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Shareholder value is a term bandied around investment markets by companies 
and investors without there being a lot of agreement about its meaning.  There 
is a clearcut definition which investors should bear in mind when making their 
decisions. 
Wesfarmers, The News Corporation, Foster’s and Biota, to use some examples of differ-
ent company styles, all claim that they are pursuing shareholder value.  And, yet, each 
of these companies is very different in their business approaches and financial out-
comes.  All are laying claims to public funds in a competitive market and investors must 
make choices from among them.  Is there a solid basis for the comparison? 

Ultimately, an investor is concerned about share prices and dividend flows.  However, a 
company is unable to influence the share price directly.  Its management has the c a-
pacity to influence its share price only indirectly through its financial and business pe r-
formance.   

So, a key question for any company board is ‘what measure of value should be targeted 
to maximize the chances of a favourable stock price reaction?’.  For an investor, the 
equivalent question is ‘how can I judge whether a company is committed to adding 
value to underwrite future share price increases?’.  

thebigpicture is 
an enthusiast of 
the return on 
funds employed 
as the basis for 
measuring share-
holder value. 

Public companies 
combine funds 
subscribed by 
equity investors 
with debt to pur-
sue their busi-
ness objectives.  
These debt and 
equity funds 
come at a cost.  
Debt funds are charged for explicitly.  Equity funds must be drawn from a competitive 
market and must return at least what could be received from alternative investments. 

ABC Limited can raise debt at 6.5%, with an after tax cost of 4.6%.  Its cost of equity 
funds is 10% - bond yields are 6% to which it needs to add an equity risk premium of 
4%.  This is a proxy for the return equity investors ought to be able to get through alter-
native investments. ABC has an average risk profile so that there is no need to apply 
any above average risk premium.  With its total funds employed being half debt and 
half equity, ABC has a cost of funds (after tax) of 7.3%. 

To cover the cost of the $100 million of funds it is using, ABC needs to be generating an 
operating profit, after tax, of $7.3 million.  If it falls short of this, its stak eholders would 
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US Profits & Market Movements
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(Continued from page 1) 
be better off placing their funds with alter-
native users. 

Anything over $7.3 million could be catego-
rized as adding to shareholder value since 
it would exceed what they could receive 
from other investments with the same risk. 

There is ample empirical evidence that 
company share price performance is 
stronger when company returns are higher.   

The chart on page 1 shows rates of return 
(on the horizontal axis) for thirty of the larg-
est industrial companies on the Australian 
market  and their market prices relative to 
book values (on the vertical axis). 

Investors are more likely to pay premium 
prices for companies with higher returns on 
the funds employed in their businesses. 

US corporate profits 
have continued to 

stage a strong 
recovery.  After tax 
profits increased by 
20.7% over the year 

to the December 
quarter.  If anything, 

the US market seems 
to be lagging the 
improved profit 

outcomes.  Politics, 
international affairs 
and concerns about 
interest rate rises 
might be sapping 
some strength.  

Importantly, though, 
the profit base is 

being put in place for 
future gains. 

The chart below illustrates the same phe-
nomenon over time using the specific case 
of Foster’s Group, one of Australia’s larg-
est industrial companies.  The blue bars 
show the extent to which the rate of return 
exceeded or fell short of the group’s cost 
of funds in each of the past fourteen 
years.  The yellow line shows movements 
in the Foster’s share price relative to the 
market as a whole. A rise signals that the 
Foster’s share price was rising faster than 
the market. 

The message in the chart is clear: improv-
ing rates of return are associated with su-
perior share price performance.  Share-
holder value losses are reflected in weak 
share price performance. 

In recent years, the company’s financial 
performance has slipped.  Its share price 

has been slightly stronger than the 
overall market because it is still add-
ing value but the return margin is skin-
nier and the  price momentum has 
been held back accordingly. 

In short, investors should remember 
the obvious guide to shareholder 
value: whether a profit of $100 million 
is satisfactory depends on the funds 
needed to generate it.  Requiring 
$1,000 million makes the perform-
ance only mediocre. There are proba-
bly better alternatives.  Needing $100 
million makes it exceptional.  Buy!  Do-
ing it with $10,000 million makes it a 
blatant failure.  Sell! 

Foster's Economic Return & Share Price
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“The latest statistics on 
our key guideposts show 

some more robust 
outcomes. A more 
meaningful recovery 
does appear to be 

taking hold as the US 
economy enters its 

springtime.” 
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(Continued from page 4) 
The Fed had been concerned that the 
tepid recovery might be reflecting a more 
intractable force – such as 
the wealth effect of weaker 
stock markets – than simply 
the lag between monetary 
stimulus being applied and its 
effect being noticed. 

