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October was clearly a month of two halves. For the first two weeks, markets 
continued to languish. By 13 October, the ASX200 had fallen by a further 
2.6% after its 5.9% swoon in September.  The US share market, which had 
held up fairly well (down just 1.5%) in September, lost a further 5.6% by 15 
October. Chatter increased about the likelihood of an official (10% or more) 
correction. Then something happened. There is little agreement about the 
catalyst, but both markets turned “on a dime”. The Australian market 
proceeded to rise on 11 of the next 14 trading days, and by a total of 7.2%. 
This brought the result for all of October to a rise of 4.4%. 
The US share market, as measured by the S&P, rose by 8.4% in the second 
half of the month, to record a gain of 2.3% for the entire month. It is now 
at an all-time record high, and up by 9.2% so far this year. 
The main market-moving concerns have changed little in the past month. 
The Outlook for US Monetary Policy 
In the United States, unconventional monetary policy, QE (quantitative 
easing), has now ended. The Federal Reserve is no longer purchasing long-
term bonds and mortgage-backed securities. I have argued long and hard 
in the past that the end of QE did not have to be a major market-moving 
event, and I stand by that view. 
That said, the ending of QE has led to more focus on the “next step”: rising 
interest rates. The Federal Reserve reiterated at month’s end that the first 
rate rise (think of it as a switch from unconventional monetary policy to 
conventional policy) will not be for a “considerable time”. The common 
expectation is that the first rise will be in mid-2015 or later, and that the 
pace of rate increases will not be rapid. 
The US economy continues to fare reasonably well. It has just recorded 
3.5% annualised GDP growth for the third quarter, and the unemployment 
rate has fallen yet again, to 5.9%. Taken at face value, such data would 
suggest rates should rise; the “real” economy is a lot closer to its normal 
level than are interest rates! Of continued concern, however, is the 
relatively low level of inflation, with the Fed’s preferred measure—the core 
personal consumption deflator—tracking close to 1.5%, significantly less 
than the target of 2%. Japan showed us the perils of deflation (or 
disinflation). The Fed is correct to be concerned. 

Across the Pond  
There are, of course, also deflation concerns in Europe, where the latest 
CPI data show year-to inflation of just 0.3%. It is likely to be heading lower 
still; we haven’t yet seen all of the effects of the significant slump in oil 
prices since mid-year. 
In addition to inflation being “too low” in Europe, there is also concern 
about Eurozone growth, usually expressed as fear of a “triple-dip” 
recession. It is true that European growth is not strong, but when was the 
last time that it was? 
Much of the recent concern about growth comes from Germany, where Q2 
GDP fell and August was a hideous month for industrial production, thus 
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sparking fears of two successive quarters of negative growth. Whether or not this eventuates, 
the August weakness will almost certainly be shown to be primarily transitory.  It is worthwhile 
noting that, despite the speculation about slowing global growth in the past two months, the 
Consensus Economics forecasts for global growth have remained steady for next year, with more 
growth expected in 2015 than in 2014 (mainly because the US has already picked up  and is 
thought likely to continue to do relatively well).   
During the month, the European Central Bank carried out stress tests of major European banks, 
evaluating their vulnerability to a major recession and financial market instability. These tests 
always discover some banks “swimming naked”. Suffice it to say that the results were better 
than expected, leaving most of the banking system free to concentrate on lending rather than 
on shrinking balance sheets. 

And so to China 
China recorded GDP growth of 7.3% in the year to Q3, the slowest pace in five years. In the year 
to September, retail sales rose by (only!) 11.6%, the slowest rate in eight years.  China also 
recorded price falls in all 70 major cities for which data are reported. While this sounds 
calamitous, it’s not that unusual; house prices wax and wane very quickly in China. My call 
remains as it has been for a long time; China will continue to be a great story for Australia. A 
poor year there will affect us greatly, and there will be such a year eventually, but there is little 
reason for it to be “base case” in the foreseeable future.  

Meanwhile back in OZ 
The Australian economy continues to muddle along, with growth constrained by continuing 
declines in both mining capital spending and the terms of trade. In October, the CPI data 
indicated that Australia has neither too much nor too little inflation while the labour-market 
news became even more confusing. The headline CPI rose by just 0.5% in the September quarter 
and by 2.3% in the past year. The underlying measures of inflation have increased by an average 
of 2.6% in the past year. The scrapping of the carbon tax played only a minor role. Also in the 
month, the ABS published cost-of-living indexes for various groups (pensioners, self-funded 
retirees etc). These showed that, contrary to popular belief, all groups have experienced low 
inflation in recent years. 
Having previously reported a massive surge in employment in August, and a big decline in 
unemployment after a sharp rise in the previous month, the ABS was confronted with a 
September survey that suggested a big fall in jobs! Its solution was to revert to using seasonally 
unadjusted data—an extraordinary move, but surely a better solution than not doing it! As far 
as we can tell, employment growth remains sluggish, while the unemployment rate is still 
trending upwards. 

The RBA  
The Reserve Bank has not changed the cash rate—currently at a record low of 2.5%--since 
August last year, and it is looking increasingly likely that it will be “on hold” for several months 
yet. Markets are toying with the idea of a further cut, but I think this unlikely given the Bank’s 
concern about over-heated investor activity in housing. Late in the month it was announced that 
investor credit for housing had increased by 9.5% in the past year, the fastest pace since 
September 2008. Similarly, a rate rise appears unlikely given the state of the economy and the 
absence of inflation. In particular, it is very unlikely that the Bank would raise rates until it is 
clear that unemployment is no longer rising.  
My suspicion is that the RBA is hoping that its recent jawboning will be enough to turn down 
whatever heat still remains in the (investor) housing market. And this may turn out to be the 
case; house price inflation appears already to be on the wane.    
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A month ago I cut my end-of-year share market forecast from 5700 to 5500, the first change 
all year. I may still regret that change; indeed it may be best to settle on a range forecast of 
5500-5700! My exchange rate forecast, which began the year at 82 cents and was raised to 84 
cents and then 87 cents, still looks close to the mark. 

Chris Caton   

Chief Economist 

The views expressed in this article are the author’s alone. They should not be otherwise 
attributed. 


