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Well-documented issues contributed to a sharp increase in the level and
dispersion of transaction costs during the March 2020 “dash for cash”

Liquidity of euro investment grade corporate bonds Regulation and balance sheet constraints hurt dealers
Imputed Round-Trip Cost, in percent IMF survey on reasons for changes in market making in debt securities
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Source: Union Investment estimate based on proprietary data (lhs), IMF Global Financial Stability Report, October 2015 (rhs)
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Eurosystem asset purchases were meant to deal with the “dash for cash”
but also to ease financing conditions in the wake of the pandemic

Massive but short intervention in the United States Measured and protracted intervention in the euro area
Monthly Federal Reserve net asset purchases, in billion US dollar Monthly Eurosystem net asset purchases, in billion euros
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Note: For the euro area, 10yr yield refers to the GDP-weighted ten-year sovereign yield (SDW time series key FM.M.U2.EUR.4F.BB.U2_10Y.YLD), and to a proprietary proxy of this series with daily values
Source: FRBNY, ECB, Bloomberg, Union Investment
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Problems and potential solutions

What are the issues?

* The steady rise in assets under management at regulated
euro-denominated bond funds that allow daily redemptions
has not been met with a commensurate increase in market
liquidity.

* |In the wake of the Global Financial Crisis of 2008/2009,
regulators inhibited proprietary trading and increased dea-
lers’ inventory costs, but didn’t mandate central clearing of
all bond trading. The result is the worst of both worlds: an
OTC market with curtailed intermediation capacity.

» Large-scale asset purchases by central banks suppress
market volatility, distort dealer positioning and reduce the
incentive for credit analysis in normal times, since market
participants can always offload their positions to a price-
insensitive buyer. The resulting complacency can give way
to heightened market volatility in reaction to any shock.
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What can be done?

* Regulated investors should be encouraged to diversity into

investment funds with longer dealing cycles such as ELTIFs
for the portion of their financial assets that does not require
daily liquidity (such as pension savings).

Regulators should either mandate central clearing of all
bond trading (as proposed by Darrell Duffie) or strengthen
the OTC market by facilitating proprietary trading and risk
taking by broker-dealers.

Central bank should pre-commit to self-liquidating inter-
ventions aimed at restoring market function (cf. Andrew
Hauser’s proposal). Central banks should thus become
market makers, but not buyers of last resort.

Central banks should clearly separate purchases aimed at
reducing market distortions, e.g. by targeting low volatility,
from purchases aimed at increasing market distortions, e.g.
by targeting a desired level of yields or financing conditions.


https://www.brookings.edu/wp-content/uploads/2020/05/WP62_Duffie_v2.pdf
https://www.bankofengland.co.uk/-/media/boe/files/speech/2021/january/why-central-banks-need-new-tools-for-dealing-with-market-dysfunction-speech-by-andrew-hauser.pdf

Disclaimer

This presentation is only intended for professional clients as described in section 31a, paragraph 2 of the German Securities Trading Act (WpHG). The present document has been
prepared and issued by Union Investment Institutional GmbH. The document does not constitute a binding offer. Union Investment does not assume any obligation or liability for this
document. The documentis no substitute for the individual advice by Union Investment Institutional GmbH. Union Investment Institutional GmbH is not responsible for disadvantages
that may arise directly or indirectly from the distribution of this document or its contents. For extensive product-specific information and details of the opportunities and risks presented
by the respective fund, please refer to the latest sales prospectus, the Bank's terms and conditions or the annual and half-yearly reports that can be obtained free of charge from Union
Investment Institutional GmbH, Weissfrauenstrasse 7, 60311 Frankfurt am Main, Germany, telephone +49 69 2567-7652. These documents constitute the sole legally binding basis for
the purchase of fund units. Unless otherwise noted, all information, illustrations and explanations are as at 3 March, 2021.

Origins of Data:

Despite our effort and care no liability or guarantee can be assumed for the timeliness, accuracy or completeness of the data provided. Where data has been obtained from external
sources, this is explicitly stated. We consider data obtained from external or publicly available sources to be reliable. Data obtained from external sources or contained in our own
calculations may be incorrect.

We assume no liability for any errors that may occur when data is passed on, recorded or entered or when calculations are made using this data.

Historical performance:

Performance data shown is historical. Past performances can not be taken as a reliable guide for future investments. The BVI method (time-weighted return) is used for these
calculations. Where the gross method has been used for such calculations (adjusted for management fees and depositary fees), this is explicitly stated. Data calculated and presented
using either the BVI method or the gross method does not include any front-end fees or product-specific costs (fees, commissions and other charges).

Compliance with Global Investment Performance Standards (GIPS®) and the BVI-Rules of Conduct:

Union Investment claims of compliance with GIPS® has undergone the verification process and has been verified by an independent third-party ,verifier. The Composite-Performance
calculation and presentation comply with the GIPS® guidelines. The composite allocation of individual funds. or all Composites complying with GIPS® are available upon request.
Union Investment Institutional GmbH has committed to comply with BVI's code of conduct. In consequence, Union Investment Institutional GmbH employs the code's standards for
performance illustrations. Cases of deviation will be individually indicated.

Future assessment:
Any opinion expressed in this document (including estimates and forecasts) is solely for information purposes and does not constitute an individual offer or a guarantee for future
performance. Any opinion contained herein was given at the date of publication and may be subject to change without notice.

Use of Union Investment’s country ratings:

The country ratings devised by Union Investment are merely the outcome of its assessment of the creditworthiness of sovereign issuers for internal purposes, and they are intended to
be used purely as quality appraisals of a certain selection of sovereign issuers. The ratings represent Union Investment Institutional GmbH’s own assessment and do not constitute a
recommendation to take a particular course of action.
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