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  Fed on hold; next move an easing? 
Bottom line: As expected, the Federal Open Market Committee (FOMC) left the 
funds rate at 5.25% at the August 8 meeting—ending the string of consecutive 25 
bp increases at 17. Nor were there any major surprises in the statement, with the
wording fairly similar to the wording of the June 29 statement. As expected, for 
now, Fed officials continue to express more concern about inflation being too high 
than growth too low—i.e., they still effectively have a “bias” toward tightening, 
although their expectation is that slower growth will help reverse the recent pickup
in core inflation. The statement leaves unresolved whether the lack of action at 
today’s meeting is just a one-meeting “pause” or (as we believe) the end of the 
tightening cycle. Fed officials continue to emphasize that future actions will 
“depend on the evolution of the outlook.”  

The most notable changes in the wording of the statement were 1) officials 
suggested that growth “has moderated” instead of “is moderating” (less hawkish?); 
the reference to productivity holding down unit labor costs was dropped (more
hawkish?), and 3) officials more directly suggested that “inflation pressures seem 
likely to moderate over time” (less hawkish?); previously, they said “moderation in 
the growth of aggregate demand should help to limit inflation pressures over time.”
There was one dissent: Richmond Fed Lacker wanted another 25 bp hike; the
dissent could be read as hawkish, since other officials may also have wanted a hike
but may not have wanted to undermine the chairman’s leadership.  

We continue to expect the next Fed move will be an easing in early 2007.  In total,
we forecast 100 bp of easing in 2007, in response to slightly sub-par growth (2.5%), 
a modest uptrend in unemployment, and a fading of inflation fears. 
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FOMC Statement: August 8, 2006 Versus June 29, 2006 (new text in bold)  
The Federal Open Market Committee decided today to raise keep its target for the federal funds rate by 25 basis points to at 5-1/4 percent. 

Recent indicators suggest that eEconomic growth is has moderatinged from its quite strong pace earlier this year, partly reflecting a 
gradual cooling of the housing market and the lagged effects of increases in interest rates and energy prices. 

Readings on core inflation have been elevated in recent months. Ongoing productivity gains have held down the rise in unit labor costs, 
and inflation expectations remain contained. However, and the high levels of resource utilization and of the prices of energy and other 
commodities have the potential to sustain inflation pressures. However, inflation pressures seem likely to moderate over time, reflecting 
contained inflation expectations and the cumulative effects of monetary policy actions and other factors restraining aggregate demand. 

Although the moderation in the growth of aggregate demand should help to limit inflation pressures over time Nonetheless, the Committee 
judges that some inflation risks remain. The extent and timing of any additional firming that may be needed to address these risks will 
depend on the evolution of the outlook for both inflation and economic growth, as implied by incoming information. In any event, the 
Committee will respond to changes in economic prospects as needed to support the attainment of its objectives. 

Voting for the FOMC monetary policy action were: Ben S. Bernanke, Chairman; Timothy F. Geithner, Vice Chairman; Susan S. Bies; Jack 
Guynn; Donald L. Kohn; Randall S. Kroszner; Jeffrey M. Lacker; Sandra Pianalto; Kevin M. Warsh; and Janet L. Yellen. Voting against 
was Jeffrey M. Lacker, who preferred an increase of 25 basis points in the federal funds rate target at this meeting. 

In a related action, the Board of Governors unanimously approved a 25-basis-point increase in the discount rate to 6-1/4 percent. In taking 
this action, the Board approved the requests submitted by the Boards of Directors of the Federal Reserve Banks of Boston, New York, 
Philadelphia, Cleveland, Richmond, Atlanta, Chicago, St. Louis, Minneapolis, and Dallas. 
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Today’s statement, along with the “edits” to the June 29 statement, is shown on the first page of this document.  

Three key parts in statement. In analyzing the FOMC statement, there are three key parts, encompassing growth, inflation, 
and “policy guidance.”  

In the growth section, Fed officials changed the wording to suggest more confidence in the view that the trend in growth has 
declined.   

 

 “Average” is not necessarily “neutral”, but at an estimated 
2.9% (based on core PCE prices), the real funds rate is now 0.5 
point higher than its average since 1960 (2.4%). 

 Based on Treasury Inflation Protected Securities (TIPS), 
inflation expectations in financial markets have risen in recent 
weeks—despite some easing in the latest University of 
Michigan survey data. 
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The weakening in the interest-sensitive housing sector is 
evidence that monetary policy is starting to depress growth. 
Fed tightening typically ends when housing weakens 
significantly. (The shaded bars mark tightening periods.) 

