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Trump, trade wars and what it means for Australian investors
Threats of a US-China tariff war could have positive and negative outcomes for sectors of the Australian economy that 
depend on Chinese business

What a difference three months makes. Back in 
early March US President Donald Trump rattled 
global markets by announcing plans to slap a 25% 
import tariff on steel and a 10% tariff on aluminium, 
with China firmly in the crosshairs. Three months 
on, he’s extended the deadline and sent an envoy 
to Beijing to try to ease trade tensions. 

The evolution of these tensions is crucial for 
Australian investors. China is our biggest trading 
partner and any slowdown in the Middle Kingdom 
will affect local sectors and companies. In this 
article, we examine the potential effects of a trade 
war on China, and identify key areas of the 
Australian economy that depend on it, namely the 
travel and leisure sector, the resources sector, and 
to a lesser extent, financial services.

But first a little context. The tariffs were a key 
pledge of Trump’s 2016 election campaign. As part 
of his “make America great again” pledge, the 
Republican candidate threatened to go as far as 
imposing 45% tariffs on China, as well as abolishing 
the North American Free Trade Agreement and the 
Trans-Pacific Partnership. He justified the moves by 
saying American manufacturing, home to much of 
his supporter base, was on its knees. Once in office 
Trump bolstered this claim with a government 
report warning foreign shipments of the metals 
threatened national security, and posed “global 
threats to the steel and aluminium industries”. The 
report also specifically targeted China, threatening 
to impose tariffs on up to $150bn of Chinese 
imports to punish the nation for alleged intellectual 
property theft. China promptly hit back with a $3bn 
tariff threat of its own, targeting everything from 
American aircraft to soybeans. 

By the 1 May deadline, however, the Trump 
administration had toned down its threat. Trade 
Secretary Steven Mnuchin set off to Beijing to try 
to calm the tensions and Washington has 
announced a 30-day reprieve for the European 
Union, Mexico and Canada. This follows in-
principle exemptions for Argentina, Brazil and 
Australia. At the time Your Money Weekly went to 
press, Washington had upped the ante, calling on 

Beijing to accept more US investment and remove 
caps on foreign ownership. And as if in anticipation 
of tougher trade conditions, China has been on a 
charm offensive, seeking to mend fences with 
Japan and India. 

Many dismiss the trade war rhetoric as just that 
— strong words designed to shore up Trump’s 
fortunes ahead of mid-term elections in November. 
But there is no doubt any talk of a trade war will 
spook global markets. US markets have fallen by up 
6%, Hong Kong’s Hang Seng by about 9%. And 
according to a Bank of America Merrill Lynch 
survey, 38% of investors see a trade war as the 
biggest risk to the market, up from 30% in March. 

Effects on China
Just how badly China suffers from escalating trade 
tensions is up for debate. While there is consensus 
a trade war seldom benefits anyone, others are 
more sanguine. China was once an export-led 
economy but has since shifted to being a service-
led economy. A decade ago, net exports accounted 
for 9% of GDP. Last year, it was 2%. As 
Morningstar Australia chief investment officer 
Andrew Lill notes, the biggest negative for a trade 
war would be for the US itself. 

But China nevertheless has its own plans for 
retaliation. It could squarely hit the Trump base by 
cutting back on the amount of soybeans and wheat 
it imports from the US midwestern states such as 
Ohio, Michigan, Pennsylvania and Wisconsin. The 
price in both commodities has already fallen by 
between 3 and 6%, leading to panic among US 
farmers. Then there is the temptation to retaliate 
financially by selling down its US Treasury holdings 
and/or depreciating the yuan — though this could 
hinder China’s ambition to establish the yuan as a 
reserve currency.  

As Morningstar senior energy and utilities analyst 
Stephen Ellis notes, the US still accounts for much 
of China’s trade surplus. He estimates that a 50% 
fall in exports and imports with the US would cause 
a 1% drag on China’s real GDP growth. Investment 
would probably contract in such a scenario due to 
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knock-on effects in the manufacturing sector. 
“Therefore, even — generously — assuming that 
consumer demand remains resilient, a trade war 
could plausibly lead to GDP growth dipping into the 
low single digits,” Ellis says. 

