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TREASURY BOND MARKET
IMPLICATIONS OF A DECLINING RBA
BOND PURCHASE PROGRAM

This edition of Investor Insights considers the
potential Treasury Bond market implications of a
declining RBA bond purchase program.

Central banks broadened their range of policy
tools at the onset of the COVID-19 pandemic.

For the RBA this included government bond
purchases to support market functioning,
achieving a specific yield target (YCC), and
injecting liquidity into domestic financial markets
through a general bond buying program (typically

1 See page 36. RBA statement on monetary
policy November 2021

referred to as QE). Recent economic recovery has
allowed many central banks, including the RBA, to
either signal or start reducing secondary market
sovereign bond market purchases. The RBA has
slowed its rate of Treasury Bond purchases from
$4.0 billion a week to $3.2 billion a week and
announced it will review this operation again in
February 2022; at which point it is expected to
own around 36% of Treasury Bonds on issue
(based on announcements to date).!
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WITHDRAWAL OF RBA TREASURY BOND PURCHASES

RBA holdings

Chart 1 shows actual and forecast Treasury Bonds on issue at the end of each financial year and the
RBA holdings as a proportion of the market (with forecasts based on publicly available announcements).
Indications for Treasury Bonds on issue are based on 2021-22 MYEFO forecasts and AOFM projections.

Chart 1: Forecast Treasury Bonds outstanding and RBA holdings
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Source: Treasury MYEFO 2021-22, RBA, AOFM.

The main points to note are that:

Since 2019-20 the ‘free float’ of Treasury Bonds
has increased marginally for the AGS market,
even as the RBA has increased its holdings

to over 30%. However, this does not hold for
individual bond lines falling within the RBA
bond buying programs given that establishing
new maturities has reduced the concentration
of AOFM issuance.

RBA holdings as a proportion of total
Treasury Bonds outstanding are expected to
decline gradually.

- AOFM gross issuance is forecast to remain
elevated compared to pre-pandemic levels.

OUTLOOK FOR
INVESTOR HOLDINGS
OF TREASURY BONDS

Shifts in investor holdings

To gauge how different market participants may
respond to a further reduction, or cessation,

of RBA bond purchases it is instructive to look
at how the holdings of different categories of
investors have changed since the onset of the
pandemic. Chart 2 shows this according to three
broad categories of investor (in addition to

the RBA).

Domestic banks (Authorised Deposit-taking
Institutions) and non-residents began to increase
their holdings from March 2020 as AOFM
(pandemic related) issuance increased sharply.
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Since the RBA commenced its broad bond purchase program in late 2020, ADIs have reduced Treasury
Bond holdings to the greatest extent, either by participating directly in RBA tenders or indirectly via
intermediaries. In contrast non-resident holdings have fallen only marginally in outright terms, although

this is more complex to understand given the influences of foreign exchange and cross-sovereign market

yield va

riations.

Chart 2: Shift in investor holdings of Australian Government Bonds
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Outlook for ADI holdings of Australian Government Bonds

Chart 3 shows that ADI holdings of Australian Government Bonds (AGBs)? have fallen appreciably more
since late 2020 than their holdings of semi-government bonds. This reflects higher yields on semis, that
in turn reduces the HQLA holding costs for ADIs against the alternative of AGBs. ADIs have effectively
swapped one form of HQLA (bonds) for another (exchange settlement balances).

Chart 3: ADI holdings of high-quality liquid assets (HQLA)
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2 AGBs comprise both Treasury Bonds and Treasury Indexed Bonds
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AGB holdings by ADIs as a proportion of the
market fell from 26% in September 2020 to 12%
in September 2021. While ADIs won't immediately
retrace the unwinding of their AGB holdings in
response to an RBA withdrawal from its broad
bond purchase program per se, there are several
factors which will support a resumption of AGB
buying by ADIs.

Phasing out of the committed liquidity fund
(CLF) will require higher HQLA holdings
(including AGBs).

+ As ADI holdings of the semi market increase,
the relatively higher liquidity of AGBs compared
to semis tends to become an increasingly
important factor in HQLA allocations.

- As short-dated yields rise in line with market
expectations for rate rises, short-dated bonds
are expected to become increasingly more
attractive than ES balances (which currently
yield 0% and have always been below the
cash rate); and ES balances will necessarily
decrease over time as the RBA's balance sheet

Chart 4: Non-resident holdings of AGBs

is reduced by the maturity of its bond holdings
and as ADIs reduce their Term Funding Facility
(TFF) liabilities.

+ The cost of hedging bonds with futures
contracts may fall as bonds become less
expensive relative to futures contracts.

Outlook for non-resident
holdings of AGBs

Non-residents comprise a diverse group of
investors, including official money (the reserve
manager arms of central banks), fund managers,
pension funds, insurers, hedge funds and banks.

The proportion of AGBs held by non-residents

in September 2021 fell to the lowest level since
2004 (Chart 4). In outright terms, however,
non-resident holdings have been relatively stable
since March 2021 and are higher than they were
in June 2020. The proportion of non-resident AGB
holdings continued to fall as the RBA broad bond
buying program continued.
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On a ‘free float’ basis, non-residents hold over 65% of the market excluding the RBA. (Chart 5)

Chart 5: Proportion of non-resident AGB holdings excluding the RBA

%

%

90 A - 90
80 - 80
Non-residents proportion ex-RBA (free float)
70 - - 70
60 - 60
50 1 Non-residents proportion of total AGBs - 50
40 T T T T T T T T T T T 40
(\'\Q (\'\'\ Q\"/ (\:\"’ N Q'\(” o N (\'\Cb (\:\o’ (\'19 &
R R R R A SR R

Source: ABS, RBA, AOFM

One non-resident investor category that

has likely been less active in AGBs since the
commencement of the RBA operations are those
that fund AGB positions through the repo market.
This most noticeably includes hedge funds,
although other types of market participants also
do this. Chart 4 shows that since March 2021,
non-residents have been a net borrower of AGBs
from residents (reverse repo) rather than a lender
of bonds (borrowing cash to fund purchases of
AGBs) as they had done in the prior period. The
last time this occurred was in 2014.

