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Transcript of the Federal Open Market Committee Meeting on
October 28-29, 2014

October 28 Session

CHAIR YELLEN. I’d like to call this meeting to order. Before turning to our agenda,
I’d like to say a few words about our communications with the public. Many of you will recall
that in June 2011, the FOMC adopted a policy pertaining to the external communications of
FOMOC participants, and we have reaffirmed that policy every year thereafter. Principle number
one is that every single Committee participant, and not just the Chair, has an obligation to
enhance the public’s understanding of monetary policy, including its rationale. 1 would urge you
to keep this principle in mind, especially during these highly sensitive times when there is
heightened market volatility and tremendous focus on our ongoing discussions about how and
when renormalization might proceed. If we aren’t careful about what we say in speeches and
other forums, such as media interviews, we can easily confuse markets and the general public,
adding to volatility and ultimately diminishing the effectiveness and credibility of our policy.

Of course, our guidelines affirm that participants are always free to present their own
views. | personally feel that communicating the diversity of views on the Committee, as we also
do with the SEP, is valuable, but | consider it important to do that in a way that clearly
distinguishes one’s individual view from the Committee’s agreed-upon policy stance. We have
also traditionally emphasized in our communications the collegial, consensus-driven nature of
the FOMC policy process, the fact that participants come to meetings with open minds and, after
discussing the issues, come to a collective decision. | see this tradition as a critical aspect of our
decision process, and it could be threatened by what strikes me as an increasing tendency for
participants to take strong stands in public on ongoing debates about appropriate policy. If we

stake out positions in advance of meetings and we have already decided that it doesn’t matter
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what our colleagues have to say, there is no real reason for us to meet at all. We could save
travel expenses by phoning in our votes.

But in reality, | suspect that everyone around the table does support the tradition of
arriving at the meeting prepared to listen and to reach a collective decision in which most of us
don’t get precisely our first choice on policy. If so, I think the clarity of our communications
would be enhanced if discussions about individual views were softened a bit, perhaps by adding
a reminder that the ultimate decision will be a collective one and that you look forward to
discussing the issues further with your colleagues. Such qualifiers might also help the public
understand that the thinking on the Committee is less fractured than what a range of speeches
might suggest.

Another concern | have is that the flow of comments on the outlook and policy
sometimes takes on the appearance of a public debate in which one participant provides an
assessment of the policy implications of some bit of economic news, then another provides a
contrasting interpretation, followed by yet other participants weighing in with their views on the
correct meaning. And it is easy to see how such sequences can arise, especially with reporters
trying to spur them on. While we want to be transparent, | don’t think our communications are
necessarily clarified by airing a set of conflicting assessments of the policy implications of the
latest news. Rather, it may just confuse the markets by introducing noise, and for this reason, |
would encourage you to avoid publicly drawing firm policy conclusions about the meaning of
the latest data before we’ve had a chance to talk about them here.

I’d also like to make a few remarks pertaining to our comments on the dollar. By long-
standing agreement, the Treasury speaks for the U.S. government on international economic

policy and the dollar, while the Federal Reserve speaks for the U.S. government on monetary
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policy. It is important to respect this division of labor by carefully limiting our remarks about
exchange rates. We need to be careful not to ever inadvertently create the impression that we are
somehow trying to jawbone down the value of the dollar, especially because that would violate
the agreement of the G-7 countries not to seek competitive advantage by targeting the value of
their currencies. Such comments could prompt counterproductive policy responses abroad. Of
course, the exchange rate is an important factor for both the economic outlook and monetary
policy transmission, so it is hard to avoid all mention of it. But if we follow a few guidelines, 1
think we can stay out of trouble.

First, we should avoid commenting on whether the dollar is appropriately valued.
Second, we should not discuss current or prospective exchange market interventions by U.S.
authorities. And, third, I would urge you to limit references to the economic effects of changes
in the dollar to situations in which those effects are important and the public would benefit from
some discussion of them. Even in these cases, it might be preferable to point to something more
encompassing than exchange rates, such as foreign developments. Fourth, we want to be clear
that the purpose of changes in policies is to achieve the dual mandate, and that any
accompanying movements in the dollar, like shifts in bond yields, are a byproduct. Finally, if
asked to comment on the dollar in a situation in which you had no plan to discuss it, | would
recommend saying something like, “I don’t have anything for you on that. As you know, the
Treasury speaks for the U.S. government on international economic policy and the dollar.”

Thanks for indulging me in listening to these comments. 1’ll stop there, but | do want to
end by noting that a guiding principle of our policy on external communications is that we share

a responsibility to enhance the public’s understanding of the Committee’s policy actions and the
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rationale for our decisions, and 1’d encourage all of you to bear in mind the broader purpose of
our communications.

Let’s turn to our agenda. The next part of this meeting is going to be a joint meeting of
the FOMC and the Board. | need a motion to close the Board meeting.

MR. FISCHER. So moved.

CHAIR YELLEN. Thank you. And without objection. Let me call now on Lorie Logan
for the Desk report.

MS. LOGAN.! Thank you, Madam Chair. I’ll begin by discussing financial
markets and Desk operations over the intermeeting period. Simon will briefly review
three staff memos that you received prior to the meeting, including proposed changes
to the RRP counterparty list, a strategy to address concerns with the federal funds
effective rate, and a discussion of segregated balance accounts. After we take Q&A,
Fabio will review the staff’s recommendations regarding an additional set of reverse
repo tests.

As shown in the top-left panel of your first exhibit, longer-term sovereign yields
in the United States and abroad declined over the intermeeting period, continuing a
trend in place since the start of the year. Declines in growth-sensitive risk asset prices
were also notable as domestic high-yield credit spreads widened and equities fell.

Market participants primarily attributed these asset price moves to increased
concerns over the global growth outlook and to questions regarding the adequacy of
future monetary policy accommodation, particularly from the ECB. Consistent with
this, European equity price indexes underperformed in relation to U.S. equity prices
over the period, and the U.S. dollar appreciated modestly, also shown in the top-left
panel.

As I’ll discuss in more detail in a moment, the unwind of crowded trades
predicated on higher U.S. interest rates along with a sharp increase in volatility across
markets may have also contributed to the moves, particularly in U.S. interest rates.

As shown in the top-right panel, the implied federal funds rate path flattened over
the period. Despite the substantial improvement in the outlook for the labor market
over recent months that has led nearly all market participants to expect the conclusion
of asset purchases at this meeting, the market-implied funds rate path is now much
lower than in December, when the initial reduction in the pace of asset purchases was

! The materials used by Ms. Logan and Mr. Potter are appended to this transcript (appendix 1).
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announced. Over this intermeeting period, market rates for 2015 and 2016 reached
the furthest below corresponding median SEP values on record.

In contrast to the large decline in the market-implied path, the Desk’s October
surveys showed that respondents’ target rate expectations were little changed.
Expectations for the most likely timing of liftoff remained clustered near the second
quarter of 2015, and the median expectation for the most likely level of the target rate
over the next several years barely moved. In addition, as shown in the middle-left
panel, the average probability distribution for the timing of liftoff shifted only slightly
to a later liftoff, and the average probability distributions for the level of the funds
rate through 2016, not shown, were relatively little changed. Consistent with this,
there was no appreciable increase in the perceived probability of a return to the zero
bound after liftoff.

One explanation for the significant change in the market-implied path but only
small changes in our survey expectations is that investor beliefs that drive the pricing
of interest rate futures diverged from the average beliefs of those we survey. An
alternative explanation is that risk premiums in the futures market might have shifted
lower, perhaps exacerbated by large changes in positioning over the period. We do
have some evidence for large positioning changes. For example, CFTC data show
that over 60 percent of the substantial speculative short position in Eurodollar futures
that had been building since mid-2013 was unwound over the intermeeting period,
much of this occurring around the significant volatility on October 15.

That day, against the backdrop of an increase in perceived downside risks to
global growth and fears of the spread of Ebola, a weak retail sales print appeared to
trigger a surprisingly sharp decline in Treasury yields and a spike in volatility across
markets. The unexpectedly large moves reportedly led to a rapid unwind of crowded
positions predicated on higher U.S. interest rates and continued low volatility. The
resulting position adjustments amplified the moves in various markets and led to large
price swings, especially in Treasury securities. The intraday trading range of the
10-year Treasury yield on October 15 was 37 basis points, a six-standard-deviation
move over the period since 1998, as shown in the middle-right panel.

Amidst these large intraday movements, Treasury market cash and derivative
volumes were at or near record highs. And as shown in the bottom-left panel, daily
trading volume in Eurodollar and 5- and 10-year Treasury futures contracts exceeded
the amount of open interest. Liquidity also became strained, as evidenced by
substantial increases in Treasury bid—asked spreads and declines in measures of
market depth.

During this time, dealers reported reduced willingness and ability to make
markets or warehouse risk for Treasury and other securities. Many market
participants also reported that algorithmic and high-frequency trading activity may
have contributed to the increased volatility and reduced liquidity, though more data
and analysis are necessary to understand the exact drivers.
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Overall, the moves on October 15 were highly unusual, given the depth and
breadth of U.S. Treasury market liquidity. It is possible that as the structure of fixed-
income markets evolve, events like this may result in further punctuated periods of
very high market volatility.

As shown in the bottom-right panel, implied volatility across markets had been
trending higher before increasing sharply on October 15, especially in fixed-income
and equity markets. However, despite the rise, a standardized measure of implied
volatility across markets remained well below its longer-run average level. Further,
much of the sharp rise in implied volatility has since retraced, though measures of
interest rate implied volatility remain higher, perhaps reflecting a risk premium
demanded by market participants following the events of October 15.

Market-based measures of longer-dated U.S. inflation compensation also shifted
significantly over the intermeeting period. As shown in the top-left panel of your
next exhibit, the Board staff’s measure of five-year, five-year-forward inflation
compensation fell to levels below those at the outset of LSAP 3 or following the
“taper tantrum.” In contrast, dealer expectations for five-year CPI inflation five years
ahead from the Desk’s survey have been very steady. This suggests that recent
declines in market-based measures may not reflect changes in inflation expectations
but instead may reflect declining risk premiums.

In a special question from the most recent Desk surveys, shown in the top-right
panel, respondents attributed about half of the recent decline in the market-based five-
year, five-year-forward breakeven rate since early September to lower market
expectations for inflation and the other half to declines in risk premiums. A few
respondents to this question noted that news of a leadership change at the large bond
fund manager Pimco, which is a known large holder of TIPS, may have shifted risk
premiums in TIPS and thus narrowed breakeven inflation rates. Other market
participants generally downplayed Pimco-related effects on inflation markets. They
instead attributed the bulk of recent breakeven narrowing to recent low inflation
readings, increased downside risks to global growth and inflation, and effects from
U.S. dollar strength.

Concerns regarding lower global inflation were also driven in part by worries over
a slowdown in China and by lower commodity prices. As shown in the middle-left
panel, industrial metal prices have recently fallen sharply, the share prices of
companies with large exposures to China have declined, and oil prices have continued
their sharp declines since late June.

The middle-right panel shows the recent appreciation of the U.S. dollar against
the euro and other major currencies, a development which market participants largely
attribute to a divergence in monetary policy expectations and growth outlooks
between the United States and most foreign economies. Following this recent
appreciation, many have begun to discuss the potential effect that further dollar
appreciation may have on domestic growth and inflation.
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Despite a weakening euro, measures of inflation compensation in the euro area,
shown in the bottom-left panel, continued to decline and recently reached the lowest
levels on record. The declines have come despite the ECB having announced
numerous easing measures since its June meeting, and market participants remain
concerned that the announced actions will be insufficient to return inflation to target.
These concerns were amplified following the October ECB meeting, when President
Draghi declined to offer an explicit target for the size of the ECB’s balance sheet
amidst questions surrounding the efficacy of the already announced purchase and
lending programs.

As shown in the bottom-right panel, expectations for the effects of these programs
on the ECB’s balance sheet vary widely. Summing up the central tendencies of the
estimates for each program yields an expected balance sheet expansion of about
700 billion euro over the next two years, below the 1 trillion euro amount that many
market participants initially interpreted the ECB to be targeting. Subject to questions
surrounding ECB balance sheet size and program effectiveness, a substantial share of
market participants expect purchases of sovereign bonds sometime in 2015:Q1.

Finally, on Sunday, the ECB published the long-awaited results of its
comprehensive assessment of the European banking sector. While the tests identified
a net new capital need of only 5 billion euro, mainly in the periphery, market
participants widely viewed the tests as credible, and price action was consistent with
this conclusion.

Negative interest rates on eligible euro-area investments continue to challenge
management of the SOMA euro foreign reserves portfolio. As discussed in previous
briefings, we continue to pursue a strategy to invest incoming cash flows in the
shortest-tenor, non-negative-yielding investments. As a result, duration of the
portfolio has lengthened and now exceeds the Desk’s internally managed limit of
12 months, as shown in the top-left panel of your next exhibit. Due to the prospects
for continued negative interest rates in the euro area, the tradeoff between investing
incoming cash flows in shorter-tenor negative-yielding investments and longer-tenor
non-negative-yielding instruments will become more pronounced, and the portfolio’s
duration is likely to climb further toward the authorized 18-month limit under our
current strategy. We will circulate a memo ahead of the December meeting that
discusses potential approaches given these tradeoffs.

