (yet). Energy prices are a major contributor, 

with the crash and rebound over the last year yet to show up in the numbers. There is a reasonable 

basis for a small ‘inflation shock’ at some point in the next year, which has increased the recent 

popularity of gold and inflation-linked bonds as a method of protection. 

        

     

     

       

 

EUROPE 
 Italian banks coming under scrutiny, 

with enormous bad debts. 

 Britain’s new Prime Minister, 

Theresa May, is yet to enact ‘Article 

50’ which will trigger a Brexit 2-year 

window for an exit from Europe. 

 Bank of England stimulates further 

and UK commercial property 

declines. 

 European data is thus far resilient to 

the Brexit event. 

ASIA 
 Chinese growth bounces back to 1.8% for the 3 

months to 30th June and inflation reduces 

slightly to 1.8%. Manufacturing data jumps 

with PMI up from 48.6 to 50.6 in July. 

 Japanese Central bank activity is having a 

smaller impact than expected. Japanese Yen is 

also rising post-Brexit. Central bank balance 

sheet size is a long-term concern. 

 

USA  
 Hilary Clinton continues to lead the polls ahead of 

the 28th November election. 

 Unemployment rises to 4.9%, although underlying 

job growth has increased ahead of expectation. 

 GDP growth at just 1.2%pa, with inflation flat at 

1.0%. Retail sales slow but manufacturing up.  

 All three stock-markets hit an all-time high for the 

first time since 1999. 

 

AUSTRALIA 
 Reserve Bank cut interest rates 

again to 1.50% following a low 

inflation reading. 

 Prime Minister Malcolm 

Turnbull faces a tough start, 

with diversity in the senate. 

 Confidence levels remain high 

although data has deteriorated. 

Business investment will be an 

area to watch.  

 Unemployment steady at 5.7%. 

MIDDLE EAST 
 Turkey coup 

concerns have 

reduced quickly. 

 Oil price falls to $43 

a barrel as OPEC oil 

output is 

questioned.  

 Saudi Arabia, after 

pledging not to 

flood the market, 

begins to increase 

production. 

mailto:newsletter@investingtimes.com.au
http://www.investingtimes.com.au/
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ARE THE BANKS DOOMED?  

The Australian banks are down -23.4% since their high in March 2015. These stocks have dramatically underperformed the broader Australian 

market, with many commentators claiming the sector is doomed going forward. After a bad 2015, CBA, Westpac and NAB are all down more 

than 11% so far this year again, whilst ANZ is down slightly less (and has cut dividends). Many analysts and CEO’s are finally citing slow growth 

expectations and warning of further troubles to come. 

The big question is whether these figures are a basis of concern? Or is it a contrarian opportunity to pick up good businesses at a 23.4% 

discount? It is a loaded question and worthy of investigating because there are a few interesting elements. We’ll break it down into a few key 

components and provide some much needed perspective. 

A GOOD BUSINESS DIFFERS FROM A GOOD INVESTMENT  

One of Austin Donnelly’s most famous quotes was that “a great company 
doesn’t always make a great investment” but a bad business almost always 
makes a bad investment. He often used this when referring to mining stocks 
such as BHP, however this is very relatable when it comes to the banks today. 

The big four banks are good businesses. However, the key question is whether 

they make a good investment. In order to understand this, we need to create a 

view on the growth prospects and whether valuations reflect this outlook.  

Over the very long-term, the grow rate matters. Take the following three 

investment options for example: 

1. Investment 1 – invests in the banks of a country with an economy 

growing at 2.5% with 1.5% population growth 

2. Investment 2 – invests in the banks of a country with an economy 

growing at 3.5% with 1.8% population growth 

3. Investment 3 - invests in the banks of a country with an economy 

growing at 8.5% with 1.0% population growth 

All else being equal, it would seem crazy that portfolio A could outperform 

portfolio C. And in the very long-term, it hasn’t. China, as represented by 

portfolio C, has outperformed the USA and Australia (portfolios A and B).  