Flow-on effects for Aussie sectors and investors
How then would a potential increase in 
protectionism affect Australian investors? We’ve 
focused on three key areas and the opportunities 
they hold for individual investors. Let’s first look at 
the travel and leisure sector. 

Good times for travel and leisure but China ties 
cut both ways
The rise of China’s middle class has been a windfall 
for the Australian economy, in particular the 
tourism industry. China is set to eclipse New 
Zealand as the number one provider of inbound 
tourists. According to ABS data, the number of 
Chinese tourists to Australia has grown at an 
average 17% per annum over the five years to 
August 2017, and tourism and leisure bodies expect 
this to continue, albeit at a slightly lower rate. And 
once here, Chinese tourists are spending: the 
average Chinese tourist is worth about $8,000 a 
year, about 60% above the average. In short, this is 
not a penny-pinching backpacker cohort. Chinese 
travellers like the safety and beauty of Australia, 
but other more material factors appeal too, 
particularly the increase in the number of direct 
flights to Australia under the 2016 Open Skies 
Agreement, and a material depreciation of the A$ 
versus the yuan since 2010.

But there is a caveat. “Leverage to China cuts both 
ways,” note Morningstar senior equity analyst 
Brian Han and director of equity research Adam 
Fleck. “Political events could derail any China-
driven growth, as can be in recent times attested 
by the South Korean and Taiwanese tourism 
industry, Macau gambling operators and Australian 
high-roller casinos.”

Morningstar’s view on the travel and leisure 
industry assumes Chinese tourism will continue to 
grow and if China’s GDP growth slows and affects 
travel it could change the outcome for the stocks in 
the sector. In terms of winners, however, several 
companies stand to benefit from the growth in 
inbound in Chinese tourism. They include 
accommodation providers [Event Hospitality and 
Entertainment (EVT)], airports and airlines [Qantas 
(QAN), Sydney Airport (SYD)] and leisure providers 
[Ardent Leisure (AAD) and Village Roadshow (VRL)].

“The hotel industry is likely to be one of the big 
beneficiaries of the forecast growth in Chinese 
visitors,” say Han and Fleck. “Australian 
accommodation stock is tight and supply-demand is 
likely to persist.” About 15% of Event’s hotels 
division — or 4% of group revenue — can be 
conservatively put down to Chinese tourists, 
according to Han and Fleck. In fair value terms, 
Event is trading at a 10% premium to Morningstar’s 
fair value estimate (FVE) of $12.60. 

When the Chinese arrive in Australia, they 
invariably arrive in Sydney. And the welcome mat is 
Sydney Airport, which has the biggest share of 
inbound Chinese travellers at 44%. Chinese tourists 
comprise about 7% of Sydney Airport’s revenue and 
earnings, according to Han and Fleck. But at 37%, 
Melbourne is catching up: its 24-hour operations 
appeal to Asian travellers while noise restrictions 
curb Sydney’s flexibility. The FVE for Sydney Airport 
is $7.20 but could be 5 to 10% higher if the Chinese 
keep coming - and spending.  

Trade tensions are less likely to hurt Qantas’s 
bottom line as it and its low-cost subsidiary 
Jetstar have minimal exposure to Chinese 
travellers. Only 3% of total international 
passengers use Qantas or Jetstar. Oil price 
fluctuations rather than the number of Chinese 
travellers are a bigger deal for the national carrier. 
However, Qantas estimates once Chinese tourists 
land here they use the national carrier for two to 
three domestic flights. Han and Fleck put the total 
revenue contribution from Chinese travellers at 
about 3 to 4% of the carrier’s top line. Taking a 
more bullish view on Chinese travel, Han and Fleck 
estimate Qantas’s FVE could gain an extra 15%, 
driven chiefly by higher growth in domestic 
capacity and traffic.

