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The Big 

Picture 

After a very good month for news in September, the first half of October was dominated by an infuriating 

confrontation between the two sides of politics in the US Congress. There were two things going on. October 

1
st
 is the start of the US financial year and so the government needed new budget funds to pay for services 

and the like. Essential services were kept going but many inessential services were cut for 16 days while a 

deal was being brokered.  

The debt ceiling issue was the far more important issue. The US Treasury has to pay interest on the debt held 

by China, Japan and others. A default would happen if the Treasury missed a payment. The problem arose 

because the ‘extremist’ section of the Republican Party, known as the Tea Party, was unreasonable about 

lifting the ceiling. They did so by trying to attach extra items to the budget they wanted to get through – like a 

reduction in government healthcare, ‘Obamacare’ – to the bill. The deadlines for the budget and the ceiling 

were shifted on the last day before default may have occurred to early next year. A process was set up for 

discussions about the contentious issues over the next few months. Depending on the outcome of the 

discussions, more volatility might be expected in January and February but most analysts seem to believe the 

political cost of another debacle would be too high for the Republicans to chance. 

Janet Yellen, Obama’s nomination for Chairman of the Federal Reserve has not yet been confirmed by 

Congress. Since Bernanke relinquishes his chairmanship at the end of January, and US data are currently a 

bit weak, little is expected to happen on the decision to start reducing the $85bn per month stimulus – known 

as QE3 – until well into 2014. With stimulus in place, markets are likely to be supported but, when tapering 

does start, some volatility in asset markets is likely – probably quite a few months into 2014. 

If there were any sceptics left thinking that the China economy was in trouble, data released during October 

must have changed their minds. Not only were growth, industrial production, and manufacturing indexes very 

good, they are improving. Exports did show some weakness but that could be due to statistical anomalies. 

BHP was lifted its iron ore production target for 2014.  

At home, the political scene has been very quiet as the new government settles in. Consumer confidence is 

higher than before the election, as is business confidence. However, the NAB measure of business conditions 

fell which we interpret as confidence being based on promise and not on the current situation. That being the 

case, the Coalition needs to gain actual ground before business gets restless. 

Our share market seems to be defying gravity. By our measures, the ASX 200 is overpriced but not 

dangerously so. Two forces are at work. Funds are chasing resources stocks as the China situation becomes 

clearer. Secondly, cash is chasing yield – mainly in the banking sector. We have the banking sector 

significantly overpriced as three of the big banks report earnings and announced dividends at the end of 

October / beginning of November. APRA has cautioned the banks on increasing dividends from here. 

Although the market has been powering on, we don’t see 6,000 on the ASX 200 for some time. Indeed our 

benchmark forecast is that 6,000 will not be achieved on a sustainable basis until well into 2015. However, 

markets go through cycles and 6,000 could be breached on a short-term basis before then. Of course new 

information might come to light through earnings outlook statements and that data might lift our forecasts to 

higher levels. Downside risk seems less likely than upside in coming months. 
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Asset Classes 

Australian 

Equities 

The ASX 200 breached 5,400 during October in a five and a half year high – growing by an impressive 

+4.0%, which was the fourth consecutive month of gains. Much of this month’s gain was due to the strength 

of the Materials sector (+3.4%) on the back of China data and the big banks in the hunt for dividends 

(Financials up +5.9%). We believe that there is little scope for further capital gains in the high-yield sectors 

(Financials, Property, Telcos and Utilities) because recent gains have driven yields down to what seems to 

be a floor of just above 5% plus franking credits. For those with a long-term view and needing dividends for 

income, there is little reason for investors not to hold on to their stock.  

While our 12-month-ahead capital gains forecast has slipped a little to +9.7%, the forecasts for the Energy 

and Utilities sectors have been improving. The biggest losing sector is Industrials – possibly because of the 

elevated dollar. 

In spite of all of the ructions in the US during October, volatility and our fear index were well contained. With 

our market being overpriced by 3.2%, a correction may have to occur if the momentum continues much 

more. However, there is plenty of room for growth in the resources sectors. But adjusting our capital gains 

forecast with our estimate for overpricing, our adjusted gains’ forecast is a modest +6.2% for the next 12 

months 

 

Foreign 

Equities 

World equities put in another great month in October. Most of the major indices gained about 4%. The S&P 

500 and the Dow kept making fresh all-time highs but softened slightly in the last couple of days. 

With the start of tapering being pushed out more and more, a major correction in world markets seems 

increasingly less likely. However, when tapering does start – maybe as late as mid-2014 – some volatility is 

expected. 

  

Bonds 10 year US Treasury yields finished October at just over 2.5% having risen from 1.7% to 2.9% in 

September on fears that tapering would end. Fitch’s one-year probabilities of default in Europe fell below 

1% during October for the first time this year – reflecting a safer environment for investors. 

 

Interest 

Rates 

The official rate remained on hold at 2.5% last month and no change is priced in for Melbourne Cup Day. 

Some commentators are now saying that the fall in rates is at last having an impact on confidence and 

house prices. We maintain that it is confidence which is the cause for house prices and that confidence is 

coming from having a government with a clear majority. 

The Treasurer, Joe Hockey, transferred $8.8bn to the Reserve Bank so that its ‘reserve funds’ were at 15% 

- better enabling it to withstand any future unexpected shocks. 

