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FCB bond buying
drives long-end yield
curve flattening

* Scarcity becomes a problem for German government bonds
* ECB soon forced to buy long-end government bonds only

* Our strategies are positioned for a flatter long-end of the curve

Robeco Global Total Return Bond Fund, Robeco Euro Government Bonds and
Robeco All Strategy Euro Bonds are positioned for a flattening of the long end of
the German curve. The rules of its own Quantitative Easing program are forcing
the ECB to buy long-end government bonds only, which will cause the yield
curve to flatten.

Listening to Draghi’s press conference at the beginning of June, the execution of the ECB's
Quantitative Easing (QE) program is proceeding rather smoothly. We tend to disagree. Our
calculations show that for some of the core countries, such as Germany and the Netherlands,
the purchases of government bonds will move to the long end of the curve. In addition, the
ECB will need to increase the issue limit (the maximum percentage that may be purchased
per outstanding bond), or the purchases of German and Dutch government bonds will come
to a standstill. This could already happen quickly if interest rates remain at the same low
level or decrease even further. The Brexit vote resulted in a rally in core-country interest rates,
which magnifies the effect.
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"The ECB will
struggle to
buy German
and Dutch
bonds by
vear end’




The ECB has set the following rules for the daily purchases in bond markets:

1. The maturity rule permits the ECB to buy bonds with remaining maturities longer than
2 years and shorter than 31 years.

2. The deposit rate rule only allows the ECB to buy bonds with a yield to maturity higher
than the deposit rate, i.e. minus 0,4%.

3. The last relevant rule is the maximum percentage that may be purchased per

outstanding bond. This limit, also known as the issue limit, is set at 33%.

A shrinking pool of purchasable bonds

Since the start of the QE program in March 2015, interest rates have declined significantly.
The 10-year Bund, for example, is currently trading close to 0%. With declining interest rates,
more and more bonds trade below the deposit rate, making them ineligible for the ECB to
purchase. In other words, the pool of purchasable bonds shrinks with decreasing interest
rates. In practice this means that since the start of June, the minimum maturity that can be
bought moved from 5 to 8 years in Germany. This is illustrated in figure 1. This also has a
second-round effect: with a decreasing pool of purchasable bonds more needs to be bought
per bond to get to the required monthly target of EUR 80bn. As a result, issue limits fill up
much quicker.

Figure 1| German government bond curve: universe shrinks with decreasing yield
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Source: Bloomberg, Robeco. Yield curve as per June 2016.

Data from the ECB shows that during 2015 the bulk of ECB purchases in the German and
Dutch government bond market were bonds with a relative short maturity. However, since
the start of 2076 this concentration in the short end and middle part of the curve has moved
to other parts of the curve. Figure 2 shows that since the end of last year the weighted
average maturity of purchases has gradually increased for Germany and the Netherlands,
while for many of the other countries that average has been relatively stable. Reasons for

buying longer maturities are the fact that short maturity bonds trade below the deposit rate
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and that many bonds in the belly of the curve are likely close to the maximum of 33%. This

combination forces the ECB to buy core-country government bonds with longer maturities.

Changing the rules

Moving the focus of the purchases to the longer end of the curve will not buy the ECB that
much time. In May, the ECB bought almost EUR 20bn in Germany alone. With the average
outstanding size per German bond of EUR 17bn, the 33% limit will fill up rather quickly.
Without changes in the parameters of the purchase programs, we think that the ECB will
struggle to buy government bonds in both Germany and the Netherlands around year end,
while the current purchase programs runs until March 2017 at least, and probably a lot

longer.

Figure 2 | Weighted average maturity of purchases in years for selected countries
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Source: ECB, Robeco

The ECB has options to increase the issue limit for bonds issued before 2013 to e.g. 50% or
more. This will give the ECB leeway to continue buying for one or two more quarters. And
since these older bonds are mostly concentrated in the long end of the curve, the ECB will

again focus buying in that part of the curve.

Breathing space

We expect the ECB to announce an increase in the issue limit for these old government bonds
from 33% to 50%. This will likely occur in September. Increasing this limit should be a fairly
easy step, since this has recently been done for supranational bonds. This should provide

some additional breathing space.
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Figure 3 | Difference in yield between 30- and 10-year German bonds
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Long-end flatteners

Robeco Global Total Return Bond Fund, Robeco Euro Government Bonds and Robeco All
Strategy Euro Bonds are positioned for flatter long-end curves. We expect curves to become
much flatter because of the scarcity mentioned above. In addition, it follows also from the
experience in other countries like Japan, where inflation is low and central banks are in
expansionary mode. Since the beginning of June, the scarcity theme really got traction, with
a significant and rapid flattening as a result, which is shown in figure 3. We remain
positioned for a flatter curve.
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Important Information

Robeco Institutional Asset Management B.V., hereafter Robeco, has a license as manager of UCITS and AlFs from the Netherlands Authority for the Financial Markets in Amsterdam. Without further
explanation this publication cannot be considered complete. It is intended to provide the professional investor with general information on Robeco’s specific capabilities, but does not constitute a
recommendation or an advice to buy or sell certain securities or investment products. All rights relating to the information in this publication are and will remain the property of Robeco. No part of this
publication may be reproduced, saved in an automated data file or published in any form or by any means, either electronically, mechanically, by photocopy, recording or in any other way, without
Robeco's prior written permission. The information contained in this publication is not intended for users from other countries, such as US citizens and residents, where the offering of foreign financial
services is not permitted, or where Robeco's services are not available. The prospectus and the Key Investor Information Document for the Robeco Funds can all be obtained free of charge at
www.robeco.com.

