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Saving You From Wal l  Street

The Bernanke Two-Step

After a great start to 2012 for the 
equity markets, here we are in the 
beginning of June, and the equity 
markets are dropping like a rock, 
just like they did last year and the 
year before that. Why is this 
happening, and why doesn’t the 
Federal Reserve or government 
do something about this?

I believe this volatility is 
precisely what the Federal 
Reserve (the Fed) desires. In fact, 
I often refer to this recent activity 
as the Bernanke Two-Step. 

The Federal Reserve is mandated 
with a dual purpose by the 
government: low inflation and 
full employment. The Fed 
Chairman Ben Bernanke and the 
other members of the Fed aren’t 
really worried about their formal 
mandate. They have two other 
goals for their actions. The Fed 
wants to boost the stock market 
and keep mortgage rates low. 

Why? The Fed believes that if the 
stock market remains at a higher 
level then people feel richer, 
which leads to consumer 
spending. The Fed also knows 
that the real estate market, which 
is Americans largest piggy bank 
and comprises 20% of the 
economy, depends on lower rates 
to keep people buying and home 
prices from falling. 

For every 1% increase in 
mortgage rates, home price 

affordability drops 10%. So a 
home that costs $300,000 could 
conceivably lose $30,000 or 10% 
if rates jump one percent because 
new buyers can’t afford as much 
house at higher rates.

The problem with Bernanke and 
the Fed’s unwritten dual mandate 
is a booming stock market usually 
coincides with increasing interest 
rates. If you think about this for a 
second, it makes sense. If money 
enters the stock market, it usually 
comes from liquidation of more 
secure investments like bonds and 
cash. For the bond market to 
attract investors back, bonds must 
offer higher interest rates. 

So how can the Fed achieve their 
goals of higher stocks and low 
mortgage rates? By conducting 
the very actions they have done 
for the past two years (and now, 
apparently three years). 

This is how the markets have 
behaved the past couple years 
(and so far this year). In the 
autumns of 2010 and 2011, the 
Federal Reserve announced a 
round of Quantitative Easing 
(QE), which should be referred as 
money printing. Money printing 
is inflationary as it creates a 
situation where more money is 
chasing the same number 
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of goods and services. Stocks and commodities tend 
to do well in inflationary periods. In the late fall 
through the early spring of 2010, 2011 and 2012, the 
equity markets soared. 

However, each Quantitative Easing program has 
ended in the late spring or early summer. The current 
round of QE ends on June 30th. Shortly before the 
end of each QE, the stock and commodity markets 
deflated substantially until the next QE was 
announced. The chart below shows how the S&P 500, 
the measurement for the U.S. stock market, has 
performed when QE was in effect and when it wasn’t.

The story for bond interest rates, including mortgage 
rates, is the complete opposite of equities. When the 
rounds of QE were announced, money ran from cash 
and bonds to stocks and commodities, which forced 
rates to rise.  When the QE stopped, bond rates 
dropped as the money flow reversed from stocks back 
to bonds. The effect of declining interest rates is 
mortgages were much cheaper. 

The chart at the bottom of the page compares the 
S&P 500 with the iShare 20+ Treasury Bond ETF.  As 
you can see, the chart is a complete flip flop. Each 
fall and winter, the SPY (S&P 500 ETF) has risen. 
Then as the Fed’s easing waned during the late spring 
and early summer, bonds, as represented by the red 
line of TLT, outperformed. 

By adding and removing stimulus at certain times, the 
Fed has been able to keep the stock market and 
mortgage market at acceptable levels. Stocks are not 
too far off their all time highs set in the year 2000, 
and mortgage rates have hovered near historic lows. 

For this year, I expect to see a further pull back in the 
stock and commodity markets for a couple months, 
and then the Fed will step in at its August or 
September meeting to formally announce its next 
stimulus of money printing. 

The key for investing is to be cautious with stocks 
and commodity investments until the next QE 
announcement. Once the Fed announces another 
round of QE, moving back into stocks and 
commodities should reward you.

What Could Go Wrong?

The biggest threat to this equilibrium is Europe. If a 
banking crisis emerges, the Bernanke two-step may 
turn into a face plant. Another threat is China. China 
is slowing dramatically, which would pull the world 
with it into a recession. 

If Europe implodes, the Fed will certainly step in, but 
the markets would probably experience precipitous 
declines before stabilizing. This certainly would 
derail the Fed’s aim at keeping the stock market 
elevated. 

