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It is bracing to consider what happens to equity markets in the event of a 

recession – a state we have not seen in this country in over a generation and 

even in the US, not for 9yrs. 

 

Why this is germane is that we are buying the future when investing in equities 

and according to erstwhile US Treasury Secretary Lawrence Summers (in a 

piece in this week’s FT) we are likely to see such an environment within the next 

few years (the lack of more definition reflecting the fact that recessions are never 

forecast, they just appear). 

 

Lawrie bases his case on the fact that the economy is already quite brittle in not 

responding more robustly to present monetary settings, low inflation and low 

unemployment; a function of adverse demographics and the outworkings of new 

technologies (wage oppression). He also posits that there are no shortage of 

triggers (China, overvaluation of equities, excessive leverage, and a 

dysfunctional political scene). 

No debate with any of that save for the overvaluation bit – we beg to differ . 

 

That said, the absolute (P/E) multiple is elevated; in equal parts justified by the 

overbought bond position and a belief that economic (and therefore earnings) 

growth will continue. Should this appear to no longer be the case history 

suggests that equities will recoil and recoil sharply to reach an ‘undervalued’ 

position – that being some 30 – 50% below where we are now.  That will hurt. 
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Lawrie muses that unlike previous downturns the Central Banks have little monetary ammunition – interest rates are already 

unsustainably low (historically the Fed has taken the benchmark rate down by 400bp to kickstart a recovery). Consequently it will 

have to adopt still more unorthodox measures: again involve itself in depressing the bond rate by more QE, and possibly raising 

the inflation target. The stunted response to the last initiative gives cause to question the effectiveness of the former, and the latter 

may be hard to engineer while people are deleveraging and otherwise lacking in confidence. 

 

In the meantime we can only deal with what we can see: the economy is still growing, bonds do not represent an alternative 

repository for wealth given both the low rates on offer and the arguably overbought position (i.e. duration risk).  

 

That said, there is nothing abnormal about recessions, they are part of the natural cycle of things where excesses are purged to 

set the base for a subsequent resumption of growth. In not having seen such a cleansing for 25yrs (and that is extremely unusual 

on the basis of history) there can be presumed to be a lot of excesses to be expunged: the equity market’s response will be messy 

(a collapsing multiple on declining earnings) with the only arresting force being that bond rates will continue to support valuation (a 

small mercy given the imperative is capital preservation and equities will not impart that). 

 

This is what lies in front; the only point of conjecture is its timing of arrival. 
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Disclaimer 

In accordance with section 949A of the Corporations Act 2001, any recipient of the information contained in this document should 

note that information is general advice in respect of a financial product and not personal advice. Accordingly the recipient should 

note that: (a) the advice has been prepared without taking into account the recipient’s objectives, financial situations or needs; and 

(b) because of that, the recipient should, before acting on the advice consider the appropriateness of the advice, having regard to 

the recipient’s objectives, financial situation and needs. 

Although Lodge Partners Pty Ltd (“Lodge”) consider the advice and information contained in the document is accurate and 

reliable, Lodge has not independently verified information contained in the document which is derived from publicly available 

sources. Lodge assumes no responsibility for updating any advice or recommendation contained in this document or for correcting 

any error or admission which may become apparent after the document has been issued. Lodge does not give any warranty as to 

the accuracy, reliability or completeness of advice or information which is contained in this document. Except in so far as liability 

under any statute cannot be excluded, Lodge, its employees and consultants do not accept any liability (whether arising in 

contract, in tort or negligence or otherwise) for any error or omission in this document or for any resulting loss or damage (whether 

direct, indirect, consequential or otherwise) suffered by the recipient of this document or any other person. 

Lodge, its employees, consultants and its associates within the meaning of Chapter 7 of the Corporations Act 2001 may receive 

commissions from transactions involving financial products referred to in this document and may hold interests in financial 

products referred to in this document. 

General Securities Advice Warning 

This report is intended to provide general securities advice. In preparing this advice, Lodge did not take into account the 

investment objectives, the financial situation and particular needs of any particular person. Before making an investment decision 

on the basis of this advice, you need to consider, with or without the assistance of a securities adviser, whether the advice is 

appropriate in light of your particular investment needs, objectives and financial circumstances. 

Analyst Verification 

I verify that I, (Shane Bannan), have prepared this research report accurately and that any financial forecasts and 

recommendations that are expressed are solely my own personal opinions. In addition, I certify that no part of my compensation is 

or will be directly or indirectly tied to the specific recommendation or financial forecasts expressed in this report. 
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