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Small Talk 
Welcome to Zombieland 
by Matthew Booker, Senior Portfolio Manager, Australian Smaller Companies 
 
 
Let’s party like it’s 2007…heck that was only 7 years ago.  The bravado that preceded the 
GFC has returned in spades.  Accommodating central banks have driven the asset price 
appreciation which, combined with short term memories addicted to the whiff of a rising 
market, has proven an alluring elixir for the majority.  Looking back to 2007 and comparing it 
with now a number of prevailing themes provides a similar backdrop to that ‘uber 
complacent’ time.  Although the pieces of today’s jigsaw are slightly different, the final picture 
is shaping up in much the same way. 
 
In mid-2007 the residential housing markets globally (at face value) were booming.  The 
Australian housing market was marching up as were lending volumes while lending criteria 
were weakening.  Spreads in the Residential Mortgage Backed Securities (RMBS) markets 
and wholesale funding markets were tight.  Lenders were printing money given benign 
competitive dynamics.  It was the perfect time for non-bank lenders to IPO.  Liberty Financial 
and RAMS home loans tested the market.  RAMS (RHG) was first and last away.  Within a 
breath of listing, signs of fragility in the funding market appeared on the back of sub-prime 
losses in the USA.  Suddenly, no one wanted to fund a mortgage book through securitisation 
markets.  RHG had been warehousing a good chunk of its book on the view that spreads 
would narrow further, this proved its demise as demand for its loans were essentially zero at 
any price – it was then beholden to the banks that stripped its excessive margins (and 
earnings) to the proverbial bone.  It’s now mid-2014 and the backdrop is similar if not even 
more supercharged in the home lending market but instead of non-bank financials listing we 
have Genworth Australia – a residential mortgage insurer potentially hitting the boards.  
Whilst there might be an investment case for Genworth, our concern lies in the macro 
circumstances in which we find ourselves mired - super expensive housing, record levels of 
household debt to GDP, record low interest rates and rising unemployment.  Is the timing of 
this float coincidence or a sign of the times?  Only time will tell but caution seems warranted. 
 
Back in 2007 we had the mining super boom.  ‘Stronger for longer’ was the catchcry of the 
investment banking houses.  China’s thirst for commodities was going to continue forever 
and commodity prices that had risen logarithmically were going to continue – clearly 
impossible but even the most sophisticated were believers.  Today we have the second 
coming of the tech boom – yes we thought that bubble had burst forever in 2001.  Again 
short memories and the rise of juggernauts like Google, Facebook, Twitter et al and the 
instant billionaires minted by the monoliths from the design of clever apps have created 
fervour.  On the coat tails of these amazing success stories have come the online 
businesses with short histories and no earnings yet they are attracting the interest of the 
investment community.  Like the stronger for longer call of 2007 we suspect many of these 
businesses will disappear, particularly those in the small cap world where speculation 
heightens during these periods.  It might seem perverse to compare mining companies to 
technology companies but every cycle driven by excessive central bank liquidity seems to 
promote a sector to grand and unsustainable heights.  These themes are typically 
conceptually attractive but they also end in tears.  Picking the winners is akin to hitting the 
jackpot at the casino – unfortunately, on average, the house wins. 
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In 2007 we had financial engineers engaging in financial alchemy.  Taking traditional 
businesses and stuffing them with oodles of debt and then siphoning out cold hard cash 
through re-gearing and non-recourse debt, leaving an unmodified business carrying surreal 
levels of debt.  The main protagonists in small cap Australia were grand names such as 
Allco Finance, Babcock and Brown and MFS.  Today, instead of these financial alchemists, 
we have private equity groups listing businesses on high multiples with earnings forecasts 
that are somehow immune to the ravages of a difficulty economy.  The listed peers are 
struggling with profit downgrades running rife whilst their newly listed peers have stable 
earnings and hockey stick like growth projections.  What a contrast.  How can the prospects 
for these companies IPO’s be so much brighter than their listed counterparts?  The pièce de 
résistance is, that for whatever reason, these newly listed companies (that are of any 
reasonable size) seem to all carry a magical $600m plus in net debt.  Where does this figure 
come from?  We are not sure, but it seems like a large debt pile for the average small cap 
company to bear through a cycle. 
 
The final piece of the jigsaw that is perhaps altering the ultimate picture is the willingness of 
financiers to accommodate companies clearly in deep financial trouble.  During the GFC we 
saw zombie US banks but now we are seeing zombie companies.  Bloated on debt these 
listed companies, that just a few years ago had hundreds of millions (some billions) of 
market capitalisation, have seen this evaporate.  Most are a derivative of the mining super 
boom.  Mining services companies, engineers and rental businesses dominate ‘Zombieland’, 
although other sectors are represented, for example pharmacy.  Bankers are turning a blind 
eye for now, with the commonly used phrase being “financiers have agreed to waive the 
covenant breaches…”.  This is code for “we have sent our insolvency experts in to assess 
the situation and your company is now controlled by the banks”.  Luckily for the financiers 
the central banks liquidity drive has resulted in excess capital washing around the market 
such that distressed debt funds (vulture funds from a previous era) can now buy the debt 
from the financiers at a haircut to face value, absolve the financiers of the risk but leave the 
shareholders in a pickle as their ownership is threatened by the dreaded debt for equity 
swap.  Directors of zombie companies should see any fillip in the share price as an 
opportunity to raise equity.  Those that have created a rod for their back by promising not to 
raise equity should listen to the words attributed to John Maynard Keynes "When the facts 
change, I change my mind.  What do you do, sir?”.  Existence is a superior outcome to 
insolvency one would think.  Ask the shareholders of Forge.  We suspect there are more 
“turkey” moments coming in Zombieland.  Any dislocation in funding market (a la 2007-2008) 
will accelerate the demise of these walking dead. 
 
Outlook 
 
We think avoiding the high PE component of the market, an overhyped IPO market and 
financial leveraged assets, will stand us in good stead in the long term.  Where ‘Mr Market’ 
treads in the short term is anyone’s guess but history suggests we will be well rewarded 
avoiding such pockets of over-exuberance.  Whilst our portfolio might be viewed by many as 
uninspiring perhaps even boring, we think buying assets unappreciated by the market where 
risks are largely factored into valuation will deliver a positive outcome for our investors.  
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Disclaimer 

Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this article.  
They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 443 274, 
AFS Licence 226473 ("Schroders") or any member of the Schroders Group and are subject to change without notice.  In 
preparing this document, we have relied upon and assumed, without independent verification, the accuracy and completeness 
of all information available from public sources or which was otherwise reviewed by us.  Schroders does not give any warranty 
as to the accuracy, reliability or completeness of information which is contained in this article. Except insofar as liability under 
any statute cannot be excluded, Schroders and its directors, employees, consultants or any company in the Schroders Group 
do not accept any liability (whether arising in contract, in tort or negligence or otherwise) for any error or omission in this article 
or for any resulting loss or damage (whether direct, indirect, consequential or otherwise) suffered by the recipient of this article 
or any other person.  This document does not contain, and should not be relied on as containing any investment, accounting, 
legal or tax advice.   
 


