
 

 

Key points 

 Recession risks, the escalating Israel conflict, the US election 
along with still stretched valuations mean a high risk of 
another share market correction and continued volatility.  

 The expansion of the war around Israel and Iran attacking 
Israel with more missiles is very concerning but unless oil 
supplies are disrupted the impact on global growth and 
shares will remain limited. 

 However, the combination of global rate cuts, still okay 
global economic growth and Chinese stimulus are very 
positive for shares on a six-to-12-month horizon.  

 While the RBA remains relatively hawkish, the resumption 
of falling underlying inflation since May tells us that the 
start of rate cuts here is getting closer. 

Introduction 

August and September are often weak months but despite a few wobbles 

US, global and Australian shares rose to record highs. And consistent with 

the “risk on” sentiment metal prices, gold and the $A are up and the $US 

has fallen. The key drivers have been central banks cutting rates as inflation 

falls, still reasonable global growth and news of aggressive stimulus in 

China. But what are the risks and why is the RBA lagging on rates?  

Central banks are winning the battle against inflation  

Success in getting inflation down is the main driver of market cheer. Its 

surge depressed markets in 2022 (as higher inflation means higher 

interest rates and lower price to earnings multiples) and its decline has 

enabled them to rebound. In major developed countries it peaked around 

8-11% in 2022 and has now fallen to around 2-3%.  

 
Source: Bloomberg, AMP 

This is enabling central banks to cut interest rates 

The rise in inflation in 2021-22 was a classic case of too much money or 

demand (on the back of pandemic stimulus and then reopening) chasing 

too few goods and services (as supply was constrained). Its reversal reflects 

the reversal of fiscal stimulus, improved supply chains and monetary policy 

going from easy to tight. In particular, the aggressive monetary tightening 

helped slow demand and, by signalling that central banks were serious 

about getting inflation back to target, helped keep inflation expectations 

down. This in turn has made it easier to get inflation back down.  

With inflation heading back to targets, central banks have been able to start 

cutting interest rates with nearly 50% of global central banks, including the 

Fed, now cutting. Money markets are expecting further easing ahead.  

 

Source: Bloomberg, AMP 

The good news has been that central banks have been able to get inflation 

back down without causing a collapse in global growth or sharply higher 

unemployment in contrast to the experience of the 1970s, 80s and 90s. Of 

course, conditions vary – with the US still strong and Europe weak – but 

global growth still looks on track to be around 3% this year.  

This has also come at a time when the Chinese government has announced 

a big step up in policy stimulus. This included substantial monetary easing 

and a commitment to increased counter cyclical fiscal policies, “necessary” 

levels of fiscal spending and measures to stop the property decline.  

So, shares celebrated. Apart from still stretched valuations, there are four 

key issues. Is recession still a risk? What about geopolitical threats including 

the Middle East? Will China stimulus work? And what about the RBA?  

(Note: The US port strike is also a risk, but I doubt it will have a lasting 

impact – remember similar worries about Red Sea shipping disruptions and 

the Baltimore bridge collapse.) 

What is the risk of a US recession? 

Falling interest rates are positive for shares as they help boost economic 

and profit growth and make shares relatively more attractive than cash. So, 

the first rate cut after a hike tends to be positive for shares. Unless there is 

a recession! The table below shows the US share market’s response after 

the first rate cut since 1981. The US share market rose over the subsequent 

3, 6 and 12 months after the commencement of 6 of the last 9 Fed easing 

cycles. The exceptions were after the rate cuts in 1981, 2001 and 2007 

which were associated with recessions and the period after the first 2019 
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Shares around record highs as inflation slides, central banks cut rates and 

China stimulates – but what about the Israel/Iran conflict & other risks?  



 

 

cut saw a “recession” and brief plunge in shares due to the pandemic. The 

reaction by the Australian shares to US rate cuts is similar.  

US equity performance (S&P 500), % change, after first Fed cut 

First rate cut +3mths +6mths +12mths 
July 81 -6.9 -8.0 -18.2 

Sept 84 0.7 8.8 9.6 

Nov 87 1.3 4.6 11.0 

June 89 9.8 11.1 12.6 

July 95 3.5 13.2 13.9 

Sep 98 20.9 26.5 26.1 

Jan  01 -8.5 -11.3 -17.3 

Sept 07 -4.3 -12.4 -20.6 

July 19 1.9 8.2 9.8 

Average 2.0 4.5 3.0 

US recession highlighted in red. Source: Thomson Reuters, AMP  

And as can be seen in the next chart, recessions often start after the first 

Fed rate cut – so a cut doesn’t necessarily mean recession will be avoided. 

