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FED TAKES STEP TOWARD INFLATION TARGET

 The new economic projections from the Fed show a worse GDP outlook in 2009 (and thus
lower inflation) than previously expected. The unemployment forecasts for 2009-2011 are
higher than the October projections. See the table below for a comparison with the previous
set of forecasts.

» The FOMC is introducing longer-term forecasts of the key macro variables consistent with
appropriate monetary policy. This is a step closer to an inflation target but still doesn't
qualify as one. There is some hope that this step will address deflation fears (which are
evident in the minutes but only in a small way).

* The minutes don't shed more light on the policy debates at the January meeting (setting
quantitative targets, buying Treasuries).

* In a speech yesterday Bernanke revisited many of his comments in a speech he gave in
London last month regarding the Fed's "credit easing" steps, particularly on exit strategies.
He added new comments on why the credit risk being undertaken is minimal (most loans are
over collateralized, the riskier assets acquired in the Bear and AIG actions are just 5% of the
balance sheet) and on steps to improve the Fed's transparency and disclosure with respect
to its balance sheet. He spoke to the National Press Club. This may reflect a recognition
that the Fed's balance sheet is attracting much more attention and thus requires addressing
a broader nontechnical audience.

Fed Central Tendency Forecasts

2009 2010 2011 Longer Run
Oct Jan Oct Jan Oct Jan Jan
Real GDP -02-11 -13--05|23-32 25-33 | 28-36 38-50 25-27

Unemployment| 71-76 85-88 |[65-73 80-83 | 55-6.6 ©6.7-7.5 48-5.0
Headline PCE 1.3-20 03-10 |[14-18 1.0-15 | 14-17 09-17 1.7-2.0
Core PCE 1.5-20 09-11 [13-18 08-15 | 13-17 07-15

4Q/4Q percentage change, except for unemployment rate, which is average level, 4Q.
Central tendencies exclude the 3 highest and 3 lowest projections.
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A FEW MORE THOUGHTS ON THE MORTGAGE PLAN

In a special report we published yesterday morning, we outlined the key details of the mortgage
modification plan proposed by President Obama. Here are some thoughts on a few issues his
proposal raises.

Authorization by Congress. How much of the plan would have to be approved by
Congress versus how much can be done by the administration? One key provision that
requires congressional approval is the change to the bankruptcy code that would make
the amount a home is underwater unsecured debt. This provision is critical to the overall
plan because it is the stick that forces banks, servicers, and holders of MBS to reduce the
payments for delinquent borrowers. We believe the bankruptcy change will become
law, perhaps as early as the next several weeks.

The Congress does not need to approve the increase in funding for Fannie and Freddie
from $100 billion to $200 billion (for each of them). However, Treasury’s authority to lend
or invest in the GSEs expires at the end of the year, so Congress’s approval is required
to extend this authority. We are still not clear if any of the provisions in the mortgage
relief plan may require congressional authorization.

Impact on banks, holders of MBS. Overall, the plan Obama outlined yesterday is
negative for holders of mortgages, but perhaps less so than investors imagined a few
weeks ago. The bankruptcy provision is more limited than the legislation that has been
proposed by Democrats in Congress, but the bottom line is the proposal would force
uneconomical modifications on lenders.

Home prices. We remain skeptical home prices have reached their natural equilibrium.
The two charts show that using price-to-rent and price-to-income metrics, home prices
are still too high. Home prices were pushed off the charts by artificial demand from loose
lending and have more to go on the downside. Reducing the number of foreclosures will
slow the rate of decline (and perhaps reduce the likelihood of a major overshoot to the
downside), but the administration’s plan is unlikely to alter where home prices end up.
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Senate Energy Policy Bill Will Precede

Climate Change Legislation, Sen. Reid Says
BNA

Speaking in a conference call to promote the National
Clean Energy Project conference in Washington, Feb.
23, Reid said the chairmen of the Senate committees
on energy, environment, finance, commerce, and
foreign relations decided three weeks ago that they are
“going to have reported out of the Energy Committee
a bill in the near future.”

“The Obama administration is in favor of this, that we
move to an energy bill,” Reid said. “We'll deal with
renewable portfolio standard. We'll deal with
efficiency. We'll deal with a lot of things.

The Buy America provision of the
stimulus bill will be implemented
consistent with US international
obligations to avoid trade conflicts.
Obama will also take a softer
approach to pursuing his campaign
commitment to change NAFTA (he'll
try to persuade, rather than
threaten, Canada and Mexico).

The House is taking a
different approach, but
Senate Democrats intend to
pass an energy bill (that will
include a renewable portfolio
standard) before tackling
climate change. This is good
news for alternative energy
stocks since a climate change
bill will be much more
difficult to pass.

U.S. Will Implement Economic
Stimulus Without Violating WTO,
NAFTA, Obama Says

BNA

Today’s Policy Calendar

Obama travels to Canada.

Presidents Day Recess.

Treasury Sec. Geithner meets with French Finance Minister Lagarde.
Sec. of State Clinton visits S. Korea 19-20™.

Congress

FOMC Speeches
Lockhart speaks on the economy in Birmingham, AL.
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