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US sharemarket correction underway
Financial markets
 US sharemarket slump: The US Dow Jones has fallen by over 1,800 points or 7.1 per cent over the past
two days. After hitting record highs on January 26, the Dow Jones index has eased to 2-month lows.
Movements in US and European markets have the potential to affect the domestic market.

What do the figures show and what does it all mean?


Some would say that it has been a long time in coming. That is, a pull-back in the US sharemarket after stellar
gains for months. Well on Friday that pull-back started and it continued on Monday. The Dow Jones has now
fallen by over 1,800 points or 7.1 per cent. So where does that take the market back to? Actually only to the levels
of December 8, around a two-month low.



So what has prompted the declines for key US share indexes – declines that have spread to other markets in
Europe and Asia? One influence was the latest US jobs report. US non-farm payrolls (employment) rose by
200,000 in January, ahead of forecasts for an 180,000 gain. The jobless rate was unchanged at 4.1 per cent as
expected. But the key result was wages or average earnings, up by 0.3 per cent after a 0.4 per cent gain in
December. That put annual wage growth at an 8-year high of 2.9 per cent.



That’s right, strong US economic data was one factor prompting a sell-off in stocks. The worry was that stronger
wage growth could lead to higher prices (inflation). And that could lead the Federal Reserve to be more
aggressive in lifting rates.



Now higher interest rates aren’t necessarily bad news if prompted by a stronger economy. But if rates rise it could
lead to slower consumer spending, slower demand for new homes and slower growth in profits, thus affecting
share prices. Here the concerns relate more to the Federal Reserve hiking rates too aggressively, thus slowing
the economy too much. If the rate hikes are measured, keeping economic growth and inflation on a sustainable
footing, it is actually a positive development.



Also in terms of the sell-off it has to be remembered that US shares were priced for perfection at around 19 times
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earnings. The more ‘normal’ relationship is for shares to be around 15 times earnings. Still, US companies have
produced stellar earnings over the reporting period. So it is understandable that some ‘irrational exuberance’
would emerge.


Thomson Reuters notes that half of the S&P 500 index companies have reported earnings. So far 78 per cent
have beaten expectations whereas a more normal season is for around 64 per cent to beat forecasts. Analysts
now believe that fourth-quarter earnings will be up 13.6 per cent on a year ago, up from 12 per cent on January 1.



It’s also worth noting that the bulk of the high-profile companies have now reported earnings. On Thursday, Apple,
Amazon and Alphabet (parent of Google) all reported earnings after the bell (close of trade). Exxon Mobil and
Chevron reported earnings on Friday.



As noted, earnings growth has been good. But investors question whether the good times will continue at the
same pace or whether now is a good time to book some profits. And that makes sense – there are fewer good
reasons to buy, but some reasons to sell.



Take Apple, its latest quarterly revenue was US$88.3 billion, an all-time record and up 13 per cent on a year ago.
Cash levels lifted to a record US$285.1 billion. But Apple shares fell 4.3 per cent on Friday. Analysts were
disappointed with product sales and the forecasts for future sales. In short, analysts wanted more.

What are the implications?


The Australian All Ordinaries index fell by 101 points on Monday or 1.6 per cent with the ASX 200 down 95 points
or 1.6 per cent. Further declines are tipped in Tuesday’s session.



The Australian market – like many other global sharemarkets – has under-performed the US market over the past
year. And sharemarket valuations are less lofty in Australia. Still, as was shown on Friday, the old-adage still
applies: ‘when the US sharemarket sneezes, the rest of the world catches cold’.



The important point is that economies are in far stronger shape than they were a year ago or five years ago.
Economies are growing at a faster rates and profits are rising. Technology is driving down costs and cheaper
prices for a raft of goods are buoying consumer purchasing power.



The Aussie dollar eased to below US79 cents and the weaker currency (down from recent highs above US81
cents) will assist exporters and globally-focussed companies.



The Reserve Bank meets today. Rates will remain on hold. If new problems were to arise in the global economy,
the Reserve Bank is well placed to cut rates. But the chances of rate cuts are still low. The concern for the
Reserve Bank has been the slow growth of wages and prices. If a little more inflation was to emerge in the US
and spread across the globe, it would be considered a positive, not negative, development.
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