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Be careful what you wish for! 

 Confidence has already picked up at home.  

 Japan is back in the equation. 

 China is looking very impressive indeed.  

__________________________________________________________________________________________

Overview 

As the dust settles on the General Election we are 

starting to realise that the issue was in the Senate 

and not just the House of Reps. Democracy is 

wonderful but – if it is not enacted properly – gives 

power to people without a real following. To have a 

Senator elected on liking drag racing – or a vet from 

NSW with no obvious political platform – for whom 

did we really vote? Two candidates got less than 

one primary vote in 200 and might get elected on 

preferences!  

We have had the same system for many years but 

the last 6 – and going forwards – reveals the warts 

and all. Pandering to the self-indulgent Rob 

Oakeshott and other minor interests – including the 

Greens – means Australia did not get what it 

deserved. If the new micro parties muddy the 

waters and the Labor/Greens senators do not 

respect the obvious swing to the Coalition and its 

policies we have a downside risk – or another 

election – soon. 

Nevertheless, the first Consumer Confidence 

results from Westpac held during the election are 

now out. The survey was taken over Thursday to 

Sunday when it was reasonably certain the 

Coalition would have a clear majority. The 

confidence index rose 4.7% over the previous 

month – the best in three years as it turns out – that 

is, since the previous election! We are keeping a 

weather eye on the savings ratio as a fall in that 

statistic based on improving confidence will return 

our economy to strength. 

Japan was awarded the 2020 Olympics and its 

GDP growth data a couple of days later took an 

early gold medal – at +3.8% on the back of +4.1% 

growth for Q1. Given the Japan economy has 

languished for a decade or two, ‘Abenomics’ might 

be the medicine they needed. Certainly one to 

watch! 

Data from China also impressed – even I was a little 

surprised! I have maintained my position that there 

was only a controlled slow-down while all of the 

noise with talk of hard landings and end to the 

mining boom confused many. Some data this week 

did look very impressive indeed. Premier Li did 

caution on getting too excited but he seems to be a 

cautious kind of guy in his first year in office. 

The Fed’s FOMC meeting on the 17
th

 and 18
th
 will 

probably produce how and when tapering will start – 

maybe immediately but the US economy is not yet 

that strong. 

 

Market expectations 

To bring it all together, the ASX 200 is close to our 

e-o-y target but we expect that the broker forecasts 

of dividends and earnings that form the base of our 

modelling will be revised upwards for two reasons. 
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First, they must start to price in the fact that they 

were far too pessimistic on China. Second, 

continued improvements in confidence at home 

could cause a fall in the savings ratio and lead to 

improved growth. Our ‘long-run’ target of 5,550 is 

not out of the question but a partial move in that 

direction beyond our short-run target of 5,300 could 

be on the cards – even though we currently have 

the market moderately overpriced by +2%. 

 

Market Stats 

We got a solid gain for the week on the ASX 200 of 

+1.4% making it 11 gains or flat from 12 

consecutive weeks. We have never had (at least 

since 1985 when data commenced) 12 from 12 and, 

apart from a run at the start of 2013, we have to go 

back to 2007 to find a run as good as this! To top it 

all off, the ASX 200 reached a five year high this 

week – and tomorrow is the 5
th

 anniversary of the 

collapse of Lehman Brothers. Yesterday was the 

first birthday of QE3. 

Only the Energy and Utilities sectors lost ground 

over the week with Materials leading the way at 

+2.3%. Financials notched up a gain of +1.6% 

bringing its expected dividend yield down to 5.5%. 

Except for one month (April 2013), this is the lowest 

yield since the same month in 2010. We do not 

expect much in the way of capital gains for 

Financials – indeed only +1.5% over the next 12 

months. 

Our 12-month-ahead capital gains forecasts for the 

ASX 200 (Chart 4) have stabilised at about 10.3% – 

a respectable forecast but down on recent months. 

That leaves us with an e-o-y target of 5,300 but with 

potential upside from our long-term pricing model. 

We have the market overpriced at +1.9% (Chart 5) 

but no sector is in the danger zone for a correction 

(but Discretionary is close at +5.2%) but neither is 

there much that is cheap (Chart 6). 