If Sydney is the landing point for the Chinese 
tourist then one of the subsequent destinations is 
the Gold Coast. The Gold Coast welcomed a million 
overseas visitors last year — 30% of them 
Chinese, up 7% from the previous year. This is a 
boon for Ardent Leisure’s theme parks Dreamworld 
and WhiteWater World, which generate 10% of 
their revenue from Chinese visitors. However, 
Morningstar sees Ardent as fairly undervalued, 
trading broadly in line with its $2.00 FVE. 

Morningstar estimates Chinese travellers account 
for 10% of revenue generated by Village 
Roadshow’s Gold Coast theme parks. Its FVE is 
$3.00. But because of a recent profit warning, 
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shares in Village are trading at a substantial 
discount to Morningstar’s estimate.  

Stocks mentioned 
Event Hospitality and Entertainment (EVT)
Morningstar analyst rating: QQ
Event Hospitality and Entertainment operates the 
Greater Union and Event Cinemas brands. It also 
has cinema businesses in Germany and New 
Zealand. Solid non-movie leisure businesses 
include the Rydges Hotels chain, the expanding QT 
Hotels chain, Thredbo ski resort, and a growing 
property arm. These help offset box-office 
downturns. The company’s conservative 
management and strong dividend-paying history 
are also attractive. However, its low liquidity is a 
negative. In fair value terms, Event is trading at a 
10 per cent premium to Morningstar’s fair value 
estimate (FVE) of $12.60, driven by upgrades to 
hotel estimates and what appears to be a 
permanent step-down in corporate overhead costs, 
partly offset by a poor near-term outlook for the 
Australian cinema unit. Event has a solid culture 
and management team with a track record of 
exploiting mature assets to maximise cash flow. 
This leads to strong and sustainable sources of 
fully franked dividends. However, the increased 
affordability of home entertainment systems and 
illegal downloading may hurt attitudes towards 
cinemas. And the hotel industry remains 
competitive with periodic supply-demand 
imbalances that could affect earnings. (Brian Han)

Qantas (QAN)
Morningstar analyst rating: Q
Qantas Airways is Australia’s largest domestic 
airline with around two thirds market share via its 
dual brand strategy. It effectively operates in a 
competitive duopoly with Virgin/Tiger in Australia, 
and its international partnerships helps to combat 
international market forces. Our $4.00 per share 
FVE for no-moat-rated Qantas is unchanged, 
following its third-quarter fiscal 2018 trading 
update. The two-brand Qantas and Jetstar 
strategy provides flexibility to align capacity and 
costs with prevailing demand and economic 
conditions, without affecting the Qantas brand and 
service perception. The Qantas Frequent Flyer 
program continues to deliver strong earnings and 
cash flow, supported by a strong domestic market 
share position with more than 60 per cent of 
capacity. However, airlines are exposed to cyclical 
factors outside of management control, namely 
passenger demand, fuel prices, and exchange 
rates. Demand shocks can be severe, and an 

inability to quickly or cheaply adjust capacity 
negatively affects profitability.

Qantas is still reasonably highly geared, making it 
susceptible to a sharp downturn in macroeconomic 
conditions. (Daniel Ragonese)

Sydney Airport (SYD)
Morningstar analyst rating: QQQ
Sydney Airport enjoys strong competitive 
advantages, stemming from its position as the only 
airport in Sydney capable of handling international 
aircraft. The airport, under lease through 2097, is 
Australia’s busiest and the only regular passenger 
transport airport in Sydney. Our fair value estimate 
is $7.20, which, despite our assumption for slowing 
passenger growth, still screens as slightly 
undervalued. We forecast about 4 per cent 
international and 2 per cent growth over the long 
term, as growth above population gains continues, 
but at a lower pace for international traffic, given 
the higher base level of passengers. Light 
regulation should provide enough leeway for the 
airport to moderately exceed its cost of capital over 
the long term. However, high financial leverage and 
a high distribution payout ratio could be 
unsustainable in a severe economic downturn or 
credit crisis. Narrow-moat Sydney Airport has been 
criticised for potential price-gouging. The threat of 
full regulation is ongoing, though is unlikely in the 
medium term. The second airport in Sydney is set 
to be operating by 2026, which may prove dilutive 
to current returns. As such, we estimate 
distribution growth will slow, ultimately growing at 
about 4 per cent over the next 10 years. (Adam 
Fleck)