 
Source: Bloomberg, AMP 

Our base case is that the Fed has just headed off a recession and indications 

continue to show solid growth in the US. But a recession is a high risk with 

the US yield curve and leading indicators continuing to point to recession 

and US jobs leading indicators – for example, a sharp downtrend in job 

openings and quits – showing significant weakness. It’s a similar story in 

Australia – a traditional recession should be avoided but it’s a high risk. 

Geopolitical threats – the Middle East and US election 

There are two main geopolitical threats at present: the Middle East and 

the US election. While the expanding war around Israel to include 

Hezbollah is a big concern from a humanitarian perspective, the key from 

an investment perspective is whether global oil supplies are impacted. 

The risks on this front have increased with Iran (which accounts for 3% of 

global fuel supply) attacking Israel with more missiles – and oil prices 

bouncing 5% or so, but only taking them to week ago levels. It could just 

turn out to be another exchange of missiles between Iran and Israel as we 

saw in April. So, much will depend on Israel’s response – if its proportional 

and focussed on Iranian military facilities then the oil price and shares will 

quickly settle down again. This will be helped by Saudi Arabia raising 

production in December, Libyan oil production (1% of supply) resuming 

and rising non-OPEC production. If alternatively, Israel escalates with an 

attack on Iranian nuclear or oil facilities then we could be in for a much 

rougher ride in share markets as things escalate impacting oil supply.  

Since Kamala Harris took over as the Democrat presidential candidate 

share markets have not been particularly focussed on the US election. 

However, this could change as the race remains close and Trump’s 

policies on tariffs, tax cuts and immigration risk a new trade war and 

higher inflation which would be bad for shares. Of course, Trump may 

moderate his policies, but this will not be known for a while. 

Will China’s stimulus work?  

China’s package of stimulus announcements over the last week show the 

Government is now serious about wanting to boost growth after a run of 

weak data. If the moves were limited to easy money then they may be 

less effective as the cost of money is already low and the key problem is a 

lack of demand for money. So fiscal stimulus is also needed and the 

Chinese authorities at last appear to recognise this with a surprise 

Politburo meeting committing to significant fiscal stimulus and measures 

to halt the property decline. Of course, the details are yet to be 

announced but this shift from cautious incremental stimulus towards 

“whatever it takes” is significant and very positive for cyclical assets like 

metal prices, Australian resources shares and the Chinese share market as 

we have seen in the last week. Whether it extends beyond providing a 

cyclical boost to growth to addressing China’s structural problems - which 

will require measures to clear the property overhang and permanently 

boost consumer spending - remains to be seen.  

What about the RBA? 

While other central banks have been easing, the RBA remains hawkish. 

This stems from a setback in falling inflation earlier this year. However, 

the key measures of underlying inflation have resumed falling. As can be 

seen in the next chart “trimmed mean” inflation (the RBA’s preferred 

measure of underlying inflation) is just following US core inflation down 

with a lag. So just as Australian inflation and the RBA followed global 

inflation and rates up with a lag in 2022 (due to a slower reopening from 

the pandemic) they now look to be following with a lag on the way down. 

 

Source: Macrobond, AMP 

The resumption of the downswing in underlying inflation provides 

confidence that rate cuts are getting closer. Our base case is that the RBA 

won’t cut until it’s seen lower underlying inflation in both the September 

and December quarters and so won’t start cutting until February next 

year. However, with inflation starting to follow a similar profile to that 

seen in the US, there is a high chance of a December cut if underlying 

inflation continues to fall as it has since May. The US experience with 

falling inflation despite still okay growth and low unemployment tells us 

the RBA’s concerns about excess demand in Australia may be overstated. 

Concluding comments 

Recession risks, the conflict in the Middle East, the US election along with 

still stretched valuations mean a high risk of another share market 

correction and continued bouts of volatility. However, the combination of 

global rate cuts, still okay global economic growth and Chinese stimulus 

are very positive for shares on a six-to-12-month horizon. While the RBA 

remains relatively hawkish the resumption of falling underlying inflation 

since May tells us that the start of rate cuts here is getting closer. 

Dr Shane Oliver 
Head of Investment Strategy and Chief Economist, AMP 
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Recessions often start soon after the Fed's first cut
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