
The June 30 end of the Federal Reserve’s bond purchase program dubbed “QE2” represents 

a watershed moment for investors, prompting many to ask: will the economic recovery be 

negatively impacted, will rates spike higher, and will risk asset markets fall? While the global 

economic and market dynamics are extraordinarily complex, our view is that by itself the 

end of QE2 should not cause meaningful market disruption. Given the significance of the 

transition away from this historically stimulative policy into a still accommodative but less 

clear post-QE2 environment, BlackRock’s CIO of Fundamental Fixed Income, Rick Rieder, 

and Chief Equity Strategist for Fundamental Equities, Bob Doll, offer perspectives on how 

investors should think about the potential market volatility and investment opportunities  

in this environment.

Highlights Include:

}  The Federal Reserve’s QE2 program supported risk asset prices, aided consumer 

confidence, and marginally helped labor markets, but as policy support diminishes,  

we think economic growth levels will remain modest.

}  Fixed income markets will see greater illiquidity and volatility, but markets should not fall 

dramatically; rates should remain range bound, though may rise gently through the year. 

}  QE2 has also aided equity markets, but with corporate earnings and balance sheet strength, 

stocks should continue their long-term outperformance, although at a slower pace.

}  In the short term, investors should be prepared for an increase in volatility, and should 

emphasize closely managing portfolio asset allocation and risk levels. 

In Review: Why the Fed Launched QE2 

The QE2 program, suggested by Federal Reserve Chairman Ben Bernanke at his August 

2010 Jackson Hole speech and implemented in November, was an extraordinary measure to 

support the economy. With the Fed’s traditional policy instrument, the Federal Funds 

rate, already set as low as possible at a range of 0% to 0.25%, the central bank had to 

rely again on non-traditional tools for stimulus. This second round of quantitative easing, 

following the Fed’s first program in 2009, was launched to counter concerns that the US 

economy was entering a deflationary spiral, in which expectations of lower prices leads 

to a self-reinforcing cycle of lower consumption, lower wages and higher unemployment. 

At the time, the US economy was recovering from the Great Recession, but had begun 

showing renewed signs of weakness. Indeed, unemployment remained almost 10%, 

corporate capital investment and bank lending continued to be anemic, and risk assets 

had begun to falter in the context of increasing fears of sovereign debt trouble in Europe, 

leading many to believe that the United States was headed for a “double dip” recession.
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Ultimately, the Fed’s objective with QE2 was to boost confidence, support real growth and 

cause a modest level of inflation to combat the still-present risk of deflation. But QE2 

was also designed to compel investors to move capital further out on the risk spectrum, 

potentially supporting fixed income credit spread sectors as well as equities. The Fed’s  

intent was not only to attempt to unlock capital that has been sidelined through the recovery, 

but also to lift risk asset prices and create a positive wealth effect. By supporting risk 

assets, the Fed hoped to combat the wealth destruction resulting from the financial crisis, 

in turn stimulating consumer and business spending and driving a more rapid recovery.

QE2 Met Most of its Goals 

In economic history, there has never been more stimulus (monetary and fiscal) than has  

been implemented in recent years, a fact that has caused some investor anxiety about the 

end of QE2. Putting it in perspective, however, while the economy is stronger now than it  

would have been without QE2 (see chart 1), that program is not, and was never intended to  

be, a magic bullet. QE2 has been an attempt to add jumper cables to the economy to restart 

growth along a more favorable trajectory. Monetary policy, however, is limited in what 

it can accomplish, and creating an “escape velocity” to propel the economy forward in 

a self-sustaining manner is very difficult. This challenging effort is often described as 

“pushing against a string,” suggesting that the Fed’s use of quantitative easing is a blunt 

tool for attempting to improve the economic environment, particularly the labor markets. 

