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Logical Thoughts

The impact of COVID-19 on investment income & performance,
credit spreads and fiscal stimulus
After what felt like an awful end to February 2020, relief to markets from large global stimulus
was short-lived and the first three weeks of March were some of the worst to observe in over
a decade. The coronavirus (COVID-19) pandemic ravaged Europe and then began to
significantly escalate in the US. Seemingly, China has passed its peak with some activity
recommencing as the rest of the world remains in lockdown and economies closed.
Locally, two separate RBA rate cuts, including one mid-month, in concert with growing
economic and fiscal packages did little to nothing to prevent a near vertical slide in the
Australian Share Market. This market closed the month over 20% lower, adding to its falls
from February. Investors again sought safety in safer asset classes, which were not immune
with a ‘Black Swan’ event in credit markets which flowed into the bond market with supply
fears outweighing the RBA’s new bond purchasing efforts at the 3-year point.
Many now believe we have seen a peak in COVID-19 infection rates. At the very least, the
scenario of an uncontrolled global pandemic now appears to be off the table. In Australia,
case growth continues to slow substantially, and debate has shifted to the best exit strategy
from containment measures. Encouraging data on the health front is under-pinning stronger
investor sentiment. Last week the S&P/ASX 300 gained +6.4% — its best performance since
the crisis began. By Friday 10th April 2019 the index had bounced +21% off its lows and was
down -18.7% for the year to date.
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During this awful event, Logical has received a number of really good questions from our
clients about COVID-19 and the impact on their financial situation. We thought it would it
appropriate to discuss some of these questions with you, including:
1. Impact of COVID-19 on investment income distributions and dividends?
2. Impact on COVID-19 on total performance – March 2020?
3. Australian Federal Government fiscal stimulus and how it is funded?
4. COVID 19 and the impact on credit spreads?

Q1: Impact of COVID-19 on investment income distributions and dividends
Why do we expect investment income will fall?
Logical expects the income distributions and dividends to shareholders and unit holders
distributed by companies/ETFs/LIC/LITs listed on the ASX and unlisted wholesale funds,
respectively, will fall over the next 12 months due to the following reasons:
1. We expect the growth rate of the company’s earnings to fall. In fact, the profits of the top
200 companies by market capitalisation listed on the Australian stock exchange are to fall
35% this year, classifying this current downturn as an earnings recession (source: Hasan
Tevfik, MST Strategy).
2. The proportion of earnings paid out in dividends will fall i.e. how much earnings a
company retains and how much a company pays out in dividends. The Australian big four
banks are likely to either suspend or significantly reduce their dividends. APRA issued a
letter to all authorised deposit-taking institutions (ADIs) and insurers setting out APRA’s
guidance on capital management during the period of significant disruption caused by
COVID-19.
In this letter APRA outlined its expectations that discretionary capital distributions of ADIs
and insurers should be limited in the months ahead. APRA noted that where dividends are
approved, this should only be on the basis of robust stress testing results that have been
discussed with APRA and should nevertheless be at a materially reduced level.
Plato Investment Management expects the Australian share market to provide a 3.8% cash
dividend and 1.2% franking credit over the next 12 months, although this impact will be very
stock and sector specific – this is a 30% cut in dividends. Plato manages an income fund and
How much does it cost?
they expect a total income (cash dividend plus tax credits) of c.8%, beating the market by
3%.
3. Another contribution to the level of income distribution is net realised capital gain
(especially important for unlisted wholesale international managed share funds because it is
the majority of the distribution). When a fund sells an asset or stock, they realise either a
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capital loss or a capital gain. Any net realised lossesSome
cannot
be distributed
unit holders but
essentials
to knowtoare:
capital gains must be distributed.
Therefore, we expect that as the domestic and global financial markets have fallen, realised
capital losses will exceed capital gains, distributions will be reduced and in the case of
international shares it could be close to zero.
What are the implications for your portfolio?

What is the Waiting Period?

The higher levels of portfolio income realised in 2019 calendar year are unlikely to be repeated
in the 2020 calendar year.
It is expected International share dividends will fall from 3% to circa 2% over the next 12
months (not tax effective). In most cases realised capital losses are expected to exceed
capital gains and distributions will be reduced to close to zero. In other words, the amount of
net realised capital gains in an international trust is the main variant in the income distribution.
As we’ve always stated at Logical, international share funds should not be relied upon to
provide income in the short term and especially not to meet your discretionary spending.
International shares should be used in your portfolio for the following reasons: strong returns
over the long term (grow capital), protection against inflation, correlation benefits with other
asset classes (and underlying investments in your portfolio), reduction of country specific risk
and liquidity.
What Will be Paid?

