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In the wake of June’s bond carnage investors are naturally concerned around how their exposure is 

affected by rising rates. For example, does the yield I receive change? Will the price of the bond decline 

because of the change of interest rates? These questions are completely reasonable given the 

volatility of markets more recently. In this short note we will cover off on how the mechanics of 

interest rate rises wash through to the income you receive and how they impact the price of securities. 

We will also touch on what rising rates might mean for the performance of loan pools and asset backed 

securities more broadly. 

 

What Do Rising Rates Mean to The Income On My Portfolio? 

The graphic below provides the coupon information for a general RMBS instrument.  

When you hold this security, the income you receive is made up of two parts: 

 

 

 

 

 

One Month BBSW – This is otherwise known as a reference rate. It can be simply thought of as the 

interest rate banks charge each other for a 30 day period. The 30 day BBSW market is a live market, 

the rate of BBSW will reflect the expected interest rate over the next 30 days and generally a small 

premium to reflect the credit and liquidity risk of the interbank market.  To put it very simply you can 

expect that 30 day BBSW will reflect the immediate one month cash rate outlook. Ultimately it would 

be impractical to take a daily snapshot of this rate for the purpose of paying coupons as such the  rate 

 1- One Month BBSW ( Bank Bill Swap) 

 1- The Credit Margin for the security 
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re-sets on a pre-agreed day every month, this then becomes the observed 30 day BBSW rate for the 

following month. This has been circled below and shows a date (using American convention) of 11th 

July 2022. What this means is that on the 11th of July the 30 day BBSW rate will be observed and will 

re-set the coupon rate for the next 30 days. Therefore, this kind of security is known as a floating rate 

note, because the income payable changes (or floats) in line with changes in interest rates. This needs 

to be distinguished to a fixed rate bond, where the interest rate you receive doesn’t change, regardless 

of where interest rates have gotten to.  

What this means is that these bonds are not directly impacted by a change in interest rates, as the 

coupon or income you receive is essentially getting reset higher every month as interest rates are 

rising (and lower as interest rates are dropping).     

Credit Margin - The credit margin is expressed  in basis points (+450bp), in layman’s terms it is 4.5% 

above the 30 day BSSW. This figure is static, it does not change. This is the amount you receive for the 

risk you are taking in holding the bond. The lower the liquidity of the bond, the greater its complexity 

and the higher its risk, the more you get paid. As concern rises around the credit worthiness of this 

market, investors may demand a higher level of compensation, this is what will drive a change in the 

price of the bond. This is otherwise known as credit risk.  

The graphic below expresses how the coupon you receive will change as 30 day BBSW rises. In simple 

terms your coupon will always be 4.5% above 30 day BBSW. Currently 30 day BBSW is at 1.3%, under 

this scenario you will receive 5.8% currently. 
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To provide a current forward looking context, the graphic below maps the expected path of BBSW. As 

of the time of writing the market is expecting 30 day BBSW to peak at 3.712% on the 14th of May 2023 

before leveling off. It’s important to remember that even though this is what the market is pricing, it 

is not a guaranteed rate and may not materialize (actual 30 day BBSW by that time could be lower or 

indeed higher).  However, if 30 day BBSW does get to 3.712%, the coupon of this security will rise to 

a very healthy 8.212%. 

 

 

So, what does that mean for the yield on our Realm Strategic Income Fund – Enduring Units. The 

approximate month end yield to maturity sat at 6.5%, this is approximately 0.45% higher than the 

yield to maturity at the end of May. Given the movement in 30 day BBSW over the end of June and 

first week of July, the Yield to Maturity of the fund has now risen to 7%. That will continue to rise as 

the RBA moves cash rates to neutral settings. If the BBSW estimates above come to fruition, that will 

lead to this portfolio delivering a yield to maturity of approximately 9% by mid-2023.  

Will Rising Rates Lead to People Defaulting & Will It Impact the Value Of My 

Portfolio? 

One thing that has been a source of some surprise for me has been the level of concern investors have 

expressed around how rising rates will impact home loan performance. The questions from clients 

seem in some cases to take a spike in default rates and a collapse in property prices as a fait accompli. 

What is more, it is interesting that these concerns always seem to focus squarely on the RMBS and 

ABS market. The concerns are often not related to the impact a collapse would have on their bank 

shares or for example on their hybrid securities. 
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To that end it is important to circle back on the nature of the risk you take when you invest in RMBS 

& ABS.  

