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Investment Directorsô Report  
 

The Australian economy is projected to grow quite strongly in 2011. The Westpac 

leading economic index projects 4% real economic growth in 2011, whilst other leading 

economic indicators put real growth at 6% per annum. Economic growth is mainly 

coming from a record high terms of trade (high bulk commodity prices, energy prices 

and raw material prices or high export prices) and high potential capital investment by 

the resource sector. Earnings in the Australian equity market are projected to rise quite 

strongly in the next two years to reach 390 to 400 per unit of the S&P/ASX200 index 

(earnings are currently just under 300 per unit). The Australian equity market therefore 

has substantial upside. 

 

The Australian economy is set to experience above trend economic growth in 2011 

(trend growth is 3.25% per annum) which is likely to put upwards pressure on cash 

rates and the AUD versus the USD. Commentators indicate that the Reserve Bank of 

Australia will lift official cash rates from 4.5% (neutral) to 5.25% to 6.25% over the 

next six to eighteen months. The Australian dollar is anticipated to remain strong 

versus the USD. Increasing cash rates, a high AUD and sub-trend/low rates of growth 

in the US economy and Advanced Industrial Economies are restricting the 

performance of the Australian equity market. Nevertheless, the outlook for earnings 

remains strong. 

 

The economic outlook for the Advanced Industrial Economies remains weak. Europe, Japan and 

the United States are struggling with the impetus of private sector de-leveraging and high and 

increasing government debt. Economic growth in the US economy is well below trend rates of 

growth (3.3% per annum) with the US economy experiencing its slowest post WW2 cyclical 

recovery. There is some chance of double-dip recession and deflation in the US economy in 2011, 

although exceedingly low interest rates and the potential for a secondary round of quantitative 

easing (expanding excess reserves in the banking system) are likely to prevent those outcomes. 

Economic data remains patchy in the US, but hopefully economic growth can strengthen in the US 

economy in 2011. Corporate earnings in the US remain strong. 

 

The Advanced Industrial Economies are likely to implement a fiscal contraction of 1-1.5% of 

GDP in 2011. Clearly long term structural government deficits need to contract, otherwise the 

threat of sovereign debt crises will intensify. This fiscal contraction is likely to slow economic 

growth in the Advanced Industrial Economies in 2011, although this is likely to be offset by 

increased confidence in the private sector. 

 

The performance of the Australian economy is diverging markedly from the Advanced Industrial 

Economies. Australia is benefitting from the strong economic growth in Asia and the Emerging 

Market Economies and in particular India and China. The Emerging Market economies are 

growing at 6% to 6.5% in real terms compared to 2% in the Advanced Industrial Economies. 
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The Chinese economy has grown at real rates of growth of 9.5% to 10% per annum post the start 

of economic reforms in 1979. Real economic growth in China has come from labor productivity 

growth of 4% per annum and the increased investment resulting from urbanization and 

industrialization 5%-6% per annum. The Chinese urbanization rate (proportion of the population 

living in cities) is 46.6% at the end of 2009 and is projected to increase to 65% to 70% in 2030. If 

these outcomes occur, Chinaôs economic growth will remain exceptionally strong for a period of 

at least 20 years. Indiaôs real long term economic growth is accelerating. The Australian economy 

and Australian equity market are benefitting from these trends. The Australian equity market 

should continue to outperform the major global equity markets. 

Equity investors should be able to look to a stronger June 2011 financial year with some 

confidence.  

 

The Funds we manage are highly concentrated in securities in which we hold a strong research 

conviction. We will continue to take a positive view towards the equity market, provided that 

Australian economic growth expectations continue to firm/remain robust. 

 

The team at Naos looks forward to a rewarding year in fiscal 2011. Your investment capital 

continues to be managed diligently and prudently. We are pleased to provide our Annual Report 

for the year ended 30
th
 June 2010 for the Funds.    

 

 

 

 
 

Craig Hood 

Investment Director 
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