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Current Themes 

 The dominant influence in financial markets has been, and will continue to be, the central bankers. 
Recent market volatility has been influenced by statements made by Ben Bernanke, and with 
significant money printing (or bond buying) programs in Europe, Japan and USA; recent market 
behaviour has shown how significant a hint of a wind-back can be, let alone when it actually 
happens. 

 From an Australian perspective, the lower Australian dollar is likely to continue for some time and 
may result in shifts on the sharemarket companies that are more sensitive to currency movements. 
The lower dollar should provide a boost to the Australian economy as it has become increasingly 
uncompetitive in recent years. 

Interest Rates 

o In Australia, the Reserve Bank maintained the cash rate at 2.75% and longer term bond 
yields have increased significantly moving above the range experienced over the year. 
Moving forward, statements from the Reserve Bank do suggest it may decrease its cash rate 
and the market appears to have priced in another 25bps reduction within the next month or 
two. 

Credit Spreads 

o Coinciding with increased sharemarket volatility over May and June, credit spreads took a 
breather and widened slightly. Investment grade credit is still trading significantly higher (40 
to 100+ bps) compared to before the GFC. So with interest rates still at historically low levels 
demand for credit still may be high as the “chase for yield” continues…but beware the 
volatility. 

Australian Dollar 

o In the two months to 10 July the Australian dollar declined by 12.5% from ~$1.05US to 
~$0.92US. Expectations of lower cash rates and a weaker economic outlook may mean it 
has further to drop yet. The Reserve Bank certainly believes there is room to decline further 
and $0.85US is their expected target. 

Volatility 

o Bernanke’s statements showed how jumpy the sharemarkets are about what he is doing and 
the extreme monetary and fiscal policy position in Japan could mean that higher 
sharemarket volatility becomes the norm. Avoid complacency to volatility if markets do calm. 
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Macroeconomic Risks 

Since Australia’s last recession in 1990/91, we have benefited from a housing boom, a resources boom 
and with the end of the latter, there is no obvious replacement to step in and create significant growth for th 
future. Whilst the Resources boom has been a wonderful thing, the downside is that has meant Australia is 
now an expensive nation and relatively uncompetitive in numerous areas such as our expensive labour 
force. Australia’s recent success has been driven by the success of China, just like growth in the 1980s 
was supported by Japan. Cracks are appearing in the Chinese economy and a further slowdown there is a 
strong likelihood.  

Moving forward, the Australian economy should be supported from a weaker Australian dollar improving 
our global competitiveness. In the meantime, the 4 biggest economies in the world continue to present 
major risks to Australia and global financial markets…winding back QE3 too soon in the US, Abenomics in 
Japan putting them in the debt stratosphere, Euro crisis continuing, and slowdown risks in China….and all 
of these risks should be significant for some time yet. 

Reserve Bank of Australia…still no change on outlook 

For the second month in a row, Glenn Stevens announced the Reserve Bank is leaving the cash rate at 
2.75 per cent. Like last month, this month’s statement was quite a short one which is not surprising given 
the content is more or less unchanged…and it has barely changed at all this year. 

Key comments in the statement include acknowledgement that global growth is declining although “may 
pick up next year”; that inflation “is consistent with the medium term target” despite the declining Australian 
dollar; and whilst it depreciated by around 10%, the Australian dollar “remains at a high level” and “it is 
possible that the exchange rate may depreciate further, which would help foster a rebalancing of growth in 
the economy”. 

Finally, as with last month, Glenn Stevens made it clear that “the inflation outlook may provide scope for 
further easing should that be required to support demand”. When you consider that unemployment has now 
increased to 5.7%, there a few job ads, the outlook for consumer demand is anything but strong, so a 
25bps reduction to 2.50% in August is probably a reasonable bet. 

Australian Government Interest Rates 

 

Source: Reserve Bank, Delta Research & Advisory 
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Bernanke Effect 

On May 22 at his testimony to the US Congressional Joint Economic Committee, Ben Bernanke 

mentioned that the Federal Reserve could begin to taper its $85billion per month bond buying in its next 

few meetings. The fact that he also mentioned that the labour market was weak despite an improving 

economy and that won’t cut back bond purchases yet didn’t stop this hint of a potential cutback triggering a 

significant market response. 

 

The following chart shows the performance of the US Dollar versus Australian Dollar (Blue line) against the 

S&P/ASX 200 Total Return sharemarket index since the start of this year. As the trendlines show, it could 

be argued that there is a correlation between the performance of the exchange rate and the sharemarket 

with the exception of the blue shaded area when the correlation goes from positive to negative.  

 

 
Source: Delta Research & Advisory 

 

The correlation breakdown roughly occurs between Bernanke’s congressional testimony around 22 May, 

and his monetary policy statement on 19 June. In the June 19 statement, Bernanke strongly confirmed 

that the bond buying program is to continue….so markets jumped up, the Australian dollar stabilized 

somewhat and the breakdown in the correlation shown above stopped. Since the reconfirmation by 

Bernanke, sharemarkets have improved and on 9 July, Bernanke re-iterated again about the continuation 

of QE3 and the sharemarket rallied.  

 

It is clear the sharemarket is a little nervous about the end of QE3…a 10% drop on a vague 

announcement is significant. Whilst QE3 may provide support for risky markets, like the sharemarket, in 

the next few months, the challenge to investors will be to ensure they are not too exposed to these 

markets when Bernanke finally announces the bond buying program is coming to an end. 
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