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Cutting through the budget jibber jabber  

 Is the budget really that bad?  

 China data better than its diplomacy  

 Portugal and Greece retreat from the brink 

__________________________________________________________________________________________

The Big Picture 

If my head is spinning from all of the claims and 

counter-claims over the budget – with no referee to 

show a yellow card – nor a coach to call a time out 

– what does the layperson make of it all? 

No budget is ever popular with everyone because, 

put simply, every benefit is paid for by a (reluctant) 

taxpayer and every tax cut takes away from an 

otherwise would be beneficiary. Governments have 

no money of their own – but they can borrow from 

someone else. But just as a credit card holder who 

piles on more and more to the debt, the greater are 

the interest payments – and for the nation – its debt 

escalates. And if things get out of hand, the person 

or the economy has to go to a new lender with even 

higher rates – called a ‘ratings downgrade’ for a 

nation’s debt. 

There is absolutely no doubt that the ratings agency 

Standard and Poor’s (S&P) is considering a 

downgrade. But the process takes time and so no 

immediate threat of a downgrade is likely – so long 

as ‘immediate’ does not include what might happen 

in 6 – 12 months time. This ratings political 

interchange did not qualify as a debate – just silly 

word games.  

Equally, on the issue of whether we need to start 

addressing our problems now, any government that 

doesn’t start its budget overhaul in its first term is 

insane. There are at most three May budgets in one 

parliament. If the government kept business as 

usual to the next parliament our national debt would 

likely have increased by about 50% and would be 

approaching half a trillion dollars – that is 

$500,000,000,000! Given that interest rates are 

likely to go up from here, the difficulty of reining in 

the debt increases in multiples. 

At last the official department called the Budget 

Office came out and supported the government’s 

view on the state of urgency. It is true that our 

current debt levels are at the low end in an 

international comparison but 1) we just experienced 

and squandered a bumper set of exports (and 

associated profits’ taxes) to China and 2) our debt is 

accelerating at an alarming rate. 

If we had a decent referee – let’s call him the media 

– it would be obvious that Australia needs to act 

now. What is up for grabs is how a turnaround story 

gets going and paid for. There are two sides to 

politics and each has its own agenda. 

Our corporate and income tax rates are among the 

highest in the world. Should we just stall the 

economy by slugging taxpayers even harder? 

Benefits have to be looked at and the aged pension 

is the most innocuous of changes to consider. By 

2035, when the proposed increase from 67 to 70 

kicks in, the vast majority of Australians will have 

had a working life of compulsory super savings. 
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Anyone with their own savings can still retire before 

70 – but just not be subsidised by the dwindling 

pool of taxpayers until they are 70. 

One estimate puts the ratio of current workers to 

aged pensioners at 5 – 1. That ratio will halve to 

about 2.7 – 1 in 15 years. The number of 85+ year 

olds will quadruple in that time because of the aging 

baby boomers who are also living longer – and with 

increasing health care costs. 

Why don’t we just keep partying until the bubble 

bursts? Because the ones who will have to pick up 

the pieces are currently little ones – or not yet born. 

At least our economy looks a little stronger than 

some expected – including the budget papers. 

Unemployment fell from 6.0% to 5.8% for March 

and the fall held this month! The official forecast is 

6.25% for the next couple of years. The more 

people with a job, the more taxes the ATO will 

collect! 

Rates were on hold and it seems most likely the 

next move in Australia is up but that will more likely 

happen in mid or late 2015. 

China data was good over the month but not great. 

However, the turnaround back to a sustainable 

long-term growth may be underway. On May 1
st
, the 

April China PMI for manufacturing – the key 

monthly output statistic – came in at 50.2 which was 

just above expectations. The late May ‘flash’, or 

preliminary, reading was well above expectations – 

and today’s official PMI came in at 50.8 and above 

expectations. Since above 50 is good, the China 

economy is strengthening. It is true that spot iron 

ore prices did fall over May – but only by 5% - 10%. 

Futures prices suggest a bounce-back in the 

second half of this year. 

