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The Big 

Picture 

May was packed with economic events. The USA came out stronger – as did Japan. Europe now looks set to 

deal with its problems, China is a little softer than it was, and Australia continues to struggle. And markets 

amplified these shocks. The ASX 200 was down about -5% over May which is about the opposite of the big 

indexes – the S&P 500, the FTSE and the DAX all up by more than 2%! 

There were two big-ticket items for Australia in May. China looks a bit softer and iron ore prices slipped 

around 14% - and most of that was in the last few days of May. That took down smaller miners – and mining 

services companies were just collateral damage. But the Materials sector finished up bucking the trend as that 

sector (with Energy) rose by more than +2% - largely because it was so underpriced going into May. 

The US strength also contributed to our market problems. That economy is so strong that some think the Fed 

will start to taper off the QE stimulus packages very soon – as early as this month - June 2013! The S&P 500 

took a bit of a hit but our market, being overpriced, took it harder. The other big contributor to a poor May for 

the ASX is the dividend yield story backed off, along with the ‘Aussie’ dollar, as arguably foreign investors 

exited the play. We wrote in the March 1
st
 and April 1

st
 issues of this Wrap that we were overdue a rotation 

from Defensiveness into Cyclicals, and that the bubble in Discretionary, Staples, and Health sectors might 

‘pop’ as their overpricing was not sufficiently supported by a dividend story. It has now taken place. 

Japan also seemingly caused some problems for our markets but this should have been a non event. The 

Nikkei fell -7% in one day – and -3% more in the next two – but the Nikkei fall was overdue because of a 

ridiculously strong rally over the previous 6 – 7 months! An 80% rise in 7 months – and 40% this y-t-d even 

after the modest correction! The correction was needed to prevent a bigger problem further down the track. 

Big news at home also abounded. The RBA cut rates to 2.75% from 3% - the lowest rate since 1960. The 

Budget turned out to be a non-event after a very tense build-up. Ford announced it is phasing out 

manufacturing in this country and our dollar dropped like a stone through parity and down to around 96c. The 

Treasury, the RBA and the OECD all cut forecasts for Australian GDP for 2013 to 2.5% - 3% which is higher 

than the USA GDP of 2.4%. It is the uncertainty about from where Australian growth will come going forward 

that is upsetting analysts. It is quite possible that the dollar will stop hurting our exporters and import-

competing sectors of our economy if it stays below parity. 

We now think our market is undervalued and we still believe it will finish somewhere around 5,300 – 5,500 at 

the e-o-y. Citi is one of many who have upgraded e-o-y forecasts – in their case from 5,200 to 5,400. It is 

quite reasonable that many investors feel a bit battered and bruised but we think the move in May was the 

shake-out we had to have – to borrow a Paul Keating type phrase. 

Watch out for China’s PMI today and US nonfarm payrolls at the end of the week. The former is expected to 

be just below 50 – signalling a GDP growth of around 7.5% - 7.75% - and anything better could give our 

underpriced resources sector a big lift. A good payrolls print would put the icing on the cake. 
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Asset Classes 

Australian 

Equities 

The ASX 200 has faced pressure all year due to wealth coming from the sidelines into high dividend 

yielding sectors. So much so that we had these, and a few other sectors, precariously overpriced. Expected 

dividend yields in the main sectors got pushed down to 5.1% but the end of month sell-off restored order. 

Yields are back up to just under 6% and these sectors (even Telcos) are now properly priced. 

The mid month shake out was partially predictable. Our fear index jumped up 2 – 3 weeks before the 

turmoil on the back of China, Ford, QE and who knows what. Our US fear index did not react during this 

period and remained normal. Our fear index is still elevated and so it might take a while before the next leg 

of our rally can take hold. 

Consumer Staples and Financials fell the most and virtually in correction territory (-10%). Property, Telcos 

and Utilities are not far behind. But please do not think this behaviour of a ‘Go away in May’ phenomenon. 

Ron Bewley did an interview on Switzer on the 27
th
 May that should have put paid to the existence of that 

behaviour. Watch it on www.switzer.com.au if you like. 

Our outlook for the next 12 months remains bright at just under 12% for capital gains and dividend yields at 

around 4.75% plus franking credits. With the market being underpriced by about -2%, all it might take is a 

little peace and quiet for it to take off again. Resources are still quite cheap and dividend-yield sectors are 

again looking attractive! 

Foreign 

Equities 

Despite the S&P 500 breaking new records in April, it followed through in May with more gains – even after 

the panic attack in the last hour of trading or the month. As a result we have the S%P 500 sufficiently 

overpriced to worry about a correction or a prolonged sideways movement. Last night might have been the 

start of it! With members of the Federal Reserve feeling the need to fuel speculation about how and when 

QE will end puts ripples through the market each time. One can only think a definitive statement will 

produced heightened volatility – at least for a while. Since unemployment stands at 7.5%, and 6.5% is the 

stated target before QE is pulled back or ‘tapered’, it is hard to think that this event will take place before 

mid 2014. Ben Bernanke promotes healthy and robust discussions from diverse views in the Fed but QE 

will not be over until the main man stops singing. 