Separately, on October 21, the Desk successfully performed the first non-dollar
small-value liquidity swap exercise, in which we drew a small amount of euros from
the ECB’s euro liquidity swap line. Other central banks in the standing swap network
conducted similar tests.

In terms of the current dollar swap lines, demand at these auctions declined to
zero. However, as we noted in a recent memo to the Committee, the Bank of
England, Bank of Japan, European Central Bank, and Swiss National Bank still view
continuing the seven-day operations for an additional month as prudent. As the
monthly extensions are likely to continue in the near future, we intend to notify the
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Committee only when these foreign central banks expect to discontinue their routine
auctions or if the circumstances surrounding future renewals change in a material
way. We will consult with the subcommittee on foreign currency on a monthly basis
to request the reaffirmation of its intent to approve routine drawings.

Turning to domestic operations, while Treasury and MBS purchases generally
proceeded smoothly over the intermeeting period, measures of MBS operation
execution deteriorated somewhat amid increased market volatility. As shown in the
top-right panel, offer-to-cover ratios declined, though operations generally remained
within recent ranges. On October 15, during the height of the market volatility, the
Desk extended an MBS operation by 10 minutes to ensure auction coverage.

Today, the Desk will complete the directed purchases of $15 billion for the month
of October. If the Committee chooses to end the purchase program at this meeting,
the Desk would conduct no further purchases to increase the size of the SOMA
portfolio.

If directed, however, we would continue to reinvest agency principal payments
into agency MBS and to roll over maturing Treasury securities. We would release a
Desk statement at the same time as the Committee statement confirming that the
purchase program has been concluded and the strategy for agency reinvestments in
the MBS market will generally remain the same, with a few minor adjustments, such
as the timing of the publication of the calendar of expected reinvestment purchases.
We will have copies of the statement available for review tomorrow.

For the remainder of the briefing, we’ll discuss the staff’s continued work on
issues related to policy normalization. To start, the content of the Policy
Normalization Principles and Plans, published after the September FOMC meeting,
was largely in line with market expectations. Market participants were surprised,
however, by some of the announced changes to the overnight RRP parameters.

Following the announcement of changes to the ON RRP parameters and leading
into quarter-end, some short-term money market rates declined, as shown in the
middle-left panel, with some rates dipping below the overnight RRP offered rate,
even though the aggregate cap did not bind until September 30. Treasury bill yields,
not shown, also declined. The distribution of triparty repo rates shifted downward
following the testing structure changes, and the share of volumes trading below the
overnight RRP offered rate increased.

Market participants reported several factors contributing to some money market
rates trading lower than the overnight RRP offered rate ahead of quarter-end. First,
market participants had not anticipated the introduction of an overall cap at the
September FOMC meeting, and the proximity of this announcement to quarter-end
reportedly led some investors to scramble into other money market instruments. In
addition, the introduction of the cap reportedly led to increased demand for securities
that matured after quarter-end, given expectations that the overall cap would bind on
September 30. Finally, the prospect of a binding overall limit may have motivated
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cash investors to lend at lower rates in advance of quarter-end to gain favorable
access to borrower balance sheets on days when the cap was seen as likely to bind.

On quarter-end, the aggregate cap bound as expected. We received $407 billion
in bids, as shown in the middle-right panel. The auction mechanism was successfully
executed and the operation stop-out rate was 0 basis points, with 26 participants
placing a total of $96 billion in bids at negative rates. As seen in the bottom-left
panel, other than on quarter-end, the Desk has only received a handful of bids at
negative rates, reportedly submitted for testing purposes. Of note, on quarter-end the
overnight RRP operation was held several hours earlier than usual so that
counterparties whose bids were not accepted might have time to find alternative
investments.

The bottom-right panel shows the shift in rates and volumes on September 30.
Similar to past quarter-ends, volumes fell sharply, particularly in unsecured markets.
Treasury repo and Eurodollar rates fell further than in previous quarter-ends, with the
Eurodollar rate printing at a negative rate for the first time since we started collecting
data on it in 2010.

Despite declines in many short-term rates and money market volumes over
quarter-end, market participants characterized trading conditions as orderly, with less
volatility than many had expected, and there were few signs of significant pressures at
major custody banks. Custody banks did not charge fees on firms’ excess cash,
though some investors reportedly felt pressure from custody banks to place cash in
investments at negative rates rather than leave it unremunerated in their accounts.

If you briefly return to the middle-left panel, you can see that, as with past
quarter-ends, money market rates quickly returned to more typical levels and have
remained above the overnight RRP rate. The distribution of triparty repo rates shifted
up again, after sliding downward in the weeks leading up to and including quarter-
end.

Lastly, the staff continues to test TDFs. Participation has been robust at the first
three operations in the current testing series, which incorporates an early withdrawal
feature. As shown in the top-left panel, usage more than doubled in the first two
operations compared with earlier test operations with the same rate and cap but
without the breakability feature. The increases in take-up were partially attributable
to institutions that did not participate in earlier operations, including some that asked
to be credentialed to participate after the breakability feature announcement. Take-up
in Monday’s operation, not shown in your exhibit, was $219 billion.

Simon will now continue our report.

MR. POTTER. Thank you, Lorie. First, as discussed in past meetings, the Desk
recommends allowing firms that meet the existing set of eligibility criteria to apply to
become counterparties in overnight RRP operations. We recommend reopening the
application process as an issue of fairness, in order to provide equal treatment to
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eligible institutions, and we anticipate that the addition of new counterparties would
only modestly increase demand for overnight RRPs. As shown in the top-right panel,
we estimate that 21 money market mutual funds are eligible to apply and that about
13 of them are likely to do so. Together, the 21 eligible funds have about

$240 billion in assets under management, which would represent a roughly 12 percent
increase from the total AUM of existing money market fund counterparties. We
estimate that if all 21 funds had been counterparties, demand on a typical day in
August would have been about $20 billion higher, assuming that the funds would
have exhibited similar take-up for overnight RRPs, as a fraction of AUM, as the
current counterparties of the same fund type. Of course, this overestimates additional
usage, because not all 21 funds have expressed interest in participating in operations.

Many FHLBs have also expressed interest in becoming counterparties, and four
appear likely to meet the eligibility criteria based on a preliminary assessment of
available data. The addition of these institutions could increase demand on certain
days. For example, the four institutions that appear eligible have left between
$2 million and $15 billion in reserves unremunerated in their Federal Reserve
accounts over the past year. However, based on the behavior of existing FHLB
counterparties, we do not anticipate that their participation would substantially affect
volumes in the federal funds market.

President Lacker raised some important points about the extended RRP
counterparty management strategy in the future and how the Desk would explain this
new wave of extended counterparty applications. As discussed in a June memo, the
Desk’s preference is to transition to a more traditional counterparty management
approach after this last wave. In the traditional approach there would be rolling
admission for any firm that meets the eligibility criteria and rolling exit for
counterparties that no longer meet eligibility criteria or whose performance is below
standard, similar to our management strategy for primary dealers. However,
particularly because of the temporary nature of the ON RRP facility, it seems
important to amend this traditional approach. The simplest amendment is to set an
upper limit on the number of extended counterparties. Under this approach the Desk
would indicate in the announcement of the new wave of applications that this would
be the last such wave and, after adding the accepted counterparties, the total number
of extended counterparties would not increase and the eligibility criteria would not
change. Of course, this approach does limit flexibility, especially because the
extended counterparty list could be used for more traditional draining operations.
One could couch these statements on the limit on the total number of extended
counterparties and eligibility criteria as current anticipations along with an emphasis
on the temporary nature of the ON RRP facility.

If the Committee does not object to a final reopening of the application process to
a new wave of counterparties, we would incorporate any suggestions from the
Committee today on the appropriate communication strategy and circulate a draft
Desk statement announcing the new wave for further comment.
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Next, the staff proposes two changes to address concerns with the current federal
funds effective rate. First, we intend to transition the underlying data source for the
federal funds effective rate from the brokers to FR 2420. This change is expected to
have little effect on the level of the federal funds effective rate but should enhance
both its robustness and its consistency with the IOSCO principles for benchmark
rates. Additionally, as shown in the middle-left panel, the FR 2420 data capture a
larger volume of federal funds transactions than the brokered data. This should make
the effective federal funds rate more resilient to modest changes in trading activity.

Second, the staff would also like to publish a new overnight bank funding rate,
which would comprise both Eurodollar and federal funds transactions of U.S.-based
banking offices. Such a rate would provide a useful benchmark for a broader set of
money market transactions and could serve as a backup in contracts for the effective
federal funds rate. The underlying data for this rate would also come from FR 2420,
subject to establishing that we have the legal authority to collect data from foreign
banking offices controlled from the United States. This blended rate is expected to
differ little from the federal funds effective rate on most days, although on quarter-
end dates or during times of stress there could be greater divergence between the two
rates due to the different lender groups in Eurodollars and federal funds. Both of
these changes could be announced in the fourth quarter of 2014, and we would expect
to implement them in late summer 2015. The time between announcement and
implementation is needed to enhance the data collection process, including issuing a
Federal Register notice and responding appropriately to any comments that we
receive, as well as to ensure the quality of the data. In the interim, the staff will work
on the development of internal systems, controls, and governance principles for the
new rates. Please let us know if you have any concerns about these plans.

Finally, I would like to mention a possible new service the Federal Reserve
System could offer called segregated balance accounts, or SBAs, which is outlined in
the middle-right panel and discussed in more detail in a memo you received before
the meeting. SBAs are an arrangement that allows banks to borrow funds from a
variety of lenders, including FHLBS, and place those funds in specific accounts at the
Federal Reserve that earn the IOER rate. The transaction is designed to remove credit
risk, as borrowed funds would be fully collateralized by an equal amount of reserves
that are segregated from the bank’s other assets. This arrangement could allow
additional banks to compete for money market funds, and as a result, money market
rates and the rates paid on borrowings secured by SBAs could be pushed up closer to
the IOER rate. SBAs, by allowing banks to provide accounts that safeguard invested
funds, should facilitate competition among a wide set of banks based predominantly
on offered rates. If successful, that should lead to greater pass-through of the IOER
rate and a redistribution of reserves toward banks with relatively low balance sheet
costs.

While SBAs could help improve the magnetic pull of IOER, they would not
require the Federal Reserve to pay interest to nonbank institutions directly.
Additionally, unlike overnight RRPs, SBAs do not require setting an additional
administered rate. The balances held in an SBA would earn IOER for the borrowing
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bank, and the rate and terms paid on the loan secured by the balances in the SBA
would be determined privately by the participating parties.

However, as with other tools for the FOMC’s consideration, there are potential
risks and uncertainties that must be considered. One concern is that SBAs may
reduce arbitrage activity in the federal funds market and lead to lower volumes,
potentially making the effective federal funds rate more sensitive to idiosyncratic
trades. There are also a number of complex legal and regulatory issues that must be
resolved. In addition, at this time, interest in these accounts is unknown, as banks
would need to weigh the costs associated with establishing and managing these
arrangements against the benefit of earning the spread between possible SBA rates
and the I0ER rate. More broadly, the Committee might also want to avoid additional
complexity in the communication of its policy implementation framework during
normalization and the possibility of unintended consequences.

The final panel outlines some next steps that staff could take to lay the
groundwork for SBAs, if there was sufficient interest from the Committee in the
Federal Reserve System establishing these new accounts. Some of these steps can
proceed internally within the System whereas others would require engagement with
other agencies and the private sector. Thank you, Madam Chair. That concludes our
prepared remarks.

CHAIR YELLEN. Thank you very much. Let’s go to Q&A. 1’d like to propose that we
first have Q&A on financial market developments covering Lorie’s presentation, and when we
finish with that, let’s turn to questions on the matters that Simon discussed. So let’s start with
any questions for Lorie. President Williams.

MR. WILLIAMS. 1 have a question on charts 7 and 8 about measures of U.S. inflation
expectations. 1’m a little bit puzzled by how to read these different things. As | understand it,
the primary dealer five-year, five-year-ahead estimate of inflation hasn’t really moved. The
Board briefing said it’s little changed since the last FOMC meeting. So the primary dealers, the
economists, haven’t changed their views. And then when you look at the actual movement in the
Board’s five-year, five-year-forward inflation compensation, the Board’s yield-curve model
suggests in parsing the data that most of the decline is actually due to reductions in risk

premiums while the estimates of changes in inflation expectations account for only a few basis

points—again reading from the Monday morning Board briefing.
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So those two answers are the same. Inflation expectations haven’t changed. But then
you have chart 8, and there you’re asking the primary dealers who have already self-identified
that they don’t think there’s a change in longer-run inflation expectations, “Why do you think
longer-term rates have come down?” And they say, well, it must be the A, B, or C. Maybe
there’s a D, E, and F here, too. | mean, what do | make of that? You’re asking people who
themselves don’t believe something what they think the market’s doing, and how should we
weigh evidence like that? And how do you weigh the evidence from the yield curve model?

