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PORTFOLIO POINT: CommBank’s new unsecured senior bonds, which will be listed on the ASX, are going

straight into my $1 million bond portfolio.

Commonwealth Bank (CBA) has announced the issue of a $500 million retail bond, an exciting development for
Australian investors. The CBA will become the first local bank to issue an unsecured senior bond to retail investors
that will be listed on the ASX.

The retail bond opens up the bond market to all investors wanting to diversify their investment portfolios with a high
quality, liquid asset.

In my $1 million fixed income portfolio (click here), I have a $50,000 term deposit with a credit union paying 5.7%.

When this matures on December 2, 2010, I’ll use the funds to buy CBA retail bonds. It wouldn’t be worth incurring
fees to break the term deposit, but I can register my interest in acquiring the bond in the primary market with a fixed
income distributor now, then use the funds to acquire the bonds once the term deposit matures. The bond is an
excellent addition to my portfolio, which I’ll explain in this article.

-Investor’s perspective: CommBank retail bond offer details

Issuer CBA

Security name CommBank Retail Bonds Series 1
Maturity December 24, 2015
Margin 90-day BBSW+1–1.15%
Size $500 million-plus
Minimum parcel $5,000
Source: FIIG Securities

CommBank has stated that the coupon for the first three month interest period will be a minimum 6%.

The pricing on the deal – 90 day bank bill swap rate plus 1–1.15% – also compares reasonably with similar
wholesale senior ranking bonds issued by the major banks. A five-year senior bond issued by the National Australia
Bank is now trading around 1.14% over BBSW, bringing it in line with the top end of the indicative margin for the CBA
retail bonds.

Another comparison is the level that major bank senior unsecured bonds were trading prior to the global financial
crisis. At the height of the market these securities traded at a margin of just 0.10% over BBSW, a far cry from the
levels of current deals. While we don’t expect to see these levels again, we would expect some contraction over
time, which would increase the price of the CBA retail bonds.

In fixed income, like most markets, retail investors typically pay more than wholesale participants for the equivalent
product. So it is great to see that retail investors in the CBA deal are set to receive a return similar to that available
at the wholesale end of the market.

The issuance of a CBA security is a positive sign for the listed retail bond market. So far, there have been fewer
deals in this sector than we would have expected and the presence of a top 10 Australian company should enhance
the credibility of retail bonds. CBA will lead the way where we expect others to follow.

Advantages of CBA retail bonds
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Liquidity. I would expect CBA bonds to be very liquid. That is, easily bought and sold without impacting the

price of the security. This is the most significant advantage for investors. No need to bother with comparing at
call accounts or qualifying for savings bonuses if you want ready access to your money. The high quality of
the bond and its listing on the ASX will ensure you can access your funds quickly (trade+3 days).
Pays a floating coupon. Tied to 90-day BBSW, so that if you have the view that interest rates will rise, you

can take advantage of a rising interest rate environment by buying the CBA bond without locking into a longer
fixed-term deposit.
Coupon is paid quarterly, unlike many term deposits that only pay interest annually. Meaning investors can

reinvest coupons earlier ultimately earning higher returns than five year term deposits.
Very high credit quality. CBA has a very low risk of default.

Potential for capital gain if the bond price rises above its face value of $100 and you sell them before

maturity. If credit spreads continue to improve this is a likely outcome.
A small charge for selling the securities compared to much higher break fees if you need to redeem a term

deposit early.

Disadvantages

The bonds are not government-guaranteed, where deposits still qualify for the government guarantee until
October 2011.
The bonds are lower in the bank’s capital structure than term deposits, meaning they are higher-risk and in the
event that the CBA defaults (highly unlikely, in my view) all term deposit holders will be repaid before
bondholders. See the bank capital structure diagram below.
As the coupon is floating, if interest rates decline, the coupon will also reduce. However, even though the
coupon is floating investors may recoup some of this decline through a higher bond price if they decide to sell
the bond before maturity
There is the potential for capital loss if you sell your bonds before maturity, although I would expect this to be
minimal.
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* The CBA bond is classified as senior debt

Evaluating the numbers

From a valuation perspective, the security looks reasonably attractive on a number of measures. Five-year CBA term
deposits are currently 6.40% but interest on these securities is only paid annually, not quarterly like the retail bonds.
This inflates the return of the former.

Currently BBSW is only about 5.05% meaning the initial coupon on the retail bond will be between 6.05% and 6.20%.
However, this figure doesn’t factor in future interest rate movements. With rates expected to increase over the
coming years, this understates the return investors should expect to receive on security.

The relevant reference rate to look at when comparing against a fixed rate term deposit is the five-year swap rate.
This figure effectively swaps the floating rate return of the retail bond into a fixed return similar to a term. Currently,
this rate is about 5.73%, meaning the expected return on the retail bond is between 6.73% and 6.88%. This works
out to be a premium of 0.33% to 0.48% more than what a five year term deposit is offering.

CBA’s perspective
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The CBA needed to raise about $40 billion this year to support its loan book and growth and has found its cost of
capital increasing as older, cheaper debt matures and must be replaced with more expensive new debt. Issuing retail
bonds gives the CBA another avenue to raise funds. Being the first of the major banks to issue in the market and its
competitive pricing should ensure CBA easily raises its $500 million target.

You’ll need to register your interest with a fixed income distributor by mid-December. There is no cost to purchase
the primary market (first time they are offered to investors) bonds although distributors receive a 50 basis point fee
from CBA.

The lead arrangers will then confirm allocations of the bonds with probable commencement date just before
Christmas. For more information, please call your financial adviser.

It’s important to note that if you don’t get an allocation in the primary market, you can then buy the bonds through the
ASX once they start trading, probably late December, although you’ll then need to pay trading fees. Coupons will be
paid late March, June September and December.

Elizabeth Moran is director of fixed income research at FIIG Securities.

CommBank comes to the bond party - Eureka Report http://www.eurekareport.com.au/iis/iis.nsf/pages/7201930DE4B37C7...

4 of 4 16/11/2010 6:56 AM