It is expected Australian share dividends (dividends, interest and net realised capital gains) will
fall over the next 12 months. Unlike, international shares, Australian shares are treated
favourably in terms of taxation. This is, through franking credits, which allows you to receive a
tax credit if a company has already paid full company tax (subject to your marginal tax rate).
You can maximise your tax-effective income by investing in those funds with a good likelihood
of producing consistently high franked distributions.
Logical often recommends unlisted wholesale managed funds that aim to provide a high level
of investment income (that includes franking credits) that exceeds the yield (income) of the
Australian share market (S&P/ASX 200). These types of strategies are tailored for clients in
their pension phase due to the favourable tax treatment. These type of income strategies are
included in many of our super pension portfolios and should generate at least 8.0% total gross
income yield over the next 12 months.
How much does it cost?
Logical expects the credit component of your portfolio to marginally increase their level of
distribution from 3.5% - 3.75% to 4.0% - 4.25% going into year end. This is because the credit
investment managers expect to receive higher coupon payments from issuers/borrowers
which then allows them to offer higher monthly distribution payments to unitholders.
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It is expected your Australian bond income yield will increase from circa 3.00% to 5.00% and
international bonds circa 3.50% to 4.7% over the next 12 months. However, this may be higher,
if the spreads tightened/fall back from here, because you would benefit from capital
appreciation and that would increase the total distribution. This is a very likely scenario given
the Fed’s massive support of the bond and credit markets.
It is difficult to provide any clear guidance on distributions from our direct property funds over
the next 12 months. At present Charter Hall is in active discussion with a very small number of
tenants who have requested support and are currently modelling the position to the second
quarter June 30th, 2020. The funds are all as strongly positioned as possible, with a diversified
core of well credentialled tenants and large corporates including; the Federal and State
Government (circa 30% in DOF and 54% in PFA) blending to generate normally, predictable
cash flows from long weighted average lease expiries (WALEs) ranging from 8.5 years for
DOF, 8.1 years for PFA and 9.4 years for DIF4. In addition, all have low gearing levels.

Q2: Impact of COVID-19 on Total Performance – 31st March 2020
It is extraordinary how performance of the various asset classes varied over the month of
March 2020. The global coronavirus pandemic caused the worst month for the ASX 200 since
the 1987 crash (-20.65%) and rounded out the worst ever first quarter for the ASX 200 (table
1). In stark contrast, global markets as measured by MSCI World ex Australia NR (table 2),
buffeted largely buy a fall in the Australian dollar against a basket of global currency and a
strong rally in the final week of March managed a respectable -8% for March. A ‘black swan’
event in the credit markets which flowed into the bond market ensured our credit and bond
managers lost their safe- haven status (table 4). The good news, the credit spreads have been
tightening and performance has bounced back with distributions expected to increase over the
next 12 months from these managers. The direct property strategies have continued to
generate positive returns (table 3) and due to their illiquid nature have been unaffected by the
equity and debt volatility at this stage.
A key investment belief of Logical is that active managers can outperform index or passive
investments (benchmark performance) over the long term by taking advantage of inefficiencies
in the pricing of markets - particularly in the case of International and Australian shares.
During this awful period, many active investments generated negative absolute returns but on a
relative basis outperformed their benchmark and in some cases by a significant amount. For
example, the Hyperion Australian Growth Companies Fund fell -9.49% for the month of March
but this compares favourably to the Australian share market of -20.65% and the major
Australian banks which fell between -24.41% and -33.55%.
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Table 1: A sample of Australian shares/ETF and unlisted Australian managed funds: 1,3
months and 1 year (outperformance or underperformance) to 31st March 2020

Source: Morningstar Direct

Table 2: A sample of unlisted International managed funds: 1,3 months and 1 year
(outperformance or underperformance) - to 31st March 2020

Source: Morningstar Direct
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Table 3: A sample of direct property and infrastructure managed funds: 1,3 months and 1 year to 31st March 2020

Source: Netwealth

Table 4: A sample of unlisted credit and fixed interest managed funds: 1,3 months and 1 year to
31st March 2020

