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I found a new guru to follow!  

 Lots of unexpected events bother markets 

 Other news wasn’t particularly good  

 But now we have perspective     

__________________________________________________________________________________________

Overview 

Black swans flew across our radar screens all 

through the week making us fall -5.8% on the week 

(or y-t-d). While the introduction of ‘circuit breakers’ 

on the Shanghai Composite was a ‘known’ for 

Monday. What we didn’t expect is that it would 

close the market for 15 mins when the index fell 

-5% on day one and then close the market for the 

day just after the resumption – because the index 

fell further to -7% on the day. 

Monday was kind of busy as the news of Iran 

attacking the Saudi embassy and elsewhere in 

Tehran also crossed the news wires. Iranians took 

great exception at the execution of one of their 

clerics in Saudi Arabia.  

We then had to wait until Wednesday before North 

Korea set off a hydrogen bomb (although there is 

some doubt that it was a full-capability H-bomb).  

Dick Smith going into receivership that same day 

kind of seemed inconsequential unless you owned it 

(or competitors JB HiFi and/or Harvey Norman)! 

Well the next day (Thursday), the price of Brent oil 

fell by -6% which is kind of a white swan event but 

China depreciating its currency after saying it 

wouldn’t was certainly a ‘black’ trick. The move, 

though, is sensible. It is the communication that is 

lacking. They want to break the peg with the 

strongly appreciating US dollar and, instead, 

‘reference’ its currency against a basket of the 

currencies of its trading partners. The size of the 

depreciation was of the same order of magnitude as 

the one in mid-2015 that threw markets into a tail 

spin. And the circuit breaker again closed the 

Composite! 

If that wasn’t enough to send the ASX 200 and the 

S&P 500 into a rapid descent, the ‘expected’ news 

wasn’t that flash. The US ISM for manufacturing 

came in at 48.2 which is not only below the ‘50 

mark’ but less than the 49.0 expectation and last 

month’s 48.6. 

On Tuesday, China pumped in a cool $US20bn to 

quell its market (which worked for a day). The Fed 

minutes turned out to be less interesting than an 

oratory from Kevin Rudd. 

So the mood on Bloomberg TV on Friday morning 

about 3am (when I turned it on!) was toxic. In fact 

they rescheduled the programming to put on a one 

hour Special Report on the ‘Crisis’ just after the 

market close. 

Let me tell two stories. First – the bad news story as 

was being pedalled by the ‘bad guys’ at that time. 

Then the ‘truth’ – as I now see it.  

I must attribute my new enlightenment with a 

Bloomberg interview of a guy called Dan Arbess 

from Xerion in the last couple of hours before their 

Thursday’s close. Of course, if I have misinterpreted 
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him it’s my fault, not his – but he was so clear, 

surely only an idiot wouldn’t understand his main 

points.  

By way of background he was a high flying hedge 

fund manager until recently when he went solo to 

get away from the short-termism of investor 

expectations. I Googled him and he was apparently 

in 1987 in a room with Gorbachev at his peak – and 

so many other things. He said he has been on and 

off on Bloomberg TV for seven years but I always 

seemed to have missed him. He seems like early 

50s, very composed, very modest, very interesting 

and massively clever (a Harvard law graduate).  

I will also weave in some comments from others on 

that TV programme and even from a BNY Mellon 

advert shown during the show! 

First – the bad guys. George Soros – the guy who 

nearly broke the Bank of England and made billions 

by shorting the pound a couple of decades ago was 

quoted as saying ‘it seems like 2008’ presumably 

meaning we could get contagion and a financial 

meltdown like 2008. Others said these triggering of 

Shanghai Composite closes two days out of four 

showed China was in for a hard landing and maybe 

a global recession. 

‘Dan the man’, my new superhero, put the China 

story so simply. It goes like this. Any country has to 

go through stages to get to a mature economy. The 

US and others have done it and China is trying to 

enter its final stage of consumerism. At each 

juncture, new things are being tried and tested. 