The Law Of Large Numbers – The Risk Of The System… 

RMBS and ABS (whether they be private or public securities) are as a rule made up of thousands of 

individual risks. They are designed with the explicit purpose of diversifying away idiosyncrasies. The 

process of putting together a loan pool is driven by diversification and equalization.  

Diversification: Loan pools are not simply diversified by their large number; they are also diversified 

by all meaningful characteristics. For example, geography (by state, metro vs regional), collateral type 

(apartments vs free standing vs semidetached), loan to value ratios, loan sizes, nature of employment 

and a myriad of other factors. The objective is to smooth out risk concentration and make the pool of 

risk reflective of the broader economy. 

 

Equalization: The next step is that any risk concentrations are offset by a need for more capital 

support. For example, a lender that issues a pool that has higher loan to value ratios, or more investor 

loans will be forced to support the structure by putting more money underneath the investors. In 

essence they must provide you with more protection if they take more risk within the pool. This 

creates an equalization of risk, which brings the ratings into line with each other, whether we are 

talking about a pool of prime mortgages, or a pool of automotive loans.  

 

Designed To Be Tested… 

One of the other misconceptions also relates to what these structures are designed to be able to 

absorb from a risk perspective. The nature of these structures is such that they require significant 

defaults and simultaneous precipitous property value declines to be broken. The stress tests are 

generally also conducted in a very short period (around 12 to 18 months) and never assume any level 

of support from government (this is despite the fact that COVID and the GFC proved that Treasury, 

the RBA and APRA will work together to support the system during these events). These structures 

are built to navigate recessionary environments.  

To illustrate how these structures work we have provided an example of how we stress test pools, and 

provided a research-based opinion around how bad things need to get for investors to experience 

loss. When modelling for loss the calculation is based on a number of fundamental factors: 
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The relationship between arrears & defaults: At any point in time any number of borrowers are falling 

behind on their mortgage.  In Australia at the moment for example there are about 0.70% of prime 

mortgages that are behind on their repayments. Historically, this number has trended closer to 1.5%, 

illustrating the stability of the Australian economy and the general health of mortgage borrowers.  The 

vast majority of these borrowers don’t default, but rather work back to current as they deal with the 

extenuating circumstances that they may face. That being said, in an economy that is deteriorating, it 

is harder for borrowers to come out of arrears, this is generally based around employment conditions.  
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That brings us to the importance of Employment – When dealing with RMBS, investors often become 

fixated on the property market, they miss the point that the asset you are secured on is the loan. The 

ability for a borrower to repay that loan is what you are relying on, the property is only there to call 

on as a last resort. As such, employment conditions will generally drive a change in underlying arrears. 

We can see that the previous unemployment peaks of around 5% in 2009 and 2011 coincided with 

arrears rising to about 1.8%. It’s important to note that these were periods that the performance of 

Australian RMBS was not remotely threatened. In terms of stress testing mortgage pools, the 

approach taken is that as the economy worsens, it gets harder for those that lose a job to find another, 

this means that more people who fall into arrears eventually become defaulted borrowers. 
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The table below provides some output which maps the likely impact of an environment that is 

undergoing an increasing level of stress from the perspective of a prime major bank issued mortgage 

pool. As unemployment rises, we assume arrears and defaults rise at an increasing rate. We have also 

made a flat property price decline assumption of 55% which is 10% above AAA stress tests. The table 

maps how a rise in unemployment impacts arrears, defaults and ultimately losses for a pool of assets. 

The table below provides an indication of where the RMBS structure begins to be impaired and 

contrast this against how the banking system would be fairing at an equivalent point. 

 

 

So where does employment need to get to for the gears to start to grind? What you find is that stress 

levels start to become more acute as market foreclosures move through 1%, on our estimates, this 

might relate to an unemployment rate of above 7%. This kind of environment would see bank 

profitability meaningfully impaired and the beginning of a solid upswing in the provisioning cycle.  

 

As unemployment progresses between 7% to 10%, our assumption is that we start seeing a more 

meaningful number of borrowers start to fall behind. 10% unemployment, your default and 

foreclosure rates are being pushed to near 4%. On our numbers that would equate to 151,000 homes 

being sold out from under the owner.  In our opinion, this is a phase where it is highly likely that you 

start to see forbearance from regulators and central banks. Just so we can get a sense of the numbers, 

the last census reported that there are 10.8 million households and 35% are owned with a mortgage. 

