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Deciphering the September Fed minutes

Expect more debate on inflation and financial conditions as the Fed
gears up to hike in December
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Cast back to the September meeting and markets were left slightly taken aback by the lack
of any major changes to the Fed’s thinking on rate hikes. In spite of the softer recent
inflation backdrop, the infamous dot diagram used to signal individual Fed policymaker’s
interest rate expectations stayed broadly unchanged.

But this is likely to mask some disagreement on some key issues, many of which are likely
to be debated in today’s Fed minutes. Here's what we'll be looking out for:

Inflation: Temporary dip, or something more concerning?

There's still a disconnect between market pricing and the Fed’s own rate hike projections, and
much of that is down to the sharp fall in core inflation over the past few months. The Fed has been
keen to point out that this reflects a range of “idiosyncratic”, or temporary, factors. For instance,
taking a quirk in mobile data contracts out of the picture would lift most inflation measures by
roughly 0.2ppt.
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We expect inflation to gradually pick-up over the next few
months

Some Fed members have also pointed at seasonal adjustment issues that typically result in lower
core PCE inflation readings in the second half of the year (the same phenomenon that often
depresses first quarter growth).

We also expect inflation to gradually pick up again over the next few months, partly as the weaker
dollar filters through. And even though the jury is still out over Friday's huge wage growth figure
given recent hurricanes, backward revisions and increasing job-to-job flows should give the Fed
some confidence that the tight jobs market is pushing up pay.

But with a number of Fed officials (Neel Kashkari in particular) becoming more vocal about the dip
in inflation, markets will be scrutinising the minutes for any signs of doubt creeping into the Fed's
core view.

Financial conditions: A reason to hike, or not?

Over the past couple of months, we've seen a range of policymakers refer to stretched asset
valuations as the Fed seeks to broaden out its rate hike rationale. Higher stock prices, lower
volatility and low bond yields equals easier financial conditions, which in theory means the Fed
should hike faster.

Or does it? In the last set of minutes, some dovish members noted that, given secular stagnation
and lower yields, higher asset prices may not imply financial conditions are as easy as might have
been the case pre-crisis.

This doesn't appear to be the core view amongst the Fed and at this stage is unlikely to slow the
Fed down on rate hikes. But the debate is likely to get further airtime in today's set of Fed minutes.

Bottom line

Given the decent economic backdrop and potential for a gradual inflation improvement, we
expect the Fed to hike again in December. But the big risk at this stage is the politics. The
debt ceiling deadline comes days after the December meeting, and if it goes to the wire, the
resulting market volatility could persuade the Fed to temporarily hold fire - although that's
not our base case.
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Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for information
purposes without regard to any particular user's investment objectives, financial situation, or means. ING forms part of ING Group
(being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the publication is not an
investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to purchase or sell any financial
instrument. Reasonable care has been taken to ensure that this publication is not untrue or misleading when published, but ING
does not represent that it is accurate or complete. ING does not accept any liability for any direct, indirect or consequential loss
arising from any use of this publication. Unless otherwise stated, any views, forecasts, or estimates are solely those of the author(s),
as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any person
for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the Dutch Central
Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority for the Financial
Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In the United Kingdom
this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is authorised by
the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. ING Bank N.V., London branch is registered in England (Registration number BR0O00341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this report or effect transactions in any security
discussed herein should contact ING Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of ING, and
which has accepted responsibility for the distribution of this report in the United States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit www.ing.com.
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