
December 2014                For professional investors only 

 

Schroder Investment Management Australia Limited   ABN 22 000 443 274 
Australian Financial Services Licence 226473 
Level 20 Angel Place, 123 Pitt Street, Sydney NSW 2000

The Fix 
The state of Semi-Government debt
Stuart Dear, Portfolio Manager, Fixed Income 
Synopsis 

This paper aims to set out a framework for analysing sub-sovereign credit worthiness, to provide our analysis 
of the Australian states using this framework, and then to overlay supply-demand and valuation analysis to 
form an investment view of semi-government debt. 
 
The credit worthiness of the states is underpinned by the sound institutional and economic policy credibility of 
the Australian sovereign, as well as implicit and explicit levels of support. The states do however shoulder a 
high burden of future aging expenditure requirements and infrastructure provision, without strong means of 
independent revenue raising, and are subject both to developments in Commonwealth-State fiscal relations as 
well as the co-variability of state and Commonwealth fiscal fortunes, especially relating to terms of trade 
volatility. 
 
A generally improved fiscal position of the states and positive supply-demand factors have driven semi-bond 
spreads back to moderately expensive levels. While we see limited downside (spread widening) from here, we 
have moderated our constructive view considerably, trimmed positions accordingly, and view our current 
exposure as a hold. 
 

Overview of sovereign credit analysis 

There has been a much sharper focus in recent years on sovereign credit analysis as a result of: 
‒ the ongoing tide of demographic change, particularly a) the aging of populations and associated 

increase in government spending on pensions and healthcare, and b) the slowing of population 
growth, associated reduction in potential growth and reduced revenue raising potential – i.e. 
demographics mean government costs are likely to rise much more strongly than income unless 
appropriate measures are put in place, 

‒ the widespread and dramatic increase in public sector debt as a Keynesian response to the GFC, 
which makes the starting point for debt sustainability difficult irrespective of the forward looking path, 

‒ the increased contingent liability of governments for the health of national banking systems, in spite of 
efforts to improve regulation, and 

‒ the European sovereign crisis of 2011-12 (and arguably ongoing), which featured several defaults as 
a result of the combination of these factors, in addition to elevated structural rigidity and the 
deficiencies of the Euro system of monetary union. 

 
These factors provide considerable challenge to the notion that developed country sovereign issuers are ‘risk-
free’, however sovereign and sub-sovereign debt issuers do differ from private issuers in several important 
respects:  

‒ sovereigns and sub-sovereigns typically have legal authority to raise revenue via taxes and other 
duties whereas private entities do not,  

‒ fiscal decisions of a government of any level are more heavily influenced by social and political factors 
and less by pure economic factors than is the case for private entities, 

‒ sovereigns (exclusively) typically control the issuance of money hence can theoretically ‘monetise 
debt’, and  

‒ governments are, whether explicitly or implicitly, contingently liable for support  of lower levels of 
government and the national banking system. 
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Additionally: 
‒ governments don’t have a funding capital structure (ie they don’t issue equity, and debt does not carry 

different levels of seniority), and full government ‘balance sheets’ are rarely available in the public 
domain (albeit that P&L and cashflow statements are, via budget papers), 

‒ revenues and expenses are less linked to measureable assets such as traditional economic 
infrastructure, and more linked to demographics, the extent of public good provision / the social 
support system, political decision making and the strength of the institutional framework, than is the 
case for private entities. 

 
The combination of these influences means analysis of the credit worthiness of government and government 
related issuers differs from that of private issuers in the following ways: 

‒ the institutional framework is more important, as institutions regulate non-economic (as well as 
economic) behaviour of governments, 

‒ monetary factors are more important, as inflation that reduces the real debt burden and more explicit 
monetisation are temptations to governments, 

‒ the external position is important; debt denominated in foreign currency carries revaluation risk while a 
large foreign ownership base carries flight risk if tied with high current account deficits, 

‒ governments carry significant contingent liabilities; for the banking system, future demands arising 
from aging etc, and other levels of government, and 

‒ in most cases, debt (both stock and flow measures) of a government is expressed as a ratio to GDP 
(or regional version thereof) – a proxy for debt to income – with little attention paid to balance sheet 
ratios (such as debt to equity, NTA or other) and analysis extends to monitoring the influences on the 
level, likely movements and sustainability of debt to income ratios. 

