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A severe correction but not a new bear market
introduction
The turmoil in global investment markets has continued 
into this week, although the last few days have seen a bit of 
stabilisation and improvement in several markets. From their 
highs to their recent lows major share markets have now had 
the following falls: Chinese shares -43%, Asian shares (ex 
Japan) -23%, emerging markets -22%, eurozone shares -18%, 
Australian shares -16%, Japanese shares -15% and uS shares 
-12%. Such falls are painful for investors. This note looks at 
some of the main issues.

What has driven the falls?
In a way we have seen a range of issues combine to create a 
perfect storm for share markets over the last few weeks with: 

•  China's currency devaluation and weaker economic data 
raising concerns about the Chinese economy.

•  This came at time when concerns about the emerging world 
have been building for several years as falling commodity 
prices have weighed on commodity producers particularly 
in South America and the Middle East, this has been made 
worse by a shift to populist/anti-reform economic policies 
and Russia has shot itself in the foot over ukraine.

•  China's recent currency devaluation has triggered further 
falls in Asian and emerging market currencies, which have 
already been falling for four years now (and are down 37% 
from their 2011 high – just like the $A!).

• Tensions between North and South Korea.

• The bombing in Thailand.

•  Worries about the Fed raising interest rates at some point 
after investors have got used to near zero interest rates for 
more than six years.

•  The concerns in the emerging world have seen uS shares 
break down through the technical chart ranges that have 
provided support of late.

•  even Greece got a look-in with a new election on the way 
(although it’s unlikely to be a major threat as either the still 
popular Syria will be returned in a coalition government 
(most likely) or the main opposition group New Democracy 
wins - but both sides support the three year bailout deal just 
agreed to with the rest of Europe).

All these issues have combined and we have seen something of a 
negative feedback loop with falls in Asian share markets leading 
to falls in european and then uS shares and this then feeding 
back into Asian shares. At least until the last few days.

Are the share market falls just a correction 
or the start of a major bear market?
This remains the big question. (Note, I define a bear market as 
a 20% fall that is not recovered within 12 months, as we have 
seen examples of 20% of so falls in the past which are virtually 
forgotten about in a few months as shares quickly recover, eg 
in 1998.) Of course we can never know the answer in advance 
with certainty but there are good reasons to believe this is just a 
correction in major share markets as prior to recent falls shares 
lacked the conditions that normally precede bear markets: they 
were not unambiguously overvalued, they were not over-loved 
by investors, monetary conditions have not been tightened 
aggressively - in fact there had been no tightening at all - and 
cyclical growth indicators were pointing sideways.

Beyond these signs and put simply, if you believe the Chinese 
economy will collapse causing a severe global growth downturn/
recession then shares are probably headed into a bear market. If 
alternatively you think this is unlikely then it’s likely to remain 
a correction. Our view is that the latter is more likely as the 
Chinese Government has a very low tolerance for social unrest 
that would flow from a hard landing as it knows that could 
pose a threat to the Government. To avoid this it needs to keep 
growth at a strong pace. Its monetary easing this week with a cut 
in interest rates and bank reserve requirements is a positive sign. 
China is the only major country that has the fire power for lots 
more easing and it’s really the only major country that needs to 
do it.
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if it’s just a (severe) correction are we near 
the bottom?
Again this is impossible to know with certainty in advance. Our 
view remains that further falls and volatility in next few months 
could occur as worries regarding China and emerging markets 
linger, concerns about whether the Fed will raise interest 
rates soon will remain and seasonal weakness continues into 
September/october. However, there are some positive signs:

First, after sharp falls in share markets and falls in bond yields 
share valuations have become quite attractive. Our valuation 
measures for global and Australian shares have fallen back into 
very cheap territory.

Source: Bloomberg, AMP Capital

The gap between the grossed up dividend yield on Australian 
shares (which is now around 6.5%) and term deposit rates 
(around 2.5%) is now at its highest level since the GFC.

