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In November 2011, after intense lobbying by the banks, the Australian Government announced they 
had amended regulations to allow the Australian banks to issue covered bonds, while still ensuring 
the relative security or priority of deposit holders.   
 
A covered bond is a bond secured by a specific pool of mortgages and this essentially gives holders 
a ticket near the front of the queue behind depositors if the bank was to be placed into 
administration.  The Australian banks have been keen to issue covered bonds for two key reasons.  
Firstly, they are a cheaper form of funding for the banks and secondly they improve the diversity of 
wholesale funding options for the banks.  Being allowed to issue covered bonds was considered an 
important development to enhance Australian banks’ ability to raise funds in domestic and offshore 
wholesale funding markets.  The banks are more than happy to give investors a senior secured 
position in the capital structure as there is no cost to the issuer in providing this security. 

 
Given this secured status in the capital structure, the 
rating agencies assign covered bonds their highest AAA 
ratings, assuming they meet their published criteria.  
With this rating, a whole new class of investor can now 
invest in the Australian banks, including pension funds 
and insurance providers.  As the Australian banks deal 
with the inherent challenges of funding 30 year 
mortgages with wholesale funding issued for periods of 
3-7 years average term, anything that made more funds 
available at a lower cost seemed like manna from 
heaven for the banks.  Indeed, it seemed that everyone 
would win with covered bonds and the banks’ treasurers 
could visit offshore markets and come home with bags 
of cheap wholesale funding.  But it hasn’t quite worked 
out the way the banks had hoped.  To understand why, 
we need to travel over to the largest covered bond 
market in the world, Europe. 
 
A whole new investor base for the banks 
 
For many decades covered bonds have been a major 
source of funding for European banks and a well 
understood segment of the market.  Indeed many 

market participants would consider the ability to issue covered bonds as an important sign of 
maturity or sophistication in a country’s banking segment.  The theory goes that if you have a wide 
range of debt funding instruments you can issue to a wide base of investors, your debt funding 
requirements should be more attainable. 
 
Government or sovereign debt is no longer seen as the safe haven it once was.  As a result, 
investors have turned to AAA rated covered bonds despite the fact that the European banks are 
some of the largest holders of problematic peripheral European sovereign debt.  Importantly, 
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covered bonds are predominantly issued by the segments of European banks that just fund 
residential mortgages and issue covered bonds to fund these operations.  Investors figure that 
having security over residential property is a pretty safe place to be in the current market, effectively 
quarantining away exposure to the sovereign debt issues. 
 
Australian Covered Bonds don’t carry the same benefits 
 
On the other hand, Australian banks use a Bank Special Purpose Vehicle structure with the 
collateral pool remaining on balance sheet.  Let’s translate that into plain English.  Different divisions 
within a bank usually operate under the one entity which issues all types of debt funding, including 
covered bonds.  So, coupons on the covered bonds are paid out of the same consolidated earnings 
streams as other debt instruments.  Should a bank go into administration or liquidation, the benefit of 
the pool of assets, carved out for covered bond holders, distinguishes covered bond holders from 
senior unsecured bond holders.  So, Australian covered bond holders essentially have exposure to 
the broader operations and assets of the bank including the diversification benefit this may bring. 
However, it also exposes them to the broader risks of the bank’s operations.   
 
The other issue is that the Australian banks are predominantly providers of mortgage loans and their 
“riskier” activities are a significantly smaller component of overall operations when compared to 
many offshore banks.  Australian banks hold next to no European sovereign bonds.  Hence the 
rationale for investing in covered bonds to minimise risk is much weaker and investors can see the 
underlying default risk of the senior unsecured bonds as pretty similar to that of the covered bonds.  
So why would investors take a materially lower return or spread? 
 
It’s pretty clear Europeans prefer their own covered bonds over Australian covered bonds.  One 
reason is that European regulators give banks and insurance companies more “brownie points” 
(technically known as risk weighting) for European covered bonds when assessing their capital 
reserves.  It’s a case of better the devil you know than the devil you don’t.  Further, there is a 
perception amongst offshore investors that the Australian property market is over-valued and ready 
for a major correction.  Although that topic is worthy of a research paper in itself, it’s not 
unreasonable for investors to have this concern given what’s happened to property valuations in 
certain parts of Spain, the United Kingdom and the USA.  In addition, the industry isn’t really sure if 
the Australian banks will be regular issuers of covered bonds and build out a maturity curve for fixed 
income investors. 
 