 Home prices (and wealth gains) have slowed sharply, raising 
the potential for housing’s indirect effects to turn sharply 
negative. 
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In the inflation part, officials once again acknowledged “elevated” core data recently, and once again cited the threat from 
resource utilization and commodity prices, but they also signaled that they expect the slowing in growth to cause core inflation 
to slow. Previously, that suggestion was made less directly in the policy guidance paragraph. They once again highlighted 
“contained” inflation expectations, although, as noted, they dropped the reference to productivity and unit labor costs. More 
generally, the inflation paragraph was restructured a bit, making for a better written paragraph (in our view), even though the 
tone did not change significantly. In short, the wording expresses dissatisfaction with recent core data, and upside risks are 
noted (from resource utilization and energy and other commodity costs), but, overall, the tone suggests that officials do not 
believe the “elevated” pace will be sustained unless growth is much stronger than expected.  

In the policy guidance section, officials once again indicated that they view the risk of inflation being too high as greater than 
the risk of growth being too low—consistent with a “bias” toward tightening (an implicit bias, since that term is no longer 
formally used by Fed officials). The direct signal on future policy was once again limited to “the extent and timing of any 
additional firming that may be needed to address these risks will depend….” That direct signal on future policy has been 
phased down significantly since late 2005. With each change, there has been less of a presumption that there would be 
additional tightening at the following meeting. Instead, there has been increased emphasis on future policy depending on  “the 
evolution of the outlook for both inflation and economic growth, as implied by incoming information.” The last sentence of the 
June 29 policy guidance section was deleted, although arguably that sentence was just a repetition of the “data-dependent” 
signal from the previous sentence (see “edited” statement on first page).  

What’s Next? 

Today’s statement is consistent with policy remaining on hold in coming months, but it makes clear that any actions will 
depend critically on the data, particularly the growth data. In the near term at least, Fed officials appear to be willing to 
discount higher than expected core inflation if growth data show clear slowing—on the basis that a slowing in growth, over 
time, will be followed by core inflation receding again. In that context, a resumption of above-trend growth would likely 
trigger more tightening, even if there is no further acceleration in core inflation.  

 

Core inflation has picked up recently, although much of the 
pickup has been concentrated in rents. The pickup in rents 
appears to be a byproduct of the weakening in home buying. 
Weakening in home sales and prices, if sustained, would likely 
lead to a significant slowing in growth, shifting the risks on 
inflation to the downside again.   

 Slightly higher core inflation would not prevent an end to Fed 
tightening if growth is clearly slowing—see the pattern in the 
core CPI in 1989 and 2000 below. (Core PCE prices showed 
slowing in mid-2000, in contrast to the core CPI, although the 
market-based measure mirrored the CPI. The market-based 
PCE measure only goes back to 1997.) 

0

1

2

3

4

5

97 98 99 00 01 02 03 04 05 06

Total Core Core ex  shelter

CPI, y /y  % ch
Jun

 

0

1
2

3

4
5

6

87 90 93 96 99 02 05
Core PCE prices
Core CPI
Market-based core PCE prices

y /y % ch

Jun

 
Source: Bureau of Labor Statistics  Shaded bars mark Fed tightening periods. 

Source: Federal Reserve, Bureaus of Labor Statistics and Economic Analysis 



 

 

US Economic Comment 8 August 2006  

 UBS 4 

In part, officials appear to be believe that some of the pickup in core inflation reflects pass-through from surging energy costs, 
and even a flattening in energy prices at a high level would eventually result in less upward pressure on rates of increase. 

What would it take to trigger easing? Hypothetically, a dramatic slowing in growth could get officials to turn around quickly, 
although we do not anticipate the first move until early 2007. Of course, other things equal, the higher are core inflation and 
inflation expectations, the more weakness in growth that will likely be required for officials to change direction. In our 
forecast, growth remains modestly below trend for the next few quarters (around a 2.5% pace), unemployment slowly edges 
up, and the recent rent-led pickup in core inflation starts to reverse. Eventually, Fed officials respond by reversing some of the 
tightening.  In total, we forecast 100 bp of easing in 2007. 

 

The core CPI has accelerated by a full percentage point so far 
this year (to up at a 3.2% annual rate in the first half of the year 
from 2.2% in 2005), led by owners’ equivalent rent (OER). 
Excluding rents, the pickup has been around 0.5 point. 

