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Outlook for the Economy and 
Inflation

Introduction
T he la s t tim e  I sp o k e  to  th e  M oney M a rk e te e rs  w as in sp rin g  o f 2 0 0 5 , 

w h en  o u r m o n e ta ry  policy  issues w e re  v as tly  d if fe r e n t th a n  th o s e  w e 

a re  fac in g  to d a y . T h re e  y e a rs  ag o , I to ld  you a b o u t th e  F ed era l 

R eserve's m ove to w a rd  g r e a te r  tra n s p a re n c y  an d  a  n ew  

c o m m u n ic a tio n s  s tra te g y  th a t  I h o p ed  w o u ld  e n h a n c e  th e  

e ffe c tiv e n e s s  o f o u r policy. T hose co m m u n ic a tio n s  h av e c e r ta in ly  

g o tte n  a  h e a lth y  w o rk o u t w ith  th e  ch a n g es  w e  h av e s e e n  in eco n o m ic  

co n d itio n s  o v e r th e  p a s t s e v e ra l m o n th s.

A fter ex p a n d in g  a t  a  solid  p a c e  fro m  2 0 0 4  th ro u g h  m o st o f la s t y ea r, 

th e  ec o n o m y  has s ta lle d , la rg e ly  d u e  to  p ro b lem s t h a t  b eg an  in th e  

housing s e c to r . F in an cial m a rk e t co n d itio n s  h av e  b e e n  fra g ile  s in ce  

la s t A ugust an d  in fla tio n  has b e c o m e  e le v a te d , b o th  o f w hich  a re  

posing risks to  th e  ec o n o m ic  o u tlo o k .

As you know , th e  F e d e ra l O pen M ark et C o m m itte e  has b ee n  trac k in g  

d e v e lo p m e n ts  in th e  ec o n o m y  an d  fin a n c ia l m a rk e ts  v ery  clo sely , and 

o u r policy  ac tio n s  h av e  b e e n  ag g ressiv e . S ince A ugust, th e  FOMC has 

lo w ere d  its  f e d e ra l  fu n d s r a te  ta r g e t  by 2 2 5  basis p o in ts . In Ja n u a ry  

a lo n e , th e  FOMC re d u c e d  th e  fu n d s r a te  by 1 2 5  basis p o in ts, 

reco g n izin g  th a t  a  tig h te n in g  in c r e d it  m a rk e ts  co u ld  le a d  to  an  ev en  

s te e p e r - th a n - e x p e c te d  slow ing in ec o n o m ic  ac tiv ity .

T o n ig h t I w ill o ffe r  you m y p e rs p e c tiv e  on th e  ec o n o m y  an d  in fla tio n . 

I w ill ex p la in  how  so m e c rit ic a l assu m p tio n s a f f e c t  my eco n o m ic  

p ro je c tio n s . Finally, I w ill also  ta lk  a b o u t th e  ro le  t h a t  in fla tio n  

e x p e c ta tio n s  p lay  in th e  c u r r e n t  e n v iro n m e n t.

P le a s e  n o te  t h a t  th e  v iew s I e x p re ss  th is  ev e n in g  a re  m in e a lo n e  an d  

do n o t n ec essarily  r e f le c t  th e  v iew s o f m y co lle a g u e s  in th e  F ed era l 

R eserv e S ystem .

The Economic Outlook
T he F e d e ra l R eserv e ju s t  re le a s e d  its  la te s t  ec o n o m ic  p ro je c tio n s  fo r 

2 0 0 8 , 2 0 0 9 , an d  2 0 1 0 . I know  t h a t  m any o f you h av e m em o rized  

th e s e  p ro je c tio n s , b u t fo r  th e  fe w  o f you h e re  to n ig h t w ho h av e had 

o th e r  p ressin g  b u siness issu es, le t  m e b riefly  su m m arize  th e m .