 
Such analysis is typically imperfect, because: 

‒ asset sales that benefit ratios in the short run undermine the ability to sustain debt load in the future, 
‒ the effects of austerity are similarly double-edged, 
‒ contingent liabilities are large but their measurement imprecise, and 
‒ due to uncertainty around political decision making. 

 

Sub-sovereign credit analysis as an extension of sovereign analysis 

Until recently, the main tool used to analyse Australian sub-sovereign (ie semi-government) credit quality was 
the net financial liabilities to operating revenue ratio. While this is a reasonable catch-all for a state’s debt 
burden, it has two major disadvantages: 1) the numerator comprises gross debt and unfunded super liabilities, 
the latter of which is heavily subject to assumptions about the discount rate applied to liabilities and rates of 
return on financial assets held against them, and 2) it treats the semi as a standalone entity. 
 
In contrast, sub-sovereign credit analysis should be conducted with regard to that of the sovereign for several 
important reasons: 
 

‒ the sovereign provides implicit (if not explicit) debt support to the regional or local issuer, so sovereign 
credit worthiness is important for the sub-sovereign, 

‒ large parts of sub-sovereign revenues and expenditures are either tied directly to sovereign 
government taxation or subject to inter-government sharing agreements, and 

‒ the national government has the most significant influence over a country’s institutional framework and 
economic policy setting. 

 
With this in mind, along with increased focus on sovereign credit analysis, and the need for cross-country 
comparability, new approaches to assessing sub-sovereign credit quality have been developed that assess 
both country level factors, including the institutional framework, and issuer-specific credit factors, including 
levels of sovereign support. 
 
For example, the diagram below illustrates S&Ps methodology as described in the September 2010 
publication Methodology for Rating International Local and Regional Governments. This methodology gives a 
structural score to the national institutional framework the sub-soveregin operates within, before assessment 
of the individual credit of the sub-sovereign based on five equally-weighted categories. 
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Figure 1 

 
Source: “Methodology for Rating International Local and Regional Governments’ S&P September 2010 
 
In this framework S&P’s recognition of the importance of the sovereign is evident at several levels:  

‒ the institutional framework is applied as a national factor independent of the credit of the sub-
sovereign 

‒ the economy score is closely aligned to the national economy 
‒ the sovereign’s rating defines a ceiling rating for the sub-sovereign 
‒ any extraordinary government support is considered. 

 

Fundamentals: Semis in the Context of the Australian Institutional Framework 

Australia is one of few sovereigns to survive a general slippage in credit rating post-GFC.  Two important 
distinguishing features stand out: 1) our good fortune to have been a beneficiary of the Chinese commodity 
boom in the decade prior to the GFC, that delivered a windfall to national coffers via the income effect of the 
increased terms of trade, and our relative economic resilience since, again largely due to Chinese demand, 
and 2) our relatively well advanced planning for longer term aging needs (through the superannuation system, 
and public-private health cost sharing). However, on neither of the commodity boom capture or the social 
investment points do we nearly match the benchmark example of Norway.  
 
A solid institutional framework helps underpin both Australian sovereign’s AAA rating and the rating of the 
states under the new methodologies framework for assessing sub-sovereigns.  With respect to the states, the 
predictability of Commonwealth-State relations is a key feature of the institutional framework. States carry a 
mismatch between their significant expenditure burden - especially via school education, hospital and public 
transport responsibilities – and limited revenue raising capability (a mismatch labelled vertical fiscal 
imbalance), but both tax sharing and direct funding arrangements between the Commonwealth and the States 
are well established. 
 
While on the whole Commonwealth-State relationships are likely to remain among the strongest in the world, 
changes to the established model are foreshadowed by: 

‒ the National Commission of Audit’s recommendations to reduce vertical fiscal imbalance and 
duplication (which could be both achieved via the Commonwealth assuming State responsibilities, 
though this appears unlikely) 

‒ the May 2014 Budget’s withdrawal of tied funding to schools and hospitals in the years beyond 2017-
18, which leaves a gap in State funding assuming no cut to State services 

‒ Tax System and Federation white papers due for submission in 2015. 
 
