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ARCULUS PREFERRED INCOME FUND  
MONTHLY REPORT – FEBRUARY 2025  

Strategy & Objective 
The Arculus Preferred Income Fund is a 
domestic fixed income portfolio invested in 
Australian Government and Semi- 
Government Bonds, Corporate Senior & 
subordinated Bonds, and cash. The Fund 
aims to provide unitholders with returns 
higher than cash and traditional debt 
securities over the medium to long term 
with a target rate of return of the 90-day 
BBSW rate plus 350bps. The return is a 
combination of income distribution and 
capital growth. The Fund does not employ 
leverage either directly or using derivatives 
and has no offshore currency, structured 
credit or leveraged securities. Up to 30% of 
the Fund can be invested in non-investment 
grade securities (S&P, Fitch rated below 
BBB-, Moodys rated below Baa3). The Fund 
is best suited to investors who seek a 
medium risk investment over a 3 to 5-year 
period. 
 

The fund aims to provide unitholders with 
returns in excess of cash and bank 
deposits over the medium to long term by 
investing in Australian sovereign bonds, 
senior & subordinate debt issued by 
Australian financial institutions, senior & 
subordinate bonds issued by Australian 
corporates and ASX-listed hybrid and debt 
securities. The return is a combination of 
income distribution and capital growth. 
The target rate of return is the 90-day Bank 
Bill Swap Rate plus 350 basis points.  
 

ESG 
Environmental, Social and Governance 
issues form part of the risk analysis 
framework. 
 

Fund details 
DDH Graham Limited (DDH) is the 
responsible entity of the Fund. As 
responsible entity, DDH is responsible for 
the management and administration of the 
Fund, including the issue of the Fund’s 
Product Disclosure Statement and all other 
public announcements concerning the 
Fund.  

DDH has appointed GCI Australia Pty Ltd 
(one of Australia’s leading Investment 
management businesses) ABN 68 140 364 
576 (GCI) as the Fund’s outsourced 
investment manager. Arculus Funds 
Management Pty Ltd (Arculus), a wholly 
owned subsidiary and Corporate 
Authorised Representative of GCI 
undertakes the investment management 
activities for the Fund.  
 
APIR Code DDH0001AU          
ARSN 108 161 575 
 
Fund availability 
This Fund can be accessed by investing 
directly, or indirectly, using the Wealth02, 
HUB24, Netwealth, OneVue, Praemium 
Investment, Ausmaq, BT Panorama, 
Macquarie Wrap and Australian Money 
Market platforms. 
 

Performance to 28 February 2025 (annualised) 
 

  3M  6M  1Y  2Y  3Y  5Y  
Since 

Inception 

Total Return  1.14% 3.18% 6.38% 6.04% 4.62% 3.76% 4.55% 

Cash Distribution 1.60% 3.08% 6.07% 5.81% 5.02% 4.19% 5.35% 

+/- Growth -0.46% 0.10% 0.31% 0.23% -0.40% -0.43% -0.80% 

Index 1.10% 2.21% 4.48% 4.29% 3.44% 2.10% 3.42% 
 

*Fund returns are net of all fees. Returns are calculated using exit prices and are calculated after all fees and costs have been deducted, 
assumes any distributions are reinvested, and no allowance made for tax. The ‘distribution’ component represents the amount paid by way 
of distribution, including net realised capital gains. Numbers may not sum due to rounding. Past performance is not an indicator of future 
performance. 

The inception date of the Fund was 25 October 2004. E&P commenced as Investment Manager on 31 December 2010. Arculus commenced 
as Investment Manager on 01 July 2015. 
 

Australian index returns 28 February 2025 

Index 1m 
Return 

3M 
Return 

12M 
Return 

Bloomberg Australia Bank Bill Index 0.34% 1.10% 4.48% 

Bloomberg Australia Gov't 3-5 Year Index 0.62% 1.55% 3.95% 

Bloomberg Australia Composite 0-3 Year Index 0.41% 1.37% 4.41% 

Bloomberg Australia Composite 3-5 Year Index 0.65% 1.73% 4.70% 

Bloomberg Australia Composite All Maturities Index 0.93% 1.63% 4.18% 
 

The benchmark is the Bloomberg Australian Bank Bill Index. Bloomberg Index data is sourced from Evans & Partners.  
 

Fund rating                                   
Initially rated ‘Favourable’ by SQM Research in  
December 2016, the Fund was upgraded to 
‘Superior’ in December 2020 and retained annually. 
Last updated February 2024.  
 

Fund size 
As of 28 February 2025, the Net Asset Value of the Fund was $165,445,249.80. 
 

Portfolio characteristics 28 February 2025 
Running Yield 7.34% 

Yield to Maturity 9.77% 

Average Margin 5.63% 

Average Years to Maturity 2.98 

Number of Securities Held 73 

Fixed 15.42% 

Floating 79.10% 

Cash 5.48% 

Modified Duration 0.19 

Credit Duration 1.45 
 

Fees 
MER 0.75% + GST 

Buy/Sell Spread +0.15% / -0.15% 

Performance Fees Nil 
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Asset breakdown 
 

 

 

 

 

 

 
 

 

 
Performance 

 
Source Arculus, DDH Graham Limited data. 

