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.Inflat.ioh a{nd Prices
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After surging 15.7% (annualized rate)
in September—its largest monthly
rise in more than 25 years, the Con-
sumer Price Index (CPI) rose a rela-
tively modest 2.4% (annualized rate)
in October. Energy prices, which rose
sharply throughout the third quarter,
declined 2.9% (annualized) in Octo-
ber. Growth in the core CPI rose to
3.0% (annualized), higher than its
three- and 12-month growth trends,
whereas the median CPI’'s monthly
growth rate was a subdued 1.9%.
Longer-term inflation trends were
mixed. The CPI's 12-month growth

rate ticked down from 4.7% in Septem-
ber to 4.3% in October, the second-
highest 12-month growth rate since
the early 1990s. The 12-month growth
rates of the core CPI and the median
CPI remained steady at 2.1% and
2.3%, respectively. However, the
16% trimmed-mean CPI’s 12-month
growth rate has accelerated just a bit
since June, reaching 2.5% in October.
Taken as a whole, the data suggest
that there has been a retail inflation
trend in the range of 2.0% to 2.5%
since at least the end of 2004; prices of
both core goods and core services
have been showing some stability.

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Meanwhile, household inflation
expectations fell from a 15-year high
of 5.5% in September and October to
4.1% in November. The improved
household inflation sentiment proba-
bly reflects the continued decline in
petroleum prices, which fell from
their recent peak of nearly $70 per
barrel in August to about $57 in No-
vember. However, even longer-term
inflation expectations—which are less
likely to be influenced by fluctuations
in energy prices—declined 0.5 per-
centage points to 3.3% in November.

(continued on next page)
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Inflation and Prices (cont.)

12-month percent change

Dollars per barrel
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a. Mean expected change as measured by the University of Michigan’s Survey of Consumers.
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; Federal Reserve Bank of Cleveland; University of Michigan; and the Wall Street Journal.

Although underlying inflation
patterns seem relatively subdued,
some CPl components are still
subject to pricing pressure. Indeed,
apart from energy, 27% of the CPI's
components showed annualized
price increases of more than 5% in
October. These price increases were
largely offset, however, by deflation
in roughly 17% of the core CPI's
components.

This uneven distribution of com-
ponent price changes across the
consumer’s market basket makes it

difficult to gauge any potential shift
in the growth trend in overall retail
prices. Indeed, even the core infla-
tion measures have been showing
somewhat contradictory patterns in
the monthly data: The CPI excluding
food and energy accelerated, the
trimmed-mean CPI decelerated, and
the median CPI held comparatively
steady. Which of these is likely to
be the most accurate? Although no
single monthly measure of inflation
should be given a great deal of weight,
an examination of these alternative

measures’ forecasting record sug-
gests that the trimmed-mean and
median CPl measures tend to pre-
dict future CPI trends more accu-
rately than the more traditional core
statistic. That is, when it comes to
forecasting CPI-measured inflation
over the next 12 months, the one-
and three-month annualized percent
changes in the median CPI and 16%
trimmed-mean CPI are more accu-
rate than either the regular CPI or
the CPI excluding food and energy.
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At its November 1 meeting, the
Federal Open Market Committee
(FOMC) raised its federal funds rate
target from 3.75% to 4%, which is still
less than 2 percentage points above
the core inflation rate of personal
consumption expenditures for the
past year. The rate hike was widely
anticipated.

Because the most recent annual
core inflation rate is often viewed as a
proxy for expected future inflation,
the difference between the fed funds

rate and core inflation rate is com-
monly used to measure the real
(inflation-adjusted) fed funds rate.
However, in light of hurricane-
related inflation concerns, trailing
core inflation might be a questionable
proxy for inflation expectations. In-
deed, the inflation expectations
revealed in other, more prospective,
measures—such as those from survey
data or market yields on inflation-
protected securities—are currently
higher than recent inflation levels.

Hence, a real fed funds rate based on
trailing inflation may be an overesti-
mate. This would suggest that a
greater degree of policy accommoda-
tion remains.