Additional Information for investors with residence or seat in Germany

This information is solely intended for professional investors or eligible counterparties in the meaning of the German Securities Trading Act

Additional Information for investors with residence or seat in Hong Kong

This document has been distributed by Robeco Hong Kong Limited (‘Robeco’). Robeco is licensed and requlated by the Securities and Futures Commission in Hong Kong. The contents of this document
have not been reviewed by any regulatory authority in Hong Kong. If you are in any doubt about any of the contents of this document, you should obtain independent professional advice.

Additional Information for investors with residence or seat in Singapore

This document has not been registered as a prospectus with the Monetary Authority of Singapore. Accordingly, this document and any other document or material in connection with the offer or sale,
or invitation for subscription or purchase, of Shares may not be circulated or distributed, nor may Shares be offered or sold, or be made the subject of an invitation for subscription or purchase, whether
directly or indirectly, to persons in Singapore other than (i) to an institutional investor under Section 304 of the Securities and Futures Act, Chapter 289 of Singapore (the “SFA”) or (i) otherwise
pursuant to, and in accordance with the conditions of, any other applicable provision of the SFA.

Additional Information for investors with residence or seat in Australia

This document is distributed in Australia by Robeco Hong Kong Limited (ARBN 156 512 659) (‘Robeco’) which is exempt from the requirement to hold an Australian financial services licence under the
Corporations Act 20071 (Cth) pursuant to ASIC Class Order 03/1103. Robeco is regulated by the Securities and Futures Commission under the laws of Hong Kong and those laws may differ from Australian
laws. This document is distributed only to wholesale clients as that term is defined under the Corporations Act 2001 (Cth). This document is not for distribution or dissemination, directly or indirectly,
to any other class of persons. It is being supplied to you solely for your information and may not be reproduced, forwarded to any other person or published, in whole or in part, for any purpose
Additional Information for investors with residence or seat in the United Arab Emirates

Robeco Institutional Asset Management B.V. (Dubai Office), Office 209, Level 2, Gate Village Building 7, Dubai International Financial Centre, Dubai, PO Box 482060, UAE. Robeco Institutional Asset
Management B.V. (Dubai office) is regulated by the Dubai Financial Services Authority (“DFSA”) and only deals with Professional Clients and does not deal with Retail Clients as defined by the DFSA
Additional Information for investors with residence or seat in France

RIAM is a Dutch asset management company approved by the AFM (Netherlands financial markets authority), having the freedom to provide services in France. Robeco France has been approved by
the French prudential control and resolution authority (formerly ACP, now the ACPR) as an investment firm since 28 September 2012.

Additional Information for investors with residence or seat in Spain

The Spanish branch Robeco Institutional Asset Management BV, Sucursal en Espafia, having its registered office at Paseo de la Castellana 42, 28046 Madrid, is registered with the Spanish Authority for
the Financial Markets (CNMV) in Spain under registry number 24. The fund Robeco Global Total Return Bond Fund forms part of the SICAV Robeco Capital Growth Funds, registered
with the CNMV under number 254. The fund’s prospectus and KIID are available, free of charge, at the registered office of Robeco in Madrid or via www.robeco.es.
Additional Information for investors with residence or seat in Switzerland

RobecoSAM AG has been authorized by the FINMA as Swiss representative of the Fund, and UBS AG as paying agent. The prospectus, the articles, the annual and semi-annual reports of the Fund, as
well as the list of the purchases and sales which the Fund has undertaken during the financial year, may be obtained, on simple request and free of charge, at the head office of the Swiss representative
RobecoSAM AG, Josefstrasse 218, CH-8005 Zurich. If the currency in which the past performance is displayed differs from the currency of the country in which you reside, then you should be aware that
due to exchange rate fluctuations the performance shown may increase or decrease if converted into your local currency. The value of the investments may fluctuate. Past performance is no guarantee
of future results. The prices used for the performance figures of the Luxembourg-based funds are the end-of-month transaction prices net of fees up to 4 August 2010. From 4 August 2010, the transaction
prices net of fees will be those of the first business day of the month. Return figures versus the benchmark show the investment management result before management and/or performance fees; the
fund returns are with dividends reinvested and based on net asset values with prices and exchange rates of the valuation moment of the benchmark. Please refer to the prospectus of the funds for
further details. The prospectus is available at the company’s offices or via the www.robeco.ch website. Performance is quoted net of investment management fees. The ongoing charges mentioned in
this publication is the one stated in the fund's latest annual report at closing date of the last calendar year.


http://www.robeco.com/
http://www.robeco.es/
http://www.robeco.ch/

