Fund and
market
performance

While
making
predictions is
fraught with
danger,
having the
necessary
skill set and
expertise
helps to
make more
informed
decisions

While the
market and
our funds
performed
poorly in the
6month
period
ending 31
April we
predicted a
turnaround
in the next
6month
period. We
are well on
the way to
achieving
our target.
How we get
there is the
key

June 2026 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 June 2026 was 1.82% (over the 12months to 30 June it was 7.47%).
The Elstree Hybrid Index (franked series) return for June was 1.61%. In other markets the All-
Ordinaries Accumulation Index returned 0.37% while the All-Maturities Bond Index returned 0.96%.
“()” Denotes negative return outcome

Making predictions about the future direction of financial markets is fraught with danger. Inevitably,
you are on a hiding to nothing. However, as a professional investor with over 100 combined years
of bond and credit market experience we should have a better understanding of the moving parts
than most. In many ways this is what differentiates the ASX listed AT1 and hybrid market apart from
other “like” markets. The ASX listed AT1 and hybrid is populated predominantly by investors whose
main preoccupation is not listed credit. There is no denying that those investors may have skills and
expertise in other markets such as listed equities and real property, but when it comes to bond and
credit markets their expertise is limited. It comes as no surprise to the writer that investors will
willingly express a notion of fair value for a share in a listed company such as BHP for example, but
have little idea what might represent fair value for 3year government bond let alone a hybrid issued
by the NAB with a 3year tenor. It is the inability of the majority of investors that populate the listed
AT1 and hybrid market to fully understand and comprehend the idiosyncrasies of the asset that
makes it easier for us to make better more informed decisions most of the time. And, so we do.

In our previous review of May we wrote about how, because of a bout of broad-based selling to
fund alternative listed investments the market (and our funds) had performed poorly over the
6month period ending 31 April 2026 and how we expected a marked improvement in performance
driven by materially higher cash flows impacting coupons payable between June and September
over the 6month period ending 31 October 2026. And while only 2months into the 6month period
the market and our funds have shown a marked improvement in performance. Over that period,
our funds, net of fees and including franking, have returned 2.68% which is well on track, it must be
said, to achieving our target of approximately 4.54% over the 6month period. How have we been
able to achieve that outcome? Readers familiar with our security selection process will know that
we divide the broader hybrid market into sub-sectors based on issuer quality (i.e major bank,
regional bank/insurer and corporate), liquidity and term to first call. We adjust the weights in each
sub-sector based on where we think the most value lies. Presently, we have a strong preference for
the long term to call securities over short term to call securities. The table below and overleaf depicts
our portfolio weights by issuer and term to first call on May 31, 2026 — for comparison purposes
market weights are also tabled — we have excluded corporate security weightings because that sub
sector, while providing diversity from bank and insurer issuers only represents about 6% of the
market by capitalisation. The difference between our portfolio weights and that of the market is
highlighted with green depicting the portfolio’s overweight positions and light blue the portfolio’s
underweight positions. On the righthand side of the table the return outcome for the months of
May and June for each sub-sector are highlighted. The performance of the long term to call sub-
sector is highlighted in burnt orange.
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Our portfolio
positioning
is the key
driver of
fund
performance
over the last
2months

While
portfolio
positioning
is critical
underpinned
by an excess
of demand
over supply,
so too is the
broader
market

While the
relationship
between TD
rates and
90day bbsw
is a changing
one the
trend (as
they say) is
your friend

Return % for | Return % for
month month
ending ending

Weights % 31/05/2031 Fund Market Difference | 31/5/2026 | 30/6/2026
Short Majors 7.2 214 -14.2 0.42% 1.40%
Medium Majors 34 29.5 4.5 1.20% 1.88%
Long Majors 235 11.1 124 1.34% 2.26%
Short Regionals 34 4.3 -0.9 0.74% 1.59%
Medium Regionals 4.7 74 -2.7 1.96% 1.01%
Long Regionals 12.5 4.8 7.7 221% 1.24%

The key takeaway is the performance of the long term to call sub-sectors vis-a-vis the short term to
call sub-sectors. While all sub-sectors recorded positive return outcomes over the last 2months it is
clear to see, that the long term to call securities out-performed short term to call securities. In view
of the fund’s overweight position in long term to call securities this added materially to fund
performance over this period. While we expect this to continue, albeit at a more pedestrian pace,
the reality is that in order for the fund to achieve a return of 4.54% over the 6month period to end
31 October as we suggested it might, we only now have to achieve a monthly return of around 0.45%
per month — not at all improbable given that the monthly income return of the market at large is
c055% per month.

