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Current markets – Interest rates

Sources: Refinitiv, Arculus

Interest rates
• Rates break out to the upside from 12m trading range – market still expects rate rises as economy shows resilience.
• Persistent inverse yield curve in US, rates market still expects a recession.
• Recession forecasts pushed out. Employment strong.
• Banks tighten credit provision post banking collapses – impact on SME
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When to go Fixed rate?
• Not just yet, FRN yields keep rising, stay 

low duration.
• Long rates still rising
• Inverse yield curve could flatten (long rates 

rise).
• Take 6% don’t risk zero return

Australian country risks rise
• RBA continue to raise rates, behind others
• Yield curve now inverse
• China weakening
• Energy costs rising strongly
• Building sector struggling



Current markets - credit

Sources: Refinitiv, Arculus

Credit markets
• Volatile but currently very strong (see arrow), bonds reborn with higher rates, credit securities getting solid support
• Credit markets sensitive to bad news, margins can spike quickly
• High grade Australian bank credit offers good yield: major bank senior 5%, sub notes 6.2%
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The good news is that higher yield is here
Rather than having to chase yield when rates were low, now higher yield can be gained with lower risk.

BASE RATES HIGHER - great for floating rate securities. CREDIT SPREADS WIDER – more yield for less risk

Sources: Refinitiv, Arculus

1/. Jan 2022:  cash at zero   +   “A” credit at 1.5%  margin =  1.5% total yield
2/. Jan 2023:  cash at 3%      +   “A” credit at 2.0%  margin =  5.0% total yield
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Hybrids – great for yield but can have tough times

Sources:  Evans and Partners, Arculus

Current state
• In past 12m higher rates (esp. BBSW) has created better yield. One of the few ASX ways to get exposure to rising rates.
• Recent CBA issue pushes average margin out 35 bps. Margins have since recovered but make point about liquidity 
• Price can be savaged in large risk-off markets, however bank balance sheets are good. Watch property.
• Since 2012 major bank hybrids returned incl. franking +5.48% pa (volatility 3.56%) and non-majors + 6.14% (vol 5.39%)
• Margins can have large variations - creates trading opportunities. 
• Liquidity issues around IPO’s and trading.

Drawdown March 2020
Major banks - 6.7%
Non-majors -14.96%
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Hybrids – current yardsticks

Current state
• Compared to bank share prices, hybrids wide in spread (Rsq 0.55)
• Bank share prices rally in July – hybrids lag
• Versus Bank implied volatility, hybrids cheap to fair
• Typically a quick large fall in bank share prices is needed to shake 

hybrids.

Current state
• Compared to credit, hybrids just under the long-term average 

ratio, broken 18m range: implies fair value, however the lower 
range was as a result of cash rate rises. 

• Which is the best range, recent 12m or long term?
• Recent CBA issue pushes average margin out 35 bps; artificial?
• Message: watch credit markets especially if large margin rises
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Hybrids – margin scatter diagram is the value guide

Source: Arculus

Comparative value reveals all
• Hybrid margins should slope upwards with maturity expectation
• Scatter shows relative valuations in May 2023 – deviations from the curve indicate best trades
• Whole curve rises after May CBA issue
• The whole curve can move but can often be distorted driven by liquidity
• Special situations often arise, check pricing models
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Global High Yield – get out of the way!

Sources; Refinitiv, NBI

Too many negative indicators
• Global HY has performed well but now many indicators are pointing downwards;

• Defaults starting to rise; US HY April default rate 7.3%, was 2.3% for 2022
• CCC bonds diverge into bad and good groups
• Potential credit contraction as a result of US banking crises; higher rates will ultimately bite refinancing rates
• For HY to perform equity markets must be in good shape. Recent strong equities have held up HY.

• ASX listed trusts trading under NTA with little response to good HY index days. Such trusts can trade under NTA 
• NBI: well managed, RY 11.56% (9.56% on NTA), trading price discount to NTA at 28%

  



Consider all fixed 
interest rate sector sub 
asset classes, not just 

one

Consider and use 
the parts of a 

company’s capital 
structure

(excl. equity) 

Predominately use 
floating rate bonds 

to remove poor 
bond repricing due 

to interest rate 
rises

How yield investing can be approached

Covered bond (banks)

Senior Secured bond

Senior bond

Subordinated bond

Hybrids and convertibles

1.

2. 3.

