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Tax Cost Of Being Your Own Landlord

I

f you’re a business owner, it often
makes sense to rent from yourself,
taking advantage of ofﬁce or
warehouse space you own. Your
business pays rent to the owner—
you—and deducts the rental payments
as legitimate business expenses.
And although you’re taxed on the
rental income, you can offset some
of that with expenses you incur. It’s a
win-win situation.
However, a new tax provision that
took effect for the 2013 tax year can
throw a monkey wrench into the
works. Under regulations the IRS
recently issued, such “self-rental”
income may be subject to a special
3.8% Medicare surtax.
The 3.8% Medicare surtax applies
to the lesser of (1) net investment
income (NII) or (2) the amount by
which your modiﬁed adjusted gross
income (MAGI) exceeds a threshold
amount. That threshold is $200,000 for
single ﬁlers and $250,000 for joint
ﬁlers. Business landlords who have
income from various sources easily can
ﬁnd themselves subject to the tax.
For this purpose, net investment
income includes items such as interest,

dividends, annuity distributions, rents,
royalties, and net capital gains on
property you sell. Signiﬁcantly for
business owners, it also includes
income derived from
passive activities. Net
investment income
doesn’t include salaries,
wages, or bonuses,
distributions from IRAs
or qualiﬁed plans, income
used to calculate selfemployment tax, gains
from selling an active
interest in a partnership or
S corporation, or income
from tax-exempt bonds
and other items not
subject to income tax.
Surprisingly, when the IRS issued
regulations on the 3.8% Medicare
surtax, it diverged from the traditional
treatment of self-rental income. It said
that in this case, such income will be
treated as passive income, rather than
income from an active trade or
business. As a result, self-rental income
is subject to the 3.8% surtax.
Suppose that Jerry and Mary own a
building they rent to their jointly

owned business. They receive
$300,000 in rental income annually,
but can offset that amount with
$101,000 in depreciation and other
expenses. Therefore, their
self-rental income is
$199,000 for the purpose
of the 3.8% surtax
calculation.
If, counting the selfrental income, Jerry and
Mary have a MAGI of
$250,000 or less, they
won’t have to pay the
3.8% surtax. However, if
their MAGI is, say,
$500,000, they’ll be hit
with the 3.8% surtax on
the self-rental income, to
the tune of $7,562 (3.8% of $199,000).
Any additional NII items will increase
the surtax.
While the new surtax may not
negate the other advantages of renting
space to your own business, it is
important to know what to expect
before your prepare your taxes. Your
tax advisor may be able to suggest
strategies for minimizing the impact of
the new tax. ●

The Bull Market In Stocks

already been out in force in the media,
warning that rising interest rates will
hurt stocks. When you hear these
forecasts, remember that many-- if not
most--of Wall Street’s prognosticators

have a bad track record for predicting
the market’s next move. So when bond
yields start to rise and you hear the
refrain: “rising bond yields are bad for
stocks,” don’t believe it. ●

(Continued from page 1)

In the months ahead, it seems
likely that the chatter will grow
louder on ﬁnancial TV stations and
across the Web about how terrible
higher bond yields are going to be
for stocks. This has happened in
previous periods of rising rates.
Prognosticators are probably going to
make three arguments:
One, that higher bond yields
provide competition to dividend yields,
which will make stocks less attractive.
Secondly, that higher bond yields drive
down the market’s price-to-earnings
ratio. And, lastly, that higher bond
yields will choke economic growth,
sending stocks lower.
Wall Street’s talking heads have

Will End Of Fed Easing Kill
The Bull Market In Stocks?
he yield on a 10-year Treasury
Note leaped a full percentage
point over the one-year period
that ended on June 30, 2013, and the
stock market reacted. The S&P 500
stock index , which during the quarter
had hit a new all-time high, lost 3.8%
of its value by the end of the quarter.
What happened?
Ben Bernanke, Federal Reserve
Chairman, reiterated his intention to
end the central bank’s easing program,
which has kept interest rates low to fuel
economic growth. If the economy
continues to improve, Bernanke said on
June 19, the Fed would start to slow its
“quantitative easing” program for
keeping interest rates low.

