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Back on track  

 Quantitative easing ends in the USA  

 European economies struggle  

 China data rebound  

__________________________________________________________________________________________

The Big Picture 

Our stock market continued the September slump 

into mid-October but since then it has been up, up 

and away. Markets are sensitive creatures and 

there has been quite a lot of news to digest. 

But to start with the end of October, the US Federal 

Reserve ended QE3 – the bond buy-back 

programme. A year ago and more, the Fed was 

buying $85bn of bonds per month to try and 

stimulate the economy. Over the course of 2014, 

those bond purchases were reduced by $10bn per 

month until the last $15bn was stopped in October. 

This end to the so-called tapering programme is a 

very strong signal because it means the Fed 

believes the US economy is strong enough not to 

need stimulus any more. 

Markets had been waiting for this but some of the 

market volatility in September and October was due 

to what analysts thought the Fed would then say 

about interest rates. The Fed said rates are not 

going up any time soon and markets loved that. 

Their interest rate will stay close to zero until at 

least mid-2015. 

The data from the US has been quite strong. US 

consumer confidence reached a 7 year high; 

unemployment was down to 5.9% (ours is 6.1%), 

US applications for unemployment benefits dropped 

to a 14-year low; economic growth came in at a 

strong +3.5% and, best of all, US companies 

reported strong profits and a strong future. The 

share price of Visa jumped 11% on the news of its 

report to the stock exchange. 

Economic life in Europe is still poor – although 

Spain did report the unemployment rate to be its 

best since 2011. Germany, after a good start to the 

year, looks weaker and it lowered its forecast for 

2014 growth down to +1.2%. The good part about 

this news is that Germany might change its stance 

on monetary stimulus. It had been against a US-

style stimulus for Europe because it doesn’t like to 

keep bailing out the rest of the EU – but now it 

needs some help too. At last, easing is on the 

cards. 

China trade data jumped back. Exports were up 

+15.3% and imports were up +7% . 

At home, there has been a big fuss about how to 

measure employment. This isn’t the place to go into 

the technical details. I have done that elsewhere. In 

my opinion there is nothing really wrong with the 

way the Australian Bureau of Statistics measures 

unemployment. We just had a ‘blip’ in part-time 

numbers – and you only have to work one hour in a 

week to be classified as employed in a part-time 

capacity. Full-time employment data have been 
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stable. In our view, our labour market needs some 

growth but there is no way we are in dire straits. 

Our inflation came in at 2.3% which is nicely in the 

RBA target range. It does give the RBA a little 

wiggle room on rates but they were unchanged in 

October. Rates often change on Melbourne Cup 

Day but the chances are that our next move is up 

but not until the US starts raising rates halfway 

through 2015 or later. 

Last month we highlighted our 5,150 forecast of the 

low point for 2014/15. Well it got down to 5,156 and 

sprang up above 5,500 in a couple of weeks or so! 

As our market was just about to close for the month, 

the Bank of Japan (BoJ) announced an aggressive 

increase in its stimulus programme and an 

associated doubling of the share holding in the 

government pension fund. The positive effect could 

be massive for us. 

 

Asset Classes 

Australian Equities 

Unless you were heavily into Energy and Materials 

stocks, it was a bumper month on the ASX 200. 

Financials were up +6.9%, Property +6.8%, Health 

+6.4% and Telcos +6.0% - and the rest weren’t bad! 

Materials were flat but Energy was down -3.6% as 

oil prices slid -11.1%. The index, including Energy 

and Materials, was still up a massive +4.4% for 

October. 

The market did first continue its September slide 

into the middle of October before a really big rally. 

But the good news is – the rally should continue! 

And it’s not just because the fundamentals are 

looking good; the market is just under being fairly 

priced; and our Fear index is at the low end of 

normal.  

The Bank of Japan’s increase in stimulus is really a 

‘wash’ between it and its massive pension fund. In 

effect, the pension fund is going nowhere with its 

bond holdings getting a yield close to zero. So the 

Bank buys bonds off the fund leaving it to buy 

higher yielding shares – doubling its exposure to 

Japanese shares and international shares. Since 

the proportion the fund in shares will jump from 24% 

to 50% this is a massive share purchase 

programme. World markets have already started to 

rally strongly and it should continue. 

But don’t expect too much more from our high 

yielding sectors as their yields are already down to 

5.2% to 5.4%. If their stock prices rally too hard, 

yields will depressed and they won’t really be high 

yield sectors if their yields fall below 5%. 