Perhaps the best measure of whether the Fed has been effective in boosting confidence 

and growth may be to consider how different the economic environment is today. Indeed, 

lending standards have eased since mid-2010 and the business and consumer loan markets 

have been growing. Risk asset prices have been supported, and the stock market marched 

upwards quite dramatically since the Jackson Hole suggestion that a second round of QE 

might be implemented. With higher financial asset prices and an increase in inflation 

expectations, the Fed successfully achieved a wealth effect (see chart 2), and in turn, 
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Chart 1: QE2 Added Jumper Cables to the Economy
The Fed’s Balance Sheet and Its Correlation With Asset Prices in the Aftermath of QE1
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positively impacted GDP growth. Also since Jackson Hole, consumer and business confidence 

surveys have trended up, and labor markets have begun to improve, evidenced by the 

growth in private payrolls. In contrast to when QE1 came to an end and money growth 

was flat to negative, money growth is accelerating, another sign that the economy may 

be self-sustaining. 

The End of QE2 Will Have Limited Impact on Economic Growth 

Since the recovery began, the economy has been running at around a 2.2% GDP growth rate. 

We believe that the removal of the QE2 stimulus will not have a noticeable change on the  

pace of growth, which should remain in the range of 2% to 3%, with likely alternating periods 

of strength and weakness. While some have been forecasting higher growth rates, we do 

not believe that the first-quarter 2011 GDP growth rate of 1.8% was the aberration many 

thought it was. With the weakness of recent economic data, including higher gas prices 

and an uptick in the unemployment rate, it may be that the first quarter was exaggerated 

to the downside, but generally we believe the economy will endure an extended period 

of slow economic growth as it transitions from recovery mode to expansion mode.

Inflationary Pressures May Rise, But Not Soon 

Exactly what the end of QE2 means for inflation is perhaps the most asked question 

among investors. Since the initial implementation of QE2 and the agreement to extend 

the Bush tax cuts, inflation expectations shifted upward, which was an explicit objective 

of the program. However, thus far, the economy has seen relatively muted levels of core 

inflation (which excludes the volatile food and energy sectors). Part of this dynamic has 

to do with the differences in composition of the basket of goods and services included in 

the consumer price index (CPI) from one country to another. For example, in China food 

is a considerable portion of the domestic consumer price index, accounting for 33%, and 

in India food accounts for 48%. In the US, food accounts for just 14.8%. 
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Chart 2: QE2 Created a Wealth Effect
Household Net Worth Breakdown
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But the fact that the US has not been impacted the way China and other developing 

countries have been is also a function of slower transmission mechanism of inflation  

in the US economy. Essentially, in the United States, corporations are more likely to 

buffer the initial impact of the price increases. In the case of energy price increases,  

for example, corporations may sacrifice some amount of profit margin to maintain 

market share before they pass the price increase on to consumers. 

With the continuing high level of unemployment and the fact that wages and unit labor 

costs are not moving up, we expect prices should remain stable. In addition, with oil prices 

moderating from recent spikes, energy prices may begin to subside. These dynamics 

support Chairman Bernanke’s view that inflationary pressures are “transitory” and should  

remain muted for some time. From an investment perspective, the laser focus by the 

Fed on managing inflation to its target of 2% or just below is a critical part of market 

expectations. The tools the Fed has at its disposal are more powerful at managing inflation 

than at creating it, so policy will remain easy for an extended period of time to promote 

full employment. In sum, unless and until we begin to see increases in wages and unit 

labor costs, we do not expect core inflation to rise significantly, and we are still some 

time from that occurring. 

The Fed Will Tighten Very Gradually and Deliberately 

The historic level of liquidity the Fed has been pumping into the financial system through 

its asset purchases has dramatically expanded its balance sheet. By ending QE2, the 

Fed halts expansion of its balance sheet. This step can be considered a form of intrinsic 

tightening, even if mild, as it effectively creates a less accommodative policy regime. The  

Fed’s next step in becoming less accommodative would be to stop reinvesting the proceeds 

of maturing securities, which over time shrinks the balance sheet through runoff. Similar 

to when the Fed ended its QE1 mortgage purchase program, the shrinking of the Fed’s 

balance sheet should be a relatively stable process and shouldn’t cause significant issues.

