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The Big 

Picture 

Common sense has come back to the market regarding 'the end of the China boom' story. Iron ore prices - that fell 

from $120 - $130 a ton to below $90 in September as analysts panicked - have already retraced back to $115 - $120. 

China started October with a good result for its PMI (Purchasing Managers Index) - that measures activity in 

manufacturing - with a read of 49.8 (50 is the barrier between better than normal and worse than). If this 

improvement continues the next read could be above 50 later today and the next phase of sustained growth at 

around 8% will have been established. China's quarterly GDP for Q3 read came in at 2.2% - or about 8.8% on an 

annual basis - just like the good old days. 

The US too has been posting some solid - but not spectacular - results. There was a big increase in its ISM (like a 

PMI) for manufacturing from 49.6 in August to 51.5 in September. US housing continues to be improving - albeit from 

a low base. The US ISM number for the services industry came right out of the blocks at 55.1 against an expectation 

of 53.1. US GDP came in at 2% (annualised) against a 1.8% expectation  - but not good enough on its own to deal 

with the unemployment problem. The non-farm payrolls data was so good for September that some even claimed 

that the statistical agency fiddled the result to make Obama's chance of re-election better - it dropped below 8% for 

the first time since the GFC unfolded. So Friday's post for October is critical - as is any revision for September. There 

was talk of some data being too late for the September survey making the situation look better. 

Europe is seemingly less of a problem than it has been for the last 2 - 3 years. Spain has not yet put in its request for 

a bailout but a number of bond auctions went well in Europe during October. And the UK's GDP came in at 1% for 

the quarter on the back of the Olympics. 

So the world is looking better for us but companies need to start reporting better earnings and prospects for investors 

to feel the benefit. The latest US season was quite weak on both fronts and there have been pockets of weak signs 

at home - amongst some strength. The RBA cut interest rates again at the start of October and there is a 50% 

chance of another cut on Melbourne Cup Day - according to the futures' market. Since Wayne Swan redoubled his 

efforts to create a budget surplus in his mid-year update, there is pressure on the RBA to cut again to nullify his fiscal 

tightening. However, inflation reported in October was in the middle of the target band. Given monetary policy is 

thought take 18-24 months to take effect, a cautious approach may be followed by the RBA in coming months.  

The so-called 'superstorm', Sandy has taken its toll on the US Eastern seaboard. It is too early to say what its impact 

might be on the economy and the presidential election - to be held on Melbourne Cup Day. With China's new once-

in-a-decade change of government starting any day now, there will be a lot of news to digest in the coming weeks. It 

seems likely that if a new direction is revealed - rather than no reaction at all - there may be positive leads for our 

market. And with interest rates falling, investors will have to give more consideration to getting yield from equities. 

With the year-to-date capital gain on the ASX 200 being about 11% - and as much as 17% when dividends and 

franking credits are included - 2012 has so far been a great year. Sadly many investors were not on board because it 

was perceived to be too risky. Equities are always risky but, over the course of 2012, market volatility has subsided to 

levels below the average before the GFC began. Our forecasts for the next 12 months are for more of the same! We 

believe the market is priced fairly at the moment and the next 12 months is expected to produce a capital gain of just 

under 12%. 
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Asset Classes 

Australian 

Equities 

The ASX 200 gained about 3% over October while the S&P 500 lost about 2%. Not only was 

the whole month really good for us but our market shrugged off two big negative leads from the 

US. Perhaps this resilience is the start to our market playing catch up - but we have a lot of 

catching up to do.  

Perhaps one reason for our market's sluggishness has been our deposit rates. It takes a lot to 

beat a risk-free (government guaranteed) deposit rate of around 6%. Even though our defensive 

sectors offer very attractive yields, and sometimes franking credits, there was a perceived 

possible capital loss to offset those yields. With the expectation of even lower deposit rates to 

come, equities are starting to regain strength. 

Our indexes which measure market sentiment stayed in the good zone throughout October. 

Market volatility is well below the pre-GFC average. Our fear and disorder indexes can be 

interpreted as our market being able to cope with external shocks - as it did on those days the 

Dow fell about 200 points. Some of the overpricing we had a few weeks ago has gone away so 

that there are no danger signals for a correction - at least at the moment. 

Foreign 

Equities 

We had the S&P 500 overpriced by about 4.5% in the middle of September - not enough to 

predict a correction but enough to suggest extreme caution if buying. All of that over-heating 

has now gone away - indeed the index is now a little underpriced. In our opinion, this 

overpricing in September contributed to the outperformance of the ASX 200 over the S&P 500. 

The major European markets fared better than the S&P 500. 

Volumes have been light as investors and traders digest all of that which went on this year and 

last with debt crises and the rest. Moreover, the presidential election could cause a market 

reaction. The race seems to be neck and neck. If Obama holds on, there might be a slight sell 

off since more of the same in Congress might be expected. If Romney gets home then there 

could be a little surge while investors assess his performance in office. 

