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federal funds rate close to 0%,
and promises to keep it at
historically low levels until the unemployment rate falls
to 6.5% and as long as inflation remains under 2%. In
addition, the Fed has implemented three rounds of
Quantitative Easing (QE)—printing money in order to
buy large amounts of assets from the market. They are
currently buying at a rate of $85 billion per month,
mainly mortgage-backed securities and longer-term
Treasuries.

Review and Outlook
This past quarter was a very interesting one. The
quarter that ended on June 30, 2013 was not as strong
as the one that preceded it, but the Dow Jones Industrial
Average (Dow) still posted a 2.3% gain. The Dow is up
13.8% for the first six months, which is the best firsthalf showing for the index since 1999. These strong
results were in spite of all the economic and political
issues we’ve faced during that time. In fact, at the
beginning of the year, predicting double-digit gains for
the first 6 months didn’t even seem possible!

QE boosts the prices of the purchased assets and
reduces their interest rates. This helps the economy in
general by driving down borrowing costs, pushing up
asset prices and therefore encourages more investing,
spending and hiring. The Fed recently restated the idea
that it could taper off those purchases going forward,
depending on economic conditions—if growth picks up
or unemployment comes down, the Fed said it could
start the “wind-down” of the QE program later this
year, and possibly stop buying bonds altogether by the
middle of next year. (Source: WSJ, June 20, 2013)

Let’s see where we are today at the midway point of
2013:

June showed a strong unemployment report—195,000
new jobs, which was well over the predicted 166,000.
Was this enough to encourage the Fed to stay on this
course?
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Recently, several major issues surfaced, including: tax
increases, the federal sequester, problems in China and
other emerging markets, the recession in Europe, the
Fed’s recent talk about tightening monetary policy and
the ensuing rise in interest rates. Despite these issues,
some recent data tells us that the economy is still doing
well.

Quantitative Easing
A major reason for the improvement in the economy
and the stock market is the unconventional measures
and policies implemented by the Federal Reserve since
the financial crisis. Since late 2008, the Fed has kept the

The financial markets have currently been fixated and
dependent on monetary policies therefore the markets
did not react favorably to these comments. Merely the
threat of limiting QE swiftly sent bond prices down and
yields soaring since early May. Fed officials recently
reassured investors that they aren’t going to bring their
monetary policy to an abrupt halt. (WSJ, June 20, 2013)
Of course, it’s possible that investors overreacted to
Ben Bernanke’s recent statements. He’s said the same
thing before—that the Fed will adjust its monthly bond
purchases depending on the economic data. Right now
the numbers don’t justify reducing monthly bond
purchases, but that could change in only a few months.
Bernanke expects the Fed won’t raise short-term
interest rates until some time after the unemployment
rate hits 6.5%, which would be more than a full
percentage point lower than its current level.

The Economy
On a positive note, it appears lately the economy has
shown indications that it is still expanding, even if only
at a modest pace. In addition, Mr. Bernanke also stated
that the risks to the economy were diminishing. Last
year, Fed policymakers were worried that Europe’s
financial market and fiscal woes would affect the U.S.
Also, many investors are concerned about the impact of
U.S. tax increases and spending cuts. They are now less
worried about Europe and encouraged that the U.S.
economy has held up and stocks have performed solidly
despite fiscal headwinds at home. Still, Europe’s
contraction has affected exports, and corporate growth
has suffered, keeping U.S. growth too sluggish for the
Fed to trim monetary easing by much or to justify much
higher market interest rates.
In fact, the main concern for many economists is not
inflation and an over-heated economy, but the
possibility of deflation and a stall in growth. While the
economy adjusted well to the fiscal tightening earlier
this year, a continuing rise in interest rates or decline in
stock prices would trim growth.
What lies ahead for investors in the second half of this
year? We made some progress on unemployment and
shrinking the Federal deficit, but the economic recovery
is still fragile, and we still have to deal with the debt
limit. One of the key factors will be corporate earnings.
The headlines in recent weeks have been filled with
scandals and controversies that have sharply divided the
American public including:
•
•

The U.S. government appears to be spying on
its citizens and even on our allies.
The IRS appears to have unfairly targeted
special interest groups.

