Bond, Income & Defensive Strategies

April 2019

Rates
Australia stuck in 2nd gear, but what can we change?

Tim Hext
Portfolio Manager

In high school economics one of the first things you study after Supply and Demand
curves is economic growth. We learnt the equation GDP = C + I + G +(X-M). We all
know that currently C (consumption) is weak, I (investment) is neutral and G
(Government) is strong. The external position, X-M (exports less imports) is also
improving. However the problem is private consumption is 57% of the economy so its
weakness is not being offset enough to stop sub-par growth.
The RBA now has both growth and inflation below trend or target, leading to the market
pricing in almost two rate cuts by year end. However the April RBA minutes talk of “the
Australian labour market remains strong”, “a significant increase in employment” and
likely “further progress in reducing unemployment… is expected.” So what is going on?
For this to be unlocked we must turn to what actually drives the supply side of growth,
something we weren’t taught till later in economics; for it’s the 3Ps, Population,
Participation and Productivity that are all important. We need to look closely at where
they’ve been going in the last five years and where they are likely to go for the next five.

Population
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Every person who moves to Australia has the potential to add to the economy through
their labour, but also draw on the economy through the use of government services.
Over their lifetime the balance will measure their net economic impact. The ideal migrant
is young and skilled, already educated at someone else’s expense, and then will pay
taxes for a long time and draw on few government services, at least until retirement.
Chart 1 shows the path.

Young working age migrants more than pay their way, expanding the economy and net
creating jobs for the existing population. Around 84% of migrants arriving in 2015-16 were
under 40 years of age and over 90% were ‘skilled’. The government also has recently
reduced the age limit for skilled visas from 50 to 45. From an economic point of view
Australia’s immigration policy has been a success, although congestion in cities is now
seeing numbers reduced once more.
The decade of 2001 to 2010 saw a surge in migration matched only by the post WW2
“populate or perish”. Whilst many of these were the temporary 457 visa holders as mining
boomed, it saw annual numbers go from around 100,000 in 2000 to almost 300,000 in
2009, before settling back below 200,000 in recent times. Together with a surge in births,
overall population growth went from 1% in 2001 to peak at 1.8% in 2012.

Permanent migration is conducted on a quota basis, the current quota being 160,000,
reduced from 190,000 in the recent budget. This is done largely on a skills based
assessment, both through applying from offshore but increasingly via turning a temporary
visa into a permanent one through employer sponsorship.
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The temporary category is not operated on a quota system, so the government has little
control beyond the original policy. The largest share of temporary migrants are New
Zealanders who have working rights in Australia and tend to stay. Flow wise though, the
largest group are students, working holiday visa holders and 457 visa holders (replaced by
the Temporary Skills Shortage or TSS visa), who are influenced by both job opportunities
and to some extent the currency.
Many temporary visa holders become permanent. Contrary to popular belief the highest
crossover is 457, not students. Around 55% of the 946,000 457 visa holders granted from
2001 to 2014 became permanent. Only 16% of the 1.6 million students became permanent.
So we can lock in around a 300,000 increase in population each year in the near future,
with roughly half from a natural increase (births v deaths) and half from migration, largely
young and skilled. This is a 1.2% increase in population. Given the nature of our
immigration, whereby on average they are more likely to be educated and of working age
than the current population, this not only adds 1.2% to GDP but also has a small multiplier;
that is, Australia’s population growth slightly increases per capita GDP.
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Participation

The next question to ask when looking at Australia’s long term growth prospects is
participation in the workplace. This is defined as what percentage of the working age
population (for some reason still defined as 15 and over) are either working or looking for
work. In this respect there is good news for Australia’s potential growth near term.
There are two structural forces pushing up participation. Firstly there seems to be a trend
for older male workers to hang around the workforce. Also there is a structural shift
towards women remaining in the workplace throughout their working lives.
The RBA in their September 2018 Bulletin looked at the cyclical and structural forces that
influence participation. They found the cyclical component is related to the strength of
the workforce, whereby certain groups are more encouraged to enter the workforce
when conditions are strong. They highlighted young people, 25-54 year old females and
older males as the groups which are the most cyclical.
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Against this is the changing demographics of Australia. In quick summary (this deserves
a whole paper) the dependency ratio, or workers supporting non-workers, is increasing.
This is measured as non-working age population as a percentage of the working age
population (15-64 year olds). Chart 4 below, from the RBA using ABS data, shows the
working age population share has peaked whilst the over 65 is booming.
4

