penkFed

MEETING MINUTES  July 29,2008

DEVELOPMENTS IN FINANCIAL MARKETS AND OPEN MARKET OPERATIONS

The System Open Market Account held $473.3 billion in domestic securities as of the July 23, 2008
release, the most recent available on or before the point-in-time-safe cutoff. Treasury notes and bonds
accounted for $412.4 billion of the total, with Treasury bills making up $21.7 billion. There was no change
in total holdings relative to the prior release of July 16, a flat week-over-week reading. The staff noted
that this account covers SOMA holdings only — total size, composition, and the week-over-week
change — and does not reflect repo or reverse-repo operation results, for which no point-in-time-safe
data source currently exists; nothing in this review should be read as characterizing that activity.

STAFF REVIEW OF THE ECONOMIC SITUATION

The staff reviewed indicators pointing to a broad softening in economic activity. The Chicago Fed
National Activity Index stood at -1.21, consistent with growth well below its trend rate. Labor-market
readings were weak: the unemployment rate was 5.5%, above the estimated natural rate of 5.05%, and
initial jobless claims registered 434,000. Core PCE inflation was 1.83% on a year-over-year basis, just
below the 2% target, while the Employment Cost Index reading of 109.1 suggested wage pressures
were relatively contained. M2 stood at $7,686.6 billion. The federal funds rate remained at 2.0%,
unchanged since the prior meeting.

The July 23 Beige Book, prepared by the Federal Reserve Bank of Kansas City on information collected
on or before July 14, reported that the pace of activity had 'slowed somewhat' since the prior report.
Five eastern Districts noted weakening or softening, Chicago described its economy as sluggish, and
Kansas City reported moderating growth; Cleveland and Minneapolis saw slight increases while Dallas
described steady, moderate growth. Consumer spending was sluggish or slowing in nearly all Districts,
though tax rebate checks lifted some sales. Manufacturing declined in many Districts even as export
demand held up, residential real estate remained weak across most of the country, and banks reported
restrained loan growth, with residential and consumer lending weaker than commercial lending. All
reporting Districts characterized price pressures as elevated or increasing, with input costs rising for
fuel, other petroleum-based materials, metals, food, and chemicals; retail price inflation varied, with
some Districts reporting increases and others noting stability.

STAFF REVIEW OF THE FINANCIAL SITUATION

Financial conditions remained tight but short of acute stress. The staff's financial stress index read
0.5151, an elevated level, and the Baa corporate spread stood at 3.13, indicating meaningful credit-cost
strain. The VIX was 22.03 — moderately elevated but not at panic levels. The 3-month Treasury bill
yielded 0.29 percentage point below the current 2% funds rate, a negative spread suggesting some
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flight to safety and a market lean toward easing rather than tightening. The 10-year/2-year Treasury
spread was positively sloped at 1.44. Taken together, the data described credit conditions that were
restrictive relative to the nominal policy rate, with restrained lending evident in the Beige Book, but

without signs of an imminent seizure in markets.

STAFF ECONOMIC OUTLOOK

The staff's forward-looking assessment drew on the estimated neutral rate and the momentum
readings underlying the policy framework. With the real neutral rate estimated at roughly 1.74 and core
inflation near target, the implied neutral nominal rate sits well above the current 2% funds rate,
indicating that policy is already somewhat accommodative. Inflation momentum was essentially flat at
-0.06, so core price pressures did not appear to be accelerating over the projection horizon, even as the
Beige Book documented elevated headline pressures from energy and commodities. Unemployment
momentum was positive at 0.35, pointing to continued labor-market deterioration ahead rather than
stabilization.

The reference rules spanned a wide range and were flagged as not reliable this meeting, which the staff
noted should temper confidence in the more aggressive prescriptions. The Taylor rule pointed to no
change, the First-Difference rule to a 25 basis point cut, and both the Balanced Approach and
ELB-adjusted rules to 75 basis point cuts, reflecting heavy weight on the widening unemployment gap.
The loss-minimizing synthesis settled on a modest 25 basis point easing — a projection that a measured
step, rather than either a hold or an aggressive cut, best balances softening activity against contained
core inflation given the momentum readings and the accommodative starting point implied by r*.