China is trying to get away from double digit growth 

based almost entirely on government expenditure to 

5% based almost entirely on the private sector. 

Therefore, Dan-the-man says we should rejoice the 

fact that they are getting there (down to 5%) and a 

few tiny wobbles along the way are nothing 

(remember our recession ‘we had to have’ after our 

decade of financial deregulation and the reduction 

of trade barriers? We’ve had 25 years without a 

recession since!) 

Part of the current transition for China involves 

having a proper functioning stock exchange like us. 

Their market is currently full of less informed mum 

and dad investors – and very few fund managers! 

There was a big, big correction in August last year 

which prompted the regulator to bring in measures 

to calm the market. Those included things like 

stopping short selling, IPOs and government 

agencies selling at all – for a period of six months. 

Well that six months is up about this weekend. I had 

forgotten that fact but obviously investors would get 

twitchy just before the lifting of these measures. I 

know I would – if only I had calculated that event 

would have occurred this week (or Bloomberg had 

reminded me)! 

On top of that, China brought in the circuit breaker 

(at price falls of -5% and -7%) on Monday for the 

first time ever! Dan-the-man’s argument is that retail 

investors would want to get out before the market 

was prematurely closed – and the other stuff was 

coming off later in the week. In other words, the 

circuit breaker caused the market closure!!!! 

Nicholas Brady, another person of whom I was not 

aware, introduced Wall St’s circuit breakers when 

he was US Treasury Secretary after the 1987 crash. 

He set two limits for short halts in trading of price 

falls of -5% and -7% – and a market closure at 

-20%. He claims (and I agree now that it is 

blindingly obvious) that China set the limits too 

narrowly.  

If the US market – arguably the most efficient in the 

world – doesn’t close the market until the price falls 

-20%, what is the highly volatile Shanghai 

Composite doing if it closes after a -7% fall? 

Compelling (at least to me)! China made a big 

mistake in setting its limits but the US had no limits 

for the 100 years before the 1987 crash. Suck on 

that! China is coming of age possibly better than 

many other countries did. But there will be teething 

problems along the way. 

So for Friday’s open, China repealed the circuit 

breaker rules. 

Alvin Hansen was (or is) said to be the US 

equivalent of Britain’s John Maynard Keynes as the 

leading academic economist of his day. Alvin 

famously said in a 1938 Presidential Address that 

there would be ‘secular stagnation’ meaning the old 

per capita growth rate in GDP was gone forever.  

A chart (shown in the ad) shows this growth closely 

followed a straight line trend for decades and then 

broke free in the Great Depression. By 1938, 

growth had picked up a bit but levelled out well 

before returning to the old trend. The TV advert 

updates that chart and shows massive growth 

overshooting the previous trend after WW2 and it 

has now returned to the old trend for the last few 

decades. The Great Depression was just a horrible 

blip! 

So, the advert implies (in my opinion) what I have 

argued for some time – “the new normal will only 

last until the old normal returns”. The corollary is 

that my analysis of the All Ords since the 19
th
 

century concludes we were ‘fairly priced’ when the 

index was about 6,000 early in 2015. We are now 
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very, very cheap in a long-run sense but only a bit 

cheap in a short-run sense. 

So what does Dan say about the price of oil? He 

referred to an IMF report that said if Saudi Arabia 

carries on as it is, it will be bankrupt by 2020 (four 

years away!) so they have to change things – 

therefore, there will be a floor to oil prices at some 

time in the next year or two. 

Yesterday the pricing on a March hike by the Fed 

dropped from over 50% to 37%! Only a fool  would 

think the Fed would do the said four hikes next year 

and March would be as good a one as any to miss if 

they don’t do four hikes. 

