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eloquent testimony to that reality. 
The always-relevant question of how secondary 

market activity can be stimulated remains unresolved  
in the Australian market. Intermediaries do not 
regularly retain a small portion of bonds on their books 
for the purpose of stimulating the secondary market 
as sometimes happens in other bond markets, nor are 
they likely to.

Absolute Capital’s Lorking says investors sometimes get 
the benefit of one-off secondary-like activity when issuers 
– particularly in the non-conforming or low doc space 
– end up investing in some of the bonds in their own 
program. “Then we may receive a call from the issuer’s 
treasury team to see if we are interested in bidding  
a price,” he says, “but that only happens very rarely.” 

Adamek at Alliance says it would be easier for 
the secondary market to gain momentum if CPR 
calculations were standardised. “That way we could 
achieve uniform valuation of the securities in a way that 
is more robust than just guessing what the roll dates 
are going to be,” he comments. 

What price risk?
Investors aren’t especially concerned about the absence 
of a robust secondary market they will still buy, it 
just means issuers have to pay up a bit for a liquidity 
premium. Lewthwaite says the tightness of liquidity 
impacts his risk pricing even more than risk of default. 
“We put a much higher value on liquidity than on 
anything else, even risk of default.” But Lewthwaite 
argues that the liquidity premium is much higher than 
most people realise. “You should be paid for the fact 
that you will cross spreads. And that spread should be 
equal to a combination of normal and stressed market 
conditions.” Lewthwaite adds that for a triple A deal,  
the liquidity premium can be as much as 10 basis points. 

Marzulli says the possibility of default looms larger 
for State Street Capital because it is a buy-and-hold 

investor. “We do not expect to go into the secondary 
market to sell assets. Liquidity only really comes 
into play if we are buying a large share of an asset,” 
she comments. While Marzulli does not specifically 
attach a liquidity premium on the price she demands, 
she says illiquidity drives the higher pricing in the 
private placement market. “But generally I’d say that 
‘premium’ is lower than 5 basis points,” she comments. 

Absolute Capital’s Lorking, who generally plays much 
further down the curve, says in the high yield space the 
risk premium hits anywhere north of 100 basis points. 
He more naturally prices risk primarily based on default 
risk, but agrees that part of that premium should be 
related to liquidity. “The illiquidity of the lower-rated 
and mezzanine market means it is very hard to trade 
out of paper. Investors should be pricing in a liquidity 
premium that would make them happy enough to just 
sit on the paper, but with the amount of liquidity in the 
market looking for a home, it is doubtful whether this 
liquidity premium is in fact being priced in,”  
he comments. 

Alliance’s Potts suspects some adjustment in pricing 
on RMBS at least may be on the cards as the dominant 
Sydney property market struggles in some areas.  
“The LMIs are starting to see some losses in Western 
Sydney. We haven’t seen those kinds of losses before and 
I wonder if investors who base risk pricing primarily on 
default will start to adjust their pricing,” he comments

S&P confirms that there has been a recent trend 
towards higher delinquencies and losses in the housing 
loan industry, albeit from a low base. S&P attributes 
the rise in losses to the softer property market in 
some pockets of Australia combined with greater 
proportion of low doc loans, loans approved outside 
the traditional lending guidelines and the difficulties 
experienced by borrowers once they fall behind in 
repayments. While the absolute level of losses is still 
low due to strong economic fundamentals such as 
low unemployment rate, if it continues trending in 
that direction, we could potentially see a higher level 
of losses compared with similar environments in the 
past,” comments Chaplin. 

The issue is relevant in the non mortgage space too, 
says Aberdeen Asset Management portfolio manager 
Ky Van Tang, who believes views on a credit crunch and 
potential widening of default have started to impact 
pricing on ABS such as credit cards and auto and 
equipment loans. 

LMI is not a necessity. If issuers can 
tranche up a deal equivalently with 
reasonable pricing we’d buy.
Brett Lewthaite, Macquarie Funds Management
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