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Market Recap




During the September quarter
2015, the Australian Small Ordinaries continued to play on the swings and the
roundabouts, trading within a range defined over four years past.  The benchmark lost 7.5% of its value over the
first two months of the quarter, then a rally commenced in September which
trimmed these losses to 3.9% for the quarter. 
Once again, selling pressure was concentrated on resources stocks, which
suffered a hefty 25% aggregate decline over the quarter while industrials were
flat.




Much of the weakness in the
resources sector can be explained by ongoing concerns surrounding the health of
the Chinese economy.  The Chinese stock
market collapsed by nearly 27% over just 10 days during August. The US and
local share market mirrored this mini collapse to varying degrees.  Another notable external influence during the
quarter was US monetary policy, where expectations for the timing of an
increase in the Fed funds rate were again extended.  




Despite market gyrations, earnings
results posted by smaller companies during August were on the whole in line
with expectations and certainly better than those reported over recent years.
This is consistent with our view that the market’s current expectations are
generally achievable and realistic, which we believe represents a sound
foundation for investors.  The US
quarterly earnings season is underway at the time of writing and the coming
weeks will provide an update on the health of many global industries.  




Hefty falls in commodity prices
and the Australian dollar over the last year have had a substantial impact on
the underlying profitability of many companies in our universe.  Much of this has been reflected in share
prices however as the dust settles it is inevitable that investment
opportunities will emerge.  




Resources – dead cat bounce or has something changed. 




Since hitting a post GFC peak of nearly 7000 in January 2011, the ASX Small Resources benchmark subsequently lost 80% of its value by the end of September 2015.  Alongside these falls, the Small Ordinaries benchmark weighting to resources has slipped from nearly 50% at its peak to barely 20% today.  




ASX Small Resources Index  
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Recently we have seen a sharp
rally in small resource stocks however coming from such a low level this
represents a minor recoup of the ground lost over the past five years.  Resources have rallied by a similar magnitude
several times over the past five years and each time resumed their downward
trend shortly thereafter.  Is this rally
yet another ‘dead cat’ bounce, or does it represent a trough?




Valuation support?




The valuation argument supporting
resource equities is mixed.  Share prices
of resource companies are trading at a fraction historic highs however the
underlying earnings of these companies seem unlikely to return to the booming
levels enjoyed five years ago, making historical price an unreliable
metric.  We prefer Discounted Cash Flow
methodologies which are commonly adopted to estimate the value of a small
resources company.  On this measure we
calculate the largest, most liquid names in the sector are trading on average
at about a 20% discount to their value estimates.  




However digging deeper into these valuations it quickly becomes apparent that for many of these companies, future earnings estimates are tied to an improvement in the underlying earnings of the business and in most cases this is expected to be driven by higher commodity prices in the future.  One needs to take a view on the outlook for the relevant commodities in order to make an informed investment in a resource company.   




Commodity prices – fundamental driver
for equities




The market price of a commodity
is an outcome of demand and supply.  In
the recent boom, strong growth in China was a huge engine driving demand for a
diversity of commodities ranging from iron ore to dairy products.  Moderating Chinese growth, combined in many
cases with an untimely surge in supply has seen prices fall.  Prices can continue to fall indefinitely
until demand exceeds supply and sadly few commentators expect a return to the
strong demand growth enjoyed during China’s boom.  This leads us to look more closely at the
supply side. 




Base metals – relative performance (Australian dollar denominated) 
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For a number of commodities a
growing proportion of suppliers are losing money at current prices.  In the extreme cases of aluminium and nickel,
it is estimated that about half the world’s primary supply is not economic at
current prices.  Clearly this is not
sustainable and must eventually lead to suppliers going out of business. 




We believe cuts to mine supply
are a signal that prices are close to a nadir. 
Encouragingly we are already seeing some signs of supply cuts occurring
in the market place, two prominent examples being Glencore’s recently announced
cuts to its zinc mining operations, and the Indonesian Government upholding the
ban on laterite nickel ore exports.




The reality of supply curtailment
underlies our confidence that there is limited downside for some commodity
prices and also for the share prices of those companies with operations which
are profitable even at current depressed commodity prices.   Limited downside is an encouraging
investment feature however NovaPort’s methodology is also to seek investments
where we see 50% upside over three years. 
We also need to be able to justify why commodity prices should rise
within our three year time frame.  




On our analysis, nickel stands
out offering a strong likelihood of recovery within the next three years.  The extent to which supply has been, an
continues to be curtailed, the outlook for demand and the recent declines in
inventories all point to a supply constrained market within our investment time
horizon.   