Australian banks may have been hit hard, but so have every other banking 

region. This is the issue we find ourselves in today.   

WHAT SHOULD YOU DO? 

A useful way of thinking about the dilemma is as follows: do you think the world 

is in a better place to deliver credit growth than it was 5 or 10 years ago? And 

if you had to invest in the banks of one economy of the world and shut your 

eyes for 10 years, which one would it be?  

With perspective, the Australian banking demise is really just part of a greater 

banking malaise globally. Chart 2 shows this better than most, with a 7-year 

view showing Australia as a top-performer despite the recent setback and it has 

been highly correlated with the USA banking system.  

Whether or not you decide to have any exposure at all is another consideration 

altogether. Credit growth rates, which the banks rely on for profitability 

(especially in a low interest rate world with tight net interest margins), are a by-

product of residential property demand.  

If you believe the property-market rise still has legs, you could justify a banking 

sector rebound. However, if you think credit growth rates are unsustainable or 

the property market will lose its attractiveness, the banking sector is not where 

you want to be.  

Note: We elaborate on the specific fundamental drivers of banking in the direct 

share report. We also elaborate on the property market indicators in the asset 

allocation report. These may both be useful resources. 

 

 

 

Australian banks slightly underperform 

peers (ex-Italy) over the past 16 months 

Australian banks highly correlated 

to US banks post-GFC 

In the long-term, growth 

rates appear to matter 
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Austin Donnelly’s publically available tapes from 1975 speak about the healthy habit of judging one’s own performance over one year 

periods or more. He encouraged it for all active investors, however was also known to walk his talk and judged his own convictions 

over regular time periods. Therefore, while humility remains an important emotion for investors, below is the implementation of the 

Investing Times collective one-year performance review. Whilst this is backward-looking and over a much a shorter timeframe than we 

would like, this “healthy habit” is worthwhile investigating as it has lessons inherent.  

 

   

  

ONE-YEAR PERFORMANCE APPRAISAL 

  

1. “The wide divergence and underperformance in small caps 

has begun to unwind and we may see high quality small 

caps continue to outperform going forward. The focus needs 

to be on profitable small caps”.  

What happened: Australian shares +2.8%, Australian small 

companies +19.3%. 

 

2. “(Regard property securities) given the strong run, we would 

usually expect to see a weakening of sector fundamentals. 

However, the key metrics remain ok”.  

What happened: Australian property securities +24.3%, 

international property securities +13.5%. 

 

3. “From a risk management perspective it could be time to 

increase the hedged portion of the portfolio”.  

What happened: Hedged international exposures 

outperformed unhedged exposures by approximately 4% for 

the year with lower volatility. 

 

4. “Gold could be an interesting asset … Newcrest’s most 

recent announcement that it has returned back to profit and 

has lowered its gearing levels … It may well prove to be a 

worthwhile tactical holding for the brave and patient”.  

What happened: Gold price up +20.0% and Newcrest 

Mining up +123.2%. 

 

5. “Some analysts calling for the revival of active bond 

managers but history would suggest this is a long shot”.  

What happened: 78% of bond managers underperformed 

(18 funds assessed), with average return of 5.5% versus 

benchmark of 6.5%.  

 

6. “An underweight position to developed world markets may 

not enhance your portfolio return, but it should provide 

downside protection”.  

What happened: Australian shares +2.8% versus 

international shares down -3.6%. 

 

7. “Cash rates are unlikely to see any material change over the 

next year with rates likely to stay low”.  

What happened: The Reserve Bank lowered rates by 

0.50% overall and stayed low.  

 

8. “Bonds and fixed interest funds are due to produce returns 

well below their 20-year average once again”.  

What happened: Fixed interest returned 6.47% versus the 

10-year average of 6.78%. No data over 20 years. 

 

9. “Many of the more trusted metrics point to relative 

outperformance by Australian shares over their Western 

counterparts as well as bonds”  

What happened: Australian shares +2.8% outperformed 

international shares -3.6%. However, Australian shares 

+2.8% underperformed Australian fixed interest +6.5%. 

