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Highlights
Investment flows, buying and selling, can impact
prices and yields but are not the sole determinant
of high-quality bond prices and yields.
Classic drivers of bond yields — the economy,
inflation, and the Fed — will likely outweigh the
impact of buying and selling flows over longer
periods of time.

Who will step in to fill the void once the Federal Reserve (Fed) decides
to exit the bond market? This is the persistent question on investors’
minds even after the Fed decided to postpone tapering, or reducing, bond
purchases this past September. Investors fear that the Fed’s absence will
lead to lower bond prices and sharply higher interest rates as the market
struggles to find demand to make up for Fed buying. Investment flows from
a particular investor group buying or selling, can impact prices and yields but
are not the sole determinant of high-quality bond prices and yields.
Recent history shows that simply tracking when the Fed is buying, or not
buying, has not been a good predictor of bond prices and yields. In fact,
Treasury prices often took the opposite expected reaction in response to Fed
buying, or lack of it. For example, bond yields declined at the end of both of
the Fed’s first two bond-purchase, or quantitative easing (QE), programs, QE1
and QE2. Alternatively, when the Fed began buying bonds for QE2, interest
rates actually increased. Interest rates also increased from May of this year
through early September despite a heavy dose of Fed bond buying.
1	The Largest Owners of Treasuries Were Mostly Sellers During Q2

Foreign investors, the largest group
of Treasury holders, continued to buy
overall but at a greatly reduced pace.

Largest Holders of U.S. Treasuries

Percentage of Outstanding
Treasuries

Net Purchases Q213
($ Billions)

Foreign Central Banks and Institutions

47%

89

Federal Reserve

16%

549

Households

10%

-190

State & Local Governments

4%

-22

Money Market Funds

4%

-19

Mutual Funds

4%

-6

Private Pension Funds

3%

50

U.S. Banks

2%

-100

State & Local Government
Retirement Funds

2%

61

Life Insurance Companies

1%

-7

Broker-Dealers

1%

-135

Source: Federal Reserve, LPL Financial 06/30/13
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Although the Fed kept buying during the second quarter of 2013, most large
Treasury holders were sellers, which contributed to bond market weakness
in May and June. The Fed’s recently released Flow of Funds data is the most
comprehensive snapshot of Treasury bond ownership. The report is issued
with a lag and only covers the second quarter of 2013, but nonetheless
provides a guide to who the largest Treasury buyers are [Figure 1].

The Role of Foreign Investors and Major Treasury Holders
Foreign investors, the largest group of Treasury holders, continued to buy
overall but at a greatly reduced pace. Foreign purchases of Treasuries during
the second quarter were less than 20% of the average pace of the past
two years. Foreign selling by Japan, the second-largest foreign owner of
Treasuries, was the primary driver of weak foreign demand.
U.S. banks, mutual funds, broker-dealers, money market funds, life
insurance companies, and households—a catch-all category that represents
individual investors as well as endowments and domestic hedge funds, to
name a few—were all sellers during the second quarter, according to Fed
data. The selling created price pressure that offset the impact of Fed buying.
Only private pension funds and state and local government retirement funds
were Treasury buyers along with the Fed during the second quarter of 2013.
Investment flows did impact yields and highlight why there is cause for
concern when the Fed eventually leaves the market, but it is important to
note that flows are not the only driver of bond yields. In fact, we would
argue they are only a secondary driver and merely exacerbate or dampen
existing price momentum.

Classic Drivers

Investors believed that tapering would
be a prelude to sooner-than-expected
interest rate increases.

Classic drivers of bond yields — the economy, inflation, and the Fed — will
likely continue to outweigh the impact of buying and selling flows over
longer periods of time. Recall in May of this year, Fed tapering concerns
were confused with rate hike fears. Investors believed that tapering would
be a prelude to sooner-than-expected interest rate increases, and use of the
word “tapering” suggested the Fed viewed the economy as strong. In April,
fed fund futures, a widely followed gauge of what the market is expecting
from the Fed, indicated the bond market did not expect the Fed to raise
interest rates until early 2016, but by early September, in conjunction with
uncertainty over who would lead the Fed in 2014, futures pricing reflected
an aggressive first rate hike expectation of December 2014. Moderation
to a mid-2015 first rate hike expectation was a big factor in bond market
stabilization over recent weeks. A much quicker start to Fed interest rate
hikes was the primary driver of the recent sell-off and exacerbated by
secondary factors that included not only selling flows but also expensive
bond valuations and illiquid markets.
Similarly, when the Fed ceased bond purchases in March 2010, bond yields
began to decline as economic data deteriorated. When QE2 ended in June
2011, bond yields fell once again as the economy slowed and European
debt fears intensified. Furthermore, from mid-2000 through the third
quarter of 2001, bond yields fell steadily in response to a slowing economy
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and concerns that the Fed had raised interest rates too much. Treasury
yields fell over the period despite no meaningful buying from the Fed and
modest selling from foreign investors, households, private pension funds,
life insurance companies, banks, and mutual funds — a majority of the large
Treasury owners.
We will continue to monitor investment flows from major Treasury owners,
but a few factors suggest that even when the Fed exits the Treasury
market, major players will likely continue investing even after a pause during
the second quarter.