 The pickup in core PCE prices has been smaller (0.6 point), in 
part reflecting a smaller weight for rents in PCE prices than in 
the CPI. Excluding rents, core PCE prices show a fairly modest 
0.3-point pickup, with almost 0.2 point from apparel.  

 2005 
(Dec-
Dec) 

2006 to 
date 

(Jan-Jun) Accel 
Weight in 
core CPI  

Contrib. 
to accel 
in core 

CPI 

 %ch %ch, ar pct pt % pct pt 

Core CPI 2.2 3.2 1.01 100.0 1.01 

Excluding shelter 1.8 2.3 0.51 58.3 0.29 

      

Shelter 2.6 4.3 1.63 41.7 0.68 
Rent of Primary 
Residence 3.1 3.8 0.76 7.5 0.06 

Lodging Away 
From Home  3.5 4.6 1.12 3.4 0.04 

Owners' Equivalent 
Rent  (OER) 2.5 4.7 2.23 30.3 0.68 

Tenants' & 
Household Insur -2.2 0.5 2.71 0.5 0.01 

Water/Sewer/Trash  5.2 5.0 -0.21 1.1 0.00 
Household 
Furnishings/Ops 0.7 0.5 -0.24 6.1 -0.01 

Apparel -1.1 2.2 3.30 4.9 0.16 

Medical care 4.3 4.0 -0.24 8.0 -0.02 

Recreation 1.1 2.0 0.90 7.3 0.07 
Education and 
communication 2.4 2.8 0.40 7.8 0.03 

New and used 
vehicles 0.4 1.1 0.63 10.2 0.06 

Public transportation 5.9 6.6 0.64 1.4 0.01 
Other goods and 
services 3.1 2.4 -0.68 4.5 -0.03 

 

 

 2005 
(Dec-
Dec) 

2006 to 
date 

(Jan-Jun) Accel 
Weight in 
core PCE  

Contrib. 
to accel 
in core 

PCE 

 %ch %ch, ar pct pt % pct pt 

Core PCE prices 2.1 2.7 0.55 100.0 0.55 

  Excluding shelter* 2.0 2.3 0.28 83.0 0.23 
   Ex owner-occupied     
dwelling rent 2.1 2.4 0.30 87.1 0.26 

      

Shelter* 2.6 4.5 1.86 17.0 0.32 
Owner-occupied 
dwelling rent 2.5 4.7 2.23 12.9 0.29 

Tenant rent 3.2 3.8 0.65 3.3 0.02 

Hotels and motels 3.2 4.1 0.92 0.8 0.01 

Clothing and shoes -1.1 1.4 2.52 5.9 0.15 
Intercity 
transportation 7.5 10.0 2.54 0.8 0.02 

Recreation services 2.9 4.0 1.02 4.8 0.05 

Medical care 3.4 2.6 -0.80 23.5 -0.19 

      
Memo: market-based 
core PCE prices 1.7 2.0 0.24 na na 

 
Source: Bureau of Labor Statistics and UBS calculations  * Owner-occupied tenant rent, tenant rent, and hotels and motels (UBS aggregation)   

Source: Bureau of Economic Analysis and UBS calculations 
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Historical perspective: Limits to Fed guidance 

For some historical perspective, key excerpts from the FOMC statement accompanying the final rate increases in the last two 
tightening cycles are shown below. In neither case, did Fed officials signal that that meeting’s rate hike was the last of the 
cycle. We also show the key parts of the statement from the meeting after the meeting with the last tightening move in 2000. 
No statement was issued at the equivalent meeting in 1995, as was the custom then when there was no change in policy. In 
2000, officials continued to signal a bias toward tightening after the final rate hike (indirectly, by signaling that the risk of 
inflation being too high remained greater than the risk of growth being too low). Just over six months later they were easing 
(for a total lag of eight months between the last tightening and the first easing).  

They retained a formal bias toward tightening initially in 1995 as well—that information was released with a lag then—yet 
were easing in just over three months (for a total lag of five months between the last tightening and the first easing). The 
lesson: There is a limit to Fed officials’ ability to provide guidance at this point of the cycle. Fed officials are as liable to be 
surprised by the data as everyone. Officials are, naturally, also wary about signaling the end of the tightening cycle too soon.  

