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MARKET

This edition of Investor Insights is on the
liquidity of the Treasury Bond market and its
importance to the AOFM and investors.

Investors rely on the deep and liquid secondary
market for Treasury Bonds (TBs) to buy and

sell in good volume with minimal price impact.
For the AOFM, this means lower borrowing
costs over time as well as reduced funding risk
in the primary market, since demand is more
consistent and ongoing investor support for the
AGS market can be reliably factored into AOFM
issuance expectations.

The bulk of AOFM's funding task is carried out
through regular issuance (‘bond line tapping'’)
into a relatively small number of TB lines, so the
liquidity of that market is of high importance

to the AOFM. Even when new maturities are
established, the AOFM has a focus on being
able to issue sufficient volumes within a
reasonable period to achieve good market
liquidity in a new line without undue delay.
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FEATU RES O F TH E - Good access for many investors to Australian

dollar funding, including repo, interest rate

TREASU RY BOND swaps and FX forwards.
MARKET THAT ENHANCE . fOtFM’S Se;Leritylenkditng fakcility,f\?/:ich providisla
LIQUIDITY ast resort’ for market makers if they are unable

to source a bond line in the market.

A medium-sized bond market of about
A$673 billion in face value.

- Large, liquid bond lines with maturities across IN DICATORS OF TH E
a 30-year yield curve. STRONG LIQUIDITY OF THE
Regular and consistent primary market AGS MARKET

issuance (that takes account of prevailing
market conditions). Consistent secondary market turnover, which is

increasing over time.
Strong underlying investor demand due

to the strength and resilience of the - Strong primary tender results in terms
Australian economy and a positive yield of coverage and spreads to secondary
differential compared with many of the major market rates.
sovereign markets. Competitive secondary pricing with generally

- Adiverse investor base by geography and type. tight bid/ask spreads.

- Ahighly competitive primary and secondary ©A Widf—‘ a“@ diYefse range Of investors
market with a large number of intermediaries participating in AOFM syndications.

bidding at tenders and making tight two-way

Regular positive feedback around liquidity from
prices in secondary.

investors and intermediaries.

-+ The relative ease and low cost of hedging
interest rates with a highly liquid bond
futures market.

Chart 1: Annual Treasury Bond issuance program
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THE SIZE OF THE
TREASURY BOND MARKET

The TB market is sufficiently large, diverse and
liquid enough to support both substantial and
small investors. Table 1 shows the respective size
of the largest nominal sovereign bond markets

as measured by the Bloomberg Barclays Global
Aggregate Treasuries Index. This index includes
bond lines greater than one-year in maturity,
issued in local currency. The Australian TB market
is the 11" largest in the world (as measured by
the index).

Total TBs outstanding as at 11 September 2020
was A$673 billon, comprising 29 lines with
maturities out to 2051. The average line size is
around A$23 billion (US$19 billion). This puts
Australia in a ‘'medium category’ for outright size.
Although smaller than the very largest sovereign
markets, consistent feedback from investors

and intermediaries is that the liquidity of the
Australian TB market compares favourably with
similar-sized markets and even much larger ones.

Australia has fewer but larger average bond lines

with a shorter average tenor (compared to similar-

sized markets). The AOFM considers that building
up bond lines quickly to a size of at least A$20
billion adds noticeably to the liquidity of them.
The average line size of TBs less than 13 years
tenor is even larger at A$27 billion.

Growth of the funding task

Fiscal responses to the COVID-19 pandemic have
resulted in significantly higher bond issuance
globally and in Australia, which means much
higher rates of issuance need to be absorbed
by end investors. This can present a challenge
for issuers operating in a ‘crowded market’
competing for investors. On the other hand,
greater issuance will lead to a bigger TB market,
which may increase its attractiveness for
investors since it implies a greater capacity to
facilitate large volume trades.

HOW DOES THE AOFM
SUPPORT LIQUIDITY OF
TREASURY BONDS?

Many factors that impact the demand for and
liquidity of TBs are outside the control of the
AOFM. These include global and domestic
economic and financial conditions, the regulatory
environment, and the size of the funding task.

Table 1: Size of respective sovereign nominal bond markets

COUNTRY MARKET VALUE

(US$B)

United States
Japan
Britain
France

Italy

China
Germany
Spain

South Korea
Belgium
Australia
Canada

Source: Bloomberg, as at 11 September 2020.

