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March 2024 Review – Listed Hybrid Sector 
 

Fund and 
market 
performance  

The Elstree Enhanced Income Fund’s total investment return for the month of March 2024 was 
1.63%. This compares with the Elstree Hybrid Index return of 1.34%. In other markets the All 
Ordinaries Accumulation Index returned 3.13% while the All Maturities Bond Index returned 1.12%.  

   
Breaking the 
market down 
into sectors 
identified by 
term and 
issuer type 
helps us to 
determine 
relative 
value. We 
use these 
findings to 
help us to 
construct our 
portfolios  

As the custodian of other people’s money not only are we focusing on the preservation of capital as 
we did during the immediate covid period when we sold securities down to just under 25% of the 
fund’s value we are constantly seeking out relative value opportunities as well. These opportunities, 
which present constantly, are largely a function of a combination of the complexity of the underlying 
securities and the relatively unsophisticated investor base that populates the market. To help us 
identify relative value we break the market down into sectors identified by term (to maturity) and 
issuer type. Breaking down the market in this way allows us to compare the performance of the 
different sectors over time as well as determine the pricing relativities of each sector. We position 
the portfolio based on our findings. As an example, data extracted from our data base on 8 March 
calculated that the average weighted traded spread margin of the sector we have identified as 
‘short-term major bank issuer’ was priced at a miserly 82bps or 0.82%. This compares with the 
average weighted coupon margin of approximately 3.00%. The “so what” is that a traded spread 
margin of 0.82%, represents a yield to maturity (YTM) of about 5.00%. No matter which way you 
slice or dice it this is not particularly attractive when you can “invest” in a risk-free major bank term 
deposit of a similar term at a yield of around 4.5%. As a result, our portfolios have almost no 
exposure to this sector instead favouring other sectors comprising securities of longer term that we 
have identified as representing better value (the observant among you may notice the change in 
credit term of our portfolio as detailed in the table on page 5 (i.e from 3.42years to 3.75years) as 
well as a small increase in value at risk or VaR). Positioning our portfolios in this way added value 
over the month as the credit curve flattened as short-term (to maturity) yields rose (i.e prices fell) 
while long term yields fell slightly (i.e prices rose).  

A picture tells 
a thousand 
words. 
Source: Yield 
Report 25 
March 

 
While traded 
spread 

While median traded spread margins of the broader market (refer chart above extracted from the 
“Yield Report” on March 25) are approaching the bottom of the range at approximately 250bps over 
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margins are 
narrow 
annual hybrid 
coupon rates 
are at the top 
of the range 

90day BBSW, the average annual coupon rate currently presents at the top of the range at 
approximately 7.35% (i.e 90day BBSW of 4.35% + 3.00%). The difference between the median traded 
spread margin and the coupon margin reflects the magnitude of the premium investors are willing 
to pay for annual cash flows exceeding 7%. It shows the median traded spread margin (blue line) 
with the green line representing 90day BBSW.  

  
The fact that 
investors are 
willing to pay 
a premium 
for hybrid 
capital has its 
roots in the 
immediate 
covid period 
it doesn’t 
look like 
changing 
anytime soon 

One of the key reasons why investors are paying a premium for the cash flows has its beginnings in 
the events of the immediate covid period when the RBA, cut the cash rate to 0.10% and embarked 
on a program of unparalleled quantitative easing, all the while, risk averse households saved the 
proceeds handed them by the government. This meant that banks were awash with cheap money 
provided by both the central bank and households. So instead of having to “pay up” for domestic 
based term funding, as they were required to do by the banking regulator in the post GFC era, the 
banks, suddenly had a surplus of it, which they chose (for whatever reason) not to lend to the 
broader economy. These surplus monies found their way on to the RBA’s balance sheet bolstering 
exchange settlement account balances at the RBA by a factor of 15. The upshot of this is that the 
banks have no incentive whatsoever to pay up for term deposit funding. While the ground rules 
were established during the covid period they became entrenched when cash and near cash proxies 
such as 90day BBSW rose as inflationary pressure began to emerge. So, as the cash rate and cash 
rate proxies moved higher, so too did the coupon rates on floating rate investments such as hybrids. 
Granted terms deposit yields rose too but they did not rise at the same pace as the coupon rates of 
floating rate instruments simply because banks were awash with term deposit funding. As long as 
the banks have no desire to pay up for TD funding - which looks likely for a while yet - investors will 
continue to pay a premium for the higher yielding but riskier hybrid instrument.  

