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1 TERMS OF REFERENCE 

The Australian Energy Regulator (AER) has requested Chairmont Consulting Pty Ltd (Chairmont) 
complete an expert witness report to be tabled at the Australian Competition Tribunal (Tribunal). 

AER has requested a report that addresses the following questions, some of them referenced to 
securities in 3 appendices called Appendix 1, 2 and 3 respectively.  For ease these are included in 
this document, and have kept them named that same way. 

The questions asked are: 

1. Describe, in general terms, how debt market practitioners convert a bond yield from a 
yield-to-next-call to a yield-to-maturity (including the removal of the value of the call 
option). 

2. Consider the sample of bonds with call options provided in appendix 1, the UBS rate 
sheet provided as appendix 2, and the time series of yield-to-call provided in appendix 3. 

Based on the approach described in question (1): 

(a) Is it possible to convert a bond yield from a yield-to-next-call to a yield-to-
maturity (including the removal of the value of the call option) based on the 
information provided in Union Bank of Switzerland (UBS) rate sheets (appendix 
2)? 

(b)  If the response to (a) is yes, provide a worked example of the conversion of a 
bond yield from a yield-to-next-call to a yield-to-maturity (including the removal 
of the value of the call option) for the final day of the relevant averaging period 
in sufficient detail to allow the AER to replicate this method for each bond in 
appendix 1 and for each day of the relevant averaging period. 

(c) If the response to (a) is yes, comment (with reasons) whether it is reasonable 
or not to adjust yields based on this method, including whether these adjusted 
yields-to-maturity are, in your opinion, comparable to the yields-to-maturity of 
other similarly dated standard bonds with similar credit ratings. 

(d) If the response to (a) is no, comment on whether these unadjusted yields-to-call 
are, in your opinion, comparable to the yields-to-maturity of other bonds with 
similar credit ratings and terms to maturity. 

3. Based on the approach described in question (1): 

(a) Is it possible to convert a bond yield from a yield-to-next-call to a yield-to-
maturity (including the removal of the value of the call option) based on 
information sourced from alternative sources, for example, Bloomberg YASN 
function or other recognized approaches? 

(b) If the response to (a) is yes, provide a worked example of the conversion of a 
bond yield from a yield-to-next-call to a yield-to-maturity (including the removal 
of the value of the call option) for the final day of the relevant averaging period 
using the alternative information source(s), in sufficient detail to allow the AER 
to replicate this method for each bond in appendix 1 and for each day of the 
relevant averaging period. 

(c) If the response to (a) is yes, comment (with reasons) on whether it is 
reasonable or not to adjust yields based on this method, including whether 
these adjusted yields-to-maturity are in your opinion comparable to the yields-
to-maturity of other similarly dated standard bonds with similar credit ratings. 
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4. Consider corporate bonds which are subordinated debt: 

(a) Describe, in general terms, what factors debt market practitioners consider 
when comparing the yields on subordinated bonds with the yields on otherwise 
comparable standard bonds (that is, comparable standard bonds with respect to 
credit rating and term to maturity).  Include in this response the extent to 
which the subordinated nature of a bond is reflected in its credit rating. 

(b) Comment on whether the yields for the subordinated bonds in appendix 1 are 
comparable to the yields on otherwise equivalent standard bonds, including 
whether any adjustments are necessary to facilitate like-with-like comparisons.  
Any comments should specifically discuss the expected magnitude of any 
adjustments. 

(c) If any adjustments are outlined in (b), provide a worked example of these 
adjustments for the final day of the relevant averaging period in sufficient detail 
to allow the AER to replicate this method for each bond in appendix 1 and for 
each day of the relevant averaging period. 

(d) If any adjustments are outlined in (b), comment (with reason) on whether it is 
reasonable or not to adjust yields based on this method (separate to any 
adjustments to remove the value of the call option), including whether these 
adjusted yields are, in your opinion, comparable to the yields-to-maturity of 
other similarly dated bonds with similar credit ratings. 

(e) If no adjustments are outlined in (b), comment on whether these unadjusted 
yields-to-call (that is, yields-to-call on subordinated bonds) are, in your opinion, 
comparable to the yields-to-maturity of other bonds with similar credit ratings 
and term to maturity. 

5. Consider a fixed rate corporate bond issued by an Australian company, in the Australian 
market, with the following characteristics: 

• BBB+ credit rating 

• term to maturity of ten years 

• no non-standard features. 

(a) For the relevant averaging period, and consistent with the above characteristics 
comment (with reasons) on which of the following approaches provides the 
best estimate of the cost of debt: 

• Bloomberg’s BBB rated, ten year (extrapolated) fair value curve 

• A simple average of Bloomberg’s BBB rated, ten year (extrapolated) fair 
value curve and the yield on the APA Group bond. 

(b) Comment (with reasons) on whether any alternative approaches to calculating 
the cost of debt, consistent with the above characteristics, would provide better 
estimates than the methods detailed in (a).  If more than one alternative, 
comment (with reasons) on which alternative is preferred. 
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2 EXECUTIVE SUMMARY 

2.1 Terms of Reference 

Chairmont Consulting has produced the following document called the Report (the Report). The 
Terms of Reference of the Report were to address a range of questions surrounding valuing 
embedded calls, whether it is possible to de-construct a specific type of structured debt security, 
the relevance of a debt’s seniority in the capital structure and the construction of a proxy yield 
curve for use in the benchmarking process. 

This report has identified a number of critical themes in this examination which are relevant to the 
overall approach to benchmarking. This Executive Summary outlines the themes and provides the 
context for their discussion and analysis in the main report. The themes are: 

Benchmarking principles that should be applied; 

• The relationship between credit ratings, credit risk and credit spreads; 

• Trading in capital markets; 

• Debt structures and other features; 

• Subordinated debt and UBS rate sheets; and 

• Market data.  

Throughout the Report, the current benchmarking approach is critiqued and viewed from the 
perspective of those themes. 

2.2 Introduction 

The purpose of this Executive Summary is to provide a high level overview and rationale to the 
issues addressed in the detailed sections of this Report. This document is structured to provide a 
road map of the issues that should be addressed when conducting a benchmarking exercise and it 
provides guidance on the valuation process.  

The Report has answered these questions in the format requested which was, essentially, to ask: 

• Whether, and if so how, one could deconstruct and value the components of some 
callable bonds, most of them bank sub-debt issues; 

• Whether some specific Bloomberg functions can or should be used in this process, e.g. 
YASN and BFVC respectively; and 

• Whether there were alternative approaches to benchmarking that would better serve 
AER in its search for an appropriate measure of DRP. 
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2.3 Terminology – Debt Risk Premium and Credit Spread 

Throughout this Executive Summary and the more detailed Report, the terms credit spread and 
trading spread are used interchangeably. They reflect the spread in basis points that a particular 
debt yields over and above a base. Sometimes the base is the risk free “Government rate” which in 
Australia is the Australian Government Securities (CGS) curve. Other times, the base is the 
interest rate swap curve.  

These bases are, in generic terms, reference points against which the impact of risks relative to the 
risks of the base can be observed. Those risks are reflected in spreads expressed in basis points.  

The Debt Risk Premium that the benchmarking process is seeking to measure is such a spread. The 
term “spread”, in this context, is the same as premium. In the benchmarking process, the credit 
and trading spreads in the market are being observed so that the regulatory spread called the Debt 
Risk Premium can be determined. 

2.4 Benchmarking 

2.4.1 Principles 

Benchmarking debt is a process that involves judgment based on a set of principles. The 3 key 
guiding principles for selecting appropriate debt proxy from the market are: 

1. Principle 1: The industry and entity specific characteristics of the issuer should be 
reflected in the industry and entity characteristics of the proxy; 

2. Principle 2: Debt structure and seniority and other key features of the debt being 
benchmarked should be reflected in the key features of the debt proxy; and  

3. Principle 3: The proxy bonds chosen should have risks perceived similarly in capital 
markets to the risks to the debt being benchmarked. The benchmarking process should 
seek to deliver results consistent with one undertaken by market practitioners in capital 
markets reflecting their perception of risk relating to the potential proxy bonds.  

Benchmarking should be underpinned by sound principles that are reflective of market place 
practices that an actuarial approach, for instance does not capture.  

A material difference between a potential proxy and the debt being benchmarked should rule out 
the proxy from the decision set. Benchmarking a 10 year, BBB standard bond in Australia is done 
in an environment of limited information, i.e. the sample size is small and data is hard to observe. 
The challenge is to keep the universe of proxies relevant to the debt being benchmarked. It serves 
no good purpose to conduct a benchmarking exercise with inappropriate proxies. Proper 
benchmarking will mean judgements need to be made underpinned by sound principles, although it 
is ultimately a practical exercise done in a commercial environment.   
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2.4.2 Current Benchmarking Approach -  Bank Sub-Debt As A Potential Proxy 

One significant conclusion of the report is that subordinated debt (sub-debt) of financial institutions 
is inappropriate proxy debt because of: 

1. The financial services industry, i.e. the industry type of the issuer of bank sub-debt is not 
similar enough to the industry of the entity being benchmarked; 

2. Its use as regulatory capital and its subordinated nature;  
3. Differences in trader and investor perception of risks specifically associated with the 

banking industry and sub-debt relative to other industries and senior debt; and 
4. The nature of embedded call structure of the debt. Specifically, the inability to separate 

the call’s value from the debt security so that a standard unstructured debt can be 
observed. The call feature, in my opinion, is the factor least relevant in rendering bank 
sub-debt an inappropriate proxy for this benchmarking process. The preceding 3 factors 
are much more relevant in the assessment of sub-debt as a potential proxy. 

These points are all addressed in more detail in the body of the Report. See sections 3.2.2, 3.2.8, 
3.3.2, 3.4.2, 3.4.4, 3.4.10 and Appendix 8. 

Much of the body of this Report relates to the sub-debt of banks as required by the Terms of 
Reference. The issues relating to sub-debt are of great relevance to the examination of the 
benchmarking process and it is the reason why this Report’s conclusion with regard to it is tabled 
first in this Executive Summary.  

My conclusion is a significant criticism of the current process and it has implications for the 
consideration of the Regulatory Debt Risk Premium. It is significant because bank sub-debt is higher 
in spread and longer in maturity than most other potential proxies available in Australia. Therefore, 
if this class of debt is accepted as an appropriate proxy, the benchmarking process will currently 
produce yield curves higher in spread and steeper in gradient than would otherwise be the case.  

More generally, using sub-debt would produce yield curves that reflect bank sub-debt and not yield 
curves of the entity and industry of the debt being benchmarked. Bank sub-debt’s acceptance as a 
proxy, in the current environment, would have the effect of substantially distorting the result of 
what an appropriate process would deliver by making the DRP higher than it should be. In an 
environment where risks associated with bank sub-debt were perceived differently, the result 
might be the opposite. Either way, it is my view that the bank sub-debt’s spread and risk is an 
inappropriate import into this specific benchmarking process.  

The key conclusion relating to sub-debt is that it should not be included as a proxy in this 
benchmarking process as its use is inconsistent with the principles of sound benchmarking. FI sub-
debt fails on Principles 1, 2 and 3 in Section 2.4.1 above. The importance of this finding is that it 
rules this type of debt out as a proxy in a benchmarking process for a 10 year BBB standard debt. 

The other key Terms of Reference directive was to examine Bloomberg’s use in the benchmarking 
process and assess its role in delivering an outcome. This is now discussed. 

2.4.3 Bloomberg Fair Value Curve (BFVC) & Analytics (YASN) 

The conclusion of the Report is that the Bloomberg analytics either: 

• Cannot be used to provide the desired analysis on securities with embedded calls. There 
is not enough information available to use the Bloomberg analytic YASN function. This is 
because there is no “standard” debt curve against which a structured debt piece can be 
compared in order to “adjust” the structured security into a “standard” security; and 
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• Should not be used to construct a proxy yield curve via the BFVC function. BFVC is not 
appropriate for this Australian BBB 10 year debt benchmarking exercise because of the 
paucity of data in BFVC relevant for this particular debt and this type of issuer. 

With respect to the questions about the use of Bloomberg’s BFVC, see Section 3.5, it is the 
conclusion of the Report that the simple average of the BFVC curve and the APA bond is the 
better of the two methods proposed.  

This conclusion is based on a failure of BFVC on key benchmarking principles, see Principle 1 and 3 
in Section 2.4.1. Namely, the BFVC curve is a line of best fit of inappropriate proxy bonds. The 
APA bond is a high quality proxy because it is reflective of financing costs in the relevant industry 
group. Other bonds in the BFVC group are either not from the same industry or not from similar 
enough industries. Therefore, taking a simple average of the APA bond and the BFVC result 
decreases the impact of the BFVC result on the benchmarking process compared to a process that 
uses BFVC exclusively.  

A better outcome would be achieved by the inclusion of other securities and entities in the 
process to further decrease the impact of BFVC and to broaden the number of proxies used. In 
other words, the constituent sample in the BFVC proxy group is inappropriate and inconsistent 
with best practice benchmarking principles. In my opinion, both fixed rate and floating rate bonds 
from infrastructure and/or regulated entities and industries should be included in the benchmarking 
process. For instance, fixed and floating rate debt issued by the Sydney, Brisbane and [the New 
Terminal Financing bond] Adelaide Airports are good proxies on term, structure and industry 
grounds. These characteristics of the proxies make them a high value proxy group. In the case of 
these examples, they are effective or near monopolies relying on patronage and usage that is 
predictable and stable, fixed infrastructure similar to pipelines, and subject to regulation. The 
process is about employing good principles and judgement on the available data.  

Specific comments and principles that describe an alternative and better benchmarking process are 
outlined in the Report, see Section 3.5, in answer to Question 5 (b).  

2.4.4 Proxy Valuation Process 

The early sections of this Executive Summary outlined the principles that should be applied in 
selecting proxies for a benchmarking exercise.  It articulates the reasons why bank sub-debt should 
be excluded and Bloomberg’s BFVC curve use should be limited in a benchmarking process for a 
specific entity. The following sections examine the issues relevant to valuing debt and proxy 
selection. As with the previous section the conclusion is first tabled. 

It is concluded that the existing proxy selection and ensuing valuation process is fundamentally 
flawed because it has lost sight of what benchmarking should involve.  

2.4.4.1 Credit Ratings 

The AER regulatory process defines a significant role to the ratings of Credit Rating Agencies 
(Agencies) in the assessment of a Debt Risk Premium. The conclusion of the Report is that this has 
led to a circumstance where too much weighting is given to ratings from Agencies in the current 
benchmarking process. Ratings matter, but they are not the only or most important factor to take 
into account when considering proxy selections. 

Ratings are only one indicator and component of credit risk perception that drives the formulation 
of potential loss expectations. A credit risk factor is any factor that can affect the operating 
performance of a debt issuing entity and/or the ability of a debt issuing entity to service and repay 
debt in a timely fashion.  



   

AER – Debt Risk Premium Expert Report 

Copyright ©2011 Chairmont Consulting Page 9 of 100  

Commercial-in-confidence  

Ratings agencies are used in the decision making process for assessing creditworthiness of entities. 
They perform an analytical function. Ultimately though, it is the market place that prices the risks it 
perceives. Agencies provide only part of the information used in that process and their ratings are 
not designed to price debt. 

It may appear correct to assume that a debt rated as BBB will have a trading spread the same as 
other BBB debt. However, there is ample evidence that bonds with the same credit rating assigned 
by Agencies and with the same terms and structural features can trade at different credit spread 
levels.  

Evidence of this is provided in the 2 graphs in section 3.4.2 of the Report. One graph is a snapshot 
of one day’s yields of a range of AAA bonds from several AAA public sector entities that issued 
debt in the Australian market and the other is a time series of GE debt versus US Treasury Debt.  
At the start of the time series both are AAA and as each graph clearly shows there are different 
levels of paths in trading spreads from bonds in the same “ratings cluster”. This outcome may be 
repeatedly observed for trading spreads of a broad group of entities in the same ratings clusters.  

Furthermore, the GE/US Treasury time series clearly shows a very divergent direction in trading 
spreads at a point in the times series, even though the bonds of both entities were rated AAA at 
the time that divergence was evident. The graph shows that the market correctly perceived the 
deterioration in the creditworthiness of GE that was only reflected in a rating change some time 
after the market had reacted and traded GE higher in spread to reflect the perception of lower 
credit quality. Importantly, if at that time a benchmarking process of AAA rated industrial 
companies had occurred that selected proxies solely on the basis of rating it would have included 
GE debt even though it was trading at spreads reflecting a lower credit rating. The outcome of this 
exercise would be a benchmarked curve with a higher yield than would have been the case, if more 
criteria were applied to selecting the proxies. A proper benchmarking process should be aware of 
these idiosyncratic credit occurrences and a decision made as to how they impact the 
benchmarking process.  

This type of trading spread divergence occurring within one ratings band demonstrates the 
importance of following the guiding principles from Section 2.4.1, which is that all the structural 
characteristics of a debt proxy and any cyclical influences on it need to be considered in a proper 
benchmarking process before a proxy is ruled in or out. The Report concludes that credit ratings 
should only be one of many factors that determine whether a proxy is appropriate, rather than be 
the only basis of determining a proxy for benchmarking. It is inappropriate to base a benchmarking 
process on a “ratings only” or “ratings first” approach. 

2.4.4.2 Credit Spreads/Debt Risk Premium 

It has been established that, in the market place, bonds with the same credit rating often trade at 
significantly different credit spreads than each other. The reasons for this have been discussed 
above and are discussed in more detail in the body of the Report in section 3.4.2. Traders and 
investors consider many factors when pricing a trading debt. Some of the more fundamental of 
them will now be examined. 

Expected Loss, Credit Risk and Risk Compensation 

There are two components market practitioners consider when forming expectations about total 
credit risk. These measures are: 

• Probability of Default. This is a measure of risk that the borrower will default expressed 
as a percentage; and 
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• The Loss Given Default. This is the amount expected to be lost in the event that a 
default occurs.  

This relationship can be expressed in mathematical terms. When estimating the total future 
possible loss on a debt, either implicitly or explicitly, Probability of Default and The Loss Given 
Default are multiplied together. This may be expressed as follows: 

Total Expected Loss = Probability of Default X the Loss Given the Default  

This relationship expresses a view about expectations, not the actual loss incurred that may be 
more or less than the estimated Total Expected Loss. This is an identity and a universal concept. 
Ratings Agencies do not “own” it but they do present their credit reviews in a way that is 
consistent with it. The ratings that Agencies publish are an indicator of the Probability of Default 
only. Therefore, they are an indicator but not the only indicator of credit quality and there are 
many other factors that are considered when pricing debt.  

If an Agency has 2 bonds within the same default probability band, e.g. 2.5%, it is possible that a 
bond trader or investor may disagree with the Agency’s assessment for many reasons, including 
having what they believe to be more current or different information about the issuer of the debt 
than that implied in a rating.  It is also important to note that Agencies go to great efforts to say 
that their views are only opinions and have been expressed at a point in time.  

If, for the purposes of this analysis, Agencies’ views are accepted on Probability of Default as 
implied by the relevant ratings notch, then the expected loss and the “theoretical” trading spread 
required to compensate for that loss can be different between bonds that have the same rating. 

This is possible because bonds of the same rating can have different degrees of loss if a default 
occurs. The Agencies acknowledge the separate nature of the concept, known as The Loss Given 
Default, by referencing it in their own credit reviews. They discuss this by referring to a “recovery 
rating” which is an assessment of the ability to recover loan principal in the event of a default.  

If the Probability of Default is held constant at, say 2.5%, and if the market or Agencies have 
different views on the loss potential given that default, then it is entirely rational to trade bonds 
with the same rating at different trading spread levels. By way of example, consider the following in 
Table 1: 

Bond Probability of 
Default 

The Loss Given 
Default 

Spread 
Compensation 
for Credit Risk 

1 2.5% 20% 50bps 

2 2.5% 80% 200bps 

Table 1: Trading Spread Compensation for Risk 

The expected credit loss to an investor is the multiplication of the Probability of Default and the 
percentage of The Loss Given Default. In the above table, a rational investor or trader would 
require a different credit risk compensation for each bond. The credit or trading spread 
compensation for credit risk for Bond 2 is 200 basis points; calculated as 2.5% * 80%. For Bond 1, it 
is 50 basis points. This difference exists even though the Probability of Default, as shown in ratings, 
is the same. This table shows that 2 bonds can have the same rating but have different credit 
trading spreads because of The Loss Given Default expectation between the 2 is different.  

If it assumed that the Agencies assessment of Probability of Default and The Loss Given Default are 
correct, then the spreads shown in the 4th column would be a good indicator for investors in debt. 
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However, this is not the case as market practitioners not only have different views on risks to 
Agencies, they have different risk appetites and they also take into consideration other factors 
when pricing debt.  It is these behavioural characteristics and considerations of market 
practitioners that cannot be readily measured and quantified.  

