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December 2025 Review - Listed Hybrid Sector

The Elstree Enhanced Income Fund’s investment return net of fees and including the value of
franking credits for the month of December 2025 was 1.37%. This compares with the Elstree Hybrid
Index return of 1.33%. In other markets the All-Ordinaries Accumulation Index returned 1.26% while
the All Maturities Bond Index returned (0.63%).
“()” Denotes negative return outcome

We live in interesting times. As both borrower and lender, just when we thought the short-term
interest rates in Australia were in relative equilibrium speculation is mounting that the RBA has
thrown the proverbial out with the bath water turning the short-term interest rate market
completely onits head. Inthe space of 2 short months the money markets have gone from assessing
that the RBA needed about 40bps or 0.40% of interest rate cuts by June 2026 to now expecting
0.50% of rate rises by June 2026! The turnaround, of 0.90% or 90bps is extraordinary and while not
unprecedented, unusual all the same. Data in the chart below, which is extracted from the ASX and
Trading View, is the money market’s prediction of where 90day BBSW, a cash rate proxy, will “set”
over the next 3years. The blue line is the money markets prediction on 20 October, the orange line
is the money markets prediction of 18 November with the green line, being the money market’s
expectation on 10 December. The change in sentiment makes for a huge contrast in expectation.
While there can be no denying the RBA’s rhetoric which is direct and to the point, some retracement
by the money markets over the journey is inevitable. One thing however, we can be reasonably
confident of is that rate cuts are off the agenda with the next move in rates most likely to be up. The
best case is that the cash rate remains around 3.6% (which is where it is now) for much of 2026
before rising sometime after that (the money markets are in fact now forecasting a 25bps rate rise
in 1H2026 with another to follow late in 2H 2026 or early 2027). As an investor in floating rate
instruments including bank issued AT1 securities we are optimistic that rates will rise which means
that the cash flows generated from our investments will rise also. A good thing!
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It was no surprise then that the rise in money market’s expectation of where 90day BBSW would set
coincided with a sharp rise in the pricing structure of the Australian bank issued AT1 market in
December. While we know that for a variety of reasons the AT1 market has a propensity to perform
well in December the prospect of increased annual cash flows over the next 3years approaching 7%
made a near certainty of the market continuing that legacy for December 2025. On cue, pricing
across the breadth of the market as determined by the Elstree Hybrid Index (Franked series)
increased by 1.33% with the fund out-performing slightly returning 1.37%. The lure (potentially) of
7%+ annual cash flows (notwithstanding the yield to maturity or YTM is lower due to investor
willingness to pay a premium for the cash flows) is most compelling particularly in the context of the
market being run-down ahead of 2032. Investors, recognising the almost unparalleled risk (volatility)
adjusted return outcomes are only too willing to either remain invested or opportunistically commit
new monies as was evident in December after the market was “flat” in November on selling
associated with 2 competing ASX listed issues. Reflective of strong investor demand both our
wholesale fund, the Elstree Enhanced Income Fund and our listed retail fund, the Elstree Hybrid
Active ETF (code “EHF1”) received good inflows in December.

While we have shown the chart below and overleaf previously it bears repeating. The chart details
the Elstree Enhanced Income Fund’s (blue line) unit price or net asset value (NAV) from October
2024 (lhs) to the present day (readers will note that while the NAV is net of fees it also does not
include the value of franking). We have also detailed the official cash rate or OCR (orange line) as
determined by the RBA (rhs) from which 90day BBSW is priced. We wish to highlight that with the
exception of the June Quarter of 2025 where the Fund’s NAV was impacted by events associated
with Liberation Day and a spate (highlighted) of on market selling of AT1 securities to fund a number
of ASX listed credit vehicles shortly after, the Fund’s NAV has behaved remarkably consistently over
the period. Readers will observe too that the fund’s NAV consistently rises ahead of quarterly
distribution payments, coinciding with the anniversary of the March, June, September and
December quarters, just as a bond might do when it is “pregnant” with a coupon, only to fall
immediately after as the fund’s NAV goes “ex” distribution. Consistency of pricing over the period
from October 2024 to the present day being provided by steady appreciation of the fund’s asset
values (which are aligned with security coupon payments the majority of which are made in March,
June, September and December) more than accounting for the small decline in income received
which fell in-line with 90day BBSW and the cash rate (orange line). While it is boring in its
consistency, boring is the epitome of exactly what risk averse investors are seeking in a capital
stable, high vyield, franked income investment. There can be no denying that investors in AT1
investors are now receiving more bang for their risk buck than ever before.
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With the cash rate now expected to rise over the next 3years or so (refer chart on page 1) we expect
the Fund’s NAV to consolidate and behave in much the same way over the same period. While broad
based capital gain opportunities will be limited due the market’s premium pricing structure (i.e
traded spread margins, which move in the opposite direction to price, are historically narrow) we
reasonably expect this to be offset by increased cash flow (i.e income received) should the RBA
adjust the cash rate upwards as the money markets anticipate it will do over the next 3years. This
means a passive buy and hold investment should return on an annual basis, somewhere around
6.0% comprising an average 90day BBSW rate of 4% plus a traded spread margin of 2%. Clearly, this
compares most favourably with bank term deposit rates, where, based on the RBA’s most recent
time series, the average rate across all maturities is 2.85%. We acknowledge that term deposit rates
are also likely to rise should the cash rate rise (as the market expects it to) and while term deposits
and AT1 securities are not fungible there is a case to mount that with the AT1 market in structural
decline, and with the risks typically associated with an investment in the AT1 market also in decline,
that an investment in the AT1 market makes more sense now in risk adjusted terms than it ever did.
This doesn’t mean that the market (and the portfolio) will not be subject to occasional bouts of so
called “mark to market risk” brought about by shocks such as “Liberation Day”, because it will, but
by the same token it would be reasonable to assume that mark to market risk will be materially less
than what it might ordinarily be due to the extenuating circumstances of the market being in runoff.
Indeed, risk (volatility) adjusted return outcomes will have few if any peers, with Sharpe ratios
expected to consistently exceed 1 (one) between now and 2032. As we wrote previously, by all
means spend your risk budget elsewhere!
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Elstree Enhanced Income Fund portfolio metrics as at (close of business) 31 December 2025

Performance Table | 1 month | 3 months 1year |3years p.a.|5years p.a.
Elstree Enhanced Income Fund * 1.37% 1.86% 6.53% 7.73% 6.86%
Elstree Enhanced income Fund (Basis NAV) 1.07% 1.50% 4.92% 6.01% 5.46%
Betashares Hybrid Fund HBRD (Basis NAV)# 0.52% 1.11% 4.86% 5.31% 4.34%
UBS Australia Bank Bill Index 0.31% 0.91% 3.97% 4.11% 2.71%

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

Yield to Maturity (includes franking) 5.50%
Cash yield to maturity 4.70%
Credit term duration (average years) 3.67

Default cost (per annum) 0.07%
Investment grade issuer (% holding) 90.0%
Bank tier 1 exposure (% holding) 63.0%
Value at Risk (VaR) 3.09%

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

$10,000invested 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 December 2025 is $46,358.43.
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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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