T he m o st r e c e n t  ec o n o m ic  p ro je c tio n s  m a d e  by th e  F e d e ra l R eserv e 

B oard m e m b ers  an d  R eserv e B ank p re s id e n ts , w hich  w e re  s u b m itte d  

in Ja n u ary , show  a  c e n tr a l  te n d e n c y  fo r  re a l GDP g ro w th  th is  y e a r  o f 

1 .3  to  2 .0  p e rc e n t. This c e n tr a l  te n d e n c y  is c o n sid erab ly  lo w er th a n  

th e  o n e  p ro v id ed  in O c to b e r. A n u m b e r o f fa c to rs  led  to  th e  

d o w n w ard  revisions, in clu d in g  a  s te e p e r - th a n - e x p e c te d  housing 

m a rk e t c o rre c tio n , t ig h te r  c r e d it  co n d itio n s, an d  h ig h e r oil p rices.
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R eal GDP is p r o je c te d  to  a c c e le r a te  s o m e w h a t in 2 0 0 9  an d  to  reach  

2 .5  to  3 p e r c e n t  by 2 0 1 0 .

T he c e n tr a l  te n d e n c y  p ro je c tio n  fo r  c o re  PCE in fla tio n  in 2 0 0 8  is 2 .0  

to  2 .2  p e rc e n t, rev ised  up from  1 .7  to  1 .9  p e r c e n t  p r o je c te d  in 

O c to b e r . H o w ev er, th e  FOMC p a rtic ip a n ts ' p ro je c tio n s  c a ll fo r  

in fla tio n  to  m o d e ra te  o v e r th e  n e x t tw o  y e a rs . O verall PCE in fla tio n  

is p r o je c te d  to  d e c lin e  fro m  its  c u r r e n t  e le v a te d  r a te ,  assu m in g  th a t  

e n e rg y  an d  food  p rice s  f la t te n  o u t. This m e a su re  is p r o je c te d  to  

re tu rn  to  a  ra n g e  o f 1 .7  to  2  p e r c e n t  in 2 0 1 0 .

T hose a re  th e  p ro je c tio n s  o f th e  FOMC p a r tic ip a n ts , an d  th e  

p ro je c tio n s  th a t  I s u b m itte d  in J a n u a ry  fa ll w ith in  th o s e  c e n tra l  

te n d e n c y  ran g e s. My b a s e lin e  p ro je c tio n s  -  o r  w h a t I b e lie v e  is m o st 

likely to  o c c u r  - a re , o f co u rse , ju s t  o n e  o f m any p la u sib le  o u tc o m es.

Critical Economic Assumptions
L et m e ex p la in  a  b it a b o u t how  I fo rm u la te  m y p ro je c tio n s  an d  so m e 

key assu m p tio n s I am  m aking in my c u r r e n t  p ro je c tio n s  fo r  g row th  

an d  in fla tio n . Of c o u rse , I re ly  on e c o n o m e tric  m o d els w h en  m aking 

m y p ro je c tio n s  b e c a u s e  th e y  o ffe r  th e  d isc ip lin e  o f ec o n o m ic  th e o ry  

an d  h is to ric a l e x p e r ie n c e . B ut m o d els a r e  by n a tu re  a  sim p lifica tio n  

o f a  c o m p le x  an d  d y n am ic eco n o m y , so th e y  c a n n o t alw ays c a p tu re  

e v e ry  im p o r ta n t d im en sio n . Nor a re  th e y  alw ays fle x ib le  en o u g h  to  

a d a p t  to  b reak s w ith  h is to ric a l norm s.

So, from  tim e  to  tim e , w e  n e e d  to  a d ju s t  a  m o d e l-b a se d  f o re c a s t  so 

th a t  i t  a d e q u a te ly  r e p re s e n ts  o u r b e s t  th in k in g  a b o u t th e  fo rc e s  

in flu en cin g  th e  ec o n o m y  b o th  now  an d  in th e  f u tu re . In o th e r  w ords, 

m o d e l-b a se d  fo re c a s ts  a re  o f te n  c o n d itio n e d  by ju d g m e n t.

As I d e v e lo p e d  m y ec o n o m ic  p ro je c tio n s  in Ja n u a ry , I m a d e  c rit ic a l 

assu m p tio n s in tw o  key a re a s . O ne assu m p tio n  c o n c e rn s  th e  

av a ila b ility  o f c re d it , an d  th e  o th e r  p e rta in s  to  th e  p ro cess  driving 

th e  p ric e  s ta tis t ic s . I'll ta lk  a b o u t th e  c r e d it  issu e f irs t.