MS. LOGAN. | can’t speak about the yield curve models, but I think others will.
Looking at the series, you see that the dealers don’t often change those expectations. They’ve
been very, very steady historically, even when we’ve seen other drops in breakevens. So it could
be that they’re just very, very sticky in the way they’re filling out their survey responses. But |
don’t really have a good explanation other than the fact that when they look at why market prices
have moved and assume what other people think, they split it fairly evenly between the risk
premium and inflation expectations, and the market commentary on those various factors fall
into both of those buckets. So, I think there’s likely a mix of risk-premium changes and
inflation-expectations changes. | don’t know if someone else wants to talk about the models.

MR. POTTER. The question for panel 8 was, why do they think this has fallen, not what
is their expectation.

MR. WILLIAMS. But it’s their guess. | mean, you used to fill this out, Bill. [Laughter]

VICE CHAIRMAN DUDLEY. In the second chart, they’re not expressing their own
views.

MR. WILLIAMS. No, I understand.
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VICE CHAIRMAN DUDLEY. They’re expressing the views of others. Just like
everyone around the table could have a view. We could wrongly express our view of others,
right?

MR. WILLIAMS. That’s exactly my point. They’re just guessing, in some way. “Well,
the market has gone down. | guess it’s something—"

VICE CHAIRMAN DUDLEY. Yes.

MR. WILLIAMS. That’s really what you’re getting out of chart 8.

MR. POTTER. You also get the buy-side participants who haven’t done this as much,
and so those responses are interesting in some ways.

MS. LOGAN. 1 think that’s right. Some of the various stories behind these moves fall
into “risk premium” and some of them fall into “inflation expectations.” 1 think that’s why they
think there’s a combination. | don’t understand why what they’re filling out for their own
inflation expectations doesn’t move more.

MR. EVANS. I’'m confused. So the question in chart 8 is asking the dealers, “Here’s a
change in a market price. How do you parse that?” Conditional on the fact that they don’t see
inflation moving, how are they supposed to answer that? Because it’s a market price that’s
moved. Is it supposed to be other risk premiums as all of it?

MR. WILLIAMS. It’s a guess.

MR. EVANS. Or are they supposed to say, “Can’t do it because | don’t believe it.”

MR. WILLIAMS. I would say it’s a little something more. 1I’m just downplaying.

VICE CHAIRMAN DUDLEY. They don’t know what the answers of other people are to

the first question yet, right? And so they see this market price moving and so they’re saying,
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“Well, I think other people have changed their expectations in some way, but | haven’t.” That’s
how | would parse this.

MR. WILLIAMS. The model.

MR. ENGLISH. In terms of the model, I think you had it exactly right: Our preferred
yield curve model parses this as only a pretty small decline, just a few basis points, in expected
inflation. Then there’s a piece having to do with inflation risk premiums. That also knocked
inflation compensation down some. And then there’s a piece that the model attributes to
liquidity premiums on TIPS, and that actually was a fair amount of it. That piece come in when
you get big movements in rates. But the upshot is that the model, at least, would say there
wasn’t a lot of evidence here for lower expected inflation 5 to 10 years out.

MR. WILLIAMS. Thank you.

CHAIR YELLEN. President Kocherlakota.

MR. KOCHERLAKOTA. 1 just had a quick comment, which is that | think it’s useful to
have these decompositions that are on figure 8. But in my own thinking, | don’t like putting too
much weight on them. Even if the breakeven is declining because of risk premiums, we
sometimes act like that’s something we can safely ignore. The decline in risk premiums is
coming because people are worried about a combination of low economic growth and low
inflation happening at the same time. That’s what drives down those risk premiums. | think we
should be more concerned about low inflation if it’s happening in a low-growth event than if it’s
happening when other things are going well. And that’s exactly what’s reflected in risk
premiums. So, at least in my own thinking, while I find these decompositions useful, | don’t like

to let them drive my thinking about expected inflation.
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MR. ENGLISH. Just one more word on that. There is interesting work that has been
done here using inflation caps and floors to look at the risk-neutral distribution of inflation
compensation that comes out of that. That’s shifted down—as you would expect from panel 7—
but it’s really the high-inflation outcomes that seem to have been marked down. So you might
see from that both reduced risk of an outcome in which there’s a boom and high inflation and
maybe, as a result of the reduction in that tail, a lower risk premium as well.

CHAIR YELLEN. President Fisher.

MR. FISHER. Just to complicate this discussion a little bit, we have the Board’s five-
year, five-year inflation compensation measure. Barclays also has a measure. And if you
compare the two, the Board measure is, if | read this correctly, about 2.2-something percent. The
low is 2.09 in the recent recovery. Barclays’ measure, looking at your graph that | have here, is
1.79, well above, though not far from its recovery mean. So I’m curious, Could you could just
give us a quick brief on what the difference is between the two, and why ours is superior or why
theirs is inferior, or why don’t we use both.

MR. ENGLISH. If I get this wrong, Simon will correct me. But I think the Barclays
measure is a tradable one under which they are picking particular securities—a particular TIPS
and a particular nominal Treasury—whereas the Board staff uses a measure that’s estimated
based on the whole yield curve. So the Board’s measure smooths through variation around the
yield curve that we think is idiosyncratic, that is, that has to do with fitting errors related to
factors influencing specific securities. In addition, our yield-curve estimation throws out the on-
the-run and, | think, once-off-the-run nominal securities, which can trade at a premium in

relation to other securities. We use our method because we think it’s better, because we think
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it’s pulling in all of the information from across the yield curve, and it’s smoothing out some
idiosyncratic factors that can show up in the Barclays measure.

MR. FISHER. Does the Board differ from the New York Fed in terms of its conclusion
of longer-term inflation expectations being well anchored, that most of the movement that took
place was due to a reduction in the inflation risk premium?

MR. ENGLISH. That’s what our model says.

VICE CHAIRMAN DUDLEY. The New York Fed staff agrees with that.

MS. LOGAN. Yes. I think the evidence we have from the survey suggests it’s a mix. |
don’t know if I would put a lot of weight on the distribution.

MR. POTTER. The research staff at the New York Fed can replicate the result that the
inflation risk premium is falling. It’s up to all of you how much weight you want to put on the
model, the survey, or just the fact that it has fallen here on all the measures and in Europe.

MR. FISHER. Thank you for clarifying, I think. [Laughter]

CHAIR YELLEN. So, other questions for Lorie on financial market developments?

MR. BULLARD. 1 just wanted to follow up on this discussion. | do think it’s interesting
to break down these five-year, five-year forwards, but they are talking about what is going to
happen in the period 5 years from now out to 10 years. In my opinion, these things should never
change. If we really had credible policy, they should never change. And you kind of see that in
the primary dealer five-year, five-year-forward estimate. What they’re saying is 2.3 percent,
which is basically 2 percent on the PCE. So I guess this is CPI-based for the dealers.

MR. POTTER. Yes.
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MR. BULLARD. Okay. | would be interested in the future to break down the five-year
because I think we should be able to control inflation over the five-year period. And that’s what
I’ve been a little bit more concerned about recently.

MS. LOGAN. We also asked for the average probability distribution for the five-year,
five-year-forward CPI inflation rate in the survey. And that distribution didn’t shift at all either.

CHAIR YELLEN. President Evans.

MR. EVANS. On chart 7, the primary dealer five-year, five-year-forward estimate
doesn’t seem to move much. That’s reminiscent of the Survey of Professional Forecasters. Do
they behave the same; is there really any difference between them? The dealers must contribute
to the Survey of Professional Forecasters, too.

MS. LOGAN. | haven’t looked at the differences between them.

MR. POTTER. The only difference is that you can get an implied five-year, five-year-
forward estimate from the Survey of Professional Forecasters. You have to take the 10-year and
the 5-year forecasts and basically subtract them; the Board staff will do that. The dealer survey
has a direct question on the five-year, five-year forward, which might trigger in their minds,
“The Fed is credible, I’m going to put down 2.3.”

MR. EVANS. Right. | ask because when I’m briefed on the Survey of Professional
Forecasters, it doesn’t really move very much, and I’m not quite sure what to think about that. |
can either take extreme comfort in it, that we’re locking down long-term inflation expectations,
or it could be that nobody is paying attention and they just filled the survey out. And I know
that, over a longer period of time, the Board staff has used the SPF inflation expectations, in the
1980s and whatnot. So | wonder if there is any analysis of the difference of those two—more

out of curiosity than anything else.
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MS. LOGAN. I think even when you look at our surveys and who fills them out, you
find that parts of the surveys are filled out by the economists, and certain questions they take to
the trading desk. And it could be that the economists, in filling them out, write down their own
expectations, and they go ask the trading desk for the decomposition of the change. So you can
be getting a mix of who is responding.

MR. EVANS. That was my interpretation.

CHAIR YELLEN. Okay. Then let’s turn to questions for Simon on the various
programs. President Lacker.

MR. LACKER. 1 think it’s a good idea to tell the market how we’re going to do things.
In the current primary dealer program, if you become eligible you can apply to get in. So having
reopened the ON RRP a couple of times now on an ad hoc basis, it would be an open question
for market participants as to whether there is going to be another round. And I think we owe it to
them to lay out a plan. | think closing it and having it be a one-time deal is more consistent with
the Committee’s view on this being a transitional arrangement to some extent—it might be a
couple years, but a transitional arrangement—than would be a continual reopening. So I like
Simon’s proposal for announcing publicly that it would be a one-time opening and then it’s
closed. Now, I took it that you were proposing that it would be open if people drop out. Is that
what you were saying, that it’s a constant number?

MR. POTTER. Just to correct one thing, | don’t think the previous openings were ad hoc
in any way. We were building up a list, and we changed the criteria as we added them. That was
presented to the Committee over a number of years. The difference this time is we’ve not really
established a way in which the overnight RRP is available. You are correct that this will be a

number of extended counterparties. We would find that number from how many that we will be
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adding, and we would then manage the list. In managing the list, the main issue would be for a
money fund. Can it keep its assets under management above $5 billion? Currently, there are
seven that don’t meet that criteria. We should think about whether we want to keep them on
there if we have an application from, say, a money fund that has a large amount of assets under
management, and we’re operating with that limit. That would be the kind of management that
we are talking about. So it would not be the case that the list would stay static. That’s
inappropriate, due to changes in business models and declines in assets and other things that the
counterparties might have.

MR. LACKER. I think I heard you say there would be a fixed number.

MR. POTTER. Yes. That would be an upper limit. 1 don’t think you’d want us to try
and hit that upper limit.

MR. LACKER. Right.

MR. POTTER. But we would make sure that we didn’t go above that upper limit.

MR. LACKER. So people could roll off as they fell off eligibility, right?

MR. POTTER. Yes, if we thought that it was appropriate to do that. It would be the
same with a primary dealer whose capital fell. That would be more stringent.

CHAIR YELLEN. But if a year from now a new participant who met all of the existing
criteria wanted to get into this, could that happen?

MR. POTTER. Assuming there was space. Yes.

CHAIR YELLEN. They would. So this isn’t your last update?

MR. POTTER. Yes.

VICE CHAIRMAN DUDLEY. If there was space.
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MR. POTTER. So it’s not a list that would just decline. We would keep it constant,
because I think if it declined it wouldn’t meet some of your needs. And you also would have to
think through what you’d like that list to look like if you want to use term RRPs as a more
traditional draining tool. The reason we built it in the way that we did is we started with the
money funds that had the most assets under management, because we felt they had the most
capacity to drain. We went through various waves in which we added money funds with smaller
assets under the management as a precaution that if it was decided that liftoff was going to be in,
say, 2011—which some people thought at that time—we wanted to get the most capacity in
place straightaway.

MR. LACKER. This seems like a reasonable approach.

VICE CHAIRMAN DUDLEY. Just to clarify this, in principle, there could be a queue at
some point, though.

MR. POTTER. There could be a queue. There’re a lot of issues that we would address
in terms of management. For a primary dealer, the performance metric is reasonably clear. How
active are they in the operations that we have? In this case, imagine we have a really large
money fund that’s not active, but that every day goes out and says, “Hey, | can put my money at
the Fed, and | can get the overnight RRP offer rate. So offer me a better rate.” Would we want
to kick that money fund out? Probably not, because it’s affecting the conditions in the money
markets. So we’d have to look quite carefully at how to sequence that. If you wanted a small
buffer above what we added, you could do that. But remember, we’ve got nearly the whole
universe right now. If you look at the chart there, to be honest, it’s not a really big restriction.
The big restriction is probably telling the market, “We’re done. We’re not changing the

eligibility requirement in the future.”
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VICE CHAIRMAN DUDLEY. That seems more important than the limits on the
number, right?

MR. POTTER. Yes. But I think one of the things people wanted is not to give a signal
that somehow you’ve changed your mind on the overnight RRP being temporary. And this is a
way of trying to help with that.

