February 2022 Review – Listed Hybrid Sector
Fund and
market
performance

The Elstree Enhanced Income Fund’s total investment return for the month of February was 0.27%.
This compares with the Elstree Hybrid Index return of 0.19%. In other markets the All Ordinaries
Accumulation Index returned 1.73% while the All Maturities Bond Index returned 1.21%.

A testing
time for
investors in
risk assets

Certainly, amid a backdrop of the prospect of interest rates and geopolitical risks the first 2 months
of CY2022 have been ‘testing’ for investors in risk assets. Equity markets have been volatile as the
US Federal Reserve announced it was more likely than not to raise interest rates at its March
meeting before presaging that it would begin, at some point soon, to unwind its now gorged
USD9trillion balance sheet. The conflict in the Ukraine has created further uncertainty in recent days
leading, not unexpectedly, to “safe haven” trades, providing US treasury bonds with some respite
as treasury yields fell across the breadth of the curve and bond prices rose.

Fed voting
Governors
suggest the
Fed is behind
the curve.
Playing
‘catch up’
and
beginning to
unwind the
balance
sheet are
sensible
initiatives

Despite the Fed arguing that inflation will peak in Q1 2022 the tone from a number of voting Fed
Governors would suggest otherwise. The hawkish rhetoric reeks of uncertainty and strongly
suggests that the Fed Governors think the Fed is ‘behind the curve’. However, front end loading rate
rises will likely dispel concerns the markets may have about the Fed being behind the curve as it
moves to catch up! The author was pleased to read that the Fed proposes to raise interest rates at
the same time it looks to begin to unwind its balance sheet. Unwinding the balance sheet in tandem
with raising rates is a sensible initiative because it ultimately means that the Fed will not have to
raise interest rates by as much as it otherwise might have had to, so as to counter mounting
inflationary pressures. We note that Australia’s RBA has fallen into line with the Fed announcing at
its February meeting that it will cease its bond buying program. While raising interest rates remains
a moot point with the RBA there has been some softening of the rhetoric from Martin Place in recent
weeks with a hint that a rate increase might be appropriate in the second half of this year. This is
(still) at odds with the broader market and most commentators where the collective thinking is that
there will be a series of rate rises by year’s end with the first set to occur as early as August.

Despite the
RBA
softening its
interest rate
rhetoric the
money
markets are
convinced
that rates
will begin to
rise in 2H
this year
with BBSW
predicted to
peak at 2.5%
in in 2H 2023

As an investor in securities that pay a fixed coupon margin over a floating rate benchmark reference
rate such as BBSW we are pleased to hear that interest rates will likely rise in the near future.
Markets of course pre-empt central bank interest rate changes well in advance. The chart below
details 90day BBSW (blue line) projected out of the future dates shown on the horizontal axis. The
data was sourced from the ASX on 15 February. While the RBA’s rhetoric is only just beginning to
soften the money markets are convinced that rates will rise this year. The market’s collective
thinking is that 90day BBSW could be as high as 1% by September and 1.5% by December before
peaking at just over 2.5% in December 2023. To put this in context of an investment in a floating
rate instrument such as a hybrid, the market is predicting that investors could earn up to 2.5% more
income on an annual basis per $100 invested in 2years time compared to now. With income
(including the value of franking) of the hybrid market currently presenting at around 3% (i.e BBSW
+ 2.90%), a 2.5% increase is a material increase. The expected income, should BBSW rise as the
money markets predict, generated from an investment in the broader hybrid market is highlighted
by the orange line in the chart below. While we aren’t categorically saying this will happen, as the
outcome is contingent upon the money market’s forecast of BBSW being realised, what we are
saying is that on the basis of probability there is a reasonable chance of it happening.
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Because of
surplus
system
liquidity it
does not
necessarily
follow that
TD rates will
rise in ‘lock
stock’ with
cash or
benchmark
floating
reference
rates

While investors in floating rate instruments such as hybrids could earn material more income in
2years’ time compared to today what are the prospects for investors in term deposit investments?
It stands to reason that if cash and short-term interest rates rise them interest rates paid on term
deposit will rise also. Unfortunately, for term deposit investors this might not automatically follow.
The left-hand chart below, sourced from the RBA, shows the exchange settlement account (ESA)
balances of qualifying deposit taking institutions at the RBA. As at 7 February 2022 the balance stood
at $444billion. In advance of the RBA implementing its emergency term funding facility (TFF) and
embarking on its unprecedented bond buying program the balance was consistently around $30b.
ESA monies, which earn zero interest, are monies surplus to the banking system. We know
intuitively that a large percentage of the ESA balance comprises un-lent TFF monies (remember the
TFF was drawn to just shy of $190b) and monies generated from the RBA’s bond buying program.
We know that the TFF, which is 3year repurchase agreement between the RBA and participating
banks, will begin to run off in March 2023 with the final tranche maturing in June 2024. We know
too that the banks are gorged with term deposit monies from risk averse households and
businesses. The right-hand chart below sourced from WBC’s “Around the Grounds” commentary of
1 March shows that while ADI lending (black line) increased steadily over the period January 2020
to January 2022 it pales compared with the increase in term deposits (red line). The WBC data is
monthly cumulative.
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A raft of
factors at
play that
cloud the
outlook.
Suffice to
say it is
convoluted
and could
take years to
play out