Ardent Leisure (AAD)
Morningstar analyst rating: QQQ
No-moat-rated Ardent Leisure possesses a solid 
portfolio of leading leisure and entertainment 
assets that all operate in intensely competitive 
markets. These assets compete for the leisure 
dollars of consumers who are bombarded with 
alternatives, especially in this online digital world, 
where most traditional entertainment activities can 
now be enjoyed in a virtual setting. Morningstar 
sees Ardent as fairly undervalued, trading broadly 
in line with its $2 FVE. We project average revenue 
growth of 2.9 per cent per year for the next three 
years. This is mainly on the back of Main Event 
Entertainment division’s expansion into the US, 
offset by the sale of the bowling division in 
Australia. On the profitability front, we expect the 
group EBITDA margin to average 19.8 per cent for 
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the next three years, above the 17.3 per cent 
average during the past three years, as the group 
recovers from the Dreamworld-tragedy-inflicted 
earnings weakness in theme parks and 
underperformance of Main Event in the US. 
However, Ardent Leisure’s balance sheet is solid, 
and will be further bolstered by a string of recent 
asset divestments. (Brian Han)

Village Roadshow (VRL)
Morningstar analyst rating: QQQQ
Over 60 per cent of Village Roadshow’s earnings 
are generated from its cinema exhibition division, 
which enjoys solid competitive advantages, albeit 
not strong enough to furnish the group with a moat. 
The strong market position of the theme parks 
division must be viewed against the backdrop of a 
tough industry characterised by intense competition 
and proliferating leisure alternatives for consumers. 
We downgrade our FVE for no-moat-rated Village 
Roadshow to $3.40 following a weaker than 
expected third-quarter trading update and profit 
guidance downgrade. We weren’t surprised by the 
suffering in the theme parks and film distribution 
businesses, and we had already anticipated fiscal 
2018 to be a “write-off” year. Despite these 
disappointments, our long-term estimates are 
unchanged, and we still see a recovery from fiscal 
2019. This is reflected in our five-year EBIT 
compound annual growth rate forecast of 10 per 
cent, as theme parks gradually rebound and 
cinemas overcome the recent poor run of box office 
performance. We see Village’s shares as 
undervalued, trading at a 21 per cent discount to 
our revised FVE. (Brian Han)

Winners and losers in resources
The Australian resources sector also stands to feel 
the effects of an escalation in protectionism. China 
is the number one destination for Australia’s 
resources exports, accounting for 51% in 2017-18 
or $121bn, according to government data. The top 
three resources on a value basis are iron ore, 
copper and coal.

Morningstar senior resources analyst Mathew 
Hodge is upbeat about the ability of Australian 
minerals exporters to withstand trade tensions, 
however. If the spat does intensify and China’s 
GDP suffers, there is potential for exporters of 
iron ore and coking coal to take a knock. 
Barring a full-blown trade war and long-term 
erection of trade barriers, the impact should be 
transitory and only have a relatively minor 
impact on fair value estimates, Hodge says. 

Demand for steel-making materials in China 
largely serves domestic needs, and the impact 
of reduced steel exports from China on coking 
coal and iron ore exports would be relatively 
small. Longer-term though, Hodge expects 
weaker steel consumption in China, as its 
economy matures, and a growing proportion of 
steel supply to be met from scrap, to be an 
important headwind for future iron ore and 
coking coal demand.

Hodge notes iron ore is already trading well above 
its marginal cost and is forecasting a dip in prices. 
“We expect further modest growth in iron ore 
supply and for steel demand in China to slow,”  
he says. 