Source: RBA, Bloomberg, AMP Capital 

Second, investor confidence has rapidly collapsed as evident 
by all the talk of global calamity. In fact a measure of investor 
sentiment based on various surveys and indicators of fear 
that we track has fallen to levels often associated with market 
bottoms. This is positive from a contrarian perspective.

Second, investor confidence has rapidly collapsed as evident 
by all the talk of global calamity. In fact a measure of investor 
sentiment based on various surveys and indicators of fear 
that we track has fallen to levels often associated with market 
bottoms. This is positive from a contrarian perspective.

Source: Bloomberg, AMP Capital

Third, China has provided additional monetary stimulus which 
may help provide a circuit breaker to the negative feedback 
loop that has been developing. Significantly more easing is still 
required with real interest rates still too high and the banks’ 
required reserve ratio also too high. But at least they are going in 
the right direction.

Finally, the uS Federal Reserve has indicated it is aware of global 
growth risks and ongoing low inflation and looks like it will 
delay raising interest rates in September.

Second, investor confidence has rapidly collapsed as evident 
by all the talk of global calamity. In fact a measure of investor 
sentiment based on various surveys and indicators of fear 
that we track has fallen to levels often associated with market 
bottoms which is positive.

Source: Bloomberg, AMP Capital
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delay raising interest rates in September.
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Citibank economists still expect the global real economy to 
grow, if sluggishly, by 2.7% in 2015. They expect 3.1% growth in 
2016. These are consistent with (downgraded) consensus global 
ePS forecasts of 4% in 2015 and 11% in 2016 (Figure 15). From 
current levels, higher global EPS should mean higher global 
share prices.

Of course, a slide into global recession would suggest that global 
EPS should fall from current levels and probably take share 
prices down with them. For now, that is not our central forecast 
but we will continue to watch the macro indicators closely.

equities still The income Trade
Another sign that markets are already pricing in a cautious 
outlook on the global economy can be seen when we compare 
the yields on equities to those on government bonds. Tobias 
Levkovich (Citibank Chief uS equity Strategist) recently 
highlighted that this latest correction has pushed uS dividend 
yields back above 10-year treasuries (Figure 16). This yield cross-
over gave a useful buy signal towards the bottom of the 2008-09 
global financial crisis, the 2011-12 eurozone crises and even in 
October last year.

Share Markets
The chart below shows the performance of 
both The All ordinaries Index (xAo) and 
the S&P 500 uS Share Index (sp500) over 
the last 10 years. This puts the recent falls 
into perspective as despite the falls being 
sharp we are still well advanced from the 
low points in 2009.
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Labour proposes super tax increases
Opposition leader Bill Shorten said if elected Labor would 
ensure retiree phase earnings above $75,000 would be taxed at 
a concessional rate of 15 per cent. Broadly speaking, investment 
earnings from superannuation are currently tax-free. Labor’s 
proposed change would affect retirees with super balances of 
$1.5 million and above, assuming annual investment returns 
of five per cent. However, if returns are 10% in a single year it 
would impact those with balances of $750,000 and above. The 
opposition will also lower the threshold for the 15 per cent High 
Income Superannuation Charge from $300,000 to $250,000 to 
“better align tax incentives”.

As it stands, Australians with incomes of $300,000 and above are 
effectively taxed ‘double’ (ie. 30 per cent) on their superannuation 
contributions. Mr Shorten said the two measures would save 
$14.3 billion over 10 years, and are “responsible, fair and final”. 

Speaking at the National Press Club yesterday, shadow treasurer 
Chris Bowen said the proposed changes would be the only 
changes to superannuation by Labor in its first term back in office.

Financial Services Council (FSC) chief executive Sally Loane 
was asked about Labor’s proposal at a media briefing yesterday 
morning. “[We should] stop super being included in every annual 
budget cycle. It would be really sensible if we had a bipartisan 
position where we defined the purpose of superannuation. Reacting 
specifically to the Labor proposal, Ms Loane said the FSC does not 
support “just picking single levers to try and get to reform”.

Source: Tim Stewart 23/4/2015, Investor Daily
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