CHAIR YELLEN. President Rosengren.

MR. ROSENGREN. I’d like to switch gears over to the last two slides that you have on
the segregated balance accounts. In terms of the legal and regulatory issues that remain
unresolved, is there any reason not to resolve them? It would seem, as for all our tools, we
would want to at least have the option to be able to pull them off the shelf if necessary, Is there a
counterargument to why we wouldn’t get these things verified?

MR. POTTER. Having been involved in lots of these issues, | would say that we should
do anything that we are able to resolve within our four walls. Whenever we talk to outside
groups—we’d have to talk to the FDIC, the OCC—we have to be careful how we talk to them.
That’s a more significant step. But if there’s sufficient support, then it’s clearly fine, because
there is no chance of the story getting out, which might be misleading about what the Federal
Reserve might do. And | was trying to be clear, this is really a Federal Reserve service that we’d
offer. It’s not an FOMC tool.

MR. ENGLISH. One other point, just to be clear, one of the regulatory aspects would be
actually changing regulations.

MR. POTTER. Yes.

MR. ENGLISH. When you did that, it would be a very public thing. And I think at that

point it would be hard, then, to step back, if you went that far.
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MR. POTTER. There are some regulations the Federal Reserve would have to change
itself. For those, though, we can do them within the Board until we announce it.

CHAIR YELLEN. President Lacker.

MR. LACKER. Yes, just following up on this. Did I read the memo correctly that this
would require the Federal Reserve Bank to execute a contract with the customer of the bank
who’s placing the deposit with the bank?

MR. POTTER. I’m not a complete expert on the SBAs. There are other people in the
room who might be better at this. This is my impression of what happens: There would be an
arrangement that the bank would want to make. They would bring this proposed bilateral
relationship between the bank and the lender to the bank to the Federal Reserve for approval.
The Federal Reserve would say it’s okay to have that. Clearly, we would want to make sure that
the standard rules that we have about who’s opening bank accounts would apply, and there could
be other considerations as well as to what that counterparty looked like to the bank that was
borrowing from them when they opened up the account. So there would be some involvement
from the Federal Reserve in that sense, and if | got that wrong, someone in the room can correct
me. | think there are five appendixes, and they have a lot of the details in them.

MR. LACKER. Madam Chair, this seems like an involvement in the Reserve Banks on
the other side of the banking industry with their customers that seems operationally cumbersome.
We’ve talked about segregated balance accounts before, and we’ve got essentially two theories
for why there’s a spread between the funds rate and IOER. Balance sheet costs seems like a
really compelling theory. The idea that competition in the United States banking system isn’t
sufficient to narrow that wedge seems less persuasive. These are really only useful in that

second case, and it seems like a lot of operational machinery for something that just doesn’t
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seem that useful. | don’t know if this is the time in the meeting when you’re soliciting
comments.

CHAIR YELLEN. We are soliciting comments.

MR. POTTER. The FR 2420 has allowed us a lot of insight into who is borrowing in the
federal funds market. The FHLBs clearly have lists of banks that they feel have very high credit
status, and that is likely to produce a less competitive outcome than one in which all banks are
treated on equal footing. If all banks are treated on close-to-equal footing, you would get a better
distribution of reserves within the system. What you’re seeing is, it’s flowing to the foreign
banking organizations because they have slightly lower balance sheet costs. There are other
banks that might have that as well who aren’t as competitive with an FBO because they don’t
look to the FHLBs to be as good a credit.

VICE CHAIRMAN DUDLEY. Isn’t there also, Simon, a second issue, which is the fact
that the smaller banks would be less likely to be bound by the leverage ratio.

MR. POTTER. That’s what | meant. They’re not as close to the leverage ratio.

VICE CHAIRMAN DUDLEY. So you’re accessing a different part of banking.

MR. POTTER. They are subject to different regulatory rules than some of the large
banks. We know a lot of the reserves are at the really big banks, and they clearly have a different
regulatory environment than smaller banks. What we don’t know is whether smaller banks could
be effective in attracting loans because they’re smaller banks, and they’re not as useful as a
larger bank to most people with large amounts of money.

MR. LACKER. If I could just respond, the phenomenon you’ve described has been part
of the funds market forever.

MR. POTTER. Yes, it has.
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MR. LACKER. And we viewed the funds market as reasonably competitive back in the
day when we were targeting the funds rate. 1’m sure there were spreads from time to time based
on residual bank credit risk premiums, and 1’m sure from time to time there was a basis point or
two of maybe some competitive friction, but it’s hard for me to buy that this is a really gigantic
effect.

MR. POTTER. I agree. | would love to have the FR 2420 and see if the stability of
funding flows that we see now—and I could probably name the top five banks who get most of
this from the FHLBs—ever existed before. Usually when you see that kind of stability, it’s
probably not completely consistent with a perfectly competitive market, but it might be a very
efficient market.

CHAIR YELLEN. President Fisher.

MR. FISHER. 1I’d like to look at the memo on enhancements to the effective federal
funds rate, and make a point on that. | think the plans are thought out and sensible—
substantially expand coverage, all the pro arguments. My only concern is the proposed timeline.
I wanted to ask a question on that because this memo indicates that the Desk proposes to
announce sometime later this year its intention to change the FFER data source and publish the
OBFR. But it’s not likely to be ready to actually begin publication until “late summer.” Is there
any way to accelerate that publication? My real concern here is, does this affect liftoff? Because
if we wait until late summer, and let’s assume we want to move earlier than that, is this going to
be problematic? Is there a way to accelerate the process? You went through putting it out for
comment and so on. Could you shift the publication of the revised FFER forward and delink it
from preparation for the OBFR? 1’m just curious because that’s what caught my eye in reading

this memo.
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MR. POTTER. I think that we can only go out for the changes in the data collection
once. So that’s one of the constraints. We have to use the Federal Register. We have to take in
the comments, and we have to respond to them. We have a project plan that’s tried to look
carefully at that. 1 think—Josh, you can correct me—we’ve tried to take out as much time on
that project plan as possible. | don’t believe that somehow delaying the publication of the
overnight bank funding rate is going to affect the ability to use a different set of transaction data,
but, Josh, you can correct me because you are closer.

MR. FROST. In addition to giving the Federal Register notice some time, | think we
also need to give the banks some time. There’s a pretty substantial system change that they
would need to make to make sure they were getting all of the data to us that we needed. We tried
to wring out as much of the fat as we could from that timeline.

MR. FISHER. | guess my real question is, is this going to affect liftoff at all?

MR. POTTER. It will not affect liftoff.

MR. FISHER. Make adjustments to the data we’re collecting after liftoff?

MR. POTTER. We have a number of contingencies in place if we have problems with
the existing broker data, and we would implement those contingencies if that was the case.

MR. FISHER. Thank you. Madam Chair, obviously I don’t want this as an excuse to
delay liftoff. We should lift off when we’re supposed to lift off and the Committee agrees to lift
off. | just wanted to make that point.

CHAIR YELLEN. Further comments? Governor Powell.

MR. POWELL. On the SBAs, my understanding has long been that the FDIC looks ill
on any kind of secured borrowing. | see in the memo that we’re limiting it to 1-, 2-, and 3-rated

institutions, but have we socialized this idea with them?
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MR. POTTER. I think there have been some discussions at the staff level. It’s obviously
a little bit different taken as a formal proposal from the Federal Reserve to the FDIC, where |
was careful to talk about what we can do within our four walls and what we do when we go
outside, and there are always risks associated with that.

I think that my understanding of the logic of the proposal would suggest that this doesn’t
do any harm necessarily to the FDIC in terms of the deposit insurance fund, which is what they’d
be concerned about because the notion would be that you would be attracting funds that wouldn’t
be there. However, for a large bank that has an amount of reserves right now, they could switch
that into an SBA, and that wouldn’t be available in resolution. 1 think, Bill, that’s one of the
things that you thought was a possibility.

MR. POWELL. I could be wrong, and I guess there is one way to find out, but it may be
sort of a principle thing to them that they just don’t want that kind of encroachment.

MR. POTTER. The FDIC has been clear on certain principles with the Federal Reserve
over the last six or seven years, yes.

MR. ENGLISH. Governor Powell, I think a key question here with regard to this issue is
that there are two elasticities to worry about. One is, if you had SBAs, to what extent would that
increase the number of small and medium-size banks that would sign up for SBAs with
borrowers, provide extra competition, and boost market rates closer to the IOER rate? The other
elasticity is just as Simon was saying. You have large banks with a lot of reserves. Some of
their customers might say, “Gee, it would be appealing to have a secured deposit rather than an
unsecured deposit.” So you’d get a shift of the funding into, | guess, not a deposit but secured
funding and out of deposits. If that elasticity was large and the first one was small, this isn’t a

great thing to do. If you thought that the second elasticity was small and the first one was large,
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then you get a lot of traction on rates. It’s very hard to know, but I think at some level that’s
kind of the decision that you face.
MR. POTTER. And it’s hard to test this because it’s a service rather than a tool.
CHAIR YELLEN. Comments or questions? Okay. Then let’s turn to Fabio, who is
going to discuss testing of reverse repurchase agreement operations.

MR. NATALUCCI.? Thank you, Madam Chair; I will be referring to the exhibits
labeled “Proposals for Reverse Repurchase Agreement Operations.” In my remarks, |
will review the staff’s recommendations regarding additional RRP testing over the
next intermeeting period. These tests were the subject of one of the memos you
received ahead of the meeting.

As noted in the top panel of your first exhibit, reflecting in part the experience
gained since September, the staff now recommends that the Committee authorize a
series of preannounced modest decreases and increases in the ON RRP rate after the
October FOMC meeting. In particular, the ON RRP rate would first be lowered from
the current level of 5 basis points to 3 basis points, then raised to 7 basis points, and
finally increased to 10 basis points. The rate would be held at each of these levels for
two weeks before finally being returned to 5 basis points. A draft resolution that
would allow such testing by temporarily expanding the authorized range for the ON
RRP rate to 0 basis points to 10 basis points is attached to your handout.

Varying the ON RRP rate would affect its spread relative to the IOER rate and
could provide additional information about the effect of that spread on money
markets and the demand for ON RRP. In addition, changes in the ON RRP rate could
assist in the assessment of the effectiveness of the ON RRP rate as a floor for short-
term interest rates. Of particular interest may be the results of the testing at 7 basis
points and 10 basis points, as these may provide greater insight into the extent to
which the proximity of the ON RRP rate to the zero lower bound is influencing the
strength of the floor. The staff recommends that a full schedule of any planned ON
RRP rate changes be preannounced by the Desk following the October FOMC
meeting to reduce the chance that rate variations would be read as signaling a change
in the stance of monetary policy.

The bottom panel discusses possible testing of term RRPs to address market
pressures at year-end. Most market participants expect that balance sheet constraints
combined with high level of reserves in the system will once again exert downward
pressure on money markets around year-end. In the past, dynamics similar to those
visible around quarter-ends have been observed around year-ends, but generally with
more pronounced effects. This anticipated pressure raises two questions. First, does

2The materials used by Mr. Natalucci are appended to this transcript (appendix 2).
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the Committee desire to take action to address it? Second, if the Committee does
desire to do so, what action could it take?

The Committee may wish to test the ability of supplementary tools to improve
control over short-term interest rates and to help prevent a deterioration in money
market liquidity as pressures build near year-end. If so, the staff recommends that the
FOMC consider conducting a series of term RRP operations that span December 31,
2014. These operations would provide one of relatively few remaining opportunities
prior to liftoff to meaningfully test the utility of additional supplementary tools and
determine their efficacy in helping to control short-term interest rates. By increasing
the availability of safe money market instruments ahead of year-end, term RRP
operations could temper the potential for a buildup of pressures in money markets in
the final weeks of the year. For example, such operations could absorb some demand
that would otherwise push down rates on term securities, such as Treasury bills, that
mature after the turn of the year. In addition, these tests may also signal to the market
that the Committee, while not inclined to increase the overall limit on ON RRP usage,
does have additional supplementary tools available and is prepared to deploy them if
warranted. Finally, the Desk conducted open market operations in order to limit
temporary market strains over quarter- and year-ends prior to the financial crisis, so
doing so may not be seen as particularly surprising by market participants.

Such a term RRP exercise could be sized to try to offset the anticipated decline in
the available stock of safe money market assets that tends to occur around year-end.
A staff analysis suggests that on quarter-ends in 2014, the supply across a number of
types of money market assets has declined, in aggregate, by about $150 billion to
$200 billion. However, this staff analysis omits a number of significant asset classes,
including bilateral federal funds and Eurodollar activity, due to a lack of daily data; in
addition, the increase in demand observed at the September 30 ON RRP operation
exceeded these amounts. Accordingly, $300 billion of term RRP over year-end might
be a more realistic estimate of what would be required to meet the increase in demand
for safe money market assets.