W id esp rea d  c r e d it  m a rk e t d isru p tio n s  a re  uncom m on e v e n ts , b u t th e ir  

co n s e q u e n c e s  a r e  so b e rin g . During th e s e  e p iso d e s, ev e n  so m e 

fin an c ia lly  h e a lth y  b o rro w ers  can  h av e tro u b le  fin d in g  c r e d it ,  an d  th e  

c r e d it  th a t  is a v a ila b le  is ex p e n siv e . F or th e ir  p a r t, le n d e rs  a c t  to  

sa fe g u a rd  th e ir  c a p ita l  an d  p re s e rv e  liq u id ity . T rad in g  v o lu m es can 

p lu m m e t in so m e m a rk e ts , an d  th e  lack  o f c o u n te rp a r tie s  can  

c o m p lic a te  risk s tra te g ie s . As m any fin a n c ia l in s titu tio n s  re tre n c h  a t  

th e  sa m e  tim e , th e ir  c o lle c tiv e  b eh a v io r c a n  c a u s e  a  slow dow n in 

co n su m p tio n  an d  in v e s tm e n t sp en d in g  th ro u g h o u t th e  e n t ir e  

eco n o m y .

W e h av e good reaso n  to  th in k  t h a t  c u r r e n t  f in a n c ia l s tra in s  h av e 

s u b s ta n tia lly  slo w ed  th e  p a c e  o f ec o n o m ic  a c tiv ity . H ig h -q u ality  

b o rro w ers  in a  n u m b e r o f m a rk e ts  a r e  having tro u b le  o b ta in in g  c re d it. 

M any f in an c ia l in s titu tio n s  h av e se e n  a  sh a rp  rise  in th e  c o s t of 

c a p ita l  an d  in th e  p rice  o f c r e d it  d e fa u lt  sw ap s. Risk sp re a d s  have 

w id e n e d  in m an y  fin a n c ia l m a rk e ts . T he F e d e ra l R eserve's S enior Loan 

O fficer Survey fo r  Ja n u a ry  n o te d  t ig h te r  len d in g  s ta n d a rd s  fo r  

housing, c o m m e rc ia l re a l e s ta te ,  an d  c o n s u m e r lo an s. T h e s to rie s  I 

am  h earin g  from  my banking  su p erv iso rs an d  th e  CEOs a t  larg e 

banking  o rg an iz a tio n s  e c h o  th e s e  re p o rts . And th e r e  is o n e  m ore 

im p o r ta n t e le m e n t  to  k e e p  in m ind - th e  ongoing d e c lin e  in h o m e 

p rices.

C red it c o n tra c tio n s  h av e b ee n  th a n k fu lly  ra re  in th e  U n ite d  S ta te s  in 

r e c e n t  d e c a d e s , so w e  h av e lim ite d  p ra c tic a l e x p e r ie n c e  in d ea lin g  

w ith  th e m . B ut b o th  th e  a c a d e m ic  l i te r a tu r e  an d  o u r lim ite d  

e x p e r ie n c e  su g g e st t h a t  th e  re a l r a te  o f in te r e s t  t h a t  is c o n s is te n t 

w ith  a  n e u tra l  m o n e ta ry  policy  w ill d e c lin e  d u rin g  a  c r e d it  cru n ch ,
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an d  t h a t  th e  n o m inal f e d e ra l  fu n d s r a te  ta r g e t  n e e d s  to  a d ju s t 

acco rd in g ly  to  k e e p  policy  from  b eco m in g  unduly  re s tr ic tiv e . During 

such  e p iso d e s, i t  is also  im p o r ta n t to  a d d re ss  th e  liq u id ity  n e e d s  o f 

th e  banking  sy stem .

