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Quarterly Report - March 2020
Performance1 1 Month 3 Months 6 Months 1 Year 3 Years Inception2

% % % % % p.a. % p.a.
Fund Return (net) -4.60% -5.63% -5.37% -1.47% 1.56%
Growth return -4.83% -6.35% -6.78% -4.64% -1.93%
Income return 0.23% 0.72% 1.41% 3.17% 3.49%
Solactive Australian Hybrid Securities Index (Solactive -6.31% -7.33% -6.97% -2.87% 1.07%
Active Return 1.71% 1.70% 1.60% 1.40% 0.49%
Past performance is not a reliable indicator of future performance.

Yield and Portfolio Characteristics
Running Yield (% p.a.)1 3.27%
Gross Running Yield (% p.a.)2 4.53%
Fund Constituents 43

Investment objective

Responsible entity Fund Facts
BetaShares Capital Ltd Inception Date 13-Nov-17

Fund Size $620.6 million
Historical Tracking Error 0.87%

Investment manager ASX Code HBRD
Coolabah Capital Institutional Investments Pty Ltd Bloomberg Code HBRD.AU

IRESS Code HBRD.ASX

Distribution frequency Fees % p.a.
Monthly Management fees 0.45

Recoverable expenses ~0.10

Performance fee1

Suggested minimum investment timeframe
At least three years

The Fund provides investors with a convenient way to access attractive income returns, including franking credits, from an 
actively managed, diversified portfolio of hybrid securities. As the Fund is overseen by a professional investment manager 
it actively seeks to reduce the volatility and downside risk that may otherwise be experienced by direct holders of hybrids.

1 Returns are calculated after fees & expenses have been deducted and distributions have been reinvested.
2 Inception date for the Fund is 13 Nov 2017.

1 Average yield (weighted by market value) of the hybrids portfolio, divided by the current market price of the securities. This provides 
an indication of expected current income from making an investment at market price. This value will vary over time.
2 Average estimated gross yield (weighted by market values and inclusive of franking credits) of the hybrids in the portfolio, divided by 
the current market price of the securities. This provides an indication of the expected current income from making an investment at 
market price. This figure is indicative only and will vary over time. Not all investors will be able to obtain the full value of franking 
credits.

1 A performance fee may be payable. This fee is 
15.5% of the Fund's performance above the 
performance benchmark in a calendar quarter.
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Investment strategy
The Fund will invest in an actively managed portfolio of hybrid securities, bonds and cash. If and when the hybrids 
market is assessed to be overvalued or to present a heightened risk of capital loss, the Fund can allocate more of the 
portfolio to lower risk securities.

Top 10 positions1

ANZPE NABPD
ANZPG NABPF
CBAPD WBCPG
CBAPH WBCPH
NABPB WBCPI
1 As at 31 March 2020

Sector exposure Fund Weight %1 Index Weight%1 Active Weight%
Bank hybrids 98.0 89.7 8.3
Capital notes 1.3 5.1 -3.8
Sub bonds 0.0 5.2 -5.2
Senior bonds 0.0 0.0 0.0
Cash 0.7 0.0 0.7
TOTAL 100.00 100.00 0.00
1 As at 31 March 2020

Fund performance summary

Hybrids market and outlook

HBRD returned -4.60% after fees in March 2020, compared to the Solactive Index’s return of -6.31% and the All Ords 
Accumulation Index’s return of -20.94%. Over the last 12 months, HBRD has returned -1.47% after fees compared to the 
Solactive Index's return of -2.78% and the All Ords Accumulation Index’s return of -15.02%. Since inception (November 
2017), HBRD has returned 1.56% p.a. after all fees compared to the Solactive Index's 1.07% p.a. and the All Ords 
Accumulation Index’s return of -3.30%p.a. 
 
At 31 March HBRD was diversified across 35 hybrids/bonds with a 0.7% portfolio weight to cash and 99.3% invested in Tier 
1 capital hybrids. The recent weakness seen in global financial markets has created favourable buying opportunities, 
superior to even the valuation opportunities in the GFC, with Tier 1 hybrids looking especially attractive compared to other 
asset classes with similar default risks, such as Tier 2 subordinated bonds.

The March quarter was historic for the ASX hybrid market in our view, arguably providing the best buying opportunities ever 
observed coupled with record liquidity. HBRD was well positioned heading into the Great Virus Crisis (GVC). 

By the end of January 2020, HBRD had less than 85% of its portfolio invested in ASX hybrids with the remaining 15% of its 
capital quarantined in cash and highly-rated, senior-ranking bank bonds (primarily issued by the major banks), which 
provided substantial dry powder with which to capitalise on the ensuing dislocations identified.

As a result of the GVC, the credit spreads on five-year major bank hybrids moved from 273 basis points (bps) over the 
quarterly bank bill swap rate (BBSW) at the end of January to a peak of 841bps in March. This is substantially above the 
592bps spread level recorded by major bank hybrids during the global financial crisis (GFC), despite the fact that the major 
banks are demonstrably safer institutions today (as further discussed below).

HBRD sought to take advantage of the mispricings identified, selling cash and senior bonds, and buying ASX hybrids, 
which increased its portfolio exposure to the sector to circa 99% by the end of March.
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Hybrids market and outlook continued

Finally, the banks have commenced derisking their commercial models, seeking to remove offshore business units and 
non-core operations, such as their financial advice, funds management and insurance subsidiaries.

