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Is the market correction over? 

 Is the Labor Party serious on the debt ceiling?  

 Tapering talk in US resurfaces  

 Dow closes above 16,000, S&P 500 above 1,800 and so where to next?   

__________________________________________________________________________________________

Overview 

Tourists visiting Australia could be confused by the 

Australian debt ceiling debate. Labor did lose the 

last election on September 7
th
 but that party seems 

to think it should still dictate policy. As I discuss in a 

subsequent section of this note, the debate should 

be a non-event. We had no ceiling until mid-2008 

and we don’t need one now! 

With a plethora of statements by a number of 

members of the US Federal Reserve about 

tapering, the discussion of its timing has come back 

to the fore. The problem is, some US data has 

looked really good and that might bring tapering 

forward. However, economic data are notoriously 

noisy and no sensible policy maker – and the Fed is 

very sensible – would change policy on one or two 

numbers. 

The non-farm payrolls data are the key and they are 

published on the first Friday of each month. The last 

number was really good at 204,000 (200k seems to 

be the popular view that demarcates good from OK) 

and the next number comes out on Friday 6
th
 

December. Of course, past number can be revised 

but I think it would take at least three good numbers 

to call a start to tapering before March 2014. Of 

course some above 200k and a few not far below 

200K might be enough by June. Since last month’s 

forecast by analysts was for 120k, the 204k print 

might have been a bit rubbery due to the partial 

government shutdown. 

In the US, Retail Sales came in well above 

expectations at +0.4% and so with Thanksgiving 

next Thursday – and ‘Black Friday’ the next day – 

the holiday season might get off to a good start. 

So, with the Dow closing above 16,000 for the first 

time – and then the S&P closing above 1,800 last 

night, the US markets look good but we have them 

significantly over-priced at +5.0%. There is almost 

no more wiggle room for growth as our trigger is 

+6.0% overpricing so it’s flat or a correction before 

Christmas. So at home, if Santa hasn’t already 

delivered you a rally, you might have to wait until 

next year. 

But to put the new highs in perspective, a New York 

Times article last night argued that if inflation were 

taken into account, the S&P 500 would be down 

-14% from the 200 high. Moreover, if you had 

bought the top 25 stocks at that dotcom high that 

portfolio would now be down by -90%. Buy and hold 

doesn’t always work. 

The flash PMI for China came in at 50.4 – below 

expectations (50.9) and down from the previous 

month (50.9). The print wasn’t good enough to 

generate a rally but we get the real-deal official 

number on Sunday 1
st
 December. 

At home, RBA Governor Stevens did the best to 

move the currency down and had some limited 

effect. It might be wise for him to revisit the story of 

King Canute before he gets carried away with the 
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idea of jawboning. Canute couldn’t turn back the 

tide as he sat on his throne on the beach so 

Stevens knocking off 1.5 cents for a few days ranks 

with the Aussie fight back on day two at the 

Brisbane test. 

 

Market expectations 

With the ASX 200 having dipped below our e-o-y 

forecast of 5,375, our modelling seems to be on 

track but market volatility can wipe out any good 

idea in a trice. Our June 30 forecast is 5,600 and 

Dec 31-2014 target is 5,900. 

Interestingly, the Australian Business Economist’s 

panel just reported an e-o-y for 2014 of 5,571 which 

is below our mid-2014 estimate. 

 

Market stats 

I suggested in my News note on the website last 

Sunday that the ASX 200 might start to decouple 

with the S&P 500. Well last week the latter was up 

+0.4% while we were down -1.2% and the world 

was down -0.3%. In fact, our market is where it was 

about five weeks ago.   

But with the S&P overpriced at +5.0% it is not far 

below that trigger point of +6.0%. At least our 

market is fairly priced at +0.2% (Chart 5). Our 12-

month-ahead capital gains forecasts for the ASX 

200 has stabilised at around +9.4% (Chart 4) which 

translates into +9.2% when mispricing is taken into 

account. 

Most sectors are close to fair pricing (Chart 6) 

except for Energy being quite cheap at -5.3% and 

Financials a little overpriced at +3.2%. The dividend 

yield on Financials is now back to being respectable 

at 5.4% plus franking credits. 