When the Fed initiated its zero rate policy in 2008, financial firms were collapsing and 

there were real fears that the world economy was entering a new depression. That 

environment is long gone, and the next milestone is when the Fed will normalize rates, 

or bring them back to a more normal level, rather than the current emergency level. 

Indeed, there’s considerable debate as to when this will happen, and whether the  

Fed will be too late, but rate increases would clearly be the next move.

But when will the Fed actually raise rates off the 0 to 25 basis points level? The answer, 

as Chairman Bernanke noted, is dependent upon the condition of the economy, and 

the central bank will wait to see reasonable growth, lower unemployment and generally 

positive economic patterns. However, when this may happen is unclear, but we wouldn’t 

expect to see such an environment until 2012 at the earliest. The Fed will be extremely 

deliberate — as of now, they are focused on seeing what will happen when QE2 stimulus 

is removed. They will move slowly. They will let their portfolio wind down through normal 

maturities, then they will raise rates, then they may sell assets. This will all take a long 

time, meaning we don’t expect to see a rate increase in 2011 or in early 2012.

Unless and until we begin to see 

increases in wages and unit labor 

costs, we do not expect core inflation 

to rise significantly, and we are still 

some time from that occurring. 
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A QE3 Program is Unlikely

The hurdle the Fed would need to surpass to initiate a third round of quantitative easing 

is very high, given the risks to the US and global economies. Such a program would 

be entirely dependent upon a significant weakening of the economy, and generally 

thus far the view is that QE2 worked, in tandem with fiscal policy, to restart a positive 

economic growth trend. At the same time, statements by certain regional Fed presidents 

indicate that “nothing is off the table” with respect to efforts to improve the employment 

environment. But we believe the market and the Fed recognize that the economy would 

need to go into an obvious new recessionary mode for that to change. 

Fixed Income Rate Spikes Are Unlikely

From an investment perspective, the critical question is whether the removal of the Fed 

as buyer of US Treasuries might cause yields to spike higher (and bond prices to fall). 

We do not believe this will occur. While markets may well see additional illiquidity and 

attendant volatility, that does not mean that prices or markets will fall. First of all, the 

transparency with which the Fed has communicated the timing, amount and intentions 

of its Treasury bond purchases has meant that markets have had months (even before 

purchases were actually made) to price in the Fed’s exit from the program. 

More to the point, we believe there are a set of powerful structural tailwinds that will  

serve to maintain a “bid for yield” and a cap on rates — in other words, we will continue 

to see a growing demand for a limited supply of fixed income securities. The most important 

tailwind relates to the rapidly shifting demographics in the US as its population ages, 

and the concurrent rapid shift in the fabric of asset purchases needed to provide stability and 

income to fund that retirement. With significant growth in the retired population, there 

exists a tangible need for more fixed income assets that the US is just beginning to see 

(see chart 3).

With significant growth in the retired 

population, there exists a tangible 

need for more fixed income assets 

that the US is just beginning to see.

Sources: Credit Suisse Demographic Research, US Census Bureau, Center for Disease Control and Prevention, Office of National Statistics.
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Indeed, considering that the Fed’s purchases on a monthly basis amounted to $75 billion, 

compared to the more than $600 billion insurance companies alone will need to purchase 

over the next year, it becomes apparent that the demand for fixed income securities 

will likely outpace supply. Moreover, fixed income supply and its sector diversity has 

diminished considerably since the pre-crisis peak, and we expect total fixed income 

supply to remain moderate (see chart 4) even as demand remains strong.

