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December FOMC Preview

As usual, in the run-up to the December FOMC meeting, the bulk of the financial market interest is focused on
the forward guidance and, in particular, the dot projections for next year. Chairman Powell and other officials
have often warned that the dots have limited value, as they represent 19 individual forecasts, not a consensus
Committee outlook. | would add that in recent quarters, the half-life of the dots has been measured in days or
weeks, not months. In June, the median dot called for a single quarter-point rate cut by the end of 2024 (and
four participants had no rate moves in 2024). Six weeks later in early August, the financial markets were
discussing an emergency intermeeting cut. Three months ago, when the FOMC slashed the policy rate by 50
basis points, it was clear that the September dot projections were out of date by the time they were published,
since nearly half of the Committee submitted dots under the assumption that the FOMC would cut by 25 basis
points at that meeting. In any case, the median end-2025 dot dropped from 4.125% in June to 3.375% in
September, a 75 basis point plunge.

Thus, as we now look forward to the revelation of this week’s dot projections, it is important to consider the
volatility over the past few quarters and how quickly the estimates can become out of date as the economy
evolves. That is especially true in the current context, as FOMC participants are, like everyone else, waiting to
see what the timing and substance of the incoming Trump Administration’s policies are going to be for taxes,
regulation, tariffs, and immigration, and ultimately the economic impact. Until there is more clarity on those
questions, the economic and policy projections of FOMC participants will likely incorporate a wide mix of
speculative guesses regarding these questions, with many making no changes in their economic forecasts until
they have greater clarity and others making varied assumptions. Thus, while financial market participants would
undoubtedly like the FOMC to lay out definitively the path of policy for the foreseeable future, in reality, the
dots may be out of date within a month or two.

Recent public appearances by Fed officials in the run-up to this week’s meeting suggest that we are starting to
see a widening range of views regarding the policy outlook. My sense is that there are broadly speaking two
camps. The majority view, led by Powell, thinks that inflation is still making good progress back toward 2% and
that the neutral rate, where the Committee is ultimately hoping to get to, is substantially lower than the current
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policy stance. This thinking implies that another rate cut in December is a relatively easy call and that the dots
for those in this camp are likely to incorporate significant further easing in 2025.

In contrast, an alternative view is emerging from a minority of more hawkish officials. A handful of policymakers
have begun to call into question whether the neutral policy rate might be significantly higher than previously
assumed. With each passing month that the economy remains robust and in particular given the sharp easing in
financial conditions since the early November elections (the Chicago Fed National Financial Conditions Index is at
its easiest setting since the summer of 2021, when the funds rate target was still at the zero bound), it is growing
more plausible to challenge the view that the current policy stance is substantially restrictive, as Powell and the
consensus on the Committee argue. In addition, the firm core inflation readings since September have raised
concerns that the underlying path of inflation may be stalling out well above 2%. The front-page Wall Street
Journal article published yesterday focused on the thinking of this hawkish camp.

My sense is that, with a December rate cut basically fully priced in, Chairman Powell and the more dovish
majority will prevail tomorrow. However, such a move will likely come with a price. The aforementioned WSJ
article from yesterday indicated that to secure an aggressive 50 basis point cut in September, Powell agreed to
emphasize that the move should not be interpreted as a sign that the Committee was worried about economic
instability. Officials also came out of that meeting suggesting that the 50 basis point size of the cut in September
was probably a one-off. My suspicion is that the “price” that the hawks will require to go along with a December
rate cut will be some signal that a pause may be coming soon. They may even push further and try to get Powell
to concede publicly that the neutral level of policy could be noticeably higher than previously projected, though |
am skeptical that the majority will concede that much (the long-term dots would presumably not fully confirm
such an assertion).

In any case, my view remains that the FOMC will cut tomorrow, pause in January, and then settle into a
quarterly pace of rate moves next year, ultimately making four quarter-point cuts. That puts me one cut more
dovish than the consensus of economists and about two cuts more aggressive than the current market pricing. |
would underscore that my view does not reflect conviction that more extensive easing is necessarily the correct
course of action. Rather, | see Chairman Powell and the majority of the Committee as being more dovish than
the economic data currently warrants, and | expect that stance to continue into 2025. | also expect that it will
take longer into 2025 for the incoming Administration to implement its policy changes, a mix of initiatives that
are likely to boost growth and may, at least temporarily, raise inflation. Thus, the influence of government
policy, which seems to be the primary driving force behind financial market participants’ newfound hawkishness
may be less of an issue in the first half of 2025 than most expect.

