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It’s all been about the US 

 Tapering is on the back boiler. 

 Larry Summers does us all a favour. 

 Debt ceiling debacle looms.   

__________________________________________________________________________________________

Overview 

This week has been all about the USA. The FOMC 

did not start tapering – which is consistent with what 

Bernanke has been saying about data dependence 

since May – but markets rose sharply along with the 

Aussie, gold, copper and oil prices. 

Since this decision came just on the back of Larry 

Summers withdrawing his consideration for Fed 

Chairman, markets were already happy. Few seem 

to like Summers although all respect his smarts. He 

is abrasive and doesn’t like QE3 – and Janet 

Yellen, the hot favourite, likes it. 

The US Treasury Secretary, Jacob Lew, has been 

pressuring Congress not to mess around with the 

debt-ceiling negotiations like they did in August 

2011. A delay will not change the growth path of the 

US economy because they have to resolve it. But 

anyone who remembers two years ago cannot say 

they enjoyed the market experience. 

Lybia is getting back to normal on oil supply and so 

that may take some pressure off oil prices. Gold 

and gold stocks rose sharply on the tapering news. 

Since all we know is tapering has been delayed a 

few months, those gains surely have to vanish 

when tapering starts!  

At home, our dollar rocketed back up to over 95c 

from a recent low of around 89c and settled at 94c. 

This reaction has made like harder for the RBA as 

they want that dollar lower. There is now an 

increased chance that the RBA will cut rates again 

– say on Melbourne Cup Day – but the RBA is just 

like a cork bobbing about in the ocean. It is not the 

main gain. And the danger is that, if it cuts rates to 

cut the Aussie, there is a big danger of inflating 

house prices too much. 

The Abbott government has been sworn in. He has 

been unusually subdued – which is good – and 

measured – which is even better. With Labor going 

to a party vote to decide the opposition leader, the 

parliament will not be settled for a month or two – 

just in time for the Christmas holidays! 

Sadly Japan had another ‘quake at Fukushima – 

5.3 – but the news on Syria seems to be fading. 

Putin is not certain Syria will hand over its chemical 

weapons but the US population is very much 

against military action. Overnight, Syria handed 

over a preliminary list of the chemicals it has so 

there is hope. 

 

Our market expectations 

It is the rally that keeps on giving – especially after 

the tapering decision and the probability of Yellen 

becoming Fed Chairman. The German election 

tomorrow has an outside chance of causing some 

volatility on Monday but the HSBC ‘flash’ PMI for 

China on Monday at around 11:45am could again 
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surprise on the upside. If it does, mining stocks 

should regain more than they lost on Friday. We put 

much less faith into the flash number but the official 

number, due on the 1
st
 October, isn’t that far away. 

That number should nail it. 

The sharp drop on Wall Street overnight means we 

will have a negative lead of -23 points but some of 

the volatility overnight might be due to ‘quadruple 

witching’ – the expiry of stocks and indexes, options 

and futures – which happens only for times a year. 

Our e-o-y target remains at 5,300 with upside risk. 

That upside surprise is becoming increasing likely. 

However, both the ASX 200 and the S&P 500 are 

getting into very overpriced territory unless brokers 

start to rapidly upgrade their forecasts of dividends 

and earnings. If they remain overpriced more silly 

games over the US debt ceiling could cause a 

correction. 

In the longer term – say early to mid 2014 – the 

actual start of tapering might put pressure on 

markets and so set and forget is not the way to 

manage a stock portfolio over the next six months. 

 

Market Stats 

And again ... another positive week (+1.1%) making 

it 12 from 13 on the ASX 200! That has only 

happened twice before since 1985. And we had 

double the volume on the exchange on Thursday 

following the FOMC decision and backed up that 

volume yesterday. 

There is a problem looming though. Financials is 

getting toppy. Mispricing hit the ‘magic line’ of 

+6.0% exuberance (Chart 6) on Thursday but pulled 

back a tad yesterday to 5.5%. The expected yield is 

also getting too low for comfort at 5.4% for the 

sector but less for CBA. There seems little upside 

capital gain for the sector and our forecast for the 

next 12 months is 0.4%! 

Industrials and Discretionary are also overpriced but 

with some room to move. The other sectors are fine 

and Materials, Property and Utilities are borderline 

cheap. 

The market is overpriced (Chart 5) by +2.6% but 

that is no cause for concern – particularly as our 

long-run pricing model has it marked at cheap at 

-5.5%. The long-run model has had the market 

price as cheap for 29 months – that is 11 months 

longer than the average mispricing cycle. Therefore, 

it would not be against the model for the ASX 200 to 

make a dash for 5,550 by the e-o-y but such a 

result really needs the brokers to upgrade their 

forecasts for stability. 