Despite our ability to add value being impacted because of APRA’s directive to disallow bank issued
AT1 security rollovers, it is clear, that by positioning the portfolio in the way that we have has added
value above and beyond that of the market. While this is true, market forces underpinned by an
excess of demand over supply are also at work shaping the market’s long term (until 2032) pricing
structure. We know that investors in bank issued AT1 securities are presently returning on an annual
basis around 6.75%. This compares, based on RBA sourced data with the average term deposit rate
across all terms of 3.55%. Of course, AT1 securities and TD’s are not fungible because TD’s are “risk
free” and AT1 securities are not, but with AT1 security supply rapidly reducing and the risks
associated with bank issued AT1’s declining by the day in lock stock, the excess return of ¢3.2% on
an annual basis looks most attractive. While the excess return looks attractive there is a strong case
to mount that it could get even more attractive. The underlying driver of this has at its very epicentre
the relationship between 90day bbsw over which AT1 coupons are priced and term deposit rates.

The charts below are sourced from data extracted from the RBA. The left-hand chart expresses the
difference between 90day bbsw and the all terms average deposit rate. The data is from June 2006
to the present day - it includes both the GFC and covid periods. The righthand chart is from the RBA
Chart Pack of 17 June — it details the composition of bank funding. There are 3 key takeaways from
the charts. The first is that prior to the GFC term deposit rates were priced well below 90day bbsw.
This is because the banks were less reliant on domestic sourced TD funding being able to source
short term wholesale funding elsewhere (principally offshore). The second takeaway is that in the
aftermath of the GFC and under the guidance of APRA, the banks were forced to “pay up” for
domestic sourced TD funding. The addition of a government guarantee applied to TD’s post GFC
ensured that TD rates were priced well above 90day bbsw. This resulted in TD funding increasing as
a percentage of total bank funding from 40% pre GFC to around 65% now. The third takeaway is that
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since the covid period TD rates have been priced consistently below 90day bbsw. This is a function
of the banks being awash with TD funding from risk averse households and businesses in the
immediate and post covid periods to the point that they now have little incentive to pay up for it!

Difference 90day bbsw and RBA all terms average TD rate (Data Source: RBA) Funding composition of Banks in Australia*
Share of total funding; debt is on a residual maturity basis
% %o
60 60
25
50 50
40 40
Short-term debt**
18 3ol 7\ 30
"o WW 56
10 |10
TFF;h
0 PO S S S S S S == = =N - SVERT P
& AN TP P 2010 2014 2018 2022 2026
y * Adjusted for movements in foreign exchange rates.
w po——— - and intragroup funding from non-residents.
Term Funding Facility
Sources: ABS: APRA: Bloomberg: LSEG: RBA.

Changes in It looks like TD’s will continue to be priced below 90day bbsw with the recent budget changes to
the budget negative gearing being the catalyst. The left-hand chart below, sourced from Westpac’s “Around the
are a pointer Grounds” of 19 May, shows the lending mix since 2021 (data is monthly) between owner occupier

to what and investors of the Australian banking system while the right-hand chart, also sourced from
might Westpac shows the 3month annualised growth rate of owner occupier and investor. It is reasonable
happen to to expect that due to changes announced in the budget that lending to investors will slow, reversing
investor the trend highlighted in both charts below. It follows then that bank profitability will come under
lending. The  pressure as a consequence. We know intuitively that the single biggest driver of bank profitability is
result is the margin between what a bank lends at and what it borrows at. In order to maintain profitability
likely a the banks will be encouraged to widen this margin as best they can. It stands to reason that because
positive one  the banks have an abundance of TD funding (refer RBA chart above) they can afford to reduce the
for AT1 interest paid on TD’s in order to increase the margin so as to maintain profitability. What this means
investors for investors in AT1 securities is that the margin between the yield on AT1 securities and TD’s will

likely widen making it more attractive to invest in the AT1 than term deposits. Simples really!

Owner Occupied & Investor lending mix, monthly

Owner Occupied & Investor lending growth, 3 month annualised
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Elstree Enhanced Income Fund portfolio metrics as at (close of business) 30 June 2026

Performance Table | 1 month | 3 months 1year |3years p.a.|5years p.a.
Elstree Enhanced Income Fund * 1.82% 2.80% 7.47% 8.35% 6.68%
Elstree Enhanced income Fund (Basis NAV) 1.49% 2.38% 5.92% 6.64% 5.21%
Betashares Hybrid Fund HBRD (Basis NAV)# 0.59% 1.54% 5.25% 5.96% 4.36%
UBS Australia Bank Bill Index 0.39% 1.07% 3.86% 4.21% 3.11%

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

Yield to Maturity (includes franking) 6.25%
Cash yield to maturity 5.10%
Credit term duration (average years) 3.34

Default cost (per annum) 0.07%
Investment grade issuer (% holding) 87.3%
Bank tier 1 exposure (% holding) 57.0%
Value at Risk (VaR) 3.09%

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 30 June 2026 is $48,036.58.
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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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