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The Big 

Picture 

The gloom of 2011 quickly receded as plenty of positive global news flowed throughout January. 

The month started with some impressive data from the US and China. There was even implicit 

good news from Europe as bond yields on sovereign debt fell sharply. The European problem is 

certainly not done and dusted but the market, which priced in the end-of-the-world in 2011, is now 

admitting things are just very bad. 

Of course not all news has been good. The end-of-month release of US GDP for 2011 Q4 was 

strong at 2.8% - but a little softer than analysts expected - at 3% - and consumer confidence 

slipped on the last day of the month. The reporting season in the US did not go as well as usual 

in terms of beating estimates - and there were a few spectacular misses. Only 60% or so US 

companies beat analysts' estimates on earnings in January - but the recent average is for 75% 

'beats'. I guess analysts set a low bar. Apple came in with a stellar result. 

The Australian economy remains stable. Employment data were soft - but there was an 

encouraging shift to full-time from part-time work. Monadelphous, a mining services company, 

revised its outlook upwards which caused a spurt in that industry sub-sector. 

Our inflation is well in control with the latest reading causing the majority of analysts to predict a 

February cut in rates - with another shortly afterwards. ANZ now has its own rate announcements 

each mid-month and the NAB has said it may not pass on all of any cut. While a February cut is, 

indeed, likely, that does not mean we need one. It is not possible for the November and 

December cuts to have had anything like their full effects yet - except through increased business 

confidence. Rates are historically already very low. Apart from supporting future inflation, what 

would a rate cut do? Certainly retirees living off savings are not cheering for another cut. 

Our stock market, like most overseas markets, had a very good January - the best since 1994. By 

our measures, the market is now fairly priced, more or less across the sectors. For the first time 

since before the debt-ceiling debacle in the US Congress at the start of August 2011 - and all that 

followed with the US debt downgrade and all of the European woes - all of our indicators are in 

'the zone' - which bodes well for February and beyond. 

While it is not possible to predict the big ticket items like nuclear disasters and failures to agree in 

Congress, our view is that the market is in a much better position to deal with the news flow than 

it was in 2011. Given the wounds that many investors carry from the last few years, it is doubtful 

that we could have a massive 2012 rally - but an above average rally to, say, over 4,800 by year's 

end is quite possible. It would take an awful lot to take the market back below 4,000. 

Unfortunately for us, the US Federal Reserve decision to extend its policy to keep rates low until 

2014, gave our dollar another shot of steroids. Finishing the month at $1.06 is unwelcome but the 

same stimulus helped copper, iron ore and oil prices to rise benefiting our resources sector. 

There are two big questions for February - and the rates issue is not one of them - are to do with 

our reporting season and whether or not the US will introduce QE3. If the season is good and 

QE3 emerges, the market should do very well indeed. Either and the market should be OK, and 

neither might mean a sluggish February while the market plays catch up after a stellar January.  
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Asset Classes 

Australian 

Equities 

At last we can report a really good month on the ASX 200. Over 5% in one month is a recent 

January record but capital growth at this rate is clearly not sustainable. Since we find the market 

is just fair-priced, there is no reason yet for a correction. Bad news would certainly impact our 

market but otherwise February should be flat or up. If we do have a strong February due to our 

reporting season and favourable overseas news, our market might find itself in a small bubble. 

Ours measures of fear and disorder are both at normal levels - even for the pre-GFC period! 

We believe that this situation is a necessary condition for a rally. In part, these conditions 

supported the January rally. Our rolling forecast for the next 12 months has risen from 11.3% at 

the start of January to 13.3% at the end.  

Foreign 

Equities 

The S&P 500 also had a strong January at 4.3% but the FTSE's gains were far more modest. 

On the other hand, the DAX grew by 9.5%. Of course the DAX suffered far more than the other 

major indexes in the second half of 2011 due to Germany's entanglement in the European debt 

crisis. That Germany is now rallying strongly adds support to at least a part solution to that 

region's malaise which, in turn, underpins our market. 

The slightly weak US reporting season accompanied our revision of the next rolling 12 months' 

forecast for the S&P 500 to slip down to 9% but is already back up to 10% - all very strong. We 

have the US market as slightly over-priced by 2 or 3 percent. With 6% our trigger point for a 

correction, it is hard to see another very strong month for the S&P 500 in February unless there 

is a miraculous solution to the European debt crisis. 