Regardless of where you stand on these issues, it is
important to remember several historical events that we
have just commemorated the 150th anniversary of the
battle at Gettysburg and the birth of our nation 237
years ago. During these times in our country’s history,
we have faced and overcome far greater obstacles, both
political and economic, than those in the news today.

Interest Rates
Interest rates have been rising rapidly since Ben
Bernanke mentioned in late May that the Fed’s assetbuying could possibly come to an end this year. In a
month, long-term mortgage rates jumped from about
3.7% to 4.5%, and there is plenty of reason to believe
that rates might continue to rise. This increase has

caused a sharp decline in the refinancing of existing
mortgages, as well as fewer new loans being put on the
books. That means less cash for consumers from their
home equity and lower overall demand going forward.
The Federal Open Market Committee voted 10-2 on
June 19, 2013 to keep short-term interest rates
unchanged for a 36th consecutive meeting. It has now
been four and a half years since the Fed made any
change to short-term rates. (Source: Federal Reserve, June 24,
2013)

The Bond Market
After a three-decade bond bull market and half a decade
of unprecedented Central Bank intervention, bond
yields entered 2013 near all-time lows and the first four
months of the year still produced further price gains.
Unfortunately, if you’ve looked at your bond portfolio
lately, you’re painfully aware of what has happened
since. The yield on the 10-year Treasury note, which
had fallen to 1.6% on May 2, 2013, stood at 2.175% as
of June 14, 2013. (Source: Barron’s, June 17, 2013)
Many bond investors probably guessed they could end
up hurting this year, but they probably didn’t anticipate
the suffering of the last couple months. Many investors
were shocked by the speed and scope of the resulting
losses. The worst part was that some of the biggest
declines came in parts of the markets traditionally
viewed as safe but offering higher yields, such as
municipal bonds and dividend-paying stocks. When
interest rates rise, bond prices usually fall.
Many investors believe that Treasuries in particular still
look very expensive, although it’s hard to imagine that
yields could go anywhere but up. Many economists
believe that the bond market will not burst any time
soon, since the Federal Reserve is committed to holding
interest rates down for about two more years. The
intention is for the market change to resemble not so
much a popped bubble as a gradually melting block of
ice.
How can an investor potentially reduce the potential
damage of rising interest rates on a bond portfolio?
Some ideas include:
1. Focusing on bond durations. The greater the
duration, the more the value will change with
changes in the interest rate.
2. Consider investing in Treasury Inflation
Protected Securities (TIPS). These values and
interest rates will change depending on the
inflation rate.

Equities
Despite the recent rise in volatility and dip in stock
prices, it appears the bull market in U.S. equities is far
from over. The pullbacks in bonds, emerging markets,
and metals have been sharper and swifter than the drop
in the broad U.S. stock market. Many investors had
actually been hoping for a correction so they could
catch up to the stock market’s rally, but had second
thoughts as interest rates spiked too sharply, emerging
markets went reeling, and worst of all the Federal
Reserve talked about ending its monetary program.
Equity investors are still not sure what to make of the
rise in bond yields. On the one hand, the drop in bond
prices (and corresponding rise in yields) could represent
a response to the prospect of faster economic growth,
which in turn would hopefully bring with it stronger
corporate revenues and profits. On the other hand,
faster growth would also decrease the need for Federal
Reserve bond buying, which is now approaching the $2
trillion mark and has been a huge boost for the stock
market. Naturally, investors fear that withdrawal of that
liquidity, in whole or in part, will adversely impact
stocks. (Source: The Complete Investor, June 3, 2013)

Volatility
When many investors think of risk, one thing comes to
mind: volatility. Increasingly, however, it appears that
short-term risk and volatility don’t matter as much as
the permanent loss of capital. Remember this: volatility
is not the same as risk, because all historical declines
have been temporary, while the advance of equity
values has been permanent. Volatility can pass but the
returns stay. Some of the long-term risk of owning
equities is beyond volatility prices and the global
economy; it is in the emotional impact on investors.
Unfortunately, many investors view a significant
temporary decline as the onset of some apocalypse.
Therefore, one of the dominant factors in long-term,
real-life financial outcomes is investor behavior. (Source:
Nick Murray Interactive, November 2012)

While volatile times can be rough on investors,
communicating with your financial advisor can help
keep you focused on your goals.

