
FR
B

 C
le

ve
la

nd
•S

ep
te

m
be

r 2
00

5
4

• • • • • • •

Monetary Policy

0

10

20

30

40

50

60

70

80

90

100

7/19 7/26 8/02 8/09 8/16 8/23

IMPLIED PROBABILITIES OF ALTERNATIVE TARGET
FEDERAL FUNDS RATES (NOVEMBER CONTRACT)c
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10-YEAR TIPS-BASED INFLATION EXPECTATIONSf

10-year TIPS-derived expected inflation

10-year corrected TIPS-derived expected inflation

a. Weekly average of daily figures.
b. Daily observations.
c. Probabilities are calculated using trading-day closing prices from options on November 2005 federal funds futures that trade on the Chicago Board of Trade.
d. All yields are from the constant-maturity series.
e. First Friday after the FOMC meeting.
f. Treasury inflation-protected securities.
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.

At its August 9 meeting, the Federal

Open Market Committee (FOMC)

raised its federal funds rate target

from 3.25% to 3.50%. This widely an-

ticipated increase of 25 basis points

(bp) was the tenth in a row since June

2004. The most recent press release

stated again that “policy accommoda-

tion can be removed at a pace that is

likely to be measured.” Given this lan-

guage, market participants expect that

the FOMC will continue to raise rates

by 25 basis points at each of its next

two meetings. Data from the options

on federal funds futures indicate that

nearly 80% of participants expect the

federal funds rate to rise to 4.00% at

the November 1 meeting.

The yield curve continued to flatten

in August. Since the August 9 FOMC

meeting, long-term rates have fallen

slightly. Ten-year Treasury bonds are

currently trading at 4.20%, down from

4.36% on August 12 and only 0.32 per-

centage point above the one-year

Treasury note (3.88%), possibly be-

cause of declining long-term inflation

expectations.

Long-term inflation expectations

can be estimated by subtracting yields

on real Treasury inflation-protected 

securities (TIPS) from yields on nom-

inal Treasuries. By this measure, 

10-year inflation expectations rose

slightly in August to 2.36%. However,

corrected TIPS-derived inflation 

expectations have fallen, and now pre-

dict that the CPI will average  2.14%

over the next 10 years. The Personal

Consumption Index, which many be-

lieve the FOMC watches more closely,

is usually about 50 bp lower.
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