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Don’t dream it’s over 

 China iron ore demand looks strong. 

 US jobs not too strong and not too weak. 

 An election landslide could produce a massive boost to confidence and spending. 

__________________________________________________________________________________________

For three successive weeks, the little Aussie battler 

(better known as the ASX 200) gained +0.2% each 

week!  And that makes it 10 gains from 11 

consecutive weeks. This last week was line-ball 

until the last hour of Friday when – like Usain Bolt – 

the ASX 200 put on 25 points to close Friday just 

2.5 points ahead on the day. The market was up 

and down during the day as investors were 

weighing up the prospects for last night’s non-farm 

payrolls data in the US, Syria and the prospect of 

what looks like a change in government following 

today’s general election. 

Volatility (Chart 1) has been amazingly low during 

recent weeks given what has been going on in the 

world. That, to me, suggests when the dust settles 

on the election and a statement is made by the new 

government on the real, current state of the budget 

and the economy, bridge-building can begin. Fear 

(Chart 2) has also been contained but our 12-

months-ahead capital gains forecasts for the index 

(Chart 4) have slipped during the August reporting 

season but it has now consolidated at a respectable 

10.4%. 

The market is only a fraction overpriced at +0.8% 

(Chart 5) and there are no sectors even close to our 

trigger for a correction at +6% (Chart 6). Property 

(-3.4%) and Materials (-2.8%) are the only sectors 

that offer a possible bonus for new investors. 

Our end-of-year target for the ASX 200 remains 

near 5,250. Our long-run pricing model has fair 

value for year end at 5,550. The disparity is due to 

there being no long-run forecast of how quickly the 

market might rise to fair value. Under normal 

circumstances, we think of long-run targets being 

achieved more than a year out. However, we think 

these upside risks might come to fruition more 

quickly given the unusual macro and local factors. 

Indeed, we think the brokers might have current 

conditions a bit wrong. In particular, we think they 

were too slow in appreciating the strength in the 

China economy and they have not factored in the 

build-up of debt reduction in the consumer 

economy. So allow us to go through some major 

issues that we think will impact on the market for 

the last quarter of 2013. 

 

The election 

If the betting agencies and polls are on the money, 

the Coalition will be in power by Monday morning 

with a very healthy majority. The position in the 

Senate won’t be known for some time and it won’t 

be until mid next year that the new Senate takes 

over. Abbott seems to have the will – and possibly 

the mandate – to push his policies through – and, if 

not, to call a double dissolution. 

The differences in the new and the old government 

are numerous. The ones that we think might 

contribute to an improvement in confidence: 
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1)  A majority government does not have to 

pander to independents and minor parties 

deflecting it from its mission – and its 

mandate. Julia Gillard said no carbon tax 

until she had to concede to get the Green’s 

votes. 

2) The Coalition is unlikely to randomly 

produce – and change – policies on the 

run like the mining tax, carbon tax, FBT 

changes for car usage, new 

superannuation taxes. Less new, 

unexpected policies create a feeling of 

predictability – but gradually! 

3) I believe mining companies held back on 

some mining investment until it was clear 

that the mining tax was on its way out. 

Recent data suggests BHP and RIO will 

spend only 2.5% next year less than this 

year’s. 

4) No carbon tax. 

5) The Coalition can gradually address some 

of the issues with Fair Work that inhibits 

productivity growth. 

6) The Coalition is incentivised to cut red and 

green tape to enhance growth 

opportunities. 

7) Some sort of banking tax seems likely but 

will be well argued and ‘gentle’. 

 

The end of the mining boom 

The vast majority of analysts (and politicians) have 

been calling the end of the mining boom – in some 

form or another – for a year or two. We have 

maintained throughout this period that the China 

boom is not over but that its nature may have 

changed a little.  