This is not contemplated by the rating agencies or our modelling. 
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Unemployment above 12% - At this stage the rated part of RMBS structures start to become impaired 

at the sub-investment grade attachment point. This would broadly coincide with bank equity trading 

at very steep discounts to book value and the hybrid market starting to trade at heavily distressed 

levels, this is the point where the risk of coupons being deferred for hybrids begins to rise.  

 

As unemployment breaches 13% we are now at a point that is broadly consistent with the US GFC 

experience. Beyond this point the situation deteriorates at an increasing rate as the financial systems 

firewalls are breached. 

 

This should make it apparent that it takes a lot to break these structures. Remembering that the 

average weighted rating for our private Realm Strategic Income Fund is on the cusp of BB+/BBB (which 

coincides with the level 7 type of event noted above. 

The other question that often arises is that of property prices. Put as simply as possible, if you don’t 

default the property price does not matter. There are no margin calls on residential property, the bank 

will not call you if prices have declined by 30% and ask you to tip more money in. This highlights that 

the key factor is that of loan performance. If borrowers do default, the value of the home does act to 

mitigate loss. In the table above a flat assumption of -55% is used, which is conservative and more 

severe than the rating agencies AAA test. 

The other key point to note is that when losses are big enough, they become the problem of 

governments, regulators and central bankers. We know that during COVID the government directed 

the AOFM to create a mechanism that would assist in simultaneously delivering forbearance to 

borrowers and financial support to non-bank issuers.  The lessons of the GFC and the Euro crisis have 

been learnt. Forcing households into foreclosure creates societal carnage and permanently destroys 

economic capacity which takes decades to recover. The modern and humane approach is to help the 

system navigate periods of stress by giving them time, and time when it comes to banks or RMBS 

structures is fundamental. 

Forbearance…. 

During COVID, lenders delivered repayment holidays to borrowers helping them navigate the 

pandemic. This wasn’t the first time; indeed we know that repayment holidays and recapitalization of 

debt was used to help people stay in their home during the GFC also. Then there is the case of the 

Queensland floods, where banks provided support to affected parties, seeing them navigate the 

event. What this tells us is that when we are dealing with large events, banks, financiers and 
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government will work to avoid foreclosures. Avoiding the act of foreclosure provides enormous 

support for a financing structure, as it means that the structure is not forced to realise a loss by selling 

property at heavily impaired prices.  

As an example, if the average mortgage rate of a loan pool is 3% and 10% of people are not paying, 

that creates an annual impairment of 0.3% (3% X10% = 0.3%). The net interest margin of prime loan 

pools will generally approximate 0.60% to 0.80%, meaning that a 0.30% impairment does not even get 

through the income created by the trust. To provide some context, that would broadly relate to bank 

profits halving (but remaining positive).  

However, if those 10% of people were forced to sell their properties in one given year, that would 

create significant losses that would almost overwhelm the AA rated notes in RMBS structures and 

would drive the banking system to non-viability. Again, there is no reason for the system to cut its 

nose to spite its face. More importantly, still the nature of the risks we are taking with RMBS is at a 

system level, meaning that if things are bad for us, they are bad for everyone. Ultimately these are 

page 1 type risks that will see investors supported by all layers of the bureaucracy.    

Rising Rates & Loan Performance 

Several investors have expressed concern about how rising interest rates are likely to impact home 

loan performance. With interest rate markets projecting cash rates above 3% for 2023, investors are 

concerned about the ability of households to absorb the impact of rising interest rates and inflation. 

S&P have produced a timely piece of work around mortgage stress and the impending rate rises. Table 

1 provides information on average interest rates and loan sizes by year, meanwhile chart 4 looks at 

how rate rises impact household finances. Interestingly, an increase of a full 3% does not see any 

vintage approach the notional distress level of 30% of income in the prime market. These tests have 

been conducted by S&P against all outstanding RMBS. Even those mortgages written in 2021, which 

have higher mortgage sizes and were written at lower rates maintain a healthy buffer versus the 

notional distress point.  
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Clearly higher interest rates will impact aggregate demand, this is after all the intention of the rate 

rise. It’s also reasonable to infer that this will impact economic activity and act to cool an overheating 

labor market, however rate rises equating to 3% will not be sufficient to create any kind of meaningful 

stress on underlying mortgage performance. We do expect arrears to rise off the current record low 

levels, with 2021 mortgages the most vulnerable cohort, we also expect property prices to decline, 

however we are clearly not talking about an event that threatens the stability of the financial system. 

