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The Fed is ready and able

Many investors are worried that the economy is headed for a double-dip recession and believe the Fed is
powerless to prevent it. We disagree. In fact, Fed Chairman Bernanke, speaking at the Kansas City Fed’s
annual conference on monetary policy, repeated that the Fed has the tools and is ready to use them to

support the economy if needed.

As Labor Day approaches, summer is coming to a
close, families are returning from vacations and
children are returning to school. One of the final
rituals of summer is the annual conference on
monetary policy hosted by the Kansas City Federal
Reserve in Jackson Hole, Wyoming. Every August,
the Kansas City Fed invites U.S. and foreign
policymakers to this beautiful resort to discuss the
state of the economy and policymakers’ options.
When the economy is healthy, these discussions
often seem academic, and the news media pays
little attention to what is discussed. However,
when the economy is weak, as it is now, these
meetings are widely monitored for any signals
about the Fed’s intentions. This year, Fed officials
knew that many investors were listening and used
this opportunity to manage expectations and
dampen concerns about deflation.

Deflation (declining asset values and falling
consumer prices) is a major concern to investors
because it destroys wealth, leaving people with
debt burdens that do not decline in value when
asset prices drop. At the other end of the
economic spectrum, inflation (rising asset values
and consumer prices) reduces debt burdens
because inflation boosts incomes making it easier
to pay debts. The Fed’s job is to prevent both
deflation and inflation. Deflation is caused by too
little credit, whereas inflation is caused by too
much credit. The Fed tries to provide just enough
credit to keep the economy growing, avoiding
deflation and inflation along the way. It was just a
year ago that the Fed was being criticized for doing
too much to boost the economy, causing inflation
expectations to increase. Now the Fed is being
criticized, because investors believe policymakers
have run out of bullets and cannot prevent
deflation.

One of the many problems that policymakers
confront is that investors’ actions can negate the
Fed’s efforts. Investors, who were worried about
inflation last year, caused long-term interest rates
to go up just when the Fed was trying to keep
interest rates low. Investors, who are worried
about deflation today, have reduced spending, just
when the economy needs more spending.

This shows that the reaction to Fed policy is
frequently as important as what the Fed is actually
doing to help the economy. Therefore, the Fed
needs to manage expectations to prevent any
adverse reactions that would make its policy
ineffective. For example, a year ago when the Fed
was trying to boost economic activity,
policymakers had to talk about how they would
remove excess liquidity once it was no longer
needed. This discussion of its exit strategy was
designed to reduce inflation concerns to prevent
long-term interest rates from increasing because of
rising inflation expectations.

This year, the Fed is talking about what it is ready
to do, if necessary, to avoid deflation.
Policymakers are reminding investors that they can
cut interest rates on deposits at the Fed, promise
to keep rates down for an even longer time period,
or buy additional securities, expanding its
quantitative easing program. In other words, the
Fed is ready and able to support economic growth
and avoid another recession.

Unfortunately, many investors have short
memories. Many investors, who are worried about
deflation this year, are probably the same ones
who were worried about inflation a year ago.
Inflation concerns last year were unwarranted and
deflation concerns this year are probably
unwarranted too. In both cases, the Fed must
manage expectations
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and prevent investors from adversely reacting to
its policy. Today, the Fed is trying to tell
businesses, consumers and investors that it has
the tools to prevent deflation and will use them if
economic conditions take a turn for the worse. Of
course, many investors would probably have
preferred that the Fed do something rather than
just talk about doing something. However, the Fed
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does not want to take unnecessary action.
Policymakers did not need to implement its exit
strategy last year even though there was a lot of
discussion about doing so. Similarly, policymakers
probably do not need to implement further
quantitative easing now even though they are
discussing these tools at the Jackson Hole
conference.
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Past performance is no guarantee of future results.

The Fed may not feel a need to boost the economy
because the current slowdown is normal at this
point in the economic recovery. The accompanying
chart compares the quarterly growth rate in gross
domestic product (GDP) in this cycle versus the
average of growth rates during the previous ten
cycles. This shows that the economy often cools off
in the second year of recovery as it is doing again
this time. Past performance does not guarantee
similar results. But policymakers may only be
talking about easing because further easing may
not be necessary, if the economy is just slowing
down as it has at this point in previous economic
recoveries.

In summary, the Fed is trying to dampen deflation
concerns by telling investors that it has the tools
and is willing to act to prevent deflation from
occurring. A year ago, the Fed was doing the
opposite, telling investors how it would exit its
easy money policy, if inflation became a problem.
By telling investors what it is willing and able to
do, the Fed may prevent adverse reactions that
would make its policy less effective. If Chairman
Bernanke is successful in reducing deflation
concerns, the flight to the safety of bonds and out
of stocks may subside, once investors believe that
the economy is likely to grow and avoid another
recession.
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Important Information, Risk Factors and Disclaimers:

e Past performance is not a guarantee of future results.

e Anindex is not managed and is unavailable for direct investment.

e Investing in fixed income securities involves certain risks such as market risk if sold prior to maturity
and credit risk, especially if investing in high yield bonds, which have lower ratings and are subject to
greater volatility. All fixed income investments may be worth less than the original cost upon
redemption or maturity. Bond prices fluctuate inversely to changes in interest-rates. Therefore, a
general rise in interest rates can result in the decline of the value of your investment.

Investment and Insurance Products: »NOT FDIC Insured »NO Bank Guarantee »MAY Lose Value

Information provided in this report is for educational and illustrative purposes only and should not be construed as individualized
investment advice. The investment or strategy discussed may not be suitable for all investors. Investors must make their own decisions
based on their specific investment objectives and financial circumstances. The Standard & Poor’s indexes are unmanaged, weighted
indexes of stocks providing a broad indicator of price movement. Individual investors cannot directly purchase an index.

Wells Fargo Advisors is the trade name used by two separate registered broker-dealers: Wells Fargo Advisors, LLC, and Wells Fargo
Advisors Financial Network, LLC, Members SIPC, non-bank affiliates of Wells Fargo & Company.

H.D. Vest Investment ServicessM, Member SIPC, a non-bank subsidiary of Wells Fargo & Company, and an affiliate of Wells Fargo
Advisors.
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