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Introduction

AOFM Investor Insights is a new quarterly series.
It will explain the thinking behind key parts of our
operations and topics related to the Australian
Government Securities (AGS) market.

This first edition covers ‘Bond issuance methods —
tenders versus syndications.’
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Most issuance occurs via competitive price tenders.

The AOFM determines the maturity and volume
issued while bidders determine yields.

Tenders

@ Competitive auction process: bids
are accepted from the lowest yield
(highest price) until the pre-announced
volume is filled.

Secondary market makers: financial
intermediaries as bidders sell the
bonds to investors and other market
participants.

Existing bond lines: mostly used to
issue into existing bond-lines and
occasionally to establish new bonds
where execution risk at volume is
assessed as low.

Frequently held: usually held weekly.

The AOFM usually tenders weekly for Treasury
Bonds and twice a month for Treasury Indexed
Bonds and Treasury Notes. In recent years, around
80 per cent of the AOFM'’s annual funding task has
been achieved via tenders.

Syndications provide greater flexibility in managing
execution risk but can be a more expensive issuance
method. They have mostly been used to establish
new bond lines but on some occasions to tap existing
long-dated'bond lines.

Syndications

Controlled price and allocation: the AOFM determines
price, deal size and allocations.

Syndication Panel: Joint Lead Managers advise on
market conditions, source investor demand, distribute
bonds and intermediate transactions between the
AOFM and investors.

Establish and tap bond lines: used to issue new bond
lines and to tap less liquid ultra-long dated bonds
(to promote liquidity).

Used occasionally: used infrequently and usually
for a much higher volume than could be achieved by
a single tender.

1Long-dated’ bonds refer to bonds comprising the 10-year futures contract and longer;
‘ultra-long’ refers to bonds comprising the 20-year futures contract and longer.
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Benefits to the AOFM
and the market of the
respective issuance
methods

The choice of issuance method takes into account

the benefits, costs and potential risks of each method.

Syndications are usually considered when:

@ Funding risk is high (a large annual issuance task).

@ Execution risk is high due to:
uncertain demand

pricing uncertainty (in the case of yield curve
extensions)

market congestion (price makers are holding
more bonds than they can sell)

heightened market volatility.

Below are some of the benefits we perceive to the
AOFM and the market.

Tenders
Benefits to the AOFM
Are an efficient and cost-effective way to

raise funds
Results in a competitive, market-
determined price.
Direct issuance costs to the AOFM are
minimised.

+ Allows issuance into market demand.

Simple, well understood process and
transparent.

Provides reqular market intelligence to the
AOFM

+ Tender performance provides an indicator of
market conditions (through the appetite and
bidding behaviour of bidders).

+ Takedown of bonds in tenders is a factor for
bank inclusion on syndication panels.

Benefits to the market

Provides a regular supply of AGS and adds
liquidity to the market

« Transparent and predictable issuance.

Provides issuance flexibility during heightened
market volatility.

+ Act as market liquidity events (including
indirectly for other bonds on the curve).

+ Allows market makers confidence to short
frequently tendered bonds.

Pricing reflects bidder assessments of
market conditions and relative strength of
intermediaries.

Market demand updated to AOFM each week.

Syndications

Benefits to the AOFM

+ Allows a higher volume of issuance in a single
transaction with confidence around price.

« AOFM exercises market appropriate discretion
over pricing, volume, and allocations. Volume
builds early liquidity and is used to encourage
post syndication performance.

Reduces the risks attached to establishing
a new bond for which there is no secondary
market (for example, a curve extension).

« A'window' to direct investor participation
in AGS (enhancing the AOFM'’s understanding
of the AGS market).
Fees motivate banks to trade and promote
AGS.

Bonds go directly to investors which could
overcome congestion risk when market
conditions are strained.

Benefits to the market

Investors receive an allocation at a single
known price or spread to a price reference
(unlike tenders).

Investors can pursue a substantial allocation
to a new issue (often with a new issuance
concession).
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Further
considerations

The decision to use syndication is often more nuanced
than it may appear and the AOFM's specific objectives
when choosing between tender and syndication will
vary according to market conditions, the overall size of
the annual issuance task, where on the yield curve the
transaction will take place, and the ability to build

a new line quickly for liquidity purposes.

