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Fed Decision: Holding Steady as the Recovery Matures

Today’'s FOMC statement again reflected a more optimistic view on the economy with emphasis on
improvement in household and investment spending. “Subdued” inflation remains. Dissent continues.

Economic Outlook: Upgraded Again

Economic activity “continued to strengthen” according to the FOMC
statement. We agree. Household spending improved with the help of
equity price gains and special federal programs. Real positive momentum
in the economy is also reflected in export gains and business spending on
equipment and software. Orders and shipments reports have improved in
recent months as well, confirmed by steady positive readings for industrial
production and supplier surveys.

Our outlook for 2010 is for 3.0 percent growth with equipment and
software spending up 7 to 8 percent compared to the recession of last year
with a drop of more than 15 percent. Two interesting aspects appear in this
recovery. First, gains in output are associated with productivity
improvements and limited job increases. Second, adding capital
equipment without labor suggests a rise in the capital/labor ratio. These
two trends suggest increased returns to a smaller existing workforce but
limited job opportunities for those without the right skills.

Inflation: Remains “Subdued”

“Substantial resource slack” and “stable” longer-term inflation expectations
suggest “inflation is likely to be subdued for some time.” Certainly resource
slack, if measured by unemployment or capacity utilization, remains
substantial. For the near term we do expect the core PCE deflator to remain
subdued at less than 1.5 percent or so for the year.

However, we have noticed that inflation expectations have started to rise
when gauged by five-year yields and five year forward rates. The rise is still
very modest, but enough to move the 10-year Treasury yield upward.
Therefore, the yield curve steepened as expected—the Fed keeps short rates
low and long rates drift upward as the flight to safety trade goes away and
inflation measures edge higher.

Dissent: The Limits to Emergency Fed Easing

Kansas City District President Hoenig's dissent suggests that there was
some discussion at the FOMC meeting about the retention of the phrase
“extended period” when referring to low levels of the federal funds rate.
There has long been debate on the market’s expectations for interest rates
and expectations for Fed policy that are themselves influenced by Fed
comments. By stating “extended period” the Fed may induce economic
agents to play the yield curve or the carry trade fairly aggressively and this
alters economic activity. During the earlier part of this decade, low rates
induced adjustable rate mortgages that later came back to hit borrowers
with jumps in payments. Also, an extended period of easy policy could
allow the build-up of inflation pressures that would become difficult to
control and thereby let the inflation genie out of the bottle.

10.0%

8.0% T

6.0% T

4.0% T

2.0% T

0.0% -

-2.0%

-4.0% T

-6.0% T

-8.0%

3.5%

Real GDP

Bars = CAGR  Line = Yr/Yr Percent Change

B GDPR - CAGR: Q4 @ 5.6%
GDPR - Yr/Yr Percent Change: Q4

@ 0.1%

Forecast

10.0%

T 8.0%

T 6.0%

T 4.0%

T 2.0%

T~ 0.0%

T -2.0%

T -4.0%

T -6.0%

2000 2002 2004 2006 2008

"Core" PCE Deflator

Bars = CAGR  Line = Yr/Yr Percent Change

2010

-8.0%

3.0% T

2.5% -+

2.0% -

1.5% -

1.0% -

0.5% -~

0.0%
2

7.00%

6.00% T

5.00% T

4.00% T

3.00% T

2.00% T

1.00% T

0.00%

Forecast

o
-+ 1.5%

+ 1.0%

I -+ 0.5%

B “Core” PCE Deflator - CAGR: Q4 @ 1.8%

000 2002 2004 2006 2008

Federal Funds Target Rate

Rate

"Core" PCE Deflator - Yr/Yr Percent Change: Q4 @ 1.5%

2010

3.5%

T 3.0%

T 2.5%

T 2.0%

- 0.0%

‘ ——Federal Funds: Q1 @ 0.25% ‘

Forecast

7.00%

T 6.00%

T 5.00%

T 4.00%

T 3.00%

T 2.00%

T 1.00%

2000 2002 2004 2006 2008

2010

0.00%

Source: Federal Reserve Board, U.S. Department of Commerce and Wells Fargo Securities, LLC


mailto:john.silvia@wellsfargo.com

Wells Fargo Securities, LL.C Economics Group

Mark Vitner
Jay Bryson, Ph.D.

Diane Schumaker-Krieg

John E. Silvia, Ph.D.

Scott Anderson, Ph.D.
Eugenio Aleman, Ph.D.

Global Head of Research (704) 715-8437

& Economics

Chief Economist

Senior Economist
Global Economist
Senior Economist

Senior Economist

(212) 214-5070

(704) 374-7034
(704) 383-5635
(704) 383-3518
(612) 667-9281
(612) 667-0168

diane.schumaker@wellsfargo.com

john.silvia@wellsfargo.com
mark.vitner@wellsfargo.com
jay.bryson@wellsfargo.com
scott.a.anderson@wellsfargo.com

eugenio.j.aleman@wellsfargo.com

Sam Bullard Economist (704) 383-7372 sam.bullard@wellsfargo.com
Anika Khan Economist (704) 715-0575 anika.khan@wellsfargo.com
Azhar Igbal Econometrician (704) 383-6805 azhar.igbal@wellsfargo.com
Adam G. York Economist (704) 715-9660 adam.york@wellsfargo.com
Ed Kashmarek Economist (612) 667-0479 ed.kashmarek@wellsfargo.com
Tim Quinlan Economist (704) 374-4407 tim.quinlan@wellsfargo.com
Kim Whelan Economic Analyst (704) 715-8457 kim.whelan@wellsfargo.com

Yasmine Kamaruddin Economic Analyst (704) 374-2992 yasmine.kamaruddin@wellsfargo.com

Wells Fargo Securities Economics Group publications are produced by Wells Fargo Securities, LLC, a U.S broker-dealer
registered with the U.S. Securities and Exchange Commission, the Financial Industry Regulatory Authority, and the
Securities Investor Protection Corp. Wells Fargo Securities, LLC, distributes these publications directly and through
subsidiaries including, but not limited to, Wells Fargo & Company, Wells Fargo Bank N.A, Wells Fargo Advisors, LLC,
and Wells Fargo Securities International Limited. The information and opinions herein are for general information use
only. Wells Fargo Securities, LLC does not guarantee their accuracy or completeness, nor does Wells Fargo Securities,
LLC assume any liability for any loss that may result from the reliance by any person upon any such information or
opinions. Such information and opinions are subject to change without notice, are for general information only and are
not intended as an offer or solicitation with respect to the purchase or sales of any security or as personalized
investment advice. Wells Fargo Securities, LLC is a separate legal entity and distinct from affiliated banks and is a
wholly owned subsidiary of Wells Fargo & Company © 2010 Wells Fargo Securities, LLC.

SECURITIES: NOT FDIC-INSURED/NOT BANK-GUARANTEED/MAY LOSE VALUE

WELLS
FARGO