The Desk could announce following the October FOMC meeting that it has been
authorized to conduct term RRP operations in December to cross year-end, with a
cumulative size limit of up to $300 billion, and that it will announce specific
operational details by early December. By helping to resolve some of the uncertainty
regarding the availability of safe money market instruments ahead of year-end, and
thus facilitating advanced planning by market participants, the early announcement
should avoid the “scramble” that reportedly took place in the short period between the
September FOMC meeting and quarter-end.

The staff recommends that term RRP operations be conducted at several different
times over the course of December. For example, fixed-quantity auctions could be
conducted each Friday in December for $25 billion, $50 billion, $100 billion, and
$125 billion, with each operation settling the Monday after the auction and maturing
on January 2, 2015. Bidding behavior and movements in money market rates
associated with these operations could provide readings of year-end pressures over
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the course of December. Of course, this proposal is preliminary, and should the
Committee pursue this option, it would need to be refined based on market
participants’ feedback, operational considerations, and evolving market conditions,
including issuance plans by the Treasury Department. Once the specific plan is
determined, the staff could submit it to the Chair for approval, notify the Committee,
and release the operational details to market participants. A draft resolution for such
an approach is included in the handout.

Alternatively, the Committee may find it desirable to take no action to address
year-end pressures, for example, if meeting participants are concerned about
appearing to accommodate “window dressing” behaviors by banks and are
comfortable with potentially significant downward pressure on short-term rates. This
strategy would provide a second observation of the performance of the current
framework on quarter-ends, without the potentially confounding surprise factor of an
announcement relatively late in the quarter, as was the case in September. In
addition, taking no action could reinforce the FOMC’s earlier communication that
occasional day-to-day volatility in money market rates is acceptable and that the ON
RRP facility will remain small.

Another possibility would be to mix these two approaches by testing term RRPs
over year-end and then, so long as the test went well and liftoff did not appear
imminent, allowing the March quarter-end to pass without Desk action.

Depending on your decisions regarding these testing issues, we will have copies
of the Desk statement available for review tomorrow.

Thank you. That concludes my prepared remarks. We would be happy to take
your questions.

CHAIR YELLEN. President Mester.

MS. MESTER. I have a question on each part of the proposal. Are you intending to
recommend any further testing in December? If so, what would those tests be? And then, on the
volatility and the term RRPs, we have always had year-end volatility in this market, and it seems
to be the rule rather than the exception. Is there some expectation that this year, in particular, it
IS going to be worse than it typically is? And that it’s going to actually have an effect on
financial conditions or the macroeconomy? Or is the proposal being made purely because you

want to test a tool?
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MR. NATALUCCI. | think your first question has to do with the change in the overnight
RRP, and the plan here is to test changes in the overnight RRP rate down and up.

MS. MESTER. Right. I understand that. But are you going to come back to us in
December with further tests?

MR. NATALUCCI. In addition to this?

MR. ENGLISH. I think it’s possible we will think that there is something further that we
want to test. Probably not at the December meeting, because then we’re going into year-end and
that’s going to be a strange enough period that | don’t think we’d learn anything from a test. The
current testing exercise expires at the end of January, so we may come back in January and want
to talk about additional testing that we would do after that. But we don’t have a particular plan
right now.

MR. NATALUCCI. On the second part, | think it would be interesting to do the testing
for a couple of reasons. This is one of the last opportunities before we get to liftoff in which we
know there are downward pressures on rates, and so testing the tool exactly when we could
check whether it would be effective or not would be, I think, an interesting experiment. There is
also the issue of intensifying balance sheet shrinkage over time, as has been evident with regard
to regulatory constraints, particularly from foreign banks. So I think it’s a combination of the
two. There is a sense that year-end is going to be very strong in terms of a restriction of the
supply of safe assets, as well as providing one of the few opportunities at a time when we know
there will be downward pressure, so it will be interesting to test the tool at that point.

MR. POTTER. 1 do think it’s hard to get a neutral read from market participants on this,
because they will always want us to help, and I think that was part of your point. To make their

lives easier, we used to do operations to smooth the effective rate close to these financial
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reporting dates. We might think that it was difficult to hit the funds rate target exactly on year-
end or at the end of a quarter, but in the old days we wouldn’t want the rate to be firm going into
that.

One of the other things that has changed is this $450 billion of cash from the asset
purchases that you have added to the system over the past year relative to the previous year-end.
That money has to find its way home. At some point, as we’ve seen at quarter-ends, some of the
traditional, conventional ways start to freeze up and you have to find other ways of putting that
cash into an asset or a bank account. And that could produce more disruptions, but it could go
just as smoothly as the September quarter-end did. For example, suppose we told you there was
a 20 percent chance that it would be more disruptive than usual. Would you want to do
something about it? The main thing here, | believe, is to test a tool that we think would be
useful, and this would look like a really good circumstance to test that tool. Just as raising the
rate to 10 basis points will be a good test if repo rates, when we raise to 10, were actually below
10—if repo rates were at 20, that’s not going to be helpful for us. We view year-end as a set of
conditions in which we could test how effective the term reverse repurchase agreements are.
And we learn a lot from that testing, both operationally and how effective it could be in assisting
interest on excess reserves, along with the other supplementary tool of overnight RRP.

MR. ENGLISH. 1 just want to reiterate a point here. In July, we sent the Committee a
memo that said basically, “What if the current plans for liftoff don’t work so well? What’s plan
B?” And the first addition that you could do is move the administered rates higher. The second
was term tools, TDF and term RRP. We are testing TDF now. The breakable TDF seems
actually to be going pretty well. That’s pretty interesting. Year-end would be a terrific time to

do a test of term RRP at a time when we know there will be downward pressure on rates. You
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don’t know how big that downward pressure will be, but it seems like a really opportune time to
get a good test in size of that term tool, which we may need when the time comes.

CHAIR YELLEN. Vice Chairman Dudley.

VICE CHAIRMAN DUDLEY. If I could just add to what has been said, it seems to me
that you want to test everything that you need to test to make sure that, when you do lift off you
actually do have monetary control. That would be point number one. Point number two is, it is
very likely that when we lift off it is going to be right before quarter-end and so we may want to
have those tools in place and really understand how those tools are actually going to operate. |
would much prefer doing a test of term RRP before we get to liftoff than to use it sort of sight
unseen.

CHAIR YELLEN. Yes, if I could just reinforce that. If the Committee is contemplating
June as the time of liftoff, or alternatively September, these are quarter-ends. Our meetings
occur just before quarter-end. If you think about the practical difficulties, we decide to raise the
target range for the first time, and immediately we are swamped with year-end pressures so that
instead of our rate going up, it goes down. We don’t have anything in place to deal with that,
and these term RRPs are an attractive way, without raising the size of the overnight RRP facility,
to deal with pressures and create a better environment in which we have more confidence when
we lift off. Unfortunately, June, September, December, and March are our press conference key
meetings, and so we have to face the fact that these quarter-end pressures are going to be with us
probably at the moment we do decide to lift off. Although you don’t care if this pressure shows
through to the market once in a while, I think that would be problematic, at least the first time,

and we should try to make sure we can deal with them. President Lacker.
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MR. LACKER. | want to talk a little bit about the pressure on rates in the couple of days
before quarter-end. MarketSource provides a great set of descriptive information about what was
going on in markets after our announcement. And it was pretty clear that after the announcement
of our parameters, people placed a lot of weight on the probability that the RRP rate would be set
below 5 basis points. The description led me to believe that people are essentially taking out
insurance by locking up funds over that horizon and were willing to take a lower yield now on,
say, five-day funds across the quarter-end in order to insure against maybe even getting a
negative rate at the RRP. Now, at a five-day horizon, that’s just a traditional sort of yield curve
consideration.

Before, when we pegged the funds rate, it was the only rate we pegged. Now we do peg
the IOER rate, and we’re going to smooth that through the quarter-end. The IOER rate isn’t
going to move over quarter-end. So what we’re talking about is this spread to IOER. If rates are
going to be soft in the days leading into year-end, isn’t the natural response for us to raise the cap
at year-end, so we’re sure we can nail the rate at 5 basis points? And if we do that and markets
are pretty confident that the cap we have for year-end—and this is one of the staff’s proposals—
IS going to nail it, then we’re not going to get the softness in the days ahead. So I’m not sure
why that’s not the best option for this.

Now, | understand that the Committee, in its discussion of the cap on the overall size of
the facility, came to a judgment that reflected a variety of considerations about the footprint,
financial-stability concerns, the idea of people running into this facility, and so forth. Well, if
that judgment leads us to want to leave the cap in place at year-end, then my understanding is
that these term RRPs are not going to count against this cap. So they are sort of an end run

around the cap; they are sort of loosening up the Committee’s decision about $300 billion being
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the optimal amount. To my mind, it seems like extending the cap on quarter-end or year-end is
the logical solution, if we want to do this. Now, personally, I think in the past we have let a lot
of volatility show through at year-end, and it doesn’t affect the one-year rate, it doesn’t affect the
six-month rate. We have generally lived with a fair amount of year-end volatility and haven’t
viewed it as problematic until now. Now | understand the consideration about the end of June.

VICE CHAIRMAN DUDLEY. Yes, what’s different is that this time we are going to be
presumably taking off before a quarter-end and that would not be a good time to be unable to
show monetary control.

MR. LACKER. For one day? For one day, okay. For one day, let’s raise the cap. Triple
the cap for one day.

MR. NATALUCCI. Can I respond for a second and maybe offer a different perspective?
I think there’s a difference between overnight and term RRPs in terms of footprint and the
financial-stability consideration. So in terms of footprint, this is a temporary thing that you do in
that period, and it would end after quarter-end or after year-end. It doesn’t have the same
footprint that raising a cap in general has.

MR. LACKER. While it’s in place, it does. | mean, it diverts intermediation flows while
it’s in place.

MR. NATALUCCI. But only for a limited horizon, and the financial-stability
consideration that we raised about the overnight RRP that generates the run dynamics is not in
place here. This is a different settlement system. So it doesn’t generate the run dynamics that
raising the cap or the expectation of an increase in the cap would.

I also think there are a couple of differences between raising the overnight RRP cap and

having term RRPs. One is that depending on the size, it’s not obvious that increasing the cap on
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one day at the end of the year would remove the same amount of uncertainty that having a series
of term RRPs would. If I am a market participant, I’m not sure whether | have access to the
auction or not. So some uncertainty stays.

MR. LACKER. There’s no amount that—

MR. NATALUCCI. Oh, there is, of course. As I said, the $300 billion in term RRPs
amounted to the estimated increase in demand for safe money market assets. Maintaining the
constraints set by the Committee until year-end, the removal of uncertainty could not have the
same effect. That’s the second piece, which is, you get readings of market prices if you do a
series of term RRPs where you’re starting out in December and you can adjust the size.

MR. ENGLISH. 1 agree with everything Fabio said, but the even more fundamental
thing I took from earlier discussions around this table was you all really didn’t want to show a
willingness to adjust the size of the overnight RRP program, and so | took as a basic assumption
that we weren’t going to increase the size of the overnight RRP program. Instead, we’d take this
opportunity to test the term tool, which | wanted to do anyway, which | think is valuable.

But I agree. As I think we pointed out in the memo, an alternative approach would be to
greatly increase the size of the overnight RRP around year-end, and if the Committee wanted to
do that, I think that would work. But we really did take seriously the thought that that could be
read as a signal that the Committee was more willing than it actually was to adjust the size of
that program.

MR. POTTER. President Lacker, let me play out a scenario for you. We get to
December 28, and we’ve told people we’re going to increase on New Year’s Eve. On December
28 we cap out. Rates get lower. On December 29, we cap out again. Then, on that next day, we

suddenly raise it to $600 billion and it works quite well. There will be a lot of people at that
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point who say, “Well, why don’t you extend the $600 billion for the whole week between
Christmas and New Year?” | think we’re trying to avoid that kind of dynamic. It’s not obvious
to us when exactly would be the right time to start increasing the cap because at the year-end, it
might not be as effective to do it, say, on this one day as it would be at a regular quarter-end.

CHAIR YELLEN. Governor Tarullo.

MR. TARULLO. Thank you, Madam Chair. Fabio said a good bit of what I might have
said, Jeff, in response to your observation. | think there’s not going to be a perfect alternative
here, and we have recognized that in our discussions over the last couple of meetings. We have
aims that are somewhat in tension with one another. Number one, as the Chair just stated a few
moments ago, is wanting to have a lot of credibility at the point of liftoff and perhaps for a
meeting or two thereafter. Number two is not wanting to put in place a program which invites a
significant change in the financial industry that may, in turn, increase the chances of runs in
periods of stress.

I think what’s being proposed here is a way to avoid signaling in advance that we’re
going to have a cap increase if there are any problems with the floor. | don’t think anybody is
taking that off the table, but what I think the staff is proposing here is a way to determine
whether a mix of instruments will do the job sufficiently so that we don’t have to raise the cap.
If what we learn in December is, notwithstanding the mix of instruments, there’s still an awful
lot of softness that makes a majority of the Committee uneasy, then we might actually have to
think about raising the cap when we lift off. But this is a way of giving ourselves a chance of not
doing that.

