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2014 is shaping up to be strong and settled – but not fantastic!  

 Few ‘known’ possible future events are negative 

 The US economy is gaining a significant amount of strength 

 Even Europe is falling off the radar as a source of potential economic problems 

__________________________________________________________________________________________

The Big Picture 

It is hard for me to comprehend that the US Fiscal 

Cliff scenario on Jan 1, the Cyprus crisis in March, 

the Boston bombing in April and the taper-talk jitters 

in May were all in 2013 and not some time gone by. 

After more than five years of crisis after crisis, the 

second half of 2013 seemed like a walk in the park! 

Tapering, the action by the US Fed of gradually 

reducing its monetary stimulus programme, was 

finally announced in December – to start this 

January at a boost of $75bn per month rather than 

the original boost of $85bn – and it caused a rally in 

equities but there was a sell-off in May when Fed 

Chair Bernanke first floated the idea of tapering. 

The market simply got used to the idea. Therefore, 

it seems that market volatility from tapering will be 

subdued during 2014 because of the strength in the 

US economy and market familiarity with the 

concept. 

President Obama does have massive issues with 

his healthcare policy and software glitches but there 

is no reason – at this point – to think those 

problems will flow on to either the S&P 500 or the 

ASX 200. He also cleverly walked away from 

getting involved unilaterally in the Syria problems in 

September. Even the December ‘resolution’ to the 

Iran nuclear programme shows signs that the US is 

not looking for trouble, but rather favouring co-

operative solutions to political problems. There may 

be a minor wobble over the upcoming debt ceiling 

discussions in the next month but the bipartisan 

resolution to other budget matters in December 

shows a lot of promise for 2014. In short, the US 

economy is back and there are no significant 

‘known’ problems on the horizon. 

Turning to China, there was much sabre rattling 

over disputed uninhabited islands in the East China 

Sea. Although China declared effectively a ‘no fly’ 

zone around the islands, the US air force and 

others challenged the declaration without conflict.  

The China economy certainly put some analysts in 

their place. There was an organised slow-down in 

mid-2013 but the Purchasing Managers Index (PMI) 

for manufacturing – a key economic indicator – is 

back well above 50 showing continued growth. GDP 

growth for 2013 looks like being 7.5% – or even a 

little bit better. Compare that to what some analysts 

were predicting earlier in 2013 when they forecast 

that the first digit would be a ‘6’!  

Iron ore prices started the year at $140 / tonne and 

finished above $130 – not dipping too much below 

that number and always staying in triple digits.  

Contrast that to analysts in quarter 2 (Q2) predicting 
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$80 in either or both of Q3 and Q4! Their argument 

was based on supply increases rather than demand 

weakness. We experienced record exports from the 

Pilbara and some of the iron ore stocks rallied 

strongly towards the end of the year. In short, China 

is fine from an economic and political point of view 

but, of course, they have to manage credit and 

housing – but they have been managing these 

issues successfully for years and arguably better 

than many or most countries in the West! 

Europe has, for a long time, been a focal point for 

gloom – even as recently as the March bank crisis 

in Cyprus. Germany is lately starting to look strong 

again – but France is struggling. Optimism is 

starting to creep into the markets that Europe will 

not be great in 2014 but it may be the start of a real 

recovery. In short, no new bad news of significance 

is expected in 2014 from that region. 

Sadly, the political and economic problems in 

Australia are the weakest points for our view for 

2014 prospects. The Government is struggling to 

get its major policies through parliament and this 

impasse seems to be bringing down business and 

consumer confidence. Our economy is moving 

along well away above recession but below trend. 

Our dollar is back below US90c and this might help 

some parts of the economy – but we do need to 

move towards ‘smart’ manufacturing rather than the 

mass production type. In short, 2014 should be 

modest to moderate for the Australian economy 

unless the Government fails to take charge. 

 

 

Asset Classes 

Australian Equities 

Despite some wobbles along the way, the ASX 

returned over 20% (including dividends, but not 

franking credits) in 2013. A great result but we did 

not (and don’t) not follow the exuberant calls by 

some analysts based on extrapolating the rally that 

ended at 5,441 in late October. We then called a 

correction in the price of big bank shares and an 

e-o-y of 5,350 at that time (our Jan 1 forecast was 

for 5,150 which got revised upwards over the year 

on the basis of earnings’ forecasts). 