B ecau se c r e d i t  c o n tra c tio n s  can  e m e rg e  an d  s p re a d  r a th e r  quickly, 

th e  c e n tr a l  b an k  m u st b e  p re p a re d  to  a c t  in an  ag g ressiv e  an d  tim ely  

m a n n e r to  c o u n te r a c t  th e ir  e f f e c ts .  And in d e e d , th e  F e d e ra l 

R eserve's policy  ac tio n s  s in c e  la s t A ugust h av e  b e e n  d es ig n ed  to  e a s e  

th e  s tra in s  in f in an c ia l m a rk e ts  an d  to  c o u n te r a c t  a  p ro je c te d  

w ea k en in g  in e c o n o m ic  a c tiv ity .

So a  key assu m p tio n  u n d erly in g  my 2 0 0 8  p ro je c tio n s  is th a t  ec o n o m ic  

ac tiv ity  is, in fa c t, highly v u ln e ra b le  to  a  s ig n ific an t c r e d it  cru n c h . 

B ecau se c r e d i t  c ru n c h e s  c a n  re s tra in  e c o n o m ic  a c tiv ity  th ro u g h  

c h a n n e ls  th a t  a re  n o t fu lly  c a p tu re d  by e c o n o m e tric  m o d els o r 

h is to ric a l e x p e r ie n c e , m y f o re c a s t  builds in a  slo w e r grow th 

tr a je c to r y  fo r  c o n s u m e r sp e n d in g , re s id e n tia l in v e s tm e n t, an d  non- 

re s id e n tia l in v e s tm e n t th a n  th e  m o d el w o u ld  h av e c a lle d  fo r 

o th e rw is e . T h ese  a d ju s tm e n ts , o f c o u rse , a re  only  an  e d u c a te d  

ju d g m e n t. A c r e d i t  cru n c h  co u ld  im p o se ev e n  m o re  r e s tr a in t  on 

ec o n o m ic  a c tiv ity , p re s e n tin g  a  d o w n sid e risk to  my b a se lin e  

p ro je c tio n .

T he se c o n d  a r e a  w h e re  I m a d e  c r it ic a l assu m p tio n s in m y p ro je c tio n s  

r e la te s  d ire c tly  to  in fla tio n  d y n am ics. I re a liz e  t h a t  m o st ec o n o m ic  

fo re c a s te rs  h av e u n d e r-p re d ic te d  h e a d lin e  in fla tio n  fo r  th e  p a s t 

c o u p le  o f y e a rs . N e v e rth e le ss , I am  stick in g  w ith  m y m o d el and  

p ro je c tin g  b o th  h e a d lin e  an d  c o re  in fla tio n  to  m o d e ra te  o v e r th e  

n e x t fe w  y e a rs  as re s o u rc e  u tiliz a tio n  ra te s  s la c k e n . In a d d itio n , my 

in fla tio n  p ro je c tio n  assu m es t h a t  in c re a se s  in e n e rg y  an d  o th e r  

co m m o d ity  p rice s  do n o t c o n tin u e  to  a c c e le r a te  an d  t h a t  in fla tio n  

e x p e c ta tio n s  rem ain  a n c h o re d . L et m e e la b o ra te .

W e all know  t h a t  e n e rg y  p rices h av e  risen  d ra m a tic a lly  o v e r th is 

b u siness c y c le 1 - in f a c t,  th e y  h av e  n e a rly  d o u b le d  from  2001  to

2 0 0 7 , a t  an  a v e ra g e  a n n u a l r a te  o f a b o u t 12 p e rc e n t. T he CPI 

e x c lu d in g  fo o d  an d  e n e rg y  has risen  a t  a  m uch slo w e r a n n u a l p a c e  on 

a v e ra g e  th a n  th e  h e a d lin e  CPI - 2 .1  p e r c e n t  v ersu s 2 .9  p e r c e n t  fo r 

th e  h e a d lin e  n u m b er.

