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KEY TAKEAWAYS
A lack of liquidity
continues to plague
the bond market, as
indicated by elevated
dealer holdings of
long-term bonds and
light trading volume.
Volatility may remain
elevated in the
short term.
Knowing your
breakeven can help
bond investors assess
how resistant their
current portfolio is to
rising interest rates,
and identify areas that
offer value.
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KNOW YOUR BREAKEVEN
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During difficult times, a measure of how much pain investments can
endure can help investors make decisions and also identify potential areas
of value. Identifying a potential “breakeven” is important. For bond investors,
this means knowing how much a rise in interest rates can be sustained before a
loss is incurred. Long-term, high-quality bonds remain volatile as illiquid trading
conditions persist, which suggests investors should know their breakevens.

Identifying a potential “breakeven” is important.
For bond investors, this means knowing how much a rise
in interest rates can be sustained before a loss is incurred.
The current bond sell-off appears not to have been driven by fundamentals, nor
fear of Federal Reserve (Fed) action, but rather imbalanced positions as we
discussed in last week’s Bond Market Perspectives (“Taper Tantrum Redux,”
May 12, 2015). A poor trading environment, characterized by illiquid trading
conditions, has not only exacerbated weakness but has led to sharp price swings
from day to day.

LIQUIDITY (OR LACK THEREOF) MATTERS
A lack of liquidity, the ease with which investments can be bought and
sold, continues to plague the Treasury market and may be worsening price
declines. On Monday, May 18, 2015, Treasuries sold off sharply on virtually no
fundamental news and light trading volume, which would suggest that a lack of
liquidity and difficult trading conditions once again weighed on bond prices.
Poor liquidity persists and suggests that recent bond volatility may not have run
its course. Primary dealer (the 21 firms required by the U.S. Treasury to make
markets in all Treasury securities) holdings of long-term Treasuries remain at
multiyear highs and indicate that bond dealers may remain hesitant to support
the bond market [Figure 1] for fear of additional losses. Primary dealers’ holdings
of Treasuries can be a good contrarian indicator as high inventory levels typically
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BLOATED BOND DEALER INVENTORIES MAY CONTINUE TO
RESTRAIN BUYING
Primary Dealer Positions Net Outright Level Treasury
Coupons of >11 Years Maturity, $ Billions
$20

restrain buying that might help engineer a market
reversal. Conversely, low inventory levels can help
add fuel to price gains. With sellers persisting,
primary dealers have had little appetite for adding
to long-term Treasuries holdings.
A measure of primary dealers’ average trading
volume declined to the lowest level since 2009
and provides further evidence that a liquidity
problem may be plaguing the bond market
[Figure 2]. The combination of elevated holdings
of long-term Treasuries and limited trading volume
indicates bond market volatility may continue in
the near term.
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LOW TRADING VOLUME REFLECTS AN ILLIQUID
TRADING ENVIRONMENT
Primary Dealer Average Trading Volume: Government
Securities, 4-Week Moving Average, $ Millions
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ASSESSING BREAKEVENS
For most fixed income investments held over the
longer term (for one year or more), a small rise
in interest rates may not translate to a loss, as
interest income offsets price declines for a positive
total return. At some point, however, if the rise
in interest rates becomes severe enough, price
declines overwhelm interest income. Knowing
the specific point at which a rise in interest
rates will translate into a loss is referred to as
the “breakeven.” Most investors are familiar with
the “breakeven” inflation rate implied by Treasury
Inflation-Protected Securities (TIPS), another
breakeven that refers to total returns.
Breakevens can help assess which maturities
may be most attractive or help select sectors for
investments. Short to intermediate maturity bonds
[Figure 3] possess the highest breakevens within
the Treasury sector and therefore can endure
the largest rate increase before total returns turn
negative. Adding other higher-yielding sectors,
such as corporate bonds and mortgage-backed
securities (represented by the Barclays Aggregate
Bond Index), helps boost breakevens.
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SHORT TO INTERMEDIATE MATURITY BONDS HAVE THE HIGHEST “BREAKEVEN”
Breakeven Rise in Interest Rates for Select Bond Indexes
Treasury
U.S. Aggregate
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Hypothetical example above assumes one-year holding period, a parallel shift in yields across the maturity spectrum, and no reinvestment of interest income.
Performance shown is historical and is not indicative of future results. All indexes are unmanaged and cannot be invested into directly.

Breakeven analysis shows that, while holding all
other inputs constant, a rise in interest rates of
0.41% is required before the broad bond market, as
measured by the Barclays Aggregate Bond Index,
sustains a potential loss. This “defense” (of 0.41%)
is somewhat limited relative to history and due
in large part to today’s low-yield environment. It
is also a reason why we expect roughly flat bond
market total returns in 2015, as outlined in our
Outlook 2015: In Transit.
Breakevens are used to calculate defense, but the
weakness of the measure is the failure to capture
offense, or what happens in the event interest rates
fall. In this case, long-term bonds provide greater
price gains for a given decline in interest rates. Of
course, these bonds have the lowest breakeven and
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potential downside if rates rise. Therefore, we still
find intermediate bonds provide the best risk-reward
by capturing many of bonds’ diversification benefits
without undue interest rate risk.

STAY DIVERSIFIED
Even at lower yields, bonds can still provide
important diversification benefits. Although the last
few weeks serve as a reminder of why we remain
cautious, with a lower than benchmark allocation of
bonds, we are maintaining exposure to high-quality
intermediate bonds. Stocks, as measured by the
broad S&P 500 Index, have rebounded to reach
new all-time highs. But should another downdraft
occur, and several modest ones have occurred
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BONDS POTENTIALLY PROVIDE KEY DIVERSIFICATION
BENEFITS DURING TIMES OF EQUITY MARKET WEAKNESS
25 Worst Months for the S&P 500, Last 10 Years, % Change
1%

thus far in 2015, bonds may once again provide
a key buffer. Our base case is that a significant
stock market correction is unlikely in 2015, but in
the event one occurs bonds could potentially help
provide protection [Figure 4]. n
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Source: LPL Research, Barclays Index data, FactSet 05/18/15
Performance shown is historical and is not indicative of future results.
All indexes are unmanaged and cannot be invested into directly.

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 indexes are unmanaged and cannot be invested into directly.
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.
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.
Treasury Inflation-Protected Securities (TIPS) help eliminate inflation risk to your portfolio, as the principal is adjusted semiannually for inflation based on the Consumer
Price Index (CPI)—while providing a real rate of return guaranteed by the U.S. government. However, a few things you need to be aware of is that the CPI might not
accurately match the general inflation rate; so the principal balance on TIPS may not keep pace with the actual rate of inflation. The real interest yields on TIPS may
rise, especially if there is a sharp spike in interest rates. If so, the rate of return on TIPS could lag behind other types of inflation-protected securities, like floating rate
notes and T-bills. TIPs do not pay the inflation-adjusted balance until maturity, and the accrued principal on TIPS could decline, if there is deflation.
INDEX DESCRIPTIONS
The Standard & Poor’s 500 Index is a capitalization-weighted index of 500 stocks designed to measure performance of the broad domestic economy through changes in
the aggregate market value of 500 stocks representing all major industries.
The Barclays U.S. Aggregate Bond Index is a broad-based flagship benchmark that measures the investment-grade, U.S. dollar-denominated, fixed-rate taxable bond market.
The index includes Treasuries, government-related and corporate securities, MBS (agency fixed-rate and hybrid ARM pass-throughs), ABS, and CMBS (agency and non-agency).
This research material has been prepared by LPL Financial.
To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial is not an affiliate of and
makes no representation with respect to such entity.
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