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Buy bonds direct
and beat bank

term deposits

Smaller corporate bond
parcels are now on offer

BENPOWLER

ﬁ

L

IN equities, a debate has long raged over
the benefits of direct holdings as against
managed funds. Now there is better
access to direct fixed income, such as cor-
porate bonds, investors are also weighing
up the benefits of buying bonds direct.

Australia’s fixed-income market has
been dominated by the wholesale market
and managed funds, but now the likes of
FI1G Securities and JBWere are offering
clients smaller-sized bond parccls‘ [FIIG
offers bonds in ‘% ),000 lots, while
JBWere offers $100,000 pdlLt‘lS b()lh sig-
nificantly lower lhan the wholesale cut-
off of about $500,000.

FIIG has a menu of government and
semi-government bonds as well as 50 to
60 corporate bonds, including infrastruc-
ture bonds and hybrid-subordinated
bonds, all available for direct purchase.

“Before, for people to gct into the mar-
ket they needed $500,000," says Paul
Banner, principal fmanual adviser at
Provenance Advice. “For investors with
$800,000 to a couple of million,

$500,000 is a high amount of exposure
and doesn’t provide diversification.
Breaking those [bonds] into $50,000 par-
cels has provided access to the market.”

Managed funds and direct fixed in-
come both have benefits. But some finan-
cial advisers, and particularly their self-
managed super fund clients, are increas-
ingly using direct fixed income to im-
prove portfolio transparency.

To manage cashflow and generale a
higher yield, many are also shifting out of
term deposits, which are rolling over Lo
lower rates, into direct fixed income such
as corporate bonds.

Banner began using direct bond hold-
ings during the global financial crisis in
late 2008 and early 2009 when he started
seeing an opportunity to buy quality cor-
porate bonds trading at a substantial dis-
count to their face value [which allowed
his clients to lock in an attractive yield
and healthy capital gain at maturity].

He says bonds are a fairly straightfor-
ward instrument, “If you buy a bond, you
know who you are investing with; it is
relatively simple to evaluate counter-
party risk. You give them money, they
pay you interest and you get your capital
back in 2013, 2014 or whalever.”

Banner says clients like the greater
transparency ot direct bond holdings,
particularly after supposed income funds
burned many investors badly during
the GFC. “It’s attractive in an environ-
ment where a lot of people are over-
whelmingly disappointed with their
investments,” he says. “Somany managed
funds have proved to hold investments
the client didn’t understand and, to be
fair, the investmenl professional didn't
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understand.”

Laurie Conheady, executive director
fixed income strategy at JBWere, agrees
transparency is a big benefit of direct
bonds. “Al least you know whal you have
got,” he says.

“People like the fact they can pick up a
monthly report or quarterly reporl that
shows they hold Transurban bonds and
Adelaide Airport bonds, rather than a
report from a [und manager where they
know what general exposure they have
but they don’t have as much granularity.”

Banner says: “Through staggered
bond maturities, augmented with divi-
dends from shares, coupons payments
and other income from the portfolio, we
can ensure our clients can meet their
stated cashflow objectives  with
greater certainty.”

He plans cashflows on a rolling three-
Lo-live year basis. “Il is about providing
our clients the peace of mind that they
can fund their lifestyle or liabilities,”
he adds.

Banner uses term deposits for immedi-
ate cashflow needs [six to 12 months] but
saysbonds offer an atlractive margin over
prevailing term deposit rates with only a
modest increase in risk.

“Itry torunalwo-lo-five-year stralegy
onthebondsside soitis effectively cover-
ing the medium-term cashflow needs
with an atlractive return when compared
to term deposits,” he says.

“Also, term deposit rates are set based
on the current inleresl rale outlook and
thereis arisk rates may change when you
lock-in term deposits.”

The ability lo manage cashflow is abig
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benefit of direct fixed income. “Distri-
butions from managed funds are prob-
ably nol as predictable,” Conheady says,
adding managed funds have multiple ex-
posures and their distributions depend in
part on whether they make capital gains
or losscs, or receive coupons during the
period and, for offshore managers, what
currency hedging they undertake,

Banner says when he meets a client he
seeks to understand their risk profile and
discusses different assel classes to get an
understanding of what they're comfort-
able with. He also gets an idea of whether
ot not they have cashflow requirements,

Ifthey dohave cashflow needs, he con-
structs a bond portfolio with staggered
maturity dates, The maturity and pro-
ceeds of maturity are matched against the
client’s cashflow requirements. If a client
wants $60,000 to $70,000 pension in-
come a year, then in 2012, for example,
the portfolio might have a bond parcel of
$50,000 maturing.

“Through staggered bond maturities,
augmented with dividends from shares,
coupons payments and other income
from the portfolio, we can ensure our
clients can meet their stated cashflow
objectives with greater certainty,”
Banner says.

Assuming the bonds are held to ma-
turity, a total return of close to the 7 per
cent mark can be achieved, against 5.5 per
centto 6 per cent atbest for term deposits.

But to achieve that return investors
need Lo focus on buying corporate bonds.
Ten-year government bonds are at pres-
ent yielding a little more than 4 per cent.
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“Ican’tscethat’sany real valuc unless you
believe in a bit of an Armageddon out-
come,” says Jim Stening, managing direc-
tor of FIIG Sccuritics.

Banner says he avoids direct holdings
of government bonds. “If you're going lo
buy commonwealth bonds you should
probably just buy an index fund,” he says,
adding that he is looking al a more
attractive risk-to-return trade off, which
is available in corporate bonds.

He says the big bank bonds, for
example, pay a margin over com-
monwealth bonds, but the risk increases
only modestly.

