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Do we need QEIII?

In early November, the Federal Reserve started to add additional liquidity to the financial system through
its second round of quantitative easing (QEII). This program is scheduled to last until June of this year.
We are now about half way through QEII, and many investors are probably wondering whether the Fed
will do a third round of quantitative easing (QEIIl) when it is finished with its current stimulus. Our work
suggests the Fed does not need to do more, but it is still too early to say that the Fed won't.

The Fed’s first round of quantitative easing was in
early 2009 when the economy was in the depths of
the financial crisis. At that time, investors were
worried about depression and deflation. The Fed
had already pushed interest rates down to nearly
zero and still needed to do more to boost the
economy. Therefore, the Fed added liquidity to the
financial system through purchasing government
securities. This worked. The economy stopped
spiraling downward, and the financial markets
rebounded. However, within a few months,
investors began to worry that the Fed had provided
too much stimulus. Consequently, inflation
expectations increased.

By late 2009 and early 2010, the Fed was talking
about its exit strategy for reversing its quantitative
easing program. However, the economy started to
weaken again last summer, and investors began to
worry about deflation rather than inflation. This
downturn in inflation expectations can be seen on
this week’s chart, showing the five-year breakeven
or implied inflation rate in the market for Treasury
inflation protected securities (TIPS). As inflation
expectations decreased, policymakers decided that
a second round of quantitative easing was
warranted to ensure that the economy did not fall
back into recession.
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This second round of quantitative has also worked.
Economic growth accelerated in the fourth quarter
of last year, increasing at the fastest pace in three
quarters. As a result, investors became more
optimistic about economic prospects, causing
commodity prices to increase and the equity
market to rally. Unfortunately, inflation
expectations increased and are now near the
highest level since 2008. This has been bad for the
bond market.

In recent statements, Fed officials have defended
their decision to undertake QEII. But the Fed has
not signaled what it intends to do after the current
program is finished in June. Policymakers appear
to be keeping all their options open and may even
be planning further quantitative easing in case it is
needed.

When defending its current QEII policy, monetary
officials note that the Fed has dual mandates, full
employment and price stability. In particular, the
Fed has noted that inflation is below its 2.0%
preferred rate while the unemployment rate is still
significantly above its pre-recession level. Using
these two measures as a guide, the Fed could
decide that it needs to do a third round of
quantitative easing later this year.

February 22, 2011

However, using inflation expectations as a guide,
the Fed probably does not need to do a third round
of quantitative easing. Furthermore, we feel the
recent gains in the strong stock market indicate
that the economy is continuing to improve and
may not need additional stimulus. After all, the
economy is now producing more output (gross
domestic product-GDP) than it did at its pre-
recession peak in late 2007.

The economy still faces many challenges. Housing
remains weak, state and local governments
continue to curtail spending because of weak
revenues and employment continues to grow more
slowly than before the recession. Therefore,
another round of stimulus cannot be ruled out.
However, if the Fed decides to do QEIIl when the
economy is already well on the road to expansion,
it could cause inflation to increase beyond the
2.0% level targeted by the Federal Reserve.

In summary, investors will need to carefully
monitor what the Federal Reserve says about its
policy as the June 2011 QEII end date approaches.
If the Fed decides that it has done enough, it will
likely stop providing extra funds to the financial
system at the end of the second quarter. This
could take some of the support from the stock
market, increasing market volatility as the June
end date approaches.
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Important Information, Risk Factors and Disclaimers:

e Past performance is not a guarantee of future results.

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.

e With Treasury Inflation Protected Securities (TIPS) investors must report and pay tax on “Phantom
income” even though they will not receive any principal until maturity.

e Buying commodity based investments allow for a source of diversification for those sophisticated
persons who wish to add commodities to their portfolios and who are prepared to assume the risks
inherent in these markets. Any investment represents a transaction in a non-income —producing
commodity and is highly speculative. Therefore, commodities should not represent a significant
portion of an individual’s portfolio.

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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