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EXCHANGE RATES: WHAT TO DO?

As the Australian economy has become more sophisticated, the winners and
losers from an exchange rate appreciation are harder to fathom.

The conventional view is that exporters lose and importers gain as the Australian dollar
rises. An investor should be aware of the exposures which are faced by companies in
which he is invested to avoid the balance of his exchange rate exposure biasing his
portfolio performance in one (perhaps unknown) direction.

The impact of a currency appreciation can vary from a large loss of profit to a large
profit rise depending on how the company organizes its activities.

The Australian dollar has fluctuated by up to 30% against its rolling five year average
value during the past
five years and is near
its peak variation now. oo
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Australian economy, especially in terms of the key inflation indicator, is now more
closely aligned with the rest of the world. It is only when Australia’s inflation perfor m-
ance has been out of line with inflation rates in the rest of the world that there has
been pressure for a trend change in the direction of the exchange rate.

An investor with a shorter horizon might consider selecting stocks with an eye to what
effect the next exchange rate fluctuation might have on the return performance of the
portfolio.

One simple way of monitoring the position is to categorize companies in a portfolio in
one of five ways.

Type A is a wholly domestic company. All of its
revenues are generated in the local market and
all of its costs denominated in Australian dol-
lars. A service provider, property developer or

How a 10% currency appreciation
affects profits* ....

Type A No chang;e smaller consumer goods distributor are likely
Type B Down 67% examples of this type of company . There is no
Type C Down 4% direct exchange rate impact from a currency
Type D Up 34% move.

Type E Down 10% Type B is a company whose production is

* using a simplified example with revenue of

100, costs of 85 and 30% tax (Continued on page 3)




adjusted statistics (shown
in the red line) for its e-
commerce retail sales
series. The most recent
data, for the September
quarter, again shows little
change in the penetration
of retail e-commerce.
Adjusted for the
‘Christmas shopping
effect’, e-commerce retail
sales account for 1.9% of
total retail sales activity.
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How MISLEADING IS UNEMPLOYMENT?

than the 57.8% employed in the third quar-
ter of 1981 when the cycle was at its previ-
ous peak.

While overall employment conditions have
clearly been improving, the rate of full-time
employment (shown in the yellow line) is
barely different to what it was in the early
1990s. On that measure, the recession
delivered a one-off change from which Aus-
tralia has never recovered.

The supposed improve-

CONT’D

number of hours worked per employed
person illustrates the important change
which has been occurring since 2000. Al-
though the number of people who have
been given employment of some form has
risen, the nature of that employment has
changed considerably. On average, people
are working fewer hours than they had
been working prior to 2000.

Despite no single statistic being able to

ment in labour market
conditions has been 104
driven by higher rates of
part-time employment.

Some would say that "

the more extensive use
of part-time employ-
ment reflects welcome
flexibility for both em-
ployers and employees. 08
However, the other view
is that employed people
are still not getting as 06

much employment as 1978 1982
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they would like.

On this view, it would be wrong to say that
Australia’s labour market conditions are as
good as they have been over the past 25
years. Two part-time workers could be put-
ting in half the number of hours of a full-
time worker and the unemployment rate
would be showing a fall.

The third chart showing an index of the

represent accurately the prevailing condi-
tions, the evidence is clear on one point.
Labour market conditions have not im-
proved so much that there has been any
noticeable improvement in full-time em-
ployment. Greater preparedness of em-
ployers to take on full-time workers would
be one of the clearest indicators of better
labour market conditions.®
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EXCHANGE RATES: WHAT TO DO? contp

(Continued from page 1)

wholly located in Australia but whose en-
tire output is sold in foreign markets at
prices denominated in US dollars. This is
similar to the typical Australian resources
company.

Type C is a company with a substantial
part of both its production and markets
located offshore. We assume, in the ex-
ample cited below, that it has 40% of its
revenue and production costs in an off-
shore location. Examples of this type of
company would include some of the larger
Australian firms such as Amcor, National
Australia Bank and Foster’s Group.

Type D is where all the revenues are gen-
erated in the domestic market but a sub-
stantial proportion of the costs are in for-
eign currency. We assume for the exam-
ple that 60% of the costs are denomi-
nated in a foreign currency. Local manu-
facturers which import materials for their
production processes or companies which
have offshore production centres for the
fabrication of goods which are to be sold
in the domestic market are examples.

Type E is where the local company has all
its revenue and a predominant portion of
its costs (say 80%) denominated in for-
eign currency. Some of the biotech com-
panies whose markets are entirely off-
shore and whose costs reflect the over-
seas market development activity which is
necessary to build alliances and take a
product to market could be characterized
in this way.