Bonds At the end of 2011 a number of big European countries' debt yields flirted with 7% - a level most 

analysts think of as the highest level without causing a real crisis. During January, a number of 

bond auctions got away at one or two percent lower than comparable yields in December. While 

the fear surrounding this situation has not gone away, it now seems contained for the first time 

in at least six months. 

Interest 

Rates 

The market is pricing a February rate cut at about an 80% chance. Some forecasters are 

expecting four cuts this year and most at least two. Given the strength of our economy and the 

world compared to 2008/9, I find it hard yet to justify crisis levels for rates - although I accept 

there probably will be one or more increases soon. There is a good argument for waiting a few 

months to see how the two cuts in November and December affect expectations and the 

economy. Business confidence was already up in January but a second read at least is needed 

to confirm on what track we run. 

For the first time since the current RBA interest rate policy started in the early 1990's, the banks 

are openly stating before any cuts that their mortgage rates are now going to be less affected 

by the official rate. Ratings' agencies are more frequently commenting negatively on our banks 

due to their reliance on foreign funding. The banks seem fine but the RBA is losing its power. 

Currency Our dollar has climbed from $1.01 to $1.06 over the month but many commentators think our 

dollar has been overbought. Any little hiccup could send it rapidly towards parity. Obviously, the 

decision by the US Federal Reserve to extend their period for low rates has supported our 

higher dollar. Perhaps the reasonable prospect of the US starting its QE3 monetary expansion 

is in the mix. Until there is more clarity on QE3 it is harder than normal to comment on our 

dollar.  

Oil WTI oil was flat in January but Brent oil was up about 4%. Copper and iron ore were also well 

up. It appears that the conditions of mid 2011 - before the debt debacle in the US Congress 

started - are returning. 

Gold Gold jumped up to the low $1,700s from $1,575 at the start of the month. The recent volatility of 

the price of gold seems way too high to be a safe-haven asset. 



 

                       Regional Analysis 

Australia Inflation fell, unemployment stayed constant and confidence fluctuated. There was a fall of 

29,300 jobs which, in itself, is not good, but the high level figure masks the gain in full-time 

employment that offset the even bigger fall in part-time employment. 

GDP growth in 2012 is still expected to be strong - at around 3% depending on whom you ask 

- but the two-speed economy carries on. Retail continues to suffer. But it is not just due to the 

internet and the high dollar. During the GFC, many retailers offered very large discounts for 

extended periods. Customers no doubt realised how big margins must have been before the 

GFC and got used to lower prices. Customers understand that it is optimal to hang out for the 

next sale! It's called negotiation. 

China There was sizeable support for a hard landing in China - but not by me. The latest GDP read 

was 8.9% - higher than analysts expected. China has the ability to swiftly slow or quicken the 

pace. They have already controlled inflation and now have room to quicken the economy if 

they so choose. The first reaction seems to be there is no need to quicken yet - but they do 

have their eyes on the ball. 

U.S.A. The USA started the year with some brilliant employment and confidence numbers. Although 

not all data were great. The month ended with a 2.8% read for GDP which missed the 

expectation of 3% and consumer confidence was extremely positive but down from the last 

read 

The Republicans have started their selection procedure for finding a person to run against 

Obama in November. In the first three primaries, the Republicans chose three different 

contenders. Some argue that the more right wind 'Tea Party' is at the root of the conflicts. 

Whoever wins the election, it is so important that the two major parties can argue in debate 

but work together for a solution to their economic woes - as they did only a few years ago. 

Europe Europe is still in trouble but there are some signs of recovery in recognition of the extent of the 

problem if not in the details of the solution. The new President of the IMF, Christine Lagarde, 

is scare mongering with talk of a 1930s style catastrophe. She seems to be of a very different 

view from when she was recently Finance Minister for France. I think she is just showing her 

frustration at European leaders moving too slowly. 

The Italian prime minister seems to have made a good start and that is reflected in the 

significant falls in its bond yields. Greece, on the other hand, makes slow progress. It is 

reported that within days, private Greek debt holders will state they are prepared to accept a 

70% haircut (loss of capital) and a reduced yield of around 3.5% on replacement bonds. This 

'voluntary' acceptance of losing capital would mean that credit default swaps (insurance 

against defaults) would not be triggered - even if the ratings agencies call it a default. If you 

don't understand that, join the club. I, for one, will accept any word games that avoid any 

knock-on effects. 

Rest of 

World 

Europe, the USA and China dominated the world economic news so much during January 

that there may as well not have been a rest of the world in terms of our economic drivers. 

 


