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2014: A Focus on Earnings 
 

Volatility – the name of the game 

After a stellar 2013, the month of January has come 

as a shock to many investors. Developed Markets, 

which had been distorted by Quantitative Easing (QE), 

saw a pullback as investors found weakness in 

economic indicators and shifted into defensive 

investments. This led to the perception of increasing 

risk in Emerging Markets (EM). EMs were previously 

beneficiaries of low US funding rates and now face an 

adjustment to asset prices as rates begin to rise 

draining liquidity from these markets. This is 

depressing their currencies and making risk-averse 

investors weary. Predictably, gold rose 3.2% and gold 

miners jumped almost 10% during the month. 

 

The rally in 2013 has raised valuations across equity 

markets. QE has done its part and it is now time for 

fundamentals to take the reins in guiding stock 

prices. Stock selection will be key in the next leg of 

the cycle as earnings growth must substantiate 

valuations. Unlike last year’s double digit returns, 

we expect high single-digit A$ equity returns in 

2014. To protect our clients’ wealth, we remain 

diversified and retain our focus on blue chip assets. 

We favour cash-generative businesses with strong 

balance sheets and economic moats operating in 

strategic industries. 

 

 

As with every market event, January’s pullback 

brought with it its fair share of market pundits making 

elaborate predictions based on data. The “January 

effect” has been brought up in many publications. It 

suggests that the market movement in January 

determines the year’s performance. 

 

At first glance, there seems to be some truth in this 

prediction. Out of the 44 years of available MSCI 

World data, 73% of the years followed this pattern. 

However, two very important points seem to be 

ignored by this market rule: 
 

1) January is part of every year – a negative 

performance in the month of January will drag 

down the year’s cumulative performance so 

the forecast is self-fulfilling. 

2) Anyone who has studied statistics will know 

that correlation does not imply causation – 

Just because 2 events are correlated does not 

mean that one causes the other. 
 

On 95% of the days I bring my umbrella to work, it 

does not rain. This does not mean that I control the 

weather or that my weather-predicting abilities are 

outstandingly poor – it just means I live in Australia! 

 

We view the January pullback as a healthy and natural 

breather for markets which were running hard in 

December and were in need of a dose of reality. 

 

The US and its “taper-tantrums” 

We often think of currency as the barometer of a 

country’s economy. Our underweight stance in 

Australian assets continues to pay off as the 

Australian dollar extends its slide against the USD. 

Although the Australian share market has shown 

resilience, signs of stress are beginning to show. 

Domestic demand has started to fall, well ahead of 

the mining sector contraction. Inflation is 

decelerating, especially when one excludes fresh fruit 

and vegetables whose price spiked due to abnormally 

high temperatures over the last 12 months. Unit 

labour costs in Australia are currently 26% above 

those in the US; a culture of entitlement has set in. 

After Ford and General Motors Holden, Toyota is the  
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latest car manufacturer to announce its departure 

from Australia due to high costs. This will lead to 

more job cuts. Australia needs reform and politicians 

have not demonstrated the will or ability to rectify 

the situation. In the medium to long-term the 

Australian economy must reform. We continue to 

target an AUD of 0.75 - 0.85 against the USD. 

 

Europe showing green shoots 

The US Fed has decided to taper its bond-buying 

program by another US$10bn beginning in February. 

The move underscores the US central bank’s 

confidence in an economic recovery despite recent 

market volatility. The consensus view is that tapering 

is set on ‘autopilot’ and, regardless of the data, 

tapering of a further US$ 10bn will occur at every 

FOMC meeting implying QE will officially end in 

December. 

 

Inflation in the US is running at 1.5% which is below 

their stated target of 2%. More worrying, although 

the unemployment rate is currently quoted as 6.6% 

against a 6.5% target, the real figure including people 

employed part time for economic reasons is actually 

11.3%. Even if QE comes to an end in 2014, we 

believe that we are still a long way off any monetary 

tightening in the US. 

 

We have a positive view on the US as an investment 

destination. The growth outlook in the US remains 

benign, as going forward there will be less fiscal drag 

than in 2013. The low interest rate environment 

favours CAPEX spending and the housing sector still 

looks promising. US exposure to troubled Emerging 

Markets is also fairly limited. Our key concern in the 

US is that valuations are beginning to look stretched. 

 

 

Following the most recent failure in Chinese Wealth 

Management Products (WMP), the decision to bailout 

investors increases the moral hazard and encourages 

flows into the booming WMP industry. Although we 

do not necessarily foresee a hard landing, this could 

ultimately lead to a liquidity crisis in China. The 

government’s planned tightening in domestic liquidity 

will be a complex balancing act weighing short-term 

growth against long-term benefits. Whether this can 

be done while averting disaster remains to be seen. 

  

As the chart above shows, the Chinese stock market 

action is reminiscent of Japan in the 90s and we are 

left wondering whether prices are discounting 

economic weakness ahead. Although there are 

threats to China’s economic growth, its economic 

fundamentals (currency, inflation, current account,  

GDP growth) are healthy. A disaster in China however 

equates to disaster in Australia and its repercussions 

would reverberate around the world. We therefore 

remain very vigilant of the situation. 

 

 

Broadly we see global markets as fairly valued. 

Although finding value is becoming increasingly 

difficult, we continue to find opportunities through 

our proprietary research and from regular meeting 

with our counterparties around the world. 

 

We remain diversified and invest internationally 

through our established network of private banks. 

Through our intermediaries we can access what we 

consider to be the best fund managers in the world. 

Some of these have not only consistently 

outperformed their benchmarks but also more than 

75% of their peers across all time periods. 

 

Gold remains an important diversification tool. It is 

interesting to note that as the West is selling gold, 

buyers in the East are relentless in their demand. 
 

Please contact Jill Nes, Martin Becker, Barry Mendel 

or Justin Gaywood should you wish to discuss your 

investments with us. 
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