A particular concern had been 
employment.  While it is usual 
for employment to lag other 
measures of performance, 
growing numbers of jobs are 
necessary to ensure confi-
dence building among con-
sumers and growth in house-
hold incomes.  Improving em-
ployment had been conspicuously missing 
on this occasion. 

The flip side of the missing employment 
was the unusually strong productivity 
growth.  Employers seemed to be seeking 
alternative ways of meeting demand in-
creases, particularly through use of more 
advanced technologies, and were less 
keen on employing more people. 

The latest statistics on our key guideposts 
show some more robust outcomes. A 
more meaningful recovery does appear to 

be taking hold as the US economy enters 
its springtime. 

The momentum of employment has im-
proved considerably.  During the first 
quarter of 2004, employment levels in-
creased over the year for the first time in 
the cycle.  The data for March was espe-
cially strong.  The 0.2% increase in non-
farm payrolls in the month was the largest 
monthly employment gain since May 
2000.   

However, the employment recession has 
been so broad and long that the number 

U S  E C O N O M Y :  B L O S S O M S  I N  S P R I N G   C O N T ’ D  
of jobs available in March was still less 
than the number on the payrolls in Decem-
ber 2001 and 1.5% lower than the number 

employed at the peak of the most recent 
economic cycle. 

Industrial production in February was 2.7% 
higher than in February 2003. Manufactur-
ing was relatively strong.  Its 3.2% gain 
over the year was higher than the 0.8% 
mining expansion or the 0.1% contraction 
in the output of utilities.  The latter was 
affected by weather conditions returning to 
more normal seasonal patterns.   

Household income growth was strong with 
positive signs for consumption spending. 
Disposable personal income was 5.6% 

higher in February than in Feb-
ruary 2003.  Growth in con-
sumption spending has also 
accelerated.  Its 5.8% annual 
growth rate in February was 
more consistent with the 
growth rates in the mid 1990s.   

Business sales in February 
were especially buoyant.  The 
7.8% increase over the year to 
February was the highest rate 
of increase since April 2000. 

In the short term, this run of 
better data will increase specu-

lation about an interest rate rise since 
there will be less need for the Federal Re-
serve to maintain its accommodating pol-
icy stance.   

There might be some temporary stock mar-
ket weakness as markets become used to 
the change in the direction of the interest 
rate cycle.  However, markets rarely fall 
consistently in the face of rising profits.  
That is especially so if inflation remains 
corralled.  A more strongly growing econ-
omy will underwrite further profit growth.  

US Disposable Personal Income
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US Business Sales
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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 par ticular 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. 
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There are now clearer signs of a more 
robust US economic recovery.  Beware 
some equity price volatility as the mar-
ket gets used to this fundamentally 
good news. 
thebigpicture has been tracking the condi-
tion of the US economy over 
the past year using four guide-
posts: 

• employment, 
• industrial production, 
• disposable income, and 
• business sales. 

These four indicators are con-
sistent with the principal activ-
ity measures used by the Na-
tional Bureau of Economic Re-
search (NBER) as guides to 
the position of the US econ-
omy in the economic cycle.  The NBER is 
the organization that officially defines 
whether the US economy has been in re-
cession or is expanding. 

Another reason for the choice of these 
four indicators is the need to track the 
same set of guideposts over time to en-
sure consistency in judgements.  It is bet-
ter to make a wrong judgement and know 
why than make a correct call and have no 
idea why.   

Sticking with a select number of indica-

tors, provided their original choice was 
well founded, allows for continual reap-
praisal of why decisions were made. 

Over the past year, the evidence seemed 

to show that the US economy had been 
past its worst but that the momentum was 
not particularly strong.  The following com-
ments track thebigpicture conclusions 
about the state of the US economy in 
April, July and December of 2003 based 
on the same set of four activity indicators: 

April: “…. some of the outcomes are not 
particularly robust. Nonetheless, the bal-
ance is tilted towards the positive implying 
an economy past its worst and gradually 
building up some momentum.” 

July: “Among the four key indicators which 
help distinguish between recession and 
growth in the US economy, the balance 
has turned less optimistic.” 

December: “Despite this improvement, 
the growth rate is more consistent with an 
economy in the latter stages of expansion 

rather than one bouncing from 
underperformance into the 
early stages of an expansion…. 
A more rapid expansion, with 
the help of supportive Federal 
Reserve policy, might still be 
ahead but the existing evi-
dence is insufficient to draw 
that conclusion.” 

This patchy and unconvincing 
flow of data, including some 
apparent reversal in momen-
tum in the middle of 2003, 
also persuaded the Federal 

Reserve to hold interest rates low for 
longer to give growth a chance to take 
hold.   
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“In the short term, this 
run of  better data will 

increase speculation 
about an interest rate 
rise….There might be 
some temporary stock 
market weakness as 

markets become used to 
the change in the 

direction of  the interest 
rate cycle.” 

US Employment Growth
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US Industrial Production
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