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PORTFOLIO POINT: These three model bond portfolios will provide a known return and diversify your risk at

the same time.

Interest in fixed income is gaining momentum as more and more investors are seeking to define their returns and
protect their capital. Those of you at or near retirement need the certainty of knowing that your capital base won’t be
eroded by volatile share markets or a downturn in property.

If you feel you haven’t saved enough for retirement – and retirement is imminent – now is not the time to take risks
with the bulk of your capital. The pension is only $670.90 per fortnight for singles and $505.70 each for couples and I
don’t think any of us want to rely on that for a comfortable retirement.

A little risk does improve overall returns but investors should also seek to protect what they have worked so hard to
build. This is where fixed income comes into play. Fixed income offers investors certainty through:

Capital repayment at maturity (in most cases)

A defined income stream

Diversification

Do it yourself

First you need to research the entity and seek independent research from as many sources as possible. The best
brokers will offer research on companies that includes the benefits of the securities but also considers the risks
involved. Don’t rely on credit ratings alone, they provide an indication of the credit worthiness of the issuer but are
often slow to react to changes in the market (and sometimes they are just wrong). If you’re thinking about fixed income
securities such as bonds and hybrids, make sure the research you are given is based on debt and not on equity
(shares).

The drivers of the two asset classes are very different. When investors buy fixed income securities (often called debt
securities), they are making an assessment of the entities ability to continue trading or survive. Equity investment on
the other hand is an assessment of the companies’ ability to grow. A growing company means a growing share price
and the possibility of increased dividends and as we know, the rewards can be great.

But trying to predict growth is much harder than gauging an ability to continue trading. There is a great deal to
consider when starting a portfolio and if you are a novice I suggest you read some of my earlier features first (A fixed
income primer, July 11). The key in fixed income is the ability to diversify your existing portfolio. Try to avoid investing
in the same companies where you already hold the equities.

Remember some companies with poor equity performance will be great opportunities for bond holders. Equity
performance of Macquarie Bank (MQG), Downer EDI (DOW) and Leighton (LEI) haven’t been great, but bonds in
these companies offer all the things the shares can’t: a known return, capital certainty with the capital being returned to
the investor at maturity, greatly reduced volatility (and this won’t matter to fixed income investors that can hold the
bonds until maturity where they are assured of receiving $100 face value, assuming the company continues to trade).

How much money do you need?

Government and semi-government bonds can be bought for as little as $1,000. These are very high credit quality and
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very low risk, so offer relatively low returns. If you are pessimistic about the chances of a global recession then these
securities may suit you.
ASX listed bonds and hybrid securities don’t have any minimum purchase amount, but the range of available
securities is small, as is the range of risk and reward attributes. Again, make sure you understand the nature of what
you are buying most hybrids have different characteristics. The recent ANZ CP3 issue is a point to note (click here).

Should a capital trigger be breached these hybrids convert to ordinary shares, which is fine but a breach of the trigger
is likely to coincide with a decline in the share price, so that you would expect to lose capital. Not that I would expect
this event to occur in the first place, but it does increase the risk associated with the security and investors would
expect to be compensated for that risk by a higher spread over similar securities without the conversion clause.

Investors can start to build a fixed income portfolio with a relatively small initial investment. However the vast majority
of bonds only trade in minimum face value parcels of $500,000 (link to premium discount article). Some brokers have
broken bonds into smaller parcels to provide direct access to more investors. FIIG has over 90 bonds available in
smaller parcels of $50,000 or $100,000. But like anything in life, the more you spend, the cheaper it gets. In other
words larger bond parcels or a higher number of trades will usually mean investors can earn better returns.

How many bonds do you need for a diversified portfolio?

I’m often asked how many bonds are needed for a diversified portfolio. I think you need between five and 10 as an
optimum, but it depends to the total value of your portfolio and your overall aims for your investments. My preference
is for seven securities, but five can work and if you can access bonds with lower face value parcels, that means
investing approximately $250,000. Below are three sample portfolios. I’m not recommending any portfolio over another
and it’s easy enough to blend investments from all three. But I thought it was worth showing you the types of
investments we can offer and the sorts of returns that are available in the current market.