 

 

Source S&P 
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The RBA has also released an interesting piece of research in their last bulletin. The research focused 

on the liquidity buffers households have managed to build and the importance of these buffers in 

reducing the prospect of household arrears and defaults. Some of the key insights are noted below. 

The fact is that Australian households have never been in better shape. The liquidity buffers are 

significant and put mortgage holders in an excellent position to deal with elevated interest expenses 

and indeed periods of employment stress. Indeed, as the graphic below illustrates, Australian liquid 

assets now equal debt for the first time since the Pre GFC period. While there has been a lot of 

discussion on the level of household debt, the surge in household savings and the large level of 

prepayments is often ignored by doomsayers.  

 
Please see the commentary from the RBA below: 
 

“The risks associated with the high and rising DTI (Debt to Income) ratio may not be as great 

as suggested by the gross DTI ratio alone.” 

 

“Indeed, after taking the rapid growth in liquid assets into account, the household sector’s net 
DTI ratio has declined substantially over the past 10 years or so, and especially during the 

pandemic period when household liquid assets grew rapidly.” 
 

“The value of household liquid assets now almost matches the value of gross household debt.“ 
 

“Specifically, indebted households have accumulated substantial buffers and, within this 
group, those with the most debt have tended to have higher buffers than those with less 

debt.” 
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In closing, RMBS instruments will see their coupons rise in line with interest rates, this will be directly 

reflected in the yield to maturity of the Realm Strategic income fund. In terms of performance what 

should become clear is that these instruments are robust and require a significant deterioration in the 

economic environment to be threatened, something worse than a deep recession. Arrears remain at 

26-year lows in both prime and non-conforming markets.  

According to S&P, rising rates will drive arrears higher, however well within tolerable bands, the prime 

market is well positioned to absorb 3% hikes in rates.  Meanwhile, the RBA has completed work 

pointing to a significant build up in financial buffers. What is more, the RBA’s work supports the view 

that strong financial buffers are a mitigating factor in mortgage distress. 

It is our view that buffers are stronger than what is implied by the RBA given that the research covered 

the period ending 2018. We note that household savings have increased by 27% since early 2019. RBA 

work also finds that borrowers with higher loan balances and investor loans are generally supported 

by high financial buffers. Indeed, the RBA notes that liquidity buffers are well matched to leverage 

rates. We note that the key driver of arrears will ultimately be the unemployment rate. It is expected 

that unemployment will rise from the current historically low levels, however median estimates from 

forecasters point to a Q4 2023 unemployment rate below 4%. This is not a figure which would be 

expected to increase the level of mortgage stress materially.  

We note that none of these scenarios relating to rising rates begin to approach a tipping point for the 

Australian RMBS market. Headlines relating to property market declines customarily act to spook 

investors around Australian RMBS, however investors need to understand how well engineered these 

structures are and the fact that they are designed to withstand periods of significant market stress. 

That being said, these headlines do create an aversion which generally leads to pricing becoming more 

attractive, something that skilled investors who understand the market will have the ability to exploit.   

Our approach through this period will be to consolidate our position as one of the pre-eminent 

managers of Australian Public and Private RMBS, by securing relationships and funding structures with 

the best non-bank financiers in the market at attractive rates of return for our clients. While this 

environment calls for vigilance, it also requires understanding and context lest investors fall under the 

spell of scaremongers and purveyors of soundbites.     
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Realm Short Term Income (ARSN 622 892 844) and the Realm Strategic Income Fund (ARSN 624 861 589) collectively the Funds. One Managed 
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in this document was not prepared by OMIFL but was prepared by other parties.  While OMIFL has no reason to believe that the information 

is inaccurate, the truth or accuracy of the information contained therein cannot be warranted or guaranteed. Anyone reading this report must 

obtain and rely upon their own independent advice and inquiries. Investors should consider the product disclosure statement (PDS) and Target 

Market Determination (TMD) issued by OMIFL before making any decision regarding the Funds. The PDS contains important information about 

investing in the Funds and it is important investors obtain and read a copy of the PDS before making a decision about whether to acquire, 

continue to hold or dispose of units in the Funds. You should also consult a licensed financial adviser before making an investment decision in 

relation to the Funds.    