AVERAGE LINE
SIZE (US$B) LINES

NUMBER OF AVERAGE
TENOR

(YRS)
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However, some ways the AOFM does have a
positive impact on liquidity are through the choice
of funding program mix (through the AOFM'’s debt
issuance strategy). This includes:

issuing into demand;

building up a small number of bonds lines
quickly to a liquid size;

supporting the futures contracts;

maintaining some flexibility in the rate of
issuance,

the method of issuance (tender or syndication);
and

being regular and consistent in our market
operations which is backed by transparent
communication of the funding program and
issuance strategy.

Debt issuance strategy

Liquidity is a key consideration in the AOFM's
debt issuance strategy. A key point of difference
between the TB market and other markets is that
the TB market does not have ‘on the run’ and ‘off
the run’ bonds. Instead, the most liquid bonds are
those around the futures baskets. Chart 2 shows
TBs onissue at 30 June 2020 and new issuance
since then.

The bulk of TB issuance is primarily into the parts
of the curve associated with the 3 and 10-year
futures baskets; these offer the deepest liquidity.
Most new bond lines are established to support
the TB futures contracts. The introduction of an
additional 5-year futures contract by the ASX

in late 2020 will provide extra points of deep
liquidity on the curve for the AOFM to issue into.

Supporting liquidity is a key factor in determining
the number and size of bond lines — in general,
larger bond lines are more liquid. However, the
AOFM recognises that there is a balance between
managing the benefits of added liquidity in
individual large bond lines and ensuring there

is sufficient liquidity in other parts of the curve;
declining issuance programs over the last few
years, in particular, have highlighted this trade-off.
AOFM's assessments, based on market feedback,
indicate that a liquid ‘'benchmark’ TB line is at least
A$20 billion for TBs supporting the 3 and 10-year
futures contracts.

From Chart 2 it can be seen that all TB lines out
to the Nov 2031 (except for two very short bonds)
are greater than A$20 billion in size. Seven of
these lines are more than A$30 billion. Bond lines
longer than the Nov 2031 are generally lower in
volume size because the dynamics of that part of
the market are different and tend to reflect fewer
and less active investors. The AOFM regularly
monitors trading and demand in this part of

Chart 2: Treasury Bonds on issue

. A$ billion On issue at 30 June 2020

3YR Sep
Futures Basket

Source: AOFM.

Issuance from 1 July 2020

AS$ billion

20YR Sep

Futures
EENG

10YR Sep
Futures Basket

The new December 2030 and November 2031 bond lines were not included in the 10-year September 2020 futures contract
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the curve to calibrate the issuance required to
support functional liquidity.

Larger bond lines help to facilitate trading since
it is less likely the bond would be tightly held by
a few investors. It also allows traders to more
comfortably ‘short’ a large bond line knowing

it can more easily be sourced in the secondary
market or borrowed from the lending facility.
The AOFM also regularly issues ‘in-demand’ bond
lines as part of its tenders which gives traders
confidence that stock will be available. Relatively
consistent large, bond line sizes across the
curve allow investors to more easily ‘switch’ out
of one bond line into another. The new 5-year
futures contract should also help to manage the
transition of large lines as they move from the
10-year to 3-year futures basket.

INDICATORS OF
LIQUIDITY

Secondary market turnover

The AOFM collects secondary market turnover
activity by survey from market makers every
month. The survey includes 18 market makers
and comprises the majority of trading activity.
The data consists of purchases and sales to

Chart 3: Treasury Bond turnover
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Source: AOFM

investors and other market makers and is
reported according to specific regions and tenor
ranges.

Chart 3 shows annual TB turnover has been
increasing year on year with the turnover ratio
(the measure of bond market turnover compared
to outstanding of TBs) being at a recent high in
2019-20. This is despite the issuance also being at
an all-time high. Annual turnover in 2019-20 was
A$1.54 trillion or around three times the average
volume on issue.

Chart 4 shows monthly turnover for purchases
and sales by market makers to investors
(excluding amounts between the AOFM).