What is far more worrying than a few percent on the 

iron ore price is the activity in the South China 

Seas. For 2 - 3 years China, Japan and others have 

been squabbling over some tiny uninhabited islands 

in that region. Obviously the prizes are expected 

natural resources and maybe strategic defence. In 

the last week of May, 40 Chinese ships surrounded 

one little Vietnamese fishing boat off its own coast – 

and then rammed and sank it! Thankfully the crew 

of 10 was saved but this behaviour over disputed 

lands or seas makes even US diplomacy look like a 

fluffy little kitten stroking up to your leg. 

As China’s economic and political powers 

accelerate to the top of the heap, the world needs 

better forms of dispute resolution. After all we do 

have Russia all over Ukraine a few thousand miles 

away. But at least China and Russia signed a 

massive natural gas deal this month. 

European May elections were a slap in the face of 

EU expansion but the reaction was milder than 

many had anticipated. The German DAX and the 

US S&P 500 both reached all-time highs on the 

news. 

But what about Portugal and Greece – two of the 

former so-called PIGS countries in the debt crisis? 

Portugal exited its bailout program in May and 

Greek debt just got upgraded by a major ratings’ 

agency – but it is still ‘junk’ status! 

So, it has been a tiring month for analysts but there 

is not much that is bad hidden under the layer of 

media chaos. There will be more disturbance in the 

weeks and months ahead – as Clive Palmer has 

effectively shot down big parts of the budget. (He 

isn’t Prime Minister, is he?) As some journalists put 

it, current opposition parties exercise the ‘Power of 

No’.  

When I first came to this country the opposition was 

more or less obliged not to threaten ‘supply’ – i.e. 

not to reject the budget. It seems that, unless we 

get a new electoral system, Australia is doomed to 

be ruled by parties that hardly got any first 

preferences. That must be an easy one to fix. And 

isn’t it time we got rid of the compulsory voting 

which must promote minor party dominance? After 

all, North Korea is reportedly the only other country 

with compulsory voting! 

 

Asset Classes 

Australian Equities 

The ASX 200 reached 5,527 towards the end of 

May (up only +0.1% for the month but +2.6% for the 

year). Going forward, our expectations are still to 

finish 2014 at around 5,750 but 6,000 looks off the 

table until the second half of 2015. Of course, the 

market might well breach 6,000 before that time but 

we don’t expect it to stick above that level if it does. 

The reason for the relatively subdued market 

outlook is that high stock prices for companies such 

as Telstra and the big banks have forced dividend 

yields down – to around 5½% with franking credits 

taking them to around 7½%. Prices of the stocks 

may not go up too much further so as to preserve 

the ‘desired’ yield for investors. 

The other big part of our stock market is the 

resources sector – Energy and Materials. Price 
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forecasts for these sectors are subdued because it 

is not yet clear to all where China is heading. We 

feel that these expectations will improve over the 

coming months. And it is better to have a 

conservative forecast that might be upgraded rather 

than a go-for-broke forecast that could end in tears. 

Although most people outside of the industry (and 

some inside!) do not understand volatility it is worth 

noting that all reasonable measures are currently 

low – but not so low as to reflect complacency. 

When volatility is very high – as it was in 2008 to 

2010 – it was with much trepidation that people like 

me checked their iPhones for overnight news on 

awakening. In fact I checked my phone several 

times a night! Now I just wake at 6am when the US 

market closes and calmly set about getting my 

morning cuppa. 

Foreign Equities 

The S&P 500 again reached new highs in May 

(1,924) and our end-of-year forecast is for a result 

comfortably above 2,000. The German DAX also 

reached an all-time high in May. 

We have our 12-month-ahead forecasts for the S&P 

500 to be well ahead of the ASX 200 (about 10½% 

against 6½%) but the US typically has about half of 

the dividend yield that we get which accounts for 

about half of the difference. Since our banks, 

Telstra, etc don’t seem to have the opportunity to 

reinvest profits for greater price growth they 

sensibly distribute a large part of their profits in 

dividends and franking credits – and that takes 

away from price growth. I can handle that! 

The thing we must start thinking about is what life 

will be like firstly after the US stimulus programme 

ends – probably late this year – and, secondly, 

when US interest rates start rising in 2015/16. Many 

people last year were anticipating possible 

problems as tapering – or the pegging back of 

stimulus – started but that just didn’t happen. It 

doesn’t mean that analysts were necessarily wrong 

about the potential risks but maybe the US 

economy got strong enough quickly enough to 

offset any angst. 

