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THOUGHTS FROM OUR ECONOMICS TEAM

WAIT A MINUTE
Treasury yields rose across the curve on Wednesday as investors 
worried over new Fed verbiage from the minutes of the July Federal 
Open Market Committee (FOMC) meeting. Of particular concern was 
the suggestion that the US labor market “improved more in recent 
months than [the FOMC] had anticipated earlier.” In the new world 
of forward guidance, where central bank action hinges on explicit 
economic targets and communication, any change of tune could 
presage a shift in policy. Despite the fact the FOMC reported that 
economic “conditions had moved noticeably closer to those viewed 
as normal in the longer run,” we remain convinced that the Fed’s 
bias is to wait to move interest rates until sometime later next year.

The market generally characterized the July FOMC meeting 
minutes as “hawkish,” or signaling that interest rate policy might 
tighten earlier than market expectations. What exactly are market 
expectations? The most recent Primary Dealer Survey revealed the 
median expectation for the first fed funds rate hike was Q3 2015. 
Market readings (taken from Fed funds and Eurodollar futures) put 
the first rate hike sometime during the summer of 2015.

Where, then, do we find foundations for our view that the lift-
off date is later rather than sooner? Weak wage growth. As the 
minutes relayed, “many participants continued to attribute the 
subdued rise in wages to the remaining slack in the labor market.” 
We have pointed to Janet Yellen’s explicit interest in seeing wage 
growth move towards 3.0-3.5%, up from 2% year-over-year growth 
currently. In the face of many positive labor market indicators (robust 
payroll growth, unemployment insurance claims near historic lows, 
etc.), paltry pay increases are a notable black spot. In a genuinely 
tight labor market employers would have to pay employees more.

Beyond the slow wage gains, inflation remains below the FOMC’s 
target. Data released on Tuesday from the Bureau of Labor Statistics 
showed that core consumer prices increased by 1.9% since last year. 
July was the 17th consecutive month of sub-2% inflation.

Some suggest increases in average hourly earnings will cause 
inflation to rise: higher pay forces up the costs of production. As 
intuitively appealing as the argument may be, it is false. If wage gains 
drove inflation, achieving positive real (inflation-adjusted) pay gains 
would be impossible. Even the FOMC recognized in the minutes 
“that the pass-through of labor costs has been more attenuated 
since the mid-1980s and that wage pressures might not be a reliable 
leading indicator of higher inflation.”

In total, below target inflation and slack in the labor market will 
keep the Fed on the sidelines a bit longer than hawkish market 
participants think. Aside from the fact that FOMC forecasts for 2014 
US GDP growth still look too rosy, their policy statement indicates 
the first rate hike will come after a “considerable time” has elapsed 
after asset purchases. We expect the FOMC to tread lightly in this 
direction.

 While the minutes suggest the bulk of the Committee favor retaining 
the traditional federal funds rate as its policy target, the Interest on 
Excess Reserves Rate (IOER) would serve as the top end of a 25 basis 
point range with the Reverse Repo Rate (RRP) as the floor. Will this 
corridor strategy help the Fed to manipulate short-term rates? It’s 
unknown. In fact,  “…many other participants thought that such a 
strategy might result in insufficient control of money market rates at 
liftoff, which could cause confusion about the likely path of monetary 
policy or raise questions about the Committee’s ability to implement 
policy effectively.”

So, with regard to rate hikes, not only does the when remain uncertain 
(our bias still tilts toward later rather than sooner) but the how still 
needs to be worked out.
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