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DEVELOPMENTS IN FINANCIAL MARKETS AND OPEN MARKET OPERATIONS

Open market operations over the intermeeting period held the System Open Market Account broadly
steady. As of January 18, 2012, total SOMA domestic securities holdings stood at $2,591.0 billion, up
$7.0 billion from the prior release on January 11. The composition was dominated by Treasury notes and
bonds at $1,555.2 billion, with agency mortgage-backed securities at $847.4 billion and a comparatively
small Treasury bill position of $18.4 billion. It should be noted that these figures cover SOMA holdings
only — total size, composition, and the week-over-week change — and do not reflect repo or
reverse-repo operation results, for which no point-in-time-safe data source is currently available; that
portion of open market activity is therefore not summarized here.

STAFF REVIEW OF THE ECONOMIC SITUATION

The staff reviewed data indicating that economic activity continued to expand at a moderate pace
while considerable slack remained. The unemployment rate stood at 8.5 percent, well above the
estimated 5.2 percent natural rate, and initial jobless claims near 399,000 remained elevated. The
Chicago Fed National Activity Index at -0.37 pointed to growth running somewhat below trend. On the
price side, core PCE inflation was 1.43 percent on a twelve-month basis, below the 2.0 percent
objective, and the Employment Cost Index reading of 116.3 was consistent with contained
compensation growth. M2 stood at $9,675.8 billion.

The most recent Beige Book material, covering the Twelfth District from late November through the
end of December, described activity growing at a moderate pace. Price pressures were characterized
as 'very modest overall' and wage pressures as 'quite limited,' with intense supplier competition
keeping a lid on final sales prices across most retail goods and services. Holiday retail sales came in
above the prior year at both traditional department stores and discount chains, though contacts noted
an excess of winter apparel tied to unusually mild weather. Manufacturing grew further on net, and
agricultural and energy producers reported robust to modestly improving conditions. Housing activity,
by contrast, stayed at very low levels, and demand for nonresidential real estate was generally weak.
Contacts reported some price increases for oil and selected food items such as meat, and rising costs
for employee health benefits, but expected little change in the pace of hiring and wage gains over the
coming year. Notable compensation gains were confined to workers with specialized skills in selected
manufacturing and technology sectors.

STAFF REVIEW OF THE FINANCIAL SITUATION

Financial conditions were judged moderate rather than acute. The financial stress index at 0.258 sat
well below levels associated with true crisis episodes, and the VIX at 20.89 was elevated but far from



M E E T I N G   M I N U T E S | January 18, 2012

openfed.app  —  not affiliated with the Federal Reserve System Page 2

panic readings. The Baa corporate spread of 3.25 percentage points indicated meaningful but
contained borrowing-cost stress, with credit continuing to function. The term structure showed no
recession signal: the 10-year/2-year spread was comfortably positive at 1.68, and the 3-month T-bill
spread relative to the current target was only marginally negative at -0.095, consistent with a policy
rate pinned near the effective lower bound and market pricing of no near-term change. The staff noted
that global financial strains flagged as significant downside risks at the prior meeting remained a
watchpoint, though current readings did not show acute deterioration.

STAFF ECONOMIC OUTLOOK

The staff projection pointed to a continuation of gradual improvement rather than an abrupt shift in
conditions. The estimated neutral real rate (r*) of 0.147 was very low, implying that even a nominal
policy rate held at the 0.0 to 0.25 percent range delivered only modest real accommodation relative to
neutral. Inflation momentum was near flat at 0.055, suggesting little upward price impetus in the near
term and no build-up toward an overshoot of the 2.0 percent objective. Unemployment momentum
was negative at -0.25, consistent with a labor market that was improving but only slowly, in line with the
below-trend growth signal from the Chicago Fed index and still-elevated jobless claims.