The most obvious likely change is a higher rate / broader GST that is assigned to states, along with full 
responsibility for how these funds should be spent. In the interim, the Federal Government is encouraging 
states to sell or lease assets and recycle the proceeds into infrastructure, incentivised via additional 
contributions from the Commonwealth.   
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One benefit of tax system changes is that they could reduce the revenue variability associated with terms of 
trade changes. Such revenue variability occurs at both Federal (company tax) and State (mining royalty) levels 
and weakens the contingent support of States by the Commonwealth. More broadly, a focus on productivity-
enhancing initiatives such as increased spending on infrastructure, and encouragement of private saving 
(these two can be linked by private funding of infrastructure), could help offset the increased cost to the public 
purse of an aging population. 
 
With the Federal Government pushing back fiscal responsibility to the States, market perception of fiscal risk 
of the States may evolve in several ways. Firstly, the value attached to the implicit Federal Government 
backing of the States may diminish. This may occur even where the States’ greater responsibility for delivering 
more public goods and services is compensated by an increase in untied funding from the Federal 
Government that is itself funded by a higher/broader GST, as the Federal Government’s ability to raise further 
revenue to support the States would be compromised by the imposition of the GST on the electorate. 
Secondly, there is likely to be more focus on the relativities between individual States’ finances, hence greater 
spread dispersion, especially at longer tenors. 

Fundamental assessment by state 

Figure 2 

 
Source: S&P, Schroders, State budget papers 
* Queensland’s further improvement to 2016 is conditional upon the Newman government winning a mandate 
for asset sales at the forthcoming state election 
 
Figure 2 details our relative assessment of the States’ credit quality across a number of years using the 
template of the S&P methodology described earlier.  Most of the variation between States and across years 
occurs in the budgetary performance and debt burden categories, the categories that link fiscal policy and 
broader asset provision/ownership decisions with quality assessments. In particular, the States with the largest 
debt loads, Queensland and NSW, have made important improvements in expenditure control and have/are 
looking to reduce debt via asset privatisations.  A notable tiering exists between the AAA and the AA States, 
though Queensland and WA are in the process of migrating (QLD up*, WA down).  
 
  

2012 2014 2016

NSW VIC QLD WA SA TAS NSW VIC QLD WA SA TAS NSW VIC QLD WA SA TAS

Institutional Framew ork - country level 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Individual issuer credit factors -

   Economy 1 1 1 1 1 2 1 1 1 1 1 2 1 1 1 1 1 2

   Budgetary performance and f lexibility 3 3 4 2.5 3.5 2.5 2.5 3 3 4 3.5 2.5 2.5 3 2* 4 3.5 2.5

   Debt burden and contingent liabilities 3 2 3 2 2.5 2 2.5 2 3 2.5 2.5 2 2.5 2 3 3 2.5 2

   Liquidity 1 1 1 2 3 3 1 1 1 1 3 3 1 1 1 1 3 3

   Financial Management 2 1 2 1 2 1 1 1 1 1 2 1 1 1 1 1 2 1

Weighted Average 2.0 1.6 2.2 1.7 2.4 2.1 1.6 1.6 1.8 1.9 2.4 2.1 1.6 1.6 1.5 2.0 2.4 2.1

Estimated Rating AA+ AAA AA+ AAA AA AA+ AAA AAA AA+ AA+ AA AA+ AAA AAA AAA AA+ AA AA+

Projected 
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Figure 3 

 
 
The key variables in play are: 
 
Asset sales: Victoria, under Jeff Kennett, was the first to embrace the concept and has correspondingly been 
able to keep debt levels low and ratings high. NSW (privatisation of ports complete, moving on to electricity) 
and QLD (ports and electricity post 2015 election) are now adopting this approach and this, alongside more 
focused expenditure management under first term coalition governments, is a reason behind the improvement 
in the ratings assigned to budgetary performance and debt burden. The ‘asset recycling’ incentive of the 
Federal government should encourage further asset sales, including in Victoria and WA. 
 