Each month the US Fed has been knocking off 

$10bn of bond buy-backs (from $85bn per month 

last year to currently $45bn per month) so it is hard 

to think a continuation of this so-called tapering can 

now upset the apple cart.  

Rising rates is a different matter. It does not have to 

be bad but the US official rate has been near zero 

for about six years. A one quarter percent rise 

between friends is nothing in business – but what 

about the psychology? Providing we get a string of 

good labour market data, I think we will be fine. And 

if we don’t get good data, why would the Fed raise 

rates? I am again putting my faith in the Fed but I 

might sleep with one eye open when the rate rises 

eventually kick in! 

Bonds 

While bonds dominated our (economic) thoughts 

during the GFC and the ensuing European Debt 

Crisis, this asset class now seems ho-hum. That 

does not mean a well-diversified portfolio should 

avoid them. Rather, bonds are more likely to do 

their job of providing steady yields without the sit-

up-and-watch ride we saw of late. Bonds are OK. 

Interest Rates 

Unsurprisingly, the RBA did not change rates in 

May and it looks unlikely to do so again until they 

raise them possibly in 2015. 3.75% used to be an 

emergency low rate and we are now at 2.5%. 

Where is the emergency? Between the late 1970s 

and a few years ago 6% unemployment was at the 

very low end of the range for good times. 5.8% (the 

current rate) was then really good – the new bad? 

No – the bad times are largely behind us. 

Other Assets 

Gold prices fell but there was no great story on 

these ‘other’ asset classes. Isn’t it nice when there 

is no real story to tell? 

 

Regional Analysis 

Australia 

Australia deserves a better standard of debate than 

it is getting. Labor (Hawke – Keating, 1983 - 1996) 

made some fantastic policy leaps forward in the 80s 

and 90s: the Wage Accord; financial deregulation; 

floating of the dollar; compulsory superannuation, 

etc, etc.  

Howard – Costello (1996 – 2007) delivered GST 

and a pay-down of national debt after the 1990/91 

recession with a great sense of responsibility. 

During both of those governments, oppositions did 

their jobs of debating issues but they did not block 

budgets. 

Both sides since 2007 have been a political 

disgrace. If this is a sign of things to come ‘plane-

people’ will be leaving Australia in numbers 

equalling boat-people arriving. But Australia has 
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been – and is – capable of better things. Let’s 

encourage politicians to sort out the problem now! 

China 

Each month there are a number of economic 

statistics out of China. My summary of May’s data is 

that many analysts were pleasantly surprised. We 

think that in a month or two all will seem well – 

unless, of course, China flexes its muscles like ‘Sly’ 

in a Rambo movie over the South China Seas 

dispute. 

USA 

There are so many statistics out of the US each 

month that it is hard to summarise them all. There is 

no doubt that the stats are no longer bad – but nor 

are they brilliant. This is a sweet spot before the 

very sweet spot! 

Europe 

Europe has been through so much – but most of it 

was of its own making. There is little doubt that 

Europe is coming out the other side – largely intact 

– but the recent elections clearly showed that 

adding yet another country to the EU is not the way 

to go. (How did Australia get into the Eurovision 

Song Contest this year?) It will be a long healing 

process but at least the process is now well under 

way. 

Rest of the World 

Japan came in with a massive GDP growth read of 

5.9% (annualised) for the first quarter but the data 

could have been distorted by the April 1
st
 sales tax 

hike. 

The Russia-in-Crimea situation looks no closer to 

resolution as the election was disrupted by some 

people smashing ballot boxes. But at least it looks 

like markets are taking it all in their strides. 

Scotland is normally thought of as part of Europe 

but if the Independence Vote in September favours 

a break from the UK they apparently might get 

Prince Charles as ‘King of the Scots’ but get booted 

out of the Europe Union – until they make a 

successful application. A major problem for the rest 

of us is that they have two massive international 

banks (RBS and Lloyds) that would need to be 

domiciled back in Scotland. That would make 

Scotland look more like Iceland – which was one of 

the first countries to get in trouble at the start of the 

GFC! 

 

 