Resources stocks are largely overvalued, Hodge 
adds, as key commodities — iron ore, coking coal, 
copper, and aluminium — are all trading above the 
cost curve. 

He cites the potential “losers” from a trade war as 
exporters of steel-making materials like iron ore, 
coking coal and copper. “Fortescue Metals Group 
(FMG) has got the biggest exposure to China as it’s 
100% iron ore. And Rio Tinto (RIO) because they’re 
mostly iron ore; BHP (BHP) to a lesser extent 
because it’s got greater exposure to oil so it’s more 
balanced,” Hodge says. “And if the uncertainty 
rises around nickel and aluminium supply from 
Russia, those producers could make further gains. 
However, the prices of those stocks have already 
rallied significantly in anticipation of supply 
disruption from trade sanctions. More broadly, a 
high-quality gold producer such as Newcrest 
Mining (NCM) could benefit from general market 
uncertainty around trade barriers.” Newcrest 
remains slightly undervalued, with FVE unchanged 
at $23.

Hodge cites steelmaker BlueScope (BSL) as a 
potential winner in a trade war scenario since it 
derives about 40% of its earnings from its 
US-based operation NorthStar. “If there are tariffs 
that lead to a higher price in the US they get the 
benefit of that.” However, steel-maker margins are 
at multi-year highs and significant expectation for 
attractive margins to continue is already built into 
the price.

Similarly, the threat of US sanctions against 
Russian nickel and aluminium producers such as 
Rusal, could give a temporary boost to Rio Tinto 
and Alumina (AWC). 
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Stocks mentioned 
Fortescue Metals Group (FMG)
Morningstar analyst rating: QQ
We retain our $3.70 per share fair value estimate 
for no-moat-rated iron ore miner Fortescue. 
Fortescue’s accelerated development plans and 
unprecedented volume growth, fuelled 
predominantly by debt, saw the company rapidly 
rise to become the world’s fourth-largest iron ore 
miner. Earnings grew considerably, and Fortescue 
established itself as a large second-tier player. 
Operating leverage is high, and margins are below 
those of peers BHP, Rio Tinto, and Vale, mainly due 
to the production of lower-grade iron ore, which 
attracts a discount to the 62 per cent benchmark. 
Considerable debt repayment has lowered financial 
leverage to acceptable levels. We lift our forecasts 
for 2018 iron ore by 9 per cent to USD 56 per tonne 
and for 2019 by 22 per cent to USD 47 per tonne. 
Our long-term assumption of USD 40 per tonne by 
2023 is unchanged. The primary driver of the uplift 
is our forecast for increased earnings in fiscal 2019 
and 2020, as a result of higher price forecasts. The 
time value of money accounts for about 20 per cent 
of the rise. While near-term commodity prices have 
fared better than expected, we maintain that there 
is little to support current favourable prices, given 
that iron ore is trading well above its marginal cost. 
We expect further modest growth in iron ore supply 
and for steel demand in China to slow. (Mathew 
Hodge)

Rio Tinto (RIO)
Morningstar analyst rating: Q
We maintain our $48 per share FVE for no-moat-
rated Rio Tinto. Like its peer BHP Billiton, Rio Tinto 
has ridden the commodity supercycle since the 
early 1990s. Rio Tinto’s asset portfolio is less 
diversified, with iron ore generating the majority of 
its value. First-quarter production was largely as 
expected and sees the company generally on track 
to meet 2018 production guidance. We lift our 
earnings forecasts for 2018 and 2019 due to higher 
short-term commodity forecasts. Our adjusted 
earnings forecasts for 2018 and 2019 both rise by 
about 15 per cent to USD 5.27 and USD 3.68 per 
share, respectively. Our longer-term earnings 
forecasts are unchanged, save the impact of lost 
earnings from the coking coal assets sold. Buoyant 
near-term earnings reflect highly favourable 
commodity prices with most trading at premiums to 
marginal costs. We think the recent rebound in 
demand for commodities and commodity prices has 
been driven by unsustainable growth in China’s 
debt and is unlikely to last. (Mathew Hodge)