Spread Compensation for Risk Factors 

The market will continually assess their view on the risks that relate to a bond at a macro, industry 
and entity level. The risks pertaining to one bond are not necessarily the same as risks on another, 
equally the same risk types may not uniformly impact across all entities. The different risks are 
reflected in the trading or credit spread.  

Macro level perceptions; health of the global economy, exchange rate and interest rate 
expectations, national competitive developments, the investment industry’s risk appetite, among 
others, can all contribute to the perceptions about the risks faced by a bond holder.  

At an industry level, risks will include the perception risks like the long term viability of a domestic 
industry because of low cost imports, or a fear of an adverse regulatory change that may increase 
the costs, industrial relations issues or supply issues that threaten production lines, etc. Industry 
specific potential events can be expected to impact a trading spread at any particular time if they 
are perceived as relevant.   

Each industry has its own starting point for spreads compensating for risks. These spreads may 
move independently, possibly in either, the same or different directions, and may be to the same or 
different degrees, in response to the same or different influences. 

Appropriate benchmarking must take into consideration that similar or same industry specific risks 
may impact similarly on the trading spread determination for debt in similar or same industries.  
Therefore, proxies should come from the same or a similar industry as the entity issuing the debt 
being benchmarked. If this is done, as far as industry specific risks are concerned, the proxy spread 
will broadly reflect the spread of the debt being benchmarked and the trading spread will be a good 
proxy for the trading spread of the debt being benchmarked.  

If proxies are selected from industries that are unlike the industry of the entity having its debt 
benchmarked, then the credit spread data will reflect risks that are inappropriate to bring into the 
benchmarking process. 

Entity risk factors are also from a broad palette and are prevalent in any particular trading spread. 
They are subject to change for any given rating from a credit rating agency and at any time.  

Traders and investors are always scanning the horizon for entity based risk factors that need to be 
taken into account in determining their trading spread.  

All of the above factors form part of the decision making process when considering the purchase 
and price of a bond. Equally, they should also be considered for their impact potential in the proxy 
selection for a benchmarking process. Credit ratings reflect only Agencies views of risks. They 
should not be the sole criteria one uses to determine the spread compensation necessary for 
credit risk.   

2.4.4.3 Trading credit in capital markets and credit spread determination 

As outlined earlier, a major contributor to a rating is the type of debt that is to be issued. 
Specifically, features like, the debt’s position in the capital structure, other rights of debt holders or 
terms associated with the debt, e.g. interest cover ratios, interest and distribution lock-ups are all 
examples of debt terms. These can change the way a rating agency, a lender or debt holder 
perceive the credit related qualities of debt.  
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Diagram 1 below is a representation of the general capital structure of an entity, its ranking in 
terms of security and the risk/return continuum. This is important to understand when rating debt. 

 

Diagram 1: Ranking & Risk/Return Continuum 

Subordinated debt is below senior or standard debt in the capital structure of entities in terms of 
rights in the event of a default. It is called subordinated debt because in the event of a windup, or 
liquidation, where all the creditors are trying to recover their money, the subordinated debt 
holders rights to the available assets come after holders of secured and senior debt. In terms of a 
hierarchical order the investors rank after depositors (if a bank), more senior note and debt 
holders, tax office, trade creditors and, sometimes, staff get paid out before sub-debt holders get a 
look at the proceeds or assets of the failed company. 

Ratings Agencies assess the Probability of Default of entities various debt instruments and tranches. 
Traditionally, Agencies assign sub-debt tranches of entities one notch below the senior debt 
tranches of the same entity because they are junior, i.e. the sub-debt tranches are those debts 
pieces that are more likely to default because they have less access to company assets and 
cashflows.  

To the layman it would appear that a single A rated bank sub-debt should have the same credit 
spread as a single A senior debt of a bank. This is not the case because sub-debt holders are 
ranked behind senior debt holders in the event of liquidation. This subordinated ranking is a driver 
of perceptions when determining spread compensation. 

All other things equal (like ratings), potential holders of debt will always require greater 
compensation for being lower down the capital structure. With respect to the sub-debt generally, 
higher spreads compensate for credit risk quality. The marketplace is not and should not be 
indifferent to a security position ranking in the capital structure. 

In Australia, sub-debt markets are judged to be relatively illiquid. This is partly due to the fact that 
banks do not make it a practice to invest in the sub-debt of any other bank because holding 
another bank’s sub-debt necessitates a deduction from regulatory capital for the holding bank. 
Capital markets trading desks do not, therefore, warehouse sub-debt bonds on trading books to 
provide liquidity to an investor looking to sell sub-debt. This means that sub-debt has to be 
“brokered” between two investors. The result is that bank sub-debt trades higher in spread due to 
it being less “trade-able”.  Consistent with the principles of benchmarking, an appropriate proxy 
needs to have a similar degree of liquidity to the bond being benchmarked, all other things being 
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equal. As this is not the situation then it must be concluded that sub-debt cannot be a good proxy 
for senior debt. 

Level of seniority in the capital structure is particularly relevant with respect to banks as they play 
a special role in the economy as mobilisers of capital. Through this role, banks are both more 
geared (leveraged) than non-banks and exposed to risks of the general environment than industrial 
corporations and infrastructure companies that have risks relevant to their particular operating 
environment. A bank’s capital position is at greater risk of being eroded in tough economic times 
as the losses tend to be greater than trend average or expected loss, due to their higher levels of 
gearing and the value of the collateral declining in such environments.  

Economic cycles are part of the capitalistic model. In downturn periods, default levels increase and 
it is the financial services sector, primarily banks that carry many of the losses that result. Traders 
consider this factor as well as other industry specific risks when they price bank and insurance 
company issued debt. It highlights why financial institution debt is not an appropriate proxy for 
infrastructure as the industry risks are different. Consequently, credit spreads of banks compensate 
for and are affected by different factors than credit spreads of entities from other industries that 
have their own specific risks.  

In bull markets, where risks are underpriced and may be perceived benignly, banks do well and are 
market darlings, whereas, infrastructure companies are perceived as market dullards on an equity 
return basis. Being a dullard in that sense means you are a stable, relatively secure investment to 
the debt markets. In bear markets, the opposite applies. When debtors default and losses occur, it 
is banks that are writing off part of their capital structure. In that environment, infrastructure 
companies are perceived relatively strong performers and are sought for their “defensive” qualities 
by portfolio managers.  

All industries face the same macro risks but they impact a given industry differently. Traders take 
this into account when considering each type of debt. It is industry by industry differences and the 
incidence of specific industry risks that make an industry type of the issuer a primary starting point 
when assessing the appropriateness of proxies.  

This is the primary reason why this report concludes that: 

• bank sub-debt should not be a proxy for infrastructure related senior debt, i.e. it fails 
principles 1, 2 and 3 outlined in section 2.4.1.; and 

• bank/FI sub-debt trades in its own sub-set of the capital markets, meaning it’s only a 
good proxy for benchmarking bank/FI sub-debt. 

2.4.4.4 Debt structure and other features  

This Report conveys key principles that should guide the benchmarking process. Primarily, a 
benchmarking process seeks to identify bonds that are similar enough to the bond being 
benchmarked. Once identified, the trading spreads of bonds deemed appropriate proxies are used 
to determine where the bond being benchmarked should trade.  

The Terms of Reference of this report included questions on the ability to value embedded calls in 
numerous bonds being assessed for their appropriateness as proxy for a BBB, 10 year, senior debt. 
If such a valuation method were available, it would allow an adjustment of the bonds in question in 
order to monetise the structural feature in question into a “spread equivalent” which would then 
allow for a “like for like” comparison being made if other features of the bond made it appropriate 
for use as a proxy.  

It is my opinion that the embedded calls in securities referenced in Appendices 1-3 are not of the 
kind that can be valued independently in a meaningful way. Also, it is not possible to value the calls 
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by comparing a bond with a call to a bond from the same issuer without one. The implication of 
this is that even if bank sub-debt was thought of as an appropriate proxy for senior infrastructure 
debt on other grounds, there is no method to find or calculate a sub-debt curve that would reflect 
a sub-debt curve of securities without embedded calls. 

In simple terms, the type of embedded calls being considered in this report are akin to the “call” in 
a home owner’s mortgage which gives them the right to prepay their mortgage at any time. Data 
for the mortgage insurance industry shows that only 2% of mortgage insured standard variable rate 
housing loans go to the contract maturity date. This means that 98% of mortgage borrowers’ 
exercise their “embedded right” to “call” their home loan back from the bank by prepaying it. 
Neither the bank, nor the borrower consider what the mortgage rate would be if it could not be 
prepaid.  

It is my view that the task of trying to value the embedded calls in the referenced securities should 
be seen from this perspective. The call has value, but it is intrinsic to the facility and its value is to 
the (owner of the house), i.e. the borrower, because the borrower may want to refinance (sell the 
house or shift the mortgage to a cheaper home loan).   

The Terms of Reference required that the Report address the issues associated with valuing calls. 
The Report goes into some detail explaining the difference between calls that can be valued by 
option pricing models like Black-Scholes and those that cannot.  

It is my conclusion that that much of the work done associated with the search for a call valuation 
method has been of minimal use to the current benchmarking process because:  

• All the FI callable bonds are sub-debt or perpetual debt. As outlined earlier the structure 
and features of this debt is not “like-for-like” with a standard corporate bond and these 
features can’t be “adjusted away” or ignored,  so on this basis the sub-debt should be 
excluded from the benchmarking exercise; 

• The examination of all the calls in the 3 “UBS rate sheet” appendices has shown that in 
one instance only, in relation to the New Terminal Financing Bond, was a callable debt 
appropriate as a proxy.  It is concluded that the call in that bond can be ignored and that 
for the purposes of benchmarking, the bond’s trading spread could be considered as the 
spread relevant for the final maturity date without being adjusted. This is primarily due 
to the investor’s perception of maturity not being materially affected by the call;  

• A consideration of the call in the Rock and Rubble deal was seen as irrelevant to the 
benchmarking process because the Rock and Rubble deal is a securitisation and if that 
fact alone was not enough to render it inappropriate, then its maturity date determined 
by the amortization rate in the portfolio would render it inappropriate as a proxy. Given 
it is a securitisation, the bond can be ruled out of a benchmarking exercise for a senior 
standard bond of 10 years because it is a securitisation and its effective maturity is about 
December 2013, or 2.5 years from the survey period; and 

• The DBCT debt’s call is also of no consequence as the investor’s perception of maturity 
is unlikely to be materially affected by the call’s existence. The bond was ruled out on 
other grounds which were that it was not an appropriate proxy because it is a wrapped 
deal meaning it cannot be compared on a like for like basis with the debt being 
benchmarked as it is not a wrapped deal. 

The Rock and Rubble deal deserves mention for another reason. This Report was submitted 
consistent with the Terms of Reference and the embedded call feature within the Rock and Rubble 
deal was examined in order to assess the potential to adjust the Rock and Rubble deal in order for 
it to be used as a proxy. The call within the Rock and Rubble deal is extensively examined in 
Sections 3.2.2, 3.2.8 and 3.3.2 of the Report and the conclusion reached is summarised above.  
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If the correct principles of benchmarking had been applied previously in the process, the Rock and 
Rubble deal should have been struck out of the potential proxy group because it is a securitisation.  

A securitisation is a structured finance vehicle, generally a trust that is a debt issuing entity. It issues 
debt and the security for that debt is a series of cashflows (assets) that are assigned to the trust. 
The most common type of securitisation is a mortgage backed security and this is a securitisation 
that bundles up individual mortgages which provide the security for the debt issued.  

The Rock and Rubble deal is not a mortgage security, but a hybrid form of a securitisation that 
issues debt backed by receivables (invoices) that are due to Leighton, but have been assigned to the 
Rock and Rubble Trust.  Rock and Rubble is a hybrid because it also includes credit support from 
Leighton in the event of failure of the securitisation structure. It is my opinion that because the 
Rock and Rubble deal is a securitisation it should have been rendered inappropriate as a proxy and 
that the analysis done on the call feature within the Rock and Rubble deal was, therefore, largely 
unnecessary. As has been previously stated, for similar reasons, the analysis of the embedded calls 
in the bank sub-debt was not necessary as sub-debt should have also been ruled out of the 
potential proxy group for similarly fundamental reasons. 

2.4.5 Sub-debt and the UBS rate sheets 

It is important to further consider sub-debt. This is because this type of debt has the most 
potential to cause the benchmarking process to fail. Sub-debt is longer in maturity than the debt 
being benchmarked and other proxy debt in the benchmarking process and it trades at higher 
spreads. Including it in the benchmarking process erroneously will tend to make a proxy yield 
curve higher in yield and steeper in gradient than it should otherwise be.  

As the UBS rate sheet is being used, it is important to note the following: 

It does not appear that the UBS rate sheets seek to imply that the “yield to next call/yield to 
maturity” is what the sub-debt would yield without a call. UBS has not done any adjusting for the 
call. They have presented the sub-debt in fixed rate yield equivalent as if it had a maturity date at 
the 5 year date or, if that has lapsed, the final maturity date. UBS has done this by adding the 
trading spread of the callable sub-debt to the swap rate of the 5 year call date, or the swap rate of 
the maturity date, if that 5 year date has lapsed; 

A maturity date for the purposes of looking at the bond in its fixed rate yield equivalent can be 
assumed, but that is all that can be done. There is no basis to assume any particular maturity date 
between the 5 year call date and the final maturity date. It can be called at any time, subject to 
regulatory approval. UBS has selected 2 potential maturity dates that can occur; one being the 5 
year date and the other the final maturity date. It is an arbitrary, but understandable choice. In 
theory, it could be those dates and/or any number of dates in between; 

Daily rate sheets are used for a variety purposes, including presenting data in ways that assist in 
marketing bonds to potential investors. UBS has chosen in this instance to present callable sub-
debt in fixed rate yield terms. It is not saying the bonds are like for like with a standard bond 
equivalent. UBS would be aware that the bonds have no fixed maturity date and would not be 
presenting them as if they did; and 

When calculating a dollar price for these floating rate bonds, a maturity date has to be assumed to 
calculate the price. The dollar price calculated by the standard floating rate formula needs a trading 
margin input and a maturity date input. For a fuller explanation of sub-debt pricing conventions see 
Appendix 8.  
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In conclusion, the exercise of trying to determine an approach to deconstructing the fixed rate 
yields in the UBS rate sheet has possibly been based on a flawed understanding of what the data is 
presenting. 

Sub-debt of banks does not exist without calls because of the regulatory reasons outlined in the 
body of the report. They cannot be “standardised” because bank sub-debt is not and never can be 
considered standard. This alone should rule bank-sub-debt out of being considered as a proxy for 
standard, senior debt of a non-financial corporation.  

2.4.6 Market data 

Principles 1 through 3, see Section 2.4.1, of benchmarking are to use good proxies and to find 
accurate data on those proxies.  

Data on 10 year, lower rated bonds is not plentiful in Australia. This means that the 3 principles 
are especially important to follow. With limited data, the potential of a distorted result by data 
from inappropriate proxies is higher. Trading data from Yieldbroker, see Appendix 6 confirms that 
there is limited data in Australia and it also highlights the difference in data quality between bonds 
that have relatively good data to bonds that have relatively low quality data. 

This data problem confirms why methods of benchmarking that do not fine tune data by entity type 
and industry type produce less than meaningful and appropriate results. Taking a “ratings first and 
only” approach to proxy selection is a major flaw in any market environment. It is particularly 
problematic when the debt’s structural features, the industry of its issuer and seniority (senior vs. 
sub-debt) are not considered particularly relevant factors in consideration of what makes a good 
proxy from an inappropriate proxy.  

The conclusion is that generic methods that do this, e.g. Bloomberg’s Fair Value Curve, are an 
inferior method to a tailor made solution that uses a proxy set after taking into account the proper 
principles for proxy selection for benchmarking. 

2.5 Conclusion 

In conclusion, the benchmarking exercise to date is flawed on several levels.  

Firstly, sub-debt proxies are inappropriate on multiple fronts. If they are used in the benchmarking 
process it will not be grounded on good principles and it will deliver a wrong outcome. Specifically, 
in this case the particular proxy group will be reflecting a higher DRP than it should.  

Secondly, the quest for an adjustment method to standardise callable debt appears to have taken a 
considerable amount of time without results. The bank sub-debt considered should be ruled out 
on the more important grounds of it not being debt from the same industry. On structural 
grounds, it should also be ruled out because its call feature cannot be “adjusted away” due to it 
being intrinsic to the securities. Bank sub-debt is not issued without calls. 

Calls from the other issuers are not of types which need to be adjusted in order to consider the 
security’s trading spread for the purposes of a benchmarking process as: 

• they can be ignored, as in the case of the New Terminal Financing and DBCT bonds; or 

• the call is not the structural feature of most relevance for a consideration of whether a 
security is a good proxy, as is the case with the Rock and Rubble deal. In that case, the 
security forms part of a securitisation structure so it can never be adjusted into a like for 
like standard security.  
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Finally, the rating centric nature of the BFVC construction and the extrapolation technique used to 
produce the 10 year BFVC curve leads to the conclusion that the BFVC results are an 
inappropriate influence to bring into the specific benchmarking process that AER is undertaking to 
determine the appropriate Debt Risk Premium.  

In summary the key findings are: 

• The current benchmarking process is flawed as it works on a principle that 
predominantly uses ratings to find proxies. If rating is the only thing that qualifies a 
proxy, then the benchmarking process is inappropriate;  

• The industry of the debt issuer proxy is of paramount importance in benchmarking and 
banking is not a similar enough industry to infrastructure to qualify bank debt as an 
appropriate proxy for this process; 

• The structure of a bond issue, seniority of the debt and other features cannot always be 
“adjusted away”. Sometimes, these intrinsic features of the debt impact trading spread, 
sometimes they don’t. It is a judgement call based on the particular structural features; 

• The market’s perceptions of the risk of holding bonds are not only driven by credit 
ratings. Perceptions are formed by assessing all the risks associated with the credit 
including operational, market, regulatory, macro and micro economic factors and any 
others that can be perceived. All such risks affect the trading spread. It is also about 
perception of the future path all these risks might take the bondholder; 

• Ratings Agencies, unlike other market participants, do not have that the capacity to react 
in real time to adjust an assessment and are just another market participant; 

• Ratings do not encompass all the risks of bond trading and investing;  

• Credit trading spreads reflect all trading risks of a bond perceived by the market; 

• Generic valuation/adjusting tools, e.g. Bloomberg’s BFVC and YASN functions have 
weaknesses; and 

• Market participants’ rate sheets are used for a variety of purposes, e.g. marketing to 
potential investors, so they should be used with that understood. 

It is recommended that the AER should seek a process that is consistent with appropriate 
benchmarking principles when selecting proxies and a proxy valuation process that acknowledges 
all the risk drivers of a particular debt’s credit trading spread. 
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3 DETAILED REPORT 

This section of Report addresses in detail each of the questions contained in the Terms of 
Reference. The sections are: 

Section 3.1: Converting a Bond Yield 

Section 3.2: Can UBS Rate Sheet Data Facilitate a Conversion? 

Section 3.3: Can Bloomberg and Other Analytics Facilitate Adjustments? 

Section 3.4: Subordinated Debt 

Section 3.5: Benchmarking. 

The responses are supported by material contained in the appendices. 
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3.1 Converting A Bond Yield  

3.1.1 Question 1 

Describe, in general terms, how debt market practitioners convert a bond yield from a yield-to-
next-call to a yield-to-maturity (including the removal of the value of the call option). 

3.1.2 Finding 

In general terms there are two approaches that could be used for converting a yield to next call to 
a yield to maturity. These are by using:  

• Option Pricing Models 
This involves valuing the intrinsic or stand-alone value of the option, then adjusting the 
value of the callable security by the value of the callable option in order to calculate what 
a “call free” bond would yield. A Black-Scholes formula or something similar, e.g. Hull-
White could be used.  
This approach may only be used if a number of pre-conditions are satisfied. Namely: 

o the option has to be of a kind that can be independently valued and the process 
to do that must have variables that can be observed in the marketplace; and 

o The option’s value must exist separately to the debt facility and be able to be 
independently valued.  

• Yield Curve Comparison 
This approach involves comparing a non-callable bond from an issuer with a callable 
bond of the same maturity from that same issuer. Once this is done, the option 
component is the difference between the two valuations. The callable bond can be 
adjusted by the option’s value so that it can be compared on a “like for like” basis with 
the non-callable bond. 
In order to do this, it must be possible to observe, at least, a non-callable (standard non-
structured) bond of the same maturity and issuer or, better still, a series of maturities of 
standard bonds from that issuer so an assessment of the yield curve associated with that 
issuer may be made. 

If the preconditions required to conduct either of the above approaches do not exist, there are 
too many unknowns to make an adjustment from a debt practitioner’s point of view. 

