Economic Research Department

FOMC December 11, Meeting

» In a widely expected decision: FOMC cut the fed funds
rate by 25 basis points to 4.25 percent

+ FOMC members stressed that the uncertainty surrounding
the outlook has increased but did not provide a balanced
overall risk assessment

* Opverall, we believe that another rate cut in early 2008 is
likely

Downside risks to economic growth have increased significantly since
the last FOMC meeting in October. In the press release following
today’'s decision, committee members pointed out that economic
growth is slowing not only because of the “intensification of the
housing correction”, but also due to “some softening in business and
consumer spending”. However, in our view, the ongoing adjustment in
the housing sector is making its pass-through to the broader economy,
and recent data is still more consistent with a soft landing rather than
the prelude to a recession.

FOMC members are worried because “strains in financial markets
have increased in recent weeks.” The longer these pressures remain
the more likely is that economic growth will be significantly affected.

We believe that FOMC members are increasingly concerned about the
uncertainty surrounding the near-term outlook generated by the
potential impact of disruptions in financial markets on business and
household spending.

Today's rate cut is intended to “promote moderate growth over time”;
however, it is not certain if this is enough to “forestall some of the
adverse effects on the broader economy that might otherwise arise
from the disruptions in financial markets.” This statement could open
again the discussion regarding the effectiveness of monetary policy to
forestall the adverse effects of the current financial turbulence.

In addition, the assessment of inflation risks remains tilted towards the
upside in a scenario of high commodities and oil prices and the
committee did not convey a clear message about the overall balance
of risks assessment. In our view, FOMC members are forced to leave
all their options open in a context where uncertainty is high; this
stresses that more evidence is needed before delivering a complete
assessment of risks. Fed officials are likely to focus on growth risks
rather than inflation risk in the near term.

The FOMC will likely continue with a bias towards ensuring the normal
function in credit markets; this implies that the probability of future rate
cuts remains high.
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Table 1: FOMC’s Statements

Fedwatch
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* BBVA USA Economic Research Department interpretation of FOMC'’s perception regarding the economic variables included in the statement

Relevant events before FOMC’s January 29-30 meeting

December
21 Personal income
21 U. of Michigan confidence
26 S&P Case/Shiller Home price index
27 Consumer confidence

January

4 Employment situation
8 Consumer credit
16 Consumer price index
26 Durable goods orders
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