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Inflation and Prices
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a.  Annualized.
b.  Calculated by the Federal Reserve Bank of Cleveland.
c.  Three months annualized.
SOURCES:  U.S. Department of Labor, Bureau of Labor Statistics; and Federal Reserve Bank of Cleveland.

The November inflation data show a

continuing, generally broad-based

pattern of disinflation.

The Consumer Price Index (CPI)

declined an annualized 2.6% in 

November after holding unchanged

in October. The decline was partly

the result of falling energy prices,

which continued their descent by

slipping another 3.0% after declin-

ing 3.9% in October. 

The core CPI, a closely watched

measure of inflation that eliminates

the CPI’s volatile food and energy

components, fell at a 0.6% annual-

ized rate in November, its first 

decline in more than 20 years. The

median CPI and the 16% trimmed-

mean CPI, alternative inflation 

measures designed to exclude the

most extreme price changes, rose at

a 1.6% annualized rate and declined 

at a 0.9% annualized rate, respec-

tively. Year-over-year comparisons

within the core and alternative CPI

inflation measures continued to

trend downward.

Core consumer goods prices,

which account for 23% of the total

CPI, have shown persistent declines

over the past two years, and that 

deflation appears to be accelerating.

Moreover, the gap between core 

services prices and core goods prices

continues to widen: Whereas the

price level of core services is still 

increasing at a year-over-year rate of

roughly 3.0%, the price level of core

goods is deflating at a year-over-year

rate of approximately 2.5%. Prices of

(continued on next page) 

November Price Statistics

Percent change, last: 2002
1 mo.a 3 mo.a 12 mo. 5 yr.a avg.

Consumer prices 

All items –2.6 0.2 1.8 2.4 2.4

Less food
and energy –0.6 0.8 1.1 2.1 2.0

Medianb 1.6 2.2 2.0 2.8 3.0

Producer prices

Finished goods –3.3 3.1 3.4 2.0 1.2

Less food
and energy –0.8 1.9 0.5 0.9 –0.5
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Inflation and Prices (cont.)
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a.  Annualized.
b.  As measured by the Knight-Ridder Commodity Research Bureau’s Composite and Raw Industrials Spot Commodity Price Indexes.
c.  Mean expected change in consumer prices as measured by the University of Michigan’s Survey of Consumers.
d.  Blue Chip panel of economists.
SOURCES:  U.S. Department of Labor, Bureau of Labor Statistics; Commodity Research Bureau; University of Michigan; and Blue Chip Economic Indicators,
December 10, 2003.

new vehicles, used cars and trucks,

household furnishings, and apparel

all show persistent declines. 

Interestingly, accelerated deflation

in core goods prices persists as the

year-over-year rate of change in com-

modity prices continues to rise. Some

argue that commodity price move-

ments are a leading indicator of infla-

tion because they are a significant

input cost for producers; however,

evidence of this leading relationship

is mixed. After falling for more than

five years, the recent significant 

increase in commodity prices since

mid-2002 has not yet produced a rise

in core goods prices.

Meanwhile, the University of

Michigan’s Survey of Consumers 

reveals that household inflation 

expectations for the next year are

falling as well. December survey data

suggest that on average, households

expect a 2.8% increase in prices 

in the next year and a 3.1% increase

in the next five. The Blue Chip panel

of economists still expects CPI-

measured inflation to grow at an an-

nualized rate of about 2% over the

next five quarters, a forecast similar

to the current CPI growth trend. The

inflation pessimists predict a rate of

2.8% by 2004, and the inflation opti-

mists now expect a CPI increase of

about 1.2% by then, a reduction from

last month’s 1.4% estimate.