 

10.  “If you believe the US unemployment rate is a key statistic 

in global macroeconomics … the more useful measure is the 

seasonally adjusted number for “unemployed insurance 

claims” … It has been one of the most reliable precursors for 

the unemployment rate and currently hints that US 

unemployment could fall to as low as 4-4.5%”.  

What happened: Unemployment in the USA fell from 5.3% 

to 4.7% before stabilising at 4.9%. 

 

11. “Whether it is a cyclical low or not, any investment in the 

resources space should focus on risk first and upside 

second”.  

What happened: Discussion around cyclical lows was 

generally correct, although it is difficult to define risk. Large 

resources +0.0%, small company resources +56.5%.  

  

12. “Asia is the central pocket of value at the current time, with 

the exception of the Shanghai Stock Exchange ... As two 

examples, Malaysia has encountered a reasonably 

significant setback and has now fallen into Zone 5 as well as 

India which is in Zone 4 and with broad financial appeal”.  

What happened: Shanghai Stock Exchange -18.7%, India 

flat at 0.0%, Malaysia -4.5%. Correct country selection but 

wasn’t the pocket of value as portrayed. 

  

13. “The conservative nature of healthcare income streams 

coupled with the baby boomer demographic story means 

that they deserve a P/E premium against their cyclical 

counterparts; however valuations have stretched which 

makes a repeat appear unlikely”.  

What happened: Healthcare +23.1% for the year, led by 

earnings growth. Valuations are divergent. 

 

14. “The high yield space including the banks have had a 

breather over the past 3-6 months and appear to be gaining 

attractiveness fundamentally”.  

What happened: Australian high yield -2.3% versus the 

broader market of +2.8%. Banks fared slightly worse, -2.9%.  

 

 

    

 

COMMENTS FROM LAST AUGUST AND MARKET RESPONSE 
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RECESSION TRACKER – HOW LIKELY IS AN ECONOMIC SHOCK?  

In the pages that follow, we outline the 10 economic factors that are closely aligned with precipitating a recession. Using the collective total of 

these indicators, we are able to estimate the approximate risk of a recession based on the number of indicators that are positive versus negative. 

What we find is that a combined score of less than three (0 to 3) is low risk and only a 3.3% chance of a negative GDP quarter, a middle score 

(4 to 6) is medium risk with a 22.2% chance, and a high score (7 to 10) is high risk with a 100.0% chance of a negative GDP quarter historically 

speaking.   

To say this simply, this tool tracks ten of the 

strongest links to a recession, then 

consolidate the links into a number between 

0 and 10. A score close to zero represents  

a very small chance of a recession and a score of ten represents a very high chance of a recession. We have comprehensive data on all 10 

indicators since 1979 across five key economies (USA, UK, Japan, France and Australia), and the link between the indicators and future 

economic growth is very strong (correlation in Australia is 0.59 in real time, 0.61 with a 3-month lead time and 0.49 with a 6-month lead time). 

This gives us statistical confidence that the 10 indicators are valid measures of recession-risk in the future and very helpful in helping investors 

that wish to avoid an economic shock. 

  

 

 

 

 

 

 

 

 

 

There is a general feeling the economy is in terrible shape 

and could slip into recession. Naturally, we become 

sceptical of such sentiment and look to the data for 

evidence. As a general rule, most investors find it 

common-sense to lower exposures before the economy 

turns sour and re-invest once the cycle turns – which is 

easier said than done – but theoretically sound. 

It is our hope that you find the ten indicators useful as a 

means of understanding the economic risks in Australia. 

To our understanding, this evidence is much better than 

most of the predictions available, although conditions 

have deteriorated marginally. The data has been sourced 

from the most reputable providers (majority using feeds 

from the Australian Bureau of Statistics and Reserve 

Bank of Australia), which gives us confidence that the 

information portrayed accurately reflects the state of the 

Australian economy over time. 