We see strong but not spectacular growth of +8.6% 

in 2014. Growth in high-yield stocks is likely to be 

constrained by a perceived ‘floor’ for yields of just 

over 5%. We see no reason to sell these stocks in 

general as the expected yields with franking credits 

are impressive. Our Materials forecast for capital 

growth has fallen over recent times to close at 

+8.7% and Energy looks the sector to beat. 

Our e-o-y forecast for the ASX 200 in 2014 is 5,800 

but our forecast for a peak at some unspecified time 

during 2014 is 6,100. Markets move in ‘waves’ and 

so a forecast peak should usually be significantly 

higher than an e-o-y estimate. Our mid-year (end of 

financial year 2013/14) forecast is 5,600. 

Importantly, our long-run estimate for mispricing 

suggests that our market is underpriced by just less 

than -4% so we see no reason for any ‘bubble to 

pop’ as US stimulus is wound back – because we 

are not in a bubble. 

With our perceived constraint on high-yield stocks 

and the best world economy we have seen in a long 

while, there should be ample opportunity for an 

active fund manager to beat the index in Australian 

Equities. 

Foreign Equities 

The S&P 500 and the Dow Jones surpassed all-

time highs by the end of the year. While some think 

that this is a danger signal, others have observed 

that, when CPI inflation is taken into account, there 

is no necessary impediment to growth on US 

markets. 

At the beginning of 2013, the S&P 500 stood at 

1,426 and Bloomberg reported that their panel of 

experts made predictions that the index would end 

the year at between 1,390 and 1,615 (equivalently, 

capital gains of between -3.5% and +13.3%). The 

outcome was 1,848 or a gain of +29.6%! This year 

the same source is predicting a finish to 2014 of 

between 1,750 and 2,100 (capital gains of -5.3% 

and +13.6%) – a certain familiarity about the 

predicted growth rates?  

We use the same methodology to predict the ASX 

200 and the S&P 500. We have the S&P 500 

starting 2014 as being overpriced at +4.8%. This 

overpricing detracts from our underlying expected 

growth of +10.5% to give an adjusted forecast of 

+5.2% or a finish to 2014 of 1,950. If the rally 

continues much high in January (to take overpricing 

above +6%) we will expect a correction then of -6% 

to -10%, or a prolonged sideways movement in the 

index. If such a correction were to occur, there 

would probably be some sort of knock-on effect for 

us but that should only be a temporary set-back. 

But the real key to how 2014 pans out is the 

manner in which tapering is conducted. Many – 

including us – thought that when tapering was 

announced there would have been a full scenario 

mapped out. Instead, Chairman Ben Bernanke 

made a simple start by announcing a cut from 

$85bn to $75b starting in January – but allowing for 

potential increases, decreases and holds going 
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forward depending on data. He also pushed out 

further his expectations before the Fed Funds Rate 

might to start to move up. This considered approach 

should avoid a big pull back when stimulus ends. 

The FTSE grew by +14.4% in 2014 and the German 

DAX by 25.5%. Emerging markets barely broke 

even at +0.9% for the year. 

Bonds 

With Janet Yellen now confirmed as the new Fed 

Chair from the end of January, the whole monetary 

policy management seems to be in the hands of a 

team that will not be too quick to move just because 

it can. This process will be very thoughtful and 

measured – and good for us. 

The Fitch 1-year probability of default for Western 

Europe debt started 2013 at 1.33% and jumped up 

to 1.89% on the Cyprus problems but it has since 

retreated to 0.98% at the end of the year. Problem 

solved! 

Bond managers do seem to be warning us that 

returns on their funds will be moderate at around 

4% - 5% in 2014 after about a 2% index return in 

2013. With the US scaling back its purchases, 

yields should rise while the price of the bonds fall. 

However, this is expected to be an organised 

evolution rather than the behaviour associated with 

the volatility we observed from the constant threats 

of defaults in certain European nations. 

Interestingly, Greece – that has been managing on 

bailout money since 2010 – is considering coming 

back to the regular market to issue new government 

bonds in 2014. Whether or not Greece does come 

to market, the signal that it is even considering it 

should make investors world-wide feel more 

comfortable going into 2014. 

Interest Rates 

The RBA cut rates from 3% to 2.5% over 2013. We 

have had a long-held view that rate cuts were not 

going to help growth or property but it was 

confidence that mattered. Property spurted as the 

election loomed in September but it is not possible 

to determine whether it was confidence or the rate 

cuts that had been going on since the 4.75% level 

at the start of 2011. 

While it does not matter whose argument is correct, 

if confidence is the key – and confidence is waning 

on misguided estimates of how the economy would 

travel under a majority government – care needs to 

be taken about entering the property market at this 

time. 

