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Logical Thoughts

THE GOOD AND THE BAD
The Good – Income dividends and distributions rebound for investors
Dividend investors, like so many others, have experienced 2020 as an annus horribilis. The
pandemic-driven economic downturn prompted a raft of companies to cut or suspend
planned payouts to shareholders. In February 2020, when equities entered a bear market,
dividend payers fell harder and further than most. But since February 2021, these same
dividend payers have mounted a comeback.
After a thorough analysis of the February 2021 reporting season, the Plato Australian
equities team now expect many Australian companies to upgrade their dividends and payout
ratios this year, with an improved economic outlook and balance sheets pushing up
earnings.
They now forecast the market (S&P/ASX 200) will return a 4.8% gross yield, compared to the
2.7% in the last 12 months to the end of February 2020. Plato conservatively expects their
specific income portfolio to generate circa 5.6% yield over the next 12 months, and circa
2.6% in franking credits.
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According to Morningstar research, the big banks will return to more normal dividend payout
ratios, possibly in the second half of 2021, due to an earnings rebound after taking large loan
loss provisions last year and APRA repealing restrictions imposed on bank dividends. This is
good news because banks account for 22 per cent of ASX 200 dividends, and their payout
ratios have jumped back up to 80 per cent after falling to 70 from 86 per cent during COVID19.
Mining stocks are another big contributor to dividends. Of the top six dividend paying
companies in Australia at the moment, three are mining, Fortescue Metals, BHP Group and
Rio Tinto. This is expected to continue over the next 12 months. For example, BHP delivered
a record USD 1.01 per-share fully franked interim dividend positively surprising the market, up
55% from last year. They increased their full-year dividend forecast to USD 2.50 per share.
What are the implications for clients?
This is good news for clients because generating meaningful investment income from cash in
the bank or bond yields has been near impossible for a number of years and when dividends
were slashed at the height of COVID-19 crisis, many would have been wondering how much
of their capital they would need to drawdown. Thankfully, the dividend recovery has been
swift. The lower levels of portfolio income realised in 2020 calendar year is unlikely to be
repeated in the 2021 calendar year.

The Bad – Higher bond yields (higher inflation) might spoil the party
After a stellar recovery in equity markets, the US and Australia bond markets have come
under substantial pressure. The selloff has been sharp with yields moving higher and price of
bonds lower.
What is responsible for the sell-off in the bond market?
As highlighted in figures 1 and 2, the US and Australian 10-year yields jumped in the March
quarter 2021 with the US 10-year yield returning (increasing by) c.90%. Remember that if 10year bond yield returns are positive (increase), existing investors are losing capital value on
their bond investments due to the fall in the price of the bonds.
The jump in the bond yields is due to rising inflation expectations and the mismatch between
bond demand and supply. Academic studies have shown
it isdoes
this mismatch
Howthat
much
it cost? which is the
long-term driver of real bond yields. As the supply of bonds goes up, all else constant, bond
prices fall, and real yields rise. As the demand for bonds rise, we should get the opposite.
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Figure 1: Movement in the 10-year US Government Treasury Bond Yield

Figure 2: Rolling 1 Year Total Return of Australian and US 10 Year Bond Yields

What Will be Paid?

Should this mismatch between the supply and demand of bond continue?
In short, Yes. Expectations are for around US$3 trillion of US Treasury supply this year. This
money will be used to finance the enormous fiscal deficit. At 15-20% of GDP, this year’s fiscal
deficit promises to be the biggest since WW2. It is unlikely that investors purchasing these
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bonds will be motivated by profit given that they are guaranteed a real loss for 10 years. This
would suggest that just based on the mismatch of demand and supply of bonds we could
expect bond yields to continue rising. It is expected global central bank buying of government
bonds (known as quantitative easing) will not be enough to hold back bond yields.
What other factors will drive inflation higher?
1. No action by the US Central Bank. Previously the Central Bank targeted an inflation rate of
2% and acted pre-emptively to meet this goal by increasing interest rates. However, over
the years the US has fallen short of their inflation target. More recently they have decided
to no longer forecast inflation and instead they will wait and see what inflation does then
react, this is a fundamental change in their framework from acting pre-emptively to wait
and see what happens.
2. Inflation numbers beat expectations. The market has currently priced in less than one
interest rate hike over the next two years. If demand is stronger than expected this may
lead to supply inflation, resulting in a higher-than-expected headline inflation number of
3% to 4%.
What are the implications for equity markets?
Higher bond yields introduce a new headwind for global and domestic equities, as interest
rates via the discount rate impacts the fair value of a company.
What Will be Paid?