The ASX hybrid market has shown its resilience in March. Whereas the ASX equities market was down ~21% in March, 
even including dividends, the Solactive Australian Hybrid Securities Index fell ~6.3%.
HBRD also had its greatest period of short-term outperformance since inception, suffering a relatively smaller 4.6% loss in 
March (outperforming the ASX hybrids index by ~1.7% after all fees).

When we look at the four major shocks since 2007, including the GFC, major bank hybrid spreads have typically taken 1 to 
2 years to hit their subsequent tights. Given the velocity of the GVC, and the fact that eventual vaccines make this an 
inherently finite crisis, we expect spreads to tighten more quickly.

Over this period, we also saw a number of important developments. NAB, Macquarie and Bank of Queensland all called, or 
repaid, existing hybrids collectively worth about $1.9 billion over March and April 2020 with APRA’s express blessing, 
removing any doubt as to whether these securities would be repaid.

And in a sign that the banks are mindful of retail investors’ best interests, NAB and Macquarie cancelled two new hybrid 
offerings that were otherwise legally committed. Due to the historic increase in credit spreads, these deals would have 
performed poorly in the secondary market. NAB and Macquarie therefore rejected about $2.6 billion of cheap funding 
simply to ensure that retail investors were looked after. We expect replacement deals to come at wider spreads from both 
banks later this year.

The extraordinary credit spreads offered by investment-grade (BBB- rated) major bank hybrids, which were much more 
attractive than the spreads on comparably rated corporate bonds, were especially enticing because of the substantial 
reduction in the risks surrounding the major banks’ business models.

While the move in hybrid spreads was much sharper than that experienced during the GFC, the downside protection has 
been conspicuously better. In the GFC, the ASX hybrid market suffered about 42% of the loss of the equities market. By 
way of contrast, the losses suffered in the GVC have so far been 29% of the equities market’s loss, whilst HBRD has also 
performed better, incurring 21% of the ASX’s downside risk.

One of the other hugely important lessons of the GVC has been the liquidity offered by the ASX hybrid market. We saw 
total trading volumes on a rolling 5 day basis increase from about $200 million in late 2019 to almost $500 million in March. 
We believe this was likely much larger than the liquidity available in the investment-grade corporate bond market in 
Australia.

Back in 2007, the major banks did not have: government guaranteed bank deposits; a dedicated RBA emergency fund 
(called the Committed Liquidity Facility) that gives them access to more than $200 billion in immediate cash should they 
need it (this was created by the RBA after the GFC); implicit government guarantees of their senior-ranking bonds, which 
were explicitly guaranteed during the GFC (the banks pay the government an annual 0.06% tax for the benefit of the 
implicit guarantee); or the new term funding facility that the RBA has developed during the GVC that gives the banks 
access to 3 year funding at a cost of just 0.25%.

We consider the banks’ balance-sheets are also much safer in 2020 than they were in 2007, as a result of the biggest 
deleveraging in modern Australian banking history, which the banking regulator, APRA, has very prudently enforced since 
2014. This has seen the major banks raise more than $50 billion of capital and the likes of CBA reduce its risk-weighted 
leverage from 21 times in 2007 to a little over 8 times in 2020. 
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Hybrids market and outlook continued

Important:  The information contained in this document is general information only and does not constitute personal financial advice. It 
does not take into account any person’s financial objectives, situation or needs. It has been prepared by BetaShares Capital Limited 
(ABN 78 139 566 868, Australian Financial Services Licence No. 341181) (“BetaShares”). The information is provided for information 
purposes only and is not a recommendation to make any investment or adopt any  investment strategy. BetaShares assumes no 
responsibility for any reliance on the information in this document.  Past performance is not indicative of future performance. 
Investments in BetaShares Funds are subject to investment risk and the  value of units may go down as well as up. Any person 
wishing to invest in BetaShares Funds should obtain a copy of the relevant PDS from www.betashares.com.au and obtain financial 
advice in light of their individual circumstances.

There has nonetheless been some confusion in the market about certain events. When NAB fully repaid its $1.34 billion 
NABPC hybrid in March, there was misreporting that it had bailed these investors into equity. This was incorrect: NAB 
separately raised $750 million of ordinary equity after buying back the NABPC securities, which directly benefits hybrid 
investors by increasing the first-loss equity buffer that protects them.

There was also concern that banks deferring dividends could hurt hybrid holders. However, reductions in dividends 
increase the equity capital buffer that protects hybrid investors. All banks continue to pay their coupons on their hybrids 
notwithstanding that some are choosing to defer or reduce dividends.

In APRA’s latest published stress-test of bank balance-sheets, the regulator assumed a scenario worse than the GFC 
with a 35% drop in house prices and an increase in unemployment to around 11%, amongst other adverse inputs. APRA 
found that average bank capital ratios only fell by around three percentage points, which would reduce the major banks’ 
common equity tier one (CET1) ratios from 11% currently to circa 8%. This is way above the 5.125% CET1 threshold at 
which point the banks’ hybrid securities are converted into equity. It was also a change from stress-tests in years prior 
when the banks were not as well capitalised. 

To read more about this, click here.
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https://www.livewiremarkets.com/wires/what-apra-s-announcement-on-dividends-means-for-equities-deposits-bonds-and-hybrids-some-stress-testing
https://www.apra.gov.au/testing-resilience-2017-banking-industry-stress-test
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