The RBA focus is on our currency – publically 

stating that recent levels are unlikely to be the 

relevant long-run levels. It may try another cut or 

two to see if that helps. Some analysts are 

predicting rates will fall to 2% while others – 

including us – think they have probably bottomed. 

We think the next move is more likely to be up than 

down but the next rise probably won’t be this year, 

2014. 

Other Assets 

The $A peaked at $1.06 in 2013 and finished below 

$0.90. The RBA Governor was extremely effective 

in ‘jawboning’ the currency down later in 2013. 

Simply by stating he would like the dollar lower was 

enough for a sell off. Of course markets in the long-

run are determined by fundamentals and jawboning 

can only have a limited short-run impact.  

Gold prices fell by over -27% in 2013. 

 

Regional Analysis 

Australia 

The unemployment rate did not rise by as much as 

forecasters thought over 2013 – including Treasury. 

As the economy weakened, 6% turned up on the 

radar and the latest government forecast is for 

6.25% for the next few years. However, the 

December print for the month of November was 

5.8% – after hitting 5.7% as early as in June. We 

now think 6% may not be breached at all but falls in 

unemployment are unlikely anytime soon. 

With the planned departure of Ford and Holden 

from car manufacturing, and Toyota seemingly 

considering its options, Australia is entering a new 

phase of its economic progress. While it is clear that 

many parts of the broader manufacturing industry 

have been hurt by a high dollar, they have benefited 

(where appropriate) from cheaper imports. And 

some (exporting) sectors benefit from a higher 

dollar so the ‘right’ level of the dollar is unclear. 

There are always winners and losers. 

Economic growth has slowed to +2.3% over the 

year against an expected +2.6% for the December 

print. Current growth is below trend and is unlikely 

to return to that rate anytime soon but Australia can 

still live off the back of the miners. While miners 

might not be in the exploration phase, production 

levels for at least iron ore are at around near record 

levels. 
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China 

China has underpinned Australian growth for many 

years and that looks set to continue. China is trying 

to rebalance its economy more into consumer-

related growth but that does not mean that the 

infrastructure spend will stop. Much of China’s 

population is still in the rural sectors. And with the 

relaxation of the one child per family policy, there 

has to be a second wind in China’s expansion. 

There is no doubt that China’s economic growth did 

slow down – as they planned – in the middle of the 

year. Industrial Production did slip to just below 

10% in June and July but it has since bounced back 

to double figures. Inflation seems under control. 

The US jeopardised world growth over its bungling 

of the debt ceiling and the partial shutdown of the 

government. It resolved the matter at the 11
th
 hour – 

as usual – by pushing the problem out to 

January/February 2014. However, at the 10
th

 hour 

(or maybe even 9pm!) it has already pushed much 

of the problem out by two years. It seems the 

Republicans suffered enough bad press not to want 

to go through that sort of debacle again. 

USA 

There was a good improvement in the labour 

market late in 2013. With revisions, the number of 

new jobs (so-called non-farm payrolls) averaged 

above the ‘magic’ 200,000 for the last few months 

and unemployment is now down to 7.0% having 

peaked in double figures during the GFC. 

The Fed claimed it wanted to see 6.5% 

unemployment before it felt the economy could be 

considered strong enough to be self sustaining. 

That trigger has since been revised to at least 

below 6.5%. The latest GDP growth was revised 

upwards to 4.1% from 3.6% (annualised) 

Europe 

Glimmers of optimism for Europe are starting to 

filter through. Nobody is expecting a bounce back 

but even an absence of problems in Europe would 

be a good thing for world growth.  

There have been no significant rumblings about 

debt for six months and even Greece is thinking 

about raising more debt through traditional markets 

rather than bailout funds! 

Rest of the World 

Japan stood out as the ‘next big thing’ during 2013. 

After decades of being an economic powerhouse, it 

succumbed to deflation and the so-called ‘two lost 

decades’. Prime Minister Abe started the year with 

a fresh government and he has certainly made a 

difference using a stimulus programme that dwarfed 

the US variant when population is taken into 

account.  

After two quarters of very strong growth, the most 

recent figure beat expectations at 1.9% which was 

down from 3.8% the previous quarter. Abe is 

planning to increase its consumption tax by 3% 

points in April to help stabilise debt. The result could 

go either way but, at this point, we cannot rule out 

Japan returning to the centre of the economic stage 

– but probably not before 2015. If that happens, 

Australia could be running on turbochargers! 

 

 