However, like any research model, it is also subject to various weaknesses. In this case, the largest weakness is a lack of data during a period 

of regular recessionary conditions. Of course, this is something to be thankful for in Australia as we have all enjoyed the benefits of living in an 

economy that has not had an official economic setback in 25 years. It is for this reason we have tested a very similar model using international 

data. We are in the final steps of consolidating and validating this research and look forward to providing a global recession round-up once it 

is reliably ready for your benefit.  

 

The observations have been heavily 

skewed to the left because of 

Australia’s long run of economic growth. 

The link between the leading indicators and 

future economic growth is strong. Low scores = 

higher future GDP. High scores = lower GDP. 

Indicator Summary Low Risk (0-3) Medium Risk (4-6) High Risk (7-10)

Average Next Quarter GDP 0.90% 0.37% -1.02%

Probability of Negative GDP in Next Quarter 3.3% 22.2% 100.0%

Worst Next Quarter GDP Result -0.7% -0.4% -1.4%

Best Next Quarter GDP Result 3.1% 1.1% -0.5%

Recessions in Australia with 

the tracker providing an 

80% probability 

The GFC and Eurocrisis had a 

60% probability of recession 

according to our methodology 

WHY DO WE WANT TO IDENTIFY A RECESSION?  
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ASSESSING THE AUSTRALIAN ECONOMY  

INDICATOR 1: HOUSEHOLD SPENDING 

 

 

CURRENT STANCE 

Household spending for the June 

quarter will not be known until 

September 7th, however the most 

recent reading showed growth of 

0.7% for the quarter or 2.7% per year. 

This is a positive signal and would not 

suggest there is a risk of an impending 

household shock. 

WHY IS IT AN INDICATOR? 

The amount of money households 

spend on everyday goods and 

services is the number one 

determinant of economic growth. It 

represents more than half of GDP at 

55.7% and is thus a directly 

attributable indicator and of significant 

importance to any GDP insight.  

Household spending changes tend to 

change instantaneously with the rate 

of economic growth, however given 

that consumer confidence tends to go 

in cycles it is still a useful tool to 

foresee future recessionary risks. 

 

Indicator Summary Recession Signal All Other Times

Average Next Quarter GDP 0.39% 0.83%

Probability of Negative GDP in Next Quarter 21.4% 6.8%

Worst Next Quarter GDP Result -1.4% -1.2%

Best Next Quarter GDP Result 1.6% 3.1%

Despite increasing suspicions, the Australian economy remains in reasonable condition. The data is showing underlying changes impacting 

the economy, and although we still await the official data for the June 2016 quarter, we have seen notable moves in housing starts, corporate 

earnings and labour productivity begin to work through the economy. 

One of the easiest ways to think about the Australian economy is to break it down into the sum of its parts. As a very rough rule, we have the 

mining investment contribution, the household contribution, the property investment contribution, the government contribution and the 

business contribution. In fact, these five segments are a very simplified way of understanding the way Gross Domestic Product is calculated.  

Australia is different from many international peers on three factors: 

- We have a very large and stable household sector, which has only declined once in the past 50 years in annualised terms (briefly 

during the GFC). It is susceptible to quarterly weakness - which is important to track - as it makes up over half the entire economy. 

- We have a large reliance on mining output, which requires greater attention on fixed capital formation than in many other economies. 

- We have a AAA-rating (albeit on negative watch), with low government debt levels by international standards and easy access to 

the fastest growing economic region in the world. This keeps Australia attractive in the long-term. 

Statistically, more than three quarters of the Australian economy consists of households and business. The contribution from the government, 

and property is still much smaller than most people realise. The other silent advantage for the Australian economy is the Australian Dollar. 

Whilst many investors view it as volatile, it is a key advantage for the economy. For instance, during periods of uncertainty the Australian 

Dollar tends to fall heavily as people seek the safety of the US Dollar. This makes Australia cheaper to international investors and allows us 

to quickly increase exports to save the economy from a shock.  

With all this in mind, we hope you are in a better position to understand the 10 factors that we believe are worth watching closely. A recession 

will hit Australia by surprise at some point, possibly in the near future, and it is our hope we can have our readers a step ahead of the curve. 