T

The big question for investors is
whether the end of quantitative easing
(QE) will abruptly end the stock
market’s long advance. How will
stocks perform in 2014? In truth, no
one can predict the future with
certainty. But examining some likely
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scenarios is prudent.
The grey bands in this chart show
when the Federal Reserve began and
ended the different stages of its
monetary easing program, known as
Quantitative Easing One, QE 2 and
Operation Twist. The easing program,
which helped maintain lower interest
rates, coincided with a strong rise in
stock prices in the ﬁve years ended
June 30, 2013.
You might conclude from this chart
that the end of the easing program
would bring higher interest rates and
halt the bull market. But that may not
necessarily be what happens.
The small green arrows (See Chart
on Page 4) point to four bull runs since
1994, and
interest rates
were rising
during those
bull markets.
Of
course,
that’s not
guaranteed to
happen again
now. Still, it
is undeniable
that rising
bond prices
have not
derailed
recent bull
markets.
Despite the fact that rising interest
rates have not spelled an end to bull
markets in the past, you can expect to
see some of Wall Street’s “best minds”
on TV saying that rising rates will be
bad for stocks in 2014.
(Continued on page 4)

Bond Volatility
And Uncertainty

I

n June, Federal Reserve Chairman
Ben Bernanke indicated a
slowdown to the Fed’s $85-billionper-month bond buying program (also
known as Quantitative Easing or QE).
This announcement immediately
resulted in interest rates rising and
great uncertainty in the bond market.
Since May, the yield on a 10-year
Treasury note has gone up
approximately 1%. Bonds move in the
opposite direction of interest rates,
therefore investors are seeing a
decline in what they assumed to be a
“safe” investment.
When analyzing bonds, one factor
to consider is the bond’s duration.
Longer-term bonds have longer
durations and are more sensitive to
interest rate increases. For every 1%
increase in interest rates, a bond will
decrease by its duration. For example,
a bond fund with a 10-year duration
will decrease in value by 10% if
interest rates increase 1%.
We have been educating our
clients on the effects that interest rates
have on their bond portfolios. While
the economy is recovering slowly,
interest rates are likely to move higher
and we will continue to see volatility
in bonds.
While we do not believe in trying
to time the interest rate cycle, we have
repositioned portfolios to minimize
interest rate risk.

Saving For Retirement At All Ages

F

inancial planners often are
asked, “When should I start
saving for retirement?”
Although everyone’s circumstances
differ, the answer usually is a variation
on this theme: As soon as possible. But
that doesn’t mean it’s ever too late to
begin, or that you’ll have the same
ﬁnancial priorities at every
age. When you’re embarking
on a career, you may not
have much extra income to
set aside, but you can work
on establishing sound
ﬁnancial habits. Later,
though you’ll likely earn
more, you’ll also likely have
greater obligations—
supporting your family,
paying a mortgage note, and,
yes, saving for retirement.
Still other factors may come
into play as you approach
your golden years.
Consider these basic
approaches during different ﬁnancial
stages of your life.
In your 20s. Retirement may seem
several lifetimes away. What’s more,
the salary you earn during your early
working years likely won’t provide
much cushion for savings. But you
may be surprised by how much you
can accumulate if you’re dedicated,
thanks largely to the power of tax-

deferred compounding. For instance,
if you save $1,000 a month and earn
8% on your savings compounded
annually for 40 years until retirement,
you will amass a staggering
$3,271,022.95. (These ﬁgures are
hypothetical and not indicative of any
particular investment.)

The easiest way for most people to
sustain tax-deferred growth is through
a 401(k) or another tax-advantaged
retirement plan. If your employer
provides matching contributions, try to
contribute at least as much as you need
to qualify for the maximum match.
In your 30s and 40s. These are
prime earning years, but you also
might incur substantial expenses

raising the kids, buying and
maintaining a home, and paying
for college. Nevertheless, you should
do your best to stay disciplined and
contribute as much as you can to your
retirement plans. For 2013, you can
defer up to $17,500 of salary to your
401(k). In addition, if you establish
an IRA, the annual
contribution limit is $5,500.
Meanwhile, although
contributions to a Roth
IRA are never taxdeductible, future payouts
may be tax-free.
In your 50s and 60s.
This may be when you earn
the highest salary of your
career. If the kids are out of
college and the mortgage is
paid off, it’s truly time to
make hay while the sun
shines. Although you might
not have been as diligent at
retirement saving in the past
as you would have hoped to be, you
can recover lost ground quickly by
socking away more in your retirement
plans at this point in your life. For
2013, you can contribute an extra
$5,500 to a 401(k) and an additional
$1,000 to an IRA, above the limits
already discussed. And you can save
still more in taxable accounts outside
your retirement plans. ●

