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A crash course!
Market falls continue to test investors, including the optimistic ones like me! But are we really in for a
crash? Today I take a close look at these market falls and while there’s no reason to be spooked, a
cautious approach to buying is still needed.
Also in today’s Switzer Super Report, Paul Rickard looks at buying the banks – which bank? Roger
Montgomery revisits a stock in his portfolio – Medibank Private – and outlines some challenges for the
business.
Sincerely,

Peter Switzer
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This is not a crash but a buying opportunity!
by Peter Switzer
A subscriber recently was annoyed that I didn’t warn
about this market crash and he let me know about it.
So, I thought I’d publicly apologize for not seeing his
email until last week and answering it but I don’t find
it easy to say sorry for not warning about the crash
because I don’t think we’ve had a crash!

slowly, a possible banking crisis and a team of hedge
fund managers really testing out the vulnerability of
our market. It’s especially so with our S&P/ASX 200
index so heavily exposed to banks and the big
miners.

While I hate the fact that we have fallen from around
6000 to 4900, I have to argue that it’s not a crash. It
really is a correction but I know we’re close to a bear
market and that’s worrying.

Source: Yahoo!7 Finance
The next chart below shows a seventy year view of
the US S&P 500 and what a crash looks. Look at the
big dive in 2008 and compare it to the little slip at the
edge of the chart – clearly the Yanks have not had a
crash!
Source: Yahoo!7 Finance
This chart shows what has happened to the S&P 500
since March last year. It’s fallen from around 2130 to
1948, which is about 8.5% but it was down about
14%, which was a classic correction.
So, no crash on Wall Street is a good argument,
which supports me and my usual argument that it’s a
buying opportunity.
The chart below shows how we have copped it and
we were down a tad over 20% in mid February but
now we sit off 18.6%, so we could easily revisit bear
territory.
Of course, we have faced a perfect storm of iron ore
and oil prices being clobbered, China growing more
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Source: Yahoo!7 Finance
What I’d look for in a crash — a sudden drop in the
market index — is not there in spades but there are a
whole lot of negatives that hedge fund managers are
using to ramp up volatility.

02

I know it’s disappointing that your shares have fallen
but on a five year basis, if your portfolio is as good as
if not better than the index — and that should be your
goal or you should be in an ETF — you have gone
from around 4,000 to 5000 on average on the
S&P/ASX 200 index and that’s a 1000-point gain or
25%. This is 5% a year plus say 6% for dividends and
franking credits, which means 11% per annum, which
is what I always say you should expect out of stocks
each year over a decade, where you see about two or
three bad years.
You know that if you’d gone term deposits over that
time you would’ve averaged 3.5%, so sticking with
stocks and being with team Switzer hasn’t really
been such a bad decision.
In terms of this Report, I know there are always
different outcomes, decisions and results but I
received this from a retired farmer called Mick on
January 19:
“Thank you Peter. I am still up 13% this financial
year. No Bellamys or Blackmore’s. Across the board
50 stocks. Also if you gave me $100K 3 years ago I
would have doubled your money.
All documented on Commsec mate. Not bad for a
retired wheat belt farmer, I thought. Ok I’m showing
off but the point I’m making is that there are some
good individual operators out there running their own
small operation. If I had my time again I would be a
fund manager. Bloody darn site easier than farming, I
can give you the tip. Great report Peter. Your cheerful
and humorous approach is very refreshing and I look
forward to it on your Foxtel show also.”
Right now, the index has copped it but as it reflects
the best companies in Australia, it’s a great collective
asset that has been beaten up by an irrational or
shortsighted market. Sir John Templeton became a
billionaire by buying quality assets during bad times
when the majority was being shortsighted. I maintain
that this is a buying opportunity and I’m not alone.