The reference rules were judged reliable this meeting, and all four — the Taylor rule, the Balanced
Approach rule, the First-Difference rule, and the ELB-adjusted rule — pointed to 0 basis points. The
staff read this convergence as reflecting the binding lower bound: with inflation below target and a wide
output gap, the unconstrained prescriptions would call for easier policy, but they were truncated at
zero. On that basis, the projected path implied conditions consistent with maintaining the current
stance, with slack narrowing gradually and inflation remaining subdued absent a shock.

PARTICIPANTS' VIEWS ON CURRENT CONDITIONS AND THE ECONOMIC OUTLOOK

In their discussion, participants converged on the assessment that the policy rate should be held at the
0.0 to 0.25 percent range, and much of the deliberation focused on why that conclusion held from
several distinct analytical vantage points. A member weighting inflation risk most heavily observed that
the precondition for tightening was simply absent: core PCE at 1.43 percent sat clearly below the 2.0
percent target, and the Beige Book's characterization of price pressures as 'very modest' and wage
gains as 'quite limited' left no above-target inflation to fight. This member emphasized that the Taylor
rule prescription of 0 basis points was the most persuasive, given below-target inflation alongside a
large output gap, and stated a readiness to resist any push toward additional accommodation should
inflation risks re-emerge — while acknowledging that no such risk was currently visible.
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A participant focused on the labor market framed the same vote very differently. With unemployment
at 8.5 percent against a 5.2 percent natural rate — a gap of 3.3 percentage points — this member argued
that the mandate called for maximal accommodation and that holding at the floor was not a form of
restraint but the fullest conventional support available. The negative unemployment momentum of
-0.25 indicated improvement, but slow improvement, and depressed housing together with global
downside risks argued for the Committee to remain prepared to deploy additional tools beyond the rate
decision itself. The very low estimated r* of 0.147 reinforced the point that even a zero nominal rate
provided only modest real accommodation. Subdued inflation, this member noted, gave full freedom to
prioritize employment without concern for wage-push pressures.

The member attending to financial stability judged that conditions warranted neither new easing nor
tightening. A financial stress index of 0.258, a VIX of 20.89, and a Baa spread of 3.25 signaled lingering
uncertainty and contained credit-cost stress rather than distress, while the positively sloped yield curve
gave no recession signal. This participant stressed that a surprise reversal in either direction would risk
destabilizing still-fragile credit conditions, and that holding preserved the credibility of the prior
commitment to keep rates exceptionally low through mid-2013. The ELB-adjusted rule best captured,
in this member's view, why doing nothing was optimal at the bound.

The data-dependent member took the literal, consensus reading: with the rate already at the effective
lower bound, no conventional cut was available, and nothing in the data justified a hike. This participant
weighted the unanimous agreement of the four reference rules heavily, particularly given that the
framework flagged them as reliable this meeting. The market-signal member reached the same
destination through market pricing, noting that the slightly negative T-bill spread of -0.095 encoded
expectations of no near-term move, with a modest dovish tilt, and that the absence of yield-curve
inversion ruled out any recession alarm demanding emergency action. Across the rounds, no member
reported that another's argument changed their view; rather, participants observed that they had
arrived at the same conclusion from inflation, labor, financial-stability, data-dependent, and
market-signal lenses respectively, and generally judged that this convergence reinforced confidence in
the hold. Several participants underscored that the agreement between their independent assessment
and the framework's loss-minimizing recommendation revealed a stance that was appropriately
calibrated given the binding constraint — not artificially tight or loose, but as accommodative as the
conventional rate could deliver.

COMMITTEE POLICY ACTIONS

In the predictive vote, all five members supported maintaining the target range for the federal funds
rate at 0.0 to 0.25 percent, a unanimous 0 basis point tally (5 of 5 for no change). On the deterministic
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policy engine's recommendation of 0 basis points, the Committee was likewise in full agreement: all five
members — the inflation hawk, the labor-market dove, the financial-stability voice, the
data-dependent centrist, and the market-signal realist — endorsed the recommendation as-is, with no
members declining and none registering only partial agreement. The predictive and optimal-side
outcomes were thus fully aligned.