So I had been awake for 7 hours when our market 

opened on Friday. I was thinking about taking 

something off the table when I first saw the market 

at 3am but I was so compelled by Dan’s argument 

that I bought two parcels of IVV (S&P unhedged) 

before the China market opened. Also, the S&P 500 

fell below my forecast 2016 low of 1,980. I made no 

money to speak of by the close but, at the close, I 

am glad I extended my margin loan by 10% or so. If 

I am proved wrong I can sell. But I would kick 

myself if I hadn’t topped up my margin loan with my 

new normal after my new thought process. 

And then our Retail Sales came in at +0.4% – a 

good number but bang on expectations. 

So what happened overnight? The nonfarm payroll 

data dropped. A massive 292,000 jobs were 

created and the unemployment rate was unchanged 

at 5.0%. The expectation was for only 200,000 jobs 

and the previous month’s number was revised up 

from 211,000 to 252,000. 

European markets were quite down, as was our 

dollar. Wall Street was choppy and in the green for 

part of the day but sold off at the end. So the 

combination of our dollar down and Wall St down 

approximately cancel for the unhedged IVV trade. 

I’ll be watching the markets next week very 

carefully! 

 

Market expectations 

Our start-of-year 2016 forecasts for the ASX 200 

were for an e-o-y of 5,850, a high of 6,150 and a 

low of 5,100. The new high is 6,050 and an e-o-y of 

5,850. Fair value is steady at 5,350 and the index 

closed at 4,991. 

Our forecast for FY16 was for an end of 6,200, a 

high forecast (during FY16) of 6,500 and a low 

forecast of 5,300. The updated high forecast is 

5,550 and the new end is for 5,400. 

Our original 2016 forecasts for the S&P 500 were 

for an e-o-y of 2,360, a high of 2,450 and a low of 

1,980. The new high is 2,410 and the e-o-y is 2,340. 

Fair value is steady at 2,100 and the last close was 

1,922. 

Our current prediction for mid 2016 on the S&P 500 

is 2,130 with a possible high of 2,190! 

 

Market stats  

Our market volatility index (Chart 1) jumped up 

again amid all the chaos of the week. Our Fear 

Index (Chart 2) was back in the zone but jumped up 

yesterday as we closed below 5,000. The VIX has 

been remarkably steady given what has been going 

on.  Our Disorder index (Chart 3) is at the top of the 

normal zone. Market conditions are much calmer 

than during the August 2014 correction. 

Our 12-month capital gains forecast (Chart 4) has 

steadied at +10.2%. The market is underpriced at 

-6.4% (Chart 5). So that leaves the adjusted 12-

month capital gains’ forecast at +17.2%. The 

comparable 12-month adjusted capital gains 

forecast for the S&P 500 stands at +21%.  

All of sectors on the ASX 200 are under-priced 

(Chart 6). 

The forecast dividend yield for the ASX 200 stands 

at 5.1% with Financials at 6.0% (plus franking 

credits) and Property at 5.0%.  There is some room 

for the prices of three of the sectors (excluding 

Property) to increase while maintaining respectable 

dividends. 

 

The IOZ:IVV Update  
 

Although I hadn’t intended to increase my holdings 

last week, I did add to IVV on Friday morning before 

the China open which restored the balance in units 

between IOZ and IVV. I have not yet added this 

parcel to the table and charts. 

The strategy is only just keeping its head above 

water at +1.3% pa but the IVV leg is doing very well 

at +12.6% pa. The IOZ part of the strategy has 

struggled by comparison and is now running at a 

loss of -9.2% pa. 
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Returns on IOZ:IVV strategy 

 
NB The top five returns are not annualised. See notes in the 

Strategy Section for further explanation and charts. 

 

There is nothing in recent behaviour to suggest to 

me that the underlying forecasts for the ASX 200 or 

the S&P 500 have been proven to be invalid. 

Indeed, the strategy is very much on track. We have 

just experienced a bout of high volatility following all 

of the recent news. 