Population share by age
bracket

Source: RBA, ABS

Page 4

The dependency ratio bottomed out
in 2008 around 48%. It has already
climbed to 52% and as the rapid
increase in retirees will see the ratio
climb towards 60% by 2040. A higher
retirement age and immigration may
lessen this impact, but there will be a
significant impact on potential growth
in the economy.

Productivity

Productivity is far more difficult to pin down than Population or Participation, yet by far
the most important driver of growth. Fortunately we have a Productivity Commission in
Canberra who provide deep research into the question. Their five-year review “Shifting
the Dial” was released in August 2017.
The most telling chart they produced showed the move in productivity this century is
almost entirely on the back of capital deepening, particularly from the mining sector. The
massive job growth in the last five years has been in household services where
productivity growth is low.
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Multifactor productivity, or getting more out of all inputs, is almost non-existent, unlike the
massive boom in the 1990s. So much for the second boom in technology smartphones, apps, the cloud, working from home, the gig economy – unleashing a wave
of productivity improvements. Maybe time saved is being used up in the largely
uneconomic area of social media? Let’s hope the next new company to enter the Top 10
in the US might be on the back of medical or scientific innovation rather than Facebook.
In Australia let’s hope microeconomic reform boosts new innovation and risk taking,
although optimists are being tested. Society’s move to avoid things going wrong seems
to be at the cost of risk and innovation.

Combining the 3Ps

For the next few years though it is unlikely productivity will significantly boost potential
growth. Together with the declining growth in population as immigration is cut back and
flattening participation it paints a picture of the 3Ps limiting potential growth in the
economy to around 2.5%. With GDP currently at 2.3% and unemployment stable around
5% current evidence suggests potential growth has slowed, although it may be too early
to confirm it.
For investors though the main game is threefold. Firstly, real rates of return should fall.
Secondly, interest rates in Australia will remain low (or even lower) for longer. Thirdly,
conventional monetary policy is fast reaching its limits in helping sustained growth.
Unless productivity has a quick turnaround Australia is likely to see some form of
quantitative easing together with large fiscal stimulus in the medium term.
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Credit

George Bishay

Nimble is the name of the game

Portfolio Manager

One of the most noteworthy features of the first quarter of 2019 was the sharp recovery in
risk assets, including credit. The dramatic turnaround has been attributed chiefly to what
has been labelled a “pivot” by global central banks. Fears of continued tightening by the
Fed were effectively soothed and risk-taking was reinvigorated by dovish comments from
the central bank in January. Like a wild gazelle that has lost its predator, sentiment has
improved considerably. However, there are still reasons (that we will outline) to keep a
cautious eye on the horizon, for the return of any danger. As such, we emphasise a need
for flexibility and tactical allocations in our portfolios, in order to remain nimble.
This approach is reflected in our spread duration (chart 6), which illustrates how we
backed away from the water hole and reduced risk materially in the final quarter of 2018.
This helped reduce exposure to the sell-off in equities and widening in credit spreads
through November and December. More recently, we have returned to the spring (albeit
with some trepidation) by increasing the portfolio’s spread duration.
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Domestic credit spreads arguably take their greatest guidance from broader global risk
sentiment. In that regard, the macro developments including central bank expectations
and material geopolitical developments bear significant influence. In the first quarter, the
former shifted from a headwind to a tailwind and the latter was met with an air of optimism.
However as evident over the past year, attitudes towards geopolitical news, whether it be
trade wars or Brexit, can swing quickly. We note that neither source of risk has been
resolved and progress on a resolution has been slow and marred by challenges. As such,
the hopes over trade agreements and a market-appeasing Brexit can quickly turn from a
sleeping lion to a dangerous one.