Infrastructure expenditure: has been most elevated in QLD, the state that has had the fastest population 
growth and the greatest degree of decentralisation, followed by WA. Beyond the demographic factors, 
confidence in the strength of the state economy underpinned by the resources boom was a key factor in 
influencing the pace of expansion. NSW infrastructure spending lagged for several years (partly due to 
incompetence of the former government under the guise of protecting the AAA credit rating) but has 
reaccelerated recently.  Victoria’s public infrastructure spending has been kept in check by greater use of PPP 
financing and due to higher efficiencies in part virtue of being a small populous state. 
 
Commodity prices and the AUD: state mining royalties are subject to mining volumes, commodity prices and 
the AUD. While projected royalties should continue to rise courtesy of higher volumes, USD commodity prices 
have weakened by much more than both the AUD (which provides some translation offset) and the 
expectations of state treasuries. Coal price movements are relevant for several states especially QLD, 
however WA is most exposed to this variability, given that its iron ore royalty revenue represents more than 
20% of WA state total revenue, and its long run price expectations ($100-110 USD pt) are significantly above 
current market prices. This variability is reflected in recent downgrades to WA by ratings agencies and our 
assessment.  
 
GST: there are two main issues. The first is the problem of covariance between Commonwealth and state 
fiscal fortunes. GST revenues represent the bulk of untied funding provision by the Commonwealth to the 
States, so to the extent national GST revenues have been lower post-GFC than expected, has affected both 
the national tax take and the state portion thereof. The second issue is horizontal fiscal balance: how to share 
the pie fairly between the states. WA in particular receives a significantly below per capita allocation (and TAS, 
SA and NT higher) because royalties are considered in determining the allocation. So as mining royalties 
weaken, WA will be recompensed by a GST share reallocation. Housing related taxes sit outside the GST 
equation, meaning NSW in particular is benefiting from the current housing market strength, while WA has 
sought to increase taxation of property to provide better revenue diversification. 
 
Liquidity: overall, liquidity in the semi government market is strong, with only SA and TAS penalised for lower 
size. WA formerly had greater reliance on short-term funding, but has redressed this via longer-term FRN 
issuance. 
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Commonwealth guarantee: remains explicitly in place for a dwindling portion of NSW’s and QLD’s 
outstanding debt, but implicitly in place across all states. Per our earlier comments, while we don’t expect this 
implicit guarantee to change, there is the possibility that developments in Commonwealth-State relationships 
may shift the value the market applies to it. 
 

Supply and demand outlook 

Supply 
After surging from 2008-2013 courtesy of large capital spending programs and the effect of the GFC on 
revenues (in particular), the aggregate state borrowing requirement will drop dramatically over the next three 
years as cost control and asset sales are applied. Semi market supply should follow to lower levels, though 
the direct transmission of fiscal outcomes to borrowings is clouded by the use of short term funding, borrowing 
arrangements with local government and other quasi authorities, and the variable application of asset sale 
proceeds to debt. 
 
Figure 4 

Source: AOFM, State financing authorities 
 
No GST changes, a continued hard-line approach from the Federal Government over division of 
responsibilities and no cuts to State services would potentially imply increased State Government bond 
issuance, in contrast to our central expectation for lower supply.  Possible projections are shown below; 
though we view this divergence between State and Federal issuance profiles as being an extreme possibility 
(ie we expect deals will be done over GST changes or other funding mechanisms). 
 
Figure 5. Possible State and Federal Issuance Profiles 
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The growth of the semi-government market in recent years has enhanced its status amongst global ‘safe 
haven’ allocators seeking liquidity. Reduced supply in forthcoming years should have minimal impact on 
liquidity as maturities only offset (outstanding stays the same), especially as this is likely to occur in the 
context of reduced global supply of high quality bonds. 
 
Figure 6. 

  

 
By instrument type, issuance of nominal fixed rate debt dominates and is likely to continue to do so, especially 
as semi treasuries are active users of interest rate swaps to manage the duration of their liability books (they 
also actively manage the free float, as they buy and sell outstanding stock against swap based on relative 
value). The Commonwealth guaranteed lines of NSW and Queensland are progressively being bought back 
as they are non-economic with spreads to state guaranteed lines below the Commonwealth guarantee fee 
level. FRNs have been an effective way for several state treasuries (notably SA and WA) to term out CP debt 
into the demand for low risk paper from bank liquidity books, while linker issuance is sporadic and driven by 
government agency demand. 
 