If one of those methods is available, adjustments to structured bonds can be made. The methods 
are relevant to the many questions asked within this benchmarking discussion as deconstructing 
bonds in a structured manner is necessary for a “like for like” benchmarking process.  

Its application to the particular questions relating to the UBS rate sheet adjustments to callable 
Financial Institution (FI) sub-debt bonds is limited. It is of limited use because the UBS rate sheets 
have not made adjustments to the callable bonds to remove the call’s value from the bonds. UBS 
has only added the (trading) credit spread of the sub-debt note to the swap rate of an arbitrarily 
chosen maturity date. The maturity of the sub-debt will be anywhere from 5 years (the first call 
date) to the final maturity date. The security can only be presented with a maturity date to show 
what it would yield in an equivalent fixed rate if its floating coupon was swapped into a fixed rate 
payment via a swap.  

To do this exercise, a maturity date is chosen to show what the equivalent fixed rate yield is to 
that maturity date. It is done primarily to allow banks, like UBS, to present to potential buyers of a 
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bond, a way to compare yields of one instrument with yields of another, assuming that particular 
maturity date for the sub-debt.  

It is critical to understand that UBS presenting the sub-debt like this does not mean that a “like for 
like” to a standard fixed rate instrument can be determined.   
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3.2 Can UBS Rate Sheet Data Facilitate A Conversion? 

3.2.1 Question 2. (a) 

Consider the sample of bonds with call options provided in appendix 1, the UBS rate sheet 
provided as appendix 2, and the time series of yield-to-call provided in appendix 3. 

Is it possible to convert a bond yield from a yield-to-next-call to a yield-to-maturity (including the 
removal of the value of the call option) based on the information provided in UBS rate sheets 
(appendix 2)? 

3.2.2 Finding 

In my opinion, in regard to the bonds and data in the appendices, it is not possible to:  

1. Convert a yield from a yield to next call to a yield to maturity via a mathematical formula 
or other process. This is because some embedded calls can be valued while others 
cannot. Whether one is able to convert depends on the information available and the 
type of option that is embedded. In this case, there is not enough information in the UBS 
rate sheets to independently value either the option, or the debt component of the 
bonds; and 

2. Value the bonds’ options in a meaningful way in order to adjust the yields from a yield to 
next call to a yield to final maturity given the types of options that are embedded and/or 
the specific type of debt under consideration. 

Background 

The embedded calls in securities listed in the 3 appendices provided by AER predominantly relate 
to subordinated debt issued by FI. Twenty three (23) issuers of the twenty six (26) callable bonds 
in the appendices were issued by FI, and of these most were issued by Approved Deposit Taking 
Institutions (banks).   

Four (4) issues are perpetual subordinated debt, meaning the securities have no maturity date and 
are excluded from the analysis for this reason.  

The adjustment process for the value of the call in order to create a “standard” security with a 
fixed maturity date is the primary matter being considered. Consequently, I will first comment on 
the other nineteen (19) of those 23, this will be followed by a discussion on the calls in the other 
three (3) bonds. 

It is my view that from a practical point of view, some types of embedded call options can be 
valued meaningfully and others cannot be. An example of a kind of call option embedded into a 
security that can be valued is the call option type associated with a convertible bond. Convertible 
bonds are bonds issued by a company that have an interest rate return and an attached equity call 
option, or warrant. The equity call option attached to bonds can be valued independently and 
sometimes be stripped from the bond and traded separately altogether. In such cases, the issuer of 
the bond does not own the call option, the investor in the bond does.  

It is my view that the types of embedded calls in the bonds referenced in the 3 appendices cannot 
be valued in the same way. This is due to the type of call option in each of the securities and 
because the call option is owned by the issuer, not the investor.  
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In order to consider the type of the embedded calls in the 19 of the 26 callable final maturity sub-
debt in context, I will initially discuss the regulatory background and regulatory rules associated 
with the debt. These rules are relevant factors to be taken into account if these bonds are being 
considered for use in a debt benchmarking exercise, so this background will be useful in relation to 
other issues discussed later in this paper. 

Bank Regulations and Subordinated Debt 

The organizing body of global banking regulations is the Bank for International Settlements (BIS) 
which is located in Basel, Switzerland. BIS is known as the Central Bankers’ Central Bank and they 
set the principles that regulate the banks of countries that agree to be regulated, e.g. Australia. The 
regulations are known as the Basel regulations.  

In Australia, the relevant banking and insurance regulator, Australian Prudential Regulation 
Authority (APRA), also applies many of these principles to insurance companies.  

These regulations are designed to ensure the stability of the financial system through specifying 
rules and regulations regarding market, credit, operational and liquidity risk. Central to these 
regulations is the level of regulatory capital that each bank must have in place to support their 
business activities. 

Basel stipulates a framework for classifying, measuring and managing the risks associated with 
certain types of business, and the amount of capital that must be held in relation to certain types of 
business. These regulations have continually evolved over the last 30 years and the Basel 1 and 2 
rules have been implemented globally, although some countries due to local market conditions 
adjust the rules, e.g. Australia has varied the Basel 2 approach to credit risk weightings for 
mortgages. As a consequence of the Global Financial Crisis (GFC) in 2007/2008, an updated set of 
rules dealing with liquidity risk have been designed and are due to be implemented in Australia on 
1 January 2013. These rules are known as Basel 3.  

There are different types of regulatory capital defined in the Basel regulations. These are: 

• Tier 1 which is equity capital. Equity is permanent capital for a FI; and  

• Tier 2 which are other types of regulatory capital. This class of regulatory capital is 
further broken down into Upper and Lower Tier 2.  

Upper Tier 2 comprises components of capital that are essentially permanent in nature, 
including some forms of hybrid capital. The instruments categorized under Upper Tier 2 
are preference shares, cumulative mandatory convertible notes and cumulative 
subordinated debt. Four of the 23 callable bonds listed in the appendices are issued by 
FIs meet Upper Tier 2 capital requirements. 
Lower Tier 2 is comprised of capital that is not permanent and includes term 
subordinated debt and limited life redeemable preference shares.  Nineteen of the 23 FI 
callable bonds in the appendices fall within the Lower Tier 2 regulatory capital definition. 

Regulated Capital and the Valuation of Calls 

The above background is relevant to the discussion of: 

• valuation methods of embedded calls; 

• the ability to adjust the presented yield or credit spread of callable sub-debt; and 

• the ability to determine an effective maturity of callable FI sub-debt.  

An embedded call on the securities of the type in the 3 appendices is structured to give the issuer 
the right to call the bond and collapse the funding arrangement. In Australia, this structure has 
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predominantly been used in relation to subordinated debt issuance of banks as it qualifies for 
Lower Tier 2 Regulatory Capital. 

A condition of regulatory capital qualification is that its contribution to regulatory capital starts to 
diminish from 5 years onwards. Its regulatory capital contribution amortizes 20% a year after it has 
less than 5 years to maturity. A sub-debt piece with an original maturity of 10 years contributes 
100% to regulatory capital for the first 5 years of its life and from 5 years on, 20% a year less each 
year.  

The reason the regulator has this rule is to ensure an orderly re-financing of debt, thereby 
removing a single event re-financing risk if the regulatory capital declined in one “big step down” 
on the final maturity date of the sub-debt. 

FI sub-debt issuers, with regulatory approval, generally call their Lower Tier 2 issuance from some 
point after 5 years. Leaving the debt with investors beyond that point means it is no longer useful 
as Lower Tier 2 capital and the issuer is carrying expensive funding.  

The issuer does not have the unconditional right to call the sub-debt. It has the right to call the 
sub-debt, subject or conditional on regulatory approval.  

The value of this call is not able to be independently deduced by options pricing models because 
the exercise of the call is not determined by the inputs associated with such options models, like 
the Black-Scholes model. 

A call of this type obviously has value to the issuer, however there is no practical reason to adjust 
a callable FI sub-debt issues to be “call free”, because the FI sub-debt would never be issued 
without a call under current banking regulations.  

Other motivations for inserting calls into financing structures 

The other 3 deals of the 26 contained in the appendices also have embedded calls. The benefit that 
the call gives each issuer is discussed below. 

Embedded calls in Securitisations 
For securitisation of homogenous assets like mortgage or auto backed securities where the debt 
and the underlying pool of assets amortize simultaneously, calls allow the securitisation trust 
manager to collapse the structure. In general terms, a manager will collapse the structure when it 
is no longer an efficient way to finance. These calls are essentially “clean up calls” because they 
allow the securitisation to be “cleaned up”. Investors and issuers of this type of debt have back 
office and other administration costs that are fixed regardless of the amount of debt outstanding. It 
may also be the case that other forms of finance may be cheaper than the securitisation and the 
administrator of the assets wants to take advantage of that situation. 

  
The Rock and Rubble deal has a call feature known as a “soft call”. The Rock and Rubble deal is 
not a standard securitisation transaction because it is not able to exist without external support to 
the structure coming from Leighton. Standard securitisations are stand alone, bankruptcy remote 
structured finance vehicles. An example of a standalone securitisation is a mortgage backed 
security. The credit support in such securities comes from the assets within the security.  
 
In the Rock and Rubble deal, the credit support is from the assets within the deal first, but if they 
cannot fully meet the financial commitments to the bond holders, then Leighton will provide 
financial support from the Leighton balance sheet. 
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The call in the Rock and Rubble deal is to allow Leighton to collapse the arrangement. It was 
defined as being exercised at 4 years from issue date, at which point, if it were not exercised the 
portfolio backing it was to start amortizing. It was not called in July 2011. The call could have been 
exercised earlier than the 4 years if certain other conditions were met, all of them to do with 
Leighton’s liabilities and financing arrangements.  
 
In securitisation programs generally, calls are not able to be valued independently. They exist in 
order to manage the financing efficiently and only have value for that reason. There is an important 
difference to be recognized, namely the value in the call is not embedded in the security’s value, it 
is only the call that is embedded in the security. The value in the call belongs to the issuer. 
 
Embedded calls and flexible liabilities management 
Some issuers embed calls in capital markets structures simply to the extent they can be negotiated 
as part of agreed deal terms. Features like this are designed to give issuers the flexibility to call 
bonds from the public market and refinance if it suits them. The Adelaide Airport (New Terminal 
Financing bond) and DBCT deals contained in the appendices are calls of this nature. 

In both of these examples, the embedded calls are not able to be independently priced by options 
pricing models, e.g. Black-Scholes. These models price options by reference to a strike price, the 
volatility of an underlying variable that is traded in financial markets, exercise terms and maturity of 
the option. These variables are known, selected or observable in a public marketplace and input 
into the pricing model. The decision to exercise, or not, is determined by the interplay of those 
variables. Calls which allow the bond issuer to collapse the financing arrangement through a bond 
are not of that type.  

With respect to the type that allow a standard debt deal to be called, like the call in the New 
Terminal Financing bond, the exercise is determined only by the bond issuer’s debt management 
processes and needs. Investors will price this type of deal depending on what they view is the likely 
effective maturity date. This is negotiable depending on the type of arrangement being priced. 
Frequently, investors and issuers agree to a “make whole provision” which effectively “pays out” an 
investor for the spread that will not be earned because the call is exercised. If this is done, the 
investor is indifferent to the call as their re-investment risk to the early call has been neutralized 
because they are “made whole”. If such a provision does not exist, the investor prices the re-
investment risk when the bond is issued and the trading spread would reflect this situation. 
Regardless, the final maturity date can be assumed to be the effective maturity date with these 
types of calls.
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3.2.3 Question 2. (b) 

If the response to (a) is yes, provide a worked example of the conversion of a bond yield from a 
yield-to-next-call to a yield-to-maturity (including the removal of the value of the call option) for 
the final day of the relevant averaging period in sufficient detail to allow the AER to replicate this 
method for each bond in appendix 1 and for each day of the relevant averaging period. 

3.2.4 Finding 

The response to 2 (a) was “No”. 

3.2.5 Question 2. (c) 

If the response to (a) is yes, comment (with reasons) whether it is reasonable or not to adjust 
yields based on this method, including whether these adjusted yields-to-maturity are, in your 
opinion, comparable to the yields-to-maturity of other similarly dated standard bonds with similar 
credit ratings. 

3.2.6 Finding 

The response to 2 (a) was “No”.



   

AER – Debt Risk Premium Expert Report 

Copyright ©2011 Chairmont Consulting Page 26 of 100  

Commercial-in-confidence  

 

3.2.7 Question 2. (d) 

 If the response to (a) is no, comment on whether these unadjusted yields-to-call are, in your 
opinion, comparable to the yields-to-maturity of other bonds with similar credit ratings and terms 
to maturity. 

3.2.8 Finding 

The response to 2 (a) was “No”. The following is the answer to 2 (d). 

Unadjusted yields of FI sub-debt in the Appendices 

I do not believe unadjusted yields of the 23 FI sub-debt securities are comparable to other bonds 
of the same yield to maturity with similar credit ratings and terms to maturity. This is because I do 
not consider regulated sub-debt as a good proxy for other types of debt just because they have the 
same rating and term.  

I believe that the industry sector of the issuers, the fact that the debt is sub-debt and that it is 
regulated capital under global Basel conventions make it a very unique asset class. Therefore, I 
would rule it out a benchmarking process that relates to debt not being issued for regulatory 
capital under Basel conventions. 

Unadjusted yields of the other 3 debt securities in the Appendices 

Below is a discussion on these debt securities. 

New Terminal Financing Bond 
In my opinion, the final maturities of each bond associated with the New Terminal Financing 
(Adelaide Airport) and the DBCT Finance Pty Ltd callable bond could be used as the final maturity 
in a benchmarking process of a standard bond, if other features of the debt, i.e. term, credit, 
industry, structure, etc, made it appropriate to do so. The calls do not alter the maturity or value 
of the bond significantly, and for practical purposes, they should be ignored and the bonds can be 
considered “standard” for the benchmarking process. 

The calls in the New Terminal Financing (Adelaide Airport) deals allow the issuer to collapse its 
financing arrangement with investors anytime from 15 months prior to its final maturity. Calls like 
this are inserted into the terms of the bond in order for the issuer to have some flexibility in the 
management of its liabilities.  

The investors in the New Terminal Financing bond will probably have priced the debt piece as if it 
would not be called because they would want to be compensated for the maximum term they may 
be invested for. Investors have no control over the maturity date, given the call is owned by the 
debt issuer. As previously discussed, “make whole provisions” to the investor often exist in such 
calls. The UBS rate sheet does not give any information on whether the call has a “make whole” 
provision. These provisions compensate investors for any spread not earned via a running yield due 
to the bond being called. When these provisions exist, the investor will be compensated for the 
early redemption by being paid out the spread they would otherwise have earned in a lump sum.  

Whether or not these calls are exercised will depend on the refinancing plans and arrangements of 
their respective borrowers. The value of this type of call is to the issuer and it cannot be traded. 
Its value over the life of the bond is equal  to the value of the flexibility it provides the Chief 
Financial Officers (CFO) of Adelaide Airport and DBCT Finance Pty Ltd by it being there. 
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Given the nature of this particular call, I would treat each of these debt securities as if their 
maturities were a final maturity for the purposes of benchmarking.  

DBCT Finance Pty Ltd Bond 
With respect to the DBCT debt, there is a further complicating matter in respect to this debt 
which should be noted, and this point is relevant to a significant number of bonds in the market 
place with this feature. The DBCT bond was issued in 2006 prior to the onset of the GFC and it 
was initially issued as a AAA bond because it was wrapped by a then AAA monoline insurer called 
XL. Like most other monoline insurers, XL has had its credit rating downgraded.  Other monoline 
insurers have gone out of business and are no longer AAA. The rating of the DBCT debt, at BBB+, 
now reflects this fact.  

The use of this debt in a benchmarking process must take into account the debt’s age, its history 
and the fact that it is still wrapped by XL which may have continuing legal rights that need to be 
considered in any valuation exercise. I believe that these complicating factors should rule this debt 
out of the benchmarking process and preclude its consideration as a proxy for standard debt 
because it is credit wrapped. In my opinion, the wrapped nature of the debt would make the debt 
trade higher in spread than the credit rating and other features of the bond alone would imply.  

Rock and Rubble Bond 
With respect to the Rock and Rubble callable, I would consider that this bond’s call can also be 
ignored for the following reasons: 

• Rock and Rubble is a securitisation of Leighton Holdings Ltd (Leighton) receivables. This 
securitisation program receives financial support in the form of a cross guarantee from 
Leighton. This means that ultimately the credit risk in the debt facility is the credit risk of 
Leighton. This note was downgraded a day after Leighton was in October 2011. 

• This securitisation’s call means the issuer had the right to collapse the structure, if 
certain conditions had been met, or at 4 years. The structure was not called in July 2011. 
From that point, the security started amortizing. The effective maturity date is the 
expected weighted average life of the portfolio of receivables that back the 
securitisation. The effective average life is less than the final maturity date because the 
portfolio is amortising. The effective average life is approximately 2.5 years.  

The implication of the above is that for benchmarking, the Rock and Rubble debt security is of 
minimal value because of its complex structure and due to the Leighton cross guarantee driving its 
trading spread from a credit perspective. The yield on this asset is a combination of Leighton credit 
risk plus a yield for structural complexity which, ultimately, makes this note less liquid and demands 
a premium. The Rock Rubble deal is also of minimal value because its effective maturity date at 2.5 
years falls well short of the tenor of the debt being benchmarked which is 10 years.
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3.3 Can Bloomberg And Other Analytics Facilitate Adjustments? 

3.3.1 Question 3. (a) 

Is it possible to convert a bond yield from a yield-to-next-call to a yield-to-maturity (including the 
removal of the value of the call option) based on information sourced from alternative sources, for 
example, Bloomberg YASN function or other recognized approaches? 

3.3.2 Finding 

Based on the structures attached to the debt instruments referenced in the appendices, it is not 
possible to convert a bond yield from a yield-to-next-call to a yield-to-maturity, including the 
removal of the value of the call option using information sourced from alternative sources, e.g. the 
Bloomberg YASN function or other recognized approaches. 

There are 2 reasons why it is not possible to calculate an adjusted value for the callable bonds. 
These are: 

• the type of options embedded in the instruments are not the type of option that can be 
valued by a options pricing model like Black-Scholes; and 

• there is no observable credit curve from the issuers that reflects “standard” 
(unstructured non-callable) debt to which a structured bond can be compared. 

YASN, and other such analytics need a standard security of the relevant issuer, reflecting only 
credit and term risk, if any meaningful valuation of other features embedded into a structured 
security from that same issuer is to be made.  

By definition, if it is possible to observe an issuer’s standard debt curve, then the difference in yield 
of that curve and the yield of a structured debt security by the same issuer to the same maturity 
date is anything that is non-standard (the structure). 

If there are no standard debt securities to use as a base and no ability to value the option 
independently and appropriately, there are too many unknowns to make an adjustment to a 
structured security in order to do a “like for like” comparison. 

Options pricing models and the value of calls 

It appears that the word “option” has contributed to the complexity of the debt benchmarking 
process when callable debt structures are being considered for their use as a proxy.  

The floating rate trading spread in the UBS rate sheet for the callable bank sub-debt have been 
adjusted to reflect fixed rate yields that would apply at the 5 year call date or, if that has passed, 
the final maturity date.  

It is my opinion that the call option’s exercise date has assumed a degree of significance in this 
debate that is unwarranted and the confusion that it has caused cannot be directly relieved by 
asking questions about valuing call options. This is because it appears that UBS has only chosen 
maturity dates to present the sub-debt’s floating rate trading spread at a fixed rate equivalent yield 
to an assumed maturity date. It is a completely arbitrary exercise. The fixed rate yield presented at 
5 years, as long as it is based on the 5 year swap rate plus the trading spread is as legitimate as the 
fixed rate yield equivalent at 10 years, or any other point, as long as the swap rate to the chosen 
maturity date is the fixed rate used in the adjustment.  
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In my opinion, the question being asked in this paper should have been about why UBS presents 
the fixed rate yield to the call date or the maturity, not how that yield can be adjusted so it is like 
for like. The answer would probably be because UBS wish to show the trading spread in its fixed 
rate equivalent. Knowing this answer first would have demystified the nature of the security and 
confirmed that the call cannot be split from the security and that a “standard” sub-debt security 
cannot be simulated.  It might have saved time, confusion and error that the introduction of this 
class of security into the benchmarking process has caused. 

See Appendix 8 for a fuller discussion on this point.  

With that qualification, a discussion about the nature of the options embedded in the bonds noted 
in appendices 1-3 may provide helpful background. At a minimum it will demonstrate the 
limitations of YASN in connection to valuing embedded calls of this type in these securities. 

Embedded calls which collapse a financing structure  

In a general sense, the calls in the bonds in the 3 appendices provided by AER are designed to 
allow borrowers the right, subject to regulatory approval in the case of the FI sub-debt, to repay a 
financing prior to the final maturity date.  

