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THE ANGELS KEEP FALLING

One of the most perplexing challenges for an Australian equity investor is deal-
ing with the propensity for self inflicted wounds among Australian companies.
The frequent conversion of market icons to fallen angels damages the standing
of the Australian equity market and complicates investment decision making,.

Pacific Dunlop (aka Ansell), Southcorp, AMP and Elders IXL (aka Foster’s) are just a very
few examples of prominent Australian companies whose managements have overesti-
mated their own potential and put the company at risk. Shareholders suffered directly
from a value decline and indirectly as companies missed out on opportunities as they
regrouped after often near-death experiences.

The tribulations of National Australia Bank in the past few weeks over inadequate con-
trols on risk (added to prior costly misadventures in the USA through its Homeside su b-
sidiary) have again highlighted the exposure of the Australian investor to the fallen an-
gel.

True, the National Australia Bank share price was not greatly affected by the forced res-
ignation of its chief executive officer in the past week. Indeed, the share price rose on

the news of his

replacement.

The great un-
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a strategic mis-
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years of growth in doing so, they would be worth more today. Returns from the Austra-
lian market would have been higher and its ability to attract offshore funds correspon d-
ingly greater.
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It is tempting to blame management failure. However, there are environmental factors
at work. A frequently recurring theme is strategic overstretch as companies make one
acquisition too many often in an overseas country where their management skills have
been largely untested.

This has elements of a national problem. The small Australian market partly dictates
behaviour. Contrast Australian managers with those in the USA. A US chief executive
can come to the job without having traveled overseas. US managers can make their
fortunes and reputations in their domestic market. This would be hard in Australia eve n

(Continued on page 3)
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“From this position,
history implies little
scope for profit to grow
faster than the rate at
which the overall
economy is growing.”

THE WEEKLY CHART SPOT
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Private corporate gross operating surplus grew 3.5% over the year to the September
quarter of 2003 according to statistics released by the ABS at the beginning of Dece m-
ber. The gross operating surplus approximates after tax earnings before interest and de-
preciation and is indicative of the overall profitability of corporate Australia.

The 6.6% annual rate of growth in the September quarter was lower than the 10% long-
term rate of growth in operating surplus but consistent with the slower rate of domestic
price increase which is now a feature of the Australian economy.

The corporate profit share, as shown in the chart, is near the upper end of a range which
has prevailed for the past 45 years. When profitability has been so strong in the past,
countervailing forces have constrained its growth. Chief among these have been de-
mands for higher wages.

From this position, history implies little scope for profit to grow faster than the rate at
which the overall economy is growing, probably around 6% pa. History also implies stock
market values are constrained by what the economy can deliver. Sharp stock market
movements, such as occurred through the 1990s, have usually been associated with
similarly sharp changes in the direction of the profit share.

Stock market indicators are not directly comparable to the make-up of the national ac-
counts measures. However, recent stock price movements are implying that corporate
profitability will now push beyond record levels.

US GOVERNMENT DEFICITS:

(Continued from page 4)

of line with the 7.3% annual rate of in-
crease between 1940 and 2003. To that
extent, it could be accommodated.

The chart on page 4 showing the historical
accumulation of government debt levels
does help to emphasise, however, that the
renewed resort to debt funding is a change
in the economic environment that pre-
vailed in the past seven years.

Low interest rates became a feature of the
1990s not just because of low inflation.
Stalled growth in government funding
needs also helped. As growth in the fund-

GOING UP coxtT’D

ing requirement is resumed, higher inter-
est rates are also likely since there is little
or no scope for lower inflation to act as a
counterweight.

For any given level of corporate profitabil-
ity, higher long term interest rates will usu-
ally mean lower equity values. If interest
rates were not changing, business profit-
ability would be reflected in higher market
values. One can expect higher interest
rates to offset some of the impact of the
higher profits. Consequently, the impact of
the deficit change is likely to be more sub-
tle than calamitous.
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(Continued from page 1)
among the smallest of public companies.

In October 2002, an entire issue of the-
bigpicture was devoted to discussing the
fallen angel phenomenon. At that time, of
the top 100 listed companies, there were
15 property or investment groups and 16
companies whose primary stock exchange
listing was overseas.

Of the remaining 69 stocks of potential
interest to Australian investors as locally
based businesses, 39 had been forced to
make a strategic detour or had been sub-
stantially downgraded by the market after
having its financial potential re-estimated
by markets.

The table on page one lists those compa-
nies. Even this is optimistic. The plight of
many fallen angels - remember Pasminco
and HIH - has been so severe that they
have disappeared from the top 100 rank-
ings or, in some cases, any other rankings
too. Others like David Jones have not
recovered enough to make the size cut-
off.

That left just 30. Of those, 17 were new-
comers which had arrived on the market
relatively recently after being privatized
(eg Commonwealth Bank or Qantas) or
spun off from larger public companies
which had gone through their own strate-
gic reappraisals (e.g. BHP Steel or Paper-
linx).

There were only another 13 companies
which had established a favourable repu-
tation through their own operational and
strategic decision making and had not
traversed the full Australian corporate life
cycle.... as yet. Flight Centre, Toll Holdings
and Wesfarmers were examples of com-
panies in this category.