increase holdings of debt from companies such as
Glencore, Rio Tinto and BHP Billiton to above the
level recommended in its benchmark from
underweight, said Lyndon Man, a portfolio manager.”
That was good news for a bull like me but I liked this
even more: “Whilst the global growth story is
weakening and impacting base-metal prices, we
believe that valuations are compensating for these
risks, especially in high-quality names.”
If the US market crashes and we go down further,
then I have misread the market but I think I remain a
very good chance to be right and we will see markets
head up again before we see a real McCoy crash.
One final point. On January 12, RBS told us to “sell
everything.” The S&P 500 was at 1927 and it’s now
at 1948! Our S&P/ASX 200 index was at 4925 and
we are now at 4880, which is a 0.9% drop.
This alarmist call could yet prove to be right but at the
moment, it remains an alarmist call, which I try to
avoid but I know how risky it is out there, so I’m only
very cautiously optimistic.
One additional point to understand. When we nearly
reached 6000 points, the market consensus outlook
was rosier but it’s now less rosy and so markets
have adjusted downwards. If the outlook improves,
then stocks can head up and, of course, if the
recession-believers out there are right, then I’ll be
wrong.
At this point I have most economists, most central
banks and most finance ministers on my side but I’d
like a whole lot of market smarties putting money
behind my guarded optimism.
Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.

The SMH recently reported this pearl to support me:
“Invesco, the manager of about $US741 billion of
assets, is buying large miners’ bonds as the industry
cuts costs and shareholder payouts to withstand a
slump in commodity prices. The fund manager will
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Are banks in the buy zone?
by Paul Rickard
With many retail investors and SMSFs already fairly
heavily weighted to bank shares, suggesting that this
might be the time to increase exposure to banks
might sound somewhat imprudent. More so given the
tough start to the year for the shares of the major
banks.
Since the start of the year, Commonwealth Bank
(CBA) has lost 17.3% (15.0% adjusted for the $1.98
dividend), Westpac 14.9%, NAB 19.2% (16.2%
adjusted for the CYBG demerger) and ANZ, the
laggard, 19.2%.
Compared to Europe, these don’t look too bad,
where the STOXX European 600 Banks Index is
down 19.5%. Over in the US, the S&P 500 Financials
index is only down 10.9%.

The ongoing problems in Greece and potentially Italy,
and challenges with the union, as Brexit becomes a
possibility.
The Australian market is also suffering from the usual
fears about the property market (and banks’
exposure to housing). Last week, a Dr Jonathan
Tepper got massive coverage when he prophesized
that the Australian housing market is going to
implode, bringing housing prices down 50%. He joins
such luminaries as Professor Steve Keen and Jeremy
Grantham, who have been tipping this for years!
Add in another consideration that Australian banks
are overvalued compared to their international
counterparts using ratios like price/book, which has
fueled rumours that offshore hedge funds are selling
short Australian banks.

Why are banks on the nose?
Are the short sellers active?
Banks are on the nose globally for a number of
reasons. Firstly, there is the widespread concern
about slowing economic growth. The IMF, for
example, recently downgraded its 2016 forecast for
world economic growth to 3.4%, and for 2017 to
3.6%. Slower economic growth means reduced
opportunities for banks to lend money and grow
income.
Couple this with the spectra of negative interest rates,
which could really put the squeeze on bank margins.
And then there is the impact of falling oil and metal
prices. Banks will have lent money and provided
accommodation to companies involved in the
production, distribution and servicing of these
industries. The market fears that there may be some
horrible exposures, leading to large write-offs.

The latest ASIC data suggests that there has been an
increase in the short selling of bank shares. For
example, 2.60% of Commonwealth Bank’s ordinary
shares, or 44.3m shares worth about $3.2bn, are
currently short sold.
As the following table shows, 207.5m shares of the
major banks are short sold. While this number is on
paper rather alarming, it is only roughly double the
number of shares that were short sold 6 months ago,
or roughly three times the number12 months ago.
Short positions always increase when the market is
under pressure (due to institutions and others
hedging), and in comparative terms, the major bank
average of 2.01% of ordinary shares sold short
wouldn’t even make the list of the top 50 companies
most shorted. Woolworths, for example, is ranked
16th on the list, with 9.73% of its shares sold short.

In Europe, you can throw in a couple of other factors.
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Short Positions in Major Banks – % of ordinary
shares and number

is a possibility, but is still pretty unlikely. And we are
not talking about unemployment increasing from 6%
to 7% – it would probably need to go as high as 10%.
And as the following chart of home loan arrears for
the Commonwealth Bank group shows (Bankwest in
grey, Commonwealth Bank in yellow and Auckland
Savings Bank in blue), there are no signs yet of any
deterioration in the credit quality of the banks’
housing portfolios.