At the current time, the outlook has deteriorated slightly to be medium-risk (with a score of 4 out of 10).  
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INDICATOR 2: BUSINESS INVESTMENT 

 

 

INDICATOR 3: DWELLING FORMATION 

 

 

CURRENT STANCE 

Home building has been strong in 

Australia, growing at 1.9% for the 

quarter and 6.7% annualised, 

although there are initial signs of this 

slowing. It is still a healthy growth rate 

and does not indicate a recession. 

WHY IS IT AN INDICATOR? 

Dwelling formation refers to the 

activities involved in new and used 

private houses, including alterations 

and renovations.  

It now accounts for 5.3% of the entire 

economy and is thus seen to be 

strongly correlated with the overall 

economic growth rate. Similar to 

household spending, it is seen to be 

an indicator of consumer confidence 

and thus has the ability to act as a 

leading indicator for economic growth. 

An encouraging signal involves a 

positive and/or growing rate. 

 

CURRENT STANCE 

Business investment has been 

negative, however there has been 

global improvement in these numbers. 

The most recent reading of -1.9% for 

the quarter and -6.6% annualised was 

a recessionary signal. September 7th 

numbers should be watched closely. 

WHY IS IT AN INDICATOR? 

Technically called ‘private fixed capital 

formation’, business investment is a 

direct line in the GDP calculation of the 

Australian Bureau of Statistics (ABS) 

and thus has a direct effect on 

recessionary conditions.  

Business investment accounts for 20% 

of GDP so it’s thus seen to be a very 

important component and indicator for 

future recessions. Apart from its direct 

impact, it is also a clear signal of 

business confidence which has flow on 

effects for future GDP results.  

 

Indicator Summary Recession Signal All Other Times

Average Next Quarter GDP 0.41% 0.89%

Probability of Negative GDP in Next Quarter 21.9% 4.4%

Worst Next Quarter GDP Result -1.2% -1.4%

Best Next Quarter GDP Result 1.9% 3.1%

Indicator Summary Recession Signal All Other Times

Average Next Quarter GDP 0.25% 0.91%

Probability of Negative GDP in Next Quarter 29.6% 3.4%

Worst Next Quarter GDP Result -1.4% -0.7%

Best Next Quarter GDP Result 1.9% 3.1%
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INDICATOR 4: CORPORATE EARNINGS GROWTH 

 

 

INDICATOR 5: YIELD CURVE CHANGES 

 

 

CURRENT STANCE 

The bond yield backdrop continues to 

look typical of an expanding economy, 

although the positive bond yield 

spread. While this has narrowed as 

rates were cut, it still suggests the 

market does not foresee a future 

recession. 

WHY IS IT AN INDICATOR? 

The yield curve simply refers to the 

difference in ‘borrowing rates’ on 10 

year bonds versus 5 year bonds. If the 

10-year bond pays a higher rate than 

the 5-year bond, this is seen to be 

normal, however when the opposite 

occurs it is seen to be the markets 

way of pricing for a recession.  

Across the globe, there has been a 

very strong long-term connection 

between the shape of the yield curve 

and the risk of recession. The link in 

Australia has been relatively weak but 

remains an insightful measure of risk.  

 

CURRENT STANCE 

Corporate earnings are showing signs 

of weakness across many sectors and 

in aggregate. The June numbers 

showed a -4.6% decline over the first 

6 months of 2016 and also negative 

over a year. This is a negative signal 

for the economy and something to 

watch closely. 

WHY IS IT AN INDICATOR? 

Corporate earnings refer to the 

profitability of listed businesses in 

Australia. The logic is if the average 

company is highly profitable, it makes 

sense that the overall economy will be 

expanding. With this reasoning, we 

can see a strong correlation between 

the current status of corporate 

Australia and the future growth rate of 

the country. The risk of recession is 

seen to increase when corporate 

profitability is deteriorating on 

average.  