Standard & Poor’s 500 Index Versus Earnings
his is arguably the single most
important picture for investors
to focus on.
The green line shows the value of
the S&P 500 index of 500 blue-chip
U.S. companies, and the purple line
shows the earnings—proﬁts—per share
averaged by the 500 companies in the
index dating back to 1988. Corporate
earnings are the single most important
determinant of stock prices.
The red markers, in the upper right
corner, show that the consensus
forecast of Wall Street analysts for
earnings on the S&P 500 stock index,
as of July 24, 2013, was for $111.05
per share for 2013 and $123.59 per
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share for 2014.
That earnings forecast, which
seems reasonable given the recent
strength of the economy, would propel
the price of the S&P 500 in 2013 and
2014 in the trajectory shown in the red
square markers.
If the economy continues to grow,
as the Fed’s staff of economists and
private forecasters recently predicted
it would, then corporate earnings are
likely to continue on the trajectory
shown. If stock prices always follow
earnings, this would be good for
stock prices.
It’s important to note that, in the
period of irrational exuberance around

2000, stock prices shown in the green
line and corporate earnings shown in
the purple line, did not stay correlated.
That gap shows a classic example of
how stock prices can become
disconnected from fundamentals due to
human emotion.
However, if you look at the
relationship between the green and
purple lines now, stocks are actually
trading at the low end of their historical
valuation relative to earnings.
Keep in mind, the red squares are
not meant as a prediction of where
stocks prices will go. Unexpected
events could derail stocks from staying
on track.

Best States To Move To For Tax Reasons

F

ederal income taxes can take
a big bite out of your income,
but they aren’t your only tax
concern, particularly if you’re about to
retire. Don’t forget to take state and local
income taxes into account. For instance,
if you’ll be relying less on Social
Security and more on investment
income during retirement, you might
move to a state that doesn’t have an
income tax or that has relatively low tax
rates. Conversely, if you expect to
depend heavily on Social Security,
consider moving to a state that doesn’t
tax these beneﬁts. Here are a few key
areas to ponder.
State income tax rates: Currently,
seven states—Alaska, Florida, Nevada,
South Dakota, Texas, Washington, and
Wyoming—don’t tax income of
individuals at all. Two other states—
New Hampshire and Tennessee—
impose income tax only on dividends
and interest. Those favorable taxation
rules have made several of these states
very popular with retirees.
In addition, some states have a
relatively low income tax rate across
all income levels. For example, the
highest marginal income tax rates for
Arizona, New Mexico, Kansas and
North Dakota are below 5%. Other states
charge a relatively low ﬂat rate
regardless of how much you make.
These include Pennsylvania (3.07%),

Indiana (3.4%), and North Dakota
(3.99%). On the other hand, retirees
may shy away from notoriously hightax states such as California (10.55%)
and New York (8.97%).
State income tax on retirement
income: In the 41 states that do tax
income, as well as the District of
Columbia, the tax treatment of
retirement beneﬁts varies widely. For
example, some states don’t tax any
income from qualiﬁed plans such as
401(k)s or Social Security, some states
provide a partial exemption, and ﬁnally
some states tax all retirement income.
The two states that currently exempt
retirement plan income from taxation
are Mississippi and Pennsylvania.
Of course, all of these rules are
subject to legislative changes, as
revenue-hungry states look for new
ways to ﬁll their coffers.
State income tax on Social Security
beneﬁts: According to tax publisher
CCH, more than one quarter of all states
(14) impose income tax on Social
Security beneﬁts. The states are
Colorado, Connecticut, Iowa, Kansas,
Minnesota, Missouri, Montana,
Nebraska, New Mexico, North Dakota,
Rhode Island, Utah, Vermont, and West
Virginia. These states either tax Social
Security income in the same way the
federal government does or they provide
breaks, usually for taxpayers at lower

