January 2020 Review – Listed Hybrid Sector
Performance

The Elstree Enhanced Income Fund’s total investment return for the month of January 2020 was 0.91%.
This compares with the Elstree Hybrid Index return of 0.58%. In other markets the All Ordinaries
Accumulation Index returned 4.69% while the All Maturities Bond Index returned 2.33%.

Events of
January

In-line with our comments in the December 2019 review there was broad based price support
throughout January following the redemptions of the MXUPA and IANG securities. In other news
Macquarie Bank announced on 31 January it intended to redeem, at PAR on 15 April, its outstanding
perpetual income security MLBHB. The $400 million issue becomes ineffective capital from 1 January
2022. While not a total surprise, Macquarie’s decision brought into focus the possibility that NAB will
‘follow suit’ and redeem the one time hybrid market darling, the $2 billion NABHA.

Excess
returns
occupy much
of our
thinking

Readers of our commentaries will note that the excess return provided by different asset classes from
cash, government bonds, credit (including hybrids of course) and ordinary equity dominates much of
our musings. Back when the writer worked on the bond trading desk of a major Australian bank, much
of his time was devoted to relative value analysis, where he created portfolios of securities (or
derivatives) where there was a yield to maturity enhancement while interest rate and credit risk
remained unchanged. It came down to simply choosing the right investment, or combination of
investments, that optimised return outcomes for a given unit of risk. A rational (bond) investor would
always choose a return outcome of (say) 5.5% over 5% with the same risk.

Investors are
drawn to
risk assets
but market
timing an
issue

Investors are mythically drawn to riskier investments, in particular listed equities. The potential to earn
many multiples of one’s initial investment being the driver. While this can and does happen, it comes
down, sometimes, to simply choosing the right time to enter the market. Entering the market, for
example, in November 2007 would have been a bad time because a 40% drawdown ensued over the
next 18 months and it would take 12 years for the equity market to make a new all time high, while
entering the market in (say) June 2009 would have been a good time.

History not
that kind to
investors in
equities on
an ex-post
basis

Investors in equities, because they are riskier investments, expect to receive a higher rate of return,
called the excess return, for investing in a riskier asset. If a rational investor perceives that the expected
excess return that is likely to be earned from investing in equites is insufficient (for whatever reason)
then the investor will choose another asset class or indeed the risk free asset. With the exception of
the decade since the GFC, history has not been all that kind to investors in Australian equities in terms
of the realised (after the event) excess return. Part of this can be attributed to the inflation induced
level of risk free rates throughout much of the 1980’s and early 1990’s. If you think about it logically
with a bond rate at 15%, which is where Australian 10 year government bonds were priced in 1985, a
prospective investor in equities, after consideration of an appropriate risk premium,would be
expecting a return outcome in excess of 20% to justify an investment in equities.

The absolute
level of
discount

While the excess return or margin applied to riskier investments is integral to the pricing of those
investments what interests the writer more, is what effect falling bond yields has on the discount rates
applied to risk assets. Clearly, the effect has been significant because bond yields have fallen in absolute
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rates
matters

terms from 15% to 1% in Australia since 1985. Irrespective of the expected excess return applied to
equities, this represents a material difference. It is little wonder equity valuations have gone up over
the period since 1985. No matter which way you slice and dice it, the absolute level of bond rates
matters. The chart below sourced from data supplied from Thompson Reuters Eikon tells the story – it
is of the Australian 10 year government generic bond rate and the All Ordinaries Index from 1/2/1990
to the present day.
10 year (generic) Government Bond (LHS) and All Ordinaries Index (RHS). 1/2/1990 to present
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What Buffett
has to say
about the
subject

All Ordinaries (RHS)