There are many reasons why a borrower would like to have a call right embedded in the structure. 
These include:  

• An issuer may believe cheaper sources of finance will become available prior to maturity 
date, or wants to plan for that possibility. The call in the Adelaide Airport/New Terminal 
Financing bond allows the airport to plan the management of its debt liabilities. Its final 
maturity is 15/9/2015, although the bond is callable from 15/6/2014. The call is of value 
to the bond issuer and its value is the savings potential if a lower cost of refinancing 
becomes available and the borrower wants to take advantage of that prior to the final 
maturity date.  

• A FI may wish to manage their regulatory capital position. With respect to the 23 Tier 2 
subordinated and perpetual debt securities in the appendices, the motivation to exercise 
the call will reflect the regulatory environment’s impact on the capital structure and 
capital management of the entity.  

o For Upper Tier 2 capital, the call allows an issuer to repay perpetual debt 
subject to approval. It may seek to do this because Basel Regulations with 
respect to perpetual debt may change and that the type of capital is no longer 
useful or a modification of the instrument is required.  

o For Lower Tier 2 sub-debt capital, the call allows the issuer, subject to 
approval, to call the sub-debt that is less than 100% useful as regulatory capital, 
and then re-issue it gaining the full regulatory benefit.  

• A securitisation manager may wish to collapse a financing structure with such a call. At 
some point in a securitisation structure’s life, the administration costs associated with 
that securitisation trust per dollar outstanding makes the structure inefficient for 
investor and issuer alike. The embedded calls in securitisations allow the securitisation to 
be called and “cleaned up”. The Rock and Rubble deal has this type of embedded call. 

In all of the 3 cases described above, the purpose of the embedded call option is to allow debt 
and/or capital administration and management. It is purely designed to collapse the financing so that 
more efficient alternatives can be put in place. 

Exercising the types of call options described above is driven by capital efficiency, low cost debt 
administration and/or the flexibility to manage physical debts outstanding.  
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To demonstrate the point it may be easier to consider the home loan situation. When someone 
buys a property they borrow money from the bank. They are the borrower and the bank is the 
lender. Another way of looking at this is that the bank is an investor (lender) and the person is the 
issuer (borrower). The bank is investing in the borrower and are taking a credit risk that they will 
repay the loan. The home loan borrower has an embedded call that allows them to repay the loan 
at anytime either by paying it off prior to the contract maturity date, or re-financing it with another 
lender. These rights are “embedded calls” in a standard mortgage product even though people do 
not refer to them by that name. 

The types of embedded options related to the debt in the appendices are primarily designed to 
collapse financing arrangements and were not meant to be priced by Black-Scholes type options 
pricing models, and they can’t be. This is because the variables or decision metrics that underpin 
these options, like the funding plans and choices of an issuer’s CFO, cannot be input into the 
option pricing models. 

Mathematical models, e.g. Black-Scholes, are designed for financial input variables, e.g. spot rates, 
volatility and time, that relate to an underlying financial instrument, e.g. spot foreign exchange, oil 
futures, bank 90 day bill interest rates, etc. These traditional pricing models need to observe these 
sorts of variables so as to price the types of options they are designed to price.  

The impact that the embedded calls of the securities in the appendices have on their price/yield 
could be valued if standard curves of each issuer existed, but they don’t. The debt of these issuers 
is either not issued without calls, as in the case of FI regulatory capital and Rock and Rubble, or 
there is no standard debt that is issued for them to be compared against, as in the case of the 
issues by New Terminal Financing Ltd and DBCT Finance Ltd.  

Embedded calls that can be priced via models 

Option pricing models value an option using inputs such as the volatility of the underlying variable, 
the length of the life of the option and the strike price of the option relative to the current price of 
the financial variable on which the option has been written. The options value increases if the 
strike price of the option relative to the price of the variable in the market place moves the option 
“in the money”, and if the opposite occurs the option is “out of the money”.  

There is a significant amount of terminology with tradable options that at times is confusing. There 
is the Option Writer which is the organization that “writes” or “sells” the option. There are two 
types of options. There is a call option which gives the option holder the right, but not obligation 
to buy at an agreed price. Then there is a put option which gives the option holder the right, but 
not the obligation to sell at an agreed price. The agreed price is referred to as strike price. 

The following example demonstrates:  

The option writer sells a 6 month call option that allows the option buyer to buy 10 
widgets at a strike price of 7 cents. The option is written (sold) when the market for 
widgets is 4 cents. At the time of writing the option, the option is, therefore, “out of the 
money” because one can buy widgets in the market at 4 cents, which is cheaper than 
buying them at the strike price of 7 cents. The option still has value because over the 
next 6 months, the market may move higher than 4 cents. It may even move higher than 
7 cents, at which point the option would be “in the money”. The greater the price 
volatility of the widgets in the marketplace, the greater is the value of the option as there 
is an increased probability that the option may end up “in the money”. 

At any point in time, the value of this option is related to the time left before it expires, the strike 
price, the current market price for widgets and the volatility in that price. Notwithstanding that 
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there can be slight differences in pricing models and that there can be a variety of views on the 
widget market and a range of appetites to buying and selling widget volatility, the option itself has 
value that can be calculated by anyone with an appropriate pricing model, knowledge of the 
option’s terms and can observe the market for widgets. The value of the option is intrinsic to the 
option.  

It is a different paradigm of value to the value of the embedded call related to financing term, which 
is an option to refinance early. Such an option is not an option based on volatility in the price of 
financial variables or the price of a commodity.  

The option to refinance a debt facility is only of use to the borrower which has that debt facility. It 
is a negotiated feature of a debt facility. It could never be a traded financial instrument because the 
option to refinance early cannot be transferred to another borrower. 

The importance of these fundamental differences cannot be overstated. The tradable options 
described above in the widget example can be sold from one holder to another. This can’t be done 
with embedded calls in sub-debt as it is the debt issuer who has the right to call, not the debt 
holder or investor. In tradable options it is the holder of the option that has the right to exercise 
the option, not the option writer.  

Based on the information available and the type of options under discussion, it is not possible to 
adjust the callable bond data to its equivalent in “standard” bond terms by using a method that 
values the options independently because the options are not of the kind that has intrinsic value in 
them that is part of the security’s value, i.e. the callable bond cannot be adjusted by using the 
options valuation method described in the answer to Question 1 in Section 3.1.2. of the Report. 

Bloomberg’s YASN function 

Another way to value the options is to compare the value of a bond with an option to the value of 
a bond without an option. This is via the Yield Curve Comparison method as described in the 
answer to Question 1.  

This method examines the difference in yields between 2 bonds issued by the same issuer, one 
with an option, one without. The difference, by definition, is the value of the option. This is 
essentially the paradigm on which the YASN function on Bloomberg is based.  

The starting point for such a process is knowledge of the standard debt curve for the issuer. From 
this, YASN attempts to calculate the value of the structural features that have been “added on” to 
a standard bond. The valuation methodology is to compare the running yield of a structured debt 
instrument with the running yield of its standard bond equivalent.  

This valuation and “adjustment” process is not possible for the callable bonds contained in the 
appendices. This is because: 

• An identifiable standard credit curve is not possible to observe, because there are not 
enough standard (credit risk only) bonds issued by the relevant issuers; and 

• Therefore, the options in the callable bonds cannot be valued. There is no meaningful 
way to value the embedded calls in each issuer’s debt without comparing bonds with 
calls to bonds without them. 

The above deficiencies mean that YASN and other analytics that rely on the same method cannot 
practically be used to meaningfully value the calls in question and thereby allow an adjustment to 
occur so that yield-to-next call securities may be observed as if they were yield to maturity 
securities. 
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The availability of “standard debt curves” for comparison purposes 

Twenty three of the 26 callable notes in the appendices are FI subordinated or perpetual debt. The 
callable feature reflects the regulatory regime in which the issuers operate and they do not make a 
practice of issuing this kind of debt unless it is in relation to that regulatory regime.  

This is because the debt is expensive debt if an FI is only trying to raise finance. FI issuers are 
prepared to pay a high cost, relative to senior debt, for subordinated or perpetual debt because it 
is debt capital that can be used for regulatory capital. Banks and insurance companies can gear their 
regulatory capital and conduct business as a result. This is what makes debt associated with Basel 
regulatory capital driven issuance unique in the Australian debt capital markets. 

As market practice is for FI to issue all regulatory debt with calls, by definition, there is no 
“standard” sub-debt or perpetual debt curves for that kind of issuer. It follows then, that if there 
needs to be a standard debt curve from which a call may be valued, and if this standard curve does 
not exist, then it is not possible to value the call using the comparative yield curve analysis 
approach.   

The implication of there being no “standard” debt curves for FI subordinated and perpetual debt is 
that the embedded calls in FI regulatory debt issues cannot be valued by comparing a curve with 
the calls to a standard curve without the calls.  

It is a somewhat circular debate. The calls cannot be valued in order to adjust the bonds to their 
“without call” equivalent, because there is no standard curve to do that, and; if that curve existed, 
the adjustment would not be needed because I would already be able to observe a standard 
(without call) curve.  

With respect to the other 3 of 26 bonds in the appendices, the same general point applies, which is 
that there is not enough knowledge about or ability to observe the issuing entities’ standard debt 
curves. This means there is no standard curve that can be used as a base to compare a curve of 
securities with structures in them. 

The Rock and Rubble securitisation debt with its call feature presents the same issue, namely, that 
it is not possible to identify a “standard, non-callable” Rock and Rubble debt curve to be used as a 
baseline. It may be possible to compare Rock and Rubble debt that is financially backed by Leighton 
to a standard Leighton debt curve. This may provide some indication of the impact of the 
securitisation structuring on the unstructured “base” Leighton debt curve, but not a separate value 
for the call. If this were done, it would give you a good estimate of the discount necessary to 
purchase the structured version of Leighton credit, including the call.  

There is not enough standard Adelaide Airport debt to value the call in the callable New Terminal 
Financing (Adelaide Airport) bond on YASN. Regardless, given the type of call it is and because the 
issuer has paid a spread on the debt as if it went to final term, I do not believe this particular debt 
security needs any adjustment to be considered standard debt, i.e. it is arguably already carrying 
the debt spread of a standard piece of debt. This is because it is reasonable to assume that the 
investors in the debt would have priced it as if they were holding it to maturity.   

The same logic applies to the issue of the value of the call in the DBCT bond. 

Standalone, independent valuations, transferable options 

The calls in all cases do not have an intrinsic value that can be valued via a stand-alone quantitative 
model that requires inputs of “known variables” to find an “unknown”. Options that can be valued 
by Black-Scholes type models can exist without being attached to a security. The embedded calls in 
the bonds in the appendices cannot. 
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When “Black-Scholes type” options are attached to a security, they are generally about yield 
enhancement or about giving the investor a security which has a multi-market exposure where 
credit, interest rate, debt, commodity, foreign exchange and equity can all be part of a mix 
presented in a “structured note”.  

The types of call options in the securities in the appendices under discussion are not options of this 
nature. They do not relate, for instance, to a issuer which has the right to call the floating rate 
bond, if 3 month interest rates go higher than x% and they do not relate to that same issuer that 
has issued a fixed rate bond with a call in it if rates fall below y%.  

The value of both of these kinds of options can be stripped out of the other terms of the bond 
when the security is being valued because interest rate options markets are well established, the 
market for interest rates is readily observable and the strike price and exercise terms are well 
documented.  

Option Adjusted Spreads (OAS) column on Bloomberg YASN function 

When structural features attached to debt instruments have variables within them that are traded 
in markets like equities, interest rates, credit, foreign exchange or commodities, they can always be 
valued by an analytic that de-constructs and values the implicit market risks. This value can then be 
expressed in common terms, i.e. a dollar value, and spread over the life of the relevant debt 
instrument in order to gauge the implicit interest payment/yield.  

The Option Adjusted Spread (OAS) column in YASN shows the yield of a structured note adjusted 
for the value of the structure. The method implicit in YASN has the structure valued by the yield 
curve comparison method, not by an independent valuation method such as a Black-Scholes 
options pricing model. YASN allows one to observe the credit spread of a structured note as if it 
was an unstructured note. It converts the value of a structural feature into “normal” interest rate 
terms.  

Hence, it can allow debt securities with different structural features to be compared on a common 
basis of a standard debt instrument’s curve for that issuer. It allows a potential investor to assess 
the value of the structured investment choices on a common basis, or it allows an issuer to assess 
where their credit is trading in the market place by adjusting away the value of embedded features. 
In the case in question, YASN cannot be used to value the option and thereby adjust the callable 
sub-debt to its standard equivalent because there is no “base credit” curve to base the comparison 
on.  

YASN is meant to be used to value options by comparing a yield curve of bonds with embedded 
options to a yield curve of bonds without embedded options. It is not a weakness of the YASN 
analytic that it can’t be used to “discover” a “standard” curve for sub-debt because there is 
insufficient information to use it effectively. YASN can’t be used because it is supposed to be used 
to show an OAS of a structured security by comparing the structured security to a (non-existent) 
standard security or yield curve that is observable in the marketplace.
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3.3.3 Question 3. (b) 

If the response to (a) is yes, provide a worked example of the conversion of a bond yield from a 
yield-to-next-call to a yield-to-maturity (including the removal of the value of the call option) for 
the final day of the relevant averaging period using the alternative information source(s), in 
sufficient detail to allow the AER to replicate this method for each bond in appendix 1 and for each 
day of the relevant averaging period. 

3.3.4 Finding 

The answer to 3. (a) was “No”. 

3.3.5 Question 3. (c) 

If the response to (a) is yes, comment (with reasons) on whether it is reasonable or not to adjust 
yields based on this method, including whether these adjusted yields-to-maturity are in your 
opinion comparable to the yields-to-maturity of other similarly dated standard bonds with similar 
credit ratings. 

3.3.6 Finding 

The answer to 3. (a) was “No”.
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3.4 Subordinated Debt  

3.4.1 Question 4. (a) 

Consider corporate bonds which are subordinated debt.  

Describe, in general terms, what factors debt market practitioners consider when comparing the 
yields on subordinated bonds with the yields on otherwise comparable standard bonds (that is, 
comparable standard bonds with respect to credit rating and term to maturity). Include in this 
response the extent to which the subordinated nature of a bond is reflected in its credit rating. 

3.4.2 Finding 

Background discussion on the capital structure of an entity 

When a borrower lends to an entity there is a risk that the borrower cannot service the loan 
properly, i.e. the borrower may not pay their interest payments on time and it may also not be 
able to repay the principal on the loan contract maturity date, or at all. 

From a risk management perspective the provider of capital to an entity, when assessing the risk of 
non-servicing considers the: 

• overall risk that the entity fails to repay; and  

• degree to which it is exposed to these risks within the entity via its position in the capital 
structure. 

An entity exists when capital is provided by investors. The owners of an entity contribute equity 
capital and lenders to an entity contribute debt capital. The equity providers take most of the risk 
because they have access to the revenue the company makes after all the company’s other 
obligations have been serviced. They receive most the reward for this but carry the greatest risk as 
they rank last in an insolvency situation. In terms of the risk/reward equation, equity is at one end 
of a capital structure.  

At the other end of the risk spectrum is a senior secured lender. This type of lender has lent 
money to the entity, but the lending arrangement includes access to external collateral if the 
borrower cannot repay from within the borrowing entity. Collateral may be access to a guarantee 
from a third party, or it may be in the form over a mortgage over a fixed asset that can be 
liquidated if debt servicing is compromised.  

In between these 2 ends of the capital structure continuum, there are other types of lenders. 
Senior unsecured lenders are distanced from risk by having superior rights to the cash flows of the 
business vis-à-vis junior lenders.  

Lenders that have inferior rights to other lenders are subordinated to those lenders.  

The degree of subordination and position in capital structure is ultimately about access to company 
assets and cash flows, including in the event of liquidation.  

Subordinated debt versus senior debt 

When debt market practitioners compare yields on subordinated debt/bonds with yields on senior 
debt, they consider many factors, including the ones listed below, in no particular order:   
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• Industry sector; 

• Regulatory risks; 

• Refinancing risks; 

• Capitalization (size); 

• Ownership structure - Listed entity, private company or project? 

• Value of bonds in the marketplace; 

• Trading history of bonds; 

• Gearing level, volatility of earnings, risks to servicing debt; 

• The degree of subordination; 

• Terms associated with sub-debt debt versus senior debt; 

• Cumulative or non-cumulative interest payments; 

• Lock ups and financial covenants with respect to debt/interest coverage; and 

• Structural features (callable, put-able, step ups, downgrade protection). 

The subordinated or junior lender faces the general risks that the entity becomes stressed and a 
higher debt recovery risk due to its inferior position in the capital structure.  

Credit ratings reflect the Probability of Default and Agencies seek to be consistent across debt 
products and industry types. Each ratings band generally reflects a similar default probability and 
the determination of that takes all known and anticipated factors relevant to the entity in question. 
Subordinated debt is generally assigned a rating one notch below the senior debt from the same 
entity. This is due to the lower position in the capital structure that sub-debt occupies and is 
largely an arbitrary convention that reflects the reality that credit quality of sub-debt is less than 
the senior debt of the same entity (and also less than similarly rated senior debt of other entities).  

The total gearing of the entity and the size of the subordinated debt capital relative to senior and 
secured debt is relevant. The lower down the capital structure the subordination is, the greater 
the risk of default and loss. Default and loss are not the same. A loss occurs after a default has 
occurred and, if a loss occurs, after the recovery process has been finalized.  

The FI subordinated debt holder, and holders of sub-debt issued by other regulators, also have 
regulatory risk which is the risk that regulatory rules are applied in a way that is a negative to debt 
holders. Each regulated industry faces its unique version of regulatory risk.  

Expected Loss 

Expected loss is a combination of the Probability of Default combined with the Loss (expectation) 
Given the Default (PD*LGD). If the Probability of Default is 2%, and the expected loss if there is a 
default is 40%, then expected loss is 0.02 * 0.4 = 0.008. In this example, the combination of default 
and loss given that default is 0.008, or 0.8%, meaning, an investor in a note with those risk factors 
attached to them will “expect” to lose 0.8% of their capital when they invest in a note with these 
risk factors.  

This is a portfolio risk management concept and those who manage a portfolio of debt risks make 
sure the returns from their portfolio are commensurate with those risks and any others it 
perceives are relevant.  

For instance, all other things equal, a portfolio manager looking at a bond with the risk factors 
above, would want to return at least 0.8% above the cost of funds required to hold the bond to 
compensate for the credit risk component. The portfolio manager would also want a return for 
uncertainty, macro-economic risk, maturity and other factors they may want to take into account.  
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Being able to trade a bond easily, for instance, reduces risks because that bond can be sold, and 
therefore, some risks can be avoided. When it is hard to sell a bond, the number of perceived risks 
requiring compensation via a larger trading spread increases. The longer the “risk horizon” and the 
harder it is to trade a bond, the more risks are relevant because the debt holder may be “stuck” 
with them.  

Credit analysts look at a variety of factors in assessing the creditworthiness of the debt of entities. 
Some are structural and quantitative, e.g. security, ratios, gearing, interest cover, volatility of 
earnings, stress testing scenarios, etc, and there are also qualitative and operating environment 
factors, e.g. industry positioning, geographical exposure, the reputation of executive management, 
financial flexibility, “too big to fail” factors which might mean industry/government support, number 
of years of industry experience, brand value, etc. This means that each credit analyst can have 
different views on the meaning of the Probability of Default when assessing the credit of a 
borrower. They can also have different assessments of a Loss Given the Default.  

Traders of credit and portfolio managers can also have different views on credit risk and this is one 
factor that banks, traders and portfolio managers of credit risk use in seeking differentiation, 
greater success and enhanced profitability. 

Both qualitative and quantitative factors can be subject to judgment calls on a specific factor’s 
degree of relevance. Ratings are Agencies view of capacity to repay debt and its operating 
environment generally.  

There are some general high level risk assessment observations that can be made: 

• Entities which encompass a specific project are generally perceived to be higher risk than 
well diversified entities. Such entities may be perceived to have concentrated exposure, 
e.g. Cross City Tunnel vs Transurban. The applicability to APA being the extent to which 
APA has concentrated business risks; 

• Entities which are small are generally perceived to be of higher risk than those that are 
large. Such entities may have higher average costs, less access to reserves and capital and 
lack economies of scale, e.g. Metcash vs. Woolworths. The applicability to APA being the 
benefits it has from economies of scale; 

• Entities in industries that face a volatile operating environment and/or large operational 
risks. Such entities may have a higher probability of encountering a perfect (negative) 
storm than those where there is a stable operating environment, e.g. retail business vs. 
APA; and 

• Entities that have a strong competitive advantage (dominance, economies of scale, 
regulation) are seen as having less risk than regulated entities, e.g. APA, Energy 
Distribution companies, Airports vs Power Generators.  