BHP Billiton (BHP)
Morningstar analyst rating: QQ
We raise our FVE for no-moat-rated BHP, which has 
several of the world’s largest mines, to $23 from 
$22 per share previously. The increase reflects 
stronger near-term commodity prices, particularly 
for iron ore, coal, and copper. Slightly weaker-than-
expected third-quarter production and emerging 
cost pressures, which we discussed with the most 
recent half-year financial result, are a partial offset 
to the higher near-term prices. The more favourable 
prices see our fiscal 2018 and 2019 adjusted 
earnings estimates increase by 18 per cent to USD 
1.79 per share and 21 per cent to USD 1.52 per 
share respectively. However, our longer-term 
forecasts are little changed. The ASX-listed shares 
trade around $31 per share. This is in line with our 
bull-case scenario and implies BHP can deliver 
long-term returns on invested capital above the 
company’s cost of capital. However, we think the 
attractive forecast 2018 earnings and returns are 
fuelled by favourable commodity prices, 
underpinned by unsustainable growth in China’s 
debt, and more recently trade unrest. While trade 
sanctions may restrict global commodity supply in 
the near-term, longer-term those assets are 
productive and likely to continue to contribute. 
(Mathew Hodge)

Newcrest Mining (NCM)
Morningstar analyst rating: QQQ
We raise our fair value estimate for no-moat 
rated Newcrest Mining by 7 per cent to $23 per 
share. About half of the uplift reflects higher 
earnings forecasts and the rest is due to the time 
value of money. We raise our 2018 forecast for 
copper by 4 per cent to USD 2.60 per pound and 
in 2019 by 9 per cent to USD 2.40 per pound. The 
price of gold and, to a lesser extent, copper are 
primary drivers of our FVE. Newcrest benefited 
from a capital-efficient, exploration-growth-driven 
business model, but relatively attractive returns 
were severely diluted in 2010 by the overpriced 
Lihir acquisition and the decline in gold and 
copper prices. Returns are unlikely to recover to 
earn sustainable excess returns; such is the scale 
of the capital allocation misstep. However, the 
mistake is unlikely to be repeated under new 
management. The key risk to cash flow is a 
slowdown in investment demand for gold. 
Investors account for almost half of global gold 
demand. A reduction in Chinese fixed-asset 
investment, and the consequent impact on the 
copper price, would also have some impact on our 
FVE. China and India are the key consumers of 
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gold, and any change in cultural affinity for the 
metal could have significant repercussions. The 
FVE implies a fiscal 2019 P/E of about 19 and 
enterprise value/EBITDA of 7.5. We forecast free 
cash flow yield at 5.8 per cent, benefiting from a 
relative lull in expansionary capital spending. 
(Mathew Hodge)

BlueScope (BSL)
Morningstar analyst rating: Q
We raise our FVE for no-moat BlueScope Steel 
by 17 per cent to $7.70 per share, from $6.60 
previously. About 60 per cent of the uplift 
reflects the benefit of likely US steel tariffs on 
the company’s North Star steel mill. The rest is 
due to the stronger near-term outlook for 
profitability and a slower forecast decline in 
group EBIT margins from an expected peak of 
10.3 per cent in fiscal 2017 to our midcycle 
forecast of 5.7 per cent by fiscal 2022. Global 
steel prices and margins are benefiting from 
capacity closures in China, which help to offset 
the impact of expected weaker Chinese demand. 
BlueScope’s second-half fiscal 2018 guidance is 
for adjusted EBIT to rise by 25 per cent from 
first-half levels. Despite the uplift, we maintain 
the current level of earnings is unsustainable, 
and BlueScope is overvalued, chiefly because of 
forecast margin compression. The market is 
pricing BlueScope as if it has a strong moat, 
aggressive given we expect steel making and 
processing to remain competitive and cyclical. 
(Mathew Hodge)