A few factors suggest that even when
the Fed exits the Treasury market,
major players will likely continue
investing even after a pause during the
second quarter.

 Declining Treasury issuance. The improving budget deficit means the
Treasury will be issuing fewer securities. The Treasury Department has
already begun to reduce issuance by curtailing the dollar amount of certain
auctions. This is likely to continue as the non-partisan Congressional Budget
Office (CBO) projects a further narrowing of the budget deficit in the next
few years, which will likely imply less Treasury issuance.
 A decline in the amount of high-quality bonds. The International
Monetary Fund (IMF) anticipates that the global supply of top-rated
bonds will decline by $9 trillion in 2016 from the pre-financial crisis peak.
Following the financial crisis and European debt problem, the number
of AAA-rated bond issuers has shrunk, and the trend is expected to
continue. High-quality mortgage-backed securities (MBS) issuance is
already substantially lower due to the rise in interest rates and reduction
in both refinancing and new loan origination. This development reduces
the amount of high-quality bonds over the near term. All else being
equal, a lower supply of higher quality bonds suggests firmer prices.
 Better valuations. The subsequent rise in bond yields has put bond
valuations on much better footing, especially since the bond market
has a much more balanced view of when the Fed may start to raise
interest rates. Japanese investors returned in force to the U.S. bond
market in September, purchasing over $600 billion in bonds, and life
insurance companies along with private pension funds, who typically
buy to balance long-term liabilities with long-term bonds, may continue
or resume purchases given the better valuations.
To be sure, investment flows are a potential risk when the Fed ultimately
exits the bond market. An example is evident among some emerging
market countries that have recently turned toward protecting their domestic
currencies and not buying Treasuries, creating a source of lower demand.
In addition, Wall Street firms that trade and make markets in bonds have
become less active participants due to increasing regulatory requirements and
may be less likely to support bonds or certain types of bonds. However, we
view these risks as potential headwinds and not a major driver of bond yields.

We do not believe that the Fed’s
eventual withdrawal from the bond
market translates into steadily higher
interest rates.
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We will continue to monitor investment flows but do not believe that the
Fed’s eventual withdrawal from the bond market translates into steadily
higher interest rates. Fed interest rate hikes, economic growth, and the rate
of inflation will continue to be the primary drivers of bond yields. The onset of
rate hikes in coming years coupled with still-low yields suggests that interest
rates are still headed higher, but gradually. A repeat of the recent bond sell-off
is unlikely given better valuations and more balanced Fed expectations. n
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IMPORTANT DISCLOSURES
The opinions voiced in this material are for general information only and are not intended to provide specific
advice or recommendations for any individual. To determine which investment(s) may be appropriate for you,
consult your financial advisor prior to investing. All performance reference is historical and is no guarantee
of future results. All indices are unmanaged and cannot be invested into directly. Unmanaged index returns
do not reflect fees, expenses, or sales charges. Index performance is not indicative of the performance of
any investment. Past performance is no guarantee of future results.
The economic forecasts set forth in the presentation may not develop as predicted and there can be no
guarantee that strategies promoted will be successful.
An obligation rated ‘AAA’ has the highest rating assigned by Standard & Poor’s. The obligor’s capacity to
meet its financial commitment on the obligation is extremely strong.
Credit quality is one of the principal criteria for judging the investment quality of a bond or bond mutual fund.
As the term implies, credit quality informs investors of a bond or bond portfolio’s credit worthiness, or risk
of default.
The Fed funds futures curve graphically represents the anticipated Fed funds rate at future points in time.
The Fed funds rate is the interest rate on loans by the Fed to banks to meet reserve requirements.
The International Monetary Fund (IMF) is an organization of 187 countries, working to foster global
monetary cooperation, secure financial stability, facilitate international trade, promote high employment and
sustainable economic growth, and reduce poverty around the world.
Quantitative easing is a government monetary policy occasionally used to increase the money supply by
buying government securities or other securities from the market. Quantitative easing increases the money
supply by flooding financial institutions with capital in an effort to promote increased lending and liquidity.
Treasuries are marketable, fixed-interest U.S. government debt securities. Treasury bonds make interest
payments semi-annually, and the income that holders receive is only taxed at the federal level.
Yield is the income return on an investment. This refers to the interest or dividends received from a security
and is usually expressed annually as a percentage based on the investment’s cost, its current market value
or its face value.
Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values and yields will decline
as interest rates rise, and bonds are subject to availability and change in price.
Government bonds and Treasury Bills are guaranteed by the U.S. government as to the timely payment of
principal and interest and, if held to maturity, offer a fixed rate of return and fixed principal value. However,
the value of fund shares is not guaranteed and will fluctuate.
Mortgage-Backed Securities are subject to credit, default risk, prepayment risk that acts much like call
risk when you get your principal back sooner than the stated maturity, extension risk, the opposite of
prepayment risk, and interest rate risk.
International and emerging market investing involves special risks such as currency fluctuation and political
instability and may not be suitable for all investors.
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