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Week Commencing 20 December 2004

END OF YEAR: MACRO STATE OF PLAY

The Australian equity market is hitting record new levels as the year ends. This
issue summarises the year end bigger picture. The first edition of thebigpicture
in 2005 will look further ahead at what might unfold.

In one sense, 2004 was as good as it gets for an equity investor with the economic cy-
cle working in favour of higher prices. Global output growth accelerated to an expected
5% according to the International Monetary Fund in its latest World Economic Outlook,
the strongest outcome in 28 years. This was higher than the 3.9% growth rate rec orded
in 2003 and higher than what is generally expected in 2005.

A slowdown in global activity is now widely expected, influenced by:

e the natural deceleration in US economic growth rates as a more sustainable growth
path is established;

e higher oil prices which are draining spending power from the industrial economies;

e weaker growth in Asia, especially China, as attempts to maintain control of the econ-
omy through tightening monetary conditions has an effect;

e continuing structural constraints in Japan and Europe which are limiting the growth
upside in these regions; and,

e a weaker US dollar which is reducing the competitiveness of Japan and Europe at a
time when improved export performance would have been expected to help boost
activity there.
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Inflation has generally been held within the bounds of what is acceptable to monetary
authorities in Australia and the USA. In Europe, inflation is consiste nt with economic
weakness. There is little or no pressure for higher interest rates from this source.

Much of the upward pressure on interest rates has been in the minds of policymakers.
That is, they have had some notion of what is a normal level of rates and have been bi-
asing policy toward returning to levels more in line with historical averages.

However, a year ago, commentators in Australia and the USA would have been forecast-
ing higher interest rates than we now have. In Australia, where rates had not been

(Continued on page 2)
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Capital flow statistics
suggest that Africa is
gaining more attention
from the rest of the world
as an investment
destination. Africa was in
danger of being the
forgotten continent
despite accounting for an
increasingly large
proportion of the world’s
population. An unstable
combination of poverty
and burgeoning
population mark it as a
region whose economic
development will become
an increasingly important
global policy issue.
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(Continued from page 1)

pushed as low as in the USA, the upward
pressure has largely dissipated and there
are some who think that current levels rep-
resent the top of the cycle.

As the year ends, bond yields have been
dropping. A benign inflation outlook cou-
pled with a lowering of economic growth
expectations are at work here.

In the USA, profits after tax over the six
months to the September quarter were
some 14% higher than they had been a
year earlier. The profit performance in
Australia has been similarly strong. Across
the economy, non-finance corporate profits
were 12% higher in the six months to Sep-
tember compared with the same period a
year earlier. The share of

The closure of this gap has some signifi-
cant implications for the relative riskiness
of stocks and how funds should be allo-
cated between smaller and larger compa-
nies as the cycle turns. The convergence
in economic performance suggests that
themes which focus on large companies
versus small should be less relevant than
has been the case in prior years. Now,
there needs to be more emphasis on rela-
tive financial performance irrespective of
size.

Despite the Australian market being 23%
higher since the beginning of 2004, the
indicators used by thebigpicture to judge
whether the market is undervalued or
overvalued signals that it is still underval-
ued. In other words, the market apprecia-

profit in the economy
reached record levels during
the past two quarters for
which data are available.
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Improved profitability has
underwritten the strength of
the Australian stock market.
The underlying financial per-
formance of smaller listed
companies has been espe-
cially notable. As discussed
in prior issues of thebigpic-
ture, the performance gap 2
between the largest indus-
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trial companies and the
smaller end of the market has largely dis-
appeared.

(Continued on page 3)
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US Economy: Settling In  cont’d

(Continued from page 4)
porting occasionally on the condition of
the US economy using four guideposts:

e employment,

e industrial production,

e disposable income, and
e business sales.

The flip side of disappointments on the
employment front has been surprisingly
strong productivity and profit growth.

Employment and investment spending
commitments by business have tended to
lag well behind measures of business per-
formance during the current cycle. Some
have suggested that the stricter corporate
regulatory environment has

US Business Sales
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made business more risk
averse and has adversely af-
fected its willingness to commit
to new people or new capital.

In any event, there has been
sufficient excess industrial ca-
pacity from earlier rounds of
investment to meet rising de-
mand.

A 0.3% rise in industrial pro-
duction in November took in-
dustrial output 4.2% higher

2004

These four indicators are consistent with
the principal activity measures used by
the National Bureau of Economic Re-
search (NBER) as guides to the position of
the US economy in the economic cycle.

The NBER is the organization with the job
of officially defining whether the US econ-
omy has been in recession or is expand-
ing.

The speed of US employment growth has
been disappointing compared with recov-
eries from past recessions.

Over the last year, non-farm payrolls have
increased at a monthly average rate of
171,000, below the average 190,000
monthly pace during the last recovery
phase between mid 1991 and early 1995.
This increase also seemed slower than
usual because it followed a false start in
2003, illustrated in the first chart, when
employment growth stopped and other
activity indicators seemed to stall.

On this occasion, there seems to have
been a greater determination on the part
of US business to secure its own fortunes
before boosting employment.

than it had been a year earlier.
The chart shows a deceleration but the
rate of growth is now consistent with the
pace of output growth through much of the
1990s.

Disposable personal income, the key ingre-
dient for household sector demand growth,
increased by 5.2% over the year to October
2004. Meanwhile, consumption spending
growth of 6.6% over the year was the high-
est since the last quarter of 2000.

The strengthening growth in consumption
forced the personal savings rate to a near
record low. While this indicates, in the
short term, a relatively confident group of
consumers, it leaves open the question of
how consumers will adjust their consump-
tion in the longer term to accommodate
likely levels of income.

Business sales growth, despite decelerat-
ing slightly, remained strong. The 10.9%
expansion over the year to October sug-
gests that the forces affecting business
sentiment are positive. Buoyant sales
should engender more confidence and un-
derpin growth in business profitability, e m-
ployment and investment, the drivers
which sustain an economic expansion
once it is underway. |
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tion has been validated by improved busi-
ness conditions.

The US model still suggests that the mar-
ket there is sitting at around fair value.

That is not to say that the US market will
not go higher but there is little impetus
from valuation for it to move ahead. The
models flag better value in Australia .l

“Growth rates
have subsided
reflecting
reversion to more
sustainable rates
of economic
activity. In doing
so, the overall
pace has eased
potential worries
on the policy
front.”
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Recent data suggest that the US econ-  generally favourable view of the US econ-
omy is settling onto a sustainable omy. Growth rates have subsided reflect-

growth path. ing reversion to more sustainable rates of
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deflator, was 2.4% higher over
the year to October. However,
this remains within the
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in the data that a speedier re-
. . version to more normal levels of interest
pace which would subsequently subside  rates than its “measured pace” needs to

to something more in keeping with a ma-  pe contemplated by the Federal Reserve.
turing expansion phase.

thebigpicture has been tracking and re-
There was little evidence of

the pace of growth being US Disposable Personal Income
threatened seriously by out- 10

side factors. True, there were
risks including the geopolitical
sort and those associated with
higher oil prices but, against
these, policy remained very
supportive with the Fed Funds
rate then only 0.5 percentage
points higher than the record
low of 1% first set in the sum-
mer of 2003. 2
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Over the past several months,
the flow of statistics has reinforced this

(Continued on page 3)
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