Size of the funding task

Chart 1 shows the relationship between the AOFM's
use of syndications and the overall size of the
program. The highest proportion of syndicated
issuance occurred in 2016-17 against a gross
issuance program of $103 billion. The next two
largest issuance years also had high proportions of
syndicated issuance.

Chart 1: Treasury Bond tenders and syndications
since 2011-12
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Treasury Bond or Treasury Indexed Bond

The AOFM uses syndications for both. The differences
between the Treasury Bond (TB) and Treasury Indexed
Bond (TIB) markets are important when considering
syndications. The latter is considerably smaller, has
less depth and liquidity and a more concentrated
investor base.

New TIB lines are typically launched via syndication
with overall issuance by this method comprising a
higher proportion than for TBs. Since 2009, all new TIB
maturities bar one (November 2018) have been initially
issued by syndication.

Chart 2: Treasury Indexed Bond tenders and
syndications since 2009-10
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Syndication is an important tool for building lines
where liquidity tends to be structurally lower (ultra-
long bonds). The lower liquidity in these bonds is
generally a reflection of a narrower range of investor
interest together with a greater tendency of investors
to ‘buy and hold". Holding these bonds also requires
intermediaries to carry more risk.

Therefore, tenders in ultra-long bonds are held less
frequently and usually for a much lower volume.
The balance between the use of tenders and small
syndications in this part of the yield curve therefore
remains a more active consideration by the AOFM.

Lengthening the yield curve and long
Issuance bias

Since 2011, the AOFM has incrementally lengthened
the yield curve from 12 to 30 years. Chart 3 highlights

the extent to which syndications have been relied on to
issue long-dated maturities.
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All curve extensions have been launched via syndication

Chart 3: Volume weighted tenor of issuance ) , o
because this reduced execution risk in a curve segment
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The AOFM considers the type of maturity a syndication
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tap syndication. In each instance there is a judgement to
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issuance, accelerating the annual issuance program while
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Chart 4: Treasury Bond syndications, volume issued and book size
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LOOking forward syndications. Regular issuance by tender remains the

best way for the AOFM to support the market while
meeting its commitment to achieve cost effective
financing for Government on behalf of taxpayers

While syndications have been a highly effective and
efficient method for establishing new bond lines,
achieving yield curve extensions and facilitating

over time.
liquidity in ultra-long bond lines, competitive tenders
will remain the focal point of the AOFM'’s issuance However, operational decisions require informed
operations. Market conditions and the size of annual judgement in circumstances for which syndications
issuance tasks will be the most important factors will be useful to the AOFM and the market and this will
underlying future consideration by the AOFM of using remain an active part of issuance planning.
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The information in this publication is for general guidance only. It does not constitute legal or other professional
advice, and should not be relied on as a statement of the law in any jurisdiction. As this publication is intended
only as a general guide, it may contain generalisations.

While the AOFM will make every reasonable effort to provide current and accurate information, neither the AOFM
nor the Commonwealth of Australia accept any responsibility for the currency, accuracy or completeness of

that information. Any estimates, analytics, projections, forecasts or forward looking statements are subject to
risks, uncertainties and assumptions which may cause the actual results and performances to differ materially
from any expected future results or performances implied by such statements. The AOFM recommends that

you exercise your own skill and care with respect to the use or reliance on that material or information, or seek
professional advice if appropriate.

The AOFM and the Commonwealth of Australia disclaims all and any guarantees, undertakings, representations
and warranties, express or implied, and shall not be liable for any loss or damage whatsoever (including incidental
or consequential loss or damage), arising out of or in connection with any use of or reliance on the information in
this publication.

© Commonwealth of Australia 2019

This publication is available for your use under a Creative Commons Attribution 4.0 International, with the
exception of the Commonwealth Coat of Arms, the AOFM logo, photographs, images, third party material and
where otherwise stated.

The full licence terms are available from https://creativecommons.org/licenses/by/4.0/legalcode

Use of material obtained from this publication is to be attributed to this agency as:
Australian Office of Financial Management

Attribution must not suggest in any way that the Commonwealth endorses you or the use of your work.

Where a third party owns copyright in material presented in this publication, the copyright remains with that party.
Their permission may be required to use the material.

The AOFM has made all reasonable efforts to:

+ clearly label material where the copyright is owned by a third party
+ ensure that the copyright owner has consented to this material being presented in this publication.
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