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Flash Comment

FOMC preview: Historical change in communication

e When Fed announces rates and presents new projections on Wednesday, it will
mark a historical day in Fed communication. For the first time Fed will provide =~ FOMC announcements 25 Jan

projections for the Fed funds rate based on the individual members’ forecast.
18:30: Release of Fed statement

o We expect Fed to forecast the first hike at the end of 2013, which is slightly
earlier than the market currently projects. We thus see upside risk to bond yields
in response to the statement and press conference. USD could get a lift short
term but given that the market is still very long USD, the reaction will probably
be muted.

20:00: Fed projections + press conference

Source: Bloomberg

Fed projections in November 2011
¢ FOMC is set to become more dovish as three hawks and one dove will be

replaced with more centrist members. 201 2012 2013

GDP (q4/q4) 17 27 33 26
Unemployment (g4) 91 86 80 56

Fed funds projection expected to point to hikein end-2013

PCEinflation (q4/q4)

Fed’s changed communication policy was outlined in the minutes to the previous meeting Core PGEinflation (q4/q4) iz i: 13 =
on page 9 — see link. In the Summary of Economic Projections (SEP) Fed will now add Source: Federal reserve

the range of members’ projections of the timing of the first hike and Q4 forecasts for the

Fed funds rates in the following two years. It is not clear whether information about the

first hike will be provided in the FOMC statement, but we believe it will replace the Core inflation levelling off - but still on
current wording about policy expected to be exceptionally low until at least mid-2013. the high side

We expect the projection to point to the first hike at the end of 2013. This is a bit earlier o o oo

than the market prices at the moment, as Fed funds futures price the first hike in mid- 25- - 25

2014. Hence we would expect a slight rise in yields on the back of the statement. ig: : f‘;
The projection will be presented with a distribution of the timing of the first hike and a ég: : ;‘;
chart in which all members’ projections for Q4 in the forecast years are depicted - see 00- Tmp———C L
template for interest rate projections released last Friday on Fed’s web page. oo o s 10 11 0
Employment firming, housing better Source: Reuters EcoWin

The main economic news since the meeting in December has been:

e Continued improvement in housing with home sales, building permits and
NAHB housing index pointing to rising activity in the past months.

e Employment has gained some traction and the unemployment rate has declined
faster than expected. Jobless claims have also been robust lately pointing to
continued recovery in the beginning of 2012.

e ISM manufacturing has continued to climb higher. ISM service more mixed. Chief Analyst
Allan von Mehren
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e Equity markets have rallied, being up almost 10% since the previous Fed alvo@danskebank dk

meeting on 13 December 2011.

e Headline inflation heading lower. Core inflation has been a bit mixed with the
core PCE deflation being low, whereas the core CPl measure has been a little
high recently.

Important disclosures and certifications are contained from page 6 of this report.
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http://www.federalreserve.gov/monetarypolicy/files/fomcminutes20111213.pdf
http://www.federalreserve.gov/newsevents/press/monetary/fomcchartstemplates20120120.pdf
http://www.federalreserve.gov/monetarypolicy/files/fomcprojtabl20111102.pdf
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The statement

The main change in the statement is likely to be the phrase about when the Fed
funds rate is expected to be changed. Fed may very well introduce an outline of the
members’ projection of the first hike to signal the most likely timing of a policy change.

Otherwise we expect Fed to strike a slightly more positive tone on the economy, although
still cautious. Fed may - as something new - point to improvement in the housing market,
but is expected to keep a cautious tone.

In the forward-looking second paragraph on the economy we do not expect any big
changes. FOMC will likely still expect a “moderate pace of economic growth over
coming quarters and consequently that the unemployment rate will decline only
gradually . Fed is also likely to still “anticipate that inflation will settle, over coming
quarters, at levels at or below those consistent with the Committee’s dual mandate ™.

As something new FOMC could choose to highlight which levels it sees as being in
line with its dual mandate — which would likely be the projections shown under
“longer run” projections. These are currently 1.9% for PCE inflation and 5.6% for
unemployment.

Policy outlook and market impact

We do not expect Fed to embark on QE3 as the economy is improving and we do not
believe there will be consensus for further policy easing. We expect the first hike by the
end of 2013. As the market does not price the first hike until mid-2014 we see scope for
slightly higher yields and some strengthening of the dollar. The pace of tightening
projected is likely to be very slow though, and this should temper the rise in yields. USD
could get a short-term lift but since the market is still very long USD we expect the
reaction to be muted and short-lived.