 

SMSF Share Portfolio 

I last rebalanced my SMSF on November 2, 2015. I 

combined my new Yield Conviction portfolio with a 

High Conviction portfolio in about equal proportions. 

The notion behind the strategy is to note that I 

believe the pure yield play might be soon over. This 

50:50 strategy is, in essence, an each-way bet 

which I intend to keep for the medium term given 

my sectoral analyses. 

There are 29 stocks. My current holdings are given 

in the pie chart below. 

Current holdings 

 

The performance of my SMSF portfolio – including 

the impact of the March 5
th

 2015 and the November 

2
nd

 rebalances – against the ASX 200 since late 

June 2014 is shown in the table below. That 

corresponds to an outperformance of +3.8% 

(annualised) in nearly 18 months.  

Annualised returns (since June 25
th

 2014) 

 

AZJ and PRY continue to worry with further big cuts 

in recs and target prices. VCX took a very big 

upgrade in consensus recommendation. The rest of 

the stocks seem to be in a reasonable position. 

Summary changes in stock statistics over week 

 

Individual stock statistics 

 

 

The IOZ:IVV Strategy  

I plan to use the Table in the ‘IOZ:IVV Update’ 
section to keep readers informed about the 

performance of my geared portfolio [an approximate 

equal mix of two ETFs: IOZ for the ASX 200 and 

IVV for an unhedged exposure to the S&P 500]. I 

will await the sell signals in times to come. 

The basis of the strategy is to buy when the indexes 

(using ETFs) get very close to or cross the 

beginning of the year predicted low – and to sell 

when the indexes reach the predicted highs – as 

indicated in the ‘Market Expectations’ section. I do 

not use the weekly updated lows and highs for this 

purpose. These update statistics help me consider 

whether or not the strategy is going awry. 

Since the IVV ETF is unhedged it benefits from $A 

depreciations and vice versa. I will switch to IHVV – 

the hedged version of the S&P 500 ETF – when I 

think the currency is more likely to appreciate. 

When I am unsure, I will blend IVV and IHVV. 

 Tranche Buying window Total

I 16/10/2014 100 100 11.0%

II 28/11/2014 - 15/1/2015 400 400 2.4%

III 26/8/2015 - 4/9/2015 200 200 -1.0%

IV 4/11/2015 - 14/12/2015 500 100 -3.2%

Total 1,200 800 2.6%

-9.2% 12.6% 1.3%Internal rate of return (pa)

Rel.  value of 

IOZ buys

Rel. value of 

IVV buys

AGL
2%

AMC
2%

AMP
4%

AZJ
4%

BEN
5%

BHP
1%

COH
2%

CSL
2%

DUE
2%GMG

1%

IFL
5%

JBH
4%

MGR
2%MQG

9%

PRY
2%RHC

1%

RIO
2%

RMD
1%

SGP
2%

SPO
2%

STO
6%

SUN
6%

SYD
4%

TCL
5%

TLS
4%

TPM
4%

TTS
3%

VCX
2%

WBC
11%

Portfolio ASX 200 Alpha

Cap gains -2.1% -5.0% 3.0%

Tot rets 3.2% -0.6% 3.8%

Unch.

Stock price 2 26 1

Target price 3 11 15

Recommendation 14 10 5

Improved Deteriorated

Sector Stock Price Target 

Price

Consensus

Rec.