 

Other 

Assets 

The dollar climbed 3.5c in October before pulling back a little to around 94.6c. It finished up +1.7% on the 

month. The RBA is not happy with the dollar being this high but is all but helpless in doing anything about it. 

If it cut rates sharply, that might have some impact but a rate cut may also fuel further house price inflation. 

House prices over time typically go through what analysts call a step function. That is, prices are flat for 

extended periods of up to 10 years or more but then increase sharply to a new level – and quickly. The 

reason for this behaviour is that no one really knows what a house is worth, particularly during the sharp 

increases. Because missing out on one property might mean waiting months before finding the next one, it 

is ‘worth it’ to pay a little too much just to stop the search process. Of course, it is this panic, or exuberance, 

that causes the steps. Once house prices are ‘too high’, prices stay flat for a long time until they once again 

become cheap. We see no evidence of there being a bubble in mainstream Australian house/apartment 

pricing in the near future. 

West Texas oil prices fell sharply over the month as the problems in Syria abated. Gold moved over a wide 

range but was largely unchanged over the month. 

 



 

Regional Analysis 

Australia Unemployment surprised by falling from 5.8% to 5.6% and employment increased by +9,100 jobs – of 

which 5,000 were full time. Nevertheless, most analysts are expecting things to get worse before they get 

better with unemployment expected to exceed 6% at some point next year. 

Our CPI came in at 0.7% which was a fraction higher than expected. As a result the chance of any more 

rate cuts by the Reserve Bank has diminished. Indeed, this could well be the bottom of the easing cycle. 

Westpac’s consumer confidence index fell but it is still above the pre-election reading and, at 108, it is 

well above the benchmark 100. 

China China posted a GDP growth figure of 7.8% against an expected 7.5% and markets rallied. However, 

China export growth was negative but imports were strong. In fact, September iron ore imports were up 

14.7% over the year. Industrial production was back into double figures at 10.2%, retail sales at 13.3% 

and the quarter-on-quarter GDP growth was 2.2%. All of these data suggest the controlled slow-down is 

over and strength is returning. 10 out of 10 for China! 

BHP and other miners reported strong production results and BHP upgraded its 2014 iron ore production. 

Iron ore prices remained high at over $130 / tonne during October making the calls by some only a few 

months ago for a seasonal dip in iron ore prices to $80 well off the mark. There has been increasing 

supply as predicted but it is being swallowed up by China. 

China’s mid-month flash Purchasing Managers Index (PMI) came in at 50.9 against an expectation of 

50.4 and 50.2 in the previous month. A reading above 50 is interpreted as growth in the manufacturing 

sector is increasing. However, BHP and the rating agency Fitch both forecast 7.0% GDP growth for 2014. 

The main issue in China at the moment is that the government is trying to convert the economy from a 

centrally controlled one to an economy with more emphasis on the consumer and market forces. 

U.S.A. The government’s partial shutdown delayed the calculation and publication of key economic data – 

including the so important non-farm payrolls. When this labour-force data for September did emerge, it 

was a disappointing increase of 148,000 jobs but unemployment did come down a notch to 7.2%. 

Interestingly, the August data was revised upwards from 169,000 to 193,000. Even if there had been no 

shutdown these data were too poor to imagine that any tapering of the US monetary stimulus of $85bn 

per month will start any time soon. The impact of the shutdown on the actual employment situation means 

that it will be next year before a sufficiently clear picture of post-shutdown employment is formed. We still 

maintain that tapering will not start until well into 2014 and that will support equity markets. 

Unsurprisingly, the debt debacle has had a negative effect on US consumer confidence and Fitch put its 

AAA rating on US debt on ‘negative watch’. Some people are even now suggesting Quantitative Easing 

(QE3) might be increased rather than tapered! 

The debt ceiling will need to be lifted again by February 7
th
 and another shutdown averted by January 

15
th
, 2014. It is likely that the situation will be resolved with much less fuss next time as the Republican 

Party took a hammering over their part in the debt debacle. The main issue is that the right wing Tea 

Party – the faction with which Sarah Palin was aligned – is prepared to stop at nothing to make 

government’s role smaller. With the mid-term elections due in November, another fiasco has to be 

avoided and the less right wing side of the party will have to distance itself from the Tea Party. 

Europe The UK posted growth of 0.8%. While this only ‘met expectations’, it is the best result in three years. 

Across the channel, the debt situation is getting better. Fitch’s one-year default probability for Western 

Europe – an acknowledged measure of credit quality – returned to below 1% for the first time this year. 

Rest of 

World 

While Japan has had a spectacular return to growth and inflation under Prime Minister Abe, some are 

starting to question the efficacy of his ‘third arrow’. The first arrow is his monetary stimulus programme 

and the second is his fiscal stimulus programme. The third arrow is a growth plan which will be necessary 

to enable the Japan economy to withstand the planned hike in the GST rate from 5% to 8% next April. It is 

not clear that there is any hard evidence to support the view of looming problems but it is an area to 

watch. Japan also called upon the US to be more responsible with its debt ceiling as Japan is a very large 

holder of US Treasuries. China reinforced this message by calling on the world to ‘de-Americanise’. 

 