But barring some major event
like that, the trajectory of stock
prices remains favorable and

economic growth at the end of the
second quarter appeared to support
this trajectory. ●

income thresholds.
State and local sales taxes: 45 states
and the District of Columbia impose a
state sales-and-use tax. Only Alaska,
Delaware, Montana, New Hampshire,
and Oregon do not. You may want to
consider combined state and local sales
taxes when ﬁguring out where to retire.
For instance, CCH says that Tennessee
(9.44%), Arizona (9.16%), Louisiana
(8.87%), Washington (8.86%) and
Oklahoma (8.67%) have the highest
combined state and local sales tax rates.
Among states with sales taxes, the
lowest combined rates are in Alaska
(1.11%), Hawaii (4.35%), Maine (5%),
Virginia (5%), and Wyoming (5.17%).
State and local property taxes:
While property values have declined
over recent years in many areas,
property taxes haven’t necessarily gone
down, too. According to the Tax
Foundation, residents of New York,
New Jersey, and Connecticut had the
highest tax burdens in 2010. In those
states, residents forked over more than
12% of income in state and local taxes.
Residents of Alaska, which has
been the least-taxed state for more than
a quarter of a century, paid the lowest
percentage of income in 2010 at 7%,
followed by South Dakota, Tennessee,
and Louisiana.
State estate taxes: Estate taxes also
may inﬂuence where you want to retire.
The rules can differ widely from state to
state and in several cases, state laws
don’t follow federal estate tax rules. As
of January 1, 2013, 17 states and the
District of Columbia collected estate tax
and had varying exemption thresholds.
(Some other states have inheritance
taxes.) In several states, the threshold is
$1 million or less. Only Delaware,
Hawaii, and North Carolina use the
current federal exclusion amount of
$5 million (indexed to $5.25 million in
2013). Certain other states have neither
an estate tax nor an inheritance tax. But
these rules, too, are subject to change.
Remember that this is just a brief
summary of state taxation rules. Of
course, other factors also will come into
play, but it pays to consider state and
local tax consequences in choosing a
location for your retirement years. ●

Saving For Retirement At All Ages

F

inancial planners often are
asked, “When should I start
saving for retirement?”
Although everyone’s circumstances
differ, the answer usually is a variation
on this theme: As soon as possible. But
that doesn’t mean it’s ever too late to
begin, or that you’ll have the same
ﬁnancial priorities at every
age. When you’re embarking
on a career, you may not
have much extra income to
set aside, but you can work
on establishing sound
ﬁnancial habits. Later,
though you’ll likely earn
more, you’ll also likely have
greater obligations—
supporting your family,
paying a mortgage note, and,
yes, saving for retirement.
Still other factors may come
into play as you approach
your golden years.
Consider these basic
approaches during different ﬁnancial
stages of your life.
In your 20s. Retirement may seem
several lifetimes away. What’s more,
the salary you earn during your early
working years likely won’t provide
much cushion for savings. But you
may be surprised by how much you
can accumulate if you’re dedicated,
thanks largely to the power of tax-

deferred compounding. For instance,
if you save $1,000 a month and earn
8% on your savings compounded
annually for 40 years until retirement,
you will amass a staggering
$3,271,022.95. (These ﬁgures are
hypothetical and not indicative of any
particular investment.)

The easiest way for most people to
sustain tax-deferred growth is through
a 401(k) or another tax-advantaged
retirement plan. If your employer
provides matching contributions, try to
contribute at least as much as you need
to qualify for the maximum match.
In your 30s and 40s. These are
prime earning years, but you also
might incur substantial expenses

raising the kids, buying and
maintaining a home, and paying
for college. Nevertheless, you should
do your best to stay disciplined and
contribute as much as you can to your
retirement plans. For 2013, you can
defer up to $17,500 of salary to your
401(k). In addition, if you establish
an IRA, the annual
contribution limit is $5,500.
Meanwhile, although
contributions to a Roth
IRA are never taxdeductible, future payouts
may be tax-free.
In your 50s and 60s.
This may be when you earn
the highest salary of your
career. If the kids are out of
college and the mortgage is
paid off, it’s truly time to
make hay while the sun
shines. Although you might
not have been as diligent at
retirement saving in the past
as you would have hoped to be, you
can recover lost ground quickly by
socking away more in your retirement
plans at this point in your life. For
2013, you can contribute an extra
$5,500 to a 401(k) and an additional
$1,000 to an IRA, above the limits
already discussed. And you can save
still more in taxable accounts outside
your retirement plans. ●

