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Focus: what to expect in the US? 

We still like the US   
We remain, in relative performance terms, favorable to the US. The long term 
advantages of an increasingly cheaper energy supply, a resilient consumer and a 
restructured and efficient manufacturing sector remain firmly in place.   
 

US and growth - EU exit from recession   
We see the US economy as a story focusing on the possibility of sustained or 
maybe even faster growth. Europe will at best clamber out of recession but is 
highly unlikely to either post strong growth rates and/or tackle social problems, 
which we see as increasingly acute. 

  
Not a binary scenario, but Emerging Markets shall slow   
While we do not expect a binary (default/non-default) scenario to emerge, we 
believe that the best is behind Emerging Markets. Fast growth has been driven 
either by massive demand for commodities and soaking up of immediately 
available skilled and semi-skilled labor. These two factors are starting to wane. 
Witness in this regard the steady decline of the Australian dollar, to which the 
Australian government is not averse.   
 

US remains the immediate focus   
The US economy remains the immediate fulcrum for investor decisions with 
regard to both evidence of the resilience of the hitherto slow recovery and closely 
connected, the level of US interest rates.  
 

Exports Increase in the Eurozone, but is it enough?   
There are signs of life in the Eurozone periphery as exports rise. However, this is 
not the 1960s and these economies are in desperate need of a revival in domestic 
demand. This appears to be still some ways off.  
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China shall slow  
With regard to the international arena we expect to see a slowing of Chinese growth. This is already reflected by statements by 
Australian politicians, who do not exclude a strong impact on the economy. The Eurozone shall - at best- post a modest 
statistical recovery. This leaves the US as the key factor for the way forward.  
 

Middle East on the boil!  
All eyes are now once again turned to the Middle East, in particular to Egypt. We see developments there as critical and consider 
that further instability – barring military intervention - could result in a literally explosive situation.   
 
 



 

  
   

 

  

 

 

 
US unemployment rate; Source: Bloomberg 

The Great US Quantitative Easing Debate : Following attempts to soften 
investors’ concerns regarding the end of QE, a few points are now clear:  
 
1) Quantitative easing shall end, possibly during the next year  
2) Quantitative easing: boosts demand for debt, lowers long term yields, reduces 
the cost of long term finance and increases capital market accessibility for lower 
ranked credits   
3) The persistence of low short term rates is irrelevant because short term 
borrowing is neither an acceptable alternative to equity in a capital 
structure nor an incentive to the purchase of capital goods.   
4) The reallocation of capital flows from and within emerging markets is  
not yet over: future investment flows shall be more selective and less posited on 
buying the sector, while future investment volumes shall be impacted by the 
lesser attraction of the carry trade.  

We await the employment numbers: The markets are awaiting the release of 
the US employment data on July 5th, for indications as to when the reduction in 
bond purchases might begin. In the Eurozone, the ECB is expected to not reduce 
interest rates on July 4th- seeing that there is a tentative, at a very low level - 
stabilization of the Eurozone economy. We remain cautious on Europe. 

Datagate: longer term trouble: From the point of view of political analysis we see 
the Datagate furore as possibly impacting on the discussions for a US–EU 
Transatlantic trade agreement. This is of considerable relevance for long term 
growth as trade liberalization is seen as a form of non – cash economic stimulus 
policy.  
 

Like the US Dollar: From the currency point of view, we continue to like the USD, 
which is benefiting from a constellation of favorable factors. These include: a 
recovering economy, the prospect of higher interest rates, exit from emerging 
markets and sale of local currency, purchase of USD. 

 
Eurozone does not need strong Euro: The last thing that the Eurozone needs, as 
it struggles to regain its balance via increased exports, is a strengthening currency. 
In the absence of further labor market liberalization in the peripheral economies 
(deemed politically unacceptable in Italy) we feel that gains in competitiveness 
shall plateau.   

 
Will stay at the short end of the curve  
With regard to US fixed income strategy, we have a net bias towards the short end 
of the curve. Rates shall likely move higher across a broad spectrum of borrowers 
and maturities. We anticipate substantial spread widening and, for the lower rated 
credits, increased difficulty in accessing the capital markets.  
 
 

 

REVIEW: QUANTITATIVE EASING 
 
The Fed responded quickly to the 
financial stress that emerged in 
2007, pushing the target federal 
funds rate to a range of 0 to 25 
basis points, its lowest range. 
However, despite the easing of 
monetary policy, credit markets 
conditions continued to worsen 
between 2008 and 2009. In order 
to achieve its dual mandate of 
maximum occupation and price 
stability the Fed turned to some 
nontraditional monetary policy 
tools, including Quantitative 
Easing. This is the purchase by the 
Federal Reserve of government 
bonds and other securities to 
lower the cost of long term 
financing.  
 
QE1: From March 2009 to March 
2010. Housing GSE (Government-
sponsored enterprises) and MBS 
(mortgage-backed securities) 
accounted for more than 80% of 
the total assets purchased by the 
Fed in the first round of QE ($1.25 
trillion of agency MBS, up to 
$200bn of agency debt and up to 
$300bn of long-term treasury 
securities). This was mainly aimed 
to increase the availability of 
credit in the housing market and 
reduce its cost. 
 
QE2: From November 2010. 
Massive purchases of long-term 
Treasury securities ($600bn)   
aimed to lower interest rate and 
spur consumption and business 
investment.  

 
 
 
 

 

Focus of the month: Fed’s Quantitative Easing, 
what to expect now? 

 

In the last five years the Federal Open Market Committee (FOMC) has constantly 
acted to support the (slow) ongoing US economic recovery and foster job creation 
while maintaining price stability. In doing so, the Fed artificially injected liquidity 
in the financial markets through a series of both traditional and nontraditional 
accommodative monetary policies.  
 
