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Data Release: Fed disagrees on when, but increasingly agrees on how, it will raise rates 

 Meeting participants generally agreed that labor market conditions and inflation had moved closer to the 
FOMC's longer-run objectives recently and that this has happened more quickly than had been 
anticipated. Should this quicker improvement trend continue, many participants believed it may become 
appropriate to begin removing monetary policy accommodation sooner than currently anticipated. Some 
felt that the "actual and expected" progress is sufficient to warrant a relatively prompt move in reducing 
accommodation to avoid overshooting the Committee's objectives over the medium term. 

 Few participants expressed the worry that the limited rise in wages and incomes might be "insufficient to 
support stronger consumer spending." 

 The housing recovery was judged to be "slow" by most participants despite low mortgage rates and still 
relatively good affordability. Demand was seen as being restrained by "low expected income and high 
levels of student debt as well as difficulty in obtaining mortgage credit," especially for first-time 
homebuyers with a couple of participants viewing demand as having shifted to rental properties. There 
was some concern that some factors restraining the housing recovery may persist going forward. 

 Participants generally agreed that labor market conditions had moved noticeably closer to "normal" in 
the longer run sense. But, they differed on the remaining degree of labor market slack and how to 
quantify it. Some believe the unemployment rate remains reliable and should be the Committee's focus 
for judging labor market health. Many others continued to see wide slack in the labor market citing 
elevated levels of long-term unemployment, a high share of part-time employment, and depressed labor 
force participation. 

 Inflation was viewed as having firmed recently with participants generally seeing the risk of inflation 
running persistently below target as having "diminished somewhat" with inflation anticipated to continue 
to move up toward the Committee's 2 percent objective.  

 Wages were seen as still "rising only modestly," with many attributing this to the remaining slack in the 
labor market – including the high share of part-time work. A couple of participants indicated that "pass-
through of labor costs" has declined since previous decades, and as such, wage pressures "might not 
be a reliable leading indicator of higher inflation." 

 Most participants viewed the risks to the economic outlook as nearly balanced but some pointed to 
"persistent weakness in the housing sector, a continued slow rise in household income, or spillovers 
from developments in the Middle East and Ukraine" as sources of potential downside.  

 The FOMC continued to discuss issues associated with the eventual normalization of the stance and 
conduct of monetary policy. In particular, almost all participants agreed that the federal funds rate will 
remain the key policy rate, with the 25 basis point range serving as a target for at least some time after 
liftoff with only one participant preferred to focus on the IOER and the ON RRP rate in addition to the 
federal funds rate. 

 Most participants believed that the IOER rate (set at top of target range, at least initially) would be the 
primary tool used to move the federal funds rate into its target range and influence other money market 
rates. Temporary use of a limited-scale ON RRP (initially set at the bottom of target range, or just below 
it) facility would help "set a firmer floor under money market interest rates during normalization." Some 
participants remained skeptical of the need to use the ON RRP believing it should only be used if 
necessary. However, many other participants felt that without the ON RRP, control of money market 
rates at liftoff would be "insufficient" creating confusion in the markets regarding the expected path of 
policy and lead to doubts about the Committee's effectiveness in implementing monetary policy. 

 Participants generally agreed that the ON RRP should only be allowed to get as large as needed for 
effective policymaking, and should be phased out once when it is no longer needed. Moreover, the 
facility's designs are likely to have features that would prevent the Federal Reserve from 



disintermediating away from private sector providers and mitigate the risk that the facility might "magnify 
strains in short-term funding markets during periods of financial stress." 

 Participants generally agreed that the size of the balance sheet should be reduced "gradually and 
predictably" to "the smallest level consistent with efficient implementation of monetary policy" and 
consist largely of Treasury securities. 

 Most participants supported reducing or ending re-investment after liftoff in rates and most did not 
expect to sell MBS outright, except in the case of residual holdings. 

Key Implications 

 The minutes of the July meeting seemed more interesting than previously anticipated. The Committee 
appeared to have lively discussions on several topics, ranging from the old nagging issues of "How 
much labor market slack is really out there?" to more recent issues of "How much should the Fed rely 
on the ON RRP when beginning to normalize rates?" 

 On the former, there was consensus that the labor market has improved substantially in recent months, 
and this happened quicker than anticipated. However, the Committee remains divided on slack itself, 
with many participants beginning to write the unemployment rate off as overestimating the health of the 
job market and opting instead for a wider set of metrics to judge against. More on this topic may come 
from the upcoming Jackson Hole symposium which this year's discussions squarely on "Re-Evaluating 
Labor Market Dynamics," with the conference possibly yielding some ammunition for the Committee's 
labor market doves. 

 With regards to inflationary pressures, the Committee again agrees that much of the risks to the 
downside dissipated and inflation should move up closer to the target gradually. However, there is some 
concern that this may happen quicker than anticipated, leaving the Fed behind the curve on the inflation 
front. This point is especially poignant if one subscribes to the notion that that labor cost pass-through 
has in fact fallen, as suggested by a couple of participants. But, this view needs to be juxtaposed with 
the view that without real income gains consumption, and henceforth the economic recovery, will not be 
sustainable. 

 Noteworthy is the discussion on the housing recovery with the Fed sentiment feeling almost resigned to 
a slow crawl, as some of the factors currently restraining the recovery (low income growth, high student 
debt levels, tight credit) were perceived to be persistent.  

 Perhaps the most constructive discussion was around eventual normalization, with the Fed clearly 
moving away from over-reliance on the ON RRP. We've highlighted that this tool, while very useful in 
putting a floor under short-term rates, comes with some baggage regarding potential for 
disintermediation and magnifying stresses. The Fed now will likely limit its use, but its magnitude 
remains unclear. Ultimately, the more restrictions on the RRP, the less control the Fed has over actual 
rates. As such, the Fed's 25bps range for the fed funds rate should enable some room for comfort, but 
there is no doubt that raising rates amid plentiful reserves will be a delicate exercise.  

 The bottom line is that the Fed will continue to test its tools and communicate its framework for an exit 
policy in the coming months. Implementation of this will need to take place well before the first rate hike. 
As such, we continue to believe that the Fed will not move until at least mid-2015 despite some of the 
hawkish rhetoric which has recently grown louder. 
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