Debt capital markets and the trading of debt 

Debt capital markets is a term used to describe every debt market. It is an amalgamation of 
markets for different entities and types of debt. 

Similarly rated, same maturity debt pieces are not “similar” just because they have the same 
ratings. Other factors matter, especially when debt is being traded in markets.  

For a benchmarking exercise to have integrity, the data must come from a market that is a 
legitimate proxy for the debt being benchmarked. A debt market for callable FI sub-debt issued for 
regulatory capital needs is a very specific debt subset of the overall debt market. In my opinion, it is 
useful for benchmarking only when one is trying to benchmark a callable piece of sub-debt from an 
FI. 
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With respect to observed pricing of debt in traded debt capital markets, the following can also be 
stated: 

Macro Sentiment 
Notwithstanding that idiosyncratic credit risk exists per entity, “macro” sentiment, and perceptions 
about macro sentiment, play a large role in the process of pricing debt traded in debt capital 
markets. A negative perception generated by macro developments, e.g. global sovereign credit 
concerns, global reform of banking capital and risk regulations, the GFC, slowing global growth, 
bear markets in equities, etc, are more likely to impact in a credit risk perceptions in a negative 
way, but not uniformly: 

• subordinated capital markets debt more than senior capital markets debt; 

• debt issued by banks more than debt issued by industries not subject to the issues the 
banking sector has been facing since the GFC;   

• senior capital markets debt more than senior debt provided by a banking syndicate; 

• lower rated debt vis-à-vis higher rated debt; and 

• longer term debt more than shorter term debt. 

 
Industry of Issuer 
Differences exist between industries. Some will be perceived as stable, others volatile and cyclical. 
When an Agency analyst assigns a rating, they use all known information and seek to be forward 
looking and seek to provide a rating reflecting a medium term outlook. Such a rating cannot take 
into account new events and perceptions forming that might push an industry or entity outlook 
positively or negatively away from that medium term outlook. Different industries and entities will 
also have different experiences in a loss situation – recovery rates will vary. Accordingly, capital 
markets will assign different risks and future risks different trading spreads to compensate. The 
number of and differing factors relevant in the pool of total risk faced by a debt holder in capital 
markets cannot be expressed in a rating by Agencies.  
 
Mark to Market 
Traders of debt in capital markets are exposed to the volatility in the value of debt instrument held 
and their profit and loss statements are “marked to market” daily to determine any unrealized 
profit/(loss). This is a requirement of regulators, shareholders and auditors. If they know a bond is 
less liquid, they will be especially vigilant when pricing and trading a bond and this means taking into 
account all risk inputs associated with the bond, like the industry of the issuer and issuer specific 
risk, as well as specific factors that may have come to the attention of the trader. Illiquidity always 
requires a premium in trading markets and that premium is even greater when a bond possesses 
negatively perceived idiosyncratic risks.   

As a general rule in a bear market, risk is overestimated, whereas in a bull market risk is 
undervalued. This applies to all markets whether they are debt, equity, property or commodities.  
In markets where the risk environment is negative, debt will be a “marked out” (its trading spread 
will increase) to the degree that the risk environment impacts that debt. 

 

Debt & Regulatory Capital 
Risk weightings assigned to debt holdings for regulatory capital calculations impact the capital 
market’s assessment of trading spread. If bank A’s sub-debt, for instance is held on a bank B’s 
balance, it detracts from a bank B’s regulatory capital. Banks therefore, do not hold another bank’s 
sub-debt on their balance sheets and regardless of the sub-debt’s rating, will not price it akin to a 
similarly rated corporate debt. As a result, sub-debt trades structurally higher in spread because of 
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its regulatory treatment, among other things. Insurance companies that hold sub-debt are also 
subject to this capital treatment. Bank sub-debt therefore has a smaller investor pool than other 
types of debt. It is unique because banks do not get capital subtracted to that degree for other 
classes of debt. For banks, sub-debt gets the regulatory capital treatment akin to an equity position. 
 
Rating Agencies – A Risk Snapshot 
As it has been demonstrated not all debt is impacted in the same way by the same factors or to the 
same degree over time. Ratings are a “snapshot” of a balance sheet and operating environment at a 
point in time reflecting historical company performance and Agencies’ future perception of 
operating risk environment.  

The closest Agencies get to being contemporaneous is with their “ratings watch” concept. A 
ratings watch notice allows Agencies to indicate that the operating environment in the industry or 
an entity is changing with negative, or positive as the case may be, ratings implications.  

Such a perception currently applies to the ratings of banks and FI for number of reasons including, 
right now, the high levels of Government debt in the Euro zone. It is fair to say that the “market” 
is way ahead of the Agencies to the point where the market has already “priced in” the 
deteriorating credit quality of banks to the debt of FIs. Traders didn’t need the Agencies to make 
them aware of these factors. 

Sub-Debt and the Current Economic Environment 
As a consequence of the GFC of 2007/08, bank regulators, through Basel, have announced 
measures to require banks to hold more capital. This has created a negative perception on the 
supply of FI sub-debt that has flowed through to bank sub-debt trading spreads and the price of 
bank shares. Bank sub-debt spread levels reflect these pressures which are compounded by the 
term and illiquidity of the asset class.  

An example of this being the contagion from the sovereign debt crisis in Europe will impact banks 
much more directly than entities in other industries. If debt write offs and defaults are occurring, as 
they are presently in the Eurozone and USA, it is bank capital that is being written off. It is very 
reasonable to assume and, in the circumstances, inappropriate not to assume, that the debt of 
banks, particularly the sub-debt of banks is going to be more negatively affected by these sorts of 
developments than the debt of entities from other industries.  

Traders understand these risks and have “marked out” bank sub-debt vis-à-vis other traded debts 
because the environment is particularly risky for banks right now. Not only is capital being written 
off; regulations about capital requirements are being tightened. Both of these make the risks 
attached to the sub-debt of banks particularly acute in the current market place and this is 
reflected in their trading spreads. For sub-debt spreads to be seen as good proxies for 
infrastructure debt, the benchmarking process would have to assume that these types of risk 
perception also apply to the debt being benchmarked.   

A trader is not necessarily marking debt in this sort of situation at a price that only reflects credit 
ratings and credit risk. The trader is taking a defensive position by marking debt at a price spread 
which will prevent their portfolio from being sold a risk, i.e. a debt they do want. The “market 
risk”, per se, is what the traders seeks to price in, or out, when they price a bond. Market prices 
reflect more than credit risk of an entity when macro risk sentiment is “anti” risk. This factor is 
more relevant the less attractive the debt is to the market and the less market liquidity there is for 
that debt.  

As far as trading sub-debt is concerned, it is generally understood that sub-debt, as a class, is less 
liquid than senior debt and, as a result, all other things equal, sub-debt will trade at a higher credit 
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spread than senior debt. Sub-debt, especially bank sub-debt carries greater risks than those just 
expressed in a credit rating.  

In conclusion, a senior debt of the same rating and maturity as a sub-debt is not an “apple with 
apples” comparison. Investors and lenders do not only go by ratings when assessing whether debt 
should be in their portfolio. They will consider all the features of the debt extremely important and 
these are incorporated into the market price.  

More importantly, even if the seniority of the debt is ignored, portfolio managers, traders and risk 
managers would consider that, even given a similar rating, debt of one industry faces different risks 
of debt from another and that each type of risk receives a different costing and weighting in a 
decision as to what the credit spread should be to compensate for those risks. 

Ratings clusters 

The markets of debt trading in ratings bands, like AAA, AA, A or BBB rated debt, are 
amalgamations of markets for debt of unlike entities and industries. Ratings do not take into 
account all of the differences that the capital markets do. An example of debt from the same 
ratings band trading at different levels is in Graph 1 below.  

The following graphs demonstrate this general point. In Graph 1, most of the debt has been issued 
by government or near government issuers, so the disparity of industry in that sample is not as 
great as the disparity of industries in other ratings bands. If anything, the differences evident here 
between different issuers are more subdued than what most ratings bands would show.  

 

Graph 1: Selected Fixed Rate AAA Debt Trading Levels 

Source: Yieldbroker data as at 18 November, 2011 

Graph 2 is from the US market and is a graph of AAA General Electric debt against the US 
Treasury (UST) curve over the course of the last 4.5 years. Both of these graphs show that when it 
comes to debt spreads, rating is not the only factor that determines where the debt trades. These 
graphs should be enough to show the weakness of a benchmarking approach that primarily uses 
ratings to assess whether or not an observed trading yield should be ruled “in” or “out” in 
connection to of a proxy selection for a debt benchmarking. 
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Graph 2: AAA Trading Spreads - March 2015 GE Bond over February 2015 US T-Bond 

Source: Bloomberg. Data as at 22 November 2011. 

The GE spread to UST shows the market perceiving an deteriorating credit worthiness in GE from 
August 2008. This resulted in a 200-300 point weakening in the credit spread that lasted until 
March 2009 when GE’s rating was downgraded. At this point, the spread came back to its historical 
level. This could have been for any number of reasons including what is known in the markets as 
“sell the rumour/buy the fact”, which means that by the time the event you were trading for 
occurs, you should take profit. It may also have been partly because sovereign credit risk started to 
become the major issue, as UST were sold off. The reasons don’t really matter. The point is that at 
any one time, trading spreads can change without a rating change.  

The implication being that using ratings alone, in a vacuum, is not conducting an appropriate 
benchmarking process as context matters. This means that for the benchmarking exercise, the 
rating of banks’ sub-debt alone is not enough to make it an appropriate or relevant proxy for the 
debt of every issuer or industry, even if the rating is the same.  

With respect to sub-debt, whether or not the call can be valued is a second, third or fourth order 
issue in consideration of its worth as a proxy in my opinion. 
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3.4.3 Question 4. (b) 

Comment on whether the yields for the subordinated bonds in Appendix 1 are comparable to the 
yields on otherwise equivalent standard bonds, including whether any adjustments are necessary to 
facilitate like-with-like comparisons.  Any comments should specifically discuss the expected 
magnitude of any adjustments. 

3.4.4 Finding 

I do not believe the yields of all the subordinated bonds in Appendix 1 are comparable to senior 
bonds that have the same credit rating as the subordinated bonds. Most of the reasons have been 
discussed above, in answer to Question 4 a).  

I do not believe it is possible to make adjustments to the subordinated bonds in Appendix 1 so that 
they may be considered standard yield to maturity bonds nor do I believe there are “like for like” 
comparisons to be made between these FI subordinated bonds and non-FI non subordinated 
bonds. For the reasons outlined earlier the FI sub-debt asset class is a very unique asset class that 
makes FI sub-debt inappropriate bonds to have in a benchmarking process relating to other types 
of debt. 

3.4.5 Question 4. (c) 

If any adjustments are outlined in (b), provide a worked example of these adjustments for the final 
day of the relevant averaging period in sufficient detail to allow the AER to replicate this method 
for each bond in appendix 1 and for each day of the relevant averaging period. 

3.4.6 Finding 

No adjustments are outlined in (b). 

3.4.7 Question 4. (d) 

If any adjustments are outlined in (b), comment (with reason) on whether it is reasonable or not to 
adjust yields based on this method (separate to any adjustments to remove the value of the call 
option), including whether these adjusted yields are, in your opinion, comparable to the yields-to-
maturity of other similarly dated bonds with similar credit ratings. 

3.4.8 Finding 

No adjustments are outlined in (b).
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3.4.9 Question 4. (e) 

If no adjustments are outlined in (b), comment on whether these unadjusted yields-to-call (that is, 
yields-to-call on subordinated bonds) are, in your opinion, comparable to the yields-to-maturity of 
other bonds with similar credit ratings and term to maturity. 

3.4.10 Finding 

Notwithstanding that FI sub-debt can be called from the point the debt has less than 5 years to 
final maturity, it is my conclusion that the trading spread of this sub-debt already reflects the final 
maturity date and that no adjustment can be made to the callable sub-debt’s structure. It is a fact 
that the maturity will be between 5 and 10 years. Nothing else is certain or known. For analytical 
purposes, it can only be arbitrarily chosen. See Appendix 8 for a more complete discussion. 

As the reader of the paper would be aware, I do not believe the sub-debt should be in the group of 
proxies for this benchmarking process at all.  

In summation, it is only because it is in the list of questions asked that I have discussed the 
valuation of an embedded call as a separate issue. I believe the call’s existence in the securities is 
largely a low order issue. Much more important is the fact that the bank sub-debt is firstly, sub-
debt and secondly, is issued by banks. Those 2 features alone render it inappropriate for 
consideration as a proxy of a standard corporate debt instrument.  

Furthermore, I cannot recall a situation where I, or any other debt markets practitioner known to 
me, felt the need to try and adjust the maturity of a piece of FI sub-debt so that it would be akin to 
“standard debt”. Embedded calls are part and parcel of FI sub-debt, so debt markets practitioners 
would not face a situation where they needed to consider a piece of FI sub-debt with a call to a 
piece of sub-debt that had no call.  

In my view, the subordinated nature of the bond makes it a very low quality proxy for senior 
bonds of any maturity.  

Sub-debt and the GFC 

One final point, given the GFC has led to a commitment by politicians globally to reform the 
banking system and that this essentially means new rules relating to liquidity risk and regulatory 
capital, as defined in the Basel accord, it is my view that there is a heightened degree of regulatory 
risk relevant to FI sub-debt in the current market environment.  

Given that general risk environment is currently negative and that there is a heightened regulatory 
risk environment for FI, in my opinion, there are probably more negative factors weighing on FI 
sub-debt now vis-à-vis other types of debt, all other things equal.  

In my opinion, this would reinforce my conclusion that FI regulatory capital debt is a poor proxy 
for debt from other industries, even if it has the same rating and maturity, and even if an adjusted 
maturity for sub-debt could be reasonably determined so that they were “like for like” with 
standard debt on that basis. 

The impact of the GFC, and the subsequent introduction of the Federal Government Wholesale 
Guarantee on debt spreads in Australian was significant. 
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3.5 Benchmarking 

3.5.1 Question 5 

Consider a fixed rate corporate bond issued by an Australian company, in the Australian market, 
with the following characteristics: 

• BBB+ credit rating 

• term to maturity of ten years 

• no non-standard features 

• For the relevant averaging period, and consistent with the above characteristics comment 
(with reasons) on which of the following approaches provides the best estimate of the cost 
of debt: 

• Bloomberg’s BBB rated, ten year (extrapolated) fair value curve 

• A simple average of Bloomberg’s BBB rated, ten year (extrapolated) fair value curve and the 
yield on the APA Group bond. 

3.5.2 Finding 

Benchmarking BBB+, 10 year, standard debt 

Benchmarking is best undertaken when the information pool available is relevant, fresh, observable 
and contestable. There are risks in assuming that all these factors apply generally in the Australian 
corporate bond market. As a result, the task becomes one of identifying “close enough and 
reasonable” proxies by conducting a sound benchmarking process based on good principles. 

Australian non-Government bond market as a source of “proxy” information 

The benchmarking of senior debt of the “big 4” banks out to 5 years, mortgage backed securities 
and AAA supranational issuers is a relatively easy exercise because the information on them is of a 
high quality; bond price makers are relatively comfortable with the risks, the investor base like 
holding these debt instruments and there is a large and relatively liquid secondary market. 

Benchmarking of a security beyond 5 years and issued by a lower rated non-financial corporation is 
a more difficult task. This is because there are not that many Australian corporations with debt 
requirements large enough for the capital markets. This is partly due to their market capitalization, 
but also because Australia has a very dominant banking system that finances domestic 
corporations. 

The fact that 4 of the largest 5 Australian listed companies are the big 4 banks, is the primary 
reason why our “corporate bond market” is really a “bank bond market”. The 2 dominant 
retailers, Woolworths and Wesfarmers, together with News Corporation, Telstra and the major 
miners complete the top 10 listed companies.  

Our major mining companies and large energy producers do not need to issue in A$ because their 
revenues are predominantly in $US. Issuing in $US allows them to hedge their $US revenue 
exposure.  

News Corporation is also a US$ company and not a significant A$ borrower. 
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Woolworths and Wesfarmers raise debt in a number of ways: 

• by issuing in the US and other foreign capital markets; 

• borrowing from  the Big 4 Australian and other banks; 

• issuing  notes to the retail and equity markets via the ASX; and 

• issuing relatively small amounts into the A$ debt capital market.  

With respect to debt notes issued by listed companies through the ASX, this is a market in which 
they can raise debt in primarily because of their “name recognition” with retail debt and equity 
market investors. Generally, this type of ASX listed note is not used in a benchmarking process for 
debt destined for the Australian capital market. The retail/equity market has traditionally valued 
name recognition higher than the debt capital markets and the credit spreads implicit in retail 
issues are routinely lower than those of the wholesale, institutional debt capital markets for the 
same entity. This division between Australian wholesale and retail markets has been a 
characteristic of longstanding. Benchmarking in wholesale markets is therefore a separate process 
to benchmarking for retail markets.  

With respect to smaller, lesser or non-rated corporations, the Australian banks and the US capital 
market are providers of finance. The US capital market is the world’s largest and it has an investor 
base identified and ready to take on many types of risk. Frequently, Australian corporations that 
would not be considered for even a small private placement in Australia can access US capital 
markets for finance.  

In conclusion, there is ample information to properly benchmark debt of Australian banks, 
Government, semi-Government, supranational, mortgage and asset backed securities and well 
rated (AA or AAA) and frequently issuing entities.  

With respect to other types of debt issues benchmarking in Australia is not a straight forward 
exercise. This is because there are is not a large pool of data from issuers outside the companies 
discussed above. This means that finding proxies for other issuers requires using more judgement 
when applying the principles. In any situation, whether it is benchmarking or not, when proxies are 
not readily apparent, or they do not easily fall within the agreed principles then it is critical that the 
assumptions or reasons for the decisions that underpin a judgment need to be clearly assessed and 
agreed to be appropriate. 

A sample of the data available from Australian Debt Capital markets is in Appendix 5. It is from a 
source called Yieldbroker, which is a trading hub set up by banks for their collective investor base. 
Data on debt securities can be contributed by up to 15 market participants, depending on the 
bond. The number of contributors to each price is noted on these rate sheets. It highlights well the 
challenges involved when benchmarking longer term issues from lower rated non-government 
corporate entities. 

 Bloomberg’s BBB 10 year (extrapolated) fair value curve 

The above background is necessary to answering question 5(a).  

The extrapolation 

In general, it is not a good idea to extrapolate curves, especially credit spread curves, when the 
curve extrapolated was based on fairly limited observations in the first place. The degree of 
possible error increases considerably in these circumstances, not only from the original 
construction of a BBB curve, but also from the extrapolation from the 7 year point where the 
Bloomberg Fair Value Curve (BFVC) curve stops.  
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The extrapolation of the 7 year BFVC to a 10 year curve is achieved by using the gradient of the 
AAA 10 year curve between 7 and 10 years. The 7-10 year BBB credit spread curve is most likely 
going to positive and steeper than higher quality debt curves. Generally speaking, the “credit only” 
curves on private sector debt are upward sloping as term risk is rewarded by a higher spread.  

The final “true” shape of a yield curve of fixed rate yields will depend on the shape of the base 
curve and the shape of the credit spread curve. The base curve is either the swap curve or the risk 
free Government curve. The credit curve is either to the Commonwealth Government Securities 
(CGS) curve or to the swap curve. 

The impact of the BFVC extrapolation on the process to what the “true” curve should be is an 
unnecessary impact to import in the benchmarking process. There are enough observations in the 
market (See appendices 5 and 7) not to rely on an arbitrary extrapolation like the one that has 
occurred with respect to BFVC, and this is another reason not to use BFVC. 

If I were looking at where the 7-10 year curve should sit for BBB I would do the following: 

1. Identify a relevant sample. In this case I would use the fixed rate APA bond, the Sydney 
Airport 2018 bond and the Brisbane Airport 2019 bond, and the trading spread of the 
New Terminal Financing Bond (Adelaide Airport). They are all from the infrastructure 
sector and of similar gearing levels. I would definitely not look at bank sub-debt or FI debt 
generally; 

2. Assess the specific bond features for appropriateness. I would not include any wrapped 
bonds in the analysis in seeking to expand the proxy set. I would ignore the call in the 
New Terminal Financing Bond and assume that its trading spread was a spread to final 
maturity; 

3. Create a fixed rate yield for the floating rate bond observations; and 
4. Use the 4 rates to determine the 7-10 year part of the BBB curve. 

In my view, even though there are only 4 observations, and it doesn’t cover the whole 7-10 year 
curve, they would be a better indicator of the 7-10 year part of the BBB curve than the 7-10 year 
part of the AAA curve used in the BFVC extrapolation process. This is because the industry group 
of 3 of those 4 entities is a more appropriate proxy set than those of the entities of the BFVC 
group and one of them is from the very industry that the AER regulates. Hence, their use is 
consistent with sound benchmarking principles. They are infrastructure related bonds in a 
monopoly or near monopoly industry position with a strong regulatory footprint.  

