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In the second half of 2013 bond returns have made progress, but they may very
well record negative returns for 2013. The market is still trying to anticipate when
or if the Federal Reserve will taper its bond purchase program and how interest
rates will react. Despite investor’s fears and the Federal Reserve’s expanding
balance sheet, inflation has yet to materialize. Recent comments from Janet Yellen
indicate that we may see more of the same from the Federal Reserve in 2014.

Bonds

Bonds have had a rough 2013. Aggregate total return figures are negative year-
to-date, largely due to speculation that the Federal Reserve was going to taper
its current quantitative easing program that sent bond yields and interest rates
soaring. However, the Federal Reserve did not taper. In September the Federal
Reserve elected to leave their quantitative easing program unchanged, surprising
markets. Since that time, interest rates have stabilized and bond returns have
crept closer to positive territory. It is widely expected that at some point either
this year or next, the Federal Reserve will see enough economic data to support
a tapering of their quantitative easing program which may cause rates to rise
again. That being said, there is reason to believe that future rising rates may not
be as dramatic as they were earlier in 2013. A sluggish economy and persistent
low levels of inflation could dampen future rising interest rates. Another argument
against quickly rising interest rates is that the economy is simply not strong
enough to support a sharp rise in interest rates this year or early in 2014.
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Currently, the market is anticipating the Federal Reserve to taper its
quantitative easing program either in December of this year or March of
next. However, unless economic indicators improve, it is plausible for the
Federal Reserve to continue its purchase program at its current rate of $85
billion a month. Tapering the current quantitative easing program could have
a potential impact on the recovering housing market which is a point of
concern for the Federal Reserve. If the Federal Reserve does taper, it could
cause mortgage interest rates to increase further making financing potential
home purchases more expensive. The housing market has been making
gains year-over-year; however, already higher mortgage interest rates and
higher housing prices have slowed
@ the housing market’s pace.

Inflation
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pressures have persistently remained low. The latest consumer price
indicators (CPI) year-over-year figures, a measure of growing inflation,

are the smallest gains witnessed in the past four years. Even Richmond
Federal Reserve President, Jeffrey Lacker, one of the Federal Reserve’s
biggest inflation fighters admitted in a speech given November 22nd that he
is surprised that given the amount of new money the Federal Reserve has
pumped into the economy that inflation and inflation expectations remain
low. He stated “I have been surprised by the stability of inflation and inflation
expectations. Given the expansion of our balance sheet, if you told me we
were heading to a $4 trillion balance sheet, $4 trillion of outside money

in the system, and that inflation expectations have remained stable, and
apparently as a result of inflation itself has remained remarkably stable,

| wouldn’t have put 99% probability on that. | would have put much less
probability on that.” Mr. Lacker dissented against expansionary decisions

at monetary-policy meetings in 2012 when he was a voting member of the
Federal Reserve’s Federal Open Market Committee.

As a result of inflation not rising, Treasury Inflation-Protected Securities
(TIPS) became very popular a few years ago on speculation that the Federal
Reserve’s programs would cause inflation. Not only has this not come to
fruition, but TIPS securities are down 7% year-to-date, which is on pace to
post their largest loss since TIPS were introduced by the Treasury in 1997.
Current break-even yields, an indicator of the market’'s expected inflation
levels in the future, remain benign not showing signs of inflation on the
horizon.
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Janet Yellen’s Nomination

On Thursday, November 21st the Senate Banking Committee approved
Janet Yellen’s nomination to be become the Federal Reserve’s first
Chairwomen. In what was speculated to be a difficult confirmation, it was a
quick session only taking a few minutes confirming her nomination with a
14-8 vote of approval. Next, Janet Yellen’s nomination will go before the full
senate where it is expected that she will be easily confirmed. The current
economic environment and the state of the economy at the last Federal
Reserve Chair nomination reflects how much progress the economy has
made. Four years ago, at Benjamin Bernanke’s nomination confirmation
hearing for his second term, the economic recovery was in its infancy and
the unemployment rate was 9.8%.

Janet Yellen has already made a few dovish statements, meaning she
supports current expansionary or easy money policy. These statements and
her previous involvement in the Federal Reserve’s work mean that we may
not see a lot of changes in the Federal Reserve’s policies under her tenure
next year. On November 14th, she stated that she’ll ensure that monetary
stimulus isn’t removed too soon for the economy. In a November 18th letter
sent to Senator David Vitter, she stated “By putting downward pressure on
longer-term interest rates and helping to make financial conditions more
accommodative, the Federal Reserve’s asset purchases have supported a
stronger economic recovery, improved labor market conditions, and helped
keep inflation closer to its 2 percent objective.” These statements further
support her views as dovish and in favor of current monetary policies.

Conclusion

Bond’s had a tough 2013 but stocks have had a wonderful year with the
S&P 500 returning 30% year-to-date. We may not see major changes within
the Federal Reserve’s monetary policies in the near future even as Benjamin
Bernanke steps down and Janet Yellen takes his place showing the Federal
Reserve’s determination to stimulate the economy.

S&P 500 Index

3 Month 11.16%
Year-to-Date  29.11%
1 Year 30.28%
3 Year 17.70%
5 Year 17.56%

MSCI EAFE Net

Index

3 Month 11.97%
Year-to-Date  21.74%
1 Year 25.65%
3 Year 11.19%
5 Year 14.16%

Barclays Aggregate

Bond Index

3 Month 1.38%
Year-to-Date -1.47%
1 Year -1.61%
3 Year 3.09%
5 Year 5.32%
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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.
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