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Less ‘confident’ Fed likely to stay on hold in March as well

o As expected, the Fed funds target rate was unchanged at 0.25%-0.50%. The vote
was unanimous. The statement was dovish and more or less in line with our
expectations.

e Overall, the statement supports our view that the Fed will also skip March,
although Fed is keeping the doors open.

e The main change in the statement was that Fed is no longer ‘reasonably
confident’ that inflation will reach 2% in the medium term.

o Asexpected, the Fed reinstated that it is ‘monitoring global economic and financial
developments’. It is also worried about the fall in market inflation expectations.

e We stick to our view that the Fed will increase the Fed funds target rate three
times this year (April, September and December). However, we still believe there
are downside risks to this call, as the Fed will not risk tightening too much, too
quickly, in our view.

o Markets have still priced in one full hike this year and one next year.

Statement supports our view that Fed will stay on hold in March
As expected, the Fed kept the Fed funds rate target unchanged at 0.25-0.50%, which,
however, was also widely expected already before the financial turmoil this month. The
decision was unanimous. However, there were several important changes to the
statement, which support our view that the Fed will also stay on hold in March.

The most important change was that the Fed is no longer 7reasonably confident’ that
inflation will reach 2% over the medium-term, although it is still the Fed’s main scenario.
While this is key, it is not a huge surprise since the initial lift-off was a ‘close call’ for
‘some members’ according to the minutes from the December meeting, see FOMC
Minutes: Not all members are as confident as Yellen despite the unanimous hike, 6
January 2016. The subdued core inflation means that FOMC can stay patient raising rates.

As expected, FOMC reinstated the phrase that it is ‘closely monitoring global economic
and financial developments’, which was otherwise removed from the statement in
December. In other words, the Fed takes the financial market turmoil and the
development in China and other emerging markets into account.

There were only a few Fed speeches between the December and January meeting. The
most important speech was one by the Fed’s Bullard (voter, hawk) in which he expressed
his concerns about falling inflation expectations. This concern was reflected in the
statement as it is stated that ‘marketr-based measures of inflation compensation declined
Sfurther’ (in December: ‘remain low”).

While ‘labour market conditions improved further’, the Fed recognised that ‘growth
slowed’ in Q4 15 (in December: ‘expanding at a moderate pace’). However, this was
partly due to slower inventory investment (new in the statement). Household spending and
business fixed investment were still increasing at ‘moderate’ pace (In December: ‘solid’).

Important disclosures and certifications are contained from page 6 of this report.
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Fed is ‘monitoring global economic and
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The statement was overall to the dovish side. The Fed no longer ‘reasonably confident’
that inflation will reach 2%, it is ‘monitoring global economic and financial
developments’ and worried about the low market-based inflation expectations. Although
the Fed kept the doors open by not communicating anything explicitly at this meeting, we
think the statement supports our view that the Fed will also stay on hold in March. We
have for some time argued that the Fed is unlikely to risk tightening too much, too
quickly, latest in our FOMC Preview, 25 January.

We still believe the Fed will hike three times this year

Based on the statement, we stick to our current view that the Fed will increase the target
rate three times this year (April, September and December). However, we still believe
there are downside risks to this call, as the Fed will not risk tightening too much, too
quickly, in our view. Our expectation is based on our main scenario, which is that the
financial stress will ease and data rebound. If so, April is still in play. To some extent, the
current situation is equivalent to what we saw in August-September 2015. The
combination of financial market stress and a weak jobs report in August-October pushed
market expectations for the first Fed hike too far out as the labour market rebounded
sharply in Q4. While two months seem too short, three months could, in our view, still
prove sufficient for the Fed to raise rates again. Hence, markets may be too pessimistic on
the US and still underestimate the number of hikes this year. However, as mentioned
previously, the downside risks have increased and it could be that the next hike is indeed
pushed further out in line with market expectations.

Market is now pricing 20% probability of a hike in March

The initial market interpretation was dovish with money market rates taking back the
increases leading up the statement release. The largest declines happened in the 5y
segment (5bp decline on the release), which is the area on the curve most sensitive to the
aggregate hiking cycle rather than the immediate timing of a second hike. The general
interpretation can thus be translated to ‘dovish, but with options kept open’ and that is
reflected in the implied probability of a hike in March that now stands around 20% down
10%-points from before the meeting.

\We would not be surprised to see some further USD strength

While the relatively soft Fed initially managed to send EUR/USD above 1.09, the spike
proved somewhat short-lived. Notably, USD/JPY fell on impact - not quite your usual
risk-on reaction - alongside falling equities and oil, suggesting the Fed did not manage to
fuel a genuine risk rally. We note that while the (small) drop in US short rates is negative
for EUR/USD here, souring risk appetite is a positive due to the status of the single
currency as a safe haven. As we have stressed previously, with market pricing already
soft ahead of the meeting it was indeed difficult for the Fed to send a message dovish
enough without backtracking completely on it now having entered tightening mode, and
we would not be surprised to see some further USD strength against both the majors and
EM currencies materialise in the coming days. With USD/JPY close to 119 there is little
pressure on the Bank of Japan to deliver more at this stage, confirming our view that it is
too early for Kuroda and co to deliver this week, see BoJ preview, 27 January. Finally,
with the Fed failing to prop up risk appetite to any great extent the Scandies could stay
under pressure near term.
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Even the hawks are worried about the
very low inflation expectations
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Important changes to the statement

Below we have included the most important changes. (our own highlights in bold. italic
are quotes.)

31

Fed no longer ‘reasonably confident’ that inflation will reach 2%. Remember
that initial lift-off in December was a ‘close call’ for ‘some members’ according to
the minutes: The phrase Fed ‘is reasonably confident that inflation will rise, over the
medium term, to its 2 percent objective’ Was removed.