E conom ists te n d  to  re ly  on th e  c o re  m e a su re s  as th e  b e t t e r  g u id e to  

th e  " tru e  s ta te "  o f in fla tio n , s in c e  th e  h e a d lin e  m e a su re s  ca n  re f le c t  

tra n s ito ry  v o la tili ty  in th e  p rice s  o f in d iv id u al ite m s. But as w e  all 

know , th e  key w o rd  h e re  is tra n s ito ry  - t h a t  is, th e  la rg e  p ric e  

f lu c tu a tio n s  a re  usually  e x p e c te d  to  re v e rs e  to  so m e d e g re e , o r a t  

le a s t  to  d im inish . O ver tim e , w e  e x p e c t  th e  to ta l  c h a n g e  in h ea d lin e  

an d  c o re  m e a su re s  o f in fla tio n  to  b e  s im ilar. As I m e n tio n e d , th e  

FOMC's in fla tio n  p ro je c tio n  follow s th is  p a t te r n  o v e r th e  2 0 0 8 - 2 0 1 0  

horizon.

But w e  h av e  n o t h ad  t h a t  e x p e r ie n c e  w ith  th e  CPI du rin g  th is 

b u siness cy c le . T h e en e rg y  p rice  sh o ck  has b e e n  la rg e  an d  p e rs is te n t. 

From  D ec em b e r 20 01  to  D ec em b e r 2 0 0 7 , th e  to ta l  CPI a d v a n c e d  by 

19 p e rc e n t, c o m p a re d  w ith  13 p e r c e n t  w h en  w e  e x c lu d e  fo o d  and  

en e rg y . From  2 0 0 4  to  2 0 0 7 , th e  fig u res a r e  1 0  p e r c e n t  v ersu s 7 

p e rc e n t. So, w h ich  a re  th e  b e t te r  e s tim a te s  o f in fla tio n  d u rin g  th e s e  

in te rv a ls?

To a n s w e r t h a t  q u e s tio n , w e  n e e d  to  m ak e a  c ru c ia l d is tin c tio n  - 

b e tw e e n  in fla tio n  an d  a  re la tiv e  p rice  in c re a s e . Infla tio n  is a 

co n d itio n  t h a t  a f fe c ts  a ll p rices, n o t ju s t  th e  p rice  o f p a r tic u la r  goods 

o r  se rv ic e s . C hanges in re la tiv e  p rices r e f le c t  ch a n g es  in su p p ly  and  

d e m a n d  co n d itio n s  in sp e c ific  m a rk e ts . S o m etim es w e  e x p e r ie n c e  

such  a  la rg e  an d  p e r s is te n t re la tiv e  p rice  ch a n g e  t h a t  i t  te m p o ra rily  

rip p le s  th ro u g h  th e  in fla tio n  d a ta , such as o u r e x p e r ie n c e  w ith
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e n e rg y  p rices.

T he U nited  S ta te s  has e x p e r ie n c e d  th r e e  e p iso d e s  o f s u s ta in e d  

in c re a se s  in e n e rg y  p rice s  in th e  p a s t  5 0  y e a rs . Energy p rices  d o u b led  

from  th e  m id -1 9 6 0 s  to  th e  m id -1970s; th e y  d o u b le d  again  fro m  th e  

la te  1 9 7 0 s  to  th e  e a rly  1980s; an d  th e y  h av e  j u s t  d o u b le d  ag ain  in 

th e  p a s t six  y e a rs . T h e f irs t  tw o  e p iso d e s  w e re  m ark ed  by d ra m a tic  

a c c e le ra tio n s  in b o th  th e  CPI an d  th e  CPI ex c lu d in g  fo o d  an d  en e rg y , 

an d  w e re  ac c o m p a n ie d  by e c o n o m ic  rec essio n s. T o d ay , w e  know  t h a t  

th e  CPI has n o t a c c e le ra te d  by v ery  m uch w h en  c o m p a re d  w ith  th e  

tw o  p rio r e p iso d e s , an d  th e  CPI ex c lu d in g  fo o d  an d  e n e rg y  has ed g e d  

up a  lit tle .

