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guideposts for the prlv.gte investor

thebigpicture news

The flow of European economic
news continued to emphasize
the subdued nature of economic
conditions in the region:

® curo zone inflation in July
was 1.9%, below the Euro-
pean Central Bank's inflation
target of 2.0%

e industrial production in the
euro zone rose by 0.5% in
June, the best performance in
three months

® retail sales in the UK grew
4.5% over the year to July,
the slowest pace in 18
months.

® Germany's economy grew by
0.3% in the second quarter of
2002

® real GDP growth in the U.K.
in the second quarter was
0.6% with growth over the
year of 1.2%
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INVESTOR CONFIDENCE: HOW
COMPANIES AND ANALYSTS COLLUDE

Private investors, unsuspectingly, have become the losers in the relationship be-
tween companies and analysts.

This unhealthy relationship — highlighted in the Worldcom and Enron collapses —
served the purposes of both companies and analysts. Analysts, thought to be dispas-
sionate observers, actually became participants with vested interests in the outcomes
they were analyzing.

Once upon a time, equity analysts began to emerge as a specialist group which was paid
to review the financial reporting of companies. This would assist
investors to understand often arcane and inconsistent accounting
treatments and to make judgements about the financial perform-
ance of companies on a comparable basis.

Naturally, flowing from this, analysts were also asked to forecast : miﬂpdﬂlw

outcomes so that investors could make some judgments about the and dﬂdé/m‘
sustainability of current performance or growth potential of individ-
ual companies. Again, done on a consistent basis, this allowed like bemmejoz’ned m

companies to be ranked and choices to be made about preferred .
investments. managing marfket

So far, so good. Over time, the forecasts assumed more impor- results....”
tance and analysts began to be judged on the accuracy of their
forecasts rather than strategic analysis or understanding of his-
toric results. Their standing within their firms and their remunera-
tion would suffer through forecast inaccuracy.

Then, equity analysis became more competitive with surveys of institutional investors
ranking analysts. Soon, these rankings would become the benchmarks for determining
remuneration.

These forces put growing pressure on analysts to get closer to companies - to develop
relationships at various levels, initially, so as to improve their own forecasting and un-
derstanding of the businesses they were reviewing.

At the same time, markets were becoming more sensitized to the analyst forecast. Trad-
ing could be encouraged (and, thereby, broking commission generated) by betting on
forecasts. Having judged what the market was expecting in the approach to a result an-
nouncement, dealers could generate trading volumes by encouraging speculators to buy
or sell depending on whether they thought actual outcomes would exceed or fall short of
the expected result.

This created another mini-industry: companies compiling expectations data on anything
which could be forecast ranging from company earnings to monthly balance of pay-
ments outcomes or whether the RBA would move interest rates. And this has generated
much of the "noise" to which private investors are subjected through the financial media
on a day-to-day basis. But the market expectation was now precisely measured.

Discovering likely deviations from expected outcomes was now an important goal. This
was partly an analytical task but, ultimately, only one source of information was accu-

(Continued on page 4)
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RATE OF RETURN RANKINGS

“If management is not
covering the cost of
funding the business
and has not announced
plans to do so, investors
should be reviewing

whether to retain the

holding.”

The objective for any company should
be to achieve a rate of return higher
than its cost of capital.

A company returning more than its cost of
capital is adding value. Over time, other
things being equal, such companies should
appreciate in value.

They should also perform better than those
companies which fail to add value in this
way.

A company which generated an operating
profit last year of $100 on funds employed
of $500 may grow by 20 per cent with an
operating profit of $120 in year two.
Whether it did this by investing, say, an-
other $300 or through operational im-
provements which involved no additional
capital employed makes a big difference to
how that company should be regarded as
an investment.

thebigpicture looks at stocks in four

groups.

e G1: companies with a history of return-
ing better than their cost of capital

e (G2: companies which have a history of
falling short of their cost of capital and
for which there is no evidence of a
change in performance

e G3: companies undergoing sufficient
change that they could make the tran-
sition to the first group within the fore-
seeable future

e G4: companies which do not fit in ei-
ther of the first two categories but
which might have a new business of-
fering, process innovation or intellec-
tual property discovery. This is the
speculative category.

Investors should think in terms of G1 and
G3 companies making up the preponder-
ance of an equity portfolio with a small se-
lection of the G4 companies adding some
upside potential (commensurate with their
higher risk). G2 companies should be es-
chewed until, perhaps, there is a change in
management or some other signal that it
might make the transition to a G3 cate-
gory.

A company's cost of capital will depend on
its financial structure (i.e. how much debt
verses how much equity) as well as on its
riskiness (normally measured by a market
volatility factor). Sometimes, a company
can reduce its cost of capital by increasing

its relatively inexpensive debt and reduc-
ing its relatively expensive equity. This is
the rationale of some share buy-back ar-
rangements.

The tables opposite are indicative of the
spread of returns which are currently
available within the larger companies on
the Australian market. The returns range
from high double digit to low single digit.