 
Ongoing performance of the Fund will be supported by portfolio running yield 7.34% and the YTM of 
9.77% in the year ahead. The weightings in the portfolio are now skewed to coupons being received in 
the last month of each quarter which is reflected in the quarterly performance outcomes. In the month 
of February, the Fund delivered unitholders a net return after all fees 55 basis points (bps).  

 
Market review 
The RBA’s 25bps rate cut in February had very little impact on the benchmark yield curve as it was near 
fully expected with the market pricing an 80% probability that it would occur. The Australian yield curve 
did shift downwards slightly over the month but remains much steeper than it was nine months ago. The 
steeper curve is the market’s prediction that inflation, rates, and aggregate economic growth will be 
stronger for longer. 
  

 
 
Fixed rate treasury bonds remain an unattractive investment proposition for several reasons: 
 

1. The high level of government spending at a federal and state level at a time of economic full 
employment will mean that aggregate demand continues to exceed aggregate supply. This is 
something that RBA Governor Bullock pointed out last October when asked if the RBA was 
considering a rate cut then. 

2. We don’t believe that the RBA will cut rates again for quite some time, unless at least one of 
the following occurs: 

• There is an exogenous economic shock (like the pandemic). 
• The financial system becomes unstable (like a bank collapse, e.g. SVB in the US in 

2023). 
• Unemployment rises above 4.75% while inflation is still above 2.5%. 
• Inflation is below 2.5% for successive quarterly readings (RBA trimmed mean 

measure).  

Cash, 
5.48%

Covered 
Bond, 3.34%

Preference 
notes, 

45.20%

Senior Bond, 
41.29%

Sub notes, 
4.69%

Sub Type Analysis

Cash Covered Bond Preference notes

Senior Bond Sub notes

Banking
47.42%

Cash
5.48%

Credit 
Finance
0.31%

Finance
5.16%

Health
13.89%

Insurance
4.76%

Industrial
10.39%

Infrastructure
2.99%

Media
6.76%

Hydro
2.84%

Sector Allocation

Banking Cash Credit Finance
Finance Health Insurance
Industrial Infrastructure Media
Hydro

AAA
9.13%

AA-
4.28%

A+
0.90% A

1.24%
A-

0.90%

BBB+
35.97%

BBB
12.90%

BBB-
4.56%

n/r
30.12%

Credit Rating

AAA AA- A+ A A- BBB+ BBB BBB- n/r
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3. There is a risk that Australian treasury yields will move much higher in the aftermath of what 

increasingly looks like a close Federal election. When the ALP was first elected in 2022 the 
Australian 10-year yield surged to a 75bps premium to the US yield due to the policy 
uncertainty of a new government. There is a risk that if the ALP are forced into minority 
government with a coalition of Greens/Teals, the instability of such a government, and the 
type of policies required for any level of cohesive government, would result in the Australian 
benchmark curve trading at a significant premium to the US curve once again. 

4. Globally there is pressure building for higher sovereign yields with both Germany and France 
facing near term pressure.  

 
If fixed treasury yields do rise significantly at some point this year, then it is highly likely that floating rate 
margins will widen considerably. There are several factors that could combine such as: 

• Investors switching out of floating rate bonds because sovereign fixed yields have risen to an 
attractive level on a through-cycle basis. 

• Falling bond prices/rising sovereign yields push state and federal budgets further into deficit 
which triggers austerity measures that bring about an economic contraction where default 
risk increases. 

• Credit margins are very tight currently. While we continue to expect, in the short term, that 
bank senior repo bond yields will be supported near current levels by the very large level of the 
banks’ RBA Exchange Settlement Balances, this is not the case for Tier 2 bonds that are part 
of the banks total loss absorbing capital. The phasing out of Tier 1 securities by APRA, over 
the next five years, requires all banks to increase their Tier 2 issuance. Tier 2 bonds are 
currently trading near the tightest levels seen historically, however, this may not be 
sustainable with increased issuance combining with increased economic risks (if treasury 
yields rise significantly).  

 
Senior bank credit margins remained near January levels in February, seemingly not impacted by the 
equity market selloff near month end. The key 5-year and 3-year major bank senior repo eligible bonds 
are still trading near their end of January levels at tight margins: 

• 5-year +78bps 
• 3-year +65bps 
• 2-year +52bps 

  
The 5-year Australian iTraxx chart shows an increase in corporate margins since mid-February. This is a 
likely reflection of non-bank corporate margins widening after the increase in equity market volatility 
during this period.  
  

 
  Source: Refinitiv  
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Tier 1 Hybrids 
 
Hybrid margins moved sideways in February despite volatility entering equity and rate markets. The 
average major bank hybrid margin fell over February by 0.06% to a flat 2% at month end. March is an ex-
dividend month for hybrids because of the history of their issuance dates, post reporting 
season. Volumes were elevated in February mainly due to funding of recently issued “credit-like 
products” that will be ASX listed. The selling was most evident in short-term hybrids. Of note was ANZ’s 
redemption notice for AN3PH, as no reinvestment offer was made. The market now expects this for 
CBAPG with maturity in April. 
 