Table 1 shows a conservative portfolio with a 6% target return. This would be most suited to investors seeking to
improve returns over the cash component of their portfolio but want better liquidity and still want a very low risk
allocation. National Wealth Management is a National Australia Bank subsidiary and for the risk involved with this
security we think the return is excellent. Note that it’s running yield offers around 130bps (1.3%) more than the ANZ
term deposit and while it is slightly higher risk, the additional return more than compensates for the additional risk
involved.
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Table 2 shows a portfolio with a slightly higher 7% target return. Here I’ve included some higher risk securities but kept
the NSW Treasury Corporation bonds for their liquidity. Praeco is an infrastructure company formed to build the
Department of Defence headquarters outside of Canberra. The building is now complete and the project has moved
onto the low risk operational phase where the owners must maintain the building for a period extending to 2036, when
the ownership of the buildings reverts back to the Commonwealth. This bond is long dated with a maturity before the
maintenance contract expires in 2020 but essentially relies on a Commonwealth Government cash flow. This security
still offers a very attractive return for what we think is a low risk investment of over 7%.
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Table 3 shows a higher yielding portfolio with an 8.5% target return. With the exception of Suncorp Metway, none of
these issuers are listed on the ASX, so the securities offer a great chance to diversify your portfolio. This portfolio
includes two inflation linked bonds and while I wouldn’t usually recommend both of these in a starters portfolio, I
wanted to show you the quite high returns on offer on securities that will protect capital particularly for those investors
in the pension phase. Southern Cross Airports is Sydney Airport, while Envestra is another infrastructure asset with
monopoly rights over gas pipelines.
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A couple of things to note:

There is no obligation to buy a whole portfolio when you start investing. You can just buy one or two bonds to
start, then add to your portfolio over time.

You can buy and sell bonds for the minimum purchase amounts. For example if you buy $300,000 of a
minimum purchase $50,000 bond, you can opt to sell down that parcel in $50,000 lots. There is no obligation to
buy and sell the whole parcel at any one time.

If you are unsure of how markets are going to perform but you think a bond looks good value, you can buy the
minimum amount, then keep buying minimum amounts over time to lock in the return now and capture any
future downside. Much the same as you would if you were trading equities.

Generally the lower risk the security the more liquid it will be, that is you’ll be able to sell it quickly without
influencing the price you will receive for the security.

How to transact

1. Most bonds are traded over the counter (OTC) that is there is no exchange used for the majority of bonds, which
means you’ll need to find a fixed income broker who matches buyers and sellers in the market. Otherwise, you can
use your stockbroker to buy ASX listed securities.

2. Settlement for OTC traded bonds usually takes place three business days (T + 3) after the day the contract is
issued for the transaction.

3. Investors are issued with a contract note when the trade is agreed which includes the full details of the security
involved.
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4. No fees are paid on the trade. Brokers take a small margin between the seller offering the security for sale and the
buyer purchasing the security. But, no transaction would occur unless both were happy with the transaction, which
means the margin is typically small. The actual transaction is the only way the broker makes any money. Unlike
managed funds, there are no ongoing fees.

5. In most cases investors do not receive a certificate for their holdings. The holdings are held in an electronic register
called Exigo (formerly Austraclear). If investors don’t have an Exigo account, the securities are held in a custodian
account, much like shares are held with a HIN.

6. If you want to sell bonds, you would need to contact your broker who would then find a buyer through their
networks.

Waratah Bonds: Last week the NSW Treasury Corporation, otherwise known as TCorp issued a new series of
bonds called “Waratah bonds” aimed at retail investors with a minimum investment of $10,000. The bonds are fixed
rate with the coupon paid semi-annually and a fixed maturity date. They are also guaranteed by the NSW
Government with the funds being used for infrastructure projects. On face value, the bonds sound attractive, that is
until you drill down to the return which shows that the security with 3 year maturity due September 1 2014 has a
4.25% p.a. fixed rate of return and the security with a 10 year maturity due September 2021 has a 5.10% p.a. fixed
rate of return.

While these rates are in line with others offered by TCorp, they look more like the emperor's new clothes. That is
they offer nothing over and above securities already issued by TCorp, so what’s the big deal? Not much really, I
guess the name Waratah might invoke some patriotic sentiment from rugby union followers, but does little to excite
those of us from other states. Other semi-government issuers offer bonds in similar sized parcels and in some
cases offer better returns. The returns offered are low but attractive if you think interest rates are coming down in
future years. However, you can still earn 5.85% for a three year AMP term deposit which although not necessarily
government guaranteed offers 160bps more than the Waratah bonds, more than compensating for the additional
risk involved.

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