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Bonds, the true ‘income provider’

1. Is BHP a good income stock?

In mid 2015 when I was presenting at a series of conferences, one of the other presenters was excited that
he'd purchased a new income stock — BHP Billiton for a bargain price of $25. The presenter was nearing
retirement and was attracted by the 10% dividend.

Since then the share price has fallen to about $20 and this investor would have lost around 20% of the
value of his capital.

At the start of the year, there was much speculation about BHP possibly cutting its dividend, commentators
were questioning whether the dividend could be sustained given a huge decline in commodity prices. BHP
CEO Jac Nasser stated the company’s balance sheet “"must always come first”, and the company did cut
dividends.

Unfortunately, my fellow presenter who purchased BHP for its high income would have been devastated by
massive dividend cuts of around 77% from US62 cents at the end of 2015 to just US14 cents at the end of
the 2016 year.

To my mind, BHP demonstrates the absolute necessity for investors to diversify into bonds, which are the
true ‘income provider’. No matter what happens in regards to profitability, bond income is a contractual
liability and the company must make the payments or face serious consequences.

Capital is preserved as the face value of the bonds is returned to investors at maturity.

Last year, BHP issued an equivalent USD6.5 billion multi currency bond. The USD fixed rate subordinated
bond with a first call in 2025, is indicatively priced at 4.68% yield to worst as of 19 September 2016.
Investors in this bond have that certainty. I argue there is little doubt about BHP’s ‘survivability’ and capacity
to make the bond payments and return capital at maturity. However, share price and dividend

‘growth’ is in doubt — resulting in significant uncertainty and price volatility.

While a lower dividend is a negative result for shareholders, it is positive for bondholders, as the companies
keep capital rather than distributing it — this supports ongoing interest and maturity payments. Despite
growth being of doubt in companies such as BHP, their capacity to pay interest remains strong. Below are
some current bonds from BHP Billiton. To invest in these bonds, you need to be classified as a sophisticated
or wholesale investor.

Currency D::ﬁ“ﬂ Capital Structure :'it;:f m:_::lng M::::::n
BHP Billiton Finance USD Ltd usD 19/10/2020% | Subordinated debt 3.61% 5.69% | USD200,000
BHP Billiton Finance USD Ltd usD 19/10/2025%| Subordinated debt 4,.68% 5.86% | USD200,000
BHP Billiton Finance USD Ltd GEP 22/10f2022%*| Subordinated debt 3.81% 5.68% | GBP100,000
BHP Billiton Finance USD Ltd ELR 22/10/2024* | Subordinated debt 3.43% 4,88% | ELUR100,000

Source: FIIG Securities

Note: The above rates are indicative only, accurate as of 19 September 2016 but subject to change.
Bonds available to wholesale investors only

*Call date

*Yjeld to worst is the lowest yield an investor can expect when investing in a callable bond.
Pricing is indicative only; accurate as of 19 September 2016 but subject to change and before fees. Please see our FSG for
any applicable fees.

The contents of this document are copyright. Other than under the Copyright Act 1968 (Cth), no part of it may be reproduced, distributed or provided to a
third party without FIIG's prior written permission other than to the recipient’s accountants, tax advisors and lawyers for the purpose of the recipient
obtaining advice prior to making any investment decision. FIIG asserts all of its intellectual property rights in relation to this document and reserves its rights
to prosecute for breaches of those rights.

This research report should be read in conjunction with the disclosures and disclaimer in this report. Important disclosures regarding companies that are
subject of this report can be found at the end of this document.
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2. SMSF concerns in 2016

Economic concerns:

1. The state of the global economy, especially with Chinese GDP growth lower than expected.
2. Will interest rate rises in the US impact interest rates here?
3. Is deflation a possibility?

Individual concerns:

4. Income — low interest rates mean low deposit rates and low returns — SMSFs need to eke out as
much income as they can but still be able to sleep at night.

5. Capital preservation.

6. Liguidity.

How to use bonds to mitigate risk

In 2015, the domestic share market finished at much the same level as it started, delivering little to index
investors.

The reliability and thus attractiveness of bonds really comes to the fore in a volatile share market.
Locking in returns and preserving capital are the main benefits of bonds, which is why they should be held
by all SMSFs. They are defensive assets that provide slightly more risk than deposits for slightly higher
returns of around 1 to 2% per annum throughout the economic cycle, although there are high risk
corporate bonds earning as much as 12% per annum.

Holding a portfolio of all three types of bonds — fixed, floating and inflation linked — will help protect a
portfolio against the risks listed above.

Fixed rate bonds will deliver a known income stream and protect a portfolio against further cash rate cuts
and deflation.

The income paid by floating rate bonds is adjusted quarterly and moves up and down according to market
expectations, protecting portfolios when interest rates move higher.

Inflation linked bonds have unique properties. As inflation is a key risk in retirement, they should be an
essential component in an SMSF.

