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Overleaf is an interesting graph
showing the relationship between
Australia’s GDP and the sharemar-
ket. As you can see, if you ignore
the short term “noise” of markets,
ultimately the market will move in
the direction of our (Australia’s)
economic growth (GDP).

Why the relationship?

Economic growth, or Gross Domestic
Product (GDP), is the total economic
output of a country. It is measured in
terms of the total market value of all
final goods and services made within
the borders of a country within a year.

Hence, if GDP is positive, it means the
total output in the past year was up on
that of the previous year. In contrast, a
recession is where there are two con-
secutive quarters of negative GDP
growth.

So, if GDP is positive, it also follows
that company profits, on average,
would also have grown over the same
period as private enterprise (versus
government) represents the vast ma-
jority of Australia’s economic output.

If company profits on average are
increasing, then fundamentally their
share prices should also be increas-
ing. More profits equal larger divi-
dends or greater retained profits for
re-investment.

This is why on the overleaf graph, the

Always Back Fundamentals

Australian sharemarket has over time
roughly traded with the same bias as
the long term direction of Australia’s
GDP. Clearly on a short term basis
the sharemarket has undershot or
overshot the equivalent GDP growth
at any point in time. This is where
short term sentiment and influences
play a role.

What does it all mean?

This graph has been incorporated to
show that long term, fundamentals win
out and the short term “noise” of the
market provides opportunities.

In our first (and only to date) special
edition of MBM in October 2008, we
stated that the ultimate fear of a finan-
cial system collapse had passed and
the market would again focus on eco-
nomic fundamentals as this is what
drives the markets in the long term.

In the past few months the market has
traded in a 10-15% band as we swing
from the glass being half full to half
empty. This volatility is likely to con-
tinue for some time, but we suspect
with an upward bias.

There will be plenty of more “noise”
along the way, but if the overleaf
graph is any indication, we need not
fear as we re-trace closer to our GDP.

We still stand by our prediction of the
markets again breaching the 5,000
point level by Christmas.
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As mentioned in our last Martin Bros
Monitor we have upgraded our de-
sign. This is the first face lift we have
done since launching the first edition
in 2002. We hope you like it.

As always, we welcome any feed-
back you may have on the MBM
layout or our new Martin Bros logo.
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Efficient Market Theory

Efficient Market Theory (EMT) sug-
gests that share markets should work
efficiently—that is, all known informa-
tion about each company should be
built into all share prices on a rational
basis. EMT assumes two things:

1. that there is rational behaviour
from all market participants;
and
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2. that all known information
about a company has already
been factored into the share
price.

Efficient Market Theory was devel-
oped into its current form in the
1960’s. With the advent of Hedge
Funds and recent events such as the
GFC, it makes it hard to believe in
EMT. If the markets were open one
day every year, perhaps EMT would
hold true. But not on a daily basis.
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