* ASIC reports short trades after they are settled
What could go wrong?
One question is what do the short sellers know that
we don’t know? In the days of continuous disclosure,
my guess is not a lot more. Another more interesting
question is what could go wrong to make them right?
I suggest there are four things. Firstly, if bank and
financial stocks continue to weaken in Europe and the
US, it will be hard for our market to stay immune from
this pressure. Whatever metric is used to compare
bank valuations on a global basis (and I argue that
book value isn’t the most useful measure), if bank
stocks are cheaper in other markets, then our bank
shares will look comparatively more expensive, which
will put pressure on their prices. You can’t stand in
the way of the train.
The next two relate to the housing market, and the
importance (some argue dependence) our banks
have on a stable housing market. What could cause a
housing crash? Interest rates rising rapidly? Much
higher unemployment?

Finally, the banks will need to continue to boost their
capital levels. If the timing of this is brought forward,
or the regulator (APRA) takes a more aggressive
stance than is currently anticipated by the banks, then
we could see heavily discounted rights issues.
However, I rate this as unlikely, as the timing of the
Basel IV reforms is being pushed out and the Banks
have already taken action in advance of the change
to mortgage risk weights on July 1.
For sure, the return-on-equity for bank shareholders
will fall as banks issue more shares through
non-underwritten dividend re-investment plans and/or
sell non-core assets. Shareholders may also see
lower dividends.
Which bank?
Let’s start with what the brokers think. According to
FN Arena, they are reasonably positive on the sector
and in a valuation sense, see upside of between
10.6% and 18% for the major banks.

No chance of interest rates rising rapidly. Higher
unemployment, which could push borrowers into a
default situation as they struggle to repay their loans,
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There is a big difference in earnings multiples.
Commonwealth Bank is trading at a multiple of 12.7
times FY 16 earnings, while ANZ is trading at a
multiple of 9.2 times and NAB at 9.7 times. This
means that Commonwealth Bank is trading at an
effective premium of 38% to the ANZ and 31% to the
NAB.
Notwithstanding the pricing premium, my preference
is to stick with the Sydney HO based banks over the
Melbourne banks. I think NAB has potential, but as
new CEO Andrew Thorburn is learning all about, it
takes some time to turn these institutions around.
Over at the ANZ, Shane Elliot has just started in the
job and there are concerns about their Asian
exposures.
Without a lot of conviction, my ranking is
1. Commonwealth
2. Westpac
3. NAB
4. ANZ
Banks are in the buy zone, however in the short term,
offshore leads are likely to drive our market, so
patience will be required. In the long term, investors
should be rewarded.
Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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Medibank Private: banking on medical
by Roger Montgomery
Medibank Private (MPL) is not a company whose
activities need to be described here. Most readers are
privately insured and the largest provider is MPL, so
you know who the company is and what it does.
The investment thesis that saw Montgomery
purchase shares in the float, and its investors
subsequently profit from, was relatively simple
(although the analysis and valuation work was not).
Medibank had a vast and long-term opportunity to
bring down its claims expense and with just 2.2% of
policyholders responsible for fully a third of the claims
expense, technology and operating leverage could be
combined to have a material impact on the margins
and profitability of the firm.
At the time of the float, we noted that in FY15,
Medibank guided that it will pay around 86 cents of
every dollar of premium earned on claims. This is by
far the largest bucket of cost – which implies this is
also the largest opportunity to boost earnings.
We also observed that to the extent Medibank can
reduce the amount it pays on claims each year – for
instance, through smarter healthcare delivery or the
employment of new prevention techniques to its
customers – then earnings will increase. To the
extent earnings will increase in the future, then the
price-to-earnings ratio of 21.3x is effectively
overstated and the business appears more expensive
than it truly is.
While it is true that health care remains a political
football and at risk of policy revision and while
premium increases are regulated, it is also true that a
profitable and sustainable private health insurance
sector is necessary to avoid government adoption of
epochal healthcare expenses.
Since the float, revenues and profits have grown, as
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have profit margins. The company has also paid IPO
investors a 5.3 cent dividend or a 4% yield.
On January 22 (of this year) Medibank announced a
profit upgrade for the first half of the 2016 financial
year as a result of a combination of reduced claims
expense (thanks in part to a decline in improper
claims), improved hospital contracting and a
reduction in hospital utilisation growth.
While the company lowered its revenue guidance
from ‘above 5.5%’ to between 4.5% and 5% (our
revenue growth forecasts were below management’s
guidance due to continued slow net policy additions
of 0.5%), and increased its management expense
ratio, thanks to higher marketing expenses, FY16
operating profit is expected to be above $470m, up
from previous guidance of “above $370 million” and
much higher than the $329 million reported in 2015.
This highlights the scale of the opportunity for
efficiency gains in the business, which underpinned
our original investment case and these gains are
being realised more quickly than expected.
Importantly, it is useful to remember that new
policyholders are less profitable than incumbent
policyholders. As such, the reduction in
management’s revenue growth forecast – being due
to slower than expected new policy additions rather
than any acceleration in the lapse rate – is a positive
influence on margins.
Following MPL’s guidance upgrade, we updated our
investment case, valuation range and forecasts.
While over half of the increase in FY16 operating
profit guidance can be considered one off, the
upgrade also included an approximate 8% increase in
sustainable operating profit for the health insurance
business.
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Given this improvement, it is not unreasonable to
expect some ministers to reignite the debate about
premium increases and it can be argued that to
appease those that might be displaced, MPL will
resubmit to the Federal Government a lower price
increase proposal for 2016.
The decision to revise down its proposed price
increase for 2016 is, however, also in line with our
expectations, as we had assumed MPL would need
to share some of the efficiency gains with customers.
Our forecasts assume 5% price rises between 2016
and 2019.
The result of the update means our valuation now
rises but so does the risk of a political backlash and
the possibility of further ‘leaks’ about policy
changes, if only to test the response of the
constituency.
Medibank (MPL)

