
SMART Money February 2016...The battle of the bull
and the bear...

 

 
Hi There, 
 
There is a belief that global
markets, and in turn
Australian markets are about
to enter a significant bear
market run.

 
US shares are at the lowest level in 21 months, amid
concerns that slowing economic growth will sap
earnings power. The announcement from the US
Federal Reserve that they are unlikely to rise rates
again in the short term, is quelling some market
overreaction, however volatility is still rife. 
 
Our experts at DNR Capital have provided us with
some valuable insights into these latest market
reactions. If you are an investor with DNR Capital,
they also have highlighted the impact of recent market
movements on their portfolios. 
 
I encourage you to read Jamie's Market Updates and
please feel free to contact the CSP Office to discuss
how all this might impact your personal investments.  
 
 
Until next time...

 
 
Market Update
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poor start to the
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With reporting season under way and given
the increased market volatility, we provide further
information in addition to Tuesday's market update, "a
poor start to the year." 

 
 
Financials 
 
Our portfolio valuations have been impacted by weakness in
financials this year. The sector has been influenced by sentiment
associated with global events but appears to be overshooting in
our view. We have met with management of Bank of Queensland
and attended the CBA result briefing which has provided us with
further insights into the sector. 

 
The two key concerns globally include: 
 
1. The potential for bad debt deterioration especially associated with mining and
oil and gas exposure. 
 
2. Higher funding costs. 
 
 
In relation to these two issues we note the following: 
 
1. We expect bad debts to rise for banks in coming years (given they are at a low
point).   
 
2. However there are no signs at present in a sharp deterioration. Asset quality
remains sound. 
 
3. CBA’s troubled loans continue to fall. 
 

 

 
4. Mortgage Insurers are not reporting any significant deterioration in housing
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delinquencies. 
 

 

Source: Genworth 
 
5. Bank of Queensland’s (BOQ) impaired loans and past dues have improved by
2% in the past quarter and they are not seeing any deterioration (at this point). 
 
6. We would expect bad debts to increase from mining exposures. However we
suspect global investor’s perceive our banks to be more exposed to this sector
than in reality. The major bank’s exposure is around 1.5–2% of total loans. Much
of this is investment grade. CBA has fallen circa $40b in market value in the past
year yet has only $18b in mining lending. A conservative assumption is 10% of
this lending is lost (50% of non investment grade lending). This would allow for a
loss of $1.8b compared with $3.7b that CBA holds as provisions for potential
problem loans.  
 
7. CBA and BOQ were both upbeat about the economy. While everyone couches
their commentary with some caution given the global volatility and uncertainty
regarding whether some problem loans will arise, there was also unambiguous
commentary regarding the improvements being observed on the ground. CBA
stated that “global volatility warrants caution, but overreaction also a threat”. Both
banks noted the transition the domestic economy is making from being resource
dependent with tourism and other export sectors picking up the slack. While risks
remain the economy appears to be handling the downturn in mining capex
surprisingly well. 
 



 

Source: CBA

 
8. Higher funding costs will have a small impact on profits by reducing margins
however we would expect the banks will seek to manage this impact. We have
already seen some price increases on mortgages and more recently business
lending. 
 
Conclusion 
 
Bad debts are at a low point in the cycle and will increase from here, however
the market is anticipating a significant deterioration of which there is no evidence
to support. Valuations on the banks look attractive. 
 
Key positives:

PE’s look attractive relative to the market at 10.8x—a 25% discount.
Dividend yield grossed up is trading at a large premium to cash rates. We
allow for a 10% haircut to dividends but the yield is still 8.6% (grossed up).

Historically when the banks have moved sharply negative on a one year basis it
has proven an attractive entry point. See the WBC momentum chart below. 
 

 

Source: DNR Capital

Earnings outlook remains solid.



The banks have been heavily impacted by regional selling / shorting which
we see as a contrary indicator.

Negatives

Global bank peers have been sold off and are generally trading at lower
PE’s than domestic banks (albeit this is justified by lower capital levels,
lower returns and greater historic volatility).
While money is exiting the Asian region, pressure will remain on domestic
financials.
There is the potential for lumpy problem loans to emerge in the mining
space which can cause negative sentiment (particularly for ANZ).

There is some potential for dividends to be reduced (but suspect the banks will
be reluctant to take this course and allow profit growth to chip away at the payout
ratio). 
 
Kind Regards 
Jamie Nicol 
Chief Investment Officer 
 
This document has been prepared by DNR Capital Pty Ltd, AFS Representative - 294844 of DNR AFSL Pty Ltd ABN 39 118 946 400, AFSL

301658. It is general information only and is not intended to be a recommendation to invest in any product or financial service mentioned above.

Whilst DNR Capital has used its best endeavours to ensure the information within this document is accurate it cannot be relied upon in any way

and recipients must make their own enquiries concerning the accuracy of the information within. The general information in this document has

been prepared without reference to any recipients objectives, financial situation or needs. Before making any financial investment decisions we

recommend recipients obtain legal and taxation advice appropriate to their particular needs. Investment in a DNR Capital individually managed

account can only be made on completion of all the required documentation. 
 

 
This month we discuss the poor start to
the year. While sentiment remains
weak, the reasons for the market fall are
not particularly obvious from our
perspective. 
 
The Chinese economy remains soft (but
this is largely known to the market). The
US economy has slowed a little but

remains reasonably robust. 
 
The market has been reacting to the fall in the oil price but this should be positive
for global growth. Nonetheless the weakness has remained persistent and in
some pockets, such as tech stocks, it has accelerated. 
 
While individually the reasons for the correction do not seem particularly
convincing, a range of factors are contributing to the weakness including the
following:

US Federal Reserve tightening. We asked ourselves last year whether
the beginning of US Federal Reserve tightening would add to volatility or
whether it was already reflected in markets. The price action this year
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suggests the removal of this support has left the market more vulnerable to
volatility (the market no longer has the confidence that the US Federal
Reserve will step in with quantitative easing to support markets). 

US market strength last year. The US market had held up well into the
end of last year despite some evidence that the economy was softening.
Further we had seen excessive valuations in tech stocks which left them
vulnerable to a pull-back were sentiment to turn (which we have seen). 

 
 
 
Kind Regards 
Jamie Nicol 
Chief Investment Officer 
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