In one of his famous “essays’ Warren Buffett wrote in 1999 about such a topic. In his essay which was
written in conjunction with Fortune’s Carol Loomis and delivered in a speech, Buffett mused about the
relationship between nominal GDP growth and stock market valuations. In his speech he looked at the
performance of the US stock market and gross national product (GNP) over two 17 years periods
spanning 34 years. The first period was from calendar year (CY) end 1964 to CY end 1981, and the
second period was from CY end 1981 to CY end 1998. In the first 17 year period the stock market, as
measured by the Dow Jones Industrial Average (DJIA) rose by a meagre 0.1 of 1% while GNP rose a not
inconsequential 373% or c22% per annum. In the second period, the DJIA rose from 875 to 9181 (a
950% increase) while GNP rose by comparison with the first period, by a relatively pedestrian177%. In
nominal terms the US economy grew almost twice as fast in the first period yet the stock market
remained unchanged. It was at this point in his speech that Buffett spoke about bond rates. Bond rates
were 4.2% at the beginning of the first period in 1964 and 13.65% at the end of it. Bond rates then fell
from 13.65% at the beginning of the second period to 5.09% at the end - almost the complete reverse
of what happened in the first period (the table below summarises this data). The interesting thing is of
course was that despite GNP growing at a much slower pace during the second period, because the
discount rate applied to future cash flows declined so dramatically, the present values applied to those
cash flows rose equally dramatically. One can only imagine what might have happened to the DJIA had
GNP grown at the same rate as it did in the first period!
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Period

Dow Jones Industrial
Average (DJIA)
(Change)

Gross National
Product (GNP)
(Change)

Bond yield
(Change)

1964 - 1981

0.10%

373%

9.45%

1981 - 1998

950%

177%

-8.56%

…other
contributing
factors

Of course, we now know that a raft of ‘other’ factors contributed to the dramatic increase in valuations
during the second period including massive productivity increases, financial leverage, central bank
inflation targeting and a subsequent fall in the inflation rate and an accommodating central bank
overseen by central bank doyen, Alan Greenspan. We haven’t even considered to what extent the
market might have been undervalued at the beginning of this period and (perhaps) how ‘stretched’ it
might have been at the end of the period as surely it was. Interestingly, this period included the stock
market crash of 1987 where the US equity market fell 22.6% in one day and the near collapse and
subsequent saving orchestrated by the US Federal Reserve of infamous hedge fund, Long Term Capital
Management.

Sensitivity of
interest and
discount
rates a
concern

The other interesting thing is the sensitivity of changes in interest rates at different absolute levels.
Without going into the mathematics, a bond at a yield of 2% is more than twice as volatile (read “risky”)
as it is at 10%. This means that bonds at current levels are more than twice as sensitive to movements
in interest rates as they are at 10%. This also means of course that should bond rates rise significantly
from their current historic low level (which we admit looks unlikely at present) the impact on the
present value pricing of future cash flows applied to bonds and then by definition equities, is more
pronounced. This is a major risk and has been talked about ad infinitum over a number of years and is
a major driver of identifying and pursuing uncorrelated return outcomes at the total portfolio level.

Hybrids ‘fair
value’ but
with bond
and equity
risk high
they make
sense at the
total
portfolio
level

Despite hybrids being short duration assets they have performed exceptionally well over almost any
reasonable time over the last 20 years. While declining discount rates have contributed to a positive
return outcome, periodic cash flows, which pay a fixed margin over a floating benchmark reference
rate have fallen lock stock with the decline in floating short term interest rates have been a ‘drag’.
Interestingly, spread margins, which move in the opposite direction to price and present as either a
discount or premium to a security’s PAR value,in aggregate terms across the market are only
fractionally below their post GFC average IPO issuance level (i.e they are neither too narrow nor too
wide). Aside from being a viable alternative to risk free bank term deposits, given the magnitude of the
excess return vis-à-vis the risk free rate, an investment in hybrids also makes sense from the total
portfolio perspective, particularly now that fixed rate bond and equity risk are at their highest point.
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Fund characteristics as at (close of business) 31, January 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%
3.00%
0.08
3.39
92.3%
43.6%
0.00%
1 month*
0.91%
0.08%
-

3 months
1.88%
0.24%
0.96%

12 months
8.86%
1.40%
6.41%

3 years p.a.
8.00%
1.70%
n/a

5 Years p.a.
7.28%
1.88%
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 31 January 2020 is $30,109.99
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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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