Source: Morningstar Direct

Q3: Australian Federal Government fiscal stimulus
How is the Australian Government funding its massive fiscal stimulus?
If the Government needs to borrow money it will enter the bond market and issue a piece of
paper or what is commonly known as an I Owe You (I.O.U) to an investor (lender of the money
e.g. bond and credit fund managers, insurers, hedge funds, other central banks and private
banks). On this piece of paper, it includes many details – how much the Government owes the
investor and interest they must pay the investor and how often and how long the investor is
lending the government money (3, 5, 10 years).
In the bond market there are intermediaries between the Government (borrower) and the
Investor or lender. Their role is to price the deal with reference to the risk-free rate and the risk
spread for corporates and supply and demand for the issuance (called a bond).
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Updated Australian Federal Government fiscal policy action
Through March 2020, the Federal Government released a series of economic responses to the
challenges posed by the coronavirus outbreak.
Broadly, these have been progressively wider in reach and deeper in intended effect.
Consequently, the response has got increasingly more expensive and as at the end of the
month, a total of $320 billion has been promised with most of it in the current calendar year.
The ‘Jobkeeper Payment’ alone was worth 6.5% of GDP and took the combined fiscal stimulus
measures by the government to around 11% of GDP.
The table below provides some of the fiscal measures, descriptions and costs. For
completeness we’ve added the RBA’s COVID-19 monetary policy action.
Australian COVID-19 policy measures

What role has the Reserve Bank of Australia played in supporting the Australian Federal
Government fiscal stimulus?
On the 19th March 2020, the RBA announced it would enter the bond market and on 20th
March 2020, started lending money via what is known as quantitative easing (QE). In other
words, when the Government (borrower) issued IOU’s in the bond market, the RBA
(lender/investor) would lend the money to the Government (buy the bonds), thus absorbing this
increased issuance of paper/bonds. To put this into perspective, in the week ending the 29th
March 2020, the RBA purchased AUD21 billion of domestic government bonds, including AUD2
billion worth of state government bonds and as of 7th April 2020, the RBA has bought AUD38
billion of bonds. The other aim was to ensure the interest rate on three-year Government bonds
held at 0.25%.
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Q4: COVID-19 and impact on credit spreads?
What is a credit spread?
The ‘credit spread’ on a company bond is the extra income yield demanded by investors over
and above the yield on a government bond for the same term, to compensate the investor for
the higher risk of loss if the borrower (company) were to default on payment of interest and/or
principal.
The ‘riskier’ the bond (i.e. greater the chance the company goes bankrupt), the greater the
extra yield (spread) demanded by investors. For example, a 5-year government treasury bond
(considered safe) may trade on an income yield of 0.433% pa (9th April 2020), but a 5 year
‘investment grade’ company bond might trade at 2.533%, a 2.100% credit spread above the
yield on government treasuries. A sub-investment grade ‘high-yield’ (‘junk’) bond (considered
risky and not necessarily safe) might trade currently at 7%, a 6.567% credit spread above
treasury yields, because of its greater risk of default.
The extra yield return on a high-yielding bond might look attractive to investors at first sight, but
if the company defaults during the term of the bond, the investor might only recover say 70% of
their capital in a liquidation, creating a 30% capital loss, so the higher perceived return via
higher yield may be illusory. Although bond markets are far from efficient, there is a good
chance that the higher income yield on a risky bond will be offset by a capital loss on the
principal and/or loss of interest, leaving the investor no better off than they would have been
with a treasury bond.
How credit spreads change over time?
Credit spreads do not remain static over time. They rise (widen) and fall (tighten) with the
changing level of pessimism or optimism about the health of the corporate sector. This same
pessimism or optimism is also a major driver of company share prices.
Shares tend to do well when spreads are declining (tightening), and shares tend to do poorly
when spreads are increasing (widening). One does not cause the other – they are both
measures of investor sentiment about the health of the corporate sector. This phenomenon has
been evident over the past century of market data but here we focus on the recent COVID-19
events.
As COVID-19 spread across the globe, share markets tumbled, interest rates slashed by
central banks to historical low levels and credit spreads both in Australian and overseas have
widened to GFC levels. However, many believe that the widening in the credit spreads (which
led to many credit and bond managers generating negative returns in March 2020) was a
liquidity (intermediaries and buyers left the market) event rather than a fundamentally driven
based event. This is another reason why the central banks intervened into the bond market
allowing credit markets to function and companies to at least issue and finance rollovers in the
short term, not just state and federal governments.
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So, opposite to buying shares (long) where a rise in price sees a capital gain (onpaper/unrealised), a rise in spreads creates a capital loss (on-paper) and a fall creates a capital
gain (on-paper).

Final Comments
We trust you find this information, or parts of it, useful. There is a fine line between keeping
you, our clients, informed on key issues in these extraordinarily difficult times, versus,
information overload. We understand everyone has differing interest levels, however, it is an
efficient way for us to communicate our thoughts on what we consider to be key issues and
important questions being raised in these extraordinary times.
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