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Fat Prophets take profits

It has been an action packed few months for Commonwealth Bank of Australia (ASX, CBA) since our last

review. With the impact of a new Federal levy sinking in, the bank, along with the rest of the sector received a

boost from APRA's decision on capital requirements, which was less onerous than expected. A cause for joy

though was relatively short-lived, with the announcement that financial intelligence agency AUSTRAC had

initiated Federal Court action against CBA for breaches of the Anti-Money Laundering_ and Counter Terrorism
Act.

The possible ramifications of the legal action also served to take some of the gloss off a strong full year result

last month. Adding further to the soap opera has been the prospect of a shareholder class action, as well as
confirmation from CEO lan Narev that he will be stepping down during the 2018 financial year.

This is all a lot for any company to handle in a few years, let alone a few months, and the market has also

cast its vote, with the CBA selling off relative to its peers. We also believe that sentiment is likely to remain
fragile, and that the bank, which has historically traded at a premium to the sector, will lose further lustre. This

also could be a drawn out process with the next hearing on the AUSTRAC case not scheduled till next April.

We are positive on the banking sector, and indeed hold the big Four, as well as Bank of Queensland in the
Fat Prophets Portfolio. We have though tended to favour the laggards, and indeed we have not issued a buy
recommendation for some time on CBA, and especially while near current levels. Our last recommendation
for ‘action’ on CBA was in fact a ‘sell half’ call at $80 in 2014.

While CBA is not overly expensive at 13 times earnings, and with a yield of 6 percent, the case for holding is
no longer as compelling in our view, and given material bank-specific uncertainties on various levels. We
therefore recommend that Members sell their holdings in CBA, banking a gain of 112 percent (including

dividends) since our initial recommendation.

Turning to the charts, and with reference to the daily, prices have broken below the 50-day moving average
(green line) (as well as the 200 day in red), which is suggestive that momentum is rotating south. A zone of
support (see monthly chart) around $80 has also been breached.
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Recent Developments

There has been plenty to chew on since our last coverage of CBA in mid-May. Working in chronological
order, in late May, management estimated that the earnings impact of the Federal government’s levy would
be around $220 million after tax. This is probably a cautious forecast though, as we expect that the bank tax

inevitably will be passed on by the big players to customers.

The APRA decision on capital requirements though was more positive, with a Common Equity Tier 1 (CET1)
Capital target of 10.5 percent set in stone. CBA along with others though have till January 1, 2020 to reach
this. Recent results show CBA's CET1 at year end was 10.1 percent, leaving some more work to do than
other banks, but also with plenty of time up its sleeve. In any event, CBA, as with the other banks, are indeed
‘unquestionably strong’, which is also ironic given a ratings downgrade (by Moody’s) seen by the sector in

June.

At the start of August, a company specific blow came with financial intelligence agency AUSTRAC (Australian

Transaction Reports and Analysis Centre)._initiating Federal Court action. The agency alleges CBA breached

the Anti-Money Laundering and Counter Terrorism Act, not reporting_suspicious transactions valued at

around $625 million using_the bank’s ATMs, also ignoring warnings from various authorities including_the
Federal Police.

Banks are required to report to AUSTRAC all transactions above $10,000 and AUSTRAC alleges there were

over 50,000 instances since 2012 where CBA did not do so. Each breach carries a maximum penalty of $18

million or a potential fine of almost $1 billion. As such, CBA now has a fight on its hands, and has gone into

damage control to show that any operational failings are being addressed, but as usual the maximum
penalties will never see the light of day.

The issue though is the level of uncertainty it will create, and which is set to drag on. Yesterday it was
announced that CBA had been given till 15" December 2017 to file a defence, with AUSTRAC's response
due by 16" March 2018. A further hearing_has been set for 2 April 2018, _so this case is likely to drag_on for a

year at a minimum,_if not much more.

http://members.fatprophets.com/Products/Australasian%20Equities/Fat%20ldeas?id=1eb0ab98-b9be-4d77-8abf-1860892f7779&article=yes 217



6/12/2018 members.fatprophets.com/Products/Australasian Equities/Fat Ideas?id=1eb0ab98-b9be-4d77-8abf-1860892f7779&article=yes

Added to the situation is the prospect of class actions by shareholders as a result. US regulators have also
been drawn into proceedings (CBA holds banking licences there), and apparently are in ‘dialogue’ with the
bank.

A further unknown is to what extent CBA's brand will be damaged as the saga drags on. While this could well

prove to be a ‘storm in a teacup,’ this will not be clear for some time yet. The market though has already
spoken with CBA shares down around 10 percent since the AUSTRAC claim, versus a fall of around 3
percent for the ASX 200 banking index.

Full year results

The filing_also overshadowed the release of what was a strong full year result by CBA only a few days later.

Cash profit for the 12 months to 30 June rose 4.6 percent to $9.88 billon, which was comfortably ahead of
estimates of $9.8 billion.