Opportunities in Fixed Income

In an environment of moderate economic growth and less liquidity, volatility will be 

elevated. But with the structural forces keeping a cap on rates, we expect that yields 

could drift slowly higher, perhaps to somewhere around the 3.75% level for the 10-year 

US Treasury by year-end. In this environment, Treasuries may, in fact, become a safe 

haven for investors in a flight-to-quality to protect from volatility.

In the immediate term, the end of QE2 remains an unknown given the multiple significant 

global monetary crosscurrents including removal of massive Fed liquidity, a flood of liquidity 

from Japan, austerity measures in Europe and tightening policy in emerging markets. 

Generally, the fixed income markets will likely be very unsettled. This environment calls 

for a tactical near-term increase in quality as a defensive step. Specifically, we would 

suggest a shift from non-agency mortgage-backed securities into agency-backed; 

moving from high yield to investment grade in corporate credit; and shifting from  

short closer to neutral duration.

Beyond this expected period of short-term volatility, however, we believe investors will 

need to focus on income and yield in the medium to long term. In particular, we find the 

shorter area of the yield curve (5 years or less) attractive in this regard. We are identifying 

attractive opportunities in high yield corporates, commercial mortgage-backed securities 

(CMBS) and parts of the asset-backed market. The investment grade credit sector, in 

contrast, has seen considerable appreciation and we believe holds less opportunity  

for returns. As long as the yield curve remains steep, holding shorter duration higher-

yielding assets is the best way to generate long-term returns in an environment of  

only modest inflation and high levels of rate volatility.
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Opportunities in Equity Markets

Without QE2, it is likely equity prices would not be as high as they are today. However, 

this does not mean that when QE2 ends stock prices will go down — it merely means 

there will be one less positive tailwind for the markets. The difference between now 

(when the Fed is ending the program) and last year (when it began) is that the economy 

is growing (albeit modestly) without that outside stimulus. At present, the economy is in 

more of a self-sustaining growth pattern, which is exactly what the intent of QE2 was — 

to help in that transition. The current environment of a slow rate of economic growth 

should allow earnings to continue to improve, which has for several years helped stock 

prices to move higher (see chart 5). Additionally, an environment of low inflation (as 

opposed to one in which deflation remains a threat) should act as a positive for equities. 

In this sort of environment, the end of QE2 does not change our view on favored areas of 

the market. We continue to advocate for a mix of both high-quality and cyclical companies 

with strong cash flows. In particular, we maintain a favorable outlook toward US stocks 

compared to other developed markets, including multinational companies that can 

access revenue streams from around the world. 

Generally, although gains may be modest compared to the frenetic pace of the past six 

months, we continue to believe that stocks (and US stocks in particular) should remain a 

preferred asset class. The end of QE2 does add an element of uncertainty and is among 

the reasons that we expect stocks to experience relatively high levels of volatility. Over 

the longer-term, however, we believe that, as has been the case for many months, the 

macro environment should be conducive for additional gains in equity prices. 

A Renewed Focus on Selectivity

In the short term, investors should consider becoming defensive for an increase in volatility, 

with an emphasis on closely managing portfolio asset allocation and risk levels. For the 

remainder of the year, selectivity will be the watchword in both fixed income and equity 

markets: gains will be harder to come by in the months ahead and market advances will 

be more uneven. In this sort of environment, carefully choosing sectors and individual 

securities will be critical; as such, actively managed portfolios capable of capturing 

diverse opportunities could be an attractive strategy.

The end of QE2 does not change our 

view on favored areas of the equity 

market. We continue to advocate for 

a mix of both high-quality and cyclical 

companies with strong cash flows. 

In particular, we maintain a favorable 

outlook toward US stocks compared 

to other developed markets.

Chart 5: Corporate Earnings Expected to Continue Rising
S&P 500 Index Price and Earnings Per Share 

Source: Compustat, IDC via FactSet and Goldman Sachs Global ECS Research. As of November 30, 2010. Past performance is no guarantee of future results.
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