All bonds help preserve capital, given they provide a known future date when you receive the face value of
the bond back in cash.

For more information on how bonds mitigate risks in a portfolio please see other resources listed at the end
of this paper.



3. Bonds come in many shapes and sizes

The global bond market is around twice the size of the global share market, making it crucial to
understand even if you never invest in it.

Bonds are a form of debt, so you might sometimes hear the market referred to as the ‘debt market’. Being
debt, bonds are a contractual, legal obligation and the entities issuing them must pay interest and return
capital when they say they are going to or face serious consequences.

On the flip side, those obligations offer investors a lot of certainty. They know when they are going to be
paid their interest and get their capital back.

Globally, governments are big issuers of bonds and the rates of interest they pay on the bonds are often
used as benchmarks for other bond issuers.

In Australia, the Commonwealth government has around $350 billion dollars outstanding in bonds. All the
states and territories issue bonds, as do many companies. The beauty of Australian dollar denominated
bonds is that big international companies also issue them, such as Apple, General Electric and Intel, as do
some joint venture infrastructure companies not listed on the ASX. This makes them ideal for investors
looking to diversify their portfolios.

Being a global market, bonds are issued in many currencies. USD, Euro and GBP are large markets.
Australian investors also have access to direct investment in these bonds.

The vast majority of bonds are traded in the over the counter (OTC) market. A broker or dealer works to
match the buyer and seller to enable the transfer of ownership. There are a limited humber of bonds
available through the ASX.

4. Bonds vs. shares in the same company

Property investors know and respect the mantra, "location, location, location". In bond and fixed income
markets, the equivalent of location is ‘seniority’ in the capital structure, which determines who gets paid
out first in the event of a company wind up or liquidation.

The seniority, or rank in the company’s capital structure, is crucial in determining whether the
return offered adequately compensates the investor for the risk involved. Every bank and company
has its own capital structure and it is legally binding.

In the event of wind up or liquidation, funds are paid to the most senior investor in the capital structure
(senior secured debt) first, and these investors must be repaid in full before any funds are paid to investors
on the next level down. In turn, each level must be repaid in full before funds are apportioned to the next
level below. The higher your investment sits in the capital structure, the lower the risk.

Investments at the top of the structure have known interest and maturity dates. Companies that miss
paying interest or principal face serious consequences.

Moving down through the rungs, terms and conditions change and there is less certainty. Interest can be
deferred or not paid at all, while maturity dates can be extended or become perpetual where there is no
obligation to return principal to the investor.

Investments lower in the structure do not offer the same certainty and therefore are higher risk, and
should offer higher returns to investors. For example, there is no obligation for companies to pay dividends
to shareholders. They can be cut without any serious consequences and there is no repayment date for



shares. Shareholders must sell to recoup capital. This uncertainty needs to be adequately rewarded with
higher returns.

In liquidation, losses are applied from the lowest level up, making shares the *first loss’ and highest risk
investment in the capital structure. Each rung from the lowest up must be ‘wiped out’ before the next rung
up on the ladder takes any loss.

However, new Basel III regulations mean bank hybrids can convert to shares on breach of a capital
trigger, and bank subordinated debt and hybrids can be deemed “non viable” by APRA and also converted
to shares. These conditions increase the risk of the new style investments and need to be compensated
through higher returns. In essence, the regulations are to ensure the bank maintains sufficient capital for
its operations and they protect investors sitting higher in the capital structure (see the simplified diagram

below).
Fixed
Income

Subordinated debt

S9SS07 JO uoljedlddy

Hybrids

—
o
(=}
.
o
S,
N

<
=
®
=3
=4
=
r

fa
=
o
Q
.
o
=3

Shares

Source: FIIG Securities

Bonds are issued at three different levels in the capital structure: senior secured, senior unsecured and
subordinated debt, whereas the fixed income asset class also includes deposits and hybrids.

Risk has a direct relationship with reward. The higher the risk of a security the greater the expected
reward. Investing a high proportion of your capital in the highest risk category, which is shares, can expose
your portfolio to loss in a cyclical downturn. Investors need to diversify investments to protect their income
and capital. Bonds generally lower the risk of your overall portfolio and help to preserve capital.



5. Three types of bonds for every economic climate

There are three different bonds that work best under different economic conditions:

1. Fixed rate
2. Floating rate
3. Inflation linked

It is important to hold an allocation to all three bonds for protection and diversification. However, the
weighting may vary depending on the investor’s view of interest rates.

5.1 Fixed rate bonds

A fixed rate bond is a security that pays a fixed pre determined rate of interest, known as a coupon.
The interest rate of a fixed rate bond is set at the time of issue and does not change during the life of the
bond.

Fixed rate bonds add interest rate ‘risk’ to your portfolio, in that the only way these bonds can reflect
changes in market expectations of interest rates is through a change in the price of the bond. If interest
rates fall, fixed rate bond prices will rise. The opposite is also true; if interest rates rise, fixed rate bond
prices will fall.