Fear (Chart 2) and Volatility (Chart 1) have been 

contained at quite low levels. Fear and disorder 

(Chart 3) are actually in the low range. As a result, it 

will take a lot from Syria or tapering to cause high 

volatility. The S&P 500 exuberance data in our 

companion weekly is also looking good for a 

continued rally. Our futures market is looking for 

modest gains on Monday morning after a solid night 

in New York. 

Most commodities we follow – except iron ore – had 

a bad week: gold, silver, copper and oil. Our dollar 

was up +1.1%. 

The Australian General Election 

The result in the House of Reps is well known but 

the Senate is still unclear. The Coalition has a clear 

majority but nowhere near the worst case scenario 

for the Labor Party. However, with at least two 

Senators with no real agenda (NSW and Victoria) 

Abbott will have to negotiate with them and the 

Greens, even after July 1, 2014 when the new 

Senators take their seats. 

While it seems reasonable to believe Abbott has a 

mandate for at least his key policies of no carbon 

tax, no mining tax, and paid parental leave, it is less 

than clear he could steer those though the Senate. 

A double dissolution is possible but many are 

against that. Perhaps the best thing for the country 

would be for Abbott to articulate why micro parties 

make governing Australia a real problem and then 

clear the decks with another election – now.  

Although we believe the Abbott government is 

heading in the right direction, the uncertainty due to 

the Senate position might delay the improvement in 

confidence for a few months. But – when the green 

light is lit – our market could rip. I prefer to be set 

ready for what may come rather than wait for it to 

happen and miss the boat. 

On a personal note, I live in Wentworth (Malcolm 

Turnbull), NSW and this time I chose to vote LNP. I 

did vote in the Hawke ascendancy and supported 

him on the next occasion. But I have never taken a 

‘How to vote card’ and no one tried to give me one 

at the St Vincent’s Hospital booth! Indeed the 

Liberal, Labor and Green ‘How to’ people seemed 

far more interested in laughing and joking with each 

other (around noon) than in engaging potential 

voters. I believe if I need help in how to vote there is 

something wrong with the system – and not me. I 

was in an ace of accidentally voting in the top left 

box for the Senate (Liberal Democrat) on seeing the 

word Liberal to get in and out quickly. That guy 

probably got in – and how many thought they were 

voting for the LNP? Democracy is great when it 

works but – given the importance of the Senate and 

with so little personal knowledge about the 

candidates – when will we have an electoral system 

that works as we think it should? 

 

The end of the mining boom! 

Well China came in with some great statistics over 

the last week. There were big beats on both Imports 

and Exports – both up about 7%. Iron ore imports 

were +10.5% up on the previous year. Inflation is 

reasonable at +2.6% but Industrial Production 
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rocketed back into double figures at +10.4%, Retail 

Sales impressed at +12.4% but Fixed Investment 

expenditure came in at +20.3% – almost double that 

of a whopping market expectation.  

With iron ore prices seemingly stable at around 

$135 / tonne the much talked about seasonal 

softness in prices never arrived. Certainly the 6% or 

so GDP growth talked about only a few months ago 

now seems silly and the government’s target of 

7.5% is likely to be exceeded for 2013. 

 

Tapering 

The problem the US Fed has been facing is in 

distinguishing to the public tapering, or the 

reduction in additional stimulus, from official interest 

rate moves. The Fed meets at the FOMC – a bit like 

the monthly RBA board meetings – on the 17
th

 & 

18
th

 September and will make a statement on 

tapering. The market is split about 60:40 on whether 

tapering will start immediately. However, the talk is 

now of only a $10bn per month cut from the current 

$85bn stimulus and not the previously held view 

that the cut would be $20bn. The market has been 

appropriately softened since the tapering discussion 

started in May. 

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. She may now 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 

might frighten markets. 

 

US economy 

The non-farm payroll data disappointed a little at 

169,000 for August – well short of the 200,000 that 

would signal a real improvement in the economy. 

Unemployment did improve to 7.3%.  

There was no new data during the week that the US 

economy would be strong without its life support but 

neither were there any signals to suggest there is a 

significant problem ahead. The key to the US 

economy’s success lies in the strength of its trading 

partners – Europe, Japan and China. 

