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No Fed Tapering: Why?
And What Impact Will it Have on the Markets?

Fed Surprise Drives Markets Higher

In a widely watched decision, last Wednesday the Federal Reserve surprised the
markets by declining to begin backing off (tapering) its asset-purchase program.
Most observers (us included) were expecting the central bank to begin a modest
pullback in the pace of purchases, so the Fed’s decision to stand pat took many

by surprise.

Stocks responded positively to the news, shooting up to new highs in the aftermath
of the Fed’s decision before falling back as the week drew to a close. For the week,
the Dow Jones Industrial Average gained 0.5% to 15,451, the S&P 500 Index
advanced 1.3% to 1,709 and the Nasdag Composite rose 1.4% to 3,774. In fixed
income markets, Treasury yields fell sharply on the Fed’s comments (as prices
correspondingly rose). For the week, the yield on the 10-year Treasury dropped
from 2.89% to 2.73%.

A Still-Weak Economy Keeps the Fed On Hold

Although the Fed’s decision not to taper at this time took us by surprise, the Fed’s
inaction does confirm our central thesis that the recovery remains soft and that
interest rates are likely to remain range-bound through the end of the year.

By failing to taper, the Fed signaled that it believes there are still lingering questions
regarding the strength of the US recovery. The central bank remains focused on
the fact that while the labor market is improving, it is doing so at an uneven pace.
The Fed also pointed to the fact that more and more Americans have been dropping
out of the labor force. In addition, the Fed is particularly concerned about the
resilience of the housing recovery in the face of rising interest rates. This is an issue
we have been discussing recently: if rates climb too far too quickly, it would imperil
the housing market recovery. This concern was reinforced by some weaker-than-
expected housing starts and housing permits data last week. Finally, the Fed’s
decision also serves as a tacit acknowledgement that the political backdrop could
contribute to market risk, as Fed Chairman Ben Bernanke cited the potential for
volatility around the upcoming debt ceiling and budget battles.

Investment Implications: Stick with Stocks and Credit Sectors

From an investment perspective, the Fed’s actions and statements confirm many
of our asset allocation views, but does temper a few. Most broadly, a slower
approach to easing off on monetary stimulus adds support to our view that

BLACKROCK"

Russ Koesterich, Managing Director,

is BlackRock’s Global Chief Investment
Strategist, as well as Global Chief
Investment Strategist for BlackRock’s

iShares business. Mr. Koesterich was
previously Global Head of Investment
Strategy for active equities and a senior
portfolio manager in the US Market
Neutral Group. Prior to joining the firm
in 2005, he was Chief North American
Strategist for State Street Bank.

The Fed’s inaction does
confirm our central thesis
that the recovery remains
soft and that interest rates
are likely to remain range-
bound through the end of
the year.

SO WHAT DO I DO It’s the question on everyone’s mind. And fortunately, there are
WITH MY MONEY?™ answers. Visit blackrock.com for more information.



http://www.blackrockblog.com/2013/09/18/feds-tapering-catch22s/
http://www.blackrockblog.com/2013/09/18/feds-tapering-catch22s/
http://www.blackrockblog.com/2013/09/16/taper-lite/
http://www.blackrockblog.com/2013/08/27/rising-mortgage-rates-matter-recovery/
http://www.blackrockblog.com/2013/09/13/fed-congress-4-washington-issues-watch/
http://www.blackrockblog.com/2013/09/13/fed-congress-4-washington-issues-watch/

investors should be overweighting equities, should have exposure to emerging A slower approach to easing
markets and should be focusing on credit sectors within fixed income markets.

As we discussed last week, an environment in which rates are relatively well off on monetary stimulus
contained would be supportive of high yield bonds—an asset class that rallied adds support to our view

strongly following the announcement.
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