Economic Backdrop

The U.S. economy has continued to perform quite well so far this year. The Fed’s preferred gauge these days is
not real GDP, but real private domestic demand, which is GDP minus inventories, trade, and government
outlays. Or put differently, it is consumption, housing, and business investment. On the back of 2023’s stellar
3.3% growth, this measure has expanded at an annual rate of 2.9% in Q1, 2.7% in Q2, and 3.2% in Q3. With the
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FOMC pegging the economy’s long-run potential at 1.8%, this means that the economy has expanded at a rate
far in excess of its potential for seven consecutive quarters.

| do expect a slowdown in the current quarter to around a 2% annualized clip, as housing and business
investment activity may both contract. | am projecting real GDP growth of just under 2% in the first half of 2025,
followed by a gradual acceleration as housing activity turns back up and businesses ramp up capital spending on
the back of the tax and regulatory policies of the incoming Administration. At the moment, my 2025 real GDP
forecast is roughly in line with the consensus view, which essentially calls for 2% growth every quarter as far as
the eye can see, but | look for a significant pickup in 2026 back to at least 2/4%.

For a brief time (including at the September FOMC meeting), Powell and other doves on the FOMC were
spooked by the prospect of a rapid weakening in the labor market. However, just after the Fed slashed rates by
50 basis points, job growth came roaring back in September. Even so, the underlying pace of payroll gains has
continued to moderate. In the four months through September, payroll gains averaged 149K. In October and
November, the average was 132K. The corresponding figures for the private sector are 114K and 96K,
respectively. As with growth, the consensus projection of economists in the latest monthly Bloomberg survey
calls for a remarkably steady pace of job advances, averaging between 120K and 140K in each of the next seven
quarters. My view is that trend job growth may slow further, bottoming out just below 100K per month in early
2025 before beginning to reaccelerate later next year and into 2026.

Chairman Powell has all but declared victory over inflation. In his latest speech, he argued that inflation for core
goods and for core services excluding housing were both running at paces consistent with 2% inflation over
time. The only remaining offender is shelter costs, and he made the case that housing inflation remains
elevated only because the lags between gauges of market rents and home prices and the shelter costs measures
in the CPl and PCE deflator have not fully kicked in yet. This optimism comes at a time when the core CPI has
posted four straight 0.3% increases and the core PCE deflator has risen by 0.3% twice in a row. Given Powell’s
most recent inflation narrative, he may be inclined to double down on his optimism at this meeting, with rent
and OER both decelerating by more than expected in the November CPI. | suspect that there may be significant
disagreement around the FOMC table regarding the proper interpretation of the recent price data.

Economic Projections

By and large, | would anticipate that the FOMC'’s economic projections will continue to trace out a wildly
optimistic Goldilocks scenario where real GDP growth runs modestly above trend as far as the eye can see, the
unemployment rate peaks at exactly the full-employment level, and inflation tamely tapers to 2%. | have argued
that this is overly hopeful, and that the economy would need a period of below-trend growth and some
loosening in the labor market to bring inflation sustainably down to 2%. The FOMC had ascribed to that view
throughout 2022 and 2023 but abandoned it for the “No Landing” option this year, after seeing robust economic
growth and rapidly slowing inflation simultaneously in late 2023. | no longer project a period of significantly
below-trend economic performance, so | am growing increasingly doubtful that inflation will recede all the way
back to 2% any time soon.
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In September, the FOMC called for exactly 2.0% real GDP growth in 2024, 2025, 2026, and 2027. Policymakers
will have to raise their 2024 estimates (the latest consensus calls for 2.4% on a Q4/Q4 basis), but | would expect
similar projections to September’s for 2025 and beyond. Anything higher would suggest that at least some
officials are penciling in a boost from the incoming Administration’s policies.

In September, the FOMC's pessimism regarding the labor market meant that the median estimates of the
unemployment rate in late 2024 were bumped up to 4.4%. It now looks like Q4 of this year will post an average
unemployment rate of 4.2%, which corresponds to the Committee’s latest estimate of the long-run equilibrium
level. So, consistent with the growth picture, | would not be surprised to see 4.2% estimates from the FOMC
across the entire forecast horizon. My own view is that the jobless rate may tick up to around 4.4% next year
but then slide back toward 4% in 2026 and 2027.

