L

th ebﬁgpict

1i

1‘6

guideposts: forgthe prnﬂte investot’

Publishing and Subscrip-
tion Information

thebigpicture guideposts for
the private investor is pub-
lished by thebigpicture Eco-
nomics (ABN 71 040 787 936).
The author, John A Robert-
son, while working in Austra-
lia, London and New York,
has over 20 years experience
in international financial and
commodity markets, corpo-
rate strategy, financial and
business evaluation and gov-
ernment policy. He has been
Chief Economist and a direc-
tor of a leading Australian
investment bank. He has
been a top-rated institutional
equity analyst and has mar-
keted investment advice in all
the major international finan-
cial centres.

To subscribe to the newslet-
ter, go to www.thebigpicture.
com.au or send an e-mail to:
admin@thebigpicture.com.
au.

Newsletter subscribers may
also subscribe to thebigpic-
ture premium content which
Includes tailored analysis and
seminars on economics, busi-
ness and policy issues aftect-
Iing Iinvestment decision-
making. Further information
can be seen at www.
thebigpicture.com.au.
te000000000

thebigpicture Economics
ABN 71 040 787 936

PO Box 333, Malvern
Vic 3144

Week Commencing 15 December 2003

COMPANY GROWTH EXPECTATIONS

Measured against the growth prospects of the Australian economy, overall
growth rates expected for larger Australian companies are now more sustain-
able. The disparity among companies’ growth prospects remains high with in-
vestors needing to make choices about management capacity to deliver.

Last week’s edition of thebigpicture outlined how it was possible to estimate the growth
rates investors are attributing to companies. This involved separating the current enter-
prise value of each company into three components:

e the value of the existing profit stream;
e a discount rate which is assumed to be the company’s cost of capital; and,
e a growth rate.

Analysing the largest 30 industrial companies listed on the Australian stock exchange
using this framework showed that the market was expecting
an overall rate of growth for this group of 5.2% a year. “By ranking companies
according to their
growth and return
characteristics .. ..
[investors] have access
to another important
guidepost in their in-
vestment decision-
making.”

As markets become overpriced, growth expectations begin
to outstrip what is possible in the longer term for the econ-
omy as a whole. This signals greater risk for investors buy-
ing at those prices.

From the perspective of the overall market, a 5.2% growth
expectation was a positive sign insofar as it indicated that
the anticipated growth rate was within the capacity of the
Australian economy (and related industrial economies).

However, thebigpicture analysis threw up a wide range in
growth expectations across the 30 companies analysed.
There was a high of 13.2% a year for Mayne Group and, at
the other end of the range, a 2.0% a year contraction expected for Telstra.

The arithmetic average growth rate was 6.7% implying that investors are tending to as-
sume a lower rate of growth for the larger companies than they are for the smaller ones
within the group.

A company with better growth prospects
will not always be the more attractive
investment. Better growth prospects
need to be traded-off against rates of
return.

Segmenting Company Value

A

Existing profit

There is some tendency for investors to
expect higher growth rates from compa-
1 nies with relatively low rates of return.
These companies are often in the
< ‘fallen angel’ category with a recovery

Market value Cost of capital

Expected growth

being factored into the market pricing.

The chart on page 2 suggests some guideposts for investors making stock selections.
It shows the rate of return for each of the companies analysed using its last full year
results and the implied growth rate in its market pricing calculated in the way described

(Continued on page 2)
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(Continued from page 1)
in thebigpicture last week.

The chart segments the companies into
relatively high (and low) growth and rela-
tively high (and low) return companies.
Companies fall into one of four categories:

e stocks priced for recovery: low cur-
rent return with high growth expecta-
tions

A company with better e stocks priced for performance: above

growth prospects will not
always be the more at-

tractive investment. Bet-

ter growth prospects need

average return with relatively high
growth expectations

e stocks priced for maturity: above av-
erage returns with relatively low
growth expectations

10 be z‘mded—oﬁ” agaz'mz‘ e stocks priced for disappointment:

rates of return.”

below average returns and relatively
low growth prospects

This allocation is how the market sees the
companies at a single point in time. The
position of the companies will vary with
movements in share prices. Relative posi-
tioning might not change with general
market movements. Relative positions
will shift, however, with changing perce p-
tions about the growth characteristics of
individual companies.

The market is currently putting a price on

Mayne Group, for example, which sug-
gests that a strong business recovery is
forthcoming. The market is saying, in its
current pricing, that it will grow its way out
of its current poor returns.

At the same time, the market seems to be
saying, in the case of Telstra, that it is a
very mature business. It faces a contrac-
tion in its income despite already having
above average returns on the funds em-
ployed in its business.

Among the challenges for investors, as
always, is to recognise divergences be-
tween the market’s current view and the
capacity of company managers to deliver
something different.

For example, Telstra managers might be
able to do better than the market is ex-
pecting. The people running Mayne might
not be able to deliver the anticipated
growth. Telstra could be the better invest-
ment and Mayne a disappointment de-
spite Mayne investors currently expecting
that it has the superior growth outlook.

