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     Market Insight: 
     Fed Surprise: No Action 

 

The Fed surprised the markets …by maintaining the status quo. Since the June 
announcement when the Fed indicated they were to begin reducing their massive $85 billion 
monthly bond buying program, the markets have been adjusting to the prospects of less 
accommodation and was actually embracing the Fed move. Now the surprising retraction by 
the Fed has catapulted the markets higher and brought back more uncertainty.  In my 33 years 
of Fed watching, I have never seen the Fed waffle so poorly and quickly in its stance. What is 
behind this rapid change and what are the implications to the markets and investors? A look at 
the Fed statement and the market reaction gives some insight. 

The Fed sighted three factors that caused them to wait to reduce their massive 
accommodative stance.  

1) Fiscal Retrenchment/ Uncertainty: Bernanke showed his annoyance at Congress, 
sighting "... substantial fiscal headwinds are hampering growth by a percentage 
point or more."  In direct response to a question, the Chairman clearly stated that 
"upcoming fiscal debates pose significant risk to the economy" and implied that he is 
more concerned about the international and credit implications of another debt ceiling 
debate than any uncertainty about a government shutdown. 

2) Higher Interest Rates: Long-term rates, which directly impact mortgage rates, have 
risen by over 1% since the Fed’s announcement in June. This rise in and of itself has 
had the effect of ‘tightening credit conditions’. The Fed is signaling to the bond market 
that it has over-reacted and wants rates lower.   

 
3) Slower Economic Growth: The Fed also downgraded its outlook for the economy 

(perhaps because of higher long term rates) by 0.3% to a range of 2.0-2.3% for 2013; 
2.9-3.1% for 2014; and 3.0-3.5% for 2015.  Inflation remains subdued at a low 1.2%, 
which is near the discomfort zone and well below the Fed’s threshold of 2.0%. 

 
While many will view the lack of tapering as positive economic news, it is actually a signal of 
how fragile the Fed perceives the economic recovery to be. Their concern about fiscal policy 
uncertainty only highlights that they do not see the economy as strong enough to weather 
another storm.  At the same time, it is obvious that the Fed is keenly aware of the 
downside risks of continued asset purchases and their distortion of markets, so they are 
still likely to taper asset purchases beginning later this year.  

 

 

	  



	  

 

Investment Implications: 

1) Lingering Uncertainty/ Higher Volatility: The Fed’s surprise inaction reduce both the 
transparency AND the clarity of their goals. Future announcements will be viewed with 
much more skepticism and could ultimately limit the Fed’s effectiveness.  
 

2) Timeline for Fed to begin reducing bond purchases has probably been pushed back at 
least 3 months, but of course no one knows for sure.  
 

3) Tailwind for Equities for now: Massive monetary accommodation is always good for 
stocks, at least in the short run. But the sharp rally induced by the announcement, could 
run into trouble at some point.  
 

4) Long Term rates have been capped and will likely fall further until the Fed moves. 
 

5) Short Term Rates will remain near zero at least thru end of 2014 and more likely mid-     
2015, as the unemployment must fall below the Fed’s threshold of 6.5%. This is NOT 
good news for retirees.	  

	  
In sum, the extraordinary easy monetary policy by the Fed continues to be main driver pushing 
higher prices of risk assets such as stocks and real estate. Enjoy the ride, while it last!  

 
As always, please contact me with any questions or concerns.  
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