But not all of these 30 companies are still
with us. Aristocrat Leisure, one of the lat-
ter 13, has fallen from grace spectacularly
to help sustain the national reputation.
BRL Hardy has been taken from us by an
offshore corporate buyer as has Bank of
WA.

The value of Cochlear has been reap-
praised perhaps less so for its manage-
ment shortcomings than other stocks. In
its case, the fault lay with vastly over in-
flated expectations about performance
and misplaced optimism about the riski-
ness of the industry in which it was oper-
ating.

All said, that leaves an ominous record for
investors wanting to buy and sleep com-
fortably at night.

Is there any lesson here for investors? His-
tory says that the risk of strategic over-
stretch is an inherent feature of the Aus-
tralian market. Three guideposts might be
worthwhile.

e Assume that all companies will eventu-
ally succumb to the self inflicted crisis.
This might appear a harsh judgement
but it is valid statistically.

e Remain diversified so you are not dis-
proportionately dependent on the one
(or more) company going bad this year.

e Retain a high degree of scepticism: be
ready to sell a well performing com-
pany.

A common factor among companies suffer-
ing from overstretch is that they become
overly preoccupied with growth, market
share, overseas exposure, strategic posi-
tioning and similar sentiments which re-
flect executive ego more than concern
about building measurable value.

Unfortunately, the Australian market is a
small community and there is typically con-
siderable pressure on Australian execu-
tives to be seen to be active. Those that
are not acquiring or divesting businesses
are frequently identified as not up to the
task. Straightforward operational success
is little appreciated.

With so few companies and individuals
upon which to focus attention, the daily
media can become very personal and ob-
trusive. In few other countries would an
executive’s home renovation be an item of
interest for the national press as it is so
often in Australia.

Acquisitions have a role. When they hap-
pen, however, there should be conclusive
evidence that they are capable of generat-
ing the necessary rates of return without
there having to be too many assumptions
about growth or synergies to justify the
transaction.

Here is a another suggested guidepost. No
matter how well performed a company
might have been in the past, as soon as
one sees that it is departing from a disci-
plined investment approach, the company
should be sold! History says that the risk
of waiting is too great.

“The great unknown
for Australian investors
15 how much wealthier
they would all be if
Australian companies
were safer. ...History
says that the risk of
Strategic overstretch is
an inherent feature of
the Australian
market.”
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US GOVERNMENT DEFICITS: GOING UP

The US government has foreshad-
owed that it will spend US$520.7 bil-
lion more than it raises in revenue in
the 2004 fiscal year. The $757.2 bil-
lion adverse swing in its spending
deficit from as recently as 2000 would
be devastating for other economies
but the US has a special position.

Although startling as an absolute number,
the anticipated spending deficit for the
year ending September 2004 is around
the level which prevailed for much of the
1980s relative to the size of the US econ-
omy.

The 2004 deficit is likely to approximate
4.5% of US GDP according to the Office of
Management and Budget (OMB) numbers
released on 2 February.

Over the decade and a half between 1980
and 1995, the deficit ranged between
2.2% and 6.0% of GDP and averaged
3.8%. During the 1990s, however, strong
and sustained economic growth drove
revenues higher so quickly that what had
once been regarded as a chronic imbal-
ance was eliminated and a surplus
equivalent to 2.4% of GDP was posted in
2000. Not since 1948 had this outcome
been bettered.

Higher business productivity supported
growth. At the same time, reduced de-
fence spending following the conclusion
of the cold war seemed to mean less
need for standing armies. Surplus financ-
ing seemed sustainable indefinitely.

Whether a US government deficit is ‘good’
or ‘bad’ depends very much on how easily
it can be financed. That, in turn, depends
on the appetite of the rest of the world for
US dollars or US dollar investments.

The USA is the only country able to borrow
from the rest of the world in its domestic
currency. It is able to force others to bear
the risk of a fall in the value of the dollar.

This is something the rest of the world ac-
cepts. It needs enough US dollars to fa-
cilitate world trade and act as a store of
value. There is no competing currency.
The euro has not established itself and
the yen, which had once been seen as a
potential rival, can no longer aspire seri-
ously to that role.

But how much is the right amount? The
US has proven that it can sustain budget
deficits for lengthy periods. Since 1930, it
has run an annual surplus on only 13 oc-
casions, four of which were between
1998 and 2001.

Continuing deficits have been sustainable
because investors have been prepared to
fund them. At the end of the 2003 fiscal
year, there was US$3,913.6 billion of fed-
eral debt in the hands of the public. This
is expected to rise by 12.6% by the end of
2004 and continue to rise at an average
annual rate of 5.1% until the end of 2009.

While the jump in government debt hold-
ings in 2004 is relatively sharp, the fore-
cast growth in debt is not significantly out

“Most likely, the upside
in business profitability
as the US economy
expands will not be
reflected as fully in
market values as higher
interest rates offset some
of the impact of higher
profits.”

However, even as predictions of end-
less surpluses were being made, the
economy had begun to slow. With
government revenues growing less
strongly and with newly emerging for-
eign policy considerations pushing
defence spending higher, the fiscal
outlook again changed swiftly.

US$billions

With a one percentage point leap in
the size of the deficit between 2003
and 2004, the notion of continuing
budget surpluses has been consigned
to the past. The prospect now is for
continuing deficits averaging some
2.5 % of GDP until 2009, according to

US Federal Debt Held by Public
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