Revenues rose 1 percent to $44.95 billion, while profit at the retail banking business leapt 9 percent during
the year. Mortgage repricing initiatives are clearly having an impact and an ongoing trend here is a
fundamental reason why we are (and have been) positive on the banks. Cost control was also impressive,
with operating expenses falling 5 percent for the year, and also helped a 2.1 percent lift in the full year
dividend per share to $4.29.

Jun 17 vs
Jun 16
Statutory Profit ($m) 9,928 7.6% 1
Cash NPAT ($m) 9,881 4.6% 0
Cash Earnings per Share ($) 5.74 3.5% L
Dividend per Share ($) 4.29 2.1% L
ROE — Cash 16.0% (from 16.5%)

Source: Company Results Presentation

Returns on equity though contracted over the year by 50 basis points to 16 percent. Management also
revealed they were considering selling the bank’s life insurance arm, and in our view the timing might not be
ideal to extract the best price here.
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Certainly, there are still some margin pressures, with CBA’s net interest margin falling 3 basis points to 2.11
percent. But on the other side costs are in focus, and impairments have been well contained — bad and
doubtful debts are at their lowest for more than two years.

The bank though continues to see volume growth, despite a competitive market, with $102 billion in new
funding over the period, driving the home loan book to $436 billion.

The bank did however note that compliance and risk spending_had risen by 29 percent over the last five

years to a cumulative $3.6 billion, including $230 million in anti-money laundering compliance and reporting

processes and systems. Given the AUSTRAC matter, and potential outcomes, we expect further costs will be
tipped in here.

The actual trial when it comes will unlikely to be a matter for lan Narev who is retiring_by 30 June 2018. He

has done a strong job during his tenure in our view, but the fact that the buck stops with the CEO meant that
he was always likely to fall on his sword following the AUSTRAC action. The appointment of a new CEO
could well be a positive, but it won’t exactly draw a line under matters, and indeed only adds a further layer of
uncertainty.

The question is how much more investors will react, and not just those domestically? Around 20 percent of

the share register in CBA is held offshore, and arguably these may dwell on company specific headwinds as
a reason to reposition into CBA’'s competitors.

http://members.fatprophets.com/Products/Australasian%20Equities/Fat%20ldeas?id=1eb0ab98-b9be-4d77-8abf-1860892f7779&article=yes 4/7



6/12/2018 members.fatprophets.com/Products/Australasian Equities/Fat Ideas?id=1eb0ab98-b9be-4d77-8abf-1860892f7779&article=yes
CBA Market Capitalisation

Australian Qverseas
owned investors
~80% :

20% Australians

investing in funds

Super funds
80% .
for millions of
Australians
~800,000
retail investors
Jun 07 Jun 09 Jun 11 Jun 13 Jun 15 Jun 17

Source: Company Presentation

With reference to the monthly chart, prices have entered a corrective phase of the overall technical cycle
after printing a high of $87.69 intra-month in May. A break below support at $80 weakens the technical
picture, with the next layer existing around the $70 mark.

Monthly CBAAX 31-Aug-10 - 31-Jan-18 (S¥D)
BarOHLC, CBA.AX, 30-Sep-17, 76.000, 76.200, 73.550, 74.320, N/A, N4 Price
AUD

H - 80

i | I Hﬂ o
e

1 | - 50
ML

J‘l”HH]ﬂhﬁJﬁHu “$25.56 in dividends paid since initial buy 50

2011 2012 2013 2014 2015 2016 2017 2018
2010

Summary

It has been an action packed few months for Commonwealth Bank of Australia since our last review. With the
impact of a new Federal levy sinking in, the bank, along with the rest of the sector received a boost from
APRA's decision on capital requirements, which was less onerous than expected. A cause for joy though was
relatively short-lived, with the announcement that financial intelligence agency AUSTRAC had initiated
Federal Court action against CBA for breaches of the Anti-Money Laundering and Counter Terrorism Act.

The possible ramifications of the legal action also served to take some of the gloss off a strong full year result
last month. Adding further to the soap opera has been the prospect of a shareholder class action, as well as
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confirmation from CEO lan Narev that he will be stepping down during the 2018 financial year.

This is all a lot for any company to handle in a few years, let alone a few months, and the market has also
cast its vote, with CBA selling off versus its peers. We also believe that sentiment is likely to remain fragile,
and that the bank, which has historically traded at a premium to the sector, will lose further lustre. This also
could be a drawn out process with the next hearing on the AUSTRAC case not scheduled till next April.

We are positive on the banking sector, and indeed hold the big Four, as well as Bank of Queensland in the
Fat Prophets Portfolio. We have though tended to favour the laggards, and have not been inclined to buy into
CBA's premium rating in recent years.

While CBA is not overly expensive at 13 times earnings, and with a yield of 6 percent, the case for holding is
no longer as compelling in our view, and given material bank-specific uncertainties on various levels. We
therefore recommend that Members sell their holdings in CBA, banking a gain of 112 percent (including

dividends) since our initial recommendation.

Disclosure: Commonwealth Bank of Australia is held in the Fat Prophets Australian Share Income Model.