Energy SANTOS -8.2% 0.0% -0.2%

AMCOR -3.1% -2.9% 0.1%

BHP BILLITON -8.5% -5.8% 1.7%

RIO TINTO -6.3% -5.0% 0.2%

SPOTLESS GROUP HOLDINGS -9.7% 0.0% 0.0%

AURIZON HOLDINGS -5.3% -9.2% -7.0%

SYDNEY AIRPORT -3.9% 0.0% 0.2%

TRANSURBAN GROUP -3.2% 0.6% 0.1%

JB HI-FI 3.5% 0.0% 4.1%

TATTS GROUP -5.7% 0.0% -0.1%

COCHLEAR -3.5% 0.0% 0.0%

CSL -2.1% -2.9% 0.0%

PRIMARY HEALTH CARE 5.1% -10.5% -5.4%

RAMSAY HEALTH CARE -5.8% -2.8% 0.1%

RESMED CDI. -0.7% -2.9% 0.2%

AMP -7.0% 0.0% 0.0%

BENDIGO & ADELAIDE BANK -5.8% -0.8% -2.1%

IOOF HOLDINGS -11.3% 1.0% 0.0%

MACQUARIE GROUP -7.1% 0.0% 0.0%

SUNCORP GROUP -5.4% 0.0% 2.8%

WESTPAC BANKING -7.6% 0.0% 0.2%

GOODMAN GROUP -1.6% 0.0% -0.2%

MIRVAC GROUP -3.8% 0.0% -0.2%

STOCKLAND -1.0% 0.0% 0.8%

VICINITY CENTRES -1.8% 1.7% 9.9%

TELSTRA -5.5% -0.1% 0.2%

TPG TELECOM -6.3% -1.0% -5.0%

AGL ENERGY -2.0% 0.0% 0.1%

DUET GROUP 0.0% 0.0% -0.1%

Percentage change over week

Discretionary

Industrials

Materials

Utilities

Telcos

Property

Financials

Health
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Please note that the irr is a single annualised return 

to summarise all of the buys of both ETFs and the 

current value.  

The following charts show where I bought. Since 

the ‘buy’ signals are based on the S&P 500 (as I do 

not have credible exchange rate predictions) I show 

both the S&P 500 expressed in $US (unhedged) 

and $A (hedged). 

IOZ buy points on the ASX 200 

 

IVV buy points on the S&P 500 ($US – hedged) 

 

IVV buy points on the S&P 500 ($A – unhedged) 

 

 

 

 

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. 

ASX forecasts - We have further supplemented our 

forecasting process for the ASX 200 by including 

not just a forecast of the peak (at some unspecified 

time during the year) but also the low. Thus, we 

now have an end point (e-o-y forecast) and a range 

for the whole year. Naturally, on a rising market the 

low is more likely to occur earlier in the year and the 

high nearer the end. Since we publish our forecasts 

to the nearest 50 points to reduce the sense of false 

accuracy a change of just a couple of points can 

kick the forecast over by 50 points at around the 25 

and 75 marks. 

Australian debt ceiling – Labor brought in a debt 

ceiling in mid 2008 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! 

CAIXIN (formerly HSBC) flash PMI – CAIXIN 

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. 

China’s shadow banking – In essence, the China 

government dictates what all banks must lend at 

and pay for deposits. As a result, if a potential 

borrower is deemed too risky at the prevailing rate, 

the banks refuse to lend (rather than increase 

borrowing rates as may happen here). The ‘failed’ 

borrower may then seek funding from the shadow 

banking system that is not so regulated. 

It appears that any defaults in the shadow banking 

system would be covered by the Central Bank so 

there would not be the sort of contagion problems 

that arose in the US and Europe. However, a 

serious round of defaults in China would put a bit of 

a brake on growth. 
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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. 

High-Yield Sectors: by this, we mean Financials, 

Property, Telcos and Utilities. 

ISM - Institute of Supply Management produces a 

‘PMI-like’ number for the US economy. Like the 

PMI, 50 is the cut off between improving and 

worsening expectations. 

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.  

Tapering – It was the name given to the exit 

strategy from QE3. It is not a tightening monetary 

policy – just an increasingly less accommodative 

stimulus. 

US non-farm payrolls data – are usually published 

on the first Friday of each month. They are 

generally considered to be the most reliable 

indicators for employment and unemployment in the 

US. Roughly speaking, a 200,000 increase in jobs 

is considered strong – particularly in the context of 

the tapering discussions. 
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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 


