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WHILE YIELD IS ELUSIVE, ATTRACTIVE INCOME OPPRTUNITIES IN BANK CREDIT STILL EXIST  

In November, QIC’s Liquid Markets Group published “Historical Australian Monetary Policy actions today, create headaches for cash investors” 

following historic RBA policy actions revealed on Melbourne Cup day.  

The forward guidance from the RBA – now tied to actual inflation getting sustainably back into the 2-3% target band range – portrayed an 

intention to hold the policy rate low (near zero) for at least three years. 

In that paper, we argued this environment would encourage investors to think hard about how much liquidity they truly need and, had been 

illuminated. 

In this follow up paper, we look at the cause of the sharp compression in bank funding costs, and what this means for investors in term deposits 

(TD’s), negotiable certificate of deposits (NCD’s) and bonds. We also consider the bank capital structure, to ascertain where attractive risk 

adjusted returns remain available for investors. 

 

The Changing Bank Funding Environment 

Australian Banks currently have access to unprecedented levels of liquidity, a dynamic we believe is unlikely to change in the immediate future.  

We see three main drivers behind this recent boon for bank liquidity: 

1. Banks access to the RBA Term Funding Facility (TFF); 

2. The large deposit growth seen since the beginning of the COVID-19 health crisis; and   

3. Falling bank credit assets driven by reduced risk appetite and cautious lenders. 

These liquidity drivers are outlined further below. This liquidity wave along with all-time low interest rates, are impacting the ability of investors 

to generate attractive yield on their cash investments.   

 

1. RBA Term Funding Facility (TFF) 

As part of the response to the COVID-19 crisis, the RBA introduced a Term Funding Facility (TFF). The TFF provides direct (collateralised) loans to 

Australian Deposit-Taking Institutions (ADIs) including domestic banks. The TFF is structured as a three-part $200bn programme drawn down 

progressively until June 2021. 

The TFF is priced at an attractive rate of 0.1%. This fixed rate facility has essentially changed the funding model of domestic banks by displacing 

the need for wholesale senior issuance. 

 

2. Large bank deposit growth 

COVID-19 prompted increased risk aversion and reduction in the propensity, and ability, to spend. As a result, domestic banks have received a 

sharp increase in deposit flow. This behavioural response is broadly consistent with the acceleration of deposit growth during the Global 

Financial Crisis in 2007/08. The present acceleration is a bit stronger and more sustained, mostly reflecting three factors:  

1. Reduced ability and willingness of households and firms to spend;  

2. More immediate and generous Government transfer payments; and   

3. Relatively higher trust in banks. 

Deposit growth should ebb as the economy re-opens, spending recovers, and Government transfer payments taper. However, for the 

foreseeable future, deposit funding will remain strong. 

 

 



 

 

Deposits at ADIs 

 

Source: RBA and QIC 
 

Australian Household Savings Rate (%) 

 

Source: ABS 
 

3. Falling bank credit assets 

Reduced risk and investment appetite on the part of retail and SME borrowers has contributed to a reduction in new loan volumes.  In addition, 

several larger corporates have moved to reduce debt levels through equity raisings. While household mortgage lending has surprisingly 

remained soundly positive, it has very much been owner-occupier led while investor lending has trended down. The uncertainty around the 

COVID-19 health crisis that is still playing out at a domestic and global level, is also generating a note of caution from lenders, one that has 

impacted asset growth. For the first time-ever we have seen credit assets at domestic banks fall consecutively for six straight months. 

Total ADI Assets 

 

Source: RBA and QIC 
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Market implications – yield will remain elusive however income opportunities still exist 

It has been difficult for cash investors to source attractive opportunities given the current unprecedented levels of bank liquidity coupled with 

the RBA delivering conventional and unconventional policy to achieve near zero cash rates. We expect this environment to remain for the short 

to medium term at least.  

The below chart highlights the sustained fall in the RBA cash rate, 3-month Bank Bills and 3-month Term Deposits.