With respect to term relative to 10 years, it is unlikely that the 8.5-10 year part of the curve is 
going to be much different than the 7-8.5 year part of the curve.   

Beyond that time, flat-lining or an acknowledgment of a slightly upward sloping curve is a 
reasonable and market practiced approach for a period of 2-3 years. More “unknown time” than 
that would warrant a steeper gradient for the credit spread component, all other things equal. 
Reasonableness can be considered by looking at the shape of credit curves from similar enough 
industries or from the same industries in other markets. It is a proper consideration and correct 
assessment of entity and industry risk factors that is important to the process.  

Ultimately, observations of appropriate proxies need to be available for the benchmarking process 
to have integrity. Using a bad proxy instead of no proxy is not a practice that should be 
considered. If no appropriate proxy is available, other methods to determine a fair value need to 
be considered.   
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The Bloomberg fair value curve’s construction 

It is important to be careful about which bonds are used in the benchmarking sample where the 
data and information is limited.  

Bloomberg’s analytics and data functions are very good and relevant for large capital markets, e.g. 
US; however these features are not suited for the Australian markets. The following 2 points 
demonstrate: 

• Bloomberg has functions that have titles like “fair value curve”, which make sense if you 
are collecting fresh and relevant data from a market that trades in relevant bonds and 
has many participants. However, if the curve is based on a market with relatively few 
bonds that fit the criteria and from a limited number of observations reflecting fewer still 
actual transactions, the curve is less able to be judged as representative. Fairness may be 
implicit to the degree the bonds were selected impartially, but the bonds may not be 
representative of the debt being benchmarked when observable data is not from a set of 
relevant proxies; and 

• The US capital markets are large, and the first port of call for many corporations when 
they seek finance. US banks do not lend to corporations like Australian banks do. In the 
US, a large percentage of debt (circa 60-75%) is financed in US capital markets. This 
means that there is plenty of data for benchmarking there. Australia is a much smaller 
market and the situation is reversed, as most of the debt raised by Australian 
corporations is through the banking system. This means there is limited capital markets 
data for meaningfully benchmarking a broad universe of Australian resident companies’ 
capital market’s issues. There is a major difference in the respective roles each country’s 
debt capital markets play in providing finance to corporations.  

How a debt markets practitioner benchmarks a deal when information is scarce 

Prior to bringing an A$ debt issue to market, a market practitioner undertakes a “sounding” 
process so as to gauge the right level to take an Australian debt issuer to market. This process 
involves talking to a few key potential investors that have some knowledge about the industry of 
the issuer, have an understanding of the features of the proposed issue and the entity doing the 
issue.  

This sounding process is undertaken on a confidential basis and is an operational characteristic of 
the Australian markets. The key to this process is finding relevant, bona fide potential investors 
with the resources necessary to analyze the deal and with the capacity and desire to hold the type 
of bond that it may be if terms can be agreed. 

If deal terms are acceptable to the issuer and the borrower it can be executed and at that point in 
time, the price and volume information for that issuer has the most integrity. From then on, the 
value of the pricing information can lose its currency on a bond if the bond is lower rated and has a 
longer term, or if it issued from the less traded and observed part of the market. When that 
occurs, published rate data may mislead and it is advisable not to take the data at face value.   

Why is the data in the Australian market often of questionable value? 

There are a number of reasons for this, including: 

• that many bonds are not traded very frequently; 

• most information available about some bonds in the A$ capital markets is on their day of 
issue; 
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• once bonds are in the secondary market, they can go “off the radar” because bond price 
makers do not spend a lot of time on issues that are small, not in their own portfolio and 
are not from a large and observable issuer. This means data on bank rate sheets can be 
relatively “stale” (See Appendix 6). This is because their job is to observe price action in 
the market place and to trade bonds. If not many investors are active in a bond, and it 
trades very infrequently, a price maker finds the bond hard to observe or little incentive 
to do so; and 

• in general, data for bonds is less reliable when the bond is not a recent issue, is a 
relatively small issue and is of lower credit quality. 

Despite this, Debt Capital Markets (DCM) teams routinely, normally daily, supply rates data on a 
whole range of bonds in the Australian marketplace. Therefore, the appearance of knowledge 
about trading levels is good but what is behind that appearance is often low quality data. 

The “visibility” of bonds in the market place is a good indicator of the relative quality of data. Some 
practical evidence of this is the number of traders and investors in the bond and the frequency that 
the bond trades. This data is hard to observe as debt markets trade bilaterally between parties and 
not through an exchange.  

There is a trading hub in Australia called Yieldbroker that collects bond trading data that bond 
traders use to trade with their clients via the internet. Yieldbroker’s ownership and business model 
is discussed in Appendix 5. In Appendix 6, some Yieldbroker data is presented that indicates the 
relative quality of data from various groupings of bonds.   

Bloomberg picks up the sub-set of the information on bond data that fit its BFVC criteria for the 
curve being constructed and produces a curve based on this information.  

In the US, such a curve would stand more chance of being a fair and representative curve of the 
yield curve for the relevant class of bonds. This is because the underlying pool of bonds available to 
fit into a category is large and it is more likely that the sample will reflect the type of bonds that 
the American version of the BFVC purports to reflect. Secondly, the trading data on each bond 
selected for a benchmarking process will be of higher quality. A BFVC “type” curve, with proxies 
largely selected by their rating, will not be of much use in a benchmarking process for a specific 
debt. 

Conclusion  

It is my view that some of the bonds in the fair value curve on page BFVC are not bonds that 
should be used for this benchmarking process for a 7 year extrapolated to 10 year curve  

I would assign a lower weighting to the observations of the shorter maturity debt in this 10 year 
benchmarking process. To the extent the BFVC is constructed using data from short term bonds 
which are not good proxies in a 10 year benchmarking process, the extrapolation method done by 
Bloomberg adds to the degree of error the process is incorporating into it. 

Consequently, I would not use BFVC at all. I do not believe the set of issuers of BFVC debt are 
appropriate for a benchmarking of industry specific debt. Ratings alone do not justify the entities’ 
inclusion in a proxy set for industry specific debt benchmarking.  

If I had to choose between the 2 methods as I was asked to do in part a) of this question, I would 
opt for the simple average of the BFVC and the APA bond. This is because: 

• The simple average means BFVC only contributes 50% to the DRP determination 
process and the choice was between BFVC contributing 100% or 50% to the process; 
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• The APA bond is a high quality proxy for the debt being benchmarked regardless of its  
trading frequency; 

• The data in the BFVC does not contain enough term data that is relevant for 
benchmarking a 10 year bond of an infrastructure company and the simple averaging of it 
and the APA bond decreases the impact of that; and 

• The BVFC’s unsuitability is further compounded by the 7-10 year extrapolation being 
done by using the gradient of the AAA curve.  

In response to the question asked, it is justifiable to use less than a 50% weighting of BFVC. In my 
opinion, a superior benchmarking outcome would result if BFVC were not used at all. 
Furthermore, I believe, the proxy selection process should consider other bonds and they should 
be judged according to the principles of benchmarking discussed throughout this Report. This is 
discussed further in the next section of the Report.
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3.5.3 Question 5. (b) 

Comment (with reasons) on whether any alternative approaches to calculating the cost of debt, 
consistent with the above characteristics, would provide better estimates than the methods 
detailed in (a).  If there is more than one alternative, comment (with reasons) on which alternative 
is preferred. 

3.5.4 Finding 

Factors to consider in a Benchmarking exercise 

Comparing one bond to another must take into account a variety of factors that impact the risks 
associated with a bond for the comparison to have any currency. 

There are many factors that are relevant to pricing a piece of debt. These include among other 
things, and in no particular order, the following: 

• Credit rating 

• Currency of issue 

• Structural features 

• Maturity 

• Country, region, locality of operations 

• Industry  

• Operating environment 

• Regulatory risks 

• Refinancing risks 

• Operational risks 

• Market capitalization of the relevant entity 

• Ownership structure: Listed entity, private company or project? 

• Value of bonds in the marketplace 

• Trading history of bonds 

• Position in the relevant entity’s capital structure 

• Gearing level/Capacity to service debt/risks to servicing debt 

• Environmental risks 

• Competitive and trading environment. 

The important point is to seek to account for each factor as a factor that could make a bond of 
one entity similar or different to the bonds chosen for the benchmarking process. 

Principles of Benchmarking 

In the Executive Summary the following principles have been summarized under 3 key categories. 
These principles are necessary for a benchmarking process to have integrity and commercial value 
and they are expanded on below: 

• Credible price and volume data should be used in the process; 

• The debt used in the benchmarking process should be the debt of an issuer in a similar 
industry to the issuing entity of the debt being benchmarked; 

• The debt should be of the same maturity and credit quality; 
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• The debt should be issued subject to the same terms, e.g. seniority, debt covenants, etc; 
and 

• The features of debt and issuing entities used in the benchmarking process should be 
similar to the targeted debt. Generally, differences should be noted and valued if possible 
and their impact on the benchmarking process taken into account.  

Furthermore: 

• The stronger the similarities of the benchmarked debt and the issuer of the debt to the 
debt and issuers in the relevant marketplace, the less room there is for disagreement on 
value;  

• The less similarity there is between the bulk of debt in the marketplace and the debt 
being benchmarked the harder the process becomes to produce a meaningful result; and 

• The Australian capital market does not furnish much quality information to those 
undertaking a debt benchmarking process when the issuer is lower investment grade, a 
corporation, as opposed to FI, supranational or Government, and is not a frequent 
issuer, so care needs to be taken in assessing proxies. 

I also make the following observations: 

• The macro risk environment for debt has been unfavorable since late 2007. One could 
assume that the macro environment has been essentially stable and unfavorable since 
then, particularly for financial institutions. This means the general environment for FI 
spreads is a cyclically negative one which means FI spreads are cyclically high; 

• The BFVC has a mixture of debt issued by corporations, property trusts, airport 
operators, electricity generators, a finance company and a pipeline trust. The data is not 
“industry appropriate” in my view; 

• The APT (APA) bond is a relatively recent bond issue, A$300m being issued in July 2010 
and it is in a related industry to the entity being benchmarked;   

• New Terminal Financing Ltd (Adelaide Airport) also issued A$264m in July 2010. The call 
in the facility is a refinancing call. It would be reasonable, for the purposes of the 
benchmark exercise to ignore the call of this bond and assume the final maturity date is 
an effective maturity date despite the existence of a call 15 months prior to that date; 

• APA, Adelaide Airport, Sydney, TCL, MAP and Brisbane Airport, United Energy 
Distribution, Snowy Hydro, Broadcast Australia, DBNGP issuance all have fixed or 
floating A$ issuance that appears to be funding and operating infrastructure and, in 
essence, are a good grouping of “infrastructure” industry related entities. Many of these 
issuers have old credit wrapped debt that is observable. Those issues are of limited value 
in a benchmarking process for standard, unwrapped debt because they are wrapped. 
Some of these entities have relatively recent issues that are not wrapped. Those 
unwrapped, recent deals are better observations as a group than the group of entities 
within the BFVC; and 

• When the wrapped deals from the infrastructure sector are refinanced, to the extent 
they are refinanced by standard bonds, the universe of appropriate proxies will expand 
significantly. Some debt spread history of old wrapped deals and more recently issued 
unwrapped deals from infrastructure associated entities is presented in Appendix 7.   

Alternative methodology for benchmarking a 10 year BBB 

In conducting a benchmarking exercise for the debt of an entity with the features described in 
question 5, above, one could conduct the following alternative process: 
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• Discontinue the use of the BFVC in benchmarking processes. Conduct a “line of best fit” 
exercise with a larger set of debt issuers and debt securities. Fine tune that set for 
“entity and industry” relevance; 

• Include the trading spreads of floating rate debt instruments in the information set used 
in a benchmarking process. The floating trading spreads could be added to the interest 
rate swap yield to allow a “like for like” comparison with fixed rate issues. Alternatively, 
the asset swap spreads of relevant fixed rate issues could be used in conjunction with 
floating rate spreads of relevant issuers. Both adjustments allow for a “like for like” 
comparison of the “credit only” spread of an issuer. The swap curve is generally used as 
the base interest rate curve to which credit spreads (premium) are added. Floating rate 
trading spreads and asset swap margins of the same entity are equally used as credit 
spreads of an entity. See Appendix 4 for more on the swap curve, asset swap margins 
and floating rate debt spreads;  

• Consider how similar the general risk environment impacted spreads over this period. 
Look to US BBB, A, AA and AAA corporate and other credit indices to help with this 
task. It may be possible to find indices from a relevant industry to the entity being 
benchmarked. Same industry debt data may be available on specific entities that have 
features similar to the entity being benchmarked. It may aid in the benchmarking process, 
as long as US specific factors are considered and some allowance is made for that fact; 

• Develop a view on the likely shape of the credit yield curve of the group of issuers in 
order to form a view on 10 year credit spreads. Do not to use the credit curve of 
entities not similar enough to the entity which is having its debt benchmarked; 

• Consider any idiosyncratic credit factors that may make an issuer an outlier in a group 
and consider the degree to which it is an outlier and how much this may affect a trading 
spread assessment, i.e. be on the look-out for entities and debt that is not representative 
of the debt being benchmarked. Industry is a large determinant of relevance, as is credit 
rating; 

• Compile a high level entity snapshot, i.e. collect data on gearing, operating performance, 
pricing power, stability of earnings, etc of the debt issuer being benchmarked. Do the 
same for the entities chosen as appropriate entities to include in a benchmarking 
exercise. This will inject some rigor into the process as well as quality assurance; and 

• Form a view and seek opinions, possibly from DCM teams from banks, on the trading 
spreads of the visible debt and form a view or seek opinions, again possibly, from DCM 
teams on how it compares to the debt being benchmarked.   

 Additional Approaches  

There may be other ways in obtaining information about appropriate debt trading spreads. These 
include: 

• Formally surveying banks by an independent third party and distinct from using rate 
sheets to increase the independence of the result; or 

• Introduce a formal process using independent market experts to conduct or mediate the 
benchmarking exercise. This could be written into the regulations. There are precedents 
for using panels composed of market practitioners in Australian regulatory practices, e.g. 
the Takeover Panel in connection to aspects of the work of the ACCC. 
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4 DECLARATION AND EXPERIENCE  
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Appendix 1: Callable Bonds 
ISIN Issuer Type Subordinated Type Final maturity date Next call date Rating (31/05/2011) 

AU0000AQNHA5 AMP GROUP FINANCE SERV FLOATING Subordinated CALLABLE 1/04/2019 15/05/2014 A- 

AU0000AXJHA9 AXA SA FLOATING Subordinated PERP/CALL Perp 26/10/2016 BBB 

AU0000AXJHB7 AXA SA VARIABLE Subordinated PERP/CALL Perp 26/10/2016 BBB 

AU300MET0164 SUNCORP-METWAY LTD VARIABLE Subordinated CALLABLE 22/06/2016 22/06/2011 A 

AU300MQ20318 MACQUARIE BANK LTD VARIABLE Subordinated CALLABLE 31/05/2017 31/05/2012 A- 

AU300MQ20326 MACQUARIE BANK LTD FLOATING Subordinated CALLABLE 31/05/2017 31/05/2012 A- 

AU300SUNQ019 SUNCORP METWAY INSURANCE VARIABLE Subordinated CALLABLE 23/09/2024 23/09/2014 A- 

AU300SUNQ027 SUNCORP METWAY INSURANCE FLOATING Subordinated CALLABLE 23/09/2024 23/09/2014 A- 

AU300VERO013 VERO INSURANCE LTD VARIABLE Subordinated CALLABLE 7/09/2025 7/09/2015 A- 

AU300VERO021 VERO INSURANCE LTD FLOATING Subordinated CALLABLE 7/09/2025 7/09/2015 A- 

AU3CB0003309 SUNCORP METWAY INSURANCE VARIABLE Subordinated CALLABLE 6/10/2026 6/10/2016 A- 

AU3CB0006807 SNS BANK NEDERLAND VARIABLE Subordinated CALLABLE 8/11/2016 8/11/2011 BBB+ 

AU3CB0008217 ROYAL BK OF SCOTLAND PLC VARIABLE Subordinated CALLABLE 17/02/2017 17/02/2012 BBB+ 

AU3CB0024743 ELM BV (SWISS REIN CO) VARIABLE Subordinated PERP/CALL Perp 25/05/2017 A- 

AU3CB0072148 BANK OF QUEENSLAND LTD VARIABLE Subordinated CALLABLE 4/06/2018 4/06/2013 BBB 

AU3FN0000097 ROCK RUBBLE DEBT VEHICLE FLOATING   CALLABLE 15/08/2015 15/08/2011 BBB 

AU3FN0000790 ROYAL BK OF SCOTLAND PLC FLOATING Subordinated CALLABLE 17/02/2017 17/02/2012 BBB+ 

AU3FN0001368 DBCT FINANCE PTY LTD FLOATING   CALLABLE 12/12/2022 12/12/2011 BBB+ 

AU3FN0001665 BENDIGO AND ADELAIDE BK FLOATING Subordinated CALLABLE 21/12/2016 21/12/2011 BBB 

AU3FN0002531 ELM BV (SWISS REIN CO) FLOATING Subordinated PERP/CALL Perp 25/05/2017 A- 

AU3FN0005914 BANK OF QUEENSLAND LTD FLOATING Subordinated CALLABLE 4/06/2018 4/06/2013 BBB 

AU3FN0010500 NEW TERMINAL FINANCING C FLOATING   CALLABLE 15/09/2015 15/06/2014 BBB 

AU3FN0013124 BANK OF QUEENSLAND LTD FLOATING Subordinated CALLABLE 10/05/2021 10/05/2016 BBB 

AU3FN0002549 HBOS PLC FLOATING Subordinated CALLABLE 1/05/2017 1/05/2012 BBB 

AU3FN0000618 SNS BANK NEDERLAND FLOATING Subordinated CALLABLE 8/11/2016 8/11/2011 BBB+ 

AU3CB0024883 HBOS PLC VARIABLE Subordinated CALLABLE 1/05/2017 1/05/2012 BBB 
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Appendix 2: UBS Fixed Rates as at 31st May 2011 

 

    Maturity Cpn Volume S&P Moodys Fitch     Fut Fut CGL CGL 

Issuer ISIN Date Rate EOM($M) Rating Rating Rating Yield  # Mgn Bmrk Mgn 

Corporates                           

SUNC SUB AU300MET0164 22/06/11 6.500 200.0 A A2 A 7.825 (1.0) 3yr 297.5  CGL0611 314.5  

SNS SUB AU3CB0006807 08/11/11 6.750 25.3 BBB+ Baa2 BBB 18.895 0.0  3yr 1,404.5  CGL0611 1,421.5  

RBS SUB AU3CB0008217 17/02/12 6.500 450.0 BBB+ Baa3 A+ 24.955 0.0  3yr 2,010.5  CGL0412 2,017.5  

HBOS SUB AU3CB0024883 01/05/12 6.750 200.0 BBB Baa3 A+ 21.145 0.0  3yr 1,629.5  CGL0412 1,636.5  

MACQ SUB AU300MQ20318 31/05/12 6.500 150.0 A- A2 A 8.160 (0.5) 3yr 331.0  CGL0412 338.0  

BKQLD 
SUB AU3CB0072148 04/06/13 10.750 140.0 BBB A3 BBB 8.100 (1.5) 3yr 325.0  CGL0513 330.5  

SUNINS 
SUB AU300SUNQ019 23/09/14 6.750 135.0 A- BBB+ N/A 9.920 (3.5) 3yr 507.0  CGL0513 512.5  

PROMINA AU300VERO013 07/09/15 6.150 125.0 A- N/A N/A 8.490 (3.0) 3yr 364.0  CGL0415 358.0  

SUNINS 
SUB AU3CB0003309 06/10/16 6.750 100.0 A- N/A N/A 10.530 (2.0) 

(Priced @ 
T+3) 568.0  CGL0616 553.5  

AXA AU0000AXJHB7 26/10/16 7.500 300.0 BBB Baa1 BBB 11.560 0.0  3yr 671.0  CGL0217 650.0  

SWISS RE AU3CB0024743 25/05/17 7.635 300.0 A- Baa1 N/A 11.930 0.0  10yr 672.5  CGL0217 687.0  
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UBS Fixed Rates continued 
 