Some trends of note in the monthly data are
that monthly turnover is higher in futures expiry
months; months with high issuance (especially
syndications); months in which bond maturities
are reinvested; and months with large bond
market index extensions. Notably, the highest
turnover month in March 2020 coincided with
unprecedented volatility in global financial
markets. This period saw significant investor
selling in which AGS was one of the few liquid
assets that could be sold to raise cash. The
important role of the RBA in stabilising financial
markets and the subsequent strong recovery in
the AGS market was covered in Investor Insights
Issue 4 as well as the AOFM CEO market update

Chart 4: Monthly Treasury Bond turnover
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Table 2: Secondary market transactions

TOTAL NUMBER OF AVERAGE TRADE SIZE
TRADES*

THE PROPORTION

2016-17 85, 600
201718 85,900
2018-19 89,500
2019-20 103,800

(A$M) OF TB TURNOVER
TRANSACTED BY THE
TOP SIX MARKET
MAKERS (%)

12.6 66
14.8 59
14.5 65
14.9 69

Source : AOFM. *Number of trades rounded to the nearest thousand.

provided at the Australian Business Economists
webinar in July 2020. Turnover data from
intermediaries shows that for the period from
when the RBA commenced buying TBs in the
secondary market to the end of June 2020, trades
with the RBA comprised around 7 per cent of
total turnover. This demonstrates that even in a
period of high volatility, the amount of secondary
market trading with investors and other banks
continued to increase and, on a monthly basis,
overall turnover was relatively balanced between
purchases and sales.

Secondary market trading

A feature of the TB secondary market is the

large volume of trades by markets makers and
the relatively large number active in the market.
There are currently 18 market makers in the
AOFM turnover survey, most of which make tight
two-way prices for investors. Healthy competition
is a feature of the secondary market with no
single bank dominating turnover — in 2019-20 the
top six market makers comprised around 69 per
cent of total turnover.

Feedback from intermediaries suggests, in
typical markets conditions, that trade sizes of

Chart 5: Treasury Bond tender performance

A$ billion

Jun-19 Sep-19 Dec-19

I All bids Neutral bids

I Strong bids

A$ billion

Volume issued

Source: AOFM. NOte: Sep-20 is the period 1 July 2020 to 11 September 2020. In this chart ‘Strong bids' are bids lower than
the secondary mid-market yield, and ‘Neutral Bids' are bids 0 to 1 basis point above mid-market.
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up to A$500 million are possible within a short
time frame in the most liquid 3 and 10-year TB
lines without moving market prices. Even higher
amounts of A$1-2 billion can be transacted over
one or two days with minimal market impact.

In the most liquid bond lines, two-way prices for
investors can be as tight as 0.1 basis points for
amounts of around A$100 million, especially when
transacted by EFP rather than outright. In the
less liquid 20 to 30 year part of the curve, lower
but still significant volumes can be executed with
wider, but still competitive bid/ask spreads.

Tender performance in the
primary market

Strong primary tender results are complementary
to a deep and liquid secondary market and

reflect underlying investor demand. In the short
to medium-term intermediaries have some
capacity to ‘warehouse’ bonds they take down

in tenders. However, intermediaries would be
unable to bid consistently over a long period

if they did not have confidence in end investor
demand. In 2019-20 the average coverage ratio

in tenders was around 3.7 times, and the average
spread to secondary market yields was -0.3 basis
points. In the June 2020 quarter, the sharply
higher issuance rate was met with an even higher
volume of bids. There was around 4.6 times the
volume of bids to amount issued, the average
spread to mid-market yields was -0.6 basis points,
and nearly 70 per cent of bids were at lower yields
than the secondary mid-market yield.

There is strong competition in primary tenders.
In 2019-20 17 banks were awarded bonds

in tenders with the top six counterparties
comprising around 83 per cent of total
take-down, which is a little more concentrated
than secondary turnover. The AOFM does not
use a ‘primary dealer’ system in which banks are
obligated to buy a certain amount of bonds or
to make two-way prices in secondary. Instead,
their participation is based solely on market
competition. Notably, no bank has ‘left’ the AGS
market in over six years.

CONCLUSION

The liquidity of the Treasury Bond market is of
high importance for the AOFM and investors.
Regular feedback from investors attests to the
strong secondary market liquidity for Treasury
Bonds. Important ways the AOFM supports
liquidity includes regular issuance that takes
account of investor demand and market
conditions as well as clear communication and
transparency regarding the AOFM's operations
and issuance strategy.

A clear indicator of liquidity is the high levels of
secondary market turnover demonstrated by the
AOFM's secondary market turnover survey. The
data provides both the AOFM and the market
with granular detail on not only the levels of
turnover but also turnover by investor region and
types (for domestic investors) as well as by tenor
ranges. This helps the AOFM better understand
broader demand and liquidity for particular
segments of the market. It is planned to explore
the liquidity of AGS in future editions of Investor
Insights.
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Disclaimer

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.

Copyright

© Commonwealth of Australia 2020

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

Attribution
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.

Third party copyright

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.