Alumina (AWC)
Morningstar analyst rating: Q
Alumina prices soared to an all-time high in 
reaction to some significant events affecting the 
aluminum supply chain. Alunorte, the largest 
alumina refinery in the world is running at 50 per 
cent of capacity because of a Brazilian court decree 
over reports of a toxic leak at the facility. More 
recently, the US government announced sanctions 
affecting Russian producer Rusal, which provides 7 
per cent of global alumina production. The 
sanctions bar US entities from conducting business 
with companies owned by 26 Russian individuals. 
Because of sharply higher alumina prices, we now 
expect near-term profits for Alumina to materially 
exceed our prior forecast. Accordingly, we are 
increasing our FVE to $1.60 per share from $1.15. 
Our no-moat rating is unchanged. However, over a 
longer-time horizon, global trade flows will adjust, 
and alumina prices will soften considerably. 
(Mathew Hodge)

Financial services: insulated and undervalued
Morningstar senior banking analyst David Ellis is 
optimistic about the health of Australia’s major 
banks and the opportunities for investors. Investor 
interest is less focused on US-China trade tensions 
than it is on the local banks’ exposure to the 
Australian property market and the fallout from the 
royal commission into misconduct. 

He concedes if trade tensions escalate and force a 
dip in China’s GDP growth then we’d have some 
thinking to do. But for the most part, Ellis says 
Australia’s big four — the Commonwealth Bank 
(CBA), Westpac (WBC), ANZ (ANZ) and NAB (NAB) 
— boast wide moats and are fair value or 
undervalued. “In our view, the long-held pricing 
power possessed by the major banks is intact 
despite widespread legal, regulatory, political, and 
media scrutiny,” Ellis says. 

As for their direct exposure to Chinese property 
buyers, it’s minimal Ellis says, noting demand has 
weakened amid clampdowns on lending to 
non-resident buyers, state property taxes and 
capital restrictions in China.  

The royal commission has forced the CBA to 
increase its capital requirement but Morningstar 
estimates this will be covered by asset sales. The 
stock trading at a 14% discount to Morningstar’s 
$83 per share valuation. 

After a solid 1H18 result, Westpac’s FVE remains 
unchanged at $35 per share. ANZ’s 1H18 result 
was broadly in line with expectations, and, at an 
FVE of $30, is undervalued, trading 9% below 
Morningstar’s valuation. NAB too remains 
undervalued, trading 8% below valuation with an 
FVE of $32, based on a strong balance sheet, 
“pristine” asset quality and solid loan growth.

Stocks mentioned 
Commonwealth Bank of Australia (CBA)
Morningstar analyst rating: QQQQ
We retain our $85 FVE for wide-moat 
Commonwealth Bank of Australia and the stock is 
currently undervalued, trading 14 per cent below our 
valuation. Amid royal commission revelations about 
misconduct, CBA has agreed to implement the 35 
recommendations in the banking regulator’s report 
on governance, culture, accountability, and customer 
outcome shortcomings at the bank. CBA has entered 
an enforceable undertaking, or EU, with APRA, 
requiring action on a remedial action plan, 
remuneration, and a capital adjustment. On balance, 
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the outcomes from APRA’s report are not as 
draconian as the market expected. The increased 
capital requirement is meaningful but will be easily 
covered by announced asset sales. Some market 
investors consider CBA’s strong emphasis on home 
loans a weakness, but we argue it is a key strength. 
In our view, concerns centred on a housing crash in 
Australia are overdone. CBA’s home loan book is 
high-quality. As at December 31, 2017, the average 
loan/valuation ratio for the Australian portfolio was 
50 per cent, based on current market values. About 
77 per cent of customers were ahead with their 
payments by an average of 33 monthly payments 
(including offset balances). An allowance for 
interest rate rises of 225 basis points is built into 
serviceability tests. Mortgagee-in-possession loans 
were just 0.05 per cent of the portfolio. (David Ellis)