    S/Q   6m 6m Gross Capital Mod Price CGL      Bid*   Ask*  

Issuer ISIN Swap  Hi Lo Price Price Durn Vol I/CD IWT Sector  Yield   Yield  

Corporates                             

SUNC SUB AU300MET0164 309.0  0.0  303.0  314.0  102.830  99.920  0.052 $5 314.0 Y BANK SUB 
      
7.875  

    
7.775  

SNS SUB AU3CB0006807 1,322.0  1.0  804.0  1,442.0  95.560  95.082  0.400 $38 1417.0 Y BANK SUB 
    
18.945  

  
18.845  

RBS SUB AU3CB0008217 1,784.0  1.0  1,559.0  2,097.0  90.530  88.623  0.614 $56 2020.0 Y BANK SUB 
    
25.005  

  
24.905  

HBOS SUB AU3CB0024883 1,454.0  1.0  1,313.0  1,656.0  89.200  88.592  0.808 $72 1637.0 Y BANK SUB 
    
21.195  

  
21.095  

MACQ 
SUB AU300MQ20318 302.0  1.0  300.0  303.0  98.500  98.448  0.938 $92 338.0 Y BANK SUB 

      
8.210  

    
8.110  

BKQLD 
SUB AU3CB0072148 301.0  0.0  301.0  303.0  104.780  104.811  1.786 $187 331.0 Y BANK SUB 

      
8.150  

    
8.050  

SUNINS 
SUB AU300SUNQ019 440.0  0.0  398.0  449.0  92.550  91.231  2.821 $261 506.0 Y INSURANCE 

      
9.970  

    
9.870  

PROMINA AU300VERO013 298.0  0.0  298.0  518.0  93.230  91.761  3.580 $334 356.0 Y INSURANCE 
      
8.590  

    
8.390  

SUNINS 
SUB AU3CB0003309 458.0  0.0  448.0  498.0  85.900  84.833  4.218 $362 555.0 Y INSURANCE 

    
10.580  

  
10.480  

AXA AU0000AXJHB7 547.0  2.0  508.0  565.0  84.790  84.013  4.164 $353 658.0 Y INSURANCE 
    
11.610  

  
11.510  

SWISS RE AU3CB0024743 566.0  1.0  495.0  566.0  82.190  82.007  4.497 $370 692.0 Y INSURANCE 
    
11.930  

  
11.930  
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UBS Floating Rates  as at 31st May 2011 

    
Life 
in  Maturity Volume S&P Moodys Fitch Trading Cpn Cpn Next Reset Swap Gross Capital Price   

Issuer ISIN Years Date EOM($M) Rating Rating Rating Mgn Mgn Freq Cpn Rate Rate Price Price Vol Sector 

Floating Rate 
Notes                                   

ROCK&RUBBL AU3FN0000097 4.9 15/08/11 200 BBB N/A N/A 1,329.4  85.0 4 15/08/11 5.040 4.914 97.950 97.611 $19 OTHER ABS 

SNS SUB AU3FN0000618 5.0 08/11/11 28.4 BBB+ Baa2 BBB 1,240.5  42.0 4 08/08/11 5.042 4.960 95.501 95.127 $16 BANK SUB 

BBIDBCTFIN AU3FN0001368 5.0 12/12/11 200 BBB+ Baa2 N/A 300.0  29.0 4 14/06/11 4.963 4.987 99.774 98.608 $3 OTHER 

BENDIGO AU3FN0001665 5.0 21/12/11 N/A BBB N/A BBB+ 375.0  48.0 4 21/06/11 4.840 4.985 99.338 98.259 $4 BANKS 

RBS SUB AU3FN0000790 5.3 17/02/12 450 BBB+ Baa3 A+ 1,996.7  28.0 4 17/08/11 4.983 4.999 87.840 87.595 $14 BANK SUB 

HBOS SUB AU3FN0002549 5.0 01/05/12 400 BBB Baa3 A+ 1,420.5  26.0 4 02/08/11 4.920 5.015 88.983 88.529 $10 BANK SUB 

MACQ SUB AU300MQ20326 6.0 31/05/12 150 A- A3 A 270.0  35.0 4 31/05/11 5.023 5.034 97.827 97.783 $23 BANK SUB 

BKQLD SUB AU3FN0005914 5.0 04/06/13 30 BBB A3 BBB 307.0  310.0 4 06/06/11 4.980 5.114 99.989 100.055 $1 BANK SUB 

AMP SUB AU0000AQNHA5 5.1 15/05/14 202.2 A- A3 N/A 135.0  475.0 4 15/08/11 4.973 5.158 109.550 109.070 $34 BANK SUB 

ADLAIRPORT AU3FN0010500 4.2 15/06/14 235 BBB Baa2 N/A 215.0  255.0 4 15/06/11 4.940 5.280 102.720 101.078 $5 TRANSPORTATION 

SUNINS SUB AU300SUNQ027 10.0 23/09/14 65 A- BBB+ N/A 450.0  100.0 4 23/06/11 4.882 5.303 91.375 90.215 -$11 INSURANCE 

PROMINA AU300VERO021 10.0 07/09/15 125 A- N/A N/A 300.0  70.0 4 07/06/11 4.980 5.394 91.769 91.831 -$16 INSURANCE 

BKQLD SUB AU3FN0013124 5.0 10/05/16 N/A BBB A3 N/A 370.0  375.0 4 10/08/11 5.040 5.464 100.791 100.213 $19 BANK SUB 

AXA AU0000AXJHA9 10.0 26/10/16 300 BBB Baa1 BBB 623.9  140.0 4 26/07/11 4.890 5.509 81.472 80.834 -$33 INSURANCE 

SWISS RE AU3FN0002531 10.1 25/05/17 400 A- Baa1 N/A 629.3  117.0 2 25/11/11 5.180 5.564 78.669 78.512 -$14 INSURANCE 
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Appendix 3: Yield to Call (YTC) series 

 

ISIN AU0000AQNHA5 AU0000AXJHA9 AU0000AXJHB7 AU300MET0164 AU300MQ20318 

Name AMP GROUP FINANCE SERV AXA SA AXA SA 
SUNCORP-METWAY 
LTD MACQUARIE BANK LTD 

Maturity (next call 
date) 15/05/2014 26/10/2016 26/10/2016 22/06/2011 31/05/2012 

Rating A- BBB BBB A A- 

Average (20 days) 6.6881 11.85515 11.544 7.86825 8.2525 

04 May 2011 6.827 11.904 11.525 7.905 8.26 

05 May 2011 6.786 11.86 11.525 7.895 8.235 

06 May 2011 6.877 11.939 11.53 7.925 8.33 

09 May 2011 6.901 11.947 11.53 7.9 8.345 

10 May 2011 6.848 11.89 11.53 7.895 8.305 

11 May 2011 6.771 11.945 11.535 7.885 8.325 

12 May 2011 6.693 11.852 11.54 7.89 8.255 

13 May 2011 6.673 11.843 11.54 7.87 8.265 

16 May 2011 6.657 11.828 11.54 7.855 8.265 

17 May 2011 6.695 11.884 11.54 7.865 8.29 

18 May 2011 6.648 11.834 11.545 7.86 8.245 

19 May 2011 6.673 11.857 11.55 7.86 8.265 

20 May 2011 6.666 11.842 11.55 7.87 8.26 

23 May 2011 6.601 11.783 11.55 7.835 8.21 

24 May 2011 6.596 11.784 11.555 7.85 8.225 

25 May 2011 6.587 11.849 11.555 7.845 8.2 

26 May 2011 6.624 11.88 11.56 7.85 8.23 

27 May 2011 6.592 11.845 11.56 7.85 8.215 

30 May 2011 6.539 11.789 11.56 7.835 8.165 

31 May 2011 6.508 11.748 11.56 7.825 8.16 
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ISIN AU300MQ20326 AU300SUNQ019 AU300SUNQ027 AU300VERO013 AU300VERO021 

Name MACQUARIE BANK LTD 
SUNCORP METWAY 
INSURANCE 

SUNCORP METWAY 
INSURANCE VERO INSURANCE LTD VERO INSURANCE LTD 

Maturity (next call 
date) 31/05/2012 23/09/2014 23/09/2014 7/09/2015 7/09/2015 

Rating A- A- A- A- A- 

Average (20 days) 7.81995 10.0935 9.9571 8.66475 8.5504 

04 May 2011 7.826 10.17 10.022 8.76 8.631 

05 May 2011 7.803 10.12 9.979 8.71 8.586 

06 May 2011 7.897 10.215 10.067 8.79 8.664 

09 May 2011 7.908 10.24 10.087 8.805 8.679 

10 May 2011 7.868 10.18 10.034 8.75 8.626 

11 May 2011 7.89 10.22 10.07 8.79 8.663 

12 May 2011 7.823 10.13 9.988 8.695 8.578 

13 May 2011 7.832 10.105 9.969 8.68 8.562 

16 May 2011 7.829 10.09 9.954 8.66 8.547 

17 May 2011 7.848 10.13 9.991 8.7 8.584 

18 May 2011 7.812 10.08 9.944 8.65 8.536 

19 May 2011 7.828 10.105 9.968 8.675 8.56 

20 May 2011 7.828 10.095 9.96 8.66 8.549 

23 May 2011 7.779 10.025 9.894 8.595 8.486 

24 May 2011 7.79 10.015 9.89 8.59 8.484 

25 May 2011 7.774 10.01 9.883 8.58 8.476 

26 May 2011 7.803 10.05 9.919 8.615 8.509 

27 May 2011 7.786 10.015 9.887 8.58 8.475 

30 May 2011 7.741 9.955 9.833 8.52 8.419 

31 May 2011 7.734 9.92 9.803 8.49 8.394 
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ISIN AU3CB0003309 AU3CB0006807 AU3CB0008217 AU3CB0024743 AU3CB0072148 

Name 
SUNCORP METWAY 
INSURANCE SNS BANK NEDERLAND 

ROYAL BK OF SCOTLAND 
PLC ELM BV (SWISS REIN CO) 

BANK OF 
QUEENSLAND LTD 

Maturity (next call 
date) 6/10/2016 8/11/2011 17/02/2012 25/05/2017 4/06/2013 

Rating A- BBB+ BBB+ A- BBB 

Average (20 days) 10.712 18.269 24.28725 11.91325 8.22825 

04 May 2011 10.815 17.54 23.495 11.895 8.27 

05 May 2011 10.765 17.595 23.555 11.895 8.23 

06 May 2011 10.845 17.65 23.615 11.895 8.32 

09 May 2011 10.85 17.705 23.68 11.9 8.335 

10 May 2011 10.79 17.76 23.74 11.9 8.29 

11 May 2011 10.84 17.935 23.93 11.905 8.32 

12 May 2011 10.74 17.995 23.995 11.905 8.24 

13 May 2011 10.725 18.055 24.06 11.91 8.245 

16 May 2011 10.705 18.115 24.125 11.91 8.235 

17 May 2011 10.76 18.175 24.19 11.91 8.265 

18 May 2011 10.7 18.36 24.395 11.915 8.22 

19 May 2011 10.725 18.425 24.46 11.92 8.24 

20 May 2011 10.715 18.49 24.53 11.92 8.245 

23 May 2011 10.64 18.555 24.6 11.92 8.18 

24 May 2011 10.64 18.62 24.67 11.92 8.185 

25 May 2011 10.63 18.825 24.885 11.925 8.16 

26 May 2011 10.66 18.895 24.955 11.93 8.2 

27 May 2011 10.615 18.895 24.955 11.93 8.17 

30 May 2011 10.55 18.895 24.955 11.93 8.115 

31 May 2011 10.53 18.895 24.955 11.93 8.1 
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ISIN AU3FN0000097 AU3FN0000790 AU3FN0001368 AU3FN0001665 AU3FN0002531 

Name 
ROCK RUBBLE DEBT 
VEHICLE 

ROYAL BK OF SCOTLAND 
PLC DBCT FINANCE PTY LTD 

BENDIGO AND 
ADELAIDE BK ELM BV (SWISS REIN CO) 

Maturity (next call 
date) 15/08/2011 17/02/2012 12/12/2011 21/12/2011 25/05/2017 

Rating BBB BBB+ BBB+ BBB A- 

Average (20 days) 18.27813333 23.508 8.0431 8.7936 12.03095 

04 May 2011  21.945 8.034 8.788 12.054 

05 May 2011  21.992 8.017 8.769 12.015 

06 May 2011  22.154 8.105 8.858 12.094 

09 May 2011  22.221 8.105 8.859 12.095 

10 May 2011  22.243 8.071 8.824 12.042 

11 May 2011 18.326 22.454 8.093 8.846 12.101 

12 May 2011 18.287 22.513 8.039 8.79 12.003 

13 May 2011 18.304 22.508 8.052 8.802 11.998 

16 May 2011 18.308 22.978 8.053 8.804 11.979 

17 May 2011 18.312 23.212 8.064 8.815 12.038 

18 May 2011 18.291 24.027 8.038 8.787 12.003 

19 May 2011 18.311 24.104 8.05 8.8 12.017 

20 May 2011 18.299 24.174 8.049 8.799 12.017 

23 May 2011 18.281 24.204 8.013 8.762 11.966 

24 May 2011 18.278 24.666 8.023 8.772 12.08 

25 May 2011 18.247 24.86 8.012 8.76 12.078 

26 May 2011 18.252 24.951 8.037 8.786 12.103 

27 May 2011 18.247 25.015 8.029 8.777 12.067 

30 May 2011 18.221 24.973 7.991 8.739 12.012 

31 May 2011 18.208 24.966 7.987 8.735 11.857 
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ISIN AU3FN0005914 AU3FN0010500 AU3FN0013124 AU3FN0002549 AU3FN0000618 AU3CB0024883 

Name 
BANK OF QUEENSLAND 
LTD 

NEW TERMINAL 
FINANCING C 

BANK OF QUEENSLAND 
LTD HBOS PLC 

SNS BANK 
NEDERLAND HBOS PLC 

Maturity (next call 
date) 4/06/2013 15/06/2014 10/05/2016 1/05/2012 8/11/2011 1/05/2012 

Rating BBB BBB BBB BBB BBB+ BBB 

Average (20 days) 8.3028 7.5794 9.297357143 18.9147 16.83135 20.75575 

04 May 2011 8.342 7.634  18.426 16.201 20.285 

05 May 2011 8.307 7.593  18.442 16.116 20.325 

06 May 2011 8.391 7.683  18.559 16.2 20.36 

09 May 2011 8.403 7.706  18.603 16.293 20.4 

10 May 2011 8.363 7.652  18.599 16.343 20.435 

11 May 2011 8.388 7.69  18.727 16.546 20.55 

12 May 2011 8.311 7.61 9.396 18.693 16.561 20.585 

13 May 2011 8.318 7.59 9.384 19.059 16.651 20.625 

16 May 2011 8.309 7.576 9.369 19.098 16.726 20.665 

17 May 2011 8.338 7.614 9.409 19.273 16.778 20.7 

18 May 2011 8.295 7.567 9.309 19.353 16.952 20.82 

19 May 2011 8.314 7.592 9.331 18.955 17.015 20.86 

20 May 2011 8.318 7.585 9.319 18.673 17.08 20.9 

23 May 2011 8.256 7.519 9.261 18.667 17.045 20.94 

24 May 2011 8.261 7.514 9.261 19.034 17.191 20.98 

25 May 2011 8.238 7.509 9.251 19.174 17.386 21.105 

26 May 2011 8.274 7.547 9.278 19.243 17.409 21.145 

27 May 2011 8.249 7.515 9.244 19.27 17.402 21.145 

30 May 2011 8.197 7.462 9.187 19.226 17.367 21.145 

31 May 2011 8.184 7.43 9.164 19.22 17.365 21.145 
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Appendix 4: Credit Spreads - A background explanation 

The term credit spread means the spread specifically paid by the borrower in relation to a “base” 
or “benchmark” yield curve. Other terms used to describe credit spread are debt risk premium, 
credit risk premium, spread above risk free and trading spread. In Australia, market practitioners 
use the terms credit spread or trading spread.  

Each market has its own generally recognised base or benchmark curve. In most markets, the 
primary base curve for fixed rate debt markets is the highest level (presumably the strongest credit) 
Government fixed interest curve. 

Whether or not this title is deserved, this curve is generally called the risk free curve in its home 
currency market. With respect to Australian dollar (A$) denominated debt instruments, the 
conventions are that debt traders quote the yields of A$ fixed interest debt instruments issued by 
other entities in reference to it. In Australia, the Australian Government curve is the base curve, 
and it is called the Commonwealth Government Securities (CGS) curve 

Credit Spread to CGS 

In the graph below, the fixed rate debt of XYZ Corporation has a credit spread of 70bps over the 5 
year part of the CGS. The bonds of XYZ yield 6.7% in the 5 year part of the curve. The CGS at 
that part of the yield curve is 6%. The market would say the XYZ bonds trades at CGS + 70. This is 
shown in graph 1. 

 

Graph 1: Fixed rate XYZ curve to CGS 

Swaps 

An equally important base curve is called the swap curve. A swap curve is a derivative product that 
banks trade with each other. As the name implies, the swap curve is where fixed rate obligations 
are swapped for a floating rate obligation for a specified term (the swap maturity).  

With this product, a bank can transfer the obligation to pay, say, 6.4% semi-annually for 5 years and 
in return receive the bank bill rate semi-annually every 6 months for 5 years. The market uses this 
product to transfer fixed rate exposure to or from a portfolio. The swap rate is generally higher 
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than the risk free curve because the swap curve is generally perceived as a private sector and bank 
curve. However, its spread to CGS is, in practice, determined by relative supply and demand 
factors.  

The 5 year part of the swap curve is trading at CGS + 40 and this is known as the 5 year swap 
spread. Graph 2 illustrates. 

 

Graph 2: Swap curve relative to CGS 

When a debt instrument is a fixed rate bond, the credit spread is expressed as either a spread to 
CGS or a spread to swap. If the two graphs above are combined, the relationship between the two 
spreads is apparent in that the spread CGS + 70 and swap + 30 are conveying the same information 
in a different way to anybody who understands the conventions.  

Both end up with the XYZ bond yielding 6.7%. When market practitioners talk to each other, they 
make it clear to each other which benchmark, or base rate, the spread is being conveyed in. The 
swap +30 spread is known as the asset swap spread, because it is the floating rate spread achieved 
when a fixed rate XYZ bond is swapped into a floating rate package via the swap market. 

Graph 3 below shows these relationships. 

 



   

AER – Debt Risk Premium Expert Report 

Copyright ©2011 Chairmont Consulting Page 66 of 100  

Commercial-in-confidence  

 

 

Graph 3: Fixed rate XYZ curve relative to the swap and CGS curves 

Floating Rate Notes, swaps and asset swap spreads 

When floating rate notes are structured, the yield is calculated by reference to the Bank Bill (BB) 
rate. The BB is published daily in a public place so that banks’ settlement departments can settle 
their trade obligations. Banks issue bank bills for many maturities up to 12 months, but the most 
common maturities are 3 and 6 months. It is the average rates of a certain (prime) bank bill issuers 
that are published daily and used to settle bank bills, floating rate notes and the floating obligations 
in swap contracts. This latter occurrence is why the swap curve is often curve the “bank curve”.  

When floating rate debt instruments are traded beyond 12 months, they cease being called bank 
bills. From that maturity, they are known as floating rates notes and they pay a bank bill based 
coupon every 3 or 6 months, depending on the particular note. For periods beyond 1 year, issuers 
pay a credit and term spread above the 3 or 6 month bank bill rate for the credit risk of the issuer 
and the term to maturity. The longer the term and the weaker the credit the higher the credit 
spread.  

For the purpose of this exercise, consider that XYZ Corporation has issued a semi-annual floating 
rate note with 5 years maturity at BB+30.  The interest rate it will pay at for the first rate setting is 
the 6 month BB rate on rate set day + 0.30%p.a. A series of observations like this across different 
maturities of floating rate notes would be called a trading spread [credit] curve. 

If XYZ decide to swap the floating interest rate exposure in that note into a fixed rate exposure, it 
would go to a bank in the swap market and “pay fixed rate at 6%, receive BB.”  

From an interest rate risk exposure perspective, the BB obligations are cancelled out and XYZ has 
a funding and fixed interest rate exposure “package”. This package (of swap and debt} is a fixed rate 
obligation at 6.70% paid semi-annually. This is equivalent to the fixed rate and debt package of the 
fixed rate bond XYZ issued in the fixed rate example above. The issuer and investor are indifferent 
to a fixed rate debt security swapped into floating, or a floating rate debt security swapped into 
fixed. In either case, the swap + debt package yields 6.7%. 
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This exercise assumes the trades happened at the same point in time and that no arbitrage profits 
were available because the market is efficient. These are reasonable assumptions because Australian 
swap and interest markets are efficient, observable and tradeable.  

In any case, market practitioners assume that floating rate credit spreads and fixed rate credit 
spreads to swap (known as the asset swap spread) are equivalent, or should be. They assume this 
when comparing a fixed rate bond to a floating rate note. It allows them to make a “like for like” 
comparison between issuers who have both fixed and floating rate notes on issue. A trading spread 
for floating rate notes is assumed to be the same as the asset swap spread of fixed rate notes from 
the same issuer. This knowledge allows floating rate notes to be bought into the benchmarking 
process for a fixed rate debt piece. It is a very easy and straight forward adjustment to make.  
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Appendix 5: Yieldbroker Data Sheets 

Ownership 

Founded in 1999 as a co-operative venture, ownership is shared equally between the leading 
banking participants in the Australian and New Zealand debt markets. The current shareholder 
banks are ANZ, CBA, Citi, Deutsche Bank, JP Morgan, Macquarie Bank, NAB, Royal Bank of 
Canada, Royal Bank of Scotland, Toronto Dominion, UBS and Westpac.  

