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Sense of déjà vu? 
Yes we started our last Quarterly Review with the same heading 
and unfortunately it is still just as relevant today.

Thankfully, the US avoided default during the quarter as 
their politicians agreed to increase the debt ceiling. This was 
overshadowed however by Standard and Poor’s downgrading the 
US from AAA to AA+. The downgrade was triggered by the lack of 
guidance and planning on future debt reduction. 

The US Congress established a bipartisan committee to identify a 
further US$1.2 trillion in budget cuts. The committee must reach 
agreement by 23 November 2011 and have the cuts enacted by the 
end of December 2011 or face automatic spending cuts in 2013. 

The risk of a European sovereign default continues to roil global 
markets as sentiment drives investment decisions. The fear, at 
present, is that any default will trigger another liquidity squeeze 
similar to the Lehman’s event that triggered the Global Financial 
Crisis.

Any significant default will have an immediate impact on 
European banks as they are the largest holders (outside of the 
European Central Bank) of sovereign debt. Default would trigger 
an urgent need to recapitalise the banks and therefore a reduction 
in the amount of capital available to the broader economy.

Chart 1 provides the current market estimates of the chances of 
a default by some of the European nations, with Greece leading 
the pack at 97%. It seems a foregone conclusion that Greece will 
default, it is just a matter of timing.

The ultimate risk of a European default is another global recession, 
however this time with no government bailouts.

Chart 1: Probability of a 25% default within 5 years

Global pressure is mounting on the Europeans to take decisive 
action and non-European governments are demanding a solution 
be put in place by the next G20 meeting in Cannes on 3-4 
November 2011.

Growth in the emerging and developing economies is still 
expected to be robust from which Australia should benefit. 
The possibility of a recession in the US is still 50/50 depending 
on which economic data you consider, however, the chances of 
a recession in Europe are growing daily.  Europe is likely to face 
a recession thanks to the extreme austerity measures that are 
being implemented. It is hard to envisage strong growth when 
governments are scaling back spending dramatically.

US Job Creation Package   
On 8 September US President Obama outlined a US$450 billion 
packaged aimed at creating new jobs. The “American Jobs Act” 
included employer incentives, new infrastructure spending and 
tax cuts all aimed at reducing the level of unemployment in the 
US.  This act has been put to the US Congress for a vote later this 
month, though it appears that the Act is doomed in its current 
form, as Washington is too divided to take any significant steps 
before the 2012 congressional and presidential elections. This 
political environment is likely to result in market volatility for an 
extended period. 

Spain has announced that it has consolidated its savings banks 
from 45 to 15 and has spent €4.75 billion nationalising the banking 
operations of its three largest savings banks. Another two savings 
banks have been given a further 25 days to find additional capital 
or face the prospect of being nationalised. Such measures are a 
positive for the banking sector in general and should provide a 
degree of comfort should there be a sovereign default.

Global Recession  
Markets seem to be pricing in a global recession. Global growth 
has indeed slowed and forecasts for future growth continue to 
be scaled back as outlined in Table 1, however a global recession 
is not inevitable.

Table 1: September 2011 IMF World Economic Outlook Projections
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Dutch Disease in Australia   
Dutch Disease occurs when a commodity boom underpins an 
appreciation of the exchange rate that squeezes both the import-
competing sector and the export industry. The phenomenon arose 
from the gas boom in the Netherlands in the 1970s and 1980s.

The Australian economy has certainly been feeling the impact 
of this ‘disease’ over the last six months as we have seen the 
Australian dollar climb to $1.10 against the US dollar. 

The higher exchange rate saw the Dutch manufacturing sector 
shrink by 18% and the lost output was never regained. Australian 
manufacturing is yet to fall to the same levels however we 
have seen highly publicised steel closures and numerous jobs 
lost. The AIG Performance of Manufacturing Index continues to 
slide showing that manufacturing remains in a contractionary 
environment.

Foreign Currency 
With the risk aversion high and concerns about global growth 
there has been a wave of Australian dollar selling. As at the end 
of the quarter the AUD had fallen to $0.96 against the USD and 
subsequent to this it has fallen to below $0.95. We have been 
recommending an unhedged position for global equities for an 
extended period on the basis that the AUD could fall quickly.