Source: Yahoo!7 Finance, 29 February 2016
Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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Buy, Sell, Hold – what the brokers say
by Rudi Filapek-Vandyck
In the good books
Alumina (AWC) Upgrade to Neutral from
Underperform by Credit Suisse B/H/S: 4/2/1. 2015
results were in line with Credit Suisse estimates. The
company envisages that, with recent alumina
curtailment in China, a tighter market is likely. Project
delays have also occurred in Indonesia, given low
prices.
Breville Group (BRG) Upgrade to Outperform
from Neutral by Credit Suisse B/H/S: 3/1/0. The
first half result in Australasia was predictably weak,
Credit Suisse maintains, but better than feared. The
market appeared braced for a downgrade to earnings
that did not materialise. Credit Suisse is increasingly
confident in the underlying trends in key businesses,
particularly the US.
Caltex Australia (CTX) Upgrade to Buy from
Neutral by Citi B/H/S: 3/4/0. Owning Caltex shares
is from here onwards all about capital management,
suggest Citi analysts. Citi had forecast $1.95/share of
special dividends over three years starting in 2H15,
and now forecasts an additional $1/share of returns at
the end of calendar year in 2016. In addition, the
analysts see scope to redistribute a further $500m on
the condition that credit metrics are reassessed
favourably, a process believed to take 12-24 months.

Ramsay Health Care (RHC) Upgrade to Neutral
from Sell by Citi and Upgrade to Outperform from
Neutral by Credit Suisse B/H/S: 4/2/2. Not
everything was honky dory, with margins in France
disappointing, but Citi expects to see improvement in
H2. The forecast is for core EPS growth of 13%-17%
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over FY16-FY18 and on this basis the present
valuation is seen as fair. First half results were ahead
of Credit Suisse forecasts. The broker believes the
company is supported for medium term volume
growth, despite the recent contraction in private
health insurance participation.
South32 (S32) Upgrade to Buy from Neutral by
Citi B/H/S: 3/3/1. Earnings estimates have received
an upward boost, following a better-than-expected
financial result, say Citi analysts. Given challenging
conditions, management’s focus remains on cost
reductions and here the analysts continue to be
surprised by management’s achievements. Citi
thinks management will do a lot better than its own
guidance.
In the not-so-good books
APA Group (APA) Downgrade to Neutral from Buy
by UBS B/H/S: 5/3/0. APA Group’s first half was
disappointing for the broker, but improvement is
expected in the second half. UBS sees few long-term
catalysts for the company in the gas transport
business, but renewable energy could be a potential
alternative, as APA already owns one wind farm.
BHP Billiton (BHP) Downgrade to Neutral from
Buy by Citi B/H/S: 4/3/1. Earnings estimates look a
lot less dismal, in particular for fiscal 2016, after the
analysts raised them post the Big Australian’s interim
report. The stockbroker argues we’ve now had the
“self-help” effect kicking in, the future is now about
the macro picture and here Citi’s forecasts are for
ongoing low commodity prices. The analysts do
acknowledge BHP can probably still look forward to
generating some US$4bn in free cash flows, offering
options.