 

Indicator Summary Recession Signal All Other Times

Average Next Quarter GDP 0.74% 0.79%

Probability of Negative GDP in Next Quarter 14.3% 7.2%

Worst Next Quarter GDP Result -0.4% -1.4%

Best Next Quarter GDP Result 1.7% 3.1%

Indicator Summary Recession Signal All Other Times

Average Next Quarter GDP 0.57% 0.90%

Probability of Negative GDP in Next Quarter 14.0% 5.2%

Worst Next Quarter GDP Result -1.4% -1.0%

Best Next Quarter GDP Result 2.0% 3.1%
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INDICATOR 6: HISTORICAL GDP GROWTH 

 

 

INDICATOR 7: WORKFORCE PRODUCTIVITY 

 

 

CURRENT STANCE 

The total number of hours worked in 

Australia has retracted further to flat 

line. According to our methodology, the 

likelihood of recession is increasing 

according to this metric and is 

something to watch closely going 

forward. We view this as a negative 

signal. 

WHY IS IT AN INDICATOR? 

The driving force behind an economy is 

the workforce. The more people work, 

or the more efficient they become, the 

stronger the economy tends to be. 

There are many useful measures to 

track workplace productivity, however 

the most useful measure tends to be 

the total number of hours worked as 

this factors in population growth and 

demographic changes. A low and/or 

falling work ethic increases the risk of 

recession, whilst a growing rate is a 

positive sign for the future economy.   

 

CURRENT STANCE 

The economic growth figure for 30 June 

won’t be known by the market until 7th 

September. The most recent reading of 

3.1% seasonally adjusted is in line with 

the long-term average and appears 

relatively stable. With the growth rate 

above 2.0%, this seems to indicate the 

risk of a recession is low in the short-

medium term. 

WHY IS IT AN INDICATOR? 

It makes intuitive sense that the risk of 

recession is higher if the economic 

growth rate is off a lower base. For 

example, it would seem highly unlikely for 

a recession to occur from a base of 5% 

or more, but would be far more plausible 

to slide into recession from a growth rate 

of 2% or less. This momentum effect is a 

powerful force behind economic growth 

(both in Australia and globally), and for 

this reason the historical GDP growth 

rate can be an insightful measure for 

future recessionary risks. 

  

 

Indicator Summary Recession Signal All Other Times

Average Next Quarter GDP 0.44% 0.85%

Probability of Negative GDP in Next Quarter 25.0% 4.9%

Worst Next Quarter GDP Result -1.4% -0.7%

Best Next Quarter GDP Result 2.3% 3.1%

Indicator Summary Recession Signal All Other Times

Average Next Quarter GDP 0.47% 0.86%

Probability of Negative GDP in Next Quarter 20.7% 5.1%

Worst Next Quarter GDP Result -1.4% -0.7%

Best Next Quarter GDP Result 2.0% 3.1%
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INDICATOR 8: RETAIL SALES 

 

 

INDICATOR 9: NEW HOME BUILDING APPROVALS 

 

 

CURRENT STANCE 

New housing starts have been a well-

documented theme in recent years and 

has endured volatility. The most recent 

reading fell -4.9% for the quarter from 

high levels. This was somewhat 

expected but could indicate that the risk 

of recession has increased according to 

this measure.     

WHY IS IT AN INDICATOR? 

The process to build a house begins 

with a housing approval or ‘housing 

start’. This commitment is a clear sign of 

confidence that the economy will hold 

up, and marks the commencement of a 

long list of transactions that eventually 

push the economy forward.  

The new housing starts data is subject 

to volatility, however, if more people are 

committing to build a new home, more 

people are signalling their confidence in 

the economy. This reduces the risk of a 

future recession.    

CURRENT STANCE 

Retail sales are a great gauge of the 

household sector and continue to 

experience modest and stable growth in 

the 2.5-3.0% range. While this is not 

conducive for rapid GDP expansion, it 

does not appear to show any risk of an 

impending recession.    

WHY IS IT AN INDICATOR? 