Banner focuses on bonds issued by
large companies, particularly financial
services companies, that can demon-
strate a long track record of running a
profitable business and paying dividends.
“It provides some degree of protection,”
he says. “Bond holders are further up the
capital structure and investors can feel
more contident they're protected and
that their investment won't default.”

In recent years the cost of borrowing
for corporates has widened. “For inves-
tors thal's a good thing and you can
achieve a higher yield,” Stening says.

“Those bonds have weakened so there
are opportunities Lo lock in returns. The
five-year or 10-year investor can target
returns of around 6 per cent to 8 per cent
for Lop qualily offers. Within the cor-
porate bond arca you could usually lock
thatin.”

Banner says the biggesl disadvantage
of corporate bonds is they can exhibit
greater volatility in capital returns rela-
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tive to other defensive alternatives such
as sovereign bonds and term deposits.

“The olher disadvanlage of direct fixed
income is the fact it is not as casy to
transact as a managed fund or term
deposil,” he says.

“Naturally, the hybrids are casily trad-
able through the ASX, but small parcel
bonds still have substantial minimums
[$50,000] and thereis limited depth in the
market.

“I'manageboth these disadvantagesby
always investing with the intent to hold
until maturity; that way, we have confi-
dence of geltting back the face value and
we also do not have to worry about mar-
ket depth or transacting.”

Banner says corporate bond analysisis
relatively simple: is the company going to
be able to make interest payments on the
bond and will it pay the capital back?
“We're nol lrying to guesstimate the
share price or that type of thing,” he says.
“We're asking the question:is the corpor-
ate going Lo be able to follow through on
their bond commitment to pay their cou-
pon and repay capital upon maturity?”

But when it comes Lo buying specific
bonds, Banner docs recommend secking
advice and research generated by a
broker or research house. “Having a
source of research is really important for
those things,” he says. “Even as a person
who knows a [air bit about individual
securities, I see the value of rescarch. On
the question of whether or not to buy a
CBA securily, ANZ securily or any other,
in terms of direct bond parcels or hybrids

Continued on Page 8

Model portfolio SECTOR EXPOSURE CAPITAL STRUCTURE EXPOSURE PORTFOLIO EXPOSURE STATISTICS
Federal government 0.00% Cash/TD 0.00% Weighted average yield to maturity 7.44%
State government 0.00% Senior Debt 41.06% Weighted average running yield 6.97%
Corporate 100% LT2 Sub Debt 58.94% Weighted average term to maturity 4.67%
T1 Capital 0.00% ‘Weighted average trading margin 3%
onds represents the Inflation adjusted facevalue. **Yield for floating rate notes is the swap rate Lo maturitycall plus the trading margin
rent inflation assumption of 3%. *#**ILB running yield quoted is a commencing value, given current indexation, but will acerete up with inflation.
n,short term ratings and long term Moodys ratings are converted into long term S&P ratings
ISSUER MATURITY/ COUPON TRADING COUPON % EXP CAPITAL YTM#** RUNNING CAPITAL FACE CAPITAL ACCRUED TOTAL
CALLDATE MARGIN TYPE STRUCTURE YIELD*#+* PRICE VALUE* VALUE INTEREST VALUE
Bank of Queensland Ltd 04/06/2013 10.75% 2.80% Fixed 21.04% LT2 Sub Debt 6.88% 10.16% 105.85 $50.,000 $52,927 $1.983 $54,909
Morgan Stanley 26/05/2015 7.25% 3.76% Fixed 19.21% Senior Debt 8.07% 7.44% 97.46 $50,000 $48,728 $1,419 $50,146
Vero Insurance Ltd 07/09/2015 6.15% 3.10% Fixed 18.43% LT2 Sub Debt 7.49% 6.44% 95.54 $50.,000 $47.769 $338 $48.107
ﬁz}‘g‘;g‘s‘ﬁ?“" Management 16/06/2016 6.75% 2.40% Fixed 1947%  LT2SubDebt  6.91% 6.79% 99.36 $50,000 $49,678 $1,134 $50,812
;}’;‘E}:{&;{ﬁz; ?\'l'l‘l’,‘;:llj Corporation 5011112020 3.76% 2.98% ILB 2185% Senior Debt  7.85% 410% 113.30 $61,840 $56,650 $369 $57,019
$261,840 $255,750 $5,242 $260,992

Source: FIIG Securities
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[ outsource security selection decisions
toabroker.”

That advice particularly relates to
hybrid securities, which are exchange
traded and therefore available in smal-
ler parcels. “They sit lower on the capi-
tal structure than bonds,” Banner says.
“If the company goes bang, the bond
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holders will get money back before the
hybrid owners, who will get moncy
back before equity holders. Where you
sit on the congaline frames the amount
of risk you're taking.”

Banner says hybrids, which are
more volalile than bonds, are probably
only just on the defensive side but he
includes hybrids in most client port-
folios. “The way Lo play this game and
make the most of it is not actively trad-
ing, but buying and holding to maturity
and realising a potential capital gain il
vou have bought well.”

But double-digit yields are on offer
among hybrids. Stening cites the AXA
hybrid, which is vielding low to mid
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leens. “Thal's a higher risk prop-
osition,” he says. “That sits just above
equity and offers an equity-likereturn.”

One area Banner doesn’l recom-
mend direct holdings in is interna-
tional bonds. “The moment I flip into
inlernational bond exposure, I exclus-
ively use fund managers,” he says. “The
market’s a lot deeper, a lot more layers
or risk: sovereign risk, counler-party
sccurity risk, currency risk. That's the
pertect place for atund manager.”

JBWere's Conheady agrees: “You're
better holding offshore exposures
through managed funds ... A SMSF
probably wouldn't have the capacily to
doit”
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