Initially covered bonds haven’t been “cheap” funding 
 
Rewind back to mid November 2011 when Federal Treasurer Wayne Swan was quoted saying 
“legislation the Government passed last month would strengthen the local financial system, increase 
the supply of credit and provide cheaper, more stable and longer term funding”1.  He was right on 
most counts, but only partly correct about providing cheaper funding.  The point with banks is once 
they get hooked on the wholesale funding market they have to keep issuing to just replace the 
bonds that mature each month and potentially issue more to fund loan growth.  As a broad rule of 
thumb, each of the four major domestic banks in Australia would need to issue around A$2bn per 
month.  It’s pretty risky for a bank treasurer to hold back issuance if funding costs or spreads blow 
out in a short period of time.  Instead the banks tend to press ahead and issue at the market rates 
and hope they can pass on the higher costs. 
 
When the politicians and the press put the spotlight back on the Greek problem, bank funding costs 
blow out and that’s exactly what happened late last year and again in early 2012 when the 
Australian banks held their covered bond roadshows, complete with the new car smell.  Even though 
the Australian banks hold very few European sovereign bonds and have very low level exposure to 
Europe generally, the market demands similar returns for investing in a bank, no matter where its 

                                                      
1 As reported in the Sydney Morning Herald “Covered bonds will help bank funding but aren’t a game-changer” by Malcolm Maiden 17 
November 2011. 



March 2012  For professional advisers only 

3 
 

head office is located.  So instead of paying 55bps over swap to issue a benchmark covered bond 
(as seen in mid-2011 when the Canadian banks issued AAA rated covered bonds into the Australian 
market), the Australian banks had to pay investors up to 220bps or 2.20% above the cash rate.  It’s 
hard to borrow money at around 6.45% and lend it out at around the same level and make some 
money to keep the shareholders happy.  This is why banks started to raise mortgage rates even 
though the RBA left the cash rate unchanged.   
 
All things considered, we believe covered bond pricing is currently attractive and local issues appear 
to be well sought after and offer liquidity.  We are comfortable to move up the bank capital structure 
and invest our cash in assets that are providing an attractive yield of around 6% with the potential for 
additional returns from capital appreciation. Both the Schroder Fixed Income Fund and the Schroder 
Credit Securities Fund have participated in the two recent covered bond issues by Westpac and the 
Commonwealth Bank of Australia. We intend on building a small position in covered bonds across 
our portfolios as the market continues to evolve.  
 
So in conclusion, covered bonds haven’t exactly provided the same benefit to the Australian banks 
as 3-D films have done to support the film industry.  In the longer term, when the Europeans work 
out some kind of solution to the sovereign debt problems and bank funding costs return to more 
normal levels we expect covered bonds will become a major source of funding for the Australian 
banks.  APRA has already identified this and will limit the Aussie banks to ensure covered bond 
issuance remains below 8% of total Australian bank assets.  The banks will have a wider range of 
funding options and consumers should see some benefit in terms of mortgage rates.  In the 
meantime, investors in covered bonds can benefit from attractive margins and improving liquidity. 
 
 
Disclaimer 

Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this 
article.  They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 
443 274, AFS Licence 226473 ("Schroders") or any member of the Schroders Group and are subject to change without 
notice.  In preparing this document, we have relied upon and assumed, without independent verification, the accuracy and 
completeness of all information available from public sources or which was otherwise reviewed by us.  Schroders does not 
give any warranty as to the accuracy, reliability or completeness of information which is contained in this article. Except 
insofar as liability under any statute cannot be excluded, Schroders and its directors, employees, consultants or any 
company in the Schroders Group do not accept any liability (whether arising in contract, in tort or negligence or otherwise) 
for any error or omission in this article or for any resulting loss or damage (whether direct, indirect, consequential or 
otherwise) suffered by the recipient of this article or any other person.  This document does not contain, and should not be 
relied on as containing any investment, accounting, legal or tax advice.   
 
 
 
 
 