Retail sales is a vital component of 

household spending and is a very 

useful measure of the future direction of 

the economy. If consumers aren’t 

shopping and money isn’t passing 

through people’s hands, the economy is 

unlikely to be growing with conviction.  

If retail sales are falling, there is a 

reasonably high likelihood that a 

recession could be impending as 

consumer confidence becomes dented. 

History has shown that this connection 

with GDP is strong.  

 

Indicator Summary Recession Signal All Other Times

Average Next Quarter GDP 0.09% 0.83%

Probability of Negative GDP in Next Quarter 33.3% 6.6%

Worst Next Quarter GDP Result -1.4% -1.0%

Best Next Quarter GDP Result 1.1% 3.1%

Indicator Summary Recession Signal All Other Times

Average Next Quarter GDP 0.59% 0.96%

Probability of Negative GDP in Next Quarter 16.2% 1.3%

Worst Next Quarter GDP Result -1.4% -0.2%

Best Next Quarter GDP Result 2.0% 3.1%
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INDICATOR 10: EMPLOYMENT GROWTH 

 

 

SUMMARY – CURRENT RECESSIONARY RISKS 

 

 

CURRENT STANCE 

Total employment growth in Australia 

is currently stable with a reported 

expansion rate of 1.9% in line with the 

prior reading of 2.0%. This has 

retreated slightly however would 

seem to indicate that a recession is 

unlikely in the near-term. 

WHY IS IT AN INDICATOR? 

Similar to the workforce productivity 

indicator, the employment rate is of 

vital importance for the future 

prospects of the Australian economy.  

The total employment growth figure is 

a more useful measure than the 

unemployment rate because it 

accounts for new additions to the 

workforce. While the employment 

growth figure tends to have a strong 

instantaneous correlation with GDP, 

the indicator has also proven to be an 

effective measure for future 

recessionary risks. 

Overall, the current economic backdrop has deteriorated marginally, however does remain conducive for future economic growth. Four of the 

ten economic indicators are currently showing weakness, and while we need to wait until September 7 th before we obtain clear insight on 

another raft of economic data, there is general sense of stability. Note, it is relatively normal for at least one indicator to be negative whilst the 

economy grows, and using the historical analysis since 1979, we can say that the likelihood of a recession in the near-term is quite low. In fact, 

our data suggests the likelihood of a negative GDP announcement is “medium risk” with a 22.2% probability in the next six-months. The average 

GDP outcome from this position is approximately +0.4% for next quarter, however consensus forecasts are slightly higher than this.  

 

 

 

 

 

 

 

Going forward, we can be relatively confident the economy will continue to grow, however needs to watched closely over the coming months.  

Note: This is also reasonably reflective of market expectations and projections. According to Trading Economics, current market expectations 

are for economic growth of 0.7% in Q2, 0.8% in Q3. The IMF have similar projections, with Australia projected to grow at 2.5% this year and 

3.0% next year according to their calculations. These projections tend to be slow moving and generally reactive rather than proactive, however 

it is a useful comparative.  

 

Indicator Summary Recession Signal All Other Times

Average Next Quarter GDP 0.40% 0.84%

Probability of Negative GDP in Next Quarter 29.4% 5.4%

Worst Next Quarter GDP Result -1.4% -0.7%

Best Next Quarter GDP Result 2.3% 3.1%

Recession Measure Typical indicator of a recession if… Current Status

Household Spending Spending growth is less than 0.5% and deteriorating POSITIVE

Property Spending Dwelling formation growth is negative and deteriorating POSITIVE

Business Investment Fixed capital private investment growth is negative and deteriorating NEGATIVE

Corporate Earnings Growth Earnings growth has deteriorated over past six months NEGATIVE (Change)

Borrowing Rate Treasury bond yield curve is inverted (negative) and deteriorating further POSITIVE

Historical GDP Growth Past year GDP growth is less than 2% POSITIVE

Workforce Productivity Growth in total hours worked is less than 1%pa and deteriorating NEGATIVE

Retail Sales Retail sales have deteriorated over past six months POSITIVE

New Home Building Housing starts have deteriorated over past six months NEGATIVE (Change)

Employment Growth Employment growth rate is negative POSITIVE
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We utilise this section to integrate all the material and research within the documents to provide sharp convictions around portfolio 

construction. Please refer to the research within to deepen your understanding of these claims. 

