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Lower rates out longer along the curve as RBA appears set to go
shopping for more bonds

Andrew Mayes
The Reserve Bank of Australia’s (RBA’s) November board meeting appears set to round y

out a year of the unconventional. Through the use various policy measures (explored Director, Credit Research
here), the RBA has substantially eased financing conditions in Australia (see Figure 1 and +61 3 8668 8829
2). And while the recovery in Australia is arguably stronger than many had anticipated, andrew.mayes@fiig.com.au

the recovery is likely to be uneven for some time.

Figure 1: Australian interest rates Figure 2: Australian Government bond spreads (bps)
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In recent communications, the RBA has provided a great deal of insight into possible policy options as it seeks to further ease financial
conditions, particularly those options aimed toward reducing the targets for the cash rate and the 3-year yield towards zero (without
going negative) and buying government bonds further along the yield curve. Much attention has been given to overseas developments,
where intervention has been arguably more pronounced, and its relative impact here in Australia (particularly on the currency). These
more recent public deliberations from the RBA have pushed Australian yields below their US equivalents and sent the Australian dollar
lower.

To date, the RBA has purchased ~AUD52bn in Australian Commonwealth Government Bonds (ACGBs) (along with a smaller amount of
semi-government (state) bonds), with a weighted average maturity of ~5.0 years (see Figure 3) through the use of yield curve control.
Yield curve control involves the central bank buying and selling bonds as necessary to achieve its short-term interest rate target (i.e.,
controlling yields at certain point(s) along the government yield curve, hence the term “yield curve control”). Yield curve control is also
more closely modelled on conventional monetary policy; the central bank simply transacts in the bond market to keep yields
consistent with its target, as it does for overnight rates.
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This is in contrast to quantitative easing, which many in the market have interpreted as the next phase in the RBA’s asset purchasing
program. Quantitative easing, which has been deployed extensively around the world, involves the purchase of a quantity of bonds
(hence the term, “quantitative”), increasing the stock of money in the economy.

In simple terms then, yield curve control is concerned with the price of bonds; quantitative easing is concerned with the quantity of
bonds.

Together with the substantially larger Term Funding Facility (which has so far been drawn to less than half its total allowance of
~AUD200bn, see Figure 4), the RBA’s expansion of its balance sheet has provided considerable monetary easing at the shorter-end of
the curve (yields out to five years are now less than 30 basis points). We explored the effectiveness of these measures, particularly in
relation to Australia’s household sector, here. The effective cash rate (actual overnight rates) has been trading closer to 10 basis points
since mid-April (a function of substantial financial market liquidity), so it would be reasonable to expect the RBA to simply shift the
target cash rate to around that level, and reduce its 3-year yield target rate accordingly. These moves are already effectively priced-in.

Figure 3: RBA purchases of Australian govt. bonds (AUDm) Figure 4: Term funding facility (AUDbn)
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By opting for yield curve control initially, the RBA arguably could be seen to be doing more (see Figure 5 and 6), notwithstanding the
success of existing measures (recall the overwhelming majority of borrowing in Australia is undertaken on floating or short-dated fixed
terms, which explains initial prioritisation of the front-end of the curve). Most estimates have the quantity of bonds to be purchased
under an expected quantitative easing program at between AUD80bn and AUD100bn. We would expect much of this to occur at terms
between five and ten years, and across both ACGBs and semi-governments. While this appears sizeable in isolation, relative to other
developed countries, the size of the RBAs balance sheet would still be toward the lower end.
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Figure 5: Yield curve steepness among major economies (bps)*  Figure 6: Central Bank balance sheets (% of GDP)
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Although we believe more needs to be done by fiscal authorities, by purchasing government bonds further out the curve, government
funding--particularly semi-government--should be one of the main beneficiaries of the RBA’s quantitative easing program. This in-turn
should support their respective ability to fund their various response programs. We note that despite a fleeting spike in semi-
government spreads back in mid-March, they have remained largely on-trend relative to ACGBs.
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any contract or commitment whatsoever. The information is being furnished to you solely for your information and may not be reproduced or redistributed to any
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The information has not been lodged with Australian Securities and Investments Commission or any other authority. The information is intended for distribution
only to financial institutions and professional investors whose ordinary business includes the buying or selling of securities in circumstances where disclosure is not
required under Chapter 6D.2 or Chapter 7 of the Corporations Act 2001 of Australia (the “Corporations Act”) and only in such other circumstances as may be
permitted by applicable law. Any securities that may be offered by the Issuer in, or into, Australia are offered only as an offer that would not require disclosure to
investors under Part 6D.2 or 7.9 of the Corporations Act. This information is directed only to persons to whom disclosure is not required under Part 6D.2 or 7.9 of the
Corporations Act. The information is a summary only and does not purport to be complete. It does not amount to an express or implied recommendation or a
statement of opinion (or a report or either of those things) with respect to any investment in the Issuer nor does it constitute a financial product or financial advice.
The information does not take into account the investment objectives, financial situation or needs of any particular investor. FIIG does not provide accounting, tax
or legal advice. Prospective investors are required to make their own independent investigation and appraisal of the business and financial condition of the Issuer
and the nature of any securities that may be issued by the Issuer. By accepting receipt of the information the recipient will be deemed to represent that they
possess, either individually or through their advisers, sufficient investment expertise to understand the risks involved in any purchase or sale of any financial
securities discussed herein.

