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Bond Market Perspectives

Despite a week that featured top-tier economic data, a large lending 
operation from the European Central Bank (ECB), and semi-annual testimony 
from Federal Reserve (Fed) Chairman Ben Bernanke, the 10-year Treasury 
yield finished last week unchanged at a 1.98% yield. On the surface, the 
Treasury market appeared unfazed by an eventful week, but a closer look 
highlights the push-and-pull that continues to keep Treasury yields stuck at 
very low levels. 

Pushing: ECB 3-Year Lending Operation 

The ECB’s 3-year lending operation (Long-Term Refinance Operation, or 
“LTRO” for short) was successful in further reducing near-term default risk 
for peripheral European government bond issuers and European banks. The 
yield on Spanish and Italian 2-year government bond yields declined more 
than longer-term 10-year yields, indicating the market viewed less near-term 
default risk. The yield on Italy’s 10-year government bond yield fell below 
5% and closed the week at its lowest level since early July 2011. Italy’s 
government bond yield curve now resembles a much more normal upward 
sloping shape rather than the flat-to-inverted shape that is indicative of 
higher default risk [Chart 1]. 

Key inter-bank lending rates continued to decline, suggesting that bank 
borrowing pressures continued to ease. The decline in both 3-month Libor 
(the cost of U.S.-based intra-bank borrowing) and 3-month Euribor (the cost 
of European-based intra-bank borrowing) accelerated last week due to the 
ECB’s lending operation [Chart 2]. The ECB has now injected over 1 trillion 
euros into the financial system to ease bank funding. European bank officials 
have cited repayment of near-term 2012 debt maturities and purchases of 
short-term peripheral European government bonds yielding 1.5% to 3.0% as 
the primary usage of their cheaply acquired ECB funds.

The reduction in near-term default risk and the reduction in bank funding 
risk helped push Treasury yields higher while continuing to benefit more 
economically sensitive fixed income sectors such as corporate bonds. 
Corporate bond performance in February continued to benefit [Chart 3] from 
the liquidity boost provided by ECB actions.

The successful ECB lending operation helped push Treasury yields higher 
as did comments, or lack of them, from Fed Chairman Bernanke. In his 
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Highlights
Market forces have pushed and pulled the 
Treasury market, but the 10-year Treasury yield 
remains very close to its center of gravity at 2.0%.

Bond investors will likely refocus on the 
economic data, as the Fed and European 
Central Bank (ECB) appear on hold from 
additional market-moving stimulus. 

 1  ECB Lending Operations Have Led to Reduced 
Funding Risks and Translated Into Lower 
Government Bond Yields

Source: Bloomberg, LPL Financial   03/05/12
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 2  Inter-Bank Borrowing Rates Declined Further  
Following the Latest ECB LTRO

Source: Bloomberg, LPL Financial   03/05/12
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semi-annual testimony to Congress, Bernanke made no hints of initiating 
new large-scale bond purchases (known as QE3) or expanding the existing 
Operation Twist bond purchase program. While still indicating the Fed will 
remain very accommodative, bond investors had built expectations that 
Bernanke might signal an even friendlier Fed. Treasury yields rose modestly 
as some investors contemplated Treasury purchases running their course. 

Pulling: Higher Energy Prices 

But by the end of last week, the markets’ view of the economy turned 
negative as investors feared the future impact of higher energy prices on 
the economy with oil prices remaining above $105 per barrel. Higher energy 
prices tend to be supportive for Treasuries as bond investors focus on the 
negative impact higher energy prices may have on consumer spending and 
the broad economy. With unemployment still high, elevated oil prices are 
not viewed as inflationary but rather an added tax on consumers and pulled 
Treasury yields lower.

As Investors Refocus, What’s Next?

With the ECB stating the latest three-year refunding operation will be the 
last and Bernanke signaling no additional bond purchases for now, two 
major central banks appear to be on hold from further monetary stimulus. 
In absence of potentially market-moving events from central banks, 
bond investors may refocus on the economic data. This week’s monthly 
employment report will therefore be a key next hurdle, but it likely won’t 
stop there. European economic data will be continually scrutinized as to 
whether Europe can grow its way out of its debt burden. A mild recession 
is now widely expected, but anything more severe will question Europe’s 
ability to repay debts and likely spark safe haven buying of Treasuries. At that 
point, additional central bank actions may become necessary and become a 
market-mover once again. 

