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The FRB Moves 
 

Second Quarter 2013 
 
The second quarter started off rather well. In early 
May, however, the Federal Reserve Board (FRB) 
began speaking about the possibility of winding 
down their monthly purchase of bonds, a 
significant piece of the rising economy. By 
purchasing the bonds in large quantities, $85 
billion a month, the FRB has been able to keep the 
10-year Treasury Note at a very low interest rate. 
This in turn is significant because mortgage 
interest rates are based on the 10-year Treasury 
Note. Mortgage interest rates have been at their 
lowest level in many years. The low interest level 
allowed many first time homebuyers to enter the 
market for both existing and new homes. Growth 
in the housing market was imperative because this 
was the area of the economy that brought on our 
extended recession.   
 
The success of the lower interest rates and more 
numerous home purchases helped propel the 
housing industry upward, and also helped other 
industries that are suppliers of various components 
that go into homes. As the economy was lifted in 
this area, consumers became more confident and 
began spending on big-ticket items such as 
automobiles, and on smaller purchases. We began 
to see greater job formation and reduced layoffs. 
All of this was good for the economy, and the 
stock market was registering it with higher stock 
prices. 
 
On May 22, 2013, Ben Bernanke, the FRB 
chairman, made some statements indicating that 
the FRB was considering winding down the 

purchases of bonds. At the same time, he stated 
that the reason for the possible change was that the 
economy was improving and the FRB analysis 
showed that significant improvements would take 
place in 2014 and 2015. The reaction of the stock 
market was an immediate downturn in both stocks 
and bonds (bonds drop as interest rates rise).  As 
the weeks went by and we came closer to the 
regularly scheduled June meeting of the FRB, 
there was growing optimism that the FRB would 
not act on the reduction of bond purchases since it 
appeared the economy was a little more sluggish 
than it had been during the first quarter of the year. 
In fact, on June 19th, following the FRB meeting, 
Mr. Bernanke indicated that the FRB would begin 
winding down purchases as early as the end of the 
third quarter and hoped to stop all purchases by the 
second quarter of 2014! Wow! The markets did not 
expect this result. 
 
With the new information from the FRB, the stock 
market swooned and the bond market sold off, 
driving interest rates higher. It was a mess! For the 
balance of the quarter, the situation was not pretty. 
It could have been worse. The S&P 500, which 
began the quarter at 1569, ended at 1606, up 
2.36%. Bonds did not fare as well, dropping about 
3% for the quarter.  
 
In early July, a number of members of the FRB 
tried to dampen the worry about an early 
withdrawal, indicating that nothing would be done 
until it was clear the economy was doing better, 
job creation increased and unemployment was 
reduced. Perhaps the best part was Mr. Bernanke’s 
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presentation to Congress indicating that the FRB 
would continue to keep short term interest rates at 
their historical low. These comments resulted in a 
rebound for both stocks and bonds.  
 
Looking Forward 
 
The past five years have been difficult, 
especially for those individuals who are retired. 
Interest rates have been at historical lows on 
short, intermediate and long-term bonds. 
Investment grade bonds are considered one of 
the safest investments. They provide income 
during the term of the bond and return of 
principal at maturity. The problem with bonds is 
that as interest rates rise and fall, the underlying 
value of the bonds also rises and falls. It appears 
we are moving into a period where interest rates 
are going to continually increase. While this 
may be good from an income standpoint, it is 
not so good for maintaining principal.  
 
In the current and near term, a larger portion of 
investments should be in stocks and alternative 
investments rather than in bonds. As for bond 
investing, the safest alternative is likely to be in 
shorter-term bonds, but these pay very little. 
When reviewing the bond accounts for this 
current calendar year, what we are seeing in 
most cases is a net of no gain. The interest 
earned seems to be offset by the reduction in 
principal. The gains we are seeing in most 
people’s portfolios are coming almost entirely 
from the gains in their equity positions.  
 
I think we may be at a point where bonds will 
remain out of favor. Because you want to remain 
diversified, bonds should remain as part of your 
portfolio. If the economy suddenly turns down, a 

rush to investment grade bonds will be likely. It 
is also likely that a conservative investor, one 
who has about 80% of their money in bonds, 
should consider a change to a moderate stance 
with only 50% to 60% in bonds.  
 
Prior to the past five years, many investors who 
had been invested in the moderate or growth and 
income portfolios became worried about risk 
and changed to conservative positions. It may be 
time to rethink your invest risk tolerance. If 
you’d like to discuss this, please give us a call. 
 
Conclusion 
 
As I have been saying for the past year, it 
appears that the United States is positioned well 
for sustained economic growth. We have yet to 
realize the potential of cheap natural gas and 
other energy sources. As a country, we are in a 
place we have not seen since the mid-1950s 
when we were still exporters of oil. We are 
likely to be in this position again. A country 
with less expensive energy than the rest of the 
world has many advantages. Our balance of 
payments with other countries will recede, 
manufacturing costs will drop, exports overall 
will rise, tax revenue will increase, and more 
people will be employed. I believe that, in the 
next 5 to 10 years, we are poised to lead the 
world with an economic boom!  
 
 
Ed Mallon 

 


