Perpetu%

Q&A with Brett Le Mesurier

28 November 2022

Rising interest rates are helping to buoy lending profitability at Australia’s biggest banks but
there is also uncertainty with the economy expected to slow. In this Q&A we asked Senior
Equities Analyst Brett Le Mesurier what rising interest rates and inflation mean for Australia’s
major banks and preferences amongst the general insurers heading into 2023.

Rising interest rates mean higher revenue for Australia’s major banks while bad debts remain
subdued. Can you explain why net interest margin (NIM) is so important and how the Big Four
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have benefited / will potentially benefit?

A major part of the banks’ revenue comes from net interest income, whose components are net
interest margin and asset growth. Westpac's NIM increased from 1.85% in 1H22 to 1.9% in
2H22, which assisted its net interest income to increase by 7% over the period. ANZ's NIM
increased from 1.58% to 1.68% from 1H22 in 2H22 and net interest income increased by 9%.
These higher rates of income growth have two benefits. Firstly, they enable income to grow
faster than expenses which increases the company’s ROE; and secondly, they produce higher
rates of profit growth, all else being equal. Both these characteristics lead to higher share price
multiples.

NAB and Westpac are your two preferences amongst the major banks at the moment. Can you
take us through your thinking here and what may change this assessment?

In my view, NAB has the best combination of Chair and CEO amongst the major banks. Both
have extensive experience and a record of success in managing large banking businesses. NAB
has substantially repaired its retail banking franchise and has maintained its market leading
position in small and medium business. Westpac should trade on a multiple which is much
closer to NAB as a result of its higher weighting towards the higher-returning retail business. It
is also the only major bank which is actively seeking to reduce its expenses, and this will lift its
share price multiple should it succeed.

Some Perpetual funds have positions in both IAG and Suncorp. Why are the big general insurers
so attractive at the moment and which is your preference?

IAG and Suncorp have pricing power, are increasing their premium rates substantially and are
currently experiencing elevated claims due to the wet weather pattern. Storms, hail and floods
are the costliest perils on the driest continent on the planet. However, when the weather pattern
changes to drier conditions, the claims ratios of IAG and Suncorp should fall and their insurance
margins increase, which would lead to substantial share price increases. | favour IAG over
Suncorp because it still has excess claims provisions to release, which relate to COVID-19 and
business interruption insurance, and it's a higher-returning business.

The major insurers are facing up to issues such as reinsurance in the face of extreme weather
events and, in the case of Suncorp, selling its banking operations to ANZ. Aren't these likely to
be headwinds to future profits in the sector?

IAG and Suncorp are allowing for the increased cost of reinsurance in their premium rates and
have recently increased their allowance for natural perils, which reflects the wet weather
pattern that we have been experiencing. Premium rates can be expected to increase further
next year. The sale of Suncorp’s bank is beneficial for shareholders because its being sold for a
premium to the capital invested in it. This business had consistently failed to deliver a return
greater than its cost of capital.
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In terms of the other players in the financial services sector that you cover, would you like to
comment on the fund managers or Macquarie?

Macquarie's business is leveraged to the market. Their revenue is highly correlated with the
market and the cost to income ratio magnifies that correlation. Macquarie is typically an
outstanding investment in strong markets and best avoided in falling markets. Janus Henderson
has been suffering from net fund outflows for some time and that may well continue for another
year, which makes it unlikely to have a strongly performing share price in the short term. The
new CEOQ is a clear thinker and has a sensible plan to improve the business. Its successful
execution should make this an interesting company and one to watch.

Has the legacy of the Financial Services Royal Commission changed the way you evaluate the
Australian banking / financial services sector and specifically the stresses it can endure?

The legacy of the Royal Commission has been the simplification of the banks’ businesses and
an examination of operational risk. This has reduced the risk of investing in banks, but the
biggest risk of credit quality will always remain. All the major banks have high levels of capital
and credit provisioning. Nevertheless, do not expect their share prices to be healthy in a time of
credit stress.

This information has been prepared by Perpetual Investment Management Limited (PIML) ABN 18 000 866
535, AFSL 234426. It is general information only and is not intended to provide you with financial advice or
take into account your objectives, financial situation or needs. You should consider, with a financial adviser,
whether the information is suitable for your circumstances. To the extent permitted by law, no liability is
accepted for any loss or damage as a result of any reliance on this information.

The information is believed to be accurate at the time of compilation and is provided in good faith. This
document may contain information contributed by third parties. PIML does not warrant the accuracy or
completeness of any information contributed by a third party. Forward looking statements and forecasts
based on information available at the time of writing and may change without notice. No assurance is given
that the forecast will prove to be accurate, as future events may impact actual results and these could differ
materially from those anticipated. Any views expressed in this document are opinions of the author at the time
of writing and do not constitute a recommendation to act.

The Product Disclosure Statement (PDS) for the relevant funds, issued by PIML, should be considered before
deciding whether to acquire or hold units in the Fund. The PDS and Target Market Determination can be
obtained by calling 1800 022 033 or visiting our website www.perpetual.com.au.

No company in the Perpetual Group (Perpetual Limited ABN 86 000 431 827 and its subsidiaries) guarantees
the performance of any fund or the return of an investor's capital. No allowance has been made for taxation
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and returns may differ due to different tax treatments. Past performance is not indicative of future
performance.
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