There are likely several factors behind this,
however the RBA broad bond buying operation
has been influential, since by buying AGBs in

the secondary market the price of those bonds
become more expensive relative to futures
contracts. In turn this limits the demand for repo
funding to hedge bond purchases using futures
(the ‘futures arb’).

OUTLOOK FOR LIQUIDITY

Secondary market turnover provides a general
measure of the health of the AGB market. High
levels of turnover are usually associated with
strong investor demand and competitive two-way
pricing by market makers. Chart 6 shows that
Treasury Bond turnover increased sharply in
2020, in response to high levels of AOFM bond
issuance, but also due to strong demand for
Treasury Bonds more generally. The RBA played
an important role in restoring confidence to the
Treasury Bond market following the dislocation
caused by the Covid pandemic in March and
April 2020.
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Chart 6: Treasury Bonds secondary market turnover
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In calendar year 2021, secondary market
turnover has declined, although it is still around
pre pandemic levels (albeit in a now larger AGB
market). The effect of RBA operations on turnover
has two potential drivers. On the one hand it
increased turnover as investors sell bonds to
intermediaries who then sell those bonds to the
RBA. To the extent this facilitates investors selling
bonds of less value to take on bonds of higher
relative value to them, this ‘switching’ activity
should support overall liquidity in the market. On
the other hand, ever increasing levels of central
bank ownership of a bond line reduce the ‘free
float” and this can in turn lead to reduced liquidity
and, in extremis, dysfunction in bond markets. To
the extent this becomes apparent it will: reflect
fewer bonds available to trade (for any bond line);
put downward pressure on yields (an objective

of central bank bond buying); and reduce market
maker incentives to take on risk and consistently
make tight two-way prices.

Charts 7 and 8 show that RBA bond purchases
has most impacted the very short end and
parts of the mid-curve. The RBA three-year
yield target had the effect of limiting trading and
demand for short-dated bonds, both directly

and through reduced liquidity of the three-year
futures contract. Prior to the various RBA bond
purchasing programs, turnover in these bonds
was generally lower than for bonds comprising
the three and ten-year futures baskets. With

the RBA discontinuing YCC in November 2021,

the AOFM expects to see a gradual increase in
demand and liquidity in this part of the curve, and
in large part this will come from those investors
who typically hold short duration mandates (a
group that includes many reserve managers).
Although the AOFM generally is not an active
issuer of bonds shorter than the three-year
futures contract, there is considerable operational
flexibility within the issuance program to do so
should this be needed to meet investor needs
and/or to improve market liquidity. Furthermore,
there are no current plans to resume AOFM
buyback operations for short-dated bonds.
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Chart 7: Treasury Bonds secondary market turnover by maturity (ex RBA)
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bond line in the September 2021 quarter and RBA

holdings as a proportion of each line. The AOFM
has only collected a single quarter of secondary

market turnover by bond line, so long-term

comparisons of individual bond lines cannot be
made. The data for the September 2021 quarter

shows that high RBA holdings are associated

with generally lower turnover, especially for the

April 2024 yield target bond but also for several
bond lines between the five and ten-year futures
baskets. As the RBA withdraws from its broad
bond buying program, AOFM issuance will

over time result in the free float in most lines
beginning to rise. This should improve liquidity

- especially for those bonds comprising the 3, 5
and 10-year futures contracts (for which the
domestic ADIs have typically provided a solid
base level source of demand).

Chart 8: Treasury Bond turnover by bond line and RBA holding proportion (September 2021 quarter)
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Turning to the ultra-long end, secondary market
turnover data shows a modest increase (from

a low base) in turnover in 2020-21. Unlike many
other central banks bond purchase operations,
the RBA has not included bond maturities longer
than the ten-year futures contract. (Charts 7

and 8). This leaves ultra-long maturities exposed
to market pricing adjustments (an attraction

to many investors) and this may make the
adjustment process smoother for this part of the
AGB curve compared to other markets, where
central banks have purchased bonds out to the
longest maturity.

CONCLUSION

While the RBA's bond purchasing operations
have been relatively aggressive, they have

also been short-lived. This suggests that the
Treasury Bond market should experience a
smooth adjustment process in response to
reduced RBA activity when it occurs. Second,
there are obvious signs that a combination of
reductions in each of the CLF and ES balances
will lead to building demand for AGBs from the
domestic ADIs (which prior to the pandemic
had represented a major source of demand -
both for their liquidity management and HQLA

requirements). Third, as liquidity increases in
both short-end maturities and the three-year
futures contract (supported in part by offshore
investor demand and AOFM issuance), this will
have a positive impact on market functioning,

in particular the middle of the Treasury Bond
yield curve. Fourth, while the AOFM has become
aware of lower levels of investor engagement
generally during the past 12-18 months, there has
been nothing to indicate the investor base has
narrowed because of investors having left the
market; therefore, higher levels of engagement
will be a consequence of a smooth transition to
post-pandemic circumstances, which will in turn
be supported by regular AOFM issuance through
operational flexibility.
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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 2022

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.




