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Despite 12 straight increases in the
federal funds rate, long-term interest
rates remain low by historical stan-
dards. For more than three years, the
economy has been expanding at an
average annual rate of 3.5%. Nor-
mally, when economies expand at
such a healthy pace, investment
opportunities abound, boosting the
real rate of return on new business
investment. In turn, the high returns
on new capital tend to pull up the
whole yield structure, including long-
term real interest rates.

The savings glut in Asia is increas-
ingly viewed as a major damper on the
U.S. interest rate structure. The impact
of low long-term rates is nowhere
more evident than in the housing mar-
ket. Persistently low mortgage rates
have fueled a boom, raising housing
prices relative to income levels.

High housing prices and low mort-
gage rates have combined to give
households a substantial source of
financing. More specifically, they have
enabled households to tap their

increased housing equity by refinanc-
ing at higher loan amounts. In recent
months, this so-called cash-out refi-
nancing has supplied funds that have
allowed households to spend at a
pace that has exceeded growth in
personal income.

Some analysts are concerned that
a sharp uptick in interest rates would
stop cash-out refinancing, causing
a precipitous drop in consumer
spending, especially if housing prices
fall significantly. This concern has
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been heightened by higher energy
prices, which will put additional
stress on household budgets and
balance sheets.

Business balance sheets, on the
other hand, are quite healthy, as
reflected in the stable spreads of cor-
porate bond rates over Treasuries.
Many businesses have ample cash for
investing if they choose to spend it.
With inflation expectations remain-
ing well-contained and consumer
confidence on the rebound, business
investment should continue to be a

major driver of the expansion. More-
over, although consumer spending
might slow, it could continue to be
supported by employment gains.
Increased business spending is
most evident in the energy sector.
More broadly, however, improved
investment prospects seem to have
been supported by a surge in broad
equity indexes in November. Indeed,
stock market fundamentals appear
quite favorable. Chief among these
fundamentals are S&P 500 companies’
earnings, which have been increasing

at a rate of 15% over the past year.
Earnings are expected to decelerate,
but analysts nonetheless project earn-
ings to grow at nearly double-digit
rates over the next year. Despite the
recent run-up in stock prices, the
price—earnings ratio remains well
below its average in recent years.

The strength in equities in Novem-
ber was coupled with a decline in
equity options volatility. The decline
in volatility since October may reflect
some taming of inflation fears.
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