A slightly more dovish composition of FOMCin 2012

In 2012 the voting rights will change. The three hawks, Plosser, Fisher and Kocherlakota,
will become non-voters as well as the main dove, Evans (who voted for further easing in
December). Williams and Pianalto will become voters. They are more neutral, but
Pianalto has leaned a bit to the dovish side. Overall the change will lead to a turn in a
more dovish direction, which will render it more likely that Fed will ease more if new
negative shocks hit the economy.
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FOMC statement from 13 December 2011

Information received since the Federal Open Market Committee met in November
suggests that the economy has been expanding moderately, notwithstanding some
apparent slowing in global growth. While indicators point to some improvement in
overall labor market conditions, the unemployment rate remains elevated. Household
spending has continued to advance, but business fixed investment appears to be
increasing less rapidly and the housing sector remains depressed. Inflation has moderated
since earlier in the year, and longer-term inflation expectations have remained stable.

Consistent with its statutory mandate, the Committee seeks to foster maximum
employment and price stability. The Committee continues to expect a moderate pace
of economic growth over coming quarters and consequently anticipates that the
unemployment rate will decline only gradually toward levels that the Committee
judges to be consistent with its dual mandate. Strains in global financial markets continue
to pose significant downside risks to the economic outlook. The Committee also
anticipates that inflation will settle, over coming quarters, at levels at or below those
consistent with the Committee’s dual mandate. However, the Committee will continue
to pay close attention to the evolution of inflation and inflation expectations.

To support a stronger economic recovery and to help ensure that inflation, over time, is at
levels consistent with the dual mandate, the Committee decided today to continue its
program to extend the average maturity of its holdings of securities as announced in
September. The Committee is maintaining its existing policies of reinvesting principal
payments from its holdings of agency debt and agency mortgage-backed securities in
agency mortgage-backed securities and of rolling over maturing Treasury securities at
auction. The Committee will regularly review the size and composition of its
securities holdings and is prepared to adjust those holdings as appropriate.

The Committee also decided to keep the target range for the federal funds rate at 0 to 1/4
percent and currently anticipates that economic conditions--including low rates of
resource utilization and a subdued outlook for inflation over the medium run--are likely
to warrant exceptionally low levels for the federal funds rate at least through mid-
2013.

The Committee will continue to assess the economic outlook in light of incoming
information and is prepared to employ its tools to promote a stronger economic recovery
in a context of price stability.

Voting for the FOMC monetary policy action were: Ben S. Bernanke, Chairman; William
C. Dudley, Vice Chairman; Elizabeth A. Duke; Richard W. Fisher; Narayana
Kocherlakota; Charles I. Plosser; Sarah Bloom Raskin; Daniel K. Tarullo; and Janet L.
Yellen. Voting against the action was Charles L. Evans, who supported additional policy
accommodation at this time.
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FOMC chart book

Fed keeps balance sheet stable

Bond yields still at very low levels
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FOMC ornithology - January 2012

HAWKISH
( Lacker Richmond Voter
Plosser Philadelphia Non-voter
< Fisher Dallas Non-voter
Kocherlakota Minneapolis Non-voter
\
[
Duke Board member \oter
Williams San Francisco Voter
Bullard St. Louis Non-voter
NEUTRAL Pianalto Cleveland Voter
< Lockhart Atlanta Voter
Tarullo Board member \oter
Raskin Board member \oter
Bernanke Chairman \oter
\
e
Cumming New York Non-voter
< Dudley New York \oter
Yellen Board member Voter
~  Evans Chicago Fed Non-voter
DOVISH

Bold means change in voting status in 2012
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undertake to notify any recipient of this research report of any such change nor of any other changes related to the
information provided in the research report.

This research report is not intended for retail customers in the United Kingdom or the United States.

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank’s prior
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and subsidiary of Danske Bank, pursuant to SEC Rule 15a-6 and related interpretations issued by the U.S.
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to "U.S. institutional investors" as defined in SEC Rule 15a-6. Danske Markets Inc. accepts responsibility for this

research report in connection with distribution in the United States solely to “U.S. institutional investors”.

Danske Bank is not subject to U.S. rules with regard to the preparation of research reports and the independence
of research analysts. In addition, the research analysts of Danske Bank who have prepared this research report are
not registered or qualified as research analysts with the NYSE or FINRA, but satisfy the applicable requirements
of a non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial
Instrument may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-
U.S. financial instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be
registered with the U.S. Securities and Exchange Commission and may not be subject to the reporting and
auditing standards of the U.S. Securities and Exchange Commission.
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