February 2020 Review – Listed Hybrid Sector
Performance

The Elstree Enhanced Income Fund’s total investment return for the month of February 2020 was
(1.33%). This compares with the Elstree Hybrid Index return of (1.74%). In other markets the All
Ordinaries Accumulation Index returned (8.08%) while the All Maturities Bond Index returned 0.86%.

Events of
February

The month was dominated by 2 events, one relatively commonplace, the other less so! The NAB
announced, the redemption (and roll) of the $1.34 billion NABPC and the issue of a new security,
NABHG. There was good demand for the new issue, which was priced at the bottom end of the
guidance range at 295 over 90 day BBSW. Not surprisingly, the NAB ‘upsized’ the issue from initial
indications of c$750 million to $1.95 billion. While some negativity was expected due to the NAB issue
being upsized the issue coincided with the savage, coronavirus induced, equity market drawdown. Inline with our expectations, an equity market ‘delta’ of around 0.1 ensued, although the delta was higher
over the month due to the fact that the hybrid market was already negatively impacted by the upsizing
of the NAB issue. We anticipate the hybrid market will be find a floor soon enough – most likely when
the RBA reduces the cash rate and risk free term deposit rates fall below 1%.

Out
performance
due to
changed
portfolio
structure

The observant among you will note that the ‘metrics’ of our portfolio changed materially over the
month (refer page 3 of this review). The portfolio’s credit term declined sharply, our weighting to Bank
issued Tier 1 securities declined and our cash yield fell. These changes were due almost entirely to our
increased cash weighting which now stands at just under 25%. We weighted more heavily to cash in
anticipation of the NABHG issue being upsized. Our increased cash weighting not only reduced our
equity market delta but it also afforded us with significant out performance of +0.41% of the Elstree
Hybrid Index (we admit that the equity market drawdown helped but we would have out performed
anyway). This is yet another way, we as an active manager, can add value above and beyond a passive
portfolio. We will deploy our cash holdings in the weeks and months ahead as we see fit.

Broker
research
suggests
that risk
premiums
are too
narrow

Continuing our thematic of risk premiums which occupy much of our thinking we read recently a well
articulated research note from stockbroker EL&C Baillieu. In short, the note suggested that risk
premiums, the equity risk premium in particular, was too narrow and given the risks inherent in the
bond market (i.e the risk that bond yields go up and prices fall) with 10 year bonds being at record low
levels at fractionally below 1%, the premium should be wider. Baillieu’s argue that a bond rate of 1% is
not pricing in any ‘term risk’ (because the cash rate is 0.75%), no inflation risk (because the bond rate
is below the rate of inflation) and economic growth risk (because the bond rate has fallen significantly
below long term average nominal economic growth where it (the bond) has traditionally displayed a
high correlation).

…it’s hard to
argue with
that and
right on cue

It’s hard to argue against that and it is also hard to argue with statistics when one considers that
forward price earnings ratios (PE’s) as presented by Baillieu’s at just above 18 times are 1.8 standard
deviations above the long term average of 14.6 times. Baillieu’s research suggests that forward PE’s
have only been higher 4% of the time over the last 32 years and that was in 1999 – 2000, which, as we
know, did not bode well for equities. It looks like an open and shut case. History and statistics point
unequivocally to an overpriced equity market susceptible to all the risks that propagate with higher

___________________________________________________________________________________________________________
Elstree Investment Management Limited (ABN: 20 079 036 810)
Level 5, 30 Collins Street Melbourne VIC 3000
Telephone: 61 3 8689 1348
Email: info@eiml.com.au

1

bond yields. And right on cue equity markets around the world have fallen, and fallen sharply, not, it
must be said, because bond yields and discount rates have risen but because of fears that the
coronavirus had not been contained (as markets had anticipated it would) and that supply chains and
global economic growth would be impacted as a direct consequence.
However,……

The impacts of the coronavirus on earnings notwithstanding (and let’s be honest despite all the well
intended rhetoric no one really knows how it will play out) for much of the 1999 - 2000 period
highlighted in the Baillieu note bond yields were above 6.5% - in fact in January 2000 they were above
7%. That is more than 7 times where they are now. The question we pose is; with bond and risk free
rates at less than 1% are equity valuations as ‘stretched’ as they were in 2000?

Listen to
central bank
speak

In support of this line of thinking the writer thought back to a private function that he was privileged
to attend recently where a retired central banker voiced his opinion about the level of risk free rates
and risk premiums. Paraphrasing, what he said was that one of the frustrations of central bankers was
just how the combination of extremely low interest rates and the alternative methods had failed to
impact real economies. Instead, low interest rates and these alternative methods only served to
encourage risk taking by speculators ultimately presenting as a narrowing of risk premia (i.e tighter
credit spreads and narrower equity risk premiums).

Not just risk
premia –
where do
investors
go?

Herein lies (yet) another conundrum for central bankers around the world; with risk free rates being
somewhere between 0% around 1% (less in European geographies) and risk premia narrowing where
do retirees invest to generate a meaningful income return without having to drawdown on the corpus?
At 1%, a risk free major Australian bank term deposit simply won’t cut it and hybrid securities, while
materially better, returning on a passive income basis around 4.00% annually are unlikely to get the
job done in isolation either. This simply means that retirees will be forced to accept a higher degree of
capital risk, most likely listed equity risk, to meet their income objectives.