5.2 Floating rate bonds

A floating rate bond or more commonly termed a floating rate note (FRN) is a security that pays interest
tied to a variable benchmark. In Australia, the benchmark is usually the bank bill swap rate (BBSW),
which moves up and down (or ‘floats’) with movements and expectations of the RBA cash rate.

Interest on FRNs is set as a fixed margin over the benchmark. For example, the interest rate on the
Rabobank senior floating rate bond with expected maturity of 11 February 2020 is quoted as 3 month
BBSW + 1.05%.

The interest for the quarter is determined at the start of the period by applying the margin to the
underlying benchmark on the first day of the interest period. In the case of the Rabobank FRN, the
benchmark BBSW was 2.385% on the day of first issue so the interest for the first quarter was 2.385%
+1.05% = 3.435% per annum equivalent.

At the start of the second quarter, the benchmark BBSW rate is reset and the same 1.05% margin added
to calculate the interest payment for that quarter, and this process continues on a quarterly basis until
maturity.

5.3 Inflation linked bonds

There are two major types of inflation linked bonds:

1. Capital indexed bonds (CIBs)
2. Index annuity bonds (IABs)

An inflation linked bond is the only security (fixed income or otherwise) that provides a direct hedge
against inflation and therefore should feature in most investment portfolios. Major issuance in Australia
is through the Commonwealth government and state government programs, as well as a number of banks
and corporations. The majority of these are structured using the CIB model; however, there are a small
number of government and particularly infrastructure private public partnership IABs in the market.



Capital indexed bonds

The indexing of this CIB bond occurs quarterly on the capital or principal amount of the bond, which is
repaid at maturity. The indexation factor is usually based on the rate of inflation represented by the
Australian Bureau of Statistics” Consumer Price Index (CPI).

Interest is payable, generally quarterly, on the then current indexed capital amount at a fixed coupon rate.
As indexation increases the principal value of the security over time, the amount due at maturity becomes
greater.

During periods of negative inflation the coupon will be paid on a decreasing principal. However, under the
terms of bonds issued by the government to date, the minimum return of the original capital value is
guaranteed.

Indexed annuity bonds

Index annuity bonds are a stream of principal and interest payments, so that principal is paid off gradually
over the life of the bond. This can be contrasted to CIBs that pay an indexed capital amount at maturity.

The ability to access the capital invested to increase your income over the life of the bond is especially
beneficial in a low interest rate environment and an alternative to increasing risk for greater income.
Infrastructure companies are common issuers.

The graph below compares cashflow streams for CIBs and IABs. CIBs are shown as blue columns and the
annuity payments of IABs are shown as grey columns. Notice how the IAB has much larger, and more even
cashflows, while the CIB cashflow grows over time but has one large payout at maturity.

CIB and IAB cashflow comparision
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6. How to access the market

There are a number of ways investors can access the market:

Direct

1. Direct bonds — over the counter (OTC) market
2. Managed Income Portfolios — OTC
3. ASX listed — Government bonds and corporate bonds

Indiirect
4. XTBs — units in a trust (similar to managed funds and ETFs) with each class reflecting individual
bonds held in a sub-class, and listed on the ASX.
5. Managed bond funds — units
6. Exchange traded funds that invest in bonds — units

While Australian investors have lower allocations to bonds than their global counterparts, there is a growing
appreciation of the asset class and the benefits of investing directly.

Direct investment provides control over decisions like the desired overall income, return, cashflow and
the maturity dates of the bonds, not to mention choice of companies.

Importantly, by investing direct, the client receives all of the income when it's paid either quarterly or half
yearly rather than waiting for the fund manager to make a distribution. Investors also have the benefit of
being repaid when bonds mature as opposed to having to make a decision to sell and accepting the unit
price at the time of sale.

The vast majority of the global bond market is traded over the counter (OTC) which means that
trades do not take place on an exchange, but are negotiated directly between buyers and sellers through a
fixed income dealer or broker. An investor will contact a dealer or broker who will source the bonds, then
relate yields and prices to the investor. An investor can select a particular bond based on their preference
for issuer, coupon (interest), maturity and yield and request an offer yield or offer price for that bond,
which is the yield at which the dealer will sell that bond to the investor.

Similar to buying and selling shares, investors contact their dealer or broker and place a buy or sell
request. Depending on the bond and the number of buyers and sellers in the market, the fixed income
dealer or broker will process your transaction. Dealers generally act in principal; that is, they sell the
bond to, or buy it from, you.

No commission is paid on buying or selling bonds when using a dealer. Rather, dealers make a margin by

buying and selling at different prices and acting as principal. In most cases, there is no stamp duty on
bonds but tax is generally payable.

To learn more, go to http://www.fiig.com.au

Have a look at the bond news website http://thewire.fiig.com.au/
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