By doing this, we’re going to lose some information that we might otherwise have had by

just keeping the $300 billion cap. Suppose everything goes well in December. We’re not going
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to know whether that’s because participants adjusted and made arrangements beforehand or
because of the term. We’re not going to know whether it was because September 30 was a
special date, because that’s the day on which balance sheets are frozen for stress testing and
CCAR purposes, or whether it’s just an end-of-quarter issue.

So we’re not going to know some of that, but that’s what happens when you have to
make policy decisions in real time. You’re not able to do everything you want. Although there
are elements of this that I sort of regret, I really do think this is the best way to try to balance
those two ends which are potentially in tension with one another, and it gives us the best shot at
an outcome that doesn’t compromise either of those goals.

MR. NATALUCCI. | guess one way to respond, to try to regain some of the information,
would be not to do it in March.

MR. TARULLO. That’s a good point. So what | was going to say is after this is done,
we can in January debate whether (a) we would like to have the cap, (b) we would like to keep
everything that we had in December, or (c) we want to kind of “go cold” and see what happens
in March without any program at all. But we can decide that in January on the basis of whatever
information we get out of this.

CHAIR YELLEN. President Lockhart.

MR. LOCKHART. A question on how you structure the ON RRP testing regime. Did
you think about whether it is operationally feasible, rather than to target specific overnight
reverse repo rates, to actually target spreads to market rates and, therefore, tactically move with
what’s going on in the market as you test these overnight reverse repo rates? Is that possible? It
seems to me that’s a more nuanced approach, but, at the end of the day, it’s closer to what a real-

world outcome would be.
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MR. NATALUCCI. I’ll let Simon respond, but I think the rate is easier because we have
control where we want the rate to move. Money market rates, in a sense, are exogenous to us.
Currently, they’re relatively high. You will have to move it quite a bit and get quite a lot closer
to where we are now, for example, to target a specific spread. So, in some sense, that’s a
limitation. Just going after the ON RRP rate might limit the utility of the test because if rates are
very high, you might not get much traction.

MR. LOCKHART. Simon’s reference to today, the GC repo rate of 20 basis points, or
something like that, makes it unfeasible to target spreads.

MR. POTTER. Operationally, we could certainly do it. We could announce that we’re
going to have a spread over a certain rate, which is publicly known. We have an internal rate
that’s not publicly known. That would be the most useful one for us. 1 think it’d be a bit of a
step to start publishing that rate.

MR. ENGLISH. With all that said, I think one advantage of what we’ve proposed is that
we can lay it all out in advance so people will know what’s coming, and | think there’s an
advantage to that in two respects. One is it just lets people think about it and plan a little bit.
The other is that there’s no risk of any sort of surprise leading people to think that we’re
signaling about policy or anything like that. We’re going to write down a path under which the
overnight RRP rate goes down and then it goes up and then it comes back to 5 basis points, and
it’s very clear that there’s nothing up our sleeve. We’re just going to do some testing of what
happens when that rate moves around.

MR. LOCKHART. The preannouncement is really a critical consideration, then.

MR. ENGLISH. 1 think it’s very helpful.

MR. POTTER. In terms of not confusing people.
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MR. NATALUCCI. And the memo had an example of what could be a schedule, for
example, a specific up and down, a specific guide through the month of December, mid-
December.

CHAIR YELLEN. A two-hander, President Plosser?

MR. PLOSSER. Yes, please. To follow up on this point, do you think there’s any
possibility that by announcing the schedule in advance—you’re going to go up, going to go
down—that you’ll limit what you actually learn from the exercise because there will be some
endogeneity that people will plan? How does that figure into how you would then interpret what
you see?

MR. ENGLISH. I think we’re hoping that it will be the reverse in the sense that people
know that the rates will be low for a while and then high for a while. That gives them time to
plan and adjust so that we’ll see a little bit closer perhaps to what we would see if there were
more durable changes in rates, if we just raised the rate and left it high for a while. 1 think our
hope was that we’d get a little bit better information, but I guess it’s hard to know.

MR. NATALUCCI. I think we note in the memo that there is some reason it might go in
the other direction if you think that there are switching costs from moving away from your
counterparties and coming to the Federal Reserve, and you know that it is going to be raised only
for two weeks. Then, in some sense you’re trading off that you don’t want to send any signal in
terms of monetary policy.

MR. POTTER. 1 think raising the rate above 5 basis points without telling people that
you’re going to bring it back down would send a very confusing signal.

CHAIR YELLEN. President Fisher.



October 28-29, 2014 44 of 258

MR. FISHER. Thank you, Madam Chair. | just want to come back to the basics in terms
of what helps me decide this. The reason we placed a cap is that we were worried about the
flight-to-safety demand. We wanted to focus on supply-driven demand, downward pressure. So
a simple question: By employing this, are we certain we won’t confuse the market between the
two or will we be clarifying whether we really are providing this facility to deal with supply-
driven demand pressures?

MR. NATALUCCI. | think the dynamics are different. For example, the financial-
stability concern that we had was a situation in which the money funds or the cash lender would
take money away from broker-dealers or other banks and come to the Federal Reserve, so the
flow of money would go from the borrowers into the funds. At year-end, you have different
dynamics. Those are the dealers that are shrinking their balance sheets, and so the cash lenders
left with uninvested cash are looking for a home, for a safe harbor. The directionality of flows,
in some sense, is different. So that wouldn’t raise the financial-stability concern that we had.

MR. POTTER. It’s the way that you said it. It’s not the flow in leaving, it’s trying to
think about what the fluctuation of supply is, which is exogenous to this type of event.

MR. FISHER. Thank you.

CHAIR YELLEN. President Lacker.

MR. LACKER. | want to follow up about the rate. You talked about wanting to learn
more about the effect of the proximity of the rate to the zero bound. When you vary the rate,
you’re also varying the distance between the interest rate on excess reserves and the RRP rate.
And | think it’s not identified, right? 1 mean, the econometric term—~President Williams will
correct me if I’m wrong, I’m sure—is | don’t think they’re separately identified. You’re not

going to be able to disentangle the two. | was wondering if you have a strategy for that.
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MR. ENGLISH. I think there is a problem, and it’s just there unless we move the IOER
rate as well, and then it just looks like you’re tightening policy. So eventually we’ll do that
experiment, too. Do it for real. But I think that we may get at least some signal about the effects
of the zero lower bound because we’re going to go down to 3 basis points; we’re going to go up
to 10 basis points; going down to 3 is 3 basis points on the spread between IOER and overnight
RRP, but also going closer to the zero lower bound. When you go up to 7 basis points, you go
up to 10 basis points. For example, if there’s a nonlinearity, you could attribute that to the zero
lower bound, right?

MR. LACKER. But you need some auxiliary hypothesis.

MR. ENGLISH. That’s right.

MR. POTTER. It’s also good to move one thing and hold the other thing constant as
well. There’s some econometrics related to that.

MR. LACKER. Yes. You get the point. It’s going to be hard to draw any independent
inference, because you’re obviously looking for information about what happens when IOER
rate is 125 basis points.

MR. ENGLISH. And it’s going to be very imperfect information about that, but I think
it’s better to have the information we can get than not.

MR. LACKER. My recollection of the Committee discussion is that there wasn’t that
much interest in a spread of 20 or 15 basis points between the IOER and ON RRP rates. So why
are we interested in testing 15 basis points for the spread, and 10 basis points for the rate now?

MR. ENGLISH. Again, if we could move them both without implying monetary policy

tightening, I think that would give us better information. But this is a way of getting a handle on
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how sound is the floor that we get from the overnight RRP rate, and what is the effect on demand
for this facility.

MR. NATALUCCI. Assuming you tried to pick points on the demand curve by moving
the rate.

MR. LACKER. Yes, | know, but you’re also varying the spread to IOER. So it doesn’t
tell you the effect of the rate alone.

MR. POTTER. But the simple thing is, will repo rates move with the overnight RRP?
That will tell us something.

MR. LACKER. Yes.

VICE CHAIRMAN DUDLEY. And will demand go up or down.

MR. POTTER. The ideal would be demand doesn’t change, we just move the rates up.

CHAIR YELLEN. President Kocherlakota.

MR. KOCHERLAKOTA. Thank you, Madam Chair. In the memo, on page 9, the staff
suggests that the Committee could emphasize that it was employing term RRPs as a test of its
term RRP tool, that the Committee had not decided whether or not such operations would be
used in the future. I think that kind of communication would be desirable, so should I take that
as being part of what is being proposed?

MR. POTTER. Well, that statement, if you approve this, would be crystal clear about
this. This is just a test.

MR. KOCHERLAKOTA. Okay. I just wanted to be clear. Thanks.

CHAIR YELLEN. Okay. Are we ready to decide these questions? We have before us
two separate resolutions. So let’s go to resolution 1, which pertains to the offering rate. Do |

have a motion?
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VICE CHAIRMAN DUDLEY. So moved.

CHAIR YELLEN. Second?

MR. FISCHER. Second.

CHAIR YELLEN. Okay. All in favor? [Chorus of ayes] Any opposed? [No response]
Okay. Let’s go to resolution 2 on trying the term reverse repurchase operations at year-end. Do
I have a motion?

VICE CHAIRMAN DUDLEY. So moved.

MR. FISCHER. Second.

CHAIR YELLEN. All in favor? [Chorus of ayes] Any opposed? [No response] Okay.
Great. So those two resolutions on year-end testing pass. And finally, we need to ratify
domestic open market operations since the September meeting. Do | have a motion?

MR. FISCHER. So moved.

CHAIR YELLEN. Thanks. Without objection. Okay. The Board meeting is now
ended. So let’s continue. Let’s go to the economic and financial situation, and I’ll ask Eric
Engen to start us off.

MR. ENGEN.?® Thank you. | will be referring to the materials distributed for the

U.S. outlook. The net tightening in overall financial conditions since the September
Tealbook projection led us to revise down our medium-term economic outlook.
However, as you can see from the first panel of your forecast summary exhibit, the
spending data that we received since the previous Tealbook resulted in our making
only minor revisions to the near-term GDP projection. In particular, although the
data on consumer spending that we received after the September Tealbook closed—
and reported at the September FOMC meeting—surprised us to the upside,
subsequent consumption data were weaker than we expected. As a result, our near-
term PCE forecast is about unrevised from our previous Tealbook projection.
Revisions to the other major categories of spending were relatively small, and more

or less offset each other. The data we received this morning on orders, shipments,
and inventories of durable goods had no material effect on our near-term forecast.

3 The materials used by Mr. Engen are appended to this transcript (appendix 3).
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Over the medium term, we adjusted down our projection for real GDP growth by
about ¥4 percentage point in each of the next three years. This revision primarily
reflects financial conditioning assumptions that, taken as a whole, we see as less
supportive of economic activity than those used in September. Specifically, in this
Tealbook we have a higher projected path for the dollar and a somewhat lower
trajectory for equity prices over the medium term; the negative effects of these
revisions on economic activity are only partly offset by the downward revisions we
have made to longer-term interest rates. In addition to these changes in financial
assumptions, we also have a slightly slower projected pace of foreign economic
growth, which is a small drag on U.S. GDP growth, along with a lower expected path
for oil prices that provides some boost to domestic economic activity. Since last
Wednesday when the October Tealbook projection was closed, equity prices have
retraced a portion—Dbut not all—of their decline since the previous Tealbook;
however, this would only shave a bit from the downward revision to our projection
for GDP growth in the October Tealbook.

Most of the revision to projected longer-term interest rates reflects a downward
revision to our assumed path for the federal funds rate. We continue to assume that
the federal funds rate will lift off from its effective lower bound in the second quarter
of 2015. However, reflecting the wider output gap and slightly lower path for core
inflation that we have in the current forecast, the inertial Taylor rule that we use to set
our policy rate assumption prescribes a funds rate path that rises less steeply after
liftoff than that in our September projection.

Turning to conditions in the labor market, the September employment report was
a little stronger than we had expected. In the household survey, the unemployment
rate—shown in panel 2—declined to 5.9 percent in September; we had expected it to
hold steady at 6.1 percent. Meanwhile, in the establishment survey, the level of total
payroll employment—panel 3—was about 90,000 higher last month than in our
previous Tealbook projection.

We took some of this better-than-expected news on board in revisiting our near-
term forecast for the labor market. Over the remainder of the projection period,
however, we weakened our outlook for the labor market in line with the downward
revisions we made to the pace of real output growth. In particular, we now expect the
unemployment rate to be 5% percent at the end of 2017—Y4 percentage point higher
than in our September forecast, and equal to our estimate of the natural rate.
Similarly, the projected level of payroll employment at the end of 2017 is about
700,000 lower than in our previous projection.