T h e re  a re  s e v e ra l w ays o f e s tim a tin g  c o re  in fla tio n , an d  I do n o t 

th in k  t h a t  sim ply rem oving  th e  e f f e c ts  o f food  an d  e n e rg y  p rice s  from  

th e  CPI alw ays p ro v id es th e  b e s t  m e a s u re  o f tre n d  in fla tio n . S everal 

o th e r  m e a su re s , su ch  as th e  m e d ian  CPI an d  th e  16  p e r c e n t  tr im m e d  

m ean  CPI, h av e b e e n  trac k in g  ab o v e  th e  CPI ex c lu d in g  fo o d  and  

e n e rg y  fo r  th e  p a s t se v e ra l y e a rs . And in r e c e n t  m o n th s, m o re  th a n  

h alf o f th e  CPI p rice  d is trib u tio n  has risen  a t  a  r a te  o f 3 p e r c e n t  or 

m o re . T h ese  tre n d s  in th e  d a ta  p o se  an  u p sid e  risk to  m y o u tlo o k  fo r 

in fla tio n .

Infla tio n  fo re c a s ts  also re q u ire  an  assu m p tio n  a b o u t in fla tio n  

e x p e c ta tio n s , an d  h e re  th e  new s is m o re  p o sitiv e . D esp ite  th e  

a c c e le ra tio n  in th e  p rice  s ta tis t ic s  du rin g  th e  p a s t se v e ra l y ea rs , 

th e r e  is v ery  l i t t le  e v id e n c e  th a t  p eo p le 's  saving, in v estin g , an d  w o rk - 

re la te d  d ecisio n s h av e b e e n  unduly  in flu e n c e d  by in fla tio n  fe a rs . This 

is fo r tu n a te , b e c a u s e  th e r e  is la stin g  harm  to  th e  ec o n o m y  w hen 

in fla tio n  e x p e c ta tio n s  begin  to  a f f e c t  th e  d ec isio n s o f h o u seh o ld s and 

b u sin esses. L et m e now  tu rn  to  t h a t  to p ic  in m o re  d e ta il .

Inflation Expectations
Rising in fla tio n  e x p e c ta tio n s  c a n  b o th  h in d e r ec o n o m ic  p e rfo rm a n c e  

an d  su sta in  a  h ig h e r in fla tio n  r a te . As you know , p eo p le 's  ac tio n s  to  

g u ard  a g a in s t in fla tio n  co n su m e p rec io u s re so u rc e s  t h a t  w o u ld  b e 

u sed  m o re  p ro d u ctiv e ly  in a  w o rld  w h e re  p e o p le  d id n 't h av e to  w orry  

a b o u t in fla tio n . Infla tio n  e x p e c ta tio n s  ca n  also b e c o m e  p a r t  o f th e  

in fla tio n  p ro cess its e lf , a f fe c tin g  any  n u m b e r o f p ric e  an d  w ag e 

d ecisio n s t h a t  w o u ld  m ak e bringing dow n th e  in fla tio n  r a te  a  m o re 

d ra w n -o u t an d  co s tly  a ffa ir . T h ese  a re  th e  co s ts  t h a t  a  c e n tr a l  bank 

m u st k e e p  in c h e c k  if o u r ec o n o m y  is to  a c h ie v e  its  fu ll p o te n tia l, 

inclu d in g  m axim um  su s ta in a b le  em p lo y m e n t.

You m ig h t th in k  t h a t  m easu rin g  in fla tio n  e x p e c ta tio n s  is fairly  

s tra ig h tfo rw a rd , b u t an y o n e  w ho has tr ie d  to  do so know s how  

d iffic u lt th is  ta s k  can  b e . W e h av e tw o  kinds o f to o ls  a t  o u r d isp o sal - 

m e a su re s  b a s e d  on fin a n c ia l a s s e ts  an d  m e a su re s  b ased  on surveys.

T he m o st p ro m in e n t f in a n c ia l-a s s e t-b a s e d  m e a su re s  a re  d e riv e d  from  

T re asu ry  In fla tio n  In d ex ed  S ecu rities , co m m o n ly  know n as TIPS.