Demand 
Banks have been the strong marginal buyer of semis in recent years, as they move to build up their liquidity 
books ahead of the binding requirement from APRA to hold more liquid assets for financial stability purposes. 
The buildup phase of this investment is likely close to complete, and with banks in total holding about 30% of 
combined Commonwealth and State issuance in their liquidity books, it is probably near saturation point. We 
would expect further excess growth in liquidity books (ie in excess of bank balance sheet growth) to come via 
level two liquidity assets, including internal mortgage securitisations repoed to the RBA.  
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Figure 7: Bank and foreign ownership of semi-government bonds 

  
 
The other persistent buyer has been foreigners. While demand from foreign central banks in particular has 
been greater in Commonwealth bonds, semis too have benefited from the need to diversify into alternate high 
quality liquid markets. While some of this flow has been currency driven – in particular Japanese retail and 
pension money - most of it has been relatively currency insensitive, and appears likely to only be at risk should 
Australian yields compress materially to global core markets or the Australian government quality story 
deteriorate.  
 

Valuations 

Semis are typically valued relative to either Commonwealth bonds, given similar institutional and economic 
factors and implicit support, or interest rate swaps, given their use by state treasuries in managing their 
funding books. We place most weight on the former relative valuation measure, and assess the extra premium 
required to compensate a semi investor for standalone credit quality and liquidity differences versus the 
sovereign, as well as the strength of the implied support. 
 
Figure 8 

 
Source: Schroders 
  
With the state government fiscal position improving considerably over the last two years, both in isolation and 
relative to the Commonwealth position, semi government spreads to bond have converged materially. With 
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swap spreads to bond also narrowing, to lower than average levels, the narrowing of semi spreads to swap 
has been less dramatic.  
 
One directly observable way to measure the liquidity and the credit quality components of the spread to bond 
is to break the total spread into that attributable to the liquidity difference between the Commonwealth bond 
and the Commonwealth guaranteed semi, and the quality difference between the Commonwealth guaranteed 
and state guaranteed semi. While this is less than perfect (because the Commonwealth guaranteed line is 
itself is less liquid than the state guaranteed line) it provides reasonable visibility, and can be checked against 
liquidity spreads applicable to peer issuers (such as those on German sovereign supported issuers, or 
Canadian provinces).  
 
Figure 9 

 
Source: Schroders 
 
We view current spreads to bond as being moderately tight to fair value – a 10-20bps liquidity spread is about 
fair but the additional spread for credit quality difference (including implied support) should be slightly higher 
than current. Spreads to swap are still attractive (on the basis that swap spreads to bond should be higher 
over the longer term). Given the valuation convergence we have considerably trimmed our position in semis 
(to below benchmark weight) and view our remaining position as a hold at current levels, with the extra yield 
compensating for the possibility of modest spread widening to bond. Spread tiering between the AAA (VIC and 
NSW) and AA-band issuers (the rest) is broadly appropriately priced. Our relative preferences remain for the 
fiscally improving NSW and Queensland, though as per our overall position we have trimmed exposures to the 
latter as most of the spread improvement, in our opinion, has occurred. 
 
Figure 10 

  
Source: Schroders  
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Summary 

Semi government analysis needs to be conducted relative to the sovereign because of the sovereign’s role in 
setting the institutional framework within which governments operate, national economic policy settings, and in 
providing support to sub-sovereigns.  The Australian sovereign rates highly on these factors and this helps 
underpin reasonably strong assessments of the states.  The states do however shoulder a high burden of 
future aging expenditure requirements, as well as economic and social infrastructure provision, without strong 
means of independent revenue raising, and are subject both to developments in Commonwealth-State fiscal 
relations as well as the co-variability of State and Commonwealth fiscal fortunes, especially relating to terms of 
trade volatility. 
 
A generally improved fiscal position of the states and positive supply-demand factors have driven semi-bond 
spreads back to moderately expensive levels. While we see limited downside (spread widening) from here, we 
have moderated our constructive view considerably, trimmed positions accordingly, and view our current 
exposure as a hold. 
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