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Isolated stresses create  
more general opportunities
2016 has started with a period of financial stress, which has surprised almost everyone. Regrettably the causes  
are not straightforward but pleasingly they are largely technical rather than fundamental, says Brewin Dolphin’s  
Head of Research, Guy Foster.

The concerns faced by the world at the moment are quite broad and in isolation relatively benign, but together they have created  
a broad sense of unease. Slowing growth in China, knock-on effects on emerging markets and weaker oil and commodity  
prices will inevitably mean some loans go unpaid. With the last financial crisis looming large in the rear-view mirror, investors are  
naturally unnerved about the prospects of another. So despite an environment in which the regulators have been accused of  
being heavy-handed in their insistence that banks carry more capital and more liquidity, the banks have managed to return to the  
eye of a market storm.

Fortunately we can say that with most of the major banks having been in repair mode for much of the last six years, only a few 
institutions have retained material issues.

Unfortunately, however, matters have become somewhat more complicated. One of the casualties of the last banking crisis,  
Banco Espirito de Santo, was split into two entities: one which housed the good assets (a good bank) which could continue as a  
going concern and another which contained the more troubled assets (a bad bank). In an apparently innocuous event at the end  
of last year the Bank of Portugal arbitrarily transferred the interests of some foreign bond investors from the good bank to the bad  
bank – greatly reducing their value. This has also created a question mark in investors’ minds over the value of a particular subset  
of ‘hybrid instruments’ issued by banks.

The confluence of these events has meant that the group of investors who had been the providers of finance to the weaker banks 
are now uncertain of the value of their investments. Selling the securities they own is difficult so they are finding ways to offset their 
losses by selling equities and other liquid assets. Securities of dubious quality have been sold off, but with them to a lesser extent have 
gone the securities of perfectly robust and well-managed institutions. This is creating an environment in which investors who look for 
fundamental value are starting to find more and more opportunities. The general ebbing away of value has been one of the reasons for 
which we reduced the amount of equity exposure in our clients’ portfolios in 2015.

In hindsight we would like to have reduced our stock exposure even more. However, last month I quoted the legendary fund manager 
Peter Lynch who said, “far more money has been lost by investors preparing for corrections, or trying to anticipate corrections, than 
has been lost in corrections themselves”, and those words remain as appropriate as ever. We don’t know when markets will go up or 
down. We only know the likely opportunity generally improves as prices fall and declines as they rise. The particularly technical nature  
of the current volatility gives fundamental investors like us an improving opportunity to generate value for clients.

The value of investments can fall and you may get back less than you invested.

Past performance is not a guide to future performance.
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