Standard & Poor’s 500 Index Versus Earnings
his is arguably the single most
important picture for investors
to focus on.
The green line shows the value of
the S&P 500 index of 500 blue-chip
U.S. companies, and the purple line
shows the earnings—proﬁts—per share
averaged by the 500 companies in the
index dating back to 1988. Corporate
earnings are the single most important
determinant of stock prices.
The red markers, in the upper right
corner, show that the consensus
forecast of Wall Street analysts for
earnings on the S&P 500 stock index,
as of July 24, 2013, was for $111.05
per share for 2013 and $123.59 per
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share for 2014.
That earnings forecast, which
seems reasonable given the recent
strength of the economy, would propel
the price of the S&P 500 in 2013 and
2014 in the trajectory shown in the red
square markers.
If the economy continues to grow,
as the Fed’s staff of economists and
private forecasters recently predicted
it would, then corporate earnings are
likely to continue on the trajectory
shown. If stock prices always follow
earnings, this would be good for
stock prices.
It’s important to note that, in the
period of irrational exuberance around

2000, stock prices shown in the green
line and corporate earnings shown in
the purple line, did not stay correlated.
That gap shows a classic example of
how stock prices can become
disconnected from fundamentals due to
human emotion.
However, if you look at the
relationship between the green and
purple lines now, stocks are actually
trading at the low end of their historical
valuation relative to earnings.
Keep in mind, the red squares are
not meant as a prediction of where
stocks prices will go. Unexpected
events could derail stocks from staying
on track.

Best States To Move To For Tax Reasons

F

ederal income taxes can take
a big bite out of your income,
but they aren’t your only tax
concern, particularly if you’re about to
retire. Don’t forget to take state and local
income taxes into account. For instance,
if you’ll be relying less on Social
Security and more on investment
income during retirement, you might
move to a state that doesn’t have an
income tax or that has relatively low tax
rates. Conversely, if you expect to
depend heavily on Social Security,
consider moving to a state that doesn’t
tax these beneﬁts. Here are a few key
areas to ponder.
State income tax rates: Currently,
seven states—Alaska, Florida, Nevada,
South Dakota, Texas, Washington, and
Wyoming—don’t tax income of
individuals at all. Two other states—
New Hampshire and Tennessee—
impose income tax only on dividends
and interest. Those favorable taxation
rules have made several of these states
very popular with retirees.
In addition, some states have a
relatively low income tax rate across
all income levels. For example, the
highest marginal income tax rates for
Arizona, New Mexico, Kansas and
North Dakota are below 5%. Other states
charge a relatively low ﬂat rate
regardless of how much you make.
These include Pennsylvania (3.07%),

Indiana (3.4%), and North Dakota
(3.99%). On the other hand, retirees
may shy away from notoriously hightax states such as California (10.55%)
and New York (8.97%).
State income tax on retirement
income: In the 41 states that do tax
income, as well as the District of
Columbia, the tax treatment of
retirement beneﬁts varies widely. For
example, some states don’t tax any
income from qualiﬁed plans such as
401(k)s or Social Security, some states
provide a partial exemption, and ﬁnally
some states tax all retirement income.
The two states that currently exempt
retirement plan income from taxation
are Mississippi and Pennsylvania.
Of course, all of these rules are
subject to legislative changes, as
revenue-hungry states look for new
ways to ﬁll their coffers.
State income tax on Social Security
beneﬁts: According to tax publisher
CCH, more than one quarter of all states
(14) impose income tax on Social
Security beneﬁts. The states are
Colorado, Connecticut, Iowa, Kansas,
Minnesota, Missouri, Montana,
Nebraska, New Mexico, North Dakota,
Rhode Island, Utah, Vermont, and West
Virginia. These states either tax Social
Security income in the same way the
federal government does or they provide
breaks, usually for taxpayers at lower