The hurricane, Sandy, caused devastation and closed the market for two days with it reopening 

for the last day of the month. It did halt the president's campaign but that might help him as 

having done the right thing. 

Bonds Spain still has not yet gone for a bailout package but yields and probabilities of default have 

improved in Europe. Berlusconi, the previous Italian prime minister, has been sentenced to four 

years in jail for tax fraud - possibly resulting in his party's claim to cease supporting the 

government. The threat does seem to be losing momentum. 

Interest 

Rates 

The RBA meets on Melbourne Cup Day. The market has priced in a 0.25% cut with a 50% 

probability. Wayne Swan appears to be egging on the Bank to cut more so that he can justify 

maintaining his stance on producing a budget surplus next June. It seems near impossible that 

Swan can succeed and it is purely a political objective. No outside agency is calling for a 

surplus straight away. We do not believe there is any economic justification. 

If the RBA does cut, banks might drop home loan rates by a little less. However, only about 1/3 

of people have a home loan and 90% of them tend to keep paying the same amount - so paying 

off the mortgage quicker - and have no extra cash to spend. Savers possibly have a little less to 

spend so this equation is not making much sense. 

Currency The $A stabilised over October with a fall of about a one cent - possibly as the result of the 

October rate cut. 

Oil The price of WTI oil fell by about 7% but Brent was only marginally cheaper. 

Gold The price of gold fell from $1,774 at the end of September to be clinging on to $1,700 at the end 

of October. 



 

                       Regional Analysis 

Australia Unemployment jumped up to 5.4% accompanied by a strong increase in full time employment but a 

big fall in part time employment. Some of the increase in unemployment was due to the increase of 

the number of people re-entering the workforce to look for a job. 

The mining tax, in its first quarter of operation, failed to produce a single dollar in tax revenue from 

the big three miners. Since the expected proceeds from the tax - based on high commodity prices - 

has largely been spent, the only option to create a surplus by June was to rearrange the deck 

chairs. Much of the new found revenue comes from making businesses pay tax monthly instead of 

quarterly. This move cannot be without some cost to business and without some increase in the 

perceived risk of doing business in Australia. 

China The official China PMI for manufacturing for the last three months came were 50.1, 49.2 and now 

49.8. Together with the better than expected GDP data for Q3, September might have been the low 

point for the China economy. A read later today above 50 would support this argument. 

Iron ore imports jumped in China as the price of iron ore fell sharply - to below $90 a ton - and 

stockpiles needed to be rebuilt. This behaviour seems reminiscent of what went on at the beginning 

of 2009. Perhaps much of the talk about iron ore demand is about negotiation! If China didn't need 

that much ore, why did they rush it through so quickly and raise the price so sharply before? 

It didn't look too good that the China premier and his family have gone from chicken raising to a 

combined wealth of $2.7bn. The next premier - due to start in the next few days - might need to 

improve transparency in government as well as guide the economy. At least the economy that will 

be inherited seems in a stable position of growth around 8% and inflation below 2%. Of course 8% 

growth now equates to double that in volume compared to 7 or so years ago because growth ran at 

10%+ for so long. China is now about twice as big as 7 years ago! 

U.S.A. The FOMC meeting of the US Fed, reiterated the 'moderate' growth story that caused a little pull 

back in the market. However, its statement did not seem to fully acknowledge the good things that 

are going on in the US economy. We would prefer 'moderate but improving' but central bankers are 

conservative people by natural selection. 

The Case-Shiller home price index released at the end of October, showed a 2% increase in home 

prices over the last 12 months. While 2% is not a stellar result, that, in combination with other data, 

indicates the growth story can start from here. It is not until there is growth in housing will the 

unemployed construction workers get their jobs back, building materials be ordered and appliances 

be bought to fill new houses. It has been six years since the downturn in housing started. 

Sandy reportedly took nearly 40 lives as it ravaged New York and surrounding districts. Tens of 

billions of dollars worth of damage has been estimated. Of course - besides the personal loss - 

some economic loss will occur because of lack of power, etc, but some will be gained because of 

the rebuilding program. 

Europe While all is not 'quiet on the Western Front', Europe is fading into day-to-day business as Mario 

Draghi masterfully takes charge of the ECB. Spain is experiencing over 25% unemployment (over 

50% for the youth) and they are reportedly putting together a bailout request - but slowly.  

In Greece, a deal has been brokered to make the next bailout conditions but it is yet to go to 

parliament. Since the government has a majority that should pass quite easily. Apparently some 

Greeks will be paying taxes for the first time! 

The UK did seem to benefit from the Olympics and Royal wedding. It  recorded a 1% growth for Q3 

which matches the optimism I witnessed on my recent return home. 

Rest of 

World 

Japan's economy is struggling and needs more stimulus - and it is still in conflict over those islands 

in the China sea. After two lost decades it is looking more likely that there could be a third.  

 


