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• The FOMC statement was less dovish than we had expected. The committee decided to 

retain the target range for the fed funds rate and leave the size, timing and scope of the 
Fed’s security purchase programmes unchanged.  

• In general, the committee has become less worried about deflation and more optimistic on 
growth. Still, inflation pressures are regarded as absent with slack in the economy set to 
keep cost pressures in check despite the recent rise in commodity prices.  

• The statement repeated that the fed funds rate will be kept at exceptionally low levels for 
an extended period and sent only a very vague hint on exit strategies. Treasury yields rose 
following the statement resulting in a slightly steeper curve. 

• The Fed still has the opportunity to alter the Treasury purchase program at its August 
meeting. However, we believe the Fed will remain sidelined with the way now open for 
higher 10-year yields and further steepening of the yield curve over the coming months.  

Details 

The FOMC decided to leave the fed funds rate at the current target range of 0.00-0.25% and 
maintain existing targets for purchases of MBS, GSE and Treasuries. There was only a very 
vague hint concerning exit strategies in the statement’s very last paragraph stating that 
“adjustments” to credit and liquidity programs will take place as necessary.   

The statement is generally less downbeat on growth saying that "the pace of economic 
contraction is slowing” and that “household spending has shown further signs of stabilisation”. 
Furthermore, the FOMC sees “businesses making progress in bringing inventories in 
alignment with sales” and notes that financial conditions have generally improved.  

Deflation fears have clearly eased with the statement no longer referring to risks that inflation 
could fall below rates which best encourage economic growth and price stability. On the 
contrary, rising commodity prices are noted. Still, the committee expects inflationary pressures 
to remain subdued with slack in the economy expected to keep cost pressures in check.   

With markets already discounting rate hikes in Q1 2010 we had expected the FOMC to make 
an effort to talk down rate expectations. Although the statement reiterated that “the fed funds 
rate will be kept at exceptionally low levels for an extended period” this was not enough to 
alter market expectations.  

Assessment and outlook 

The recession has led to a huge output gap in the economy. The unemployment rate has spiked 
to a level well above the NAIRU. Applying standard Taylor rules suggests the Fed should keep 
interest rates on hold at least throughout 2010. While we believe that the central bank will 
move away from the zero bound before then, we expect rate hikes to be off the agenda until 
the economy has credibly returned to trend growth and unemployment has peaked. We expect 
the first rate hike in Q3 2010. 

The statement left the door open for changes to asset purchase programs. A scaling up in 
Treasury purchases can still be effected at the August meeting. However, we expect improved 
economic indicators, especially in the labour market, to keep the Fed sidelined. As a result, we 
believe 10-year Treasury yields will increase going forward in line with better economic 
metrics and more positive financial conditions. While this is likely to result in a steepening of 
the yield curve over the coming months, as we move closer to 2010 and to the start of rate 
hikes we expect the curve to flatten. 
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FOMC rate decision (June) 

 Act Con DB Last 

Fed funds  0.13 0.13 0.13 0.13 

Source: Bloomberg 

 
 

Market continue to price rate hikes 
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No change to purchase programs 

Source: Reuters EcoWin 

 

Flash Comment
USA: Fed�s deflation fears are easing  
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Current statement 
Information received since the Federal Open Market Committee met in April suggests that the 
pace of economic contraction is slowing. Conditions in financial markets have generally 
improved in recent months. Household spending has shown further signs of stabilizing but 
remains constrained by ongoing job losses, lower housing wealth, and tight credit. Businesses 
are cutting back on fixed investment and staffing but appear to be making progress in bringing 
inventory stocks into better alignment with sales. Although economic activity is likely to 
remain weak for a time, the Committee continues to anticipate that policy actions to stabilize 
financial markets and institutions, fiscal and monetary stimulus, and market forces will 
contribute to a gradual resumption of sustainable economic growth in a context of price 
stability.  

The prices of energy and other commodities have risen of late. However, substantial resource 
slack is likely to dampen cost pressures, and the Committee expects that inflation will remain 
subdued for some time. 

In these circumstances, the Federal Reserve will employ all available tools to promote 
economic recovery and to preserve price stability. The Committee will maintain the target 
range for the federal funds rate at 0 to 1/4 percent and continues to anticipate that economic 
conditions are likely to warrant exceptionally low levels of the federal funds rate for an 
extended period. As previously announced, to provide support to mortgage lending and 
housing markets and to improve overall conditions in private credit markets, the Federal 
Reserve will purchase a total of up to $1.25 trillion of agency mortgage-backed securities and 
up to $200 billion of agency debt by the end of the year. In addition, the Federal Reserve will 
buy up to $300 billion of Treasury securities by autumn. The Committee will continue to 
evaluate the timing and overall amounts of its purchases of securities in light of the evolving 
economic outlook and conditions in financial markets. The Federal Reserve is monitoring the 
size and composition of its balance sheet and will make adjustments to its credit and liquidity 
programs as warranted. 

Voting for the FOMC monetary policy action were: Ben S. Bernanke, Chairman; William C. 
Dudley, Vice Chairman; Elizabeth A. Duke; Charles L. Evans; Donald L. Kohn; Jeffrey M. 
Lacker; Dennis P. Lockhart; Daniel K. Tarullo; Kevin M. Warsh; and Janet L. Yellen. 

 
Previous statement 
Information received since the Federal Open Market Committee met in March indicates that 
the economy has continued to contract, though the pace of contraction appears to be 
somewhat slower. Household spending has shown signs of stabilizing but remains constrained 
by ongoing job losses, lower housing wealth, and tight credit. Weak sales prospects and 
difficulties in obtaining credit have led businesses to cut back on inventories, fixed investment, 
and staffing. Although the economic outlook has improved modestly since the March meeting, 
partly reflecting some easing of financial market conditions, economic activity is likely to 
remain weak for a time. Nonetheless, the Committee continues to anticipate that policy actions 
to stabilize financial markets and institutions, fiscal and monetary stimulus, and market forces 
will contribute to a gradual resumption of sustainable economic growth in a context of price 
stability.  

In light of increasing economic slack here and abroad, the Committee expects that inflation 
will remain subdued. Moreover, the Committee sees some risk that inflation could persist for a 
time below rates that best foster economic growth and price stability in the longer term. 

In these circumstances, the Federal Reserve will employ all available tools to promote 
economic recovery and to preserve price stability. The Committee will maintain the target 
range for the federal funds rate at 0 to 1/4 percent and anticipates that economic conditions 
are likely to warrant exceptionally low levels of the federal funds rate for an extended period. 
As previously announced, to provide support to mortgage lending and housing markets and to 
improve overall conditions in private credit markets, the Federal Reserve will purchase a total 
of up to $1.25 trillion of agency mortgage-backed securities and up to $200 billion of agency 
debt by the end of the year. In addition, the Federal Reserve will buy up to $300 billion of 
Treasury securities by autumn. The Committee will continue to evaluate the timing and overall 
amounts of its purchases of securities in light of the evolving economic outlook and conditions 
in financial markets. The Federal Reserve is facilitating the extension of credit to households 
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and businesses and supporting the functioning of financial markets through a range of 
liquidity programs. The Committee will continue to carefully monitor the size and composition 
of the Federal Reserve's balance sheet in light of financial and economic developments. 
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Disclosure 
This 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 dept 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 Associations.  

Financial models and/or methodology used in this report 

Calculations and presentations in this report are based on standard econometric tools and methodology. 
Documentation can be obtained from the above named authors upon request. 

Risk warning 

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

First date of publication 

Please see the front page of this research report. 
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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 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. 