 

Source: Bloomberg, RBA (3-month term deposit rates are the retail rates quoted by the RBA) 

 

Term Deposit market 

Term Deposit rates have been particularly impacted with rates continuing to fall precipitously. We think that in this market, there will be 

continued downward pressure.   

AUD Term Deposit Rates 

 

Source: RBA and QIC 
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A typical domestic bank capital structure*:  

 

 

Additional Tier 1 Capital

Equity

Subordinated bonds

Senior bonds

Deposit

Secured bonds
(covered bonds)

 

  

Finding the ‘sweet spot’ in the bank capital structure 

Bank regulation since the GFC has required large banks to 

significantly strengthen their capitalisation. In Australia, 

APRA’s ‘unquestionably strong’ requirement has similarly 

seen the domestic banks increase their capitalisation to 

record high levels. As a result, the common equity tier one 

capital ratios of Australia’s four major banks are among the 

top quartile globally (i.e. ANZ, NAB, CBA and Westpac – 

commonly referred to as the major banks). This has placed 

domestic banks in a strong position to withstand economic 

pressures of COVID-19 and provides a substantial going 

concern loss absorption buffer beneath senior and 

subordinated bonds. 

*Source: QIC 

 

 

 



 

 

Senior bond yields have sharply compressed  

The TFF principally fulfils senior bonds funding for banks at a rate of 0.10% with a tenor of three years. Not surprisingly, the yields on offer for 

investors in the major banks’ senior bonds have significantly outperformed the credit index and compressed to just above the TFF. 

Major Bank 5yr Senior Yield Vs Credit Index Yield 

 

Source: Bloomberg and QIC 

 

Subordinated bonds are the ‘sweet spot’ - and offer the attractive risk adjusted returns 

When we assess a bank’s capital structure, in a low-yield world, investors should consider the banks’ subordinated bonds. We see subordinated 

bonds as offering both attractive absolute yields, as well as relative yields versus bank senior bonds. Unlike senior bonds, we expect to see 

heathy subordinated bond issuance to continue, as major banks move towards their APRA Total Loss Absorbing Capital (TLAC) targets in 2024 

(major banks need to continue to issue subordinated bonds to meet the regulator’s prudent guidelines). We believe this will provide an 

opportunity for investors to add precious yield to their portfolios with an appropriately sized allocation to subordinated bonds. 

The chart below highlights the attractive opportunity subordinated bonds present when looking on an absolute yield or on a relative ratio versus 

senior bonds (i.e. the spread of a major bank subordinated bond is over 7 times the spread of a major bank senior bond of a similar maturity). 

Major Bank 5yr Subordinated Yield (LHS) and Major Bank 5yr Sub/Snr Spread Ratio (RHS) 

 

Source: Bloomberg and QIC 

 

As outlined above, domestic banks are in a robust position to withstand the current economic upheaval, partly due to prudent regulatory 

oversight preceding the crisis. As bank-related issues are not at the centre of the current crisis, we do not see banks coming under the same 

stress as during the GFC in 2008. In this unique situation, we see banks as playing an integral part of the solution. While credit losses are likely 

to increase significantly above the average economic cycle level, banks are in a considerably better position to absorb these losses, benefitting 

from significantly stronger capital and liquidity positions as well as supportive regulatory measures. It is for the above reasons, that we view 

subordinated bonds as the ‘sweet spot’ for investors that are looking to identify attractive risk-adjusted yields. 
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IMPORTANT INFORMATION 
 

 

It should not be relied upon by potential investors.  The Information may 
include statements and estimates in relation to future matters, many of 
which will be based on subjective judgements or proprietary internal 
modelling. No representation is made that such statements or estimates 
will prove correct. The reader should be aware that such Information is 
predictive in character and may be affected by inaccurate assumptions 
and/or by known or unknown risks and uncertainties. Forecast results 
may differ materially from results or returns ultimately achieved. Past 
performance is not a reliable indicator of future performance. 