Westpac (WBC)
Morningstar analyst rating: QQQQ
Wide-moat-rated Westpac is our preferred Australian 
major bank due to stronger-than-peer-group earnings 
growth forecasts, best-in-peer-group operational 
efficiency, impressive returns on equity, stable senior 
management, a strong risk management record, and 
an Exemplary stewardship rating. Our FVE of $35 per 
share is unchanged. We like its record of discipline 
around cost control, risk management, net interest 
margins, and shareholder returns. We expect 
underlying growth in risk-weighted assets to be 
modest and, combined with strong profitability and 
benign credit quality, we expect sustainable but 
modest growth in the fully franked dividend to be 
maintained. We forecast average dividend growth of 
2 per cent during the next five years with the payout 
forecast to decline to 74 per cent in fiscal 2022 from 
78 per cent in fiscal 2017. Capital levels continue to 
build, and we anticipate no problems achieving the 
regulator’s definition of “unquestionably strong” by 
the January 2020 deadline. We expect fully franked 
special dividends to start by fiscal 2019. Medium 
term, we expect modest economic growth in 
Australia with real GDP growth of 2.5-3.0 per cent per 
year continuing to support modestly positive 
operating conditions for the major banks. Forecast 
nominal GDP growth of 4.0-4.5 per cent per year 
underpins our credit growth assumptions. Solid 
employment growth and a slow and steady increase 
in interest rates should keep loan losses close to 
historical lows. (David Ellis)

ANZ (ANZ)
Morningstar analyst rating: QQQ
Wide-moat Australia and New Zealand Banking 
Group’s first-half fiscal 2018 cash profit from 

continuing operations of $3.49bn was 4 per cent 
higher than a year ago and higher than the $3.42bn 
we expected. Compositional differences surprised, 
with bad debts lower and the tax rate higher. The 
first-half cash profit including discontinued operations 
of $2.88bn fell 16 per cent on the previous 
corresponding period and 18 per cent lower than 
previous period. The bank is moving along nicely, 
steadily disposing non-core assets, building capital 
levels, growing the profitable Australian home loan 
portfolio, and most importantly, continuing to benefit 
from improved asset quality. Our fiscal 2018 cash 
profit forecast of $6.8bn is broadly unchanged as is 
our fully franked dividend of $1.60 per share. The 
balance sheet is strong with capital, funding, liquidity 
well above regulatory minimums. With the first-half 
result broadly in line with our expectations, we 
maintain our $30 FVE, and at current levels, the stock 
is undervalued trading 9 per cent below our valuation. 
We like the focus on lower risk owner-occupier 
principal-and-interest loans and tighter restrictions on 
higher risk segments including commercial property, 
unsecured consumer loans and residential investors 
and interest only borrowers. (David Ellis)

National Australia Bank (NAB)
Morningstar analyst rating: QQQ
Wide-moat-rated National Australia Bank is 
Australia’s biggest business bank, with 45 per cent 
of earnings from business banking, and is well 
placed to take advantage of the recovery in demand 
for business credit.

The business division benefits from robust volumes, 
strong margins and stable asset quality. We 
increased our FVE for NAB to $32 per share from 
$31 on November 1, 2017, reflecting financial year 
rollover and a better longer-term outlook. Our 
valuation is based on moderate loan growth, 
relatively stable net interest margins, higher fee 
and trading income, tight cost control, and a benign 
outlook for bad debts. NAB’s Australian mortgage 
portfolio includes a lower proportion of first-home 
buyers and low-doc loans compared with its two 
bigger retail focused peers, CBA and Westpac. At 
current levels, the NAB stock is undervalued 
trading 8 per cent below our valuation. But longer 
term we remain sceptical guided cost savings can 
be achieved, with management predicting savings 
of at least $1bn per year from the start of fiscal 
2021. We forecast operating expense savings 
around $250m in fiscal 2021, so there is upside to 
our earnings and valuation if the target is achieved. 
(David Ellis) *The analyst’s retirement fund owns 
shares in all four Australian major banks. K