Our January 1
st
 forecast for the ASX 2000 to end 

2014 at 5,850 has every chance of making it. And in 

mid October it got down to 5,156 before ending the 

month at 5,527. It’s been a crazy month. 

Foreign Equities 

On the back of the BoJ’s actions, the Dow and the 

S&P 500 both ended the month on Wall Street at all 

time highs. Over the month, the S&P 500 was up 

+2.3% but Europe struggled despite its late rallies. 

The London FTSE was down -1.2% on the month 

and the DAX was down -3.6%. Europe is embroiled 

in the spill-over from the Russia-Ukraine situation, 

Islamic State terrorism and Ebola. 

Bonds 

Bonds are now going to have to get used to the end 

of the QE programme in the US. The US now has 

$US 1,700,000,000,000 of debt on its balance sheet 

and someday it will need to get rid of it! It’s going to 

be a long hall to get its house in order. 

With the US flagging that the Fed Reserve rate is 

not going up any time soon, investors are being 

forced to seek yield in riskier assets like equities. 

Interest Rates 

Dr Lucy Ellis, Head of Financial Stability, RBA has 

joined forces with her Governor to talk down 

property investments. Property prices can go down 

as well as up and low rates make property investing 

seem cheap. 

The RBA can’t really put up rates to quell housing 

demand because it might also worsen the labour 

market. 

We think it is reasonable to form the view that our 

rates will not change until at least the middle of 

2015 – and then they will go up. 

Other Assets 

Iron ore prices stabilised over October but at a level 

that is causing pain for the smaller miners. 

Oil prices have also fallen which is good news for 

consumers – but not so good for the drillers. 

Gold prices were also stable for a while – that is 

until the end of the month when there was a sharp 

drop of -3.3%. 
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Regional Analysis 

Australia 

GST is finding itself back on the table. It is such a 

contentious issue in this country but not elsewhere. 

GST and its equivalent forms are across the board 

in most developed countries. Food being excluded 

in this country is strange. And GST is 20% and 

more in the UK and Europe. It is a much better way 

to collect taxes as GST is much harder to avoid 

than income tax. 

Of course, current income taxes would need to be 

lowered to compensate citizens. Those who don’t 

pay income tax – like people in pension mode in 

super – would be worse off but it would hit richer 

pensioners more than poorer – because they spend 

more. The government pension and limits for 

getting an aged pension could be changed to 

compensate these people. 

And having a higher GST would coax people to 

save more! 

China 

China’s Purchasing Managers’ Index (PMI) for 

manufacturing came in on the 1
st
 September at 51.1  

- the same as in the previous month - which is well 

above the ‘50’ that divides expansion from 

contraction. Today, the new PMI was 50.8 – a 

fraction lower but that is still in expansionary 

territory so that China is on a stable growth path. It 

missed expectations at 51.2. 

China’s inflation rate slowed leaving room for 

stimulus but the government is seemingly reluctant 

to turn on the taps yet. 

USA 

Nonfarm payrolls (employment) came in at 248,000 

in October – a strong number and well above the 

modest 142,000 from the previous month. Their 

unemployment rate fell to 5.9% from 6.1%. The US 

labour market is definitely gaining momentum. But 

be careful what you wish for! When the labour 

market gets strong enough, US rates will start to 

rise and so will ours! 

The mid-term US elections are only days away. Will 

the new parliamentarians restore some order to the 

decision making on Capitol Hill? 

Europe 

Analysts are seriously considering that the EU may 

slip back into recession. In order to prevent that, the 

ECB might do more to stimulate the region. It is 

more difficult to do so in a union of countries rather 

than a single country. Buying government bonds 

from a variety of countries when the EU and ECB 

have no control over the budget behaviour of the 

member states is fraught with danger. The mood 

seems to be that, at last, a solution will be found. 

The Ukraine-Russia situation seems to be still 

affecting Europe’s economy. Germany’s factory 

orders fell a massive -5.7% on the month. 

Rest of the World 

Canada joined the countries with geopolitical 

problems. It appears that a terrorist killed a soldier 

in the capital, Ottawa, and got very close to the 

Prime Minister in Parliament House. It must be so 

difficult to control these individuals, possibly acting 

alone, in random attacks. 

I only just found out that we have often had Ebola 

outbreaks in the past but they have been quickly 

controlled and dealt with inside Africa. What makes 

this recent outbreak more significant to the Western 

world is that it has turned up on US soil and 

elsewhere. 

The news on the other crises seems to be abating. 

Is that the media getting tired of it all, or is the 

situation improving – if only slightly? 

 


