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Income investing without high anxiety

[ligher-yielding assets
need not keep you
awake al night

JAMES DUNN
RONDS

THOSE who rely on their invest-
ments for an income, mostly re-
tirees, are in a dilemma.

They need safely, but they also
need a decent yield and the higher
the yield, the less safe the invest-
ment, generally speaking.

The 10-year Australian govern-
ment bond trades at a yield ot 5.5
per cent. That’s safe, but it might
not be a high enough yield on
which tolive in retirement.

It's an ever-present conundrum
for income-orienled investors:
where exactly on the yield curve
(the range of returns of various
assets) does safely end?

Stiven Laszlo, managing direc-
tor of specialist fixed-interest bro-
ker Secure Investments FIB, says
Australian investors at the mo-
ment enjoy a relatively high risk-
[ree investmenl rate.

“What I would call ‘sleep at
night’ money, the risk-free rate,
should be around the cash rate al
5.5-5.6 per cent, but is at least 1 per
cent higher than it should be” as
banks compele for deposils, Laszlo
says.

“With banks very wary of what
will happen when the common-
wealth government’s deposit guar-
antee ends on October 12, there are
still highly attractive rates on offer.
Rabo Direct Online Savings, forin-
stance, offers 6.6 per cent for a one-
year lerm deposit.

“That’s quite amazing, given
that the parent bank, Rabobank of
The Netherlands, is the only bank
in the world that is still rated AAA,
and yet it offers not only a higher
rate than the AA/A2-rated big four
Australian banks, it offers the high-
est one-year rate in the market,”
lLaszlo says.

“Il you're gelting 6.6 per cenl
with a AAA creditrating, that's not
only ‘sleep-at-night’ money, it’s
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‘good-dreams’ money as well.”

With risk-free moncey, or as
good as risk-free, higher than
where it normally could expected
to be, “high-yicld” is also slightly
higher than many investorsrealise,
says Brad Newcombe, director of
listed income securities and fixed-
income research at fixed-interest
broking firm FIIG Securities.

“When you use the term ‘high
yield', technically and traditionally
you're tatking about going out past
investmenl-grade rated bond
issues,” Newcombe says.

“As long as that is understood,
we would say that a client can at
the moment put together a porl-
folio thal quite casily generates a
porttfolio yield of 10-12 per cent.
That can actually be done quite
conservatively at present: you're
not talking super-high-risk plays
that are geared to the hilt.”

Newcombe says nol many in-
vestors realise the most accessible
market for interest-bearing securi-
tiesis thoselisted on the Auslralian
Securities Exchange.

He says the listed interest-
bearing sector conlains a variety of
“hybrid” sccurities, so named be-
cause they have characteristics of
bolh equilies (shares) and debt
(bonds),issucd by companics rang-
ing from the nation’s highest-rated
(AA/A2) banks to induslrial com-
panies without a credit rating.

Using this range of issuers, and
the consequent range in yields, in-
vestors can put together portfolios
that match the yield they are seek-
ing with the risk they are prepared
tobcear.

“The great thing about the listed
interest-bearing securities market
is that you can invest any amount,
you pay normal brokerage, and
you gel a good variety of issues to
choose from,” he says.
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“If salety is your prime concern,
you would stay in the major bank
hybrids, but we would argue that
laking on lower-rated and unrated
issues (but still securities that are
names that people know and have
abit of research coverage, and have
good liquidity) you can move into
high-yield territory, double-digit
returns, without undue risk.”

Newcombe says putting an int-
erest-bearing portfolio together is
all about combining risk and re-
turn to come up with a portfolio
yield with which the investor is
comfortable. “You can afford a bil
of higher-risk stuff if vou have the
lower-risk core,” he says.

Steven Wright, head of fixed in-
terest at RBS Morgansin Brisbane,
says the listed hybrids generate a
cash yield [rom the dislribulions,
plus franking credits, which is the
“running yield™: it is usually based
ona margin over the bank bill swap
rate at any time (that is, the rate is
“floating”, as opposed tofixed).

But there can be another com-
ponent to the yield, the movement
in the security price to its issue
price, or par value.

Wright says many of the ASX-
listed hybrid securities are “step-
up” perpeluals, where they will
cither be redeemed at a certain
date at par, or the yield “steps up’
(increases). If the security is re-
deemed, holders receive the par, or
issue, value.

“Youeftectively have two yields:
the running yield on a portfolio is
the cash yield plus the franking
credits; and the expected yield to
maturity is the total of the cash, the
[ranking credits and the assump-
tion of the security’s price return-
ing to par by maturity or call date.
With some of them, the market
priceimplies a pretty hefty returnif
the security is redeemed,” he says.

Wright provided two sample
portfolios from the listed interest-
bearing market, the first a con-
servative portfolio laden with
banks and rounded out by insurer
Suncorp Metway and retail giant
Woolworths. This portfolio gives a
running yield of 7 per cent and an
expected vield to maturity of 8.8
per cent. Taking on more risk, his
second portlolio of lower-rated
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corporate bonds and hybrids gen-
erates a running yield of 9.5 per
cent and an expected portfolio
yield to maturity of 23.1 per cent.
He says the listed inleresl-bearing
scctor allows investors and their
advisers to put together a porttfolio
that malches desired yield with the
investors’ “risk budget”, the risk
they are prepared to bear.

Wrighl says Lhe lisled interest-
bearing market is “more trans-
parent” forretail investors than us-
ing a specialist unlisted high-yield
fund, but many investors “do not
know that the market is there”.
What makes the listed market bet-
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ter suited to the retail investor, he
says, is that they can put together a
portfolio where they have a good
idea of what return to expect.

“We can say, ‘here is a group of
listed securities, here are the mar-
ket prices and, based on whal we
expect the cashflows from that sec-
urity to be and the expected capital
moves (that is, back to par value),
here’s the expected return,” Wright
says.

While thal expected relurn can-
not be predicted to the cent, the in-
vestor generally has a “fairly good
idea”, he says. “In conlrast, a high-
yicld fund will say, ‘here’s the re-

A CONSERVATIVE, HIGHER YIELD PORTFOLIO
Stock ASX Credit  Price  Stepup/ Cash Yield o
vl raling (%) malarily  yield matority
dale () (%)

Suncorp Metway CPS SUNPB  BBBE: 995  I14-Jun-13 569 145

LAG RES [ANG A 104 15-Decl® 635 856
Westpac TPS WCTPA A+ 929 30-Jun-l6 415 791
Woolworths Notes 'WOWHR BBR 9995 15-Sep-ll 602 .62
ANZ CPS2 ANZPA A+ 105 15-Declb 6562 702
Bendigo Bank SPS2 BENPC  nfa 951 10-Od-14 467 987
CBA PERLS IV CBAPE A+ 19745 31-0ct-12 418 735
CBA Bongs | CBAHA nfa 1004 24.Deeds 597 669

Portfolio yield to maturity

Source: RBS Morgans
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turn we generaled last year’, with
the usual disclaimer that past re-
turns can’t be taken as a guide to
future performance.”

The transparency angle is also
important, he says. “In a portfolio
of listed names, yes, the investor
bears the risk of price fluctuations
in the listed market, but the flipside
ofthatis liquidity. [ they start to be
concerned aboul a name, they can
scllit and replaceitinthe portfolio.

“In a high-yield tund, the inves-
Llor might nol even know Lhal they
hold that stock.”
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