The World, S&P 500, FTSE and DAX have all exceed about 10% capital gains in 2013 y-t-d. Emerging 

markets have been flat. Our 6% does not look great by comparison but, with 5% being an average for a 

year, 6% so far is more sustainable than 10%. 

What is interesting is the air-time the Nikkei is now getting. The new ‘Abenomics’ fever from a Justin Bieber 

type publicity push for the new President Abe has breathed life into the Japanese economy that has been 

through a lost decade or two. If that former second-biggest-economy starts to get back to its former glory, 

and Europe’s realisation that it has been following the wrong policy austerity for the last year six years takes 

hold, the next few years are starting to look truly exciting for the world economy. 

Bonds It is now possible for investors to purchase bonds on the ASX. But will they? Few retail-type investors are 

likely to yet understand how to do that in a thoughtful fashion and institutions do not need the ASX to invest 

in bonds. 

The European bond markets are getting almost sleepy – which is wonderful for the rest of us. The drama of 

the last few years had a major impact not only on other bond markets but also equities. US long bonds have 

risen 0.5% which is a big deal in bonds at these historically low levels. The consequent fall in the price in 

bonds is a pre-emptive move to accommodate the tapering off of QE. 

Interest 

Rates 

The RBA made an historic cut in rates from 3% to 2.75% - the lowest since 1960. A proper assessment of 

this new level is better made against rates in other countries rather than our history. With the ECB cutting 

rates from 0.75% to 0.5% this month and the US rate being almost 0%, our rate looks gigantic by 

comparison and that helps to move capital around the world. 

The ECB cut seemed impossible until a short while ago – pre the Christine Lagarde comment in April. Mario 

Draghi, the ECB president, backed up Lagarde with ‘we stand ready to act again’ and he has been talking 

about negative rates on deposits to force commercial banks to lend to consumers and business. 

Other 

Assets 

The $A range for May was more than 8c and down! A similar fall happened last year only to correct. While 

no one can reasonably predict the next move, many commentators are starting to talk about numbers far 

lower than is current. Some big houses have been talking about anything in the range 80c-90c being 

possible in the near term. Gold and silver also got smashed but oil was relatively stable. Copper was up a 

few percent. 
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                       Regional Analysis 

Australia Unemployment fell back to 5.5% (for April) from the aberrant 5.6% the month before. Jobs grew by 

+50,100 but two thirds of that increase was from part-time jobs. Nevertheless, these data confirmed 

analysts over-reacted last month. 

Ford’s announcement that they will cease production in this country in three years time seemed to shock 

a lot of people. There is a reason that the car industry has been living off tax-payer gifts over the last 10 

years. It is somewhat incongruous that some claim we must prop up a failing industry in Australia and 

then go home to do their internet shopping to get lower prices overseas on other consumer items. 

Capital expenditure (CAPEX) came in very weak (-4.7% against an expectation of +0.7%) but there were 

mixed reads about investment intentions. The talk is how we move from a mining boom to something 

else. Well housing approvals came in at an almost staggering +9.1% for April, or +27.3% over the same 

time from the year before. 

And yes, we had a budget. Prior to the event there was a mood that the rich – apparently being the 

majority of the population – were going to get hammered. As it turned out, it was more like a first budget in 

a new term than an election budget. Thankfully we can move on – and most of the budget proposals will 

not make it to the floor of the house before the election! 

China The May 1 print of China’s manufacturing PMI was only 50.6 against an expectation of 50.7 and a 

previous month of 50.9. These small deviations spooked markets. But the mid-month ‘flash’ PMI at 49.6 

really caused waves. Of course these tiny deviations in statistics – that have considerable sampling error 

– are all analysts have to go on – so markets move on them. Another number comes out today. Given the 

speculation over China, and the IMF’s recent downgrade of China growth from 8% to 7.75% (above the 

government’s target), the new PMI will be met with much interest. 

U.S.A. The only reason Fed members are talking about the end (or tapering off) of QE is because the US 

economy has surprised on the upside. The month of May started with the Case-Shiller house price figure 

coming in at the best since 2006 only to be upstaged by the next Case-Shiller near the end of the May 

that was the best since April 2006 when the GFC was just a twinkle in someone’s eyes. 

But anyone who wants real action just needs to look at the US jobs data. After a disappointing release in 

April, the last number not only kicked the lights out but the previous two months numbers were revised 

upwards to make the previously soft numbers look good. 

But perhaps the best news is, the University of Michigan consumer confidence print came in at the best 

since July 2007 – again pre-GFC. After six years of near economic hell, jobs, house prices and 

confidence are coming back – and in spades. 

Europe France sadly completed the ‘triple-dip’ recession in May while Germany and the UK narrowly escaped 

that harrowing failure. Has any country ever had a quadruple dip? 

Spain and Italy have just been given a little more breathing room in dealing with the budget cuts 

demanded by the ECB. Perhaps there is light at the end of the tunnel. 

Rest of 

World 

Although Japan is starting to come back – and surprised everyone with a GDP growth of 3.5% against an 

expectation of 2.75% there is some disquiet in that country’s hierarchy about the extent of their bond-buy-

back programme. 

 

 