 

Japan and the 2020 Olympics 

Prime Minister of Japan, Mr Shinzo Abe, has gained 

rock star status since he swept back to power 

earlier this year. Japan’s lost decades – partly due 

to deflation causing investors to delay purchases – 

are starting to fade as growth and inflation come 

back to normal levels. Just as London 2012 put a 

rocket under Team GB and the UK economy, so the 

awarding of the 2020 Games is likely to be a shot in 

the economic arm for Japan – and us! Apparently 

75% of the iron ore used for Beijing’s Bird’s Nest 

and the rest came from Australia. But, importantly, 

Australia has a great international reputation for 

organising events and so the impact on our broader 

economy and stock market should be much more 

than just a boost for iron ore. 

The Nikkei was up +2.5% after the Olympics news 

on Monday. GDP came in at 3.8% for Q2 to back up 

the 4.1% for Q1. If the former number two economy 

comes back with a roar, there really could be some 

great times ahead. Abe is planning to increase 

sales tax form 3% to 10% in gentle steps over 

coming years so an out of control economy seems 

very unlikely. 

There is no doubt that Japan has a different slant 

on many things but one older Professor has 

reportedly suggested that ‘Hide and Seek’ should 

be an exhibition sport for the Olympics in 2020. The 

Hide and Seek push came from a notion that men 

and women, young and old, able bodied and some 

disabled could compete on a level playing field. 

Lovely thought! Jaymes Diaz, the failed Coalition 

candidate in Sydney’s west, started training early. 

Perhaps he could captain the Australian 

contingent? Apparently wrestling is slated to be 

back in at the 2020 Olympics but not the Sumo 

variety. 
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The St Petersburg G-20 Meeting 

For the first time in three years, European debt 

didn’t figure large on the agenda. Indeed, Europe is 

now out or recession and there were some good 

PMI numbers to provide a little more hope. Syria did 

get discussed but there was no agreement on 

possible actions – if any. The US seems more or 

less alone on making ‘punitive strikes’ on the Assad 

government. Putin seems completely unconvinced 

that anybody should do anything. With Obama once 

seeking support from Congress to strike on Syria, 

nothing much could happen as Obama finds it hard 

to get Congress to agree on any of his possible 

policies. 

It looks like Putin has defused the situation by 

brokering a deal with Syria. Obama has put off the 

vote in Congress on a strike. So, for the effect on 

markets, we see some volatility due to uncertainty 

but little commitment for the Syrian crisis to 

escalate. 

 

Glossary 

Abenomics – Japan’s Prime Minister Shinzo Abe 

came to power early in 2013 and has brought a new 

economic style to managing that economy. 

FOMC – The Federal Open Market Committee 

determines monetary policy in the United States. It 

can be thought of as being similar to our Reserve 

Bank board. 

HSBC flash PMI – HSPC publishes an alternative 

to the official PMI for China. It is based on a survey 

of predominantly small to medium sized firms – 

unlike the official version. The number on the 1
st
 of 

the month gets much less attention than the official 

but the preliminary, or ‘flash’, reading gets attention 

as a read a week or two before the official numbers. 

Long-run mispricing – This measure is based on 

analysing trends over more than a century of data. 

The average period of over- or under-pricing is 

about 18 months. That is, we do not expect the 

market to rapidly approach its fair value. 

Short-run mispricing – This exuberance measure 

is our mispricing statistic reported in Chart 5. It is 

based on 12-month-ahead forecasts of the ASX 

200. Please see the notes under Chart 5. 

PMI – This acronym stands for Purchasing 

Managers Index. There is one for most countries 

and separate statistics for manufacturing and 

services. Manufacturing typically gets more 

attention. The statistics are published in the first few 

days of each month – with China on the 1
st
. A 

reading less than 50 means the sector is 

decreasing in its growth rate – so If China growth 

slows from 8% to 7%, its PMI should be below 50. If 

the US speeds up from 2% to 2.5%, its PMI should 

be above 50. 

Savings ratio – In Australia, the ratio of net savings 

to household disposable income defines the 

savings ratio. It does not include superannuation 

contributions. 

Tapering – It is the name given to the exit strategy 

from QE3. It is not a tightening monetary policy – 

just an increasingly less accommodative stimulus. 
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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 


