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Who isn’t talking Turkey?  

 Turkey steps up to the plate  

 The Fed tapers again  

 Our inflation is rising 

__________________________________________________________________________________________

The Big Picture 

I couldn’t find a sensible origin of the expression 

“Talking Turkey” on Wikipedia but there is no doubt 

that the country Turkey showed us this week how to 

face up to a problem. It can’t be easy to run a 

country’s economy and find it is in trouble but, as I 

discuss in more detail in the ‘Regional Notes’ in this 

newsletter, Turkey made an economic move this 

week of massive proportions. 

Turkey raised its interest rate by a whopping 4¼% 

in one fell swoop (in an overnight special meeting at 

the end of January) to 12% – nearly five times our 

current rate. I am hoping other countries’ policy 

makers have learned from this move compared to 

the shilly-shallying of the US, Europe and other 

developed nations in the last few years. It’s not over 

‘til it’s over but I believe this might be as bad as it 

gets for Australia – until the next crisis!  

The broader issue is that many emerging markets 

have lived off the liquidity washing over them from 

the US stimulus programmes. Currencies started to 

get in trouble and four countries (Turkey, India, 

Brazil and South Africa) just raised rates in one 

week. Of course, there is a downside to raising 

rates so sharply. Economic growth will suffer in 

those regions. 

The US Federal Reserve increased the taper at its 

last meeting (from $75bn/month to $65bn of bond 

buy-backs) chaired by Bernanke just before he 

handed the reins over to Yellen. It was a unanimous 

decision (10-0), the first since June 2011. 

These tapering decisions are meant to be data 

dependent but there has been little strong data of 

note since the last meeting in mid-December. 

Indeed some data have been weak. Nevertheless, 

most expect the US economy to give strength over 

2014. The next Fed meeting is in March. 

At home, our lax interest rate policy is starting to 

catch up with us. I have argued for at least a year 

that we needed a return of confidence – not rate 

cuts – to stimulate growth. Well inflation is rising to 

slightly uncomfortably levels with little associated 

economic growth, not too much confidence, and no 

apparent plan going forward. The RBA is now less 

likely to cut rates again. 

On our exchange rate front there are two camps. 

One says a lower dollar is essential to boost our 

export and importing competing industries. The 

other says that we are all better off with a higher 

dollar and cheaper imports for the wealth creation of 

consumers. You choose! 
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Asset Classes 

Australian Equities 

Having started the year at 5,352, the ASX 200 

slumped to an intra-day low of 5,159 towards the 

end of January. I now also predict the highs and the 

lows for the year. My low forecast made a couple of 

days into January was 5,150 for the low and 6,150 

for the high. 

As much as nobody (except traders!) likes such 

volatility, the moves so far are still in line with our 

original January 1
st
 predictions that set 5,850 as our 

end-of-year target! Volatility in the markets is still at 

normal levels and only a fraction of what we 

experienced in 2008 and 2009. Our fear index is in 

the normal zone even though the VIX – which many 

use as a fear index – is elevated. 

Our market lost -3.0% in January – in line with the 

major overseas markets. Mining stocks had a bad 

year in 2013 but some came back strongly before 

the Turkey episode. However, our forecasts for 

2014 are only moderate for this sector. 

Nevertheless, BHP and RIO had their consensus 

forecasts upgraded following very strong Q4 

production reports. 

Foreign Equities 

About 70% of US companies reporting Q4 results 

so far beat estimates. That is normal because they 

set the bar low. Importantly, the accompanying 

guidance for Q1, 2014 was weaker than previously 

slated. A combination of reporting season, tapering 

and emerging markets concerns contributed to a 

poor January on the S&P 500. 

Despite the -3.6% fall on the S&P 500 we have that 

index only very slightly underpriced. In other words 

they just had the shake-out they needed! 

Bonds 

PIMCO CEO and co-CIO, Mohammed El Arian, 

resigned from the biggest bond fund in the world 

after his flagship fund returned -2% in 2013. Even 

the best have some bad times – and the timing of 

their occurrences is usually not predictable! Bill 

Gross, the founder and co-CIO with El Arian has 

taken back control. 

Tapering in the US is bound to impact on longer 

rates but no one is expecting the US to raise its 

benchmark (short term) rate this year. 