November Price Statistics

Percent change, last
Share 3 mo.a 12 mo. 5 yr.a

New vehicles 4.8 –2.6 –2.1 –0.9

Household
furnishings and
operations 4.6 –1.9 –2.3 –0.3

Communication 2.8 –3.6 –3.9 –2.1

Used cars and
trucks 1.8 –28.9 –11.2 –3.0

Women’s and 
girls’ apparel 1.7 –0.7 –2.0 –1.9
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Monetary Policy
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a.  Weekly average of daily figures.
b.  Daily observations.
c.  The formula for the implied funds rate is taken from Federal Reserve Bank of St. Louis, Monetary Trends, January 2002, which is adapted from 
John B. Taylor, “Discretion versus Policy Rules in Practice,” Carnegie-Rochester Conference Series on Public Policy, vol. 39 (1993), pp. 195–214.
d.  Growth rates are calculated on a fourth-quarter over fourth-quarter basis. Data are seasonally adjusted.
SOURCES:  U.S. Department of Commerce, Bureau of Economic Analysis; Congressional Budget Office; Board of Governors of the Federal Reserve System,
“Selected Interest Rates,” H.15, and “Money Stock Measures,” H.6, Federal Reserve Statistical Releases; and Bloomberg Financial Information services.

At its December 9 meeting, the Fed-

eral Open Market Committee (FOMC)

decided to keep its target federal

funds rate at 1%. The press release

noted, however, that the FOMC now

finds a reduced probability of  “an un-

welcome fall in inflation.”  In line with

the October 28 statement, policy ac-

commodation is expected to continue

for “a considerable period.” 

Market expectations may have 

reacted more strongly to the minutes

of the October meeting, which some

market observers took to indicate that

the target rate would remain at its cur-

rent level longer than they had previ-

ously expected. They were perhaps

reacting to the minutes’ statement

that FOMC members felt current

trends “were likely to hold inflation 

to very low levels over the next year 

or two.”

So it is not surprising that the 

implied yields of federal funds fu-

tures show only small increases

through 2004, although a glance at

the market’s predictions since 2000

shows it is far from infallible. The 

December decision also keeps rates

well below a popular benchmark pro-

vided by the Taylor rule, which posits

that the FOMC chooses the target

rate as a balanced response to weak-

ness and inflation. The form of the

Taylor rule depends on the weights

given to inflation and output and to

the assumed inflation target. How-

ever, the low rates have not led to a

surge in the money supply, which has

grown less than 5% in 2003. 
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Money and Financial Markets
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CPI Inflation

Actual M2 minus predicted M2, two quarters previous

a.  Treasury inflation-indexed securities.
b.  All commodities.
SOURCES:  U.S. Department of Labor, Bureau of Labor Statistics; Board of Governors of the Federal Reserve System, “Selected Interest Rates,” H.15, and
“Money Stock Measures,” H.6, Federal Reserve Statistical Releases; Bloomberg Financial Information Services; Commodity Research Bureau; and
Wall Street Journal.

Much of the current discussion about

monetary policy focuses on the

prospects for inflation—what do finan-

cial market indicators say? Expecta-

tions derived from the yield spread

between the Treasury’s nominal and

inflation-indexed securities show a

pronounced upward trend in the latter

half of 2003. These expectations have

neared their six-year high, although in-

flation during this period has been low

by historical standards. 

Some close observers of the gold

and commodities markets have 

become concerned about the risk 

of higher inflation. Gold prices have

posted a dramatic increase of $60

(18%) since March 2003. The com-

modities futures price also has 

increased recently, although it re-

mains near the level at which it

started the year. Prices for both gold

and commodities have increased

substantially since 2001. Unfortu-

nately for fans of these two indexes,

however, neither shows a strong 

correlation with inflation. What gold

prices show, if anything, is a negative

correlation with core CPI inflation.

Commodity prices sometimes seem

to anticipate future inflation but

they have not done so for the past

three years. 

A classic definition of inflation is

“too much money chasing too few

goods.” By this definition, comparing

the money supply with money de-

mand on the basis of income and 

interest rates may indicate incipient

inflation. While the measure of excess

money has trended high in 2003, its

record over the past five years sug-

gests that this indicator should be

used with caution.
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(continued on next page) 
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Money and Financial Markets (cont.)
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a.  All yields are from constant-maturity series.
b.  Daily observations.
c.  Effective federal funds rate deflated by the PCE chain price index (less food and energy and excluding insurance adjustments).
d.  The estimated expected inflation rate and the estimated real interest rate are calculated using the Pennacchi model of inflation estimation and the median
forecast for the GDP implicit price deflator from the Survey of Professional Forecasters. Monthly data.
e.  The Berk rate is calculated as the 30-year GNMA yield plus the 10-year Treasury inflation-indexed securities yield minus the 10-year Treasury yield. 
SOURCES:  U.S. Department of Commerce, Bureau of Economic Analysis; Board of Governors of the Federal Reserve System, “Selected Interest Rates,”
Federal Reserve Statistical Releases, H.15; and Bloomberg Financial Information Services.