Volatility remains low (Chart 1) and Fear is back in 

the box (Chart 2). Disorder (Chart 3) is actually low. 

Our SPI futures contract for Monday is up +23 

points after a good finish to the week on Wall 

Street. Volumes traded were light last week – the 

peak was $3.8bn traded on Thursday compared to 

a year-to-date daily average of $4.1bn. With a short 

week in the US coming up due to Thanksgiving on 

Thursday, we might not expect too much action this 

week. 

However, if next weekend (December 1
st
) there is a 

good China PMI print things could be set alight the 

week after in Resources. But the general tone in the 

market over the next few weeks might be for 

savouring the profits from the first 11 months of the 

year. 

The ASX 200 is up +19.6% y-t-d including dividends 

with Financials up a whopping +35.0% excluding 

franking credits. Discretionary was up even more at 

+38.7% but they were coming back from having 

been severely beaten up. Only Materials is down for 

the year at -2.0% but they could just break even by 

New Year’s Eve. 

Energy still has the highest expected 12-month gain 

(+29.7%) but Utilities is more interesting with the 

joint highest expected yield at +5.7% and a 12-

month expected gain of +11.8% – only just behind 

second-placed IT on +14.5%. But with certain types 

of IT stocks in the US looking in bubble territory, I 

for one will not venture into that IT space. 

 

Australian debt ceiling 

To put the current haggling over whether we should 

have a $500bn or $400bn debt ceiling into 

perspective, it is worth noting that Australia 

operated quite happily without any debt ceiling 

before mid-2008! Labor brought in a ceiling of 

$75bn to self-impose some fiscal discipline during 

the onset of the GFC. Within seven months that 

ceiling was almost trebled to $200bn and it has 

since been raised to $300bn during Labor’s term in 

office. 

To now raise the ceiling to an astronomical level – 

say a trillion-trillion dollars (instead of $500bn) only 

takes us back to the time before mid-2008 when the 

ceiling was infinite. To me, the game Labor is 

playing seems like pay-back for its having lost the 

election. Why not scrap the ceiling altogether now 

that the GFC is over? 

 

Taper talk 

Tapering (see the glossary) is all about reducing the 

US stimulus going forward. This must happen at 

some point, so when is the best time? It depends on 

whether the real economy – production, services, 

etc – can carry on and grow without it as the US 

economy did before the GFC. 

Currently, the US Treasury is buying back 

Treasuries and mortgage-backed securities to the 

tune of $85bn per month. Where did the figure 

$85bn come from? A simple multiplication by 12 
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produces a figure just $20bn above one trillion 

dollars per year – a nice big round number. There 

can be nothing special about one trillion so, if QE3 

had started with $80bn (or $0.96 trillion pa) per 

month QE3 probably would have had the same 

effect as the actual program on asset markets and 

the real economy. 

So, if tapering starts by reducing the $85bn to 

$80bn for a few months, there should be no 

perceptible difference – but asset markets are 

fretting. 

It seems reasonably clear that the official interest 

rate – currently between 0% and 0.25% – is unlikely 

to increase until at least 2016. However, 10 year 

Treasury rates that are market determined have 

changed between about 2.5% and 3.0% over the 

last few months as expectations about when 

tapering would start came to the fore. As a result, 

US home mortgage rates and others at the long end 

will be affected by the size of QE3 buy-backs. 

 

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. 

Australian debt ceiling – Labor brought in a debt 

ceiling in mid 2018 of $75bn to self-impose some 

fiscal discipline during the onset of the GFC. Within 

seven months that ceiling was almost trebled to 

$200bn and it has since been raised to $300bn 

during Labor’s term in office. Since before 2008 we 

had no debt ceiling that is equivalent to an infinite 

ceiling!!! 

Black Friday – This term is used for the Friday 

after Thanksgiving in the US to denote the start of 

the shopping season for the holidays. Black refers 

to the accounts going back into the black from 

increased sales – it is certainly not a negative term! 

 

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 
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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 