European sovereign debt has shaken off much of its 

doom and gloom. Probabilities of default are at pre-

crisis levels. Since many long rates have fallen to 

levels near ours, countries are finding it easier to 

pay the coupons on their bonds as they fall due. 

Interest Rates 

Commentators are mixed on whether there will be 

cuts, hikes or no change at all during 2014. I think 

the balance is swinging towards the next move 

being up – perhaps at the end of 2014 or the 

beginning of 2015. Inflation is too high given our 

growth rates so any reasonable economic activity 

might spikes inflation and be met with a stiff rate 

rise. 

Other Assets 

The price of gold picked up a little on the 

uncertainty over emerging markets and iron slipped 

a little as China did not do its restocking before the 

New Year (of the Horse) that just got underway. 

Our dollar got knocked around a little but traded in a 

band at the high end of the 80’s (US cents). Copper 

slipped and oil was flat. 

 

Regional Analysis 

Australia 

Our unemployment rate stubbornly stayed at 5.8% 

in December. Four of the last seven months came 

in at 5.8% and the other three were at 5.7%. While 

our Commonwealth Treasury is forecasting 6¼% for 

this and the next couple of years it is starting to look 

like they have got it wrong again. Recall when 

unemployment peaked at 5.8% during the GFC 

while Treasury was forecasting 8.5%? Or was that 

just a case of dyslexia? 

While our economy is not strong, it is not weak. The 

mining (production) boom continues. The likes of 

BHP, RIO and Atlas Iron all came in with really 

good production results for the end of 2013. 

Fortescue’s result was at the low end of 

expectations. Iron ore prices are still high but they 

have slipped a little going into the Chinese New 

Year. 

The NAB business confidence index was steady – 

but positive – and the business conditions index 

jumped from negative to positive up to a 2½ year 

high. 

Retail sales data for December surprised on the 

upside. The print came in at +0.7% for the month 

against an expectation of +0.3%. But not all data 

were that great. Some were just ordinary. 
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The big surprise was inflation. It seemed to have 

completely gone away but we got a big number for 

this last quarter. At +0.9% it didn’t take us outside of 

the RBA comfort zone – but it got us close. This 

result must reduce the chance of another rate cut – 

at least any time soon. 

China 

In my opinion, a number of commentators were 

short of the mark when they predicted a China 

economy slow-down after the HSBC ‘flash’ PMI 

(Purchasing Managers’ Index) read on January 

23
rd

. There are three reasons: 

1) It is a preliminary number representing 

only small and medium-sized companies 

expectations of manufacturing conditions 

(however, the revised number published a 

week later turned out to be much the same 

at 49.6). 2) It is the result of a sample 

survey and it might have been hard to find 

all of the respondents as they get ready for 

their massive Chinese New Year 

celebration in February! 3) All of the other 

data – like China GDP growth and 

Industrial Production, BHP and RIO 

production and exports – are looking just 

fine. Perhaps the commentators who 

called the slow-down in 2013 are having 

one last stab at calling a hard landing! 

The official PMI – that also includes large 

companies – came in today at 49.5 against an 

expected 50.5. However points 1) – 3) still stand! 

But we need a couple more months of data after the 

usual mixed messages around the Chinese New 

Year to form a real view of how their economy is 

travelling. But, until then, to me China is still on 

track. 

There is some concern about the so-called ‘shadow 

banking’ problems in China. 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. 

USA 

The USA economy is still mixed but ‘strongish’. The 

Q4 preliminary read for GDP growth was good at 

3.2% but down from the previous quarters’ 4.1%.  

The non-farm payrolls number released at the start 

of the month was a pathetic 74,000 (new jobs) 

when 195,000 were expected – but unemployment 

fell from 7.0% to 6.7%. More importantly, half of the 

US East Coast was covered in snow. Would you 

have been looking to hire or be hired in those 

temperatures?  

Two things to note about the unemployment 

number (which is close to the number, 6.5%, that 

was formerly considered to be a good number by 

the Fed):  

1) There is a discouraged worker effect; 2) 

Apparently many workers are now taking low level 

jobs at the minimum way of just over $US7.25/hour.  

Given that Gerry Harvey apparently just revealed he 

had to pay $48/hour for a dishwasher on a Sunday 

night in his Byron Bay resort, we can see how 

Australia will need to undergo structural adjustment 

to compete even with highly developed economies. 