Equity
market
income
generation –
the S&P500
makes a
compelling
long-term
case

With an eye to income generation we read a most interesting note just last week on dividends on listed
equities and thought we would share some of the commentary. In summary, the note compiled by
Stephen Hillebrecht of Product Strategy in the US articulated that with the coupon rates on risk free
bonds so low investors were ‘forced’ to seek alternative assets to generate income. The one sub sector
of the broader market that was attracting most attention was dividend paying ‘stocks’. For the first
time in 4 years the dividend yield of the S&P 500 exceeded the 10 years bond rate. While this in itself
is a compelling enough reason to focus on this sector of the market Hillebrecht opined that such
securities not only provided income today at reasonable prices (read “yield”) but they provided an
income stream that would grow over time. In an example he sighted a $10,000 investment in the S&P
500 in 1976 (albeit a while ago we admit). Almost 44 years later that investment would generate an
annual income return of 65% or $6,500 (the chart below from Hillebrecht’s note details the changes in
annual income and the current annual (market) income yield - this chart ignores the changes in the
capital value, which over that 44 year period had grown to in excess of $350,000).
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Our own
‘home
grown’
example.
MXUPA – a
compelling
and
opportunistic

tale

Hybrids –
part of the
income
solution.

We have our own homegrown example, the recently redeemed Multiplex SITES security, MXUPA. At
the GFC’s nadir in March 2009 the MXUPA security was trading at a price of $18.40 per $100. At the
time the security was paying a ‘stepped up’ coupon of 3.90% over 90 day bbsw (bbsw was priced at 4%
around about the same time). This meant that the annual coupon payment approximated to $7.9 on
an initial investment of $18.40. This represented a staggering income yield of 43% (it also meant that
the initial investment of $18.40 would be ‘paid back’ in just over 2 years reducing the risk materially!).
While the yield on the security just prior to redemption on 31 December 2019 was a modest 4.8%, the
yield on the initial investment of $18.40 was still a mouth watering 26% (i.e $4.8 over $18.40). The
table below details this information.
MXUPA

Market yield March
2009

Market yield
December2019

Price

$18.40

$100

Dec 2019 (yield on
initial investment)
$18.40

Coupon ($)

$7.90

$4.80

$4.80

Yield (%)

42.93%

4.80%

26.08%

We reasonably expect that a portfolio of hybrid securities would constitute ‘part’ of the income
solution on a number of grounds including their relative high level of capital stable income vis-à-vis risk
free rates and their displaying a low return correlation to mainstream asset classes such as equities and
fixed income. And despite residential property being expensive on almost any metric you care to look
at, it will continue to be alluring to investors (much to the RBA’s chagrin). While gross residential
property rental yields are lower than they have been in decades at around 3.5% this still represents a
healthy positive margin over risk free rates. In fact, the margin between risk free rates and the gross
rental yield has never been as positive in favour of the rental yield. Just prior to the GFC in 2007 it was
the exact opposite - the gross rental yield was around 4.5% while the risk free rate was around 6.5%!
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Fund characteristics as at (close of business) 28 February 2020
Yield to Maturity
Cash yield to maturity
Interest rate duration (years)
Credit term duration (years)
Investment grade issuer (% holding)
Bank tier 1 exposure (% holding)
Property exposure (% holding)
Performance Table
Elstree Enhanced Income Fund
UBS Australia Bank Bill Index
Betashares Hybrid Fund (HBRD)#

3.40%
2.50%
0.08
2.21
92.9%
30.5%
0.00%
1 month*
(1.33%)
0.08%
-

3 months
0.22%
0.23%
(0.60%)

12 months
6.86%
1.30%
5.41%

2 years p.a.
6.76%
1.64%
4.66%

5 Years p.a.
6.77%
1.85%
n/a

*Returns are gross of fees and include the benefit of franking credits. Past performance is not necessarily a guide to future performance.
# Source: Betashares. Return is net of fees and includes the value of franking credits.

Value of $10,000 Invested on 20/05/2003
$10,000 invested in the Elstree Enhanced Income Fund on 20/05/2003. Is gross of fees, assumes distributions are
reinvested and includes the benefit of franking. Value as at 29 February 2020 is $29,709.53

$32,000.00

$28,000.00

$24,000.00

$20,000.00

$16,000.00

$12,000.00

$8,000.00

$4,000.00

$-

Disclaimer
The information and opinions contained in this report have been obtained from sources of Elstree Investment Management Limited (ABN
20 079 036 810) believed to be reliable, but no representation or warranty, express or implied, is made that such information is accurate
or complete and it should not be relied upon as such. Information and opinions contained in the report are published for the assistance
of recipients, but are not relied upon as authoritative and may be subject to change without notice. Except to the extent that liability
cannot be excluded, Elstree Investment Management Limited does not accept liability for any direct or consequential loss arising from
any use of material contained in this report.
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