Mixed domestic
picture

The domestic backdrop, while less of an influence on spreads, has been relatively
supportive of-late. The much-feared cloud of the Royal Commission has finally cleared
over the major banks and the half-year reporting season did not paint an overly bearish
picture. Corporate fundamentals remain on a reasonable footing with strong balance
sheets and reasonable cash flows. That said, corporate profits are not shooting the lights
out and the broader economy is slowing. Our fundamental model (chart 7), which uses
economic inputs, continues to suggest a bearish bias for local credit. However, our market
model is neutral and technical model is bullish. Balancing these signals suggests a picture
that is not fantastic, but not overly concerning.
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The local supply and demand story has been a more clearly positive one for domestic
credit in 2019. As we noted in last quarter’s update, the December 2018 month marked
the lowest issuance since the ‘Taper Tantrum’. In January, the return of risk-appetite was
seized by issuers to offer new deals that were lapped up eagerly. However despite the
strong demand, volumes were much lighter in February and March (chart 8). In turn, new
deals have been well-bid and have performed well.
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Overall, global risk sentiment has certainly improved in 2019 and we have increased our
credit exposure to take advantage of the opportunity. However, at the same time we note
that the geopolitical issues that haunted markets in 2018 remain unresolved and may
return to damage sentiment with little warning. As such, we prefer to maintain a nimble
approach where exposures are tactical and flexible enough to be reduced should the
outlook deteriorate.

Cash

Steve Campbell
Portfolio Manager

The first quarter ultimately proved a very strong one for short rates, but it took a while.
January saw a continuation of the year-end funding pressures and 3-month BBSW
stayed stubbornly above 2%. However, this changed in February and March as the rate
fell by roughly 40bps, despite expectations of an RBA cut only increasing slightly as
shown below.
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The thing about sharp moves in rates like this is that no one is ever quite sure why it
happened. The temptation is to find something which explains it and then neatly wrap the
explanation to suggest it was obvious what was going to happen. Yet, few are able to
predict these moves. On reflection, there are two likely events that helped the moves down
although it is impossible to quantify them.
Firstly, when the Federal Reserve went to a neutral stance in mid-January we saw a wave
of global buying of bonds including Australia. A lot of excess inventory of physical bonds
on traders’ books were bought by real money investors offshore, easing the funding
burden locally.
More importantly though, the RBA seemed to address the elevated BBSW levels which
began in 2018. Their March minutes indicated “members had a detailed discussion of the
Bank’s operations in repurchase and foreign exchange swap markets and their role in
achieving the Board’s target for the cash rate.” Maybe the out of cycle bank mortgage rate
hikes on the back of higher money market rates had finally become an unwelcome
development in the context of weaker house prices.
Whether the RBA actually took action behind the scenes or the mere jaw-boning worked, it
helped bring short rates down considerably—eventually settling back to longer
run averages.
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Unless credit demand lifts significantly in the months ahead—an unlikely outcome—we
expect the majority of the Q1 gains to hold in Q2, and 3-month BBSW rates to eventually
settle back to around 25-30bps over cash rates.

ESG

Edwina Matthew

Furthering gender equality – next generation gender bonds

Head of
Responsible Investments

During the quarter, International Women’s Day (IWD) was celebrated and the team
thought that to mark the occasion it would be worthwhile delving into a growing segment
of the Responsible Investing (RI) market known as gender equality bonds. These financial
products are at the very early stages of development with the potential for further growth.
Pendal has been working with issuers to promote development of the space and is one of
the early investors in gender bonds. With the team at Regnan and Pendal coming together
under the one roof it presents an opportune time to collectively review these emerging
financial products which are designed to deliver social as well as financial outcomes for
our clients. This piece was a collaboration with Regnan and originally published on our
website on the 8th of March.

Gender equality bonds: A gender bond finances (or re-finances) projects or
companies that meet gender-related criteria.

The few gender bonds that have been issued to date have garnered significant investor
interest. Like other social bonds, gender bonds have proved to be of particular appeal to
investors targeting responsible investment objectives, such as support of the United
Nations (UN) Sustainable Development Goals (SDGs). A welcome new financial product,
these bonds can draw attention to gender inequality and provide a mechanism through
which to direct capital to entities and initiatives that actively address the associated issues.