Even if the Europeans avoid their day of reckoning 
this year, it is coming. The same goes for the U.S. and 
Japan as well. The noose around our necks is 
excessive debt. Until our debt level reaches a more 
reasonable plane, we will experience market 
volatility, lower growth, and government intervention, 
but that is a topic for another newsletter.
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Get More for Your Cash

One of the biggest complaints I hear from retired or 
near retired folks deals with the low yields on money 
markets and CDs. One percent isn’t sexy, and it sure 
doesn’t support a retirement. An investor use to get a 
reasonable return on CDs when the rates were four or 
five percent. Some investors fondly recall the days 
from the early 1980s when yields on CDs were 
double digits - ahh, the good ole days. 

If you read the previous article, you know that Ben 
Bernanke and the Federal Reserve wants to suppress 
rates. The Fed is favoring debtors to investors, which 
is a crying shame since it has negative long term 
consequences for the economy and robs retirees of 
needed income.

So how can you get more yield for your money 
markets and CDs without assuming more risk? Over 
the next couple months, I will review a new vehicle 
each month. 

This month’s idea is I-Bonds. Issued by the U.S. 
government, I-Bonds are guaranteed with the full 
faith and credit of the U.S. government. Of course, 
politicians making guarantees is kinda like the devil 
telling the truth, but if the government can’t pay back 
its I-Bonds, your FDIC backing on money market and 
checking accounts will mean nothing as well. 

I-Bonds provide two components to the return. The 
first is the interest rate, which is set upon purchase of 
the bond. Currently, these bonds yield 0%. Yes, that is 
not a typo. I intended to write 0%. So you may be 
wondering why in the world would you buy a bond 
yielding 0%. Well, it has to do with the second 
component to the return - a variable, semi-annual 
inflation rate. Twice a year (May and November), the 
bonds are adjusted for inflation; hence, the letter I in 
I-Bond. 

In May 2011, the rate was 2.3%, or 4.6% annually. 
Last November, the inflation rate component was 
1.53%, equivalent to 3.06% annually. The most recent 
May saw rates at 1.1% or 2.2% annually. As you can 
see, these rates beat the pants off a money market or 
even a long dated CD. Along with a potentially higher 
return, you can defer taxes on the gains until you 
redeem the bonds, and the returns are exempt from 
state and local taxes. 

What’s the Catch?

Like everything in life, there are catches. First, you 
can only buy $10,000 of I-Bonds each year. Married 
couples can obviously bump this up to $20,000, but 
you are limited in the amount you can buy. Second, 
you have to hold the bonds for at least one year. So 
this isn’t appropriate for money you need to live on 
during the next twelve months. Also, if you redeem 
the bonds before five years, you won’t receive the last 
three months of interest. Even with that penalty, the 
bonds still yield more than traditional bank vehicles. 

While you shouldn’t expect this to continue, I-Bonds 
have actually outperformed the U.S. stock market 
since the 1999 peak. 

If you do want a bit more yield without any additional 
risk, take a look at parking some of your cash in I-
Bonds. Next month, I will reveal another method to 
increase your return on your cash without taking lots 
of additional risk. 
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Upcoming Webinars

On June 13th at 1pm, we will hold a webinar discussing these topics. If you 
would like to listen to a webinar on these topics, you can sign up here:

https://www3.gotomeeting.com/register/875462382

If you can’t make it at this time, a replay will be available on our website 
two days later. Also, we will conduct a webinar featuring Dax Nelson J.D., 
LL.M, an estate planning attorney in Tampa. Dax will be discussing “Five 
Common Estate Planning Mistakes.” To sign up for his webinar, click here: 

https://www3.gotomeeting.com/register/251363542
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Great Savings Tool
Your key financial metric is your spending. For retirement, your 

spending determines if  your portfolio will sustain you. While 

saving, your spending determines your savings rate. If  you want to 

improve your financial condition, your first priority should be to 

reduce your spending.

Ideally, you want to find ways to do so without reducing your 

lifestyle. This is possible. Look to reduce your insurance expense, 

but not coverage. Combine chores to reduce your driving and gas 
consumption. But, a quick way to do it is to use coupons. If  you 

use a coupon for a good you use regularly, you maintain your living 

standard but reduce your expenses.

Right now, one of  my favorite tools, the Entertainment Book, is on 

sale for $5 (usually it is $35). I save hundreds from this book each 

year for restaurants, movies, dry cleaning, car rentals, hotels, and 

museums. Also, you can go online to print coupons when you travel 

to another city. You can get that $5 price by clicking on the link 

below:

http://www.kqzyfj.com/click-5583799-10372257
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