But barring some major event
like that, the trajectory of stock
prices remains favorable and

economic growth at the end of the
second quarter appeared to support
this trajectory. ●

income thresholds.
State and local sales taxes: 45 states
and the District of Columbia impose a
state sales-and-use tax. Only Alaska,
Delaware, Montana, New Hampshire,
and Oregon do not. You may want to
consider combined state and local sales
taxes when ﬁguring out where to retire.
For instance, CCH says that Tennessee
(9.44%), Arizona (9.16%), Louisiana
(8.87%), Washington (8.86%) and
Oklahoma (8.67%) have the highest
combined state and local sales tax rates.
Among states with sales taxes, the
lowest combined rates are in Alaska
(1.11%), Hawaii (4.35%), Maine (5%),
Virginia (5%), and Wyoming (5.17%).
State and local property taxes:
While property values have declined
over recent years in many areas,
property taxes haven’t necessarily gone
down, too. According to the Tax
Foundation, residents of New York,
New Jersey, and Connecticut had the
highest tax burdens in 2010. In those
states, residents forked over more than
12% of income in state and local taxes.
Residents of Alaska, which has
been the least-taxed state for more than
a quarter of a century, paid the lowest
percentage of income in 2010 at 7%,
followed by South Dakota, Tennessee,
and Louisiana.
State estate taxes: Estate taxes also
may inﬂuence where you want to retire.
The rules can differ widely from state to
state and in several cases, state laws
don’t follow federal estate tax rules. As
of January 1, 2013, 17 states and the
District of Columbia collected estate tax
and had varying exemption thresholds.
(Some other states have inheritance
taxes.) In several states, the threshold is
$1 million or less. Only Delaware,
Hawaii, and North Carolina use the
current federal exclusion amount of
$5 million (indexed to $5.25 million in
2013). Certain other states have neither
an estate tax nor an inheritance tax. But
these rules, too, are subject to change.
Remember that this is just a brief
summary of state taxation rules. Of
course, other factors also will come into
play, but it pays to consider state and
local tax consequences in choosing a
location for your retirement years. ●
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Tax Cost Of Being Your Own Landlord

I

f you’re a business owner, it often
makes sense to rent from yourself,
taking advantage of ofﬁce or
warehouse space you own. Your
business pays rent to the owner—
you—and deducts the rental payments
as legitimate business expenses.
And although you’re taxed on the
rental income, you can offset some
of that with expenses you incur. It’s a
win-win situation.
However, a new tax provision that
took effect for the 2013 tax year can
throw a monkey wrench into the
works. Under regulations the IRS
recently issued, such “self-rental”
income may be subject to a special
3.8% Medicare surtax.
The 3.8% Medicare surtax applies
to the lesser of (1) net investment
income (NII) or (2) the amount by
which your modiﬁed adjusted gross
income (MAGI) exceeds a threshold
amount. That threshold is $200,000 for
single ﬁlers and $250,000 for joint
ﬁlers. Business landlords who have
income from various sources easily can
ﬁnd themselves subject to the tax.
For this purpose, net investment
income includes items such as interest,

dividends, annuity distributions, rents,
royalties, and net capital gains on
property you sell. Signiﬁcantly for
business owners, it also includes
income derived from
passive activities. Net
investment income
doesn’t include salaries,
wages, or bonuses,
distributions from IRAs
or qualiﬁed plans, income
used to calculate selfemployment tax, gains
from selling an active
interest in a partnership or
S corporation, or income
from tax-exempt bonds
and other items not
subject to income tax.
Surprisingly, when the IRS issued
regulations on the 3.8% Medicare
surtax, it diverged from the traditional
treatment of self-rental income. It said
that in this case, such income will be
treated as passive income, rather than
income from an active trade or
business. As a result, self-rental income
is subject to the 3.8% surtax.
Suppose that Jerry and Mary own a
building they rent to their jointly

owned business. They receive
$300,000 in rental income annually,
but can offset that amount with
$101,000 in depreciation and other
expenses. Therefore, their
self-rental income is
$199,000 for the purpose
of the 3.8% surtax
calculation.
If, counting the selfrental income, Jerry and
Mary have a MAGI of
$250,000 or less, they
won’t have to pay the
3.8% surtax. However, if
their MAGI is, say,
$500,000, they’ll be hit
with the 3.8% surtax on
the self-rental income, to
the tune of $7,562 (3.8% of $199,000).
Any additional NII items will increase
the surtax.
While the new surtax may not
negate the other advantages of renting
space to your own business, it is
important to know what to expect
before your prepare your taxes. Your
tax advisor may be able to suggest
strategies for minimizing the impact of
the new tax. ●