Caterpillar – the ‘yellow goods’ manufacturer (of 

Bobcats and the like) reported well in the US with a 

very positive view of world growth. That does not 

need to translate into strong performance for our 

mining services industry but, perhaps, our mining 

services sell-off was a bit overdone.  

Europe 

How quiet can Europe get? Actually there was 

some news. The EU PMI data came in at 52.7 from 

51.6 in the previous month (above 50 is good) and 

that was the best in 2½ years! European economies 

are not yet strong but they are finally getting there. 

Ireland’s 10 year bond rate came in at 3½% after 

peaking at 14% at the height of the crisis. Nice one 

Eire – they solved their problems and are now 

moving on. 

Talking of bonds, the Fitch (big three ratings’ 

agency) estimate of 1-year credit default 

probabilities fell to 0.84% from 0.96% in January. 

This may seem nothing to non-specialists but this 

probability exceeded 4% in the crisis and only got 

as low as 0.47% before the crisis. This current 

probability is really good. 
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Rest of the World 

For a change, the Rest of the World dominated 

news in January.  We all knew that tapering – i.e. 

reducing the US monetary stimulus programme – 

would cause some volatility – and it did. 

 

When the world was awash with US cash, many 

emerging market economies ran up current account 

deficits and let inflation climb above comfort levels. 

Currencies in these countries were artificially kept 

high as interest rates in the US were artificially kept 

low. 

When the rug was pulled away in January – 

marking the start of the tapering programme – 

wobbles set in. Some feared a repeat of the Asian 

crisis in 1997/98 when currencies in that region 

tumbled. That crisis had only a limited long-run 

effect on us – but we weren’t sure whether that 

would be the case back then. The first impact was a 

fall of -11% on the ASX 200 back then but our 

market quickly climbed back. 

Well, Turkey, India, Brazil and South Africa stepped 

up to the plate and decisively lifted rates. But 

Turkey, Argentina and Thailand currencies (which 

also currently has political problems and an election 

this weekend), amongst others, still look 

precariously balanced. Stock markets sold off big 

time after Australia Day. And then Turkey made that 

move that was so decisive that some are thinking 

that the problem is now solved – at least as far as 

its impact on us. 

 

Commentators expected Turkey to raise rates by a 

massive 2¼% to 10%. A crisis meeting of the 

Central Bank on the evening of 28
th

 January was 

called and they lifted the rate by a whopping 4¼% 

to 12% instead! 

Given that our rate is 2½%, the US’ rate is close to 

zero – as is the rate in Europe – the economic world 

was stunned and markets rallied. Obviously there 

are other countries with problems but this example 

might be enough to end the currency crisis. 

However, some degree of market volatility may 

continue for a while. 

Of course higher rates will hamper growth in those 

countries and that is very bad for them – and a little 

bit bad for us – but the dreaded ‘contagion’ might 

have been avoided. 

In simple terms, contagion is a bit like correlations 

going to one – or in even simpler terms a house of 

cards collapsing when one card is removed – or a 

row of dominoes falling over in a knock-on effect. 

That is, one problem almost ‘causes’ other 

problems to arise in an unstoppable epidemic. Had 

the developed world acted as decisively during the 

GFC – or the European crisis that followed – some 

of our woes from contagion might have been side-

stepped. 

So is the emerging markets problem over? My 

favourite quote is from Fyodor Dostoevsky (the 

Russian author of The Gambler, The Idiot and 

Crime and Punishment) – “Only a fool is certain in 

an uncertain world”. That being said, we have to 

make investment decisions in the real world and 

mine is that the tapering process is very containable 

– at least for Australia. My own investment 

decisions stand and I feel relieved – so far! 

But that is not all for the Rest of the World. 

Indonesia made changes to exporting that impacted 

heavily on some Australian miners. The World Bank 

and the IMF separately hiked their forecasts up for 

world growth in 2014 – and beyond. 

But we can also give Trinidad, Tobago and 

Barbados a mention. BHP just announced a 

massive drilling programme in the region for oil. 

Who said the resources boom is over? 

New Zealand, which may or may not be classified 

as being in the Rest of the World is talking about 

raising rates soon and maybe by as much as 1% in 

rapid fire to contain the inflation genie.

 

 