Examples of recent corporate gender bond issuance include:
•

The Canadian Imperial Bank of Commerce’s Women in Leadership Bond;

•

QBE Insurance Group’s Gender Equality Bond; and

•

National Australia Bank’s Social Bond (Gender Equality)

The ‘first generation’ of gender bonds has revealed strong investor demand for such a
product and we expect to see more issued in the future – with an opportunity for further
important developments to more precisely target gender equality and women’s
empowerment to capture its accretive value.
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Features of ‘first
generation’ gender
bonds

Some of the first generation gender bonds focus on workplace gender equality initiatives,
using third party research to identify companies eligible for financing. Examples of
requirements for eligibility include the following:
Issuers must be listed among the Australian Workplace Gender Equality Agency’s (WGEA)
Employers of Choice or in the top 200 rankings compiled by gender equality advocacy
group, Equileap. Both WGEA and Equileap assess how well companies demonstrate
leading corporate practices that support gender equality, such as flexible working
arrangements, pay equity and programs that support women to enter senior ranks.
The issuer is a signatory to the UN Women’s Empowerment Principles (a set of principles
for business offering guidance on how to empower women in the workplace, marketplace
and community).
The issuer has a minimum of 30% female representation at either the board or executive
level (or both).

Still far to go for
gender equality

Despite efforts to date, there remains a significant gap between the genders globally.
The UN identifies multiple factors which contribute to this overall gap. For example, girls
and women suffer reduced access to education, healthcare and decent, fairly paid work –
especially in less developed countries. They are also subject to higher rates of
discrimination and violence. Inequality is further entrenched by the underrepresentation
of women in decision-making processes, whether this be in the formation of public policy
or in the boardroom.
It is clear that significant work remains to be done. Addressing the gender equality gap is
a key focus for the UN and others – eradicating Gender Inequality by 2030 is the fifth of
the 17 SDGs. Diverse projects, initiatives and enterprises exist to address inequalities
and support women’s empowerment at almost every scale. But to become effective in
promoting change, a near-universal prerequisite is capital. Asset managers like Pendal
have a distinct and important role to play in applying the collective pool of capital towards
issuers with a progressive stance on gender equality.

UN Sustainable Development Goals
The Sustainable Development Goals (SDGs) have been devised as a blueprint to
achieve a better and more sustainable future for all. They address global challenges
including poverty, inequality, climate, environmental degradation, prosperity, and
peace and justice. The SDGs form an interconnected set of aspirations targeted for
achievement by 2030. Investors have an important role to play in this initiative.

Page 10

So what improvements would the next generation of gender bonds require in relation to
design and ambition in order to maximise their impact in supporting this challenging
goal? Based on Regnan’s assessment, the next generation of gender bonds should
include two critical features.

Critical feature 1:

More directly supporting (and impacting) women
How do these funds change women’s circumstances?
If the objective truly is the equality and empowerment of women, social impact vehicles such as
gender bonds must set their sights on change – that is, organisations or initiatives involved in
actively closing gaps, rather than simply rewarding current practices or performance. For example,
a gender bond that invests in companies with comparatively better support for women employees
may offer recognition to the company or encouragement for peers to engage in such practices,
although this a comparatively passive means for change and may not incentivise further
improvement at those companies.
In contrast, bonds that raise funds for project finance and/or loans made to women entrepreneurs
and women-led small-medium enterprises (SMEs) can directly improve their circumstances and
are actively addressing gaps in equality.

Critical feature 2:

Targeting additionality
What is the ‘extra’ that these funds support?
To enhance impact, next generation gender bonds will also require a greater focus on
additionality. This distinguishes activities that are enabled by the funding from those that would
happen anyway. Additional activities have the potential to accelerate progress towards women’s
equality and empowerment, where change would otherwise be more gradual. These bonds would
go beyond simply re-labelling existing practices – which paradoxically can reverse progress by reframing such practices (like flexible working arrangements) as niche concerns.