While there remains uncertainty about a sovereign default we 
continue to recommend maintaining the unhedged positions. 

Table 3: Commodity prices as at 30 September 2011

The supply/demand fundamentals are still in place for most 
commodities and as such we should see a return to price strength, 
however, this is predicated on the world not slipping into another 
recession. 

The continued strength of China (expected GDP growth rate next 
year of 9.0%) will see demand continue to outstrip supply. For 
those brave enough to withstand the volatility and with a long 
enough time horizon, the current equity prices allow strategic 
buying of household resource names.

Australian Equities 
As was the case with commodities, all sectors (except 
Telecommunications) fell dramatically over the past quarter as 
outlined in Table 4.

The reluctance of the consumer to spend has encouraged the 
selling of consumer stocks and the durables sector fell 37.26% 
over the quarter.  

The defensive sectors of food, telecommunications and utilities 
all held up reasonably well while the growth orientated sectors 
were sold off indiscriminately. 

The Australian reporting season has finished without too many 
surprises. Chart 2 shows that weakness was evident in the 
consumer orientated and manufacturing sectors however banks, 
property trusts and resource companies showed continued 
strength.

Table 4: Australian equity sector returns as at 30 September 2011

Commodities
Over the quarter all commodities (except Gold) fell and most 
managed to wipe out any residual yearly gains as can be seen in 
Table 3. The dramatic falls were the result of the overall ‘risk off’ 
trades emanating from the fear of a sovereign default. 

Table 2: Currency movement as at 30 September 2011
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Chart 2: Australian reporting season to 30 September 2011

Chart 3 indicates that Australian shares are once again offering 
dividend yields in excess of the 10 Year Government Bond yields 
as they were during the Global Financial Crisis. This is generally a 
very good indicator that Australian equities are cheap.

The same situation is evident in US equities however the critical 
point of difference is that the US bonds yields are being artificially 
reduced by the US Federal Reserve. 

Chart 3: Australian dividend yield vs 10 year government bonds	

International Equities 
Table 5 shows that the equity sell down has indeed been global. 

With the market already pricing in a global recession we could 
actually see the possibility of a market rally towards the end of 
the year if the world can garner some comfort that the Europeans 
will act decisively.

As we write there are still three European countries that still need 
to ratify the increase in the European Financial Stability Facility 
(bailout fund) – Malta, Netherlands and Slovakia. Slovakia are due 
to vote on 17 October 2011. 

Slovakia have declared that they will reject the proposal. All 
market participants will be watching this vote closely to see how 
much pressure the rest of the Euro area will bring to bear.

Real Estate Investment Trusts
As mentioned previously, the Australian listed property sector 
(AREIT) performed relatively strongly over the quarter having 
increased earnings by 16.4%. Unfortunately, the market still has 
a perception that the sector has not changed since the Global 
Financial Crisis.

We believe that the sector is offering good yields on attractive 
net tangible asset discounts. Most players in the sector have 
recapitalised their balance sheets and are enjoying low vacancy 
rates.

International trusts continue, however, to be overvalued.

Bonds 
The Australian bond market is pricing in interest rate cuts of up to 
1.25% by the end of 2012. We continue to believe that this is overly 
optimistic and is more likely to be a symptom of foreign nationals 
seeking out our sovereign debt due to our high credit ratings and 
rates on offer.

Cash and Term Deposits 
The Financial Claims Scheme (the Commonwealth Government 
guarantee scheme previously up to $1 million per bank) has been 
amended. The new cap to be introduced from 1 February 2012 is 
$250,000 per person per financial institution.
Existing term deposits continue to be covered at the current level 
until 31 December 2012, or until the deposit matures, whichever 
occurs sooner. 

The Reserve Bank of Australia (RBA) left rates on hold at its 
September meeting and is likely to do so for the rest of the year. 
The RBA has noted the global concerns but it also remains worried 
about inflationary pressures here in Australia. The next release of 
the inflation numbers in late October will provide clarity as to the 
next likely move by the RBA.  

Table 5: Global equity index returns as at 30 September 2011