Since the DAX just reached all-time highs – and the 

S&P 500 keeps reaching fresh highs – some are 

asking why we haven’t joined the pack. Our 

argument is that we were about 60% overpriced in 

2007 – fuelled by all the money rushing into super 

and the China story. Sadly we didn’t find that out 

until it was too late. Our short-term model did say at 

the time that the peak should have been about 

6,000 not 6,800 – so the ASX 200 is not that far off 

a new high in that sense! 

One high profile broker is currently calling for 6,000 

by June 30, 2014. If the fundamental is 5,150, as 

we have it, the market fundamental has to rise 

16.5% in 9 months. With Financials being 40% of 

the market, and with no room to grow on dividend 

yields, the rest of the market would have to grow by 

27.5%. Of course, Property, Telcos and Utilities are 

also pretty much dividend-constrained. That 6,000 

call is a big one – and we do not subscribe to it. The 

non-high-yield sectors need would need to gain 

33.5% in 9 months. Of course anything is possible 

but if we get anywhere near 6,000 before too long 

then I will bail out – at least in part. Once bitten, 

twice shy. 

Volatility (Chart 1), Fear (Chart 2) and Disorder 

(Chart 3) are all in the good zone for not getting in 

the way of a continuation of the rally. 

Despite a -0.7% fall overnight, the S&P 500 gained 

+1.3% on the week and 4.7% on the moth-to-date. 

Gold was flat, copper and silver up and oil down on 

the week after netting out the tapering and the Lybia 

supply situations. The Aussie rose +1.7% on the 

week. 

 

Tapering 

Last week we reported that the market was split 

60:40 for tapering to start straight away and that 

“the US economy is not yet that strong”. Yet when 

the Fed announced on Thursday morning, AEDT, 

markets went wild! The S&P 500 reached fresh all 

time highs and our SPI futures were up 61 points. 

Of course two other things happened. Larry 

Summers dropped out of contention for the new 

Fed Chairman to start next January – probably 

because Obama couldn’t get the votes from Senate 

Democrats. That leaves Janet Yellen in the box 

seat again – the dove of all doves. She reportedly 

said in 2010 that she would have voted for a 

negative interest rate if she was allowed to. She 
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also just postponed her talk at the Economic Club of 

New York, scheduled for October 1
st
, which some 

are saying is a sign she will be appointed soon. 

To add the likelihood that Yellen will be softer than 

Bernanke if she gets the job, Bernanke stressed 

that tapering was data dependent and may not start 

this year. Indeed, he says that his original indicator 

of 7% unemployment for a start to tapering is not 

hard and fast. He again stressed that the current 

7.3% was artificially low because of the low 

participation rate – or discouraged worker effect. It 

now looks more likely taping may not start until well 

into 2014.  

Our dollar shot through 95c on the news and parity 

is again a possibility – albeit an unwelcome 

possibility. As we wrote two weeks ago, “Yellen in, 

dollar up or Summers in dollar down”. 

But overnight, James Bullard – a member of the 

Fed – said tapering might start as soon as October 

since the September vote was close. This sort of 

loose comment just adds to volatility and we choose 

to ignore it. 

 

US debt ceiling 

Yes, it is that time again! The US needed to lift its 

debt ceiling sometime between mid October and 

mid November. This usually is accompanied by a 

high profile squabble between Obama and the 

Republicans. Jacob Lew, the US Treasury 

Secretary has already started to get the talks 

started. So it looks like a bit of volatility but no real 

tears. 

Overnight the House of Reps voted to push out the 

problem to December 15 but not to fund 

Obamacare. Details are still coming through but a 

big glitch in software associated with Obamacare 

looks ‘ill-timed” for Obama. 

 

The German Election 

Angela Merkel is aiming for a third term in office this 

weekend. It looks most likely that this election will 

be a bit ho hum unless a right wing anti-Europe 

party can get more than 5% of the vote. If that 

happens there could be a few fireworks but boring 

is heading the polls at the moment. So Merkel is 

expected to lead the major party – it is just a 

question of which minor parties govern with her. 

 

Default probabilities 

Fitch’s one-year probability of default measures the 

chance of a generic bond will default in the next 12 

months if no evasive action is taken. This statistic 

for Western Europe fell sharply over the week 

reflecting the continuing improvement in Europe. 

The North American version also fell. 

 

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. 
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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 