DISCLAIMER

Fat Prophets has made every effort to ensure the reliability of the views and recommendations expressed in the reports published on its websites. Fat
Prophets research is based upon information known to us or which was obtained from sources which we believed to be reliable and accurate at time of
publication. However, like the markets, we are not perfect. This report is prepared for general information only, and as such, the specific needs,
investment objectives or financial situation of any particular user have not been taken into consideration. Individuals should therefore discuss, with their
financial planner or advisor, the merits of each recommendation for their own specific circumstances and realise that not all investments will be
appropriate for all subscribers. To the extent permitted by law, Fat Prophets and its employees, agents and authorised representatives exclude all liability
for any loss or damage (including indirect, special or consequential loss or damage) arising from the use of, or reliance on, any information within the
report whether or not caused by any negligent act or omission. If the law prohibits the exclusion of such liability, Fat Prophets hereby limits its liability, to
the extent permitted by law, to the resupply of the said information or the cost of the said resupply. As at the date at the top of this page, Directors and/or
associates of the Fat Prophets Group of Companies currently hold positions in: ASX-listed Australian stocks: ASX-listed Australian stocks: AAC, AAD,
AGO, AJA, AMP, ANZ, APA, APG, AVG, BCI, BHP, BKN, BOQ, BRL, BRU, BTR, BWP, CBA, CCL, CDD, CFE, CGL, CKF, CNQ, CVO, CWN, DLS, DNX,
DUE, ELD, ENV, EVN, FID, FMG, FXJ, GJT, GMG, GNS, GOR, GPT, GXL, HUB, IAU, IFL, ILU, IMF, JHX, MFG, MGR, MML, MMS, MND, MNF, MPL,
MTR, MTU, NAB, NCM, NMG, NUF, OBS, ORE, OSH, OVH, POS, PPS, PRG, PRT, PXG, QAN,QBE, RIO, RXL, RRS, S32,SDG, SFR, SGP, SIV, SLR,
SPK, STO, SUN, SYD, TAM, TEN, TLS, TME, TTN, WBC, WFD, WES, WHC, WOW, WPL, WSA. International stocks 3i Group, Acacia Mining, Amec
Foster Wheeler, Anglo American, Archipelago Resources, Arian Silver Corp, Aviva, Avocet Mining, Bank of China, Barratt Developments, BMW, Berkeley
Energy, BG Group, BOLSAS Y MERCADOS ESPANOLES,SOCIEDAD, Bovis Homes, BP, Braemar Shipping Group, British American Tobacco, BT
Group, Cairn Energy, Centamin Egypt, China Life Insurance, China Mobile, China Overseas, China Taiping, China Vanke, Country Garden, Daejan
Holdings, Development Securities, Dragon, Enquest, Esure, Euronext, FedEx, Fresnillo, Ibiden, Infosys, Glaxosmithkline, Glencore International,
Goldbridges Global Resources, Google (Alphabet), Grainger, Gulf Keystone Petroleum, Highland Gold Mining, HSBC,ICICI Bank, Ironveld, iShares
Physical Metals, J Sainsbury, JKX Oil & Gas, John Wood Group, Kazakhmys, Legal & General, Lloyds, Low and Bonar, Market Vectors Junior Gold
Miners, Market Vectors Oil Services, Market Vectors Vietnam, Marstons, Medusa Mining, Mitchells & Butlers, Mitsubishi Tokyo Financial, Mitsubishi UFJ,
National Grid, Nippon Telegraph and Telephone, Panasonic, Paragon Group of Companies, Petra Diamonds, Petrofac, Petropavlovsk, PICC Property &
Casualty, PPHE Hotel Group, Randgold Resources, Rank Group, Reckitt Benckiser, Royal Dutch Shell, Solgold, Sony Corporation, Standard Chartered,
STV Group, Sylvania Platinum, Tata Motors, Tencent, Tertiary Minerals, Teva Pharamaceutical, Toyota Motor, Tullow Qil, Unilever, Vedanta Resources,
Vodafone, Walt Disney, Zillow.

Commonwealth Bank of Australia
Latest Closing Price: $74.49
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Reuters: Commonwealth Bank of Australia (the Bank) is an Australia-based bank. The Bank, along with its subsidiary, is engaged
in the provision of a range of banking and financial products and services to retail, small business, corporate and institutional
clients. The Bank is a provider of integrated financial services, including retail, business and institutional banking, superannuation,

life insurance, general insurance, funds management, broking services and finance company activities.

The Bank operates in seven segments: Retail Banking Services, Business and Private Banking, Institutional Banking and Markets,
Wealth Management, New Zealand, Bankwest and Other. Its Retail Banking Services segment provides home loan, consumer
finance and retail deposit products. Its Business and Private Banking segment provides banking services. The Bank operates

primarily in Australia, New Zealand, United Kingdom, United States and Asia Pacific.

Market Capitalisation:$129.3b

FY1 FY2
Price to Earnings 12.8 12.5
Dividend Yield (%) 5.9 6.0
Price to Book 1.97 1.86
Return on Equity (%) 16.1 15.6

Copyright © 2000 - 2016 Fat Prophets. All rights reserved. No portion of this website may be reproduced, copied, or in anyway
reused without written permission from Fat Prophets.
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