Inflation
The Consumer Price Index was up only 1.2% in the
first quarter from a year earlier, which is well below the
Central Bank’s target. It was the weakest annual
reading since the third quarter of 2008. The Fed has a

2% inflation goal and doesn’t want consumer prices to
veer too much above or below that number. Seeing
inflation below the Fed’s 2% target creates a nagging
worry. While such low inflation is acceptable in an
expanding economy, if recession strikes, there isn’t
much distance to cover before prices fall. This could
push the economy into a deflationary trap.
Although some Fed officials seem eager to start
tapering off the Fed’s bond purchases, given such low
inflation, any reduction will likely be gradual. In fact, if
inflation should go even lower, then the Fed has
considered an increase in bond purchases, rather than a
reduction.

Gold
Stocks and bonds aren’t the only investments under
pressure lately. The current market turmoil has pushed
gold to its lowest level in two and a half years. Since
closing at an all-time high of $1,888 per ounce on
August 22, 2011, the price of gold has fallen 36% down
to $1,201 per ounce on June 27, 2013. Although gold
could fall further, in the near time, many economists
believe that the downside risk is limited. (Source: CME
Group)

Real Estate
Housing had good news this quarter. Although housing
prices fell 3.2% in June, that followed a strong month in
May when home prices came in 12.2% higher than they
were a year ago. New home sales also recorded a strong
increase following mid-June’s increase in existing
home sales. Even with foreclosures for sale on the
market, new home sales are still more competitive.
Pending home sales also increased sharply. In fact, the
index is at its highest level since 2006. We’ll have to
see if the recent increase in mortgage interest rates
slows housing activity, but history shows it usually
doesn’t as long as the economic growth continues and
the rate increases aren’t too sharp. (Source: Retirement
Watch, June 27, 2013)

As we previously noted, the average rate on a 30-year
mortgage rose significantly from May to June, and
refinancing applications were down. While many
lenders had predicted that refinancing would taper off,
not many anticipated that the move in rates would
happen so quickly and intensely. Even so, some buyers
are still trying to take advantage of mortgage rates that,
despite the increase, remain historically low.
Some investors are worried that Mr. Bernanke’s plans
could hurt the housing market by driving up mortgage

rates. Many economists believe that the Fed has created
an artificially low mortgage rate. However, the housing
industry depends on that below-average mortgage rate,
and the housing recovery would most likely slow down
without it.

alternative. After all, bonds are plunging, gold is
tarnished, and many emerging markets are no longer
emerging.
The bottom line is this: It’s complicated. We have a
huge economy ($16 trillion covering 330 million
people) and we feel the impact of not just our own
actions but other economies all over the globe. We face
problems for which there are no easy solutions, and no
good way to predict the changes that are surely coming
in the future. (Source: Bob LeClair’s Newsletter, June 29, 2013)

Conclusion
The interest rate moves highlight the difficult task
facing the Fed. Fed officials may want to start pulling
back on their bond buying program soon, but they
communicated that they want to do it in a gradual way
that won’t send short-term interest rates up too quick.
This could prove to be a delicate task, since investors
have already shown just how sensitive they are to even
hints of a small adjustment.

As we said earlier, it is still best to work with your
advisor to put together a strategy that you’re
comfortable with and to stay focused. Try not to let the
media get you riled up with every new statement,
scandal or economic sign, because that kind of emotion
can be the biggest risk to investors. As always, we’re
happy to review your portfolio with you to make
sure you have a balance of investments that is
appropriate for your current situation.

Few economists expect the stock market to repeat its
first-half results in the second half of this year because
investors are simply too uncertain about the actions of
the central banks, and the Federal Reserve in particular.
Still, many economists prefer U.S. stocks to almost any
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As always, if you have any questions or would like to discuss the specifics
of your portfolio, please call our office at (702) 870-7711.

About Michael B. Keeler: Mike is a Certified Financial Planner and is the owner of GFS & Associates, a
financial planning firm that has been serving Las Vegas for 30 years. Mike works with individuals and small
businesses on a variety of financial topics, including retirement planning and employee benefits. Mike can
be reached at (702) 870-7711 or find him on the web at www.GFSNV.com

	
  	
  

Complimentary Financial Check-up
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