The next two panels summarize our inflation projection. As you can see from
panel 4, we have marked down our near-term projection for total PCE price inflation
noticeably; this downward revision to headline inflation is mainly attributable to
recent declines in crude oil prices, which we have fed through to our forecast for
consumer energy prices. As you can see from panel 5, we also slightly lowered our
near-term projection for core PCE price inflation; this revision reflects incoming data
that have been a little softer than expected as well as a downward revision to core
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import prices over the second half of this year. Further out, our core inflation forecast
is just a touch lower than in September, reflecting both the wider margin of slack in
the current projection and the pass-through of lower core and energy prices. We
continue to anticipate that core PCE inflation will move up gradually over the
projection period—from 1.5 percent this year to 1.8 percent in 2017—as labor and
product markets tighten.

As always, numerous risks surround our outlook. The final panel notes two risks
to our baseline projection that we presented as alternative scenarios in the Risks and
Uncertainty section of the Tealbook. First, as you know, our medium-term inflation
projection hinges on the assumption that the longer-term inflation expectations that
are relevant for wage and price setting are currently at 1.8 percent. In the scenario
titled “Lower Long-Term Inflation Expectations,” we considered the possibility that
this assumption is wrong. Specifically, we assumed that the current level of these
expectations is 1.5 percent—a value that is comparable to recent actual inflation—and
that longer-term expectations are set adaptively with reference to the behavior of
actual past inflation. Under these assumptions, core inflation runs about
Y4 percentage point below the Tealbook baseline over the medium term and the
unemployment rate falls to 4% percent by the end of 2017. Liftoff of the federal
funds rate is delayed until early 2017; at that time, inflation one to two years ahead
remains about ¥z percentage point below the Committee’s 2 percent longer-term
objective.

A second scenario explored the possibility that, although the financial market
volatility over the past few weeks seems to have eased, it may instead represent the
first installment of what could prove to be a broader and more prolonged
reassessment of risk. In particular, we considered a scenario in which heightened risk
aversion results in a large reduction in equity prices, persistently wider risk spreads
for longer-term interest rates, and lower consumer and business confidence. The
resulting hit to economic activity yields an unemployment rate path that is more than
a percentage point above the Tealbook baseline by the end of the medium term, with
the federal funds rate stuck at the effective lower bound for the next five years.
Interestingly, the pace of increases in unit labor costs, and thus price inflation, are
essentially unchanged from our baseline, as slower wage growth stemming from a
higher unemployment rate is roughly offset by the effect of reduced productivity
growth from less capital deepening. Steve Kamin will now continue our presentation.

MR. KAMIN.* Thank you. I’ll be referring to the materials labeled “Material for
the Foreign Outlook.” 1 find it extremely irritating when a company is rolling out a
new product—for example, since it seems to be on my mind, Arby’s new Hawaiian
BBQ brisket sandwich—and they run commercials for it on television every seven
minutes. You may have felt the same way when you read about the effect of the
dollar on the U.S. economy in our note to the Committee, again in a box in the
Domestic Economic Developments and Outlook section of the Tealbook, and then
again in the Risks and Uncertainty section of the Tealbook. All I can say is that, like

4 The materials used by Mr. Kamin are appended to this transcript (appendix 4).
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Arby’s new Hawaiian BBQ brisket sandwich, the dollar has been very much on our
minds lately, given its sharp run-up in recent months and the implications of any
future appreciation for U.S. activity and prices. If it is any consolation, however, |
will not be discussing the dollar until later in my remarks.

In the meantime, | would like to address that other elephant in the room, the
recent surge in financial volatility around the world. Although financial newspapers
were running stories to interpret the surge with headlines like “The Global Economy
Stalling,” our assessment is that incoming data from abroad, while disappointing, on
balance, were hardly weak enough to presage widespread retrenchment.

Accordingly, as shown in panel 1, we have marked down our forecast for foreign
economic growth just a bit beyond the near term. Certainly, the global economic
indicators that we follow, such as the index of new export orders shown in panel 2, do
not signal an imminent global slowdown. Moreover, the rise in the dollar and decline
in oil prices we’ve seen in recent months should provide some support for economic
activity abroad.

To be sure, much of the concern in financial markets has focused on the euro area
and China, but even there, the news has not been uniformly bad. In the euro area, as
shown in panel 3, the Eurocoin coincident indicator continues to signal expansion,
although it has weakened recently. The most recent data, including PMIs, German
auto production, and consumer confidence, have been reasonably assuring, and we
are projecting that euro-area GDP will continue its paltry recovery in the quarters to
come.

A second area of concern has been China, where a turndown in the property
market, the red line in panel 4, has prompted fears of a financial sector bust, a sharp
slowdown in growth, and spillovers to trading partners around the world. Such
concerns were especially pronounced when data for August showed a sharp decline in
industrial activity. In the event, industrial production rebounded in September and
third-quarter GDP came in, by our estimate, at a very solid 7% percent annual rate,
allaying fears of an imminent hard landing. Although we’ve marked down our
forecast a bit, as domestic demand appears to have lost some momentum, we are still
projecting solid growth.

All told, as Lorie suggested earlier, our sense is that the earlier downdrafts in
markets likely were prompted not so much by markdowns to investors’ modal
forecasts for the global outlook but rather by a heightened focus on the downside
risks to the outlook, coming after a period when investors had appeared quite
sanguine. Although markets probably overdid their mood swing, the downside risks
are certainly significant. In the euro area, the economy’s underlying momentum is
weak enough that it would not take much to push it back into recession. Moreover,
with headline inflation down to only 0.3 percent, additional declines, even if caused
by falling energy prices, could further unhinge inflation expectations, boost real
interest rates, and diminish confidence in the authorities” willingness to do what it
takes to support the economy. The ECB apparently is considering additional
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measures, such as corporate bond purchases, and the recent completion of the bank
stress tests is an important achievement, but there are good reasons to be worried.

The same is true of China. The recent declines in housing prices and sales are
probably helpful in curbing excesses and should not, by themselves, lead to
unmanageable stresses. But once begun, it is hard to know when this correction will
end. Although the Chinese government has the capacity to backstop the financial
sector, a vicious cycle of falling property prices, mounting defaults, lending cutbacks,
and contractions in spending could unwind so quickly that the authorities fall behind
the curve. A hard landing in China, in turn, might trigger distress in other parts of the
global economy.

As | threatened earlier, these considerations bring us to the dollar, whose run-up
in recent months appears attributable in large part to increased concerns about the
foreign outlook. As shown in panel 5, the starting point for our forecast of the broad
real dollar has moved up 3% percent between the time of the July Tealbook, the green
dashed line, and the present. As shown in panel 6, we anticipate further increases in
the dollar against the AFE currencies as, in our baseline forecast, U.S. short-term
interest rates rise faster than markets currently expect. But the dollar declines against
the EME currencies, panel 7, as the Chinese renminbi appreciates, dragging up the
currencies of its Asian neighbors. All told, returning to the solid black line in panel 5,
we continue to project some decline in the broad real dollar.

However, we are now assuming a bit less dollar depreciation than we had
previously. The note we circulated to the Committee last week describes how we
have revised our forecasts for the EME currencies in three respects. We now assume
that surprises to U.S. interest rates will affect these currencies, we have scaled back
the extent to which the Chinese renminbi appreciates over the next year, and we have
scaled back how much other Asian currencies will respond to changes in the
renminbi. As can be seen by comparing our current forecast with the red dashed line,
which represents the forecast that we would have written down for this Tealbook had
we not revised our approach, these revisions lead to only a slight lift to our dollar
projection, but they should tie our exchange rate forecast more closely to the overall
global outlook as well as to surprises in interest rates associated with policy
normalization.

Of course, any forecasting process will have trouble capturing movements in asset
prices such as the exchange rate. In consequence, we can hardly preclude the
possibility of a further large run-up in the dollar. Your next exhibit draws on our
SIGMA general equilibrium model to explore the effects of a 10 percent appreciation
shock to the dollar, similar to some of the analysis we presented in our note to the
Committee and in the Tealbook. Starting with panel 1, the blue line shows how the
shock is phased in over several quarters and then gradually dies out, assuming that
monetary policy (panel 2) follows the staff’s baseline projection and does not respond
to the shock. Note that the movement of the dollar in this scenario would be very
large compared with its variation in recent years, but not entirely unprecedented. In
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response, and with no cushion from monetary policy, both output growth (panel 3)
and core PCE inflation (panel 4) drop below 1 percent on a four-quarter basis.

Of course, in reality, monetary policy would not remain unchanged, and the red
lines in the panels assume that policy responds to the shock in a manner consistent
with the Taylor (1999) rule. As shown in panel 2, the federal funds rate lifts off one
quarter later than in the baseline and is 50 basis points below baseline by 2016. In
consequence, the dollar (panel 1) appreciates less in response to the shock than when
monetary policy is held fixed. Both GDP growth (panel 3) and, to a lesser extent,
inflation (panel 4) fall by less as well. Bottom line: Movements in the dollar can
indeed be an important influence on the U.S. economy, although adjustments in
monetary policy can moderate its effects. Nellie Liang will now continue our
presentation.

MS. LIANG.® Thank you, Steve. | will be referring to “Material for Briefing on
Financial Stability Developments.” My briefing today summarizes our recent QS
financial stability assessment. Recent financial market developments illustrate the
potential for shocks to trigger sizable increases in volatility and declines in asset
prices. However, the U.S. financial system appears resilient to shocks of the
magnitude we’ve seen to date, in line with our judgment that vulnerabilities remain,
on balance, at a moderate level. While we view asset valuation pressures to be above
average—a notable “orange” in our heat map—reflecting some reach-for-yield
behavior in a low-rate environment, there is substantially more capital and less short-
term wholesale funding in the financial system than in the mid-2000s.

Turning to your first exhibit, as shown in the top-left panel, the largest domestic
banking firms reported in their third-quarter earnings releases that their capital
exceeded their new fully phased-in Tier 1 common equity requirements, including the
proposed international SIFI surcharge. For leveraged nonbank financial firms, for
which we have much less data, leverage also appears relatively low, though likely it
has been rising at hedge funds. And as shown to the right, net short-term wholesale
funding for the broad financial sector, expressed as a ratio to GDP, has remained low
and is back to levels of the early 1990s. The lower levels, combined with less
leverage, suggest that the potential for fire-sale externalities is much diminished.

Our overall assessment is also supported by subdued growth in household sector
debt, shown in the middle-left panel by the decline in the blue shaded area since the
crisis. As we highlighted in a box in the QS summary, lower debt burdens of
households at this time likely make the economy much less vulnerable to a sharp
house price decline than in 2007, when high debt levels made spending especially
sensitive to a house price collapse.

Turning to asset valuations, as shown in the middle-right panel, the expected real
return on equity for the broad market remains in a range of about 6 to 7 percent,
despite the recent decline in prices, rise in volatility, and some unwinding of

5> The materials used by Ms. Liang are appended to this transcript (appendix 5).
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leveraged positions. Its gap to the real 10-year Treasury yield remains wide. While
this estimated equity premium suggests a lack of valuation pressures, it is vulnerable
to a scenario in which profit margins decline more than expected, which, as described
in a box in the Tealbook, could cause a significant decline in stock prices.

In addition, as we have noted for some time, there are pockets of valuation
pressures. Valuations are elevated for small cap stocks (not shown), and risk spreads
are narrow and underwriting standards have been loose in the speculative-grade debt
markets. As shown in the bottom left, the recent small rise in high-yield bond spreads
was concentrated mostly in the near term, while far-term forward spreads, an
indicator of investor sentiment toward risk, remained near the bottom end of their
historical ranges.

Meanwhile, valuation pressures have broadened to the commercial real estate
sector. Property prices have been rising sharply, and as shown to the right, the price-
to-income ratio for office properties, the black line, has been moving up. CMBS
issuance, the yellow bars, has increased, and competition among lenders for loans has
led to increases in loan-to-value ratios and more loans with full or partial interest-only
periods, and there appears to be some “shopping” for ratings by CMBS issuers.
Investors have been pushing back, but these trends bear watching.

Turning to your next exhibit, as shown in the top-left panel, issuance of high-yield
bonds and syndicated leveraged loans remained solid in Q3; total debt outstanding
from these combined sources, the black line, has continued to increase and is now
close to $2 trillion. In addition, the share of the lower-quality debt has been rising.
As shown to the right, the fraction of leveraged loans with ratings of B-minus or
lower at origination, the orange and red bars combined, continued to increase.

The rise in debt outstanding is showing through to debt positions of some
nonfinancial corporate businesses. As shown by the black line in the middle left, the
net leverage ratio for speculative-grade firms is nearing the top end of its range over
recent decades. This increase, however, is not evident for investment-grade firms,
which account for most of the nonfinancial corporate debt.

As noted to the right, models that predict defaults and bond returns suggest that a
sustained rapid rise in riskier debt would lead to notably higher default rates and
lower returns in a couple of years than in a scenario of moderate debt growth. The
resulting increase in losses would likely reduce credit availability and contribute to a
boom-bust credit cycle, and could increase the risks to your macroeconomic
objectives.