Certain statements contained in the information may be statements of future expectations and other forward-looking statements. These statements involve
subjective judgement and analysis and may be based on third party sources and are subject to significant known and unknown uncertainties, risks and
contingencies outside the control of the Issuer which may cause actual results to vary materially from those expressed or implied by these forward looking
statements. Forward-looking statements contained in the information regarding past trends or activities should not be taken as a representation that such trends or
activities will continue in the future. You should not place undue reliance on forward-looking statements, which speak only as of the date of this report. Opinions
expressed are present opinions only and are subject to change without further notice. No representation or warranty is given as to the accuracy or completeness of
the information contained herein. There is no obligation to update, modify or amend the information or to otherwise notify the recipient if information, opinion,
projection, forward-looking statement, forecast or estimate set forth herein, changes or subsequently becomes inaccurate.

Any offering of any security or other financial instrument that may be related to the subject matter of this communication will be made pursuant to separate and
distinct documentation (“Offering Documents”) and in such case the information will be superseded in its entirety by any such Offering Documents in its final form.
In addition, because the information is a summary only, it may not contain all material terms and the information in and of itself should not form the basis for any
investment decision. Any decision to purchase securities in the context of a proposed offering of securities, if any, should be made solely on the basis of information
contained in the Offering Documents published in relation to such an offering.

Neither FIIG nor the Issuer shall have any liability, contingent or otherwise, to any user of the information or to third parties, or any responsibility whatsoever, for the
correctness, quality, accuracy, timeliness, pricing, reliability, performance or completeness of the information. In no event will FIIG or the Issuer be liable for any
special, indirect, incidental or consequential damages which may be incurred or experienced on account of the user using information even if it has been advised of
the possibility of such damages.

FIIG has been engaged by the Issuer to arrange the issue and sale of the Notes by the company and will receive fees from the issuer of the Notes. FIIG, its directors
and employees and related parties may have an interest in the company and any securities issued by the company and earn fees or revenue in relation to dealing in
those securities.

FIIG provides general financial product advice only. As a result, this document, and any information or advice, has been provided by FIIG without taking account of
your objectives, financial situation and needs. Because of this, you should, before acting on any advice from FIIG, consider the appropriateness of the advice, having
regard to your objectives, financial situation and needs. If this document, or any advice, relates to the acquisition, or possible acquisition, of a particular financial
product, you should obtain a product disclosure statement relating to the product and consider the statement before making any decision about whether to
acquire the product. Neither FIIG, nor any of its directors, authorised representatives, employees, or agents, makes any representation or warranty as to the
reliability, accuracy, or completeness, of this document or any advice. Nor do they accept any liability or responsibility arising in any way (including negligence) for
errors in, or omissions from, this document or advice. Any reference to credit ratings of companies, entities or financial products must only be relied upon by a
‘wholesale client’ as that term is defined in section 761G of the Corporations Act 2001 (Cth). FIIG strongly recommends that you seek independent accounting,
financial, taxation, and legal advice, tailored to your specific objectives, financial situation or needs, prior to making any investment decision. FIIG does not provide
tax advice and is not a registered tax agent or tax (financial) advisor, nor are any of FIIG’s staff or authorised representatives. FIIG does not make a market in the
securities or products that may be referred to in this document. A copy of FIIG’s current Financial Services Guide is available at www.fiig.com.au/fsg.

An investment in notes or corporate bonds should not be compared to a bank deposit. Notes and corporate bonds have a greater risk of loss of some or all of an
investor’s capital when compared to bank deposits. Past performance of any product described on any communication from FIIG is not a reliable indication of
future performance. Forecasts contained in this document are predictive in character and based on assumptions such as a 2.5% p.a. assumed rate of inflation
(unless otherwise stated), foreign exchange rates or forward interest rate curves generally available at the time and no reliance should be placed on the accuracy of
any forecast information. The actual results may differ substantially from the forecasts and are subject to change without further notice. The information in this
document is strictly confidential. If you are not the intended recipient of the information contained in this document, you may not disclose or use the information in
any way. No liability is accepted for any unauthorised use of the information contained in this document. FIIG is the owner of the copyright material in this
document unless otherwise specified.

The FIIG research analyst certifies that all of the views expressed in this document accurately reflects their views about the companies and financial products
referred to in this document and that their remuneration is not directly or indirectly related to the views of the research analyst. This document is not available for
distribution outside Australia and New Zealand and may not be passed on to any third party without the prior written consent of FIIG
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