The Fed is tapering.......

The Federal Reserve (Fed) in the US surprised global financial markets overnight by
deciding to taper back its asset purchase programme. Although financial markets had
anticipated the decision to reduce the pace of asset purchases or “Quantitative
Easing” (QE) by March 2014, expectations had increased for an earlier move which
was confirmed last night. The Fed announced it will reduce the current $85bn per
month rate of QE by some $10bn beginning in January 2014. This reduction in asset
purchases will be evenly split between both treasuries and mortgage-backed
securities.
This is a significant development for both the global economy and financial markets
as, despite the Fed going to great lengths to stress this is not the beginning of
monetary tightening, it does represent the first step towards monetary policy
normalisation. The Fed’s ultimate decision to taper was based around a more
optimistic outlook for the American economy. The December estimates for 2014
showed an upwardly revised GDP growth expectation between 2.8% and 3.2%,
unemployment slightly lower at some 6.3% to 6.6% and inflation now decidedly lower
at between 1.4% to 1.6% from the September 2013 estimates.
At the same time, in its prepared statement accompanying the decision to taper, the
Fed went to great lengths to convey its intent to keep monetary policy both
accommodative and responsive to data as it prevails over the next year.
The statement emphasised this with the following excerpt. “To support continued
progress toward maximum employment and price stability, the Committee today
reaffirmed its view that a highly accommodative stance of monetary policy will remain
appropriate for a considerable time after the asset purchase program ends and the
economic recovery strengthens.”i
Impact on markets and economies
Markets: Equity markets and risk assets in general had a very positive reaction to
the tapering announcement by the US Federal Reserve overnight taking this decision
as a sign of optimism over the future strength of economic growth. In the US, the
S&P 500 rallied 1.7%, closing at a new all time high just over 1,810. Volumes were
also reasonable, especially for this time of year, which is a reflection that many
investors have been waiting for this announcement before committing to their end of
quarter/end of year rebalancing.
The move to taper has erased the losses experienced over the month in the US, but
not so in Europe or in the Australian market. The expectations that have increased
for tapering over the last two months, have driven the recent market weakness,
leading to a “sell the rumour, buy the fact” situation.

Our outlook: for equities remains cautious, as the tapering of QE starts to erode the
significant support for markets that’s been a major driver of returns for the last 12
months.
Bonds: Bonds reacted negatively, with yields rising 6 basis points on 10yr US
Treasury bonds, to close at a yield of 2.89%. Rising long-term rates will hinder the
economic momentum that’s been building in the US, particularly around housing and
corporate re-leveraging, but as the Fed constantly re-iterated, monetary policy is still
highly accommodative.
Our outlook: is for bond yields to continue to push higher as “price insensitive
buyers” withdraw from the market, before yields eventually find a more fundamental
equilibrium level.
Currency: The US dollar rallied on the news of tapering and settled at a slightly
stronger level against most currencies. Perhaps one of the more interesting
outcomes of this decision will be in those emerging economies that have significant
current account deficits, and whose currencies can weaken sustainability against the
US dollar, therefore potentially experiencing balance of payments difficulties going
forward.
Our outlook: is for the US dollar to continue to strengthen against the Australian
dollar, which would see our dollar in the mid 80s, in line with the desires of the RBA,
but not without a degree of volatility.
An additional factor that could weigh on our market is the degree to which capital can
exit from non-US markets and be directed back to the US. The Australian equity
market and currency have benefited from these positions to date, but the potential
now is for money flow to be directed the other way. There’s been some evidence of
this already over the last month, so it’s something we’ll be monitoring over the next
few months.
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