Guidepost...A company with net debt
equivalent to 50% of its equity, average
stock price volatility and a 7%% pre-tax
cost of debt would have a cost of capital
of 9.2%. Its management would have to
achieve a return on the funds it employs
in excess of this to be adding value
through its business activities. If man-
agement is not covering the cost of fund-
ing the business and has not announced
plans to do so, investors should be re-
viewing whether to retain the holding.

The following companies highlight some
of the characteristics of companies within
different parts of the return rankings.

e Cochlear - the highest return com-
pany in the list and an outstanding
example of a company selling a high
value product based on its intellec-
tual capital. It requires a low level of
financial capital. Such an extremely
high rate of return would normally
justify its share price trading at a sig-
nificant premium to companies with
comparable levels of profitability.

e Foster's Group - a high-profile indus-
trial company whose financial per-
formance is now above its cost of
capital indicating that it is building
value. However, with little scope to
improve returns through operational
performance, it requires additional
capital to increase profit significantly,
constraining further return improve-
ments.

¢ MIM Holdings - a company which has
a history of poor returns more due to
exploiting a depleting resource base
than any particular operational or
management shortcomings.

e Coca-Cola Amatil - a company to-
wards the lower end of the rate of
return of rankings which has under-
gone some management changes
and which has foreshadowed im-
proved returns as an important oper-
ating target.
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HoOw COMPANIES AND
CONT’D

(Continued from page 1)

rate: the company compiling the earnings
statement. Talk to them, build a relation-
ship; a nod or a wink will be worth trading
income and personal standing.

Within companies, meanwhile, executives
were becoming ever more aware that
their share prices were going to be af-
fected by how their results related to ex-
pected outcomes. There was also evi-
dence that companies which beat expec-
tations consistently would attract a pre-
mium to their share prices. Companies
which undershot expectations would tend
to receive a discount in the market as
traders were more prepared to bet
against their results.

This created a another incentive for com-
panies: to ensure that their reported re-
sults were at least in line with expecta-
tions. The expectation had evolved into
something which would affect business
decision-making.

Companies which thought that they were
unable to meet expectations had an in-
centive to convey this to analysts in such
a way that the share price would be less
detrimentally affected than if they had
simply waited until the announcement
day. Thus companies and analysts be-
came joined in managing market results.

Some of the effects can be seen in the
earnings estimates of some well-known
companies. For example, usually about
10-12 broking analysts follow high profile
stocks like Telstra and Foster's. Cur-
rently, for the year ending June 2003, the
high and the low earnings forecasts from
these analysts are each within 5% of the
median estimate. Yet this result is one
year away, prior to the results for 2002
having been released and with these ana-
lysts coming from firms with often sharply
differing views about the economic and
business outlook.

Overlying this evolution and making the
relationships more insidious was the use
of the analyst as a means of currying fa-
vour with company executives. This was

ANALYSTS COLLUDE

exacerbated by declining commission
rates from institutional portfolio manag-
ers and the increased reliance on fees
from within the investment banking arm.

Regulatory action is being taken to sepa-
rate the investment banking function
from the stockbroking function but it
seems unlikely that short term trading
around expectations data will diminish. It
is unlikely, therefore, that the murky rela-
tionship between company and analyst
will be eradicated.

Private investors not privy to this relation-
ship are at a disadvantage in trying to un-
derstand and take advantage of market
movements.

Guideposts....However, there are some
guideposts which can be adopted in
choosing investments to afford some pro-
tection from this phenomenon.

e Most large companies have at least
twice yearly analyst briefings. Look
to invest in only those companies
which open briefings to all who wish
to participate.

e Focus on fundamental value. Rates
of return are harder to manipulate
than earnings. (See page 3)

e Check to see if companies report
against the expectations which
were established by them at the
previous briefings - if they explain
why the outcomes were different,
this is a good sign; a sign of honesty
and transparency in reporting.

“It is unlikely that the
murky relationship
between company and
analyst will be

eradicated.”

Want to subscribe to thebigpicture? Send an e-mail to
subscriptions@thebigpicture.com.au for details.

Remember thebigpicture money back guarantee: If,

asked.

after subscribing, you change your mind for any rea-
son, simply ask for your money back - within the first
month, a 100% refund on the annual subscription or,
after the first month, a pro rata refund .... no questions

This publication has been prepared and issued by ABC Pty Ltd (ACN xxx xxx xxx) (ABC). While the information contained in this publication has been prepared
with all reasonable care from sources believed to be reliable, no responsibility or liability is accepted by ABC for any errors or omissions or misstatements how-
ever caused. Any opinions, forecasts or recommendations reflect judgements and assumptions at the date of publication and may change without notice. This
publication is not and should not be construed as an offer to sell or the solicitation of an offer to purchase or subscribe for any investment. In issuing this publica-
tion, it is not possible to take into account the investment objectives, financial situation or particular needs of any individual recipient. Investors should obtain
individual financial advice to determine their investment objectives, financial situation or particular needs before acting on any information contained in this
publication. This publication is not for public circulation or reproduction whether in whole or in part and is not intended for any person other than the recipient.




