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Dancing on the ceiling 

 The US is closer to a solution on the debt ceiling and the shutdown – but not there yet.  

 Yellen nominated for Fed Chair. 

 Australian unemployment surprises on the upside. 

__________________________________________________________________________________________

Overview 

Excitement on markets built strongly towards the 

end of the week as a solution to the shutdown and 

the debt ceiling seemed likely. The Republicans are 

taking a pasting in polls as the guilty party so 

Obama seemingly rejected the first ‘clean bill’ that 

would solve the problems without strings but just for 

six weeks. He seems to be hanging out for a one 

year extension to the ceiling while he negotiates 

with the GOP (Republicans). 

The rally really got started just before a possible 

end to the deadlock when Obama nominated Janet 

Yellen for Fed Chair. Not only would she continue 

the soft stance on Quantitative Easing, she might 

even make the policy even softer. Markets liked 

that. We still maintain tapering is unlikely to start 

until well into 2014. 

There has been a spill over of the political wrangling 

into US consumer confidence. The read fell again 

this month. Without the publication of the non-farm 

payrolls data a week ago because of the 

government shutdown, it is hard to get a good fix on 

the state of the economy. We think it still needs life 

support. 

At home, the NAB business confidence again 

strengthened after the elections but the Westpac 

consumer confidence slipped. However, the 

Westpac index spiked a month ago and so this 

week’s read kept confidence well above the pre-

election level. 

Unemployment jumped out of the box with a fall 

from 5.8% to 5.6% and employment grew +9,100. 

However, the recent data do not support an 

improving economy. Breaching 6% before it gets 

better still seems to be the main view. 

Our market eked out a gain of +0.4% for the week 

after looking decidedly negative on the day before. 

A +1.6% gain on Friday’s ASX 200 certainly 

warmed the cockles of my heart. 

 

Market expectations 

With the end of the year rapidly approaching, our 

long-held view of 5,300 looks increasingly a good 

call. There is too much going on at home and in the 

US for our market to rip just yet. 

The high yield sectors cannot make any big gains 

without forcing yields down to unacceptable levels 

and we have those sectors already overpriced. 

Despite two big gains in the US on Thursday and 

Friday, and our SPI futures pointing to a solid gain 

of over 30 points on Monday, the after-market 

statements by Obama might take some sting out of 

the market. We feel very confident about the market 

with more chance of upside than downside but we 
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will need a good set of outlook statements in the 

February reporting season before the ASX 200 

takes off. 6,000 is just possible in late 2014 but, if it 

does breach that figure, a correction is quite likely. 

 

Market Stats 

Industrials performed the best over the week with a 

+1.7% gain but Utilities (+0.9%) and Financials 

(+0.8%) also posted good gains. 

Our 12-month capital gains forecast for the broader 

index has fallen to +9.5% (Chart 3) mainly due to 

sliding forecasts in the Materials sector. We have 

the market overpriced by +0.7% (Chart 5) and so 

the adjusted gain is +8.9%. 

Volumes on the ASX have been light all week. 

Perhaps when the debt ceiling is actually resolved, 

the more nervous investors might start coming back 

to the market. But with exuberance in Financials at 

+3.5% (Chart 6) there is not too much room in that 

sector for them. 

Both Energy (-1.4%) and Materials (-3.7%) are 

cheap and their capital growth forecasts are strong. 

Energy remains the sector with the best all round 

prospects. 

Given the big moves on Friday, volatility (Chart 1) 

and fear (Chart 2) are reasonable. The VIX 

(volatility index) spiked about 20% midweek but it 

fell sharply on Thursday and Friday. 

Gold took a bit of a hammering on Friday. In fact 

one massive trade caused a 10 second ‘time out’ on 

the futures market.  Our dollar is just under 95c. 

Importantly, Fitch’s 1-year probability of default for 

Western Europe fell below 1% for the first time 

since August 2011 when the debt ceiling last reared 

its ugly head. Seemingly few are worried about 

Europe these days.  

 

The debt ceiling debacle 

As October 17
th
 approaches, the tension in 

Washington DC grows. The Republicans wanted to 

add unrelated conditions before allowing the debt 

ceiling to be lifted – which is necessary for the US 

to avoid default. The Dow rallied over 300 points on 

Thursday night as it seemed a ‘clean’ bill without 

such conditions would allow a six week extension to 

the debt ceiling decision. It rallied another 111 

points last night! 

That six week extension takes the date from 

October 17
th

 to November 22
nd

 which just happens 

to be the 50
th
 anniversary of the assassination of 

Democratic President, John F. Kennedy. However, 

a minute after Friday’s close on the New York 

Exchange (with a triple digit game on the Dow), the 

White House put out a negative press statement. 

Around the same time, the Senate is looking for a 

different approach that may produce a one-year 

extension.  

As a result, tapering is unlikely any time soon – 

even without the nomination of Janet Yellen for Fed 

Chair. 

 

Janet Yellen nominated by Obama 

as Chairman of the Federal Reserve 

After trying to politicise the role of the Fed Chair, 

Obama saw his preferred candidate, Larry 

Summers, leave the race and the former hot 

favourite, Janet Yellen, making a stunning 

comeback. 

She is widely thought of as an excellent choice and 

is more inclined than Bernanke to hold stimulus for 

longer. Presuming that she gets the nod from the 

Senate to start at the end of January – and she is 

currently the Deputy Chair – there is almost no 

chance that tapering will start before 2014. Of 

course all of this lends support to stock markets. 

 

Australian unemployment 

Unemployment took a surprise drop from 5.8% in 

August to 5.6% for September. The ABS noted that 

this was a fall of 0.1% (obviously because of 

rounding error). The participation rate fell very 

slightly meaning that less people were looking for 

work. 

+5,000 full-time jobs and +4,100 part-time jobs were 

added after a couple of months of losses. There is 

nothing to really add to the notion that 

unemployment might get worse before it gets better. 

There may even be an election effect in 

September’s data as many workers are hired part 

time to help with running the booths, etc. 
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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. 

GOP – stands for Grand Old Party which is an 

alternative name for the US Republican Party. 

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 

0%

5%

10%

15%

20%

25%

30%

Oct Nov Dec Jan Feb Mar Apr May Jun Jul Aug Sep

A
n

n
u

a
li

s
e

d
 v

o
la

ti
li

ty

Last 12 months

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 