Six further banks – Barclays, BNP, Credit Suisse, HSBC, Merrill Lynch and Nomura participate in 
Yieldbroker as price providers in the dealer-to-client market.   

Organisational goals 

Yieldbroker was established to provide the systems infrastructure, regulatory framework and 
compliance oversight necessary to facilitate the growth of orderly electronic marketplaces in 
Australian and New Zealand debt securities and derivatives. 

As a shared initiative, organisational goals are determined in consultation with leading market 
participants and Yieldbroker’s principle objectives are to:  

• Develop accessible dealer-to-client trading platforms that foster liquidity, enhance price 
transparency and provide clients with efficient deal execution in Australian and New 
Zealand debt securities and derivatives; 

• Establish co-operatively owned, low cost dealer-to-dealer platforms across a broad range 
of debt securities and derivatives to reduce bank transactional costs; and 

• Encourage straight-through-processing solutions that improve transactional efficiency and 
reduce operational risk and compliance costs. 

Dealer-to-client market 

Yieldbroker’s dealer-to-client market began operation in May 2001 and has steadily grown to 
become the dominant trading platform in the Australian debt markets, accounting for almost 50% of 
all fixed income transactions. 
With access to live indicative prices in over 700 Australian and New Zealand debt securities, 
Yieldbroker’s easy-to-use, secure, online trading system offers superior deal execution and price 
discovery and provides institutional investors with a number of key advantages; 

• Competitive deal execution - Yieldbroker ensures that all transactions can be 
executed at the best available price, by allowing clients to simultaneously request 
competitive two-way markets from up to 18 pricemakers. Executable live pricing is also 
now available in over 100 securities. 

• Unrivalled market coverage - Clients can view live indicative prices and request 
competitive two-way markets in over 700 securities - including Australian government, 
semi-government and corporate bonds, Inflation linked securities, AUD 
Supra/Sovereign/Agency debt, FRNs and New Zealand government bonds. We are 
committed to extending our coverage across all classes of debt securities and derivatives.  

• Increased market transparency - Yieldbroker provides the most complete, accurate, 
real time information of where fixed income securities are being priced and has become 
the standard valuation source in the Australian and New Zealand markets. The 
Yieldbrokersystem intelligently averages prices supplied by 18 leading market makers to 
produce realistic indicative prices that are free of the irregularities and individual bias that 
characterise most data sources.  
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• Flexibility in dealing - Customised to domestic market requirements, Yieldbroker 
offers an unrivalled range of transaction options with the ability to request competitive 
two-way markets to execute outright, EFP, MOC or switch trades. Dealing flexibility has 
been further enhanced with the introduction of portfolio trading, multiple quote requests 
and volume negotiation with further enhancements to become available in the near 
future.  

• Straight-through-processing -The Yieldbroker trading platform can be seamlessly 
linked with most major OMS platforms allowing clients to upload trade details and 
allocations, execute trades then retrieve ticket and settlement details through FIX. 

• Reporting functionality - customised reporting, ticketing and execution reports can be 
accessed via the trading application or via our website. 

• Access to Commonwealth Auctions - the Yieldbroker platform provides exclusive 
access to the system utilised by the AOFM to conduct auctions for Australian 
Commonwealth Government Bonds and Treasury Notes. 

If you have any queries about Yieldbroker or require further assistance please contact the 
Yieldbroker helpdesk on 1800 220 550 or +612 9994 2800 or at helpdesk@yieldbroker.com 
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Appendix 6: Yieldbroker Quoting and Trading Statistics 

This data comes from Yieldbroker.  Each table contains data relating to the number of quotes asked 
for, and the number of subsequent trades done in bonds issued by the entities noted. Specific bonds 
are not identified, but each issuer is. Some issuers have more than one bond in each group.  

The tables demonstrate:  

• The quoting and trading data of the bonds in the respective group over the 12 month 
period to end-October 2011; 

• The number of quote requests reflects investors asking a panel of banks for a price in a 
bond; 

• The number of trades reflects how many times that bond traded; and 

• The number of market makers reflects the number of banks that will post daily closing 
rates on the bond and quote prices on it, when asked.  

Bloomberg Fair Value Curve 

Number of Request For 
Quotes 

Number of Debt Issue 
Trades 

Number of Market 
Makers 

17 8 7 

15 7 8 

12 5 8 

11 9 10 

6 5 8 

6 4 3 

5 2 5 

3 0 3 

1 0 4 

0 0 5 

Table 1: Bloomberg Fair Value Curve 

Source: The Bloomberg Fair Value Curve consists of the following bonds: 

• WES  A- 

• Holcim Fin  BBB 

• China Light and Power BBB 

• Mirvac  BBB 

• Map  BBB 

• APA  BBB 
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AAA & AA Rated Bonds 

Number of Request For 
Quotes 

Number of Debt Issue 
Trades 

Number of Market 
Makers 

199 179 15 

169 156 15 

62 59 14 

25 15 14 

8 0 5 

Table 2: AAA & AA Rated Bonds 

Source: AAA/AA Rated Bonds consists of the following: 

• CGS 6/16  AAA 

• CBA 7/16 AA 

• KFW 7/16  AAA 

• NSW 4/16  AAA 

• SAFA 9/17  AAA 

 

A-, BBB+, BBB & BBB- Rated Bonds 

Number of Request For 
Quotes 

Number of Debt Issue 
Trades 

Number of Market 
Makers 

6 4 3 

5 1 5 

4 0 5 

3 0 3 

3 0 2 

2 2 4 

2 2 3 

2 1 6 

1 0 3 

1 0 5 

1 0 7 
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0 0 5 

0 0 5 

0 0 7 

0 0 5 

0 0 3 

Table 3: A-, BBB+, BBB & BBB- Rated Bonds 

Source: A-, BBB+, BBB & BBB- Rated Bonds consists of the following: 

• Transurban A- 

• DBCT BBB+ 

• NewTerminal Financing BBB 

• DBNGP BBB- 

• Brisbane Airports BBB 

• Sydney Airports BBB 

• ETSA A- 

• United Energy BBB 

• Snowy Hydro BBB+ 
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Appendix 7: Yieldbroker Reported Trading Spread Information 
 

Trading Spread of Selected Standard Debt Issues (End of Month) 

 Rating BBB BBB BBB BBB- A- BBB BBB- A- A- 

 Issuer 
Sydney 
Airport 

 Sydney 
Airport 

Brisbane 
Airport DBNGP ETSA APA DBNGP TRANSURBAN TRANSURBAN 

 Spread ASM ASM ASM TM ASM ASM ASM ASM ASM 

Maturity Jul-15 Jul-18 Jul-19 Sep-15 Sep-16 Jul-20 Sep-15 Mar-14 Jun-16 

Apr-10        172.9  

May-10        166.5  

Jun-10        181.5  

Jul-10        181.2  

Aug-10      235.4  176.7  

Sep-10 221.4     232.7  176.4  

Oct-10 216.9   302.5  234  177.9  

Nov-10 224.3   302.5  234.1  179.6  

Dec-10 224.1   300  234  173.8  

Jan-11 224   300  235.2 290.3 174.2  

Feb-11 213.9   300  242.4 289.9 164.9  

Mar-11 220.1  208.3 300  242.7 291.7 169.4  

Apr-11 212.3  209.1 300 125.8 247.4 293.7 165.3  
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Trading Spread of Selected Standard Debt Issues (End of Month) 

 Rating BBB BBB BBB BBB- A- BBB BBB- A- A- 

 Issuer 
Sydney 
Airport 

 Sydney 
Airport 

Brisbane 
Airport DBNGP ETSA APA DBNGP TRANSURBAN TRANSURBAN 

 Spread ASM ASM ASM TM ASM ASM ASM ASM ASM 

Maturity Jul-15 Jul-18 Jul-19 Sep-15 Sep-16 Jul-20 Sep-15 Mar-14 Jun-16 

May-11 210.5  216 300 126 241.3 291.4 159.2  

Jun-11 213.2 220.6 202.6 300 130.1 244.6 292.3 151.1 85.6 

Jul-11 207.9 214.7 201.6 300 128.7 241.8 290.8 153.3 76.1 

Aug-11 224.2 253.2 201.2 300 139.7 241.6 287.5 169.6 176.6 

Sep-11 227 250.9 199.5 300 143.5 238.1 289 172.4 186.2 

Oct-11 225 256.6 197.3 306.5 142.1 237.1 298.2 174 192.5 

Table 4: Trading Spread of Selected Standard Debt Issues (End of Month) 

ASM = Asset Swap Margin (fixed rate credit spread to swap rate) 

TM = Floating Rate Trading Margin 
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Trading Spread of Selected Wrapped Debt Issues (End of Month) 

 Rating BBB BBB BBB BBB+ BBB+ BBB+ BBB A- BBB BBB BBB+ BBB BBB 

 Issuer 

BROA
DCAS
T 

NTFINC NTFINC 
SNOW
Y 

SNOW
Y 

SNOW
Y 

UELM TCL 
Sydney 
Airport 

Sydney 
Airport 

DBCT 
Brisbane 
Airport 

Brisbane 
Airport 

 Spread TM TM ASM TM TM ASM TM TM TM TM ASM TM TM 

Maturity Jul-12 Sep-16 Sep-16 Feb-13 Feb-13 Feb-13 Oct-14 Nov-15 Nov-14 Nov-15 Jun-16 Dec-13 Jul-16 

Oct-08 213.5 232.5 218.7 202.5 208 211.6 185  202 208.5 250.8 222.5 252.5 

Nov-08 286.5 250 252.7 217 240 223.7 212.5  262.5 272.5 287.4 247 282 

Dec-08 385.5 389.5 390.6 375.5 245.5 216.6 222.5  349.5 0.51 350.1 340 389.5 

Jan-09 401.5 400 382.3 373.5 277.5 243.8 222.5  375 375 467.8 391.5 433 

Feb-09 537.5 420 446.7 271 277.5 302.3 176  372 375 624.1 409 537.5 

Mar-09 450.5 401 477.6 312.5 300 316.1 235  397 375 715.3 375.5 500 

Apr-09 485 400 469.7 482.5 325 309.9 235  399 375 731.2 375.5 400 

May-09 483.5 400.5 465.9 440 325.5 328.1 255  397.5 375 756.8 375.5 500 

Jun-09 483.5 430 432.1 440 350 321.4 255  360 341.5 736.3 381.5 500 

Jul-09 500 430 435.4 440 332.5 318 255  415 378.5 736.2 375 643 

Aug-09 475 450 418.4 375 332.5 324.9 255  426.5 412.5 725.5 400 493.5 

Sep-09 390 395 418.1 362.5 325 316.4 255  350.5 354.5 718.5 360 386.5 

Oct-09 355 395 427.5 362.5 325 304.5 179 307.5 350 363.5 393.3 397 368 
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Trading Spread of Selected Wrapped Debt Issues (End of Month) 

 Rating BBB BBB BBB BBB+ BBB+ BBB+ BBB A- BBB BBB BBB+ BBB BBB 

 Issuer 

BROA
DCAS
T 

NTFINC NTFINC 
SNOW
Y 

SNOW
Y 

SNOW
Y 

UELM TCL 
Sydney 
Airport 

Sydney 
Airport 

DBCT 
Brisbane 
Airport 

Brisbane 
Airport 

 Spread TM TM ASM TM TM ASM TM TM TM TM ASM TM TM 

Maturity Jul-12 Sep-16 Sep-16 Feb-13 Feb-13 Feb-13 Oct-14 Nov-15 Nov-14 Nov-15 Jun-16 Dec-13 Jul-16 

Nov-09 355 395 432.4 312.5 325 321.9 179 307.5 347.5 362 400.3 352 366.5 

Dec-09 355 395 417.8 307.5 320 311.6 179 307.5 347.5 362 401 361 358 

Jan-10 343 370 414.6 307.5 320 322.1 293.5 307.5 364.5 367.5 401.6 302 358 

Feb-10 348.5 370 401.6 307.5 320 320.6 288.5 271.5 355 363.5 398.4 300.5 373.5 

Mar-10 325 370 401.1 307.5 320 318.5 288.5 287.5 370 370 398.3 260.5 361 

Apr-10 325 370 398.5 307.5 320 317.3 255 312.5 370 370 395.8 250.5 361 

May-10 320 370 385.8 307.5 320 321 275 282.5 370 375 384.3 250.5 351 

Jun-10 293.5 350 363.3 307.5 320 322.4 270 282.5 293.5 300.5 411.9 287 351 

Jul-10 293.5 345 358.5 307.5 320 326 270 282.5 285.5 290.5 411.5 287 340.5 

Aug-10 273.5 315 292.9 308 320 323.8 267 282.5 285.5 290.5 418.3 251.5 324 

Sep-10 290.5 315 272 308 320 325.1 267 282.5 285 290 415.5 251.5 301.5 

Oct-10 286.5 315 273.2 306.5 320 294.9 267 282.5 285 290 415.7 250.5 300 

Nov-10 270.5 287.5 270.6 295 305.5 275.9 267 280 238 252 415.9 248.5 304.5 

Dec-10 274.5 275 273.6 295 300 271.5 267 285 225 250 403.7 250 302.5 
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Trading Spread of Selected Wrapped Debt Issues (End of Month) 

 Rating BBB BBB BBB BBB+ BBB+ BBB+ BBB A- BBB BBB BBB+ BBB BBB 

 Issuer 

BROA
DCAS
T 

NTFINC NTFINC 
SNOW
Y 

SNOW
Y 

SNOW
Y 

UELM TCL 
Sydney 
Airport 

Sydney 
Airport 

DBCT 
Brisbane 
Airport 

Brisbane 
Airport 

 Spread TM TM ASM TM TM ASM TM TM TM TM ASM TM TM 

Maturity Jul-12 Sep-16 Sep-16 Feb-13 Feb-13 Feb-13 Oct-14 Nov-15 Nov-14 Nov-15 Jun-16 Dec-13 Jul-16 

Jan-11 274.5 273.5 280.6 295 295 266.7 267 281 225 250 416.1 250 297.5 

Feb-11 256 270 270 292 285 270.6 267 283 215 230 356.1 246.5 298.5 

Mar-11 256.5 257.5 258.5 291.5 286.5 263.6 272.5 280.5 223 238 342.2 192 231 

Apr-11 255.5 260 287.2 292 290 265.7 282.5 276.5 229 254 344.5 228.5 249.5 

May-11 267.5 248.5 265.6 288.5 281.5 256.7 272.5 276 210 227.5 317.1 193 216.5 

Jun-11 256.5 274 279.5 283 291.5 280.8 264 275 235.5 254 330.1 199 216.5 

Jul-11 256 270 261.8 282 286.5 254.7 257.5 282.5 237.5 235 325.2 190 216 

Aug-11 255 270 276.8 284 286 260.4 257.5 281 226.5 252.5 332.1 189.5 221 

Sep-11 257.5 275 307.1 279 285 258.7 257.5 281 226.5 252.5 335.1 190 221 

Oct-11 256 255 289.1 277 287.5 258 257.5 277 256 264.5 334.2 199.5 221 

Table 5: Trading Spread of Selected Wrapped Debt Issues (End of Month) 

ASM = Asset Swap Margin (fixed rate credit spread to swap rate) 

TM = Floating Rate Trading Margin 
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Appendix 8: UBS Rate Sheets - A background explanation 

(a) In order to understand the data on bank sub-debt in the first 3 appendices, it is necessary to 
understand why UBS presented information on these bonds this way and how they did it. 
The answer is with UBS as it is their data sheet. 

(b) The sub-debt bonds in question are floating rate notes. This means only the bank bill rate 
associated with the next coupon payment has been calculated and is due for settlement.  

(c) Expressing sub-debt with a fixed rate yield to any maturity involves adding the floating rate 
trading (credit) spread to the swap rate of the maturity. A maturity must be arbitrarily 
chosen so that a swap + debt package that has similar yield features to a fixed rate bond of 
that maturity can be simulated.  

(d) What occurs in c) is an entirely arbitrary exercise. UBS might be doing it to show investors 
what fixed rate yield their customers could get as a running yield if they bought the sub-debt 
then swapped it. Because the sub-debt is callable at 5 years then anytime after that, the 
investor will never be sure what the holding period will be. This would need to be assumed 
for the exercise and UBS has assumed the next call is a good date for that exercise and 
presented that data in a rate sheet. 

(e) It might be that UBS shows a running yield in fixed rate terms to the call date because it 
wants to show investors a "high yielding debt + fixed rate swap package". UBS might do this 
so the investors buy the bonds so that UBS can secure a trade. Rate sheets are as much a 
marketing document as a presentation of market data.  Expressing these bonds in a fixed 
rate format is not standard market practice. It should be seen as something UBS has chosen 
to do when it presents these bonds in a market data sheet.  

(f) Given UBS has done this exercise, the swap rate they add to the floating rate trading spread 
should always be the swap rate to the maturity date they are choosing to simulate a fixed 
rate yield.  

(g) The only "known" yield on a floating rate sub-debt note is the yield to the next coupon 
payment day. This would be the quarterly annual bank bill rate based coupon payment. It 
might be a coupon of bank bill + 2.00% (say). If the bank bill rate were 5%, then the coupon 
would be the principal amount times (5 + 2)% times the actual number of days divided by 365. 
All the other coupon payments for the rest of the life of the bond can only EVER be 
calculated when the bank bill rate is set roughly 90 days before it is paid.  

(h) As sub-debt has embedded calls that can be exercised from 5 years, subject to regulatory 
approval, an investor holding a bond has to form a view on the likely call date and what 
trading spread they would like to price the bond at to that call date.  Prior to the GFC the 
market-wide general practice, or convention, was to price the sub-debt to the next call date 
as the market expected bonds would always be called on the first call date. This is because 
pre-GFC, bonds were always called at 5 years. During the GFC, when the first sub-debt 
issue was not called, the market had to revise its view on this matter. The GFC impacted by 
changing the way banks and regulators managed sub-debt issues, and consequently the 
markets’ perception about call dates.  

(i) UBS practice on the rate sheet probably dates to a pre-GFC world. I believe this explains 
why UBS presents sub-debt bonds in the “yield to call” format and that it still happens now 
because: 1) the practice stems from a pre-GFC world and they have not changed this way of 
presenting the bonds; and, 2) they did/do it that way then because they wanted to show 
their fixed rate investors what yield they could get on sub-debt if they swapped it into fixed 
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rate. Both of these are very arbitrary, not particularly sophisticated, but not incorrect 
either. It makes sense as a practice if you want to show investors what the fixed rate 
equivalent of the trading spread in floating rate sub-debt piece is to that assumed maturity 
date. 

(j) The market convention post GFC is that the 5 year call date is no longer thought of as the 
likely call date because of the uncertainty that now exists with respect to regulatory call 
dates in bank sub-debt. Market practice is that, for trading purposes, the maturity date 
needs to be specifically agreed so that a price for the bond can be calculated based on the 
trading yield agreed. The trading yield and maturity need to be agreed to calculate the price 
of the bond using the floating rate note formula. A dollar price cannot be calculated unless 
you have agreed a maturity date AND a trading yield.  

(k) The bonds can also be traded on price. You can say either of :“I will deal at (say) 90c in the 
dollar”; or you say “I will deal at a trading yield of (say) 250bp over with a maturity of 5, or 
x, years”.   

(l) No longer is the market convention that the first call date is the date to which the note is 
priced. It must be remembered, even pre-GFC, it was only a convention. If that 5-year 
assumption then proved invalid, then the implicit lengthening of the maturity meant that 
bond investors holding bonds that were trading below par (less than 100 c in the $) suffered 
"an extension" loss. Those that had assumed a longer maturity date when they bought it 
below par gain when the bond is called early, because the bond goes from say, 90c in the 
dollar to a dollar in a shorter space of time than they had assumed when they bought it. 

(m) The main point is that with respect to the callable sub-debt bonds, the maturity date is 
completely unknown because no one knows when it will be called, except ultimately, the 
issuer and the regulator. It will be called at the earliest 5 years into the bond's life, but it 
could be right out to the end of the bonds life, i.e. the final maturity date. 

(n) The yield to next call/yield to maturity column(s) in the UBS rate sheet are not an adjusted 
version of sub-debt bond that reflects the bond’s yield as if it were a fixed rate and a 
standard security. It is a fixed rate version of the sub-debt bond with an embedded call. 

(o) With respect to the rating on the UBS rate sheets the rating follows market convention and 
reflects Probability of Default and a broad indicator of credit worth. 