PARTICIPANTS' VIEWS ON CURRENT CONDITIONS AND THE ECONOMIC OUTLOOK

In their predictive discussion, all five participants arrived independently at a hold at the current 2% rate,
though their reasoning traced different paths to that conclusion. Participants generally agreed on the
central tension: core PCE at 1.83% was below the 2% target and did not force tightening, while the Beige
Book's report that all twelve Districts saw elevated or increasing price pressures argued against easing.
The participant most focused on inflation emphasized that broad-based price pressures and the prior
meeting's hawkish shift ruled out a cut from his lens, and that a hike, while tempting, would deliver a
tightening shock to fragile credit markets — with the stress index at 0.515 and the Baa spread at 3.13 —
that was not warranted. He characterized his position as a hold with a hawkish bias, prepared to support
tightening at a future meeting should commodity pressures feed into wages or expectations.

The participant weighting labor conditions most heavily noted the unemployment rate at 5.5% above
the 5.05% natural rate, elevated claims at 434,000, and a Chicago Fed reading of -1.21, all pointing to
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genuine deterioration that would justify easing on employment grounds alone. He judged, however,
that a cut into elevated inflation expectations would be an isolated move against a hawkish-leaning
committee, and that the deterioration, while real, was not yet a rupture; he flagged that he would move
to ease if labor data worsened. The financial-stability participant framed the choice as avoiding a
destabilizing move in either direction: hiking risked tipping strained credit markets, while cutting could
undercut the committee's newly hawkish posture and unsettle confidence. The centrist and the
market-signal participant reinforced the hold, the latter stressing that the negative T-bill spread and
the steeply positive 10s-2s curve showed markets were not pricing near-term tightening and only
mildly leaned toward easing — a configuration inconsistent with a change in either direction.

When the discussion turned to the policy framework's -25 basis point recommendation, participants
engaged directly with the divergence between that call and their predictive holds. Several found the
First-Difference rule's logic most persuasive: with inflation momentum flat to slightly negative at -0.06
and unemployment momentum rising at 0.35, a measured quarter-point step responded to changing
conditions without demanding a precise neutral-rate estimate, and it matched almost exactly the
roughly 29 basis points of easing implied by the T-bill spread. Participants generally discounted the
Balanced Approach and ELB-adjusted rules at -75 basis points, both because those outputs overshot
what markets were pricing and because the reference rules had been flagged as unreliable this
meeting. The labor-focused participant said the gap between his predictive hold and the -25 optimal
revealed how much inflation caution was anchoring policy, and concluded the framework's step better
honored his employment-first mandate than a static hold. The financial-stability participant and the
centrist reached similar conclusions, the former naming his own hold as a defensible risk-management
hedge while judging the current stance modestly too tight relative to optimal, given weak lending and
elevated credit spreads.

The inflation-focused participant dissented from this reading. He argued that -0.06 inflation
momentum was essentially flat, not a genuine turn lower, and that the Beige Book's unambiguous
report of elevated pressures in every District contradicted a soft inflation interpretation. With the
estimated neutral nominal rate implied by an r* of 1.74 well above 2%, he maintained that policy was
already accommodative and that a cut would push it further below neutral while inflation risks remained
live. He acknowledged the real costs to growth in the CFNAI and claims data, but held that a positively
sloped curve and a VIX of 22 signaled no crisis demanding emergency easing. His conclusion was that
the Taylor rule's zero was the sound logic, and that cutting before inflation clearly receded risked the
credibility he weighted most heavily. Other participants took the point on inflation-expectation risk
seriously — the financial-stability participant called it the strongest counterargument to easing — but
judged that contained core inflation and its flat momentum limited that risk, leaving the balance tilted

openfed.app — not affiliated with the Federal Reserve System Page 3



penkFed

MEETING MINUTES  July 29,2008

toward a modest step of support.

COMMITTEE POLICY ACTIONS

On the predictive question of the policy decision at this meeting, all five participants voted for no
change, leaving the federal funds rate at 2.0% (5 votes for O basis points). On the separate question of
the policy framework's loss-minimizing recommendation of a 25 basis point cut, the committee did not
reach full agreement: four participants — the labor-market participant, the financial-stability
participant, the data-dependent centrist, and the market-signal participant — endorsed the -25 basis
point recommendation as measured and appropriate, while the inflation-focused participant declined,
holding that broad-based price pressures and an already-accommodative stance argued against
easing. No participant took a partial position.
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