The Bull Market In Stocks

already been out in force in the media,
warning that rising interest rates will
hurt stocks. When you hear these
forecasts, remember that many-- if not
most--of Wall Street’s prognosticators

have a bad track record for predicting
the market’s next move. So when bond
yields start to rise and you hear the
refrain: “rising bond yields are bad for
stocks,” don’t believe it. ●

(Continued from page 1)

In the months ahead, it seems
likely that the chatter will grow
louder on ﬁnancial TV stations and
across the Web about how terrible
higher bond yields are going to be
for stocks. This has happened in
previous periods of rising rates.
Prognosticators are probably going to
make three arguments:
One, that higher bond yields
provide competition to dividend yields,
which will make stocks less attractive.
Secondly, that higher bond yields drive
down the market’s price-to-earnings
ratio. And, lastly, that higher bond
yields will choke economic growth,
sending stocks lower.
Wall Street’s talking heads have

Will End Of Fed Easing Kill
The Bull Market In Stocks?
he yield on a 10-year Treasury
Note leaped a full percentage
point over the one-year period
that ended on June 30, 2013, and the
stock market reacted. The S&P 500
stock index , which during the quarter
had hit a new all-time high, lost 3.8%
of its value by the end of the quarter.
What happened?
Ben Bernanke, Federal Reserve
Chairman, reiterated his intention to
end the central bank’s easing program,
which has kept interest rates low to fuel
economic growth. If the economy
continues to improve, Bernanke said on
June 19, the Fed would start to slow its
“quantitative easing” program for
keeping interest rates low.

T

The big question for investors is
whether the end of quantitative easing
(QE) will abruptly end the stock
market’s long advance. How will
stocks perform in 2014? In truth, no
one can predict the future with
certainty. But examining some likely
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scenarios is prudent.
The grey bands in this chart show
when the Federal Reserve began and
ended the different stages of its
monetary easing program, known as
Quantitative Easing One, QE 2 and
Operation Twist. The easing program,
which helped maintain lower interest
rates, coincided with a strong rise in
stock prices in the ﬁve years ended
June 30, 2013.
You might conclude from this chart
that the end of the easing program
would bring higher interest rates and
halt the bull market. But that may not
necessarily be what happens.
The small green arrows (See Chart
on Page 4) point to four bull runs since
1994, and
interest rates
were rising
during those
bull markets.
Of
course,
that’s not
guaranteed to
happen again
now. Still, it
is undeniable
that rising
bond prices
have not
derailed
recent bull
markets.
Despite the fact that rising interest
rates have not spelled an end to bull
markets in the past, you can expect to
see some of Wall Street’s “best minds”
on TV saying that rising rates will be
bad for stocks in 2014.
(Continued on page 4)

Bond Volatility
And Uncertainty

I

n June, Federal Reserve Chairman
Ben Bernanke indicated a
slowdown to the Fed’s $85-billionper-month bond buying program (also
known as Quantitative Easing or QE).
This announcement immediately
resulted in interest rates rising and
great uncertainty in the bond market.
Since May, the yield on a 10-year
Treasury note has gone up
approximately 1%. Bonds move in the
opposite direction of interest rates,
therefore investors are seeing a
decline in what they assumed to be a
“safe” investment.
When analyzing bonds, one factor
to consider is the bond’s duration.
Longer-term bonds have longer
durations and are more sensitive to
interest rate increases. For every 1%
increase in interest rates, a bond will
decrease by its duration. For example,
a bond fund with a 10-year duration
will decrease in value by 10% if
interest rates increase 1%.
We have been educating our
clients on the effects that interest rates
have on their bond portfolios. While
the economy is recovering slowly,
interest rates are likely to move higher
and we will continue to see volatility
in bonds.
While we do not believe in trying
to time the interest rate cycle, we have
repositioned portfolios to minimize
interest rate risk.