Additionality is not only important in the activities funded, it is also important in the
product offering itself. One means to issue a gender bond is to assemble a portfolio of
corporate bonds issued by companies that meet gender-related criteria. This repackaging of normal bonds is unlikely to drive improved gender performance in the
original issuers, nor does it provide an additional product to the market. The view from
George Bishay, Portfolio Manager of the Pendal Sustainable Australian Fixed Interest
Fund, is the next generation of gender equality bonds needs to feature a more explicit link
between diversity initiatives and the use of capital:
“At Pendal we have seen the accretive benefits of gender diversity in bringing new
ideas and broadening perspectives. This forms part of our thought processes when it
comes to the factors we look for in new gender equality-linked issuance.

When looking at gender equality bonds, one area of focus is on what innovative
approaches are being taken to progress gender diversity through the underlying
businesses before considering inclusion in our portfolio.”
George Bishay, Portfolio Manager

Page 11

Critical features
in action

Bond examples demonstrating these features include the World Bank’s International
Finance Corporation’s (IFC) gender bond (the very first gender bond) which supports it’s
Banking on Women initiative, a lending program to female-led business. Last year
Turkey’s Garanti Bank launched an Emerging Market Gender Bond, with ties to IFC’s
gender equality initiatives, to support similar financing in Turkey. The Asian Development
Bank has also followed the IFC model.
This model has tied use of proceeds to more directly support women via new funding.
For example, in Turkey about 9 per cent of SMEs are owned by women and these face a
credit gap of US$5 billion. Garanti Bank’s bond helps these businesses—who struggle to
get finance—get off the ground, providing women with greater financial independence
and the opportunity to lift themselves out of poverty. A case study1 by IFC highlights the
extent of inequality in developing markets like Lebanon. Women own a third of small
businesses in Lebanon but can only secure 3% of business loans—a clear limitation on
growth. In efforts to address the funding gap, proceeds of an IFC gender bond have
gone to women in Lebanon to support their entrepreneurial efforts.

How can next
generation
bonds embed
these features?

If greater impact can be achieved via a focus on direct change and additionality,
investors serious about investing in women’s equality and empowerment will seek out
bonds whose issuers can demonstrate their impact.
This is likely to be a virtuous circle as bonds that better align with progressing women’s
equality and empowerment will also provide investors with the confidence that this
instrument can support the achievement of the SDGs.
Structuring of social bonds
It is typical for gender bonds to refer to being informed by the ‘Social Bonds Principles’, voluntary
guidance issued by International Capital Market Association (ICMA). The principles emphasise
four components for issuers to consider: use of proceeds; processes for project evaluation and
selection; management of proceeds; and reporting. Overall, the principles encourage integrity, in
particular via clear communication of objectives, transparent management of proceeds, and
undertaking external reviews.

To do this, the next generation of bonds will need to employ imaginative and
outcomes-focused eligibility criteria:
What if gender bonds directed capital towards companies who not only engage in positive
workplace practices for its employees, but whose business models and activities support the
advancement of women and equality for their customers and the communities in which they
operate?
What could be unlocked through the use of debt covenants, mandating criteria for use of
proceeds to ensure better outcomes?
How could these be more forward-looking, to engrain ambition and incentivise ongoing
improvement when it comes to gender equality (rather than rewarding gains already made)?
Collaborative initiatives to find and develop solutions to these questions will likely present an
opportunity to investors and issuers. Transparency and accountability will be key to ensuring
that these bonds have credibility and more widespread appeal.

1
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World Bank International Finance Corporation, “ Leading in Banking on Women: A Case Study”, July 2016

Ensuring credibility
to grow investor
support

Measuring impact has always been challenging. However, without reporting via
meaningful metrics that demonstrates change has occurred, gender (and other social)
bonds will be unlikely to enjoy the rates of growth seen by other types of impact financing
such as green bonds. We expect that the more directly linked the use of proceeds are to
a specific activity, the easier it will be to report on outcomes. Where the proceeds are
more general – say, as long as a company meets eligibility criteria as assessed via a
third-party researcher – it will be more challenging for the bond issuer to report
meaningful impact metrics, especially independently of such researchers. Nevertheless,
as gender bonds mature, so will investors’ reporting standards.
Gender bonds have untapped potential. If issuers of the next generation of bonds can
enhance frameworks to maximise positive impacts for women, and better measure and
report on the use of proceeds, we can expect investor appeal to grow. Should this
happen, it would represent a true win-win – for equality-conscious investors and for the
empowerment of women around the world.
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