In the last week, iron ore prices were in the high 

$130s / tonne. A year ago, the price was $90 and 

most of the pundits (and gurus) talked about the 

seasonal dip in prices in Quarter 3. With only three 

weeks to go, the average price in Q3 was over $130 

and, reportedly, steel mills are going flat chat in 

China but stockpiles are still falling. 

China’s PMI (Purchasing Managers Index) in its 

various forms beat markets expectations over 

August/ September by a lot and the latest 51.0 

makes a great read. There was a little dip in 

previous months but what we have been watching 

is an orchestrated reduction in corruption and waste 

to produce a stronger, more stable China economy. 

I predict that in less than 12 months, analysts will be 

talking about the second wave boom in China. 

Resource stocks will recover from their beating but 

probably not get back to their highs in the next 1 – 2 

years. 

 

Tapering 

The problem the US Fed has been facing is in 

distinguishing tapering, or the reduction in additional 

stimulus, from official interest rate moves. The Fed 

meets at the FOMC (Federal Open Market 

Committee) – a bit like the monthly RBA board 

meetings – on the 17
th

 & 18
th
 September and will 

make a statement on tapering. The hot money 

seems to be on a ‘blueprint’ for what they will do, 

rather than an immediate implementation of 

tapering. When it happens – possibly from 

December – it will only mean an extra $75bn of 

stimulus a month rather than the current $85bn a 

month – and there will be pauses between changes 

in stimulus. Official rates will remain low for at least 

a year or two. 

The problem is, without changing the benchmark 

interest rate, long bond rates on US Treasuries 

have risen sharply. The 10 year yield has risen from 

about 1.7% to 2.9% just on chit-chat over tapering. 

There has already been an apparent negative 

impact on US housing as mortgage rates went up 

with Treasuries. 

If that wasn’t enough, Chairman Bernanke – who 

we think has done an excellent job throughout the 

GFC and beyond – will be replaced in January. 

Janet Yellen was the hot favourite and deputy chair 

who would have probably continued current policies 

may lose out to Obama’s favourite, Larry Summers. 

The choice is important because Summers is likely 

to get out of stimulus much more quickly than 

Yellen. 

There are two things we need to watch out for. For 

the Aussie dollar, Yellen-in dollar up or Summers-in 

dollar down. For emerging markets, Summers is a 

cloud hanging over parts of Asia and South 

America. We hope for Yellen as a soft transition. 

Even if Summers’ view is better, his strident nature 

will frighten markets. 
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US economy 

All economic data are volatile but there is little doubt 

that US data is good but not brilliant position. On 

Friday, the ISM Services index reached a massive 

58.6 – the best number since December 2005!!! 

The US economy has jumped ahead of its previous 

perception but it is not yet strong. Non-farm payroll 

data needs to be around 300,000 a month for real 

growth and so numbers in 150,000-200,000 a 

month are good but just don’t cut the mustard. 

Last night, non-farm payrolls – the key jobs data – 

came in at 169,000 but the previous months read 

was revised down to 104,000. Unemployment fell to 

7.3% but on the back of a discouraged worker 

effect. Recall that 6.5% is the Fed’s target for 

thinking that unemployment can withstand the 

withdrawal of stimulus. 

But we shouldn’t wish for that which we cannot 

handle. If the US grows too strongly, stimulus gets 

pulled back quickly; bond yields shoot up; and 

equity markets could then get hammered in the 

short run. 

 

Europe 

Poor sad, old Europe has been struggling for so 

long but – last month they at last exited a formal 

recession – and last week they had some pretty 

good PMI numbers. What is really important is the 

interaction of Europe and the USA. The better US 

data makes an export market for Europe and a 

better Europe brings the US and Europe into the 

picture. 

 

The Rest of the World 

A year or two again we all talked about the China 

boom (for 10 – 15 years) to be followed by the India 

boom. India is starting to struggle but still has 

growth rates that would knock the socks off most of 

the world. The slump could be just due to volatility 

as investors and traders borrowed at close to zero 

rates in the US and took advantage of returns in the 

BRICs.  