 

Throughout the research, we accessed data from numerous sources. Below is a list of major sources that were considered and are duly 

referenced in no particular order: 

ABS, Reserve Bank of Australia, World Bank  

Our research is proprietary, however if you wish to request more information please send your request to info@investingtimes.com.au. 

 

   

 

SOURCES AND DEFINITIONS 

KEY INSIGHTS 

  

The Australian economy is in reasonable shape and Australian 

shares do not appear expensive. There is a continued perception of 

risk being assigned to the Australian market, which is only partially 

validated. The recession tracker has Australia now listed as “medium 

risk”, meanwhile the share-market has 6 of the 9 fundamental value 

indicators positive. This includes the Zone System showing a “fair-value” 

signal.  

 

 

 

 

 

 

 

 

 

Healthcare is expensive and segmented. Healthcare has performed 

incredibly well, with average returns of over 30% per year for the last 5 

years. Despite glaring unsustainability issues, the fundamental analysis 

is generally ok in many individual companies. Therefore, careful 

selection is required going forward, and expectations stemmed.  

Small company divergence has now narrowed. For quite a while, 

there has been an opportunity to increase exposures to small 

companies. However, with +19.8% returns versus +2.5% for the broad 

market, this differential has now narrowed. Blue-chip companies, 

especially in the high yielding space, now appear to present better value. 

Energy companies are looking better, but not best. We are starting to 

see increasing fundamental support for mining and energy companies, 

however they continue to rank considerably below other stocks. This is 

something to put on the radar but will require time for earnings to re-rate.  

    

 

The Australian property-market is mildly supported. The drivers of 

property demand show support towards this asset class is waning 

(although not appearing in danger either). Four of nine indicators are 

positive, which is below the long-term average. According to historical 

norms, one could expect low growth from the current position, and the 

likelihood of property beating shares over the next 5 years is 

approximately 26%. 

The major banks – including ANZ, CBA, NAB and WBC – are all 

feeling the pressure of a global banking malaise. Following this glut, the 

fundamental appeal of the banks is slowly increasing, although not at 

the top of our ranking scorecard. Whether the recent demise presents 

a contrarian buying opportunity will require an educated analysis of the 

credit cycle and whether credit growth can be sustained. For now, the 

data looks healthy (apart from investment lending) however will be very 

dependent on long-term factors.   

Inflation is yet to be seen in the numbers. There is scope for a minor 

inflation shock at some point in the near-term as the commodity price 

crash and rebound works its way out of the numbers. This would 

increase demand for gold and inflation-linked bonds, however these 

have already priced in much of this expectation.  

Bond squeeze continues its momentum. The bond yield squeeze is 

causing the yields of many of the world’s Government bonds to hit 

record lows and even negative yields. This is not seen as a sustainable 

solution in the long-term, but in the short-term it is a question of “how 

low can you go”. The only risk to bond yields at the current time would 

be inflation. 

A 10-year view shows a quite frightening backdrop. The world is 

addicted to stimulus and the markets are rallying as central banks 

intervene. The irony of this behaviour is that the central banks are 

intervening because the global economy is struggling. Over the next 10 

years, investors are being asked to make a choice between accepting 

a zero real return on investment (by being defensive), or participating 

in the exuberance in the hope in will persist.  

 

    

    

 

Disclaimer: The advice provided in this newsletter is general advice only and therefore your particular objectives, needs and financial 
position have not been considered. Before making a decision on the basis of the advice, you need to consider, with or without the assistance 
of a financial advisor, whether the advice is appropriate in light of your particular needs, objectives and financial circumstances, and when 
applicable obtain a relevant Product Disclosure Statement and read it.  
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