The November policy move was
consistent with the forward-looking
language offered in recent statements.
For more than a year now, the FOMC
policy statement has repeated that
“the Committee believes that policy
accommodation can be removed at a
measured pace.” The fed funds rate

(continued on next page)
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d. First weekly average available after the FOMC meeting.
SOURCE: Board of Governors of the Federal Reserve System, “Selected Interest Rates,” Federal Reserve Statistical Releases, H.15.

has risen in increments of 25 basis
points at each FOMC meeting without
a hint of when a pause might occur.
The minutes of the November
meeting, released with a three-week
lag, seemed to make preparations
for removing the “measured pace”
language. Analysts focused on this
sentence: “Several aspects of the state-
ment language would have to be
changed before long, particularly
those related to the characterization
and outlook for policy.” However,
prices of fed funds futures and

options on those futures suggest that
market participants do not expect
dramatic changes in the language.
Rather, a pause in rate hikes some-
time next spring had already been
priced into these instruments.
Implied yields based on the prices
of fed funds futures indicate that the
funds rate is expected to rise to
between 4.5% and 4.75% by April.
Moreover, options on these futures
suggest that rate hikes of 25 basis
points each at the December and Jan-
uary meetings remain very likely.
Thus the release of the minutes

seemed to have only a marginal
effect on when market participants
expected a pause. After the minutes
were released, investors were giving
slightly higher odds that the pause
would be announced at the March
meeting.

Yields on Treasury bonds tended
to fall after the release, but only mar-
ginally. On the whole, financial mar-
kets seem fairly confident that hurri-
cane-related inflation concerns will
come to pass, and that policy may be
approaching a more neutral setting.
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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

(continued on next page)
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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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The Interest Rate Conundrum and the Savings Glut
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Two of the brightest blips on U.S. poli-
cymakers’ radar screens are the low
level of U.S. long-term interest rates
and our large, expanding current-
account deficit. Global saving and in-
vestment patterns go a long way to-
ward explaining both of them.

Real long-term interest rates in the
U.S. and elsewhere around the globe
seem unusually low for the current
state of the business cycle. A recent
International Monetary Fund study of
46 countries (including industrialized,
emerging-market, and oil-producing

nations) suggests that lackluster
global investment helps explain real
interest rates.

Expressed as a percentage of
world GDP, global investment fell
from 23% in 1997 to 21% in 2002. It
recovered to approximately 22% in
2004, according to the latest available
data. The current pace of worldwide
economic recovery and recent de-
clines in the cost of capital seem ca-
pable of supporting a higher level of
global investment than we have re-
cently seen.

Among industrialized countries,
most of the investment decline was
concentrated in the euro area and in
Japan, where 15 years of subpar eco-
nomic growth has taken a toll. On
balance, investment in most other
industrialized countries remained
fairly flat between 2001 and 2004. In
the U.S., however, fixed investment
has recently been rebounding.

Investment in most East Asian
countries fell precipitously after the
Asian financial crisis in the mid-1990s.
A notable exception is China, where

(continued on next page)
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.The Interest Rate Conundrum and the Savings Glut (cont.)
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investment has risen sharply. Among
oil-producing nations and other
emerging-market nations, investment
has been unimpressive.

In the aggregate, savings must
equal investment; not surprisingly,
global savings have declined as a
share of world GDP. Within any coun-
try or region, however, savings can—
and typically do—differ from local
investment. Divergences between
nations’ saving and investment pat-
terns are mirrored in their current-
account positions. Countries running
current-account surpluses save more

than they invest, whereas countries
experiencing current-account deficits
invest more than they save.

In most countries and regions cov-
ered in the IMF study, savings closely
paralleled—but slightly exceeded—
local investment. Consequently, most
countries and regions maintain small
current-account surpluses.

There are, however, striking excep-
tions. As a consequence of federal
budget deficits and low private sav-
ings, overall savings in the U.S. have
fallen sharply since 1997 and remain
well below our level of investment. In
contrast, most East Asian countries

and oil-producing countries maintain
savings substantially in excess of local
investment. Inflows of savings from
these emerging-market economies
account for roughly two-thirds of the
divergence between U.S. investment
and savings. The pattern of their
savings, currently at record levels,
generally reflects many East Asian gov-
ernments’ wish to acquire foreign-
exchange reserves as a buffer against
future financial crises and as a conse-
quence of relatively low returns in
investment projects in these emerg-
ing economies.
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