However, market participants don’t think the increase will be fast enough or large enough to
derail the current bull market just yet. The last two episodes of rising bond yields in 2013 and
2016-18 were both periods when Australian equities made gains. They were also episodes of
rising profits and while bond yields rose, they did so from very low levels. Only towards the
end of the most recent selloff in bonds did Australian equities feel the pitch of higher bond
yields and stocks began to sell off. Back then the US 10-year TIPs yield reached 1%.
Once again, the current bond sell-off is against a backdrop of rising profits. The current postCOVID earnings recovery is already underway, and we expect double digit EPS growth for
both 2021 and 2022. Also, the current rise in bond yields is happening from much lower levels
and it will be some time before bond yields will get high enough to weigh on the entire asset
class.
What are the implications for our portfolios?
There could certainly be further sell off in bonds over the next 12 months and certainly some
volatility in equity markets. However, clients with an intelligently diversified investment portfolio
containing multiple asset classes and quality investments should maintain focus on their
investment objectives and time horizon for investment.
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We have certainly seen over the last 12 months the benefit of an intelligently diversified
portfolio as our quality Australian and international equity and credit investments have
rebounded strongly from Covid-19 and more than offset the poor performance from bonds.
Despite the poor performance, bonds should always be included in our portfolios. This type of
asset introduces favourable diversification benefits and in normal markets provide some
protection during equity market volatility whilst providing consistent investment income. These
types of strategies can be used as the defensive component of a portfolio, whether you are in
an accumulation phase, pre-retirement or pension phase.
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SUPER THRESHOLDS TO INCREASE FROM 1 JULY 2021

Concessional Contribution Cap (CC)
The concessional contribution cap (originally set at $25,000) is indexed by Average Weekly
Ordinary Time Earnings (AWOTE), in increments of $2,500. With the announcement of the
AWOTE figure for the December 2020 quarter, the concessional contribution cap is set to
increase from $25,000 pa to $27,500 pa from 1 July 2021.
Non-Concessional Contribution Cap (NCC)
The standard non-concessional contribution cap is calculated as four times the concessional
contribution cap. Therefore, due to the increase in the concessional contribution cap from
$25,000 to $27,500, the standard non-concessional contribution cap is also set to increase
from $100,000 to $110,000 from 1 July 2021.
This means a person who was under 65 at the start of the year can utilise the bring forward
rule to contribute $330,000 from 1 July 2021. (Note that it is proposed to extend the bring
forward rule to people under age 67 however at the time of writing this is not yet law.) The
amount and number of years that an individual can utilise the bring forward for 2021/22
depends on their total superannuation balance on June 30, 2021 as follows:

Note that clients that have previously triggered the non-concessional contributions cap bring
forward rule and who are still in their bring forward period in 2021-22 will not benefit from the
increase in the non-concessional cap until after their bring forward period expires.
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Transfer Balance Cap (TBC) indexation
The Transfer Balance Cap (TBC) is the maximum amount of superannuation that can be
transferred to a tax-free account based pension. The general transfer balance cap is currently
$1.6 million and will be indexed to $1.7 million from 1 July 2021.
The TBC is only measured at the time a new account based pension (or other retirement
phase income stream) is commenced, rolled over, or withdrawn. For example, if a person
commenced an account based pension on 1 April 2019 with $1.6m, they used 100% of the
available TBC at that time. They will not benefit from the indexation of the TBC.
Minimum account based pension payments
The minimum amount of pension that must be drawn from an account based pension is
calculated as a percentage of the account balance as at 1 July. For the 2019/20 and 2020/21
financial years, the minimum drawdown requirements were halved. Normal minimum
drawdown requirements resume from 1 July 2021, which are:
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