Unfortunately, for investors in term deposits, the outlook does not bode particularly well for term
deposit rates in the medium term. In reality, until ESA balances at the RBA are reduced materially
there is little chance of term deposit rates rising in lock stock with the cash rate. While we
acknowledge that a host of factors such, as credit growth, the runoff of both the term funding and
committed liquidity facilities (CLF), the unwinding of the RBA’s balance sheet along with the demand
by the banks for high quality liquid assets (HQLA) will all play a role in determining when term
deposit rates rise and by how much, it is fair to say however, that it is a convoluted process that
could take a number of years to play out. It’s worth keeping in mind too that in the decades
preceding the GFC, which was a near death funding experience for banks, term deposit rates
presented at 2 percentage points below the cash rate not 2% above as they did in the aftermath of
the GFC as the banks paid a premium to shore up domestically sourced funding.

Mind the
gap! The
differential
between the
interest paid
on TD’s and
the coupon
interest paid
on hybrids is
likely to
widen
making
hybrids more
attractive

If, as we reasonably expect, interest rates rise and BBSW increases as the market expects, and the
interest paid of term deposits lags the cash rate and floating benchmark reference rates the gap
between the interest paid on term deposits and the coupon interest paid on hybrids will become
wider making it relatively more attractive, to invest in the hybrid. As an investor in hybrid securities,
we use tools, such as breakeven analysis, to evaluate the relative attractiveness of investing in
hybrids compared with alternative investments including cash and term deposit investments.
Readers will remember that the breakeven is calculated to be the amount of capital loss required of
the hybrid investment such that the total return of the hybrid, over the term of the investment,
equals the return on the term deposit investment. So, if, for example, the difference between the
hybrid coupon and the interest rate paid on the term deposit is (say) 4% over the term of a 1year
investment (assumes a hybrid coupon rate of 5% and a TD rate of 1%) the capital value of hybrid
investment is required to decline in value by more than 4% (i.e the difference between 5% and 1%),
before, an investor would be better off investing in the term deposit. While a ‘mark to market’
capital loss of this magnitude can occur, it is unusual and if it does occur, it is typically associated
with an event shock or an unexpected increase in primary market (i.e IPO) supply. Readers will note
that the capital loss required of a hybrid investment so as to equal the return of a term deposit
investment, becomes increasingly large and subsequently less likely, the longer the investment time
horizon.

There is a
role for
hybrids in a
portfolio.
The case just
became a
little more
compelling

In a risk and return sense there is a strong case to argue that there is a role for hybrids in a portfolio
of securities. With cash and floating rate benchmark reference rates predicted to rise at a faster
pace than term deposit rates over the next 2years, the case for increasing portfolio exposure to
hybrids just became a little more compelling. To be clear, we are not suggesting that hybrid
investments be substituted for term deposit investments in their entirety because we are not.
Clearly, the risk profiles are different - one investment type is risk free and one isn’t. However,
everything being equal, should the interest rate differential between the interest paid on term
deposits and the coupons paid on hybrids widen sufficiently as we think is likely, investors will then
be encouraged, after considering the additional compensation and risk, to increase their exposure
to hybrids, in so doing, creating a higher pricing structure generating capital gain.
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Elstree Enhanced Income Fund portfolio metrics as at (close of business) 28 February 2022
Yield to Maturity
Cash yield to maturity
Interest rate duration (years)
Credit term duration (average years)
Investment grade issuer (% holding)
Bank tier 1 exposure (% holding)
Value at Risk (VaR)

2.70%
2.40%
0.14
3.53
91.3%
30.5%
3.12%

Performance Table

1 month

3 months

1 year

Elstree Enhanced Income Fund *
Elstree Enhanced income Fund (Basis NAV)
UBS Australia Bank Bill Index
Betashares Hybrid Fund (HBRD)#

0.27%
0.21%
0.005%
0.13%

0.94%
0.61%
0.014%
0.44%

5.66%
4.22%
0.04%
2.41%

3 years
p.a.
7.57%
6.04%
0.51%
3.99%

5 Years
p.a.
7.61%
5.93%
1.05%
n/a

Past performance is not necessarily a guide to future performance. *Is the total investment return. “NAV” is net of all fees and does not include the value of franking. “()”
denotes negative return outcome. # Source: Betashares. Return is net of fees and does not include the value of franking credits.

Value of $10,000 Invested on 20/05/2003

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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