T h ese  s e c u r itie s  give th e  in v e s to r  a  f ix ed  re a l re tu rn  b e c a u s e  th e ir  

p rin c ip a l an d  in te r e s t  p a y m e n ts  a re  tie d  to  th e  CPI. R egular T reasu ry  

s e c u r itie s  a re  n o t t ie d  to  th e  CPI so b re a k e v e n  in fla tio n , th e  

d if fe re n c e  b e tw e e n  no m in al T re asu ry  s e c u r itie s  an d  TIPS, is u sed  to  

in fe r  e x p e c te d  in fla tio n  o v e r len g th  o f th e  c o n tra c t.  H o w ev er, i t  is 

d iffic u lt to  e x t r a c t  a  c le a n  m e a s u re  o f in fla tio n  e x p e c ta tio n s  from  

b re a k e v e n  in fla tio n . Two p ro m in e n t p ro b lem s a re  in fla tio n  

u n c e r ta in ty  an d  liq u id ity  risk.

A rise  in in fla tio n  u n c e r ta in ty  is d is tin c t from  a  rise  in in fla tio n  

e x p e c ta tio n s , a lth o u g h  b o th  im p o se co s ts  on th e  ec o n o m y . Rising 

in fla tio n  u n c e r ta in ty  - o r, in o th e r  w o rd s, a  w id en in g  in th e  ra n g e  of 

p la u sib le  in fla tio n  o u tc o m e s  - in tro d u c e s  a  risk in m aking lo n g -te rm  

c o n tra c ts , p a rtic u la rly  fin a n c ia l c o n tra c ts . In v estors look to  be
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c o m p e n s a te d  fo r  th is  risk, as th e y  w o u ld  fo r  an y  o th e r  risk, m aking 

th e  te rm s  o f f in a n c ia l c o n tra c ts  m o re  co s tly  th a n  th e y  w o u ld  b e  

o th e rw is e .

T he se c o n d  p ro b lem  - liq u id ity  risk - a rise s  b e c a u s e  th e  liquidity  

c h a ra c te r is tic s  o f th e  re g u la r  T re asu ry  m a rk e ts  an d  th e  TIPS m a rk e ts  

a re  n o t th e  s a m e . T he re g u la r  T re asu ry  m a rk e t is b ro a d e r  an d  

d e e p e r .  So in p erio d s o f f in an c ia l s tre s s , such  as th o s e  w e  h av e 

w itn e s s e d  la te ly , la rg e  flig h ts  to  q u a lity  m ig h t c r e a te  a  d o w nw ard  

bias in b re a k e v e n  in fla tio n  as a  m e a su re  o f in fla tio n  e x p e c ta tio n s .

P erh ap s a  m o re  s tra ig h tfo rw a rd  w ay  to  g au g e  in fla tio n  e x p e c ta tio n s  is 

to  sim ply ask  p e o p le  th e ir  v iew s on in fla tio n . In fa c t,  th e  U niversity  

o f M ichigan's m o n th ly  su rv ey  d o es  j u s t  th a t .  U n fo rtu n a te ly , w e  h ave 

p ro b lem s w ith  in te rp re tin g  th is  d a ta . For o n e  th in g , households' 

b e lie fs  a b o u t f u tu re  in fla tio n  a re  ty p ic a lly  m uch h ig h e r th a n  th e  

a c tu a l in fla tio n  r a te . Also, p e o p le  a r e  likely to  r e p o r t  th e ir  in fla tio n  

p red ic tio n s  in te rm s  o f w h o le  n u m b e rs, an d  p a r tic u la r  w h o le  n u m b ers 

a t  th a t .  On a v e ra g e , w o m en  also  te n d  to  h av e h ig h er in fla tio n  

e x p e c ta tio n s  th a n  m en , th e  p o o r h ig h er th a n  th e  rich , an d  th e  young 

an d  e ld e r ly  h ig h er th a n  th e  m id d le -a g e d .,2

T h ese  p a t te r n s  in su rv ey  resp o n se s  le ad  m any to  q u e s tio n  th e  

a c c u ra c y  o f using th e m  to  m e a su re  in fla tio n  e x p e c ta tio n s . W hen you 

g e t  rig h t dow n to  it ,  th e y  u n d e rsc o re  th e  f a c t  t h a t  w e  rea lly  know  

v ery  l i t t le  a b o u t how  p e o p le  fo rm  th e ir  in fla tio n  e x p e c ta tio n s . 