To illustrate the currency impact, the table
uses a simple model of a company with a
revenue base of 100 and a pre-tax profit
margin of 15% facing a 10% currency ap-
preciation.

At face value, Type B companies are
clearly the big losers from currency appre-
ciation. However, a strengthening Austra-
lian dollar might reflect more favourable
international growth prospects. For a
commodity producer selling US dollar de-
nominated raw materials, demand might
be rising at the same time, more than off-
setting any adverse currency impact.

Moreover, US dollar denominated prices
of internationally traded commodities
tend to rise with a weaker US dollar. In
part, raw material users in non-US dollar
regions bring the prices back to their pre-
vious non-US dollar values pushing the US
dollar prices higher.

For exporters of commodity raw materials
typically priced in US dollars, the disadvan-
tage from an Australian dollar appreciation
might be negligible.

Conversely, a weaker Australian dollar is
not an unambiguous advantage. Invest-
ment markets do not usually accord a
profit change from a currency fluctuation
the same value as one from an operational
or commodity price change. A very weak
Australian dollar, for example, has rarely
implied buoyant resource stock prices.

Despite the apparent financial exposure,
an appreciating currency might still be the
preferred scenario.

In evaluating export oriented companies, a
distinction needs to be drawn between
commodity producers with prices set in
international markets and exporters whose
sales are priced in Australian dollars or
other non-US dollar currencies.

Type D companies are the big winners.
However, despite being a clear beneficiary
of currency strength, there is a risk of the
investment market discounting the benefit.

A currency-based windfall might be ac-
corded a relatively low value if the market
concludes that it is not sustainable, a likely
conclusion given such a long history of
Australian dollar weakness, the dollar trad-
ing at above average values and little fun-
damental analysis pointing to a permanent
lift in its value.

While the sensitivity of Type E companies
to currency appreciation is not apparently
great, the impact might be significant
enough to be of concern since early stage
companies often have limited cash re-
sources and might not have budgeted for a
change in currency circumstances.

Seeking to minimize the currency impact
on earnings would lead investors to Type C
companies. Their relatively small profit
sensitivity arising from geographic diversifi-
cation of production and sales represents
an inbuilt management of risk.

An alternative is to structure a portfolio so
that the net effect on overall profitability of
currency change is not significant.

Using the example here would mean hav-
ing a portfolio comprising one-third Type B
companies and two-thirds Type D compa-
nies to eliminate the impact on overall
profitability of an exchange rate shift. ®

“An investor
should be aware
of the exposures

which are faced by
companies in
which he is
invested to avoid
the balance of his
exchange rate
exposure biasing
his portfolio
performance in
one direction.”
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How MISLEADING IS

An employment rate is a more mean-
ingful indicator of labour market con-
ditions than the more frequently used
unemployment rate which usually re-
ceives the headlines.

Australia’s unemployment rate is as low
as it has been for the last 25 years. While
it  might not have

UNEMPLOYMENT?

whatever the duration of unemployment.
If labour market conditions are sufficiently
poor that people give up hope of finding a
job, they will cease to identify themselves
as looking for work. That excludes them
from the definition of the labour force so
they are no longer part of the unemploy-
ment tally.

seemed so at the time,
there has been more or -
less steady progress in
reducing unemployment
since the recession of 10
the early 1990s. Meas-
ured conventionally, the
unemployment rate has
fallen from a high of

Per cent of Labour Force
©

10.9% in December
1992 to0 5.3% in October 6
2004.

Unfortunately, as a sum-
mary measure of labour
market conditions, the
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much-quoted unemploy-
ment rate has some significant inadequa-
cies.

One shortcoming is that it does not take
account of the duration of unemployment.
Unemployment with a strong chance of
another job following within a few weeks
is very different to unemployment which
might mean permanent exclusion from
paid work.

Another shortcoming is the tendency to
understate the true unemployment rate

The rate of employment is little used in
public commentaries but might go some
way to giving a more accurate version of
labour market conditions. The second
chart shows employment as a percentage
of the civilian population over 15 years of
age.

The blue line which shows total employ-
ment suggests a similar pattern to unem-
ployment. Labour market conditions have
been improving steadily since 1997 and

have reached a point
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which suggests that
they are as good as
g2 they have been.

The same proportion of
the working age popula-
tion is employed today
as was employed at the
beginning of 1990 at
the peak of the last cy-
cle and before the on-
set of recession. The
proportion of the popu-
lation currently em-
ployed is some 2%z per-
centage points higher
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(Continued on page 2)

“...as a summary
measure of labour
market
conditions, the
much-quoted
unemployment
rate has some
significant
Inadequacies.”

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.



