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Long-term interest rates remain low
by historical standards, posing some-
thing of a conundrum. For more than
three years, the economy has been
expanding at an average annual rate
of 3.5%. Normally, when economies
expand at such a healthy pace, invest-
ment opportunities abound, raising
the real rate of return on new busi-
ness investment. In turn, the high
returns on new capital tend to pull
up the entire yield structure, includ-
ing long-term real interest rates.

The impact on the economy of low
long-term rates is nowhere more
evident than in the housing sector.
Persistently low mortgage interest
rates have contributed to a housing
boom—a situation characterized by a
sharp increase in housing prices rela-
tive to household income levels.

The housing market is expected to
cool considerably this year. A chief
concern of many forecasters is that if
mortgage rates rise sharply, housing
values could plummet. High housing

values and low mortgage rates have
combined to give households a sub-
stantial source of financing. More
specifically, households have been able
to tap increased housing equity by refi-
nancing at higher loan amounts. This
“cash-out refinancing” has provided
funds that have allowed households
to spend at a pace that has exceeded
that of personal income growth in
recent months. A sharp uptick in
interest rates could halt cash-out

(continued on next page)



* March 2006

FRB Cleveland

/

Money and Financial Markets (cont.)

Index, monthly average

Index, monthly average

Dollars per share, four-quarter moving average

5500 24 ["Sgp 500, EARNINGS PER SHARE?

Operating

As reported

1996 1999 2002 2005

50 ["s&p 500 PRICE/EARNINGS RATIO

Average

23.8

2.200 ['STOCK MARKET INDEXES
2,000 = — 5,000 2 -
1,400 2,400
1800 1= 399 W 2200 - 4900 20 =
1600 }—1.200 — 2,000 — 4000 18 |
1,100 ' R T 1,800
1,400 = July Sept. Nov. Jan. Mar 3500 16 =
2005 2006
1,200 p— 3,000 14 =
1,000 f= 2,500 12
S&P 500
800 — 2,000 10
600 — 1,500 8
NASDAQ
400 — 1,000 6
200 — 500 4
0 IR AN T N T (TR NN TR T I | 0 2 |
1990 1992 1994 1996 1998 2000 2002 2004 2006 1990 1993
Index Ratio
%0 ["s&P 500 OPTIONS VOLATILITYD
45 i o=
14
| 12 40 =
40 10
July Sept. Nov. Jan. Mar. 35 |-
2005 2006
35
30
30
25
25
20
20 133
15 —
15 10
10 | | | | | | | | 5 | |
1998 1999 2000 2001 2002 2003 2004 2005 2006 1946 1952 1958

a. Dashed lines represent the forecast as of Febru:
b. CBOE volatility Index (VIX). Monthly data.

ary 16, 2006.

1964 1970 1976 1982 1988 1994 2000 2006

SOURCES: Standard and Poor’s Corporation; Chicago Board Options Exchange; and Bloomberg Financial Information Services.

refinancing, causing a sharper-than-
expected drop in consumer spending.
Stable spreads of corporate bond
rates over Treasury note rates with
comparable terms indicate that cor-
porate balance sheets are quite
healthy. Businesses have ample cash
to invest if they choose to spend it.
With inflation expectations remain-
ing well contained and consumer con-
fidence on the rebound, business
investment is expected to supplant
consumer spending as the chief driver

of the expansion, especially in employ-
ment growth. Moreover, although
consumer spending might slow, it
could continue to be supported by
employment gains.

The positive outlook for invest-
ment seems to be supported by a
surge in broad equity indexes early
this year. Stock market fundamentals
remain quite favorable, chiefly earn-
ings at S&P 500 companies, which in-
creased at double-digit rates during
2005. Although they are expected
to decelerate, their earnings are

projected to grow just under 10%
during 2006.

Equities’ strength since October
was coupled with diminished volatil-
ity in equity options. The decline in
volatility since October may reflect
some soothing of inflation fears. Con-
tinued progress in reducing inflation
over the short term is important to
maintaining healthy financial condi-
tions. Despite the recent run-up in
stock prices, the price—earnings ratio
remains well below its average of
recent years.
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