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US: Fed up with QEII

o Markets over interpreted the August FOMC statement - QEII is still not a done
deal

o Whether we will get a new round of easing is a close call, but it will take time for
the FOMC to agree.

o We think it will take a continued weakening in the labour market, an ISM below
50 or a significant decline in inflation expectations to trigger the Fed

o Generally we attach a 40% probability of a new round of treasury purchases

Quantitative easing Il not a done deal

As we have highlighted earlier markets seems to have over-interpreted the dovishness of
the latest FOMC statement. Information received since the release has generally painted a
less worrying message than the impression obtained from the statement. In particular, the
balance sheet status quo reasoning for reinvesting the MBS and agency proceeds has been
stressed several times, most recently in the FOMC minutes.

A key takeaway from Bernanke’s speech at the Jackson Hole conference was of the three
policy options mentioned for further easing, (1) carry out additional purchases of longer-
term securities, (2) modify the Committee's communication, and (3) reduce the interest
paid on excess reserves, with a cost-benefit analysis favouring the first option. The key
question is what could trigger such purchases and when this might that happen.

Agreement will take time

Firstly, it is worth highlighting the internal disagreement within the committee. While
Bernanke is on the dovish side of the camp, other members seem more hesitant, as
indicated by the following extracts from the FOMC minutes

“A few thought that the economic effects of reinvesting principal from agency debt and
MBS likely would be quite small”

Trigger points for Fed to engage in large scale quantitative easing|l

Last datapoint before rate cut Jul-95 Trigger point Current
ISM 490 459 <50 56.3
Unemployment rate, 3M change +0.2 -0.2 >+0.3 -04
Private payrolls, 3M average change -273K +120K <0K +51K
Real personalspending, 3M change AR -04% 5.3% <1.5% 2.0%
Michigan Syr inflation expectations, 6M change -04 -0.1 <-03 +0.1

Source: Reuters Ecowin and Danske Markets
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“A few members worried that reinvesting principal from agency debt and MBS in
Treasury securities could send an inappropriate signal to investors about the Committee's
readiness to resume large-scale asset purchases”.

This implies that it will take some time for the FOMC to agree on implementing
additional QE. Hence, any major policy actions are not likely before we get closer to
year-end, with the December meeting likely the earliest candidate.

\What could trigger the Fed

Whether the Fed will eventually introduce further QE is a close call. In order to better
judge what the triggers could be, we have taken a look at the “usual” key indicators. As
we do not expect the current slowdown to spiral into a recession we think the best
benchmark are the slowdowns in 2002 and 1995.

In late 2002, just before the easing cycle was resumed cut, the labour market was weak
with private payrolls printing negative numbers and the unemployment rate rising. At the
same time, the manufacturing sector was slowing but not dramatically and the ISM had
dipped just below 50. In our view this is probably the period which most resembles the
current, suggesting that developments in the labour market will be key.

In mid 1995 just before the first Fed funds rate cut, the manufacturing sector was in a
significant slowdown with the ISM at 45.9. Opposite, the labour market and private
consumption was holding up.

This suggests that a more significant deterioration in the manufacturing sector, with the
ISM falling below 50, and/or a continued slowdown in the labour market with average
private payrolls growth at zero and rising unemployment are likely triggers. Another
potential trigger could be a substantial decline in inflation and inflation expectations.

Further, Bernanke’s speech highlighted that a key element in his expectations of a
continued recovery is private consumption growth. Hence a large disappointments in
retail sales and personal spending could also tilt the balance towards more easing.

ISM is still clearly above the Fed'’s trigger point for a rate cut Private payrolls are getting closer to the zero treshhold
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The hurdle might be higher this time around, as there is more disagreement on whether
additional easing will have an effect compared with a situation where the Fed could use
the standard interest rate instrument. On the other hand, given that employment is high
and fiscal policy is close to impotent, the doves in the committee are likely more positive
towards using monetary policy to secure a sustained recovery.

So far limited signs of a declining inflation expectations
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Overall, we attach a 40% probability that one of the above triggers will be activated,
leading to a new round of treasury purchases. In that event, we expect the intervention to
be large-scale, as the Fed would want to secure a positive market reaction.
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Disclosure
This research report has been prepared by Danske Research, which is part of Danske Markets, a division of

Danske Bank. Danske Bank is under supervision by the Danish Financial Supervisory Authority

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high
quality research based on research objectivity and independence. These procedures are documented in the Danske
Bank Research Policy. Employees within the Danske Bank Research Departments have been instructed that any
request that might impair the objectivity and independence of research shall be referred to Research Management
and to the Compliance Officer. Danske Bank Research departments are organised independently from and do not
report to other Danske Bank business areas. Research analysts are remunerated in part based on the over-all
profitability of Danske Bank, which includes investment banking revenues, but do not receive bonuses or other

remuneration linked to specific corporate finance or debt capital transactions.

Danske Bank research reports are prepared in accordance with the Danish Society of Investment Professionals’

Ethical rules and the Recommendations of the Danish Securities Dealers Association.

Financial models and/or methodology used in this research report
Calculations and presentations in this research report are based on standard econometric tools and methodology
as well as publicly available statistics for each individual security, issuer and/or country. Documentation can be

obtained from the authors upon request.

Risk warning
Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis

of relevant assumptions, are stated throughout the text.

First date of publication
Please see the front page of this research report for the first date of publication. Price-related data is calculated

using the closing price from the day before publication.

Disclaimer

This publication has been prepared by Danske Markets for information purposes only. It has been prepared
independently, solely from publicly available information and does not take into account the views of Danske
Bank’s internal credit department. It is not an offer or solicitation of any offer to purchase or sell any financial
instrument. Whilst reasonable care has been taken to ensure that its contents are not untrue or misleading, no
representation is made as to its accuracy or completeness and no liability is accepted for any loss arising from
reliance on it. Danske Bank, its affiliates or staff may perform services for, solicit business from, hold long or
short positions in, or otherwise be interested in the investments (including derivatives), of any issuer mentioned
herein. The Equity and Corporate Bonds analysts are not permitted to invest in securities under coverage in their
research sector. This publication is not intended for retail customers in the UK or any person in the US. Danske
Markets is a division of Danske Bank A/S. Danske Bank A/S is authorized by the Danish Financial Supervisory
Authority and is subject to provisions of relevant regulators in all other jurisdictions where Danske Bank A/S
conducts operations. Moreover Danske Bank A/S is subject to limited regulation by the Financial Services
Authority (UK). Details on the extent of our regulation by the Financial Services Authority are available from us
on request. Copyright (C) Danske Bank A/S. All rights reserved. This publication is protected by copyright and

may not be reproduced in whole or in part without permission.

Research reports must be submitted through Auerbach Grayson & Company Inc., a US registered broker-dealer,

with whom Danske Markets has entered into a chaperone agreement.

This publication has been prepared by the correspondent of Auerbach Grayson & Company Incorporated
(“AGC”) named above on the date listed above.

We are distributing this publication in the U.S. and any U.S. person receiving this report and wishing to effect
transactions in any security discussed herein, should do so only with a representative of Auerbach Grayson &

Company Incorporated. Additional information on recommended securities is available on request.
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