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a. Weekly average of daily figures.
b. Daily observations.
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c. Probabilities are calculated using trading-day closing prices from options on September 2005 federal funds futures that trade on the Chicago Board of Trade.
d. Probabilities are calculated using trading-day closing prices from options on November 2005 federal funds futures that trade on the Chicago Board of Trade.

e. One day after the FOMC meeting.

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; Chicago Board of Trade; and Bloomberg Financial Information Services.

On September 20, the Federal Open
Market Committee (FOMC) increased
the intended federal funds rate
25 basis points (bp) to 3.75%, the
eleventh such increase since the cur-
rent round of tightening began in late
June 2004. The FOMC’s press release
stated that before Hurricane Katrina,
“output appeared poised to continue
to grow at a good pace.” However,
it noted, the storm’s economic con-
sequences would “imply that spend-
ing, production, and employment
will be set back in the near term.”
Nonetheless, the FOMC maintains the

position that accommodation can
continue to be “removed at a pace
that is likely to be measured.”

The 25 bp hike in the funds rate did
not surprise participants in the federal
funds options market. The day before
the September meeting, they placed
an 82% probability on such a hike. But
in the last three weeks, as the extent
of Katrina’s damage has become clear,
their view of policy’s future course has
changed substantially. On August 29,
implied yields placed an 84% probabil-
ity that the federal funds rate would
be raised to 4% at the November

meeting; during the first week of
September, they thought it most likely
that November would bring a pause in
policy tightening.

However, the September 16 release
of the University of Michigan’s con-
sumer sentiment survey reported a
major jump in inflation expectations,
shifting participants’ views away from
a pause in November and toward a
rate increase. They now place a 75%
probability on another 25 bp hike, and
fed funds futures also indicate more
hikes to come this year.
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