Japan, under the leadership of Prime Minister Abe, 

is going gang-busters. They are even starting to 

register a healthy degree of inflation! Deflation was 

the bogey that haunted their economy for more than 

a decade as lower expected prices makes it 

sensible to put off purchases for many goods and 

assets. 

Syria, like a number of other countries is in strife 

and the US might act – but at least it seems to be 

going through the motions of consultation. The G-20 

could not reach a resolution last night. Reportedly, 

Syria produces about 200k barrels of oil a day while 

Saudi Arabia produces more like 20m barrels a day. 

As bad as things are for Syrians, the impact on the 

long-run behaviour of markets might hardly register 

a blip – unless it causes conflict between the US 

and either Russia or China. 

 

Australia 

Our data hasn’t been great. But 0.6% GDP growth 

for the quarter – or 2.6% for the year-on-year – isn’t 

scruffy. Rates are on hold and are largely irrelevant 

at these levels – confidence is everything. 

Retail sales at +0.1% was very soft but the 

unemployment data next Thursday will tell a story. 

We are likely to challenge the worst results during 

the GFC but things aren’t that bad. And nothing a 

quick boost in confidence couldn’t cure. 

The big thing – or at least Woodhall’s next big thing 

– is a blockbuster! We will leave a full explanation to 

a future report but we have finished the analysis. 

The ‘make it brief’ version is that new borrowing for 

consumption published by the RBA (other personal 

loans) corrected for inflation and population is down 

-30% from the 2007 peak. During the 1990 

recession the same sort of thing happened and then 

debt started to rise again. With savings out of 

household disposable income at around 10% the 

potential for increased spending is massive. In the 

US, their savings ratio jumped up to 5% during the 

GFC but it has since fallen to 2.5%. Our savings 

ratio has been particularly stable at around 10% for 

five years! And that does not include 

superannuation savings. 
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Chart 1: Market volatility 
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Notes: The solid black line depicts the average volatility since 

January 2010; the lower dotted line depicts the average volatility 

pre the GFC; the higher dotted line depicts the average level of 

volatility during the GFC - up to December 2009. The brown line is 

a daily estimate of the ASX 200 index volatility. 

 

Chart 2: Fear index 
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Notes: The fear index is a measure of 'excess' volatility denoting 

behaviour outside the open/close values each day. The two dotted 

lines depict the band in which the fear index resided before the 

GFC in two thirds of days. Extended periods below the lower 

dotted line might indicate complacency. Extended periods, or 

extreme values, of the index above the higher dotted line might 

indicate a propensity for the market to overreact in an irrational 

manner. 

 

Chart 3: Disorder index 
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Notes: The disorder index measures the degree to which the 11 

sectors' daily returns move in harmony. The two dotted lines depict 

the band in which the disorder index resided before the GFC in two 

thirds of days. Extended periods below the lower dotted line might 

indicate belief that there is little information to have different 

impacts on different sectors. Extended periods, or extreme values, 

of the index above the higher dotted line might indicate investors 

and traders are lurching from sector to sector in search of a new 

trend. 

 

 

Chart 4: 12-month-ahead capital gains forecasts 
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Notes: Each business day we update our estimates for capital 

gains on the ASX 200 for the following 12 months. For example, 

the left-most estimate on the vertical axis is a forecast for the 12 

months concluding today. The right hand estimate is for the 12 

months from today. 

Chart 5: Market exuberance 
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Notes: Exuberance is our measure of mispricing on the ASX 200. 

A value below the solid black line denotes the market is perceived 

to be cheap and above that line expensive. Experience suggests 

that exuberance above +6%, denoted by the dotted line, is an 

indicator of a potential correction of 6% to 10% - or for the market 

to move sideways for an extended period. 

 

Chart 6: Sector exuberance 
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Notes: The estimates in this chart are based on the same notions 

as for Chart 5. More detailed information on mispricing is contained 

in our companion weekly publication in the same section of our 

website 