It is possible, too, that the Mayne manag-
ers will deliver a relatively strong growth
profile in coming years but that this has
already been incorporated into its market
value. Delivering the growth might simply

(Continued on page 3)
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(Continued from page 4)

Despite this improvement, the growth rate
is more consistent with an econ-

US Disposable Personal Income

% change from year earlier

1990 1992 1994 1996 1998 2000 2002

omy in the latter stages of expan-
sion rather than one bouncing from
underperformance into the early
stages of an expansion.

So, the overall verdict is to be wary.
In each of the four indicators there
are positive signs. Conditions are
better than they had been. How-
ever, none of the indicators is say-
ing that there is a strong bounce
underway or that the US economy
has entered the early stages of a

2.1% in the third quarter of 2001.

However, attempts to rebuild low savings
remain a drag on faster consumption
growth. The 3.3% savings rate in October
was much lower than the 9% that

rapid expansion.

A more rapid expansion, with the help of
supportive Federal Reserve policy, might
still be ahead but the existing evidence is
insufficient to draw that conclusion.

prevailed ten years ago. However,
there has been some recovery 12
from the sub-3% rates that had
prevailed for most of the past
three years.

Business sales, the fourth indica-
tor, grew by 0.7% in October to be
5.1% higher than a year earlier.
The growth rate has returned to 3
where it had been just prior to the
invasion of Iraq.

% change from year earlier
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COMPANY GROWTH EXPECTATIONS coNT’'D

(Continued from page 2)

confirm what the market had been expect-
ing. For that reason, its subsequent share
price performance might not be especially
attractive.

The growth-return chart does not take
away the need for further research or

judgements about company management.
It does, however, help to identify the extent
to which expectations have already been
embedded in share prices so that inves-
tors have a fuller knowledge of what they
might be buying when they begin to assess
potential share market investments.

Importantly, in-

Implied Profit Growth Profile

annual % change

vestors are able
to judge relative
positioning
among selected
stocks. By rank-
ing companies
according to their
growth and return
characteristics in
this way, they
have access to
another important
guidepost in their
investment deci-
sion-making.
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Among the challenges
for investors, as always,
15 1o recognise
divergences between the
market s current view
and the capacity of
company managers to
deliver something

different.”
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THE US ECONOMY: HOW STRONG?

There is a more positive tone to the
US economy but care should be taken
to avoid overstatement.

Some recent reports have portrayed the
US economy as booming. Other descrip-
tions have been less dramatic but have

be fully using its existing workforce before
adding more people to the payroll. None-
theless, the employment indicator is an
important gauge for the well being of peo-
ple generally, their income prospects and
confidence about the future. Itis, at best,
in a neutral zone.

conveyed the same sense of an
unambiguous turn in conditions.

As usual, there is a risk of getting
caught up in the sheer volume of
statistics. thebigpicture has tried
to avoid this risk by returning peri-
odically to the same four statisti-
cal guideposts to check the vital
signs for the US economy

% change from year earliet

The four performance guideposts
are ones which are used by the
National Bureau of Economic Re-

1990

US Employment Growth
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search (NBER) in deciding whether

the US economy is heading into recession
or expanding. The NBER is the organiza-
tion charged with defining US economic
cycles and the timing of recessions and
expansions.

Employment is the first indicator. It has
stabilized in recent months. Data for No-
vember showed no change in the size of
non-farm payrolls from the previous
month. Employment in the three months

Industrial production, the second indica-
tor, rose by 0.2% in October to be 0.6%
higher than a year ago. Four consecutive
months of expansion have followed a pe-
riod of 12 months during which monthly
output grew on only three occasions. To
that extent, improvement is evident and
the momentum of change is positive.

Other indicators, such as the Institute for
Supply Management monthly survey, are
suggesting that the manufacturing

US Industrial Production

% change from year earlier
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expansion is continuing in the
short term. However, the change
is better described as recovery
from the relatively intense weak-
ness of earlier in the year rather
than a robust acceleration in
growth.

The availability of personal income
is a critical ingredient in the
spending decisions of consumers.
Disposable personal income, the
third of the indicators, was 4.8%

to November 2003 was 0.2% higher than
in the three months to August 2003.
However, non-farm payrolls are still 0.2%
smaller than they were a year ago and
1.7% lower than their peak in December
2000.

Employment will tend to be slower than
other indicators to show improvement be-
cause business usually wants to be as-
sured of better conditions and will want to

higher in October 2003 than it had been a
year earlier. This growth rate falls within
the range of income expansion rates that
had prevailed though most of the 1990s.

Continued income growth is helping to
underpin some recovery in personal con-
sumption growth. Personal consumption
growth had accelerated to 5.4% over the
year to October having been as low as

(Continued on page 3)

A more rapid
expansion, with the
help of supportive

Federal Reserve policy,
might still be abead but
the existing evidence is
insufficient to draw that
conclusion.”

thebigpicture guideposts for the private investor is published by thebigpicture Economics (ABN 71 040 787 936). While the information contained in this publi-
cation has been prepared with all reasonable care from sources believed to be reliable, no responsibility or liability is accept ed by the publisher for any errors or
omissions or misstatements however caused. Any opinions, forecasts or recommendations refl ect 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 invest-
ment. In issuing this publication, it is not possible to take into account the investment objectives, financial situation or particular needs of any individual recipi-
ent. Investors should obtain individual financial advice to determine their investment objectives, financial situation or particular needs before acting on any infor-
mation 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.