If the losses were borne by leveraged investors, the severity of a credit cycle
could be greater. While banks mostly distribute the leveraged loans they originate
rather than hold them, some banks purchase the triple-A-rated tranches of CLOs,
though direct expected losses on such holdings appear, at this point, quite
manageable. Currently, other major buyers of these tranches do not appear to be
funding them with short-term debt. However, in the June SCOQS, a significant
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number of dealers reported increased demand by hedge funds to fund CLO tranches,
and there are reports of increased use of total return swaps (TRS) to gain exposure to
loans and CLOs. Repo financing and TRS are areas that bear watching, since a
decline in collateral values could amplify the effects of higher defaults.

In addition, any losses from credit or duration risk could be exacerbated by
growing liquidity mismatch between corporate bond funds and the underlying assets.
As shown in the bottom-left panel, bond mutual funds and ETFs have expanded
relative to the total corporate bond market, implying that more of these bonds are
being held with daily or intradaily claims against them. As a consequence, there is a
greater risk of liquidity price discounts in the event that funds need to sell bonds to
meet redemptions. However, while this risk looks to have risen notably, we are not
sure if any price discounts or volatility this would generate would be substantial or
sustained.

The recent experience at Pimco provides only limited insight into this risk. Pimco
had nearly $2 trillion of assets under management, of which about $530 billion were
in open-end mutual funds. As shown by the red line in the bottom-right chart, the
unexpected resignation by Bill Gross was followed over subsequent days by
substantial outflows from the flagship Total Return Fund (TRF), about 4 percent on
the day of the announcement, and at a few other smaller funds that he had managed,
shown by the green line. Notably, other mutual funds at Pimco did not have such
substantial outflows, showed by the yellow dashed line, suggesting a lack of
contagion. Moreover, the outflows appeared to have had few lasting imprints on
market prices. The lessons learned from this episode, however, are limited because
the TRF had built up a substantial liquidity cushion prior to the announcement well in
excess of the withdrawals, and this event was idiosyncratic, rather than arising from
more general concerns about asset prices.

Your final exhibit concludes by noting a few policy initiatives that the staff are
pursuing related to specific financial vulnerabilities.

On leveraged loans, supervisors continue to evaluate ways to improve adherence
to the leveraged lending guidance. To date, our monitoring suggests only limited
migration of underwriting to outside of the regulated banking sector, although some
smaller credits are being underwritten and distributed by nonbank firms.

Last week, we released the macroeconomic scenarios for CCAR 2015 for the
31 largest BHCs to assess their ability to weather a severe recession. Relative to last
year, this year’s severely adverse scenario specified slightly more severe stresses in
the riskier segments of corporate debt markets as well as higher oil prices. In the
adverse scenario, which is also required under Dodd-Frank, we specified an up and
flatter yield curve, which introduces some funding cost stresses.

Separately, the staff has been evaluating interest rate risk in the trading books at
the six largest banks. Our analysis suggests direct losses from interest rate shocks are
quite limited, and we did not find in our limited screening that there is a significant
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concentration among sellers of interest rate protection. That is, we don’t find an
“AlG” of interest-rate risk. That said, many banks’ trading books appear highly
correlated.

On asset management, we are working with other FSOC agencies to evaluate
possible systemic risks associated with asset management activities, including the use
of debt and derivatives, liquidity transformation, and operational risks.

Finally, the sharp price moves in Treasury and other futures on October 15, which
Lorie described earlier, suggest that high-frequency and algorithmic trading activity
may contribute in perhaps unexpected ways to intraday volatility and elevated
correlations across asset markets. The staff are continuing to work to better
understand the events of that day. That concludes our prepared remarks, and we are
happy to take any questions.

CHAIR YELLEN. Questions for any of our presenters? Vice Chairman Dudley.

VICE CHAIRMAN DUDLEY. Thanks. | have two questions. First, | want to thank the
staff for doing all of the work on the dollar. 1 raised it at the last meeting. | wanted to see what
would happen if the dollar went up a lot. You did a lot of work describing that. | have one very
short question on the dollar. What probability would you put on the 10 percent appreciation
scenario materializing? That’s the question for Steve.

Then I have sort of a meta question about the Tealbook forecast. 1 don’t know that
anyone can actually answer this question. Maybe | actually got it wrong. But it seems to me,
when I’ve been watching how the Tealbook updates their forecast meeting to meeting, it seems
like the Tealbook takes on movements in the real economic variables only partially. So if
payroll employment is really strong in a quarter, they think, well, it’s going to be weaker next
quarter. And they do seem to take on the 10-year Treasury yield only partially, because the
Treasury yield is sort of anchored by the path of the federal funds rate. But when I look at how
the Tealbook reacts to movements in the dollar and the stock market, it seems that the staff takes
it on to a much greater degree. In other words, they sort of mark to the current value of the

dollar and the current value of the stock market. | guess | don’t completely understand. First, is
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it true that there is this difference? And, second, if there is this difference, what’s the logic
behind it? It seems to me if the forecast, in fact, is the right forecast, then shouldn’t the stock
market and the dollar, just like the 10-year yield, adjust to how the forecast materializes? Is my
supposition correct? And if it’s not, tell me why. And, if it is correct, then why the difference
for some aspects of the Tealbook forecast? | ask because | notice the Tealbook seems to move
around a lot meeting to meeting based on how these financial variables move. | ask myself the
question, should we be reacting so much to market developments? That’s sort of a meta
question.

MR. KAMIN. Why don’t | start with the dollar to buy time for my colleagues? On the
dollar, I think there are two questions. First, what is the probability of it indeed increasing by
10 percent? | think our staff actually looked into these variations in the dollar historically using
our data and came up with a number in the neighborhood of 10 percent. So a 10 percent chance
of it rising that much.

VICE CHAIRMAN DUDLEY. Over what period?

MR. KAMIN. Actually, maybe Chris over there could answer that.

MR. ERCEG. Three quarters. That it would rise 10 percent within three quarters. Some
of our staff ran a random walk model of the dollar and assessed the probability that it would rise
at least 10 percent within three quarters. It came up with a number on the order of 10 percent.

MR. KAMIN. Okay. | thought Vice Chairman Dudley’s question was, over what
historical period did you do that analysis?

MR. ERCEG: | think they went back roughly 30 years.

MR. KAMIN. All right. Fine.

VICE CHAIRMAN DUDLEY. That’s a good answer.
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MR. KAMIN. Let’s put it this way. If you have to think of choosing a random date in
that 30-year period compared with now, it seems to me, based on the evolution of the economy,
that now it might have a higher likelihood.

VICE CHAIRMAN DUDLEY. Yes. | would think it would probably be higher than
that.

MR. KAMIN. So 10 percent will be the low number there. And then, your other
question is, well, how do we adjust our forecast in light of these changes in asset prices?
Certainly, for the dollar, I think our view takes into account a couple of things. Number one, the
basis for our forecast, before we add things onto it, is a random-walk model generated under the
assumption that the current level of the dollar incorporates all expectation of future
developments that the market already perceives.

VICE CHAIRMAN DUDLEY. Butisn’t that future expectation based on their view of
how the economy is going to evolve? And our view of how the economy would evolve might be
different.

MR. KAMIN. Right. And when that is true, that is when we add to that.

VICE CHAIRMAN DUDLEY. Okay. You do.

MR. KAMIN. Exactly. That’s when we look at how we think interest rates are going to
evolve. We compare it with how the market thinks interest rates are going to evolve. And if, for
example, we think that U.S. interest rates are going to rise more than the market expects, then we
expect that in the future the markets will be surprised by interest rates rising. In that
circumstance, the dollar will rise, and we will build that into our current forecast.

VICE CHAIRMAN DUDLEY. But there are these level shifts.
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MR. KAMIN. Yes. But then when the level shifts happen, we basically, in that random
walk way, start with the new level and then add our *“surprise factors” on top of that, just because
we think that it incorporates all of the incoming information that has occurred.

And an important point to make, which | think will distinguish this from the 10-year bond
yield, is that we don’t really have any good anchors for what the exchange rate ought to be. In
other words, you can come up with measures of the equilibrium exchange rate or an equilibrium
dollar based on, for example, current account considerations or things like that. But we think
that those are extremely poor attractors of the actual dollar. In other words, the dollar tends not
to move toward whatever equilibrium you pick.

VICE CHAIRMAN DUDLEY. I can see that. And how about the stock market?

MR. ENGEN: As you correctly pointed out, our longer-term interest rates are anchored
by our assumed path for policy rates. On the stock market, we do not have an anchor that is as
hard and fast, say, as an assumed path for the policy rate, but we do have a view that is informed
by models on what the equity premium will be moving toward. One way to think about it is, if
our view on the equity premium at the end of the medium term is unchanged, then our path will
not level-shift for stock prices. The current changes will be retraced at some other time. And
indeed, in this Tealbook, the reduction in current equity prices, at least at the time of the
Tealbook, was greater than the reduction in the endpoint further out. We actually have slightly
faster assumed equity price increases over the medium term.

To give a little bit of advertising, not in this next round but the round after, we are
planning one of our framework memos that will discuss how we put together the models we use
for our financial assumptions. But that equity-premium model is informed by earnings

projections as well as projections for the economy.
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VICE CHAIRMAN DUDLEY. Okay. Good.

CHAIR YELLEN. President Kocherlakota.

MR. KOCHERLAKOTA. Thank you, Madam Chair. | had a comment and a question.
My comment builds on the conversation we had earlier about market-based measures of inflation
compensation. | know that Tealbook, Book A, makes significant use of market-based measures
of inflation expectations. And as | talked about earlier, | find these market-based measures
particularly helpful. I especially like what the Tealbook calls their “model-free” nature. This is
the language used in figure 1 in the box “Recent Declines in Inflation Compensation” on
pages 52-53. These market-based data are reflecting the assessments that actual households and
firms are putting on the likelihood of events, but also the nature of the losses that are going to be
affecting them during those events.

If we see that risk premiums are moving around, as | indicated earlier, it is telling you
something about how bad the households and firms expect those events to be, not just how likely
they are going to be. And I think that’s something we should be taking into account in our own
assessments of policy. So | hope the analysis presented to the FOMC by the staff will continue
to feature these market-based probability distributions. My own staff would be happy to work
with the Board staff or the Federal Reserve Bank of New York staff on increasing the use of such
data. That’s my comment.

My question is about the long-run inflation outlook. So we get back to 2 percent, even
though underlying inflation right now is at 1.8 percent. What makes that happen?

MR. ENGEN. In both this Tealbook and prior Tealbooks, the factor that is the most
important—it’s the key factor—is the credibility of the Committee. With an understanding that

we certainly don’t have great ideas and knowledge of how expectations are formed and what
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influences them, we assume that the credibility of the Committee will eventually get inflation
expectations of wage and price setters back up to 2 percent. Now, the longer-term projection in
the previous Tealbook had the unemployment rate going below the natural rate, and that helped
to move actual inflation back to 2 percent more quickly. But it was still based on our assumption
of credibility. And it’s our assumption of credibility now that gets inflation eventually back up
to 2 percent, but, I would note, at a much slower speed than what we had even in the previous
Tealbook. Then, with some undershooting on the unemployment rate, it was 2020 when the
longer-term projection got back to 2 percent. It now is only 1.9 percent, still below 2 percent, in
2020, and it’s not back until the end of 2021 or 2022. So it’s a slower process, but it’s that
assumption of credibility that is the key.

MR. KOCHERLAKOTA. But statistically, I guess that’s some kind of autonomous
movement in underlying inflation? | mean, you don’t really have a good way to model it. I’ll let
you answer that.

MR. ENGEN. That’s basically correct. It’s an assumption that it will eventually move
up to 2 percent. We do not have a good model by any means on how those expectations will
change.

CHAIR YELLEN. Governor Fischer.

MR. FISCHER. Do you think that the 0.3 percentage point difference between the PCE
price index and the CPI could explain how we get to 1.8 percent, and the markets get stuck there
because the markets think we’re looking at the CPI?

MR. ENGEN. | guess that’s possible. In terms of market-based expectations, say, from
TIPS, clearly those are based on CPI. So they should be adding a differential in terms of about

one-third of a percentage point, the difference between CPI and PCE inflation, on average. |
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don’t know whether the expectations of actual wage and price setters—aside from people in
financial markets—are taking account of that.

MR. KOCHERLAKOTA. Thank you, Madam Chair.

CHAIR YELLEN. President Lockhart.

MR. LOCKHART. Thank you, Madam Chair. 1, too, have two questions. 1’ll start with
the question that builds on really quite a notable markdown in economic growth in the first
quarter and the first half of next year from the September Tealbook. The question is: How and
when will we be able to confirm which track we’re on? The October Tealbook has solid
3 percent growth in the final quarter with payroll gains at about 225,000, and then starting at the
beginning of the year, we slow down. 1 think that’s the basic narrative. Would it be fair to say
that it’s not clear whether the data are coming in closer to the October or the September
Tealbook until well into the first quarter at best, and maybe quite a bit later? And if we’re
thinking about a liftoff decision, my question is: What will you look at to distinguish which
track we’re on?

MR. ENGEN. Well, first of all, on your first point that things are slowing going into next
year, the main changes in this