 
Source: Arculus 
 
We often look at hybrids fair value vs. the iTraxx index, a measure of the top 25 Australian corporate 
senior bonds margins. A simple ratio of the average major bank hybrid margin to the iTraxx index reveals 
relative value. The chart below goes back to 2013. The average level since that time is shown (green 
line). Peaks in the ratio signal hybrid margins high relative to investment grade credit while troughs signal 
the opposite. Currently hybrids look slightly expensive over this long timeframe (i.e. last ratio compared 
to green line). However, in looking at the recent period since June 2022, when cash rates were rising 
strongly (as shown by the red line), hybrids look slightly cheap. Given that the recent APRA changes have 
taken some risk out of their repayment probability, comparison to this shorter timeframe has good merit. 
On this basis, hybrids look to be good value now. 
  

 
Source: Arculus 
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Fund positioning 
Due to a curious market dynamic, we have been able to increase the portfolio’s YTM and at the same 
time reduce the inherent capital risk. Over the past two months, ASX-listed Tier 1 yields have risen at 
the short end, and we have been able to purchase the Tier 1 ANZ (already called) and CBA securities 
on cash yields near 8%. It appears that ASX investors are switching out of the APRA-regulated Tier 1 
securities and into the opaque listed private credit funds. Private credit funds have been able to show 
investors consistent returns since the beginning of the pandemic only because they do not have any 
mechanism to mark their holdings to market and their holdings are not independently rated by a 
ratings agency (S&P, Fitch or Moodys). The new breed of these listed ‘credit like’ funds have the added 
risks of: 

• ASX listing adds equity market risk to debt risk. We often see a listed debt or credit fund 
trade at a discount to net tangible assets (NTA) on the ASX because without the IPO fees, 
advisers have less incentive to buy them, they are not liquidly traded despite the ASX listing, 
and equity market risk is added. 

• They are highly leveraged. Many of the new breed of ‘Credit Opportunity’ listed trusts are 
promising equity-like returns with debt-like risk, however, in order to achieve these returns, 
they have an inherit equity risk component and then borrowing at a both a subordinated 
and senior level.  

• In order to get the required returns to both deliver the needed yield and support the highly 
leveraged structuring they are lending to higher risk borrowers that could not achieve 
financing from our banking sector.  

 
In contrast, the bank Tier 1 universe has been de-risked by APRA’s announcement that they will be 
phased out and replaced by a combination of increased equity and increased Tier 2 bonds in every 
bank’s total loss absorbing capital (TLAC) structure. APRA have, for some years now, been adding 
capital buffers to the banks’ TLAC and these have all been in the form of added equity. This added 
equity has de-risked bank activity, but it also made the Tier 1 securities largely redundant with their 
conversion trigger points being at 5.125%. 

The tables below show the TLAC position prior to the APRA phasing out of Tier 1. The addition of the 
equity capital buffers (CCB, D-SIB, CCyB) to CET1 meant that there was 10.25% equity capital standing 
in front of AT1 for a Domestically Significant Bank and 8.00% of all Other Banks in Australia.  
 

 
 
Broadly over the past six months, within the portfolio, Tier 1 exposure has been increased at margins 
over 2.00% by switching out of Tier 2 bonds where 5-year margins are near historically very tight levels 
of 1.52%. 
 
 

 
 
 
 

Tier 2 2.00% Tier 2

AT1 1.50% Tier 2 2.00% Tier 2 

CCyB 1.00% AT1 1.50%

D-SIB 1.00% CCyB 1.00%

CCB 3.75% CCB 2.50%

CET1 4.50% CET1 4.50%

TLAC 13.75% TLAC 11.50%

Domestic Significant Banks

Other Banks

Tier 2 
Risk 

Buffer 
11.75%

Tier 2 
Risk  

Buffer 
9.50%

Common 
Equity 

10.25%

Common 
Equity 
8.00%

Disclaimer. This document is not a recommendation to acquire a particular financial product. The information in this document is of a general nature only. DDH Graham Limited (DDH) has not 
considered the investment objectives, financial situation or needs of any person or entity, when preparing this document. Persons should refer to the Product Disclosure Statement of this product 
(available from www.ddhgraham.com.au) and seek professional advice before relying on the information. Information used in this publication has been prepared in good faith by DDH Graham Limited. 
However, neither DDH Graham Limited nor Arculus Funds Management Pty Ltd warrant the accuracy of the information, and to the extent permitted by law, disclaim responsibility for any loss or 
damage of any nature whatsoever which may be suffered by any person directly or indirectly through relying upon it, whether that loss or damage is caused by any fault or negligence of either DDH 
Graham Limited or Arculus Funds Management Pty Ltd or otherwise. Past performance is not indicative of future performance. 
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