  
The yield 
differential  
between the 
annual 
coupon rates 
on bank 
issued 
hybrids and 
term deposit 
yields looks 
to have 
stabilised 
around 
current levels 

As it is notoriously difficult to predict the future direction of interest rates, we keep a close eye on 
what the broader market is thinking as a guide. While the broader market is predicting interest rate 
cuts, it is not predicting wholesale interest rate cuts. Data extracted from ASX24 on 3 April implies 
that the market is expecting 65 basis point of interest rate cuts over the next 2years which is nothing 
to get too excited about. One thing however, you can be assured of, is that when the RBA cuts the 
cash rate the banks will cut term deposit rates in lock stock which means that the margin that 
currently exists between the annual hybrid coupon rate and term deposit rates will likely remain as 
it is. We have shown the chart below before, but it bears repeating as it is one of the key drivers of 
why investors are presently prepared to pay a premium for hybrid capital. The chart details the 
margin between the annual hybrid coupon rate (assuming a fixed coupon margin including the value 
of franking of approximately 3% over 90day BBSW) and the RBA’s All Terms Average Special Rate. 
The circle highlights the period when 90dayBBSW jumped sharply higher as the money markets, pre-
empted that the RBA would be forced to raise the cash rate to contain inflationary pressures which 
were benign at the time. This was the period, readers will remember, when the then RBA Governor 
insisted that the cash rate would remain at 0.10% through until 2024! The margin looks (now) to 
have stabilised around 375bps or 3.75%.  
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What the 
equity 
market has 
to say about 
bank equity 
tells a tale  

With their Tier 1 and alternative tier 1 equity (hybrid capital) now exceeding 14% of risk weighted 
assets (RWA) and with an abundance of funding surety there can be no denying the balance sheet 
strength of the Australian banks who are the majority issuers of hybrid capital. As an investor in 
hybrid capital, which of course ranks above equity in the capital structure, what interests us is what 
the Australian equity market now thinks of bank equity. After a fairly benign period bank share prices 
have risen sharply over the last 6months or so. The chart below is of CBA bank share price over that 
period (last data point is 28March). The share price has risen by just under 20%. If the equity market 
had any concerns whatsoever about the CBA bank, including its underlying credit quality, then the 
share price would almost certainly not have risen by 20% over that period. As the equity market is 
barometer of what will likely happen in the future it is a reasonable to say with a degree of 
confidence that the runway looks clear. Perhaps investors in hybrid capital have come to the same 
conclusion, as they price hybrid capital, particularly short-term hybrid capital, closer to risk-free 
government guaranteed term deposits and senior secured instruments of the same issuer? This is 
yet another reason why the current premium expressed in the hybrid market is likely to stay in the 
forseeable future.     
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Postscript. A 
positive 
rerate of the 
Australian 
banking 
system by 
S&P  

And finally, as a postscript, which we extracted from Westpac’s Around the Grounds” commentary 
of April 4 on the strength of the Australian banking system published by S&P garners yet another 
reason for the markets to price hybrid capital at a premium and closer to more senior instruments 
of the same issuer. In S&P’s words and in italics;  

 “We now assess the institutional framework for the banking industry in Australia at the 
lowest risk level on our scale, and in line with that in Canada, Hong Kong, and Singapore. 

 Consequently, we raised our long-term issuer credit ratings on most of the non-major 
Australia-based banks and other financial institutions.  

 We have also upgraded all the rated Additional Tier 1 and Tier 2 instruments issued by 
Australian banks and their New Zealand banking subsidiaries.  

 Despite a one-notch improvement in their stand-alone credit profiles (SACPs), our issuer 
credit ratings remain unchanged on some financial institutions, including the four major 
Australian banks, Macquarie Bank Ltd., and two foreign-owned banks”. 
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Elstree Enhanced Income Fund portfolio metrics as at (close of business) 28 March 2024 

Performance Table 1 month 3 months 1 year 3years p.a. 5years p.a. 
Elstree Enhanced Income Fund * 1.63% 2.94% 10.4% 6.72% 7.30% 

Elstree Enhanced income Fund (Basis NAV) 1.21% 2.31% 7.78% 4.74% 5.51% 
UBS Australia Bank Bill Index 0.37% 1.09% 4.19% 2.08% 1.51% 

Betashares Hybrid Fund (HBRD)# 0.60% 1.69% 6.54% 3.50% 3.81% 
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.  
 
 

Yield to Maturity 6.6% 
Cash yield to maturity (excludes franking) 3.7% 
Credit term duration (average years) 3.75 
Default cost (per annum) 0.09% 
Investment grade issuer (% holding) 92.6% 
Bank tier 1 exposure (% holding) 59.7% 
Value at Risk (VaR) 3.15% 

 
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 
 