Conclusion




The small resources sector is a
fraction of its former value due to a negative shift in the fundamentals
underpinning many commodity prices. 
Valuations seem relatively attractive and while we do not see much
downside from here, upside for the resources sector as (a whole) would probably
require stronger than expected global demand growth.  




In the absence of demand strength exceeding forecasts the sector does not seem likely to return to its historic highs soon.  However selectively we are able to identify some investment opportunities in the sector.   We identify companies with quality nickel mining operations as the most prominent of these opportunities.  
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Afghanistan
Åland Islands
Albania
Algeria
American Samoa
Andorra
Angola
Anguilla
Antarctica
Antigua and Barbuda
Argentina
Armenia
Aruba
Australia
Austria
Azerbaijan
Bahamas
Bahrain
Bangladesh
Barbados
Belarus
Belgium
Belize
Benin
Bermuda
Bhutan
Bolivia
Bonaire, Sint Eustatius and Saba
Bosnia and Herzegovina
Botswana
Bouvet Island
Brazil
British Indian Ocean Territory
Brunei Darussalam
Bulgaria
Burkina Faso
Burundi
Cambodia
Cameroon
Canada
Cape Verde
Cayman Islands
Central African Republic
Chad
Chile
China
Christmas Island
Cocos Islands
Colombia
Comoros
Congo, Democratic Republic of the
Congo, Republic of the
Cook Islands
Costa Rica
Côte d'Ivoire
Croatia
Cuba
Curaçao
Cyprus
Czech Republic
Denmark
Djibouti
Dominica
Dominican Republic
Ecuador
Egypt
El Salvador
Equatorial Guinea
Eritrea
Estonia
Eswatini (Swaziland)
Ethiopia
Falkland Islands
Faroe Islands
Fiji
Finland
France
French Guiana
French Polynesia
French Southern Territories
Gabon
Gambia
Georgia
Germany
Ghana
Gibraltar
Greece
Greenland
Grenada
Guadeloupe
Guam
Guatemala
Guernsey
Guinea
Guinea-Bissau
Guyana
Haiti
Heard and McDonald Islands
Holy See
Honduras
Hong Kong
Hungary
Iceland
India
Indonesia
Iran
Iraq
Ireland
Isle of Man
Israel
Italy
Jamaica
Japan
Jersey
Jordan
Kazakhstan
Kenya
Kiribati
Kuwait
Kyrgyzstan
Lao People's Democratic Republic
Latvia
Lebanon
Lesotho
Liberia
Libya
Liechtenstein
Lithuania
Luxembourg
Macau
Macedonia
Madagascar
Malawi
Malaysia
Maldives
Mali
Malta
Marshall Islands
Martinique
Mauritania
Mauritius
Mayotte
Mexico
Micronesia
Moldova
Monaco
Mongolia
Montenegro
Montserrat
Morocco
Mozambique
Myanmar
Namibia
Nauru
Nepal
Netherlands
New Caledonia
New Zealand
Nicaragua
Niger
Nigeria
Niue
Norfolk Island
North Korea
Northern Mariana Islands
Norway
Oman
Pakistan
Palau
Palestine, State of
Panama
Papua New Guinea
Paraguay
Peru
Philippines
Pitcairn
Poland
Portugal
Puerto Rico
Qatar
Réunion
Romania
Russia
Rwanda
Saint Barthélemy
Saint Helena
Saint Kitts and Nevis
Saint Lucia
Saint Martin
Saint Pierre and Miquelon
Saint Vincent and the Grenadines
Samoa
San Marino
Sao Tome and Principe
Saudi Arabia
Senegal
Serbia
Seychelles
Sierra Leone
Singapore
Sint Maarten
Slovakia
Slovenia
Solomon Islands
Somalia
South Africa
South Georgia
South Korea
South Sudan
Spain
Sri Lanka
Sudan
Suriname
Svalbard and Jan Mayen Islands
Sweden
Switzerland
Syria
Taiwan
Tajikistan
Tanzania
Thailand
Timor-Leste
Togo
Tokelau
Tonga
Trinidad and Tobago
Tunisia
Turkey
Turkmenistan
Turks and Caicos Islands
Tuvalu
Uganda
Ukraine
United Arab Emirates
United Kingdom
United States
Uruguay
US Minor Outlying Islands
Uzbekistan
Vanuatu
Venezuela
Vietnam
Virgin Islands, British
Virgin Islands, U.S.
Wallis and Futuna
Western Sahara
Yemen
Zambia
Zimbabwe
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