BlueScope Steel (BSL) Downgrade to Neutral
from Outperform by Credit Suisse and
Downgrade to Hold from Buy by Deutsche Bank
B/H/S: 5/2/0. BlueScope Steel’s results were in line
with the broker’s estimates. Credit Suisse was
pleased to see management’s strategy was paying
off. Second half guidance was in line with Credit
Suisse assumptions, although weaker steel pricing
lagging from 2015 could be a risk. The loss making
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NZ iron sands business is up for sale. The first half
results were in line with guidance. Deutsche Bank
considers a large part of the robust result was the
cost reductions and increased Australia sales. The
broker factors in the 60% earnings growth the
management expects to achieve in the second half.
Accordingly, the rating is downgraded.

impacting on Oil Search’s pile of cash. The analysts
are of the view funding of LNG expansion and M&A
looks challenging in absence of higher oil prices or
equity.
Earnings Forecasts

Crown Resorts (CWN) Downgrade to Neutral from
Buy by UBS B/H/S: 2/5/0. First half earnings were
weaker than UBS expected, driven by lower results
from Aspinalls and wagering, as well as a one-off
increase in corporate costs associated with recent
investments.
Flight Centre (FLT) Downgrade to Hold from Add
by Morgans and Downgrade to Hold from Buy by
Ord Minnett B/H/S: 2/4/1. First half results were
weaker than expected. Morgans is impressed by the
increase in revenue margins but investment in the
business was higher than expected. The broker
believes increased investment will produce modest
profit growth in the short term but the company
should be well placed in the longer term as it
transforms into a world travel retailer. Rating for the
business has been downgraded, however, as the
share price is now within 10% of the target, which is
raised to $43.00 from $41.50. First half results were
as expected by the Ord Minnett brokers. Fiscal 2016
guidance was reiterated, but the broker believes it will
be hard to achieve and favours the lower end.
James Hardie Industries (JHX) Downgrade to
Neutral from Buy by Citi B/H/S: 3/4/0. Citi analysts
see headwinds building in the short term and in this
contextthe share price valuation is seen as fairly
valued. However, the analysts continue to view
James Hardie as a quality stock with a sound
long-term outlook.

Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.

Oil Search (OSH) Downgrade to Neutral from Buy
by Citi B/H/S: 4/4/0. Oil Search’s H2 report missed
expectations due to higher costs and Citi analysts
note management will need to keep a close eye on
costs and expenses given ongoing low priced energy
markets. The company’s well-documented growth
path is probably due some delays, suggest the
analysts. This is likely to support the share price in
their view, while noting low energy prices are
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Super Stock Selectors – Oil Search and
Fortescue
by Christine St Anne
The resources and energy sectors remain challenging
and this week businesses in these sectors were
out-of-favour with two of our stock selectors.

to those seeking energy exposures in the long term,”
McCarthy says.

Raymond Chan from Morgans doesn’t like Fortescue
Metals Group (FMG) because of debt issues.

Slater and Gordon (SGH) continue to remain in the
headlines and McCarthy sees the 90% fall in its share
price as a “value trap”.

“Fortescue is still a bit of a concern because of its
debt profile despite some recovery in iron ore prices,”
Chan says.

This week he doesn’t like the stock and believes
there are still problems around its ability to
renegotiate borrowing facilities.

Lincoln Indicators’ Elio D’Amato doesn’t like Origin
Energy (ORG) despite the business trading at a
discount.
“Origin continues to operate in a weak commodity
price environment and there may be further downside
ahead,” he says.
D’Amato sees better opportunities in other sectors.
A stock that D’Amato does like is the Mantra Group
(MTR). The business provides accommodation in the
properties located in central business districts and
resorts. Management upgraded full-year guidance
following recent acquisitions.
“We believe the company is well-placed to consider
further acquisitions both domestically and abroad,
while Mantra Group should also be able to capitalise
on increased tourism for regions that it operates in,”
D’Amato says.
This week, CMC Markets’ Michael McCarthy likes a
stock in the resources sector – Oil Search (OSH).
The stock has been downgraded in today’s Buy, Sell,
Hold – what the brokers say, but McCarthy says the
share price is showing clear signs of stabilisation.

Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.

“Oil prices are steadier and less volatile and the
company report shows expansion is ongoing. Useful
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