The Fed is worried about the financial turmoil and the slowdown in China and
other emerging markets. The phrase was removed in December but has been
reinstated: ‘The Committee is closely monitoring global economic and financial
developments’.

As Bullard (voter, hawk) mentioned in a speech before the meeting, the Fed is
worried about falling market inflation expectations: ‘Market-based measures of

inflation compensation declined further’.

Growth and data have been weak lately but the labour market continues to
tighten. The Fed seems to think that the slower growth is mainly a temporary
dip: ‘labor market conditions improved further even as economic growth slowed late
last year. Household spending and business fixed investment have been increasing at
moderate rates in recent months, and the housing sector has improved further;

however, net exports have been soft and inventory investment slowed .
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FOMC chart book
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Fed is ‘monitoring global economic and financial
developments’

Strong USD puts a damper on growth
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Fed no longer ‘reasonably confident’ that inflation will reach
the 2% target in the medium-term

Remember that hike was a ‘close call’ for ‘some member’ in
December

2.50 -%y/y %y/y-2.50 3.00 -%y/y Comfort zone %y/y - 3.00
225 -l RSy -2.25 550 - _o50
2.00 - -2.00 JERRRY A VY W A -
1.75 - -1.75 2.00 - -2.00
150 -1 0¥\ T oanesass---- b RREEY RELEEE -\-----1.50 150 - - I Mo N\ L. TINAATTTNC [\ -150
1.25 - -1.25 - -
1.00 - -1.00

1.00 -1.00

Comfort zone - 3mth AR -
0.75 - -0.75 0.50 - -0.50

I 1 1 1 1 1 1 1 1 1 1 1 1
00 02 04 06 08 10 12 14 11 12 13 14 15

Source: BEA, Danske Bank Markets Source: BEA, Danske Bank Markets
Note: Dark (light) shading indicates periods of tightening (easing)
Unit labour costs indicate higher underlying inflation Low market inflation expectations a concern
pressure

4 -%y/y PCE core (rhs) %vV/y-2.50 4.0 -% Michigan Byr % -4.0

3 - -2.25 3.5 - inflation expectations -3.5

2 - -2.00 3.0 - -3.0

1 - -1.75 2.5 - -2.5

2.0 2.0

© L0 15 - SPF].O\/F -15
-1- -1.25 ’ i i ’

. oo 10- 1n:]at1on forecast 10
e . = dbo B Implied B/E inflation _
- Unitlabour costs (lhs) g 0.5 By, 5y forward TIPS 0.5

1 1 1 1 1 1 1 1 1 ’ 0.0 -, T T 1 1 1 1 1 1 1 1 1 1-0.0
98 00 02 04 06 08 10 12 14 04 05 06 07 08 09 10 11 12 13 14 15
Source: Federal Reserve of Philadelphia, Macrobond Financial, University of Source: Federal Reserve of Philadelphia, Macrobond Financial, University of
Michigan and Danske Bank Markets Michigan and Danske Bank Markets
Note: Dark (light) shading indicates periods of tightening (easing]
Very strong employment growth Unemployment rate continues to drift lower
750 -1000 persons, m/m 1000 persons,m/m - 750 10 -% Index --50
500 - 500 - --40
250 - \ Ao \ iy 250 8 - Unemployment (Ihs) _.30
O — - (.M Alls 0 ) --20
250 - 250 6 - Conf. board (jobs plentifull -.10
- less hard to get] (rhs)

-500 - Nonfarm payrolls - .500 a- - 0

S0 = 3-month average - 7 - - 10
-1000 - --1000 2= - 20

l 1 l 1 1 1 1 1 1 1 l
05 06 07 08 09 10 11 12 13 14 15

1 1 1 1 1 1 1 1 1 1 1 1 1
04 05 06 07 08 08 10 11 12 13 14 15

Source: BLS, Danske Bank Markets
Note: Dark (light) shading indicates periods of tightening (easing)

Source: BLS, Danske Bank Markets
Note: Dark (light) shading indicates periods of tightening (easing)

4| 27 January 2016

www.danskeresearch.com




FOMLC review

Markets

Unemployment gap (actual - NAIRU) has more or less closed

Wage inflation has been trending up but is still subdued
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Disclosures
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Bank’). The author of the research report is Mikael Olai Milhgj, Analyst.
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Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
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of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.
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Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to the rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske
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Authority are available from Danske Bank on request.
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Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate
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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 on request.

Risk warning
Major risks connected with recommendations or opinions in this research report, including a sensitivity analysis
of relevant assumptions, are stated throughout the text.

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research has been prepared by Danske Bank Markets (a division of Danske Bank A/S). It is provided for
informational purposes only. It does not constitute or form part of, and shall under no circumstances be
considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial instruments
(i.e. financial instruments mentioned herein or other financial instruments of any issuer mentioned herein and/or
options, warrants, rights or other interests with respect to any such financial instruments) (‘Relevant Financial

Instruments”).

The research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank considers to be reliable. While 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 Danske Bank, its affiliates
and subsidiaries accept no liability whatsoever for any direct or consequential loss, including without limitation
any loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts responsible for the research report and
reflect their judgement as of the date hereof. These opinions are subject to change, and Danske Bank does not
undertake to notify any recipient of this research report of any such change nor of any other changes related to the
information provided in this research report.

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

written consent.

Disclaimer related to distribution in the United States

This research report is distributed in the United States by Danske Markets Inc., a U.S. registered broker-dealer
and subsidiary of Danske Bank, pursuant to SEC Rule 15a-6 and related interpretations issued by the U.S.
Securities and Exchange Commission. The research report is intended for distribution in the United States solely
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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