A copy of the Ordinary Units and Wholesale Units PDS, Adviser Units PDS, Additional PDS for the Realm High Income Fund (ARSN 159 673 533) 

(Dated 5 October 2017), Ordinary Units for Realm Short Term Income Fund (ARSN 622 892 844) (Dated 12 December 2017), Realm Strategic 

Income Fund 2018-1 Units (Dated 4 April 2018) and ), Realm Strategic Income Fund Enduring Units (Dated 31 January 2020)  (ARSN 624 861 

589), TMD’s dated 1 October 2021 and continuous disclosures may be obtained from http://oneinvestment.com.au/realm/ or 

http://www.realminvestments.com.au/. Realm believes that the information contained in this document is accurate when issued. Realm does 

not warrant that such information or advice is accurate, reliable, complete or up-to-date, and to the fullest extent permitted by law, disclaims 

all liability of Realm and its associates.  

Realm is authorised to give general advice to WHOLESALE investors (within the meaning of section 761G of the Corporations Act 2001 (Cth)) 

only. The information on this document has been prepared on this basis and is for use by such wholesale clients only and no other persons. If 

you are a RETAIL investor, we are not authorised by our AFSL to give any advice to you, or distribute any research, media and any content, in 

any form to you, including allowing you access to this website. We highly recommend you seek independent financial advice via a financial 

planner. 

Realm did not take into account the investment objectives, financial situation and particular needs of any individual person. The information 

contained in this document must not be copied or disclosed in whole or in part without the prior written consent of Realm, and Realm accept 

no liability whatsoever for the actions of third parties in this respect. It is presented for informational purposes only and is not to be construed 

as a solicitation or an offer or recommendation to buy or sell any securities. Any opinions expressed in this document may be subject to 

change. Realm is not obliged to update the information. The information must not be used by recipients as a substitute for the exercise of 

their own judgment and investigation. Neither Realm nor any of their directors, employees or agents accept any liability for any loss or damage 

arising out of the use of all or part of, or any omission, inadequacy or inaccuracy in, this document. OMIFL and Realm do not guarantee the 

performance of the Fund or the repayment of any investor’s capital. To the extent permitted by law, neither OMIFL nor Realm, including their 

directors, senior executives, employees, consultants, advisers, officers or authorised representatives, are liable for any loss or damage arising 

as a result of reliance placed on the contents of this document.  

Realm, its officers, employees, agents and associates ("Associates") from time to time hold interests in securities of corporations or investment 

vehicles referred to in documents provided to clients. All information contained herein is confidential and proprietary to Realm and, 

accordingly, this material is not to be reproduced in whole or in part or used for any purpose except as authorised by Realm. It is to be treated 

as strictly confidential and not disclosed directly or indirectly to any other person, firm or entity. Some of the products and services will only 

be offered to wholesale clients as defined in section 761G of the Corporations Act (Cth). 

This document is not, and is not intended to be, an offer or invitation for subscription or sale, or a recommendation, with respect to any 

securities, nor is it to form the basis of any contract or commitment. This document does not purport to identify the nature of the specific 

market or other risks associated with these products. Before entering into any transaction in relation to the products, the investor should 

ensure that it fully understands the terms of the products and the transaction, relevant risk factors, the nature and extent of the investor's 

risk of loss and the nature of the contractual relationship into which the investor is entering. Prior to investing in these products, an investor 

should determine, based on its own independent review and such professional advice as it deems appropriate, the economic risks and merits, 

the legal, tax accounting characteristics and risk, and the consequences of an investment in them. This is not a substantive commentary or 

analysis by Realm and has not been prepared as a research product or comments by a research analyst. 

Past performance is not indicative of future performance. Information in this document is current as at 28 June 2022. 

General Advice Warning: Realm Pty Ltd AFSL 421336. Please note that any advice given by Realm Pty Ltd and its authorised representatives is 

deemed to be GENERAL advice, as the information or advice given does not take into account your particular objectives, financial situation or 

needs. Therefore at all times you should consider the appropriateness of the advice before you act further.  Further, our AFSL only authorises 
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