Now that Bernanke has announced it is finally time to slow down this process, it is 
time to ask: “What happens when the Fed withdraws its support to the financial 
markets?”  
 
Many analysts have raised concerns about excessive risk-taking from investors as 
a direct consequence of the Fed driving longer-term yields down. According to 
them, the abundance of liquidity introduced in the US market by the Fed through 
the three rounds of QE could have caused a major bubble in asset prices, whose 
negative effects will be unveiled only when Central Banks eventually start to 
shrink their balance sheet. Once exploded, this bubble could severely undermine 
US and global financial stability if the Central Banks (especially the Fed) do not 
accurately plan a smooth exit strategy.  
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Of course it is just a theory: other analysts still believe that the rising asset prices 
are justified by economic fundamentals. Notwithstanding, the bottom line is that 
there is a widespread confusion about how the Fed’s monetary policy is affecting 
the financial markets and what is going to happen once they will miss the QE 
support. So, what can we expect in the next few months? 
 
Further Volatility in the markets: Expectations that the Fed could slow its 
bond-buying program have had a major impact on the bond market in the last few 
weeks. The move index, a proxy for the implied volatility of US Treasury options, 
has risen to levels comparable to the Euro crisis of 2012. Since the Fed has 
repeatedly announced that monetary policy (thus the pace of the QE) will be 
totally data-dependent, in the next months investors are likely to (over)react to 
the major economic data publications, in the attempt to anticipate the Fed’s next 
move. This will bring further volatility in the markets. 
 
Higher yields for US Bonds: The Bond market is expected to correct further as 
the US Economy recovers. Given that the equilibrium level for the 10-years 
interest rate is estimated to be above 3%, higher yields and lower prices seem to 
be inevitable. However, as long as the Fed will keep on buying agency and 
government bonds, there will be a force in the market offsetting any selling trend 
from the private sector, thus limiting the ongoing rise in bond yields. The key 
point is that we expect the spread between the risk free rate (government debt) 
and the interest rate paid by borrowers to increase. 
 
Heavy correction in Corporate Bonds: These assets have benefited from the 
record low interest rates and are thus subject to heavy corrections once the loose 
monetary policy ends. In May, after Bernanke announced that the Fed may soon 
start exiting the third round of QE, US Corporate Bonds registered their worst 
performance since 2008. 
 
Emerging Markets heavily impacted: As Fed’s QE pushed capital out of US 
Treasuries and other safe assets into riskier assets in search of adequate yields, 
investors flowed out of advanced economies and moved to the promising and 
high-growth Emerging Markets. During the crisis EM assets have been among the 
first to benefit from the abundance of liquidity injected in the financial markets by 
the major Central Banks. After several years of stunning performance, it is logical 
to believe that once the financial markets lack the QE’s support, a lower liquidity 
supply could lead to a re-pricing of EM assets and currencies. 
 
The numbers of Quantitative Easing  
 

 Average fixed mortgage rates are now 275 basis points below their pre-

crisis level in 2006 

 
 Lending has grown, with overall outstanding bank credit that is 

gradually increasing and corporate bond issuance that jumped 35% to 

$1.4 trillion in 2012 

 
 Home prices have surged thanks to the Fed’s purchases of MBS within 

the three rounds of QE 

 
 According to the Federal Reserve’s data, the job market is slowly but 

encouragingly improving 

 

 

According to the Fed, these data suggest that the US economy is getting strong 
enough to grow on its own. The Federal Reserve must now seek to gradually exit 
its quantitative easing strategy, so as to avoid further disruption in the financial 
markets. At present, there is still very substantial uncertainty as to the 
consequences of the Federal Reserve’s exit. 
 

 
 
 
The Maturity Extension Program 
(MEP), under which the Fed 
committed to buy long-term and 
sell short-term Treasury securities 
at the same time, was launched in 
2011. This was known as operation 
twist.  
 
QE3: From June 2012 to present. 
This time the Fed committed to a 
pace of purchases ($85bn per 
month) instead of a total amount. 
MBS and long-term Treasury 
securities were targeted. The third 
round of QE will end as soon as 
the labor market conditions will 
improve substantially. This is 
obviously very difficult to 
determine. However, the view 
now is that the Federal Reserve 
shall exit its bond buying by mid-
2014, assuming that the ambitious 
unemployment targets are met. 
 
 
How can QE help US Economy? 
When the Fed buys long-term 
Treasury and/or agency securities, 
their price increases due to a 
lower supply on the market and, 
given the inverse relationship 
between the two, long-term 
interest rates fall. Low interest 
rates eventually reduce the costs 
incurred by US companies for 
financing capital investments, thus 
bolstering economic activity and 
creating new jobs. At the same 
time, pushing long-term interests 
rates down is intended to 
stimulate economic activity by 
boosting long-term financing. This 
has allowed companies with non-
investment grade ratings to access 
long term financing at favorable 
terms. There are fears that once 
interest rates rise these companies 
shall not be able to access 
financing at these low rates or for 
these maturities. 
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This newsletter is for informational purposes only and is not an offer to buy or sell any security. The information contained 
herein is meant to be timely and of interest but not an exhaustive analysis. This newsletter contains speculative and forward-
looking statements which may not ultimately come true and is based on information believed to be accurate and complete; 
however no warranty is made as to its accuracy and completeness. Opinions expressed may differ from those of this and 
other affiliates of Northeast Securities Inc. (the "Firm").Securities are offered through Northeast Securities Inc., a broker 
dealer registered with FINRA and a member of SIPC. 
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