There is value in a company’s debt layers

Various security types give opportunity

There is a 
time for fixed 
coupon debt 
but not now 

There are three principles to diversify, gain portfolio 
flexibility and generate low risk yield



➢Aim; capital preservation with yield above bank bills. Target BBSW + 1.5%.
➢Holds only AUD Investment grade Senior ranking corporate and bank debt plus Sovereign debt. All holdings must be REPO eligible.
➢No leverage. No shorting. 
➢ Typical public unit trust structure. Invest directly or via most platforms.
➢Current Fund fee 0.40%. No performance fee. 
➢ Liquid - all redemptions met by T+5.

Currently;
• Current RY 5.12%, YTM 5.30%
• Credit duration 0.48 Modified duration 0.91
• Consistently a low interest rate duration portfolio (very low revaluation risk to rising rates, avoid interest rate volatility).

Arculus Fixed Income Fund – protective high-grade yield
formally the GCI Capital Stable Fund, managed by Arculus (formally GCI Australia) since 2015

Covered bond (banks)

Senior Secured bond

Senior bond

Subordinated bond

Hybrids and convertibles



Portfolio Characteristics

Running Yield 5.12%

Yield to Maturity 5.30%

Average Margin 0.95%

Average Years to Maturity 2.17

Number of Securities Held 39

Floating 75.55%

Fixed 22.45%

Cash 2.00%

Modified Duration 0.48

Credit Duration 0.91

Portfolio metrics:

The expected yield is high combined with 
the benefits of strong credit ratings

Sensitivity to both interest rate increases and credit 
spread rises are small.

Arculus Fixed Income Fund  

Income, capital stability and a high degree of liquidity in all market conditions



➢A multi sector Fixed Interest fund paying quarterly income – typical public unit trust structure. Invest directly or via most platforms.
➢Mandate: Cash + 3.5% in all market conditions.  
➢No leverage. No shorting. Any security subscription fees passed into fund cash.
➢ Liquid - all redemptions met by T+5 in past 5 years, $2000 minimum.
➢Current Yield > 6% cash. Flexible and very active portfolio.
➢Current Fund fee 0.75% (+GST). No performance fee. 

In particular -
• The fund can hold all major interest rate security types, not constrained to one sub sector; Gov bonds, senior and subordinated bonds, ASX securities.
• Rating weights; minimum 70% investment grade and cash, maximum 30% non-investment grade. Currently 70.67% Investment grade.
• Consistently a low interest rate duration portfolio (very low revaluation risk to rising rates, avoid interest rate volatility).
• The Preferred Income Fund at $174m is big enough to get access to all market opportunities but nimble enough to take advantage of smaller ideas.
• Little or no exposure to the property sector. No RMBS or property financing securities.

Arculus Preferred Income Fund (PIF) – hybrid like yield
Est. 2007, formally the DDH Graham Preferred Income fund, managed by Arculus (formally GCI Australia) since2015

Covered bond (banks)

Senior Secured bond

Senior bond

Subordinated bond

Hybrids and convertibles



Portfolio Characteristics

Running Yield 6.66%

Yield to Maturity 7.45%

Average Margin 3.10%

Average Years to Maturity 2.58

Number of Securities Held 38

Fixed 27.51%

FRN 69.32%

Cash 3.18%

Modified Duration 0.83

Credit Duration 1.98

Arculus Preferred Income Fund     

Portfolio metrics:

Despite a risk averse stance, the 
expected yield is high combined 
with the benefits of diversification

Sensitivity to both interest rate increases and credit spread rises 
are small.



Arculus Preferred Income Fund – adding value    

We constantly monitor security pricing and liquidity looking for opportunities to add return with equal or lower risk.

Diversification via traditional sources combined with risk mitigation and return enhancing tactics

Practical Risk Mitigation tactics

The fund contains a variety of levers to lower risk 
and extract yield;
• Varying subsector exposure as both:

− (a) a major sector preference choice, and 
− (b) an intra-company/industry optimisation 

tool.
• Using a range of comparative tools to extract 

best yield for a unit of risk across a company’s 
capital structure.

• Consistent searching to find yield 
opportunities;
− Specialist skills in balance sheet 

assessment and individual security 
analysis.

− daily surveillance of interest rate markets 
for opportunities with deep market 
contacts for liquidity.

− Deal in both wholesale and ASX markets, 
vast experience and expertise in both.