To be sure, European government bond markets remain a risk. The deadline 
for private bondholders to accept the Greek government bond debt 
exchange is this week. Failure for a large enough participation in the debt 
exchange could lead to a Greek government bond default. We view this is 
a low probability event, as we believe private bondholders have nothing 
to gain other than a show of defiance by refusing to accept the terms. 
Furthermore, despite the ECB’s successful lending operation, Italy, the 
world’s third-largest government bond market, still has a sizable issuance 
need over the balance of 2012. While the ECB’s lending operation helps 
alleviate bank funding risk, it does not solve the underlying problem of too 
much debt. The success with which Italy can issue new debt will be closely 

Looking ahead, economic data — rather than 
central bank events — should play a more 
prominent role in the path of bond yields

 3  Corporate Bonds Continued to Benefit From the 
Reduction of Near-Term Default Risk in Response to 
ECB Liquidity Measures

TOTAL RETURNS

Sector February YTD

Emerging Market Debt 3.0 4.8

High-Yield 2.4 5.5

Preferred Stocks 1.9 6.1

Municipal High-Yield 0.8 4.5

Invst.-Grade Corporate 0.8 2.9

Foreign Bonds (hedged) 0.5 1.3

Municipal 0.1 2.4

Mortgaged-Backed Securities 0.1 0.5

Barclays Aggregate 0.0 0.9

TIPs -0.3 2.0

Treasury -0.7 -0.3

Foreign Bonds (un-hedged) -1.0 0.8

Source: Barclays Capital, JP Morgan, Citigroup, LPL Financial   02/29/12

Asset class returns are represented by the returns of indexes and are not ranked on an annual total return basis. It is not possible to invest directly in an index so these are not actual results an 
investor would achieve. TIPS – Barclays Treasury Inflation Protected Securities Index; Treasury – Barclays US Treasury Index; Municipal – Barclays Municipal Bond Index; Emerging Market Debt – JP 
Morgan Emerging Markets Global Index; Invst-Grade Corporate – Barclays US Corporate Bond Index; Mortgage-Backed Securities - Barclays US MBS Index; Foreign Bonds (un-hedged) – Citigroup 
Non-US World Govt Bond Index (un-hedged); High-Yield – Barclays US High Yield Corporate Index Foreign Bonds (hedged) - Citigroup Non-US World Govt Bond Index (hedged); Preferred Stocks – 
Merrill Lynch Preferred Stock Hybrid Index; Bank Loans – Barclays  US High-Yield Loan Index.
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watched. Recently injected ECB cash should ensure success over the 
near-term, however, so it will likely take some months before issuance may 
stress the market once again. In the meantime, economic data will likely 
play a more prominent role in the path of bond yields. n

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.

The economic forecasts set forth in the presentation may not develop as predicted and there can be no guaran-
tee 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.

Municipal bonds are subject to availability, price, and to market and interest rate risk if sold prior to maturity. 
Bond values will decline as interest rate rise. Interest income may be subject to the alternative minimum tax. 
Federally tax-free but other state and local taxes may apply.

The Barclays Municipal Bond Index is an unmanaged index, which cannot be invested into directly. Past perfor-
mance is no guarantee of future results.

The Barclays Capital High Yield Municipal Bond Index is an unmanaged index made up of bonds that are non-
investment grade, unrated, or rated below Ba1 by Moody’s Investors Service with a remaining maturity of at 
least one year.

The Federal Open Market Committee action known as Operation Twist began in 1961. The intent was to flatten 
the yield curve in order to promote capital inflows and strengthen the dollar. The Fed utilized open market 
operations to shorten the maturity of public debt in the open market. The action has subsequently been reexam-
ined in isolation and found to have been more effective than originally thought. As a result of this reappraisal, 
similar action has been suggested as an alternative to quantitative easing by central banks.

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: A marketable, fixed-interest U.S. government debt security. Treasury bonds make interest payments 
semi-annually and the income that holders receive is only taxed at the federal level.