This Information is being given solely for general information purposes. 
It does not constitute, and should not be construed as, an offer to sell, or 
solicitation of an offer to buy, securities or any other investment, 
investment management or advisory services, including in any 
jurisdiction where such offer or solicitation would be illegal. This 
Information does not constitute an information memorandum, 
prospectus, offer document or similar document in respect of securities 
or any other investment proposal. This Information is private and 
confidential and it has not been deposited with, or reviewed or 
authorised by any regulatory authority in, and no action has been or will 
be taken that would allow an offering of securities in, any jurisdiction. 
Neither this Information nor any presentation in connection with it will 
form the basis of any contract or any obligation of any kind whatsoever. 
No such contract or obligation will be formed until all relevant parties 
execute a written contract.  QIC is not making any representation with 
respect to the eligibility of any recipients of this Information to acquire 
securities or any other investment under the laws of any jurisdiction. 
Neither this Information nor any advertisement or other offering 
material may be distributed or published in any jurisdiction, except under 
circumstances that will result in compliance with any applicable laws and 
regulations. 

Investors or prospective investors should consult their own independent 
legal adviser and financial, accounting, regulatory and tax advisors 
regarding this Information and any decision to proceed with any 
investment or purchase contemplated by the Information. 

Copyright QIC Limited, Australia.  All rights are reserved.  Do not copy, 
disseminate or use, except in accordance with the prior written consent 
of QIC. 

 

 

QIC Limited ACN 130 539 123 (“QIC”) is a wholesale funds manager and 
its products and services are not directly available to, and this 
document may not be provided to any, retail clients.  QIC is a company 
government owned corporation constituted under the Queensland 
Investment Corporation Act 1991 (QLD). QIC is regulated by State 
Government legislation pertaining to government owned corporations 
in addition to the Corporations Act 2001 (Cth) (“Corporations Act”). QIC 
does not hold an Australian financial services (“AFS”) licence and certain 
provisions (including the financial product disclosure provisions) of the 
Corporations Act do not apply to QIC. QIC Private Capital Pty Ltd 
(“QPC”), a wholly owned subsidiary of QIC, has been issued with an AFS 
licence and certain other wholly owned subsidiaries of QIC are 
authorised representatives of QPC. QIC’s subsidiaries are required to 
comply with the Corporations Act.  QIC also has wholly owned 
subsidiaries authorised, registered or licensed by the United Kingdom 
Financial Conduct Authority (“FCA”), the United States Securities and 
Exchange Commission (“SEC”) and the Korean Financial Services 
Commission.  For more information about QIC, our approach, clients 
and regulatory framework, please refer to our website www.qic.com or 
contact us directly.  

To the extent permitted by law, QIC, its subsidiaries, associated entities, 
their directors, officers, employees and representatives (the “QIC 
Parties”) disclaim all responsibility and liability for any loss or damage of 
any nature whatsoever which may be suffered by any person directly or 
indirectly through relying on the information contained in this 
document (the “Information”), whether that loss or damage is caused 
by any fault or negligence of the QIC Parties or otherwise.  This 
Information does not constitute financial product advice and you should 
seek advice before relying on it. In preparing this Information, no QIC 
Party has taken into account any investor’s objectives, financial 
situations or needs. Investors should be aware that an investment in 
any financial product involves a degree of risk and no QIC Party, nor the 
State of Queensland guarantees the performance of any QIC fund or 
managed account, the repayment of capital or any particular amount of 
return. No investment with QIC is a deposit with or other liability of any 
QIC Party. This Information may be based on information and research 
published by others.  No QIC Party has confirmed, and QIC does not 
warrant, the accuracy or completeness of such statements.  Where the 
Information relates to a fund or services that have not yet been 
launched, all Information is preliminary information only and is subject 
to completion and/or amendment in any manner, which may be 
material, without notice. 