Finally, as with the GDP growth figure, officials will be forced to mark up their 2024 projections for headline and
core inflation. A telling signal will be whether 2025 estimates are also raised (in September, the median
forecasts were 2.1% for headline PCE and 2.2% for core), though it would be impossible to know whether such a
change reflected a shift in thinking regarding underlying inflation dynamics or a temporary boost coming from
the prospect of tariffs.

Rate Policy Outlook/FOMC “Dot” Projections

The dot projections for a number of quarters suggested that the Fed intended to return the policy stance to
neutral slowly over a long period of time. In general, the median dots in each quarter going back to the second
half of 2023 have suggested that the Fed would cut rates by around 100 basis points per year for 2% years
beginning mid-to-late 2024. That pace, of course, equates to 25 basis points at every other FOMC meeting.
Before the Fed began to cut rates, | long argued that the FOMC would probably start cutting later than most
expected but that once they got started, they would move at a faster clip than that. Both elements of that
forecast proved correct. As to the latter half of the argument, assuming a quarter-point move tomorrow, the
FOMC will have slashed its policy rate by 100 basis points in three months (not a year, as the dots had been
signaling).

The consensus view is that the new round of dot projections will show three quarter-point rate cuts for 2025,
putting the median dot at 3.625%. | would not object strongly to that forecast, but | believe that there is a good
chance that the median dot will be one notch lower at 3.375%. | would offer two points specific to the
September dot projections to support that view.

First, as noted above, it appears that nine out of 19 FOMC participants submitted dot projections in September
under the assumption that the Committee would cut by only 25 basis points at that meeting. There were 7 dots
at 4.625% for the end of 2024 and two others at 4.875%. It is hard to imagine how anyone could have correctly
penciled in 50 basis points for September (which took the target to 4.875%) and then expected only one (or
zero) additional cut in the following two meetings.
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The 2025 dots as of September were clustered at 3.375% and 3.125% (6 dots at each of those levels). As a
result, while the median dots for 2024 and 2025 in September were 4.375% and 3.375%, respectively, it appears
that many if not most individual participants had five quarter-point cuts penciled in for 2025, not four. Indeed,
the average of the dots in September was 4.51% for 2024 and 3.35% for 2025, closer to 125 basis points of cuts
than 100 basis points. The simplistic thinking pervasive in financial markets regarding the December dots for
2025 seems to be that the FOMC had four cuts for 2025 in September and, in light of recent data, they should
ratchet that down to three. However, in reality, it appears that a number, perhaps most, of participants actually
had five quarter-point eases for 2025 three months ago. In that case, projecting 100 basis points of cuts for
2025 would in fact be a marginal shift toward hawkishness.

The second argument is connected to the pace of policy normalization. It is incomplete to assess the 2025 dots
in isolation. Broadly, in September, the FOMC was calling for a total of 150 basis points of cuts combined in
2025 and 2026, bringing the funds rate in line with the median view of neutral (consistent with this
interpretation, the median dot for 2027 was the same as for end-2026). However, assuming for the sake of
argument (more on this just below) that the estimates of neutral do not change from September, the FOMC will
have already lowered rates by 100 of the projected eventual 250 basis points (from the pre-easing level of
5.375% to the neutral estimate of 2.875%) in just three months. Officials are bound to begin to question why
they are projecting that it will take so long to get to neutral. Thus, even if policymakers conclude that they are
likely to cut by less than they had projected back in September, a stronger case could be made that they should
be taking those cuts out of the 2026 estimates, not the 2025 dots.

Both of these arguments suggest that raising the median dot for 2025 to 3.625% would represent a more
dramatic hawkish shift than may appear to be the case at first glance and perhaps more than policymakers are
willing to signal.

Circling back to the longer-run dots, the median estimate of neutral has drifted higher in recent quarters after
being stuck at or below 2.50% for years. In September, the median moved to 2.875% from 2.75%. The two
camps within the FOMC that | laid out above were already starting to materialize in the longer-run dot
projections three months ago. There were 7 longer-run dots above 3%, ranging from 3.25% to 3.75%, and 12
dots at or below 3%, ranging from 2.375% to 3%. These dots have evolved extremely slowly, and | expect that
trend to continue this quarter. | would guess that the median will inch up to 3% but probably not higher than
that.

