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Data Release: As normalization draws nearer, consensus appears more distant 

 Monetary policy: 
o Participants agreed that the timing of the first hike and the path of policy thereafter 

remains highly data dependent. Several participants viewed current forward guidance as 
more dovish than may be appropriate, with the "considerable time" reference potentially 
misconstrued as a commitment rather than as dependent on economic developments. 
Moreover, the Committee emphasized that the first rate hike would not occur 
mechanically and would not be based on an arbitrary calendar interval following the 
completion of QE. 

o Some participants saw forward guidance as appropriate, given that it would be "prudent 
to err on the side of patience while awaiting further evidence of sustained progress." In 
their view it would be less problematic to remove accommodation quickly, than to add 
further accommodation. A number of participants were concerned that a change to 
forward guidance might be misinterpreted as a signal of a fundamental shift in the stance 
of policy. 

o The Committee indicated a preference for clarifying the forward guidance going forward 
and framing its dependence on economic data and of progress toward the Fed's 
objectives of maximum employment and two percent inflation. But, while several ideas 
were suggested, there was little in the way of consensus. What was broadly agreed upon 
was that any change to forward guidance would likely present communication challenges. 
Moreover, the Committee appears increasingly convinced that explicit forward guidance 
should become less important "once a highly accommodative stance of policy is no 
longer appropriate and the process of policy normalization is well under way."  

o The divergence between the SEP interest rate projections (or dots) and the market was 
chalked up to market participants who, with some probability (according to the Survey of 
Primary Dealers), view that rates may decline back to zero after an initial liftoff, thereby 
weighing down market expectations.  

 Economic outlook: 
o The Committee views current economic growth to be progressing at a moderate rate, 

with labor market conditions improving somewhat further, but most still judged that there 
"remained significant underutilization of labor resources." At the same time, inflation was 
viewed as running below the objective, with several participants concerned that inflation 
might "persist below the Committee's objective for quite some time." 

o Risks around the economic outlook were broadly balanced, but a number of participants 
noted that "economic growth over the medium term might be slower than they expected if 
foreign economic growth came in weaker than anticipated, structural productivity 
continued to increase only slowly, or the recovery in residential construction continued to 
lag." 

o The Committee appeared less concerned about weakness in the underlying pace of 
personal consumption, which should be further supported by "continued gains in 
household wealth, improved household balance sheets, low delinquency rates, a high 
saving rate, and rising confidence in employment and income prospects." Some 



participants remained concerned about the lack of stronger gains in real income, 
"necessary to sustain moderate growth in household spending." 

o The housing recovery was viewed as mostly slow despite relatively low mortgage rates, 
rising house prices, and improvements in household wealth. Some of the weakness was 
seen as related to supply constraints, including shortages of materials, available lots and 
skilled workers, or by the overhang of vacant homes not on the market. The remainder 
was seen related to demand constraints, including restricted mortgage access, 
particularly among younger households with potentially high level of student debt or weak 
job prospects. 

o Participants noted that that financial developments, including a deterioration in leveraged 
lending standards, stretched stock market valuations, and compressed risk spreads could 
undermine financial stability over time. While stressing that the Fed will remain vigilant 
about potential risks to financial stability, most members did not feel that conditions in 
financial markets would "impede the achievement of the Committee's macroeconomic 
objectives,"  

o The Committee noted the aappreciation of the dollar against many major currencies, with 
notable concern that a slowdown in Europe or other external risks could lead to a further 
appreciation of the dollar and have adverse effects on the U.S. external sector. As such, 
a couple of participants noted that this could translate into a slower increase in inflation. 

o Participants appeared to overlook the weakness in the August payrolls (rightfully so) and 
generally agreed that the "accumulated progress in labor market conditions since the 
Committee's current asset purchase program began in September 2012 had been 
substantial and expected that progress would be sustained." 

o However, the age-old discussion of the level of labor market slack continued, with most 
still agreeing that the underutilization of labor resources remained significant, but a 
couple noting that the stability of the participation rate over the past year suggested that 
"some of the cyclical shortfall had diminished." Most of the Committee agreed to view 
labor market slack with a range of indicators, although some still view the unemployment 
rate gap as a reliable indicator of slack. 

o It was broadly viewed that wage inflation remains subdued, with the exception of specific 
industries. Several participants saw this as evidence of slack, while others pointed to 
other factors, such as pent-up wage deflation, whereby firms did not reduce wages as 
much in the downturn, and so are not raising them as briskly now. 

 Normalization principles: 
o The Committee reaffirmed that it needs to be "flexible and pragmatic during 

normalization," with details of the normalization policy potentially adjusted if necessary 
should conditions change.  

o A couple of participants preferred to have increased flexibility to sell agency MBS over 
the medium term to more quickly normalize the size and composition of the balance 
sheet and limit potential distortions in the allocation of credit. At the same time, a few 
participants preferred exit principle language to be more suggestive of an earlier end to 
reinvestment.  

o All but one participant supported the Fed's latest plan for policy normalization. 

 

Key Implications 

 The minutes of the September meeting appear to further reflect the increasingly divergent views 
amongst the FOMC, as the Fed begins to contemplate pulling back on accommodation. The split 
is apparent across several areas of discussion, with a notable lack of consensus on many topics.  

 On monetary policy, the hawks feel that forward guidance is too relaxed. The doves, on the other 
hand, would prefer it to err on the side of caution and are hesitant to remove the statement given 



the potential for misinterpretation. Both camps are in agreement that forward guidance needs to 
change, but less so as to how that will be done.  

 The disagreement continues into the economic outlook. Doves remain convinced of significant 
labor market slack, and point to lack of wage growth, low inflation, and a weak housing recovery. 
More recently, a higher dollar and increasingly apparent external risks have strengthened their 
calls for caution. The hawks argue that job growth has been strong, that housing recovery 
weakness is partly a supply-story, low wage growth is a pent-up deflation story, and that financial 
risks are building. 

 Even when discussing normalization principles the fault lines appeared, with the more hawkish 
members of the committee preferring more flexibility to sell MBS outright and calling for an earlier 
end to reinvestment. 

 While the Fed may end QE this month, testing of its reserve draining tools will take several more 
months. These will have to be fully implemented before any rate hike takes place. Given the 
unconventional nature of these tools, we expect the Fed to remain patient and not raise rates until 
at least mid-2015, despite the somewhat louder hawkish rhetoric. In light of the potential 
complications that could arise when tightening policy amid an expanded balance sheet, we don't 
believe the that hikes will be rapid, especially since ending reinvestment could put further 
pressure on the economy. We believe a cautious and gradual approach to the dual normalization 
is advised, with our views on how this may come about outlined in our recent report on The Fed's 
Gradual Normalization. 
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