− Understanding leading and lagging factors 
for various interest rate securities.
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CBA hybrid trading margins

CBAPK Jun 29

CBAPL Jun 28

CBAPI Apr 27

CBAPJ Oct 26

CBAPG Apr 25

CBAPH Apr 24

CBA currently have six listed hybrids (note NAB has OTC versions too) with a spread of maturity dates. 
Varying maturity requires different margins. In the chart above there should be a consistent gap 
between issues, however at various times there is large mispricing. The arrows show points in time 
where all issues have the same margin. This creates switching opps. On May 15 we bought $5m CBAPH at 
$101.90 a margin of 3.60% for 11 months exposure. These were sold at prices above $102.50 2 weeks later.



The PIF does use hybrids from time to time but does not advocate their constant use. 

Same yield (cash yield higher) with superior portfolio – less NTA variation and better protection in any correction with liquidity

Bank and Insurance hybrids are commonly used for de facto yield in the Australian financial markets and are idiosyncratic;
• In the capital structure hybrids sit just above equity and below all forms of debt as shown below.
• The hybrid market can have poor liquidity. Pure hybrid funds have no chance to move large portfolios at times of stress.
• A 7% hybrid yield is 4.20% cash plus franking. PIF currently paying 6% cash and rising due to cash rate rises.

Preferred Income Fund comparison to Hybrids  

Hybrid yield is  
6 to 7% with 
hybrid risk

Typical Capital Structure.
Seniority for all payments flows top-down. 

Senior Secured bond

Senior bond

Subordinated bond

Hybrids and convertibles

Equity

R
i
s
k

Securities above 
hybrids contain 
much lower risk

The Preferred Income Fund;
Gain higher return with lower risk than hybrids 
• The PIF is a pool of interest rate securities that rank above 

hybrids
• Typical PIF weights:

• senior bond holdings 20-30%,
• subordinated bonds 50-60% 
• redeemable convertible notes 0-5%

• The Preferred Income Fund does invest in hybrids from time to 
time when hybrid margins are historically wide or when 
mispricing occurs, creating short term yield opportunities

• The yield on the PIF has been consistently well above the yield 
on hybrids despite the PIF being a much more risk averse 
portfolio.

The PIF contains lower 
risk from its 
predominant weighting 
higher up the capital 
structure. Despite this, 
the PIFs return is higher 
than  hybrids with equal 
yield



Disclaimer
Important Information: The information provided is intended for general information only. It has been prepared and issued by Arculus Funds Management Pty 
Ltd which operates under the GCI Australia AFSL as a CAR – GCI Australia Pty Ltd ABN 68 140 364 576 Australian Financial Services Licence No 346034.
Arculus Funds Management Pty Ltd is a specialist Australian asset manager of wholesale discretionary mandates, both corporate and private. We act for 
clients who need to have a wholesale, sophisticated or professional accreditation.

In preparing this material, Arculus Funds Management nor GCI Australia Pty Ltd has not considered your objectives, financial situation or needs. You should 
consider the appropriateness of any advice before acting on it. You should consider the relevant Product Disclosure Statement terms and conditions, 
Financial Service Guide, customer information brochure and Guide to Fees and Charges for the product before making any decisions about whether to make 
an investment in one of the offered products. Before making an investment decision on the basis of any documents the investor needs to consider whether 
the advice is appropriate in light of the particular investment needs, objectives and financial circumstances.
Recommendations or opinions expressed may change without notice. Do not act without first consulting your investment adviser to determine whether the 
investment is appropriate for your investment objectives, financial situation, and particular needs. Any prices or quotations contained herein are indicative 
only and do not constitute an offer to buy or sell any securities at any given price. No representation or warranty, express or implied, is provided in relation to 
the accuracy, completeness, reliability or appropriateness of the information, methodology and any derived price contained within this material. 

Warning: Past performance is not a reliable indicator of future performance. Derivatives are leveraged products, which means gains and losses are magnified 
and you may lose substantially more than your initial investment. Opinions, ratings and recommendations may change without notice. We do not endorse any 
information from ‘third-party’ research providers that we provide to you, unless we specifically say so.

Note: The information contained in this message is intended only for the named addressee and may contain privileged and confidential information. If you are 
not the named addressee, any dissemination distribution or copying of this communication is strictly prohibited. If you have received this communication in 
error, please notify us immediately by replying to the message and deleting it from your computer.
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