E conom ists a t  th e  F e d e ra l R eserv e Bank o f C lev elan d , like m any 

o th e rs , a re  pursuing  re s e a rc h  t h a t  se ek s  to  b e t te r  m e a s u re  th e  

in fla tio n a ry  e x p e c ta tio n s  o f h o u seh o ld s an d  b u sin e sse s an d  to  sh ed  

so m e m u c h -n e e d e d  lig h t on th e  p ro cess  by w hich  in fla tio n  

e x p e c ta tio n s  a re  fo rm e d .

U ntil t h a t  tim e , I am  le f t  w ith  th e  d a ta  I h av e in h an d . Both th e  TIPS- 

b ased  an d  s u rv e y -b a se d  m e a su re s  o f in fla tio n  e x p e c ta tio n s  se e m  to  

h av e b e e n  f lu c tu a tin g  in a  s ta b le  ran g e  d u rin g  th e  p a s t  c o u p le  o f 

y e a rs . In o th e r  w o rd s, in fla tio n  e x p e c ta tio n s  a p p e a r  to  b e  a n c h o re d .

Conclusion
L et m e co n c lu d e  th is ev en in g  w h e re  I b eg a n . Econom ic ac tiv ity  

slo w ed  sh a rp ly  la s t q u a r te r ,  an d  t h a t  so ftn e s s  has c le a rly  sp illed  o v er 

in to  th e  c u r r e n t  q u a r te r .  T he p ro je c tio n s  I m a d e  a t  th e  e n d  o f 

J a n u a ry  show  s u b -p a r  ec o n o m ic  g ro w th  o v er th e  n e a r  te rm  as th e  

fa llo u t fro m  re s id e n tia l re a l e s t a t e  d e e p e n s , f u r th e r  s tra in in g  

fin a n c ia l m a rk e ts  an d  d isru p tin g  th e  flo w  o f c r e d it  to  b u sin esses an d  

h o u seh o ld s. O ver tim e , I e x p e c t  th e s e  re s tra in in g  in flu e n ces  to  

d im inish . I also  p r o je c t  t h a t  e c o n o m ic  s lack , co m b in ed  w ith  a  leveling  

o ff o f e n e rg y  an d  co m m o d ity  p rice s , w ill h elp  to  bring in fla tio n  dow n 

from  its  r e c e n tly  e le v a te d  read in g s to  a  lev el c o n s is te n t w ith  p rice  

s ta b ility .

W hile m y b a s e lin e  p ro je c tio n  r e p re s e n ts  my c u r r e n t  th in k in g  on th e  

econom y's m o st likely p a th , I am  w ell a w a re  o f th e  key assu m p tio n s 

on w hich  th is  o u tlo o k  d e p e n d s . I rec o g n ize  t h a t  th e  v a lid ity  o f my 

assu m p tio n s m u st b e  te s te d  on an ongoing basis, an d  th a t  is w hy I 

sp e n d  so m uch tim e  an aly zin g  d a ta  an d  ta lk in g  w ith  b u siness an d  

f in a n c ia l m a rk e t p a r tic ip a n ts .

T he c u r r e n t  e c o n o m ic  e n v iro n m e n t is e x c e p tio n a lly  flu id , an d  th e  

ec o n o m y  fa c e s  so m e s u b s ta n tia l risks. T he F e d e ra l R eserv e is 

c o m m itte d  to  a d d re ssin g  th e s e  risks as w e  rem ain  fo c u se d  on 

ach iev in g  o u r d u a l m a n d a te  o f p rice  s ta b ili ty  an d  m axim um  

e m p lo y m e n t.

"'D ecem ber 2001  to  D ecem b er 2 0 0 7 .
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2 See Bryan, M ichael F. an d  G uhan V en k atu , “T he D em ographics of 

Infla tio n  O pinion S u rv e y s,” Economic Commentary, F e d e ra l R eserve 

Bank o f C lev elan d , O c to b e r 15 , 2 0 0 1 , an d  “T he C uriously D ifferen t 

Infla tio n  P e rsp e c tiv e s  o f Men an d  W o m an ,” Economic Commentary, 
F e d e ra l R eserv e Bank o f C lev elan d , N o v em b er 2 0 0 1 .
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