This is important because | suspect that many officials work backwards when they lay out dot projections. They
start by pegging the actual funds rate to their estimated neutral level within a reasonable period of time, let’s
say by end-2026. And then they craft a plausible path from the current policy stance to that eventual resting
point. If the majority of policymakers had shifted as dramatically as financial market participants (as one proxy,
the December 2026 SOFR futures contract has sold off by 100 basis points since just before the September
FOMC meeting), then the FOMC median longer-run dot would be in the high 3%’s, and the December median
dots could be expected to get there by the end of next year. However, if we assume that the median
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policymaker still thinks that the funds rate target needs to eventually get down to somewhere close to 3%, then
getting to 3.375% by the end of next year seems far more reasonable.

For what it’s worth, my own view using this framework is that a neutral policy stance is probably somewhere in
the range of 3% to 3%%, and | expect the Fed to get there by late next year. | would not be surprised if the Fed
finds itself pushing rates marginally higher than that in 2026 and/or 2027, as the economy reaccelerates and
inflation fails to recede all the way back to 2%.

FOMC Statement

The FOMC statement has been simplified to the point that it does not require as many or as frequent changes as
was the case in the past. Most of the economic narrative should be unchanged. The key question is whether
the Committee will choose to alter the forward guidance in a way that raises the prospect of a pause. This
would not shock me, but | would expect any such tweak to come instead in Chairman Powell’s press conference
opening statement.

Another interesting question is whether there will be any dissents tomorrow. Two recently retired Bank
Presidents, Eric Rosengren (formerly of the Boston Fed) and Esther George (formerly of the Kansas City Fed)
both have said this week that if they were still on the Committee, they would argue for a pause. Of course, it is
easier to say that as a private citizen than it is to formally dissent, a step that has taken on outsized significance
within the Fed, especially in recent years, when almost no one ever goes on record against the majority vote.

Powell Press Conference

| suspect that Powell, for the second time in three months, will be dispatched to the press conference to explain
the careful balancing act that may have gone into this week’s decision. Financial market participants will be

listening carefully for any hint from Powell that the Committee is predisposed to pause in January as well as any
guidance beyond the dots on what might come next if the FOMC chooses not to cut at the first meeting of 2025.

Balance Sheet and Reverse RP Rate

For months, numerous financial market participants have argued that the Fed would halt balance sheet
reduction by the end of 2024 or, at the latest, Q1 of 2025. However, at every turn, Fed officials and key players
at the New York Fed have continued to note that money market conditions show no evidence of tightening. As
a result, balance sheet reduction has continued to roll on. Since there has been no hint of a change, | presume
that we will hear nothing tomorrow about a reduction in the pace of Treasury redemptions.

The November FOMC minutes did indicate that the New York Fed Markets Group briefed the FOMC on the case

for lowering the reverse RP rate. Recall that a year ago or longer, when the take-up at the RRP facility was in the
hundreds of billions or even trillions of dollars, the prevailing assumption on Wall Street was that the Fed would

want to preserve a minimum margin of a few hundred billion dollars in the RRP facility. However, Dallas Fed
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President Logan and others have been explicit all along that the RRP program was set up as a backstop, so that
the proper level of participation in equilibrium should be zero. We are starting to near that day, as the take-up
this week has been only modestly above $100 billion. The briefing that took place at the November FOMC
meeting was a reminder that the RRP facility is indeed a backstop and that, as a result, the rate should
eventually be lowered to the bottom of the fed funds target range. After all, the point of the RRP program in
normal times is to set a floor under money market rates and keep them within the target range. When the Fed’s
balance sheet is massively larger than is needed, the RRP facility takes on a second function: it is needed to sop
up the excess liquidity. As the Fed gets closer to finishing the job of mopping up that excess liquidity, there is no
longer a reason to pay extra to attract cash. The response of FOMC participants to the technical briefing was
positive, suggesting that this rate shift (which would entail lowering the RRP rate by an extra 5 basis points) is
likely to take place relatively soon. | do not have a strong view on whether it will happen this week or in January
or even March. A good case can be made for not rocking the boat so close to year-end, but a move this week
would not come as a shock after the warning in the November FOMC minutes, so | also would not rule out such

an announcement tomorrow.
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