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The Federal Reserve continues its unprecedented accommodative monetary 
policy by recently announcing another round of open-ended quantitative easing. 
Also, state and local governments are finding timely ways to save money by 
refinancing existing bonds with new cheaper bond issues.

The Federal Reserve
On Thursday, September the 13th the Federal Reserve (Fed) announced that 
it will be providing additional easing through an open-ended quantitative easing 
program. This round of easing has been dubbed QE3; however, it could be more 
aptly named “QE Forever” because the Fed did not outline a specific timeline for 
the program. The program will consist of 40 billion dollars of agency mortgage 
backed security purchases each month with newly created money. QE1 ran 
for 16 months and consisted of roughly 1.7 trillion dollars targeting mortgage 
backed securities. QE2 ran for 7 months and consisted roughly of 600 billion 
dollars of treasury security purchases. Policy makers did give guidance as to 
when the new program will terminate, stating “highly accommodative stance of 
monetary policy will remain appropriate for a considerable time after the economic 
recovery strengthens.” This language serves two purposes, it reinforces the Fed’s 
commitment to spurring a stronger recovery and it also signals to the market 
that the Fed will not tighten their monetary policy at the first sign of economic 
acceleration but will wait until a stronger recovery is verified. This type of language 
has been consistent with Chairman Bernanke’s pledge to bring more transparency 
to the Fed’s operations.
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It is important to note that this program is not a replacement of the Fed’s 
current Operation Twist program, which is currently being carried out and 
will continue until the end of the year. The Fed also lengthened their pledge 
to keep rates low until sometime in 2014 now to the middle of 2015. In 
conjunction with the Fed’s policy making meeting in September, the Fed 
released new economic projections. The new Fed projections now show 
another downward revision to projected 2012 GDP. Currently, the Fed is 
predicting 2012 GDP will be 1.7% to 2.0% down from their April projection of 
2.4% to 2.9%. These recent projections also show an expected slow decline 
in the unemployment rate over time (see below).

The Municipal Bond Market
In 2011, municipal bonds rallied and reported fewer defaults than in typical 
years. In 2011, municipal bond performance was outstanding. The Barclays 
Municipal Index, a broad measure of the municipal bond market, returned 
10.70% in 2011, compared against the Barclays US aggregate bond index, a 
broad measure of taxable bonds, which returned 7.84% in the same period.

Currently, municipal bonds are making headlines. Several large municipal 
bond issuers have declared bankruptcy including Jefferson County Alabama, 
Stockton California, San Bernardino California and Central Falls Rhode 
Island. Although total municipal bond defaults have risen this year as 
compared to last, it has been within projected levels. Overall in the municipal 
market, State and local governments are taking advantage of the record low 
interest rates prevalent in the market by refunding existing bonds. Municipal 
bond issuers are capitalizing on the low rates by refinancing their existing 
bonds into lower, cheaper market rate bonds. These rates are now close to 
a 45 year low. By refunding outstanding bonds, municipalities that are still 
struggling to recover tax revenues are making up ground by retiring their 
outstanding expensive bonds and replacing them with new cheaper bonds. 
In fact, of the roughly $250 billion dollars of municipal bonds issued this year 
about 62% have been to refinance existing bonds. The refinancing activity 
comes at a time when the demand for longer-dated municipal bonds is high 
and supply is low because the bonds that are being refunded are typically 
longer-dated bonds. This dichotomy of supply and demand has caused 
the yields on 30-year municipal bonds to drop about 10 times more than 
similarly dated treasury bonds this year.
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Possible Alternative Minimum Tax Changes
One of the issues at the forefront of the upcoming fiscal debate is a possible 
expansion of the Alternative Minimum Tax (AMT). An expansion of the AMT 
appears to have the most bipartisan support and could be used to propel 
Congress to a deal. AMT is a parallel income tax designed to tax a flat rate 
above a certain threshold of adjusted gross income. It was imposed in 1969 
when it was discovered a number of individuals were making over $200,000 
and legally not paying any taxes. The idea is simple, to ensure that high-
income people would be paying at least some taxes. In application, the idea 
has proven to be not so simple.

Some municipal bonds, bonds issued by a state and local governments 
for use of private entities, are issued with an AMT provision that make the 
interest that these bonds pay taxable under AMT. Because of the potentially 
higher tax liability, AMT bond issuers have to offer their bonds at higher 
yields to attract potential buyers. AMT bonds can be attractive for individuals 
who do not have AMT liability because of the higher yields that they offer. If 
an expansion of the AMT occurs, then more individuals will qualify for AMT 
and demand for AMT bonds could dramatically decrease hurting AMT bond 
issuers by increasing their cost of funding projects or hindering their access 
to capital markets altogether.

Fed officials are optimistic that QE3 will help the economy and are showing 
their determination to lower the stubbornly high unemployment rate. Already, 
stock markets have reacted positively creating great stock returns thus far in 
2012.

S&P 500 Index	
3 Month	 6.35%
Year-to-Date	 16.44%
1 Year	 30.18%
3 Year	 13.21%
5 Year	 1.05%

Barclays Municipal 
Bond Index	
3 Month	 2.32%
Year-to-Date	 6.06%
1 Year	 8.32%
3 Year	 5.99%
5 Year	 6.05%

Barclays Aggregate 
Bond Index	
3 Month	 1.59%
Year-to-Date	 3.99%
1 Year	 5.16%
3 Year	 6.19%
5 Year	 6.52%
As of 9.30.2012
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Exchange Traded Funds (ETF), mutual funds and individual stocks are subject to risks and fluctuate in value. 
Neither asset allocation nor diversification assure a profit or protect against loss. International investing involves 
special risks including increased volatility, political risks, differences in auditing and other financial standards. 
Small-cap stocks have historically experienced greater volatility than average. High yield, lower-rated securities 
generally entail greater market, credit and liquidity risks than investment grade securities and may include higher 
volatility and higher risk of default. Bond prices are sensitive to changes in interest rates and a rise in interest rates 
can cause a decline in their prices. Past performance is no guarantee of future results. For more information about 
performance of Idaho Trust Strategies and our performance calculation methodology, please contact us. Actual 
client performance may vary from the performance of model portfolios and/or any strategy. No representation is 
hereby made of the risk and/or return of any particular portfolio. There is no guarantee that any suggested invest-
ment strategy will work in any market. You should fully and carefully consider all objectives, risks, expenses and 
fees before you invest.

Portfolios are illustrative only. Actual LifeNeeds™ Portfolios will vary from time to time as determined by Idaho 
Trust Bank. The Idaho Trust investment strategies will vary from time to time as determined by Idaho Trust Bank. 
The information and analysis expressed herein are for general information only and are not intended to provide 
specific advice or recommendations for any individual or entity. Information contained herein has been obtained 
by sources we consider reliable, but is not guaranteed. Any opinions expressed are based on our interpretation of 
data available to us at the time of the original publication of the report. These opinions are subject to change at any 
time without notice. 

NOT A DEPOSIT • NOT FDIC INSURED • NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY • NOT 
GUARANTEED BY THE BANK • MAY GO DOWN IN VALUE
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