Another gauge of policy is the rela-

tion between the intended federal

funds rate and other market rates. 

A comparison with the two-year Trea-

sury note is particularly apt because

that yield is long enough to avoid

being a mere reflection of guesses

about the Fed’s move, yet short

enough to avoid speculation about

long-run trends. Except for a few brief

episodes, the target fed funds rate has

been below the two-year yield since

late 2001. Since June 2003, the spread

has increased from 11 basis points

(bp) to 84 bp, confirming the contin-

ued ease of policy. 

One more possible comparison is

between interest rates and inflation.

Inflation means borrowers pay back

dollars that are worth less than the dol-

lars they borrowed, so yields should

be adjusted for inflation. This makes

the real fed funds rate (adjusted for in-

flation by subtracting the current

growth in CPI from the yield) even

lower than its minimum nominal value

of 1%; in fact, it has been negative for

most of the year. One may also esti-

mate real rates using inflation expecta-

tions, and the Pennacchi approach 

estimates 30-day real rates. These have

remained steadfastly and substantially

negative throughout 2003.

Longer-term real rates, though

low, have stayed positive and become

more variable. An important real rate,

which is thought to have a particular

influence on investment spending,

(continued on next page) 
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Money and Financial Markets (cont.)

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

4.5

5.0

5.5

6.0

0 5 10 15 20
Years to maturity

Percent, weekly average

YIELD CURVEa,b

December 6, 2002

November 7, 2003

December 19, 2003

–1.0

–0.5

0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

4.5

1998 1999 2000 2001 2002 2003 2004

Percent, weekly

YIELD SPREAD: 10-YEAR TREASURY NOTE
MINUS THREE-MONTH TREASURY BILLa

0

0.3

0.6

1.5

1998 1999 2000 2001 2002 2003 2004

0.9

1.2

TREASURY-TO-EURODOLLAR (TED) SPREADc

Percent, weekly average

a.  All yields are from constant-maturity series.
b.  Average for the week ending on the date shown.
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SOURCES:  Board of Governors of the Federal Reserve System, “Selected Interest Rates,” Federal Reserve Statistical Releases, H.15; and Bloomberg Financial
Information Services.

takes a common callable bond, the

30-year GNMA, and subtracts, as an in-

flation estimate, the yield difference

between a 10-year Treasury bond and a

10-year Treasury inflation-indexed se-

curity. This option-adjusted rate

(dubbed the “Berk rate” after the

economist who developed the idea)

has decreased lately, falling about 

23 bp since mid-October. 

Longer-term interest rates, which

have moved little recently, remain

well above the lows reached in sum-

mer 2003. Conventional mortgages

have followed the 20-year bond

closely, although the spread between

them has narrowed from 100 bp to

77 bp since August. Likewise, the

yield curve has remained quiescent;

indeed, it has ended up near the level

it reached at the end of 2002. This

means, among other things, that the

10-year, three-month spread remains

quite high by historical levels—nearly

triple its historical average of 120 bp.

Although it is sometimes taken as an

indicator of future inflation, it is more

reliable as a predictor of strong eco-

nomic growth in the upcoming year.

International news has been espe-

cially prominent in 2003. By one mea-

sure, at least, the effect on the financial

markets has not been proportionate.

The Treasury-to-Eurodollar (TED)

spread looks at the difference 

between the rate on Eurodollar 

deposits and Treasury notes. It is

thought to pick up traders’ worries

about international problems be-

cause it is a way to arbitrage rates 

between the U.S. and the rest of the

world without bearing any currency

risk. The TED spread remains quite

low by historical standards.
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