February 1, 1995 FOMC statement (accompanying the final rate hike of the 1994-95 tightening cycle): “Despite 
tentative signs of moderation in growth, economic activity has continued to advance at a substantial pace, while resource 
utilization has risen further. In these circumstances, the Federal Reserve views these actions as necessary to keep inflation 
contained, and thereby foster sustainable economic growth.” 

May 16, 2000 FOMC statement (accompanying the final rate hike of the 1999-2000 tightening cycle): “Increases in 
demand have remained in excess of even the rapid pace of productivity-driven gains in potential supply, exerting continued 
pressure on resources. The Committee is concerned that this disparity in the growth of demand and potential supply will 
continue, which could foster inflationary imbalances that would undermine the economy’s outstanding performance. 

Against the background of its long-term goals of price stability and sustainable economic growth and of the information 
already available, the Committee believes the risks are weighted mainly toward conditions that may generate heightened 
inflation pressures in the foreseeable future.” 

Those tightening cycles ended with a much higher funds rate than the current level, even in real terms. We believe the impact 
of tightening depends on the change in rates as well as the level, however. On that basis, this tightening cycle is already well 
above average, since the starting level of the funds rate was low as well (see table). 

June 28, 2000 FOMC statement: “The Federal Open Market Committee at its meeting today decided to maintain the 
existing stance of monetary policy, keeping its target for the federal funds rate at 6-1/2 percent.  

Recent data suggest that the expansion of aggregate demand may be moderating toward a pace closer to the rate of growth of 
the economy's potential to produce. Although core measures of prices are rising slightly faster than a year ago, continuing 
rapid advances in productivity have been containing costs and holding down underlying price pressures.  

Nonetheless, signs that growth in demand is moving to a sustainable pace are still tentative and preliminary, and the 
utilization of the pool of available workers remains at an unusually high level.  

In these circumstances, and against the background of its long-term goals of price stability and sustainable economic growth 
and of the information currently available, the Committee believes the risks continue to be weighted mainly toward conditions 
that may generate heightened inflation pressures in the foreseeable future.” 
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Nominal personal spending on gasoline is up to 3.5% of 
disposable income, from 2.7% at the end of 2004 (Q4).   

 Interest expense has risen by the equivalent of 1.3% of income 
since end-04 (with income up by 0.8 pt. during that period.) 
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On the surface, the latest revisions to unit labor costs (ULC) 
look ominous for the inflation outlook. However, the data likely 
overstate cost pressures. In part, the surge in ULC likely 
reflects strength in propietors’ income and discretionary 
bonuses, which are more indicative of strong profit growth than 
cost pressures. Also, there continues to be a sizable differential 
between the overall data and data for the nonfinancial 
corporate (NFC) sector alone, which former Fed chair 
Greenspan used to view as potentially more accurate than the 
overall data.  

 Implicitly, output growth outside of the NFC sector has been 
close to zero recently, contributing to the reported surge in unit 
labor costs. Those data are probably harder to measure 
accurately than the NFC data. 
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On average, the Fed has begun easing five months after the end of the past four tightening cycles. Although the end level for 
Fed funds is likely to be below average in this cycle, the amount of tightening has been sizable—the starting level was low too. 
          Tightening cycle      Start of easing after tightening 

Start End         Duration (months) When Months after last tightening 
May 83 Aug 84 15 Sep 84 1    
Apr 87 Feb 89 22* Jul 89 5    
Feb 94 Feb 95 12 Jul 95 5    
Jun 99 May 00 11 Jan 01 8    

       
Average of above four 15  5    

        
Jun 04 Jun 06 est. 24 est. Mar 07 est 9    

    
          Tightening cycle      Nominal funds rate during tightening cycles   Real** funds rate during tightening cycles 

       Start End Start End Change (bp)  Start End Change (bp) 

        May 83 Aug 84 8.50 11.50 300  3.4 7.5 410 

        Apr 87 Feb 89 6.00 9.75 375  2.3 5.1 275 

        Feb 94 Feb 95 3.00 6.00 300  0.8 3.5 270 

        Jun 99 May 00 4.75 6.50 175  3.1 4.8 175 
        
Average of above four 5.56 8.44 288  2.4 5.2 283 

         
Jun 04 Jun 06 est. 1.00 5.25 425  -1.1 2.9 400 

* The 1987-89 cycle was temporarily interrupted by the 1987 stock market crash. ** Deflated with the latest year-over-year change in core PCE prices.  
Source: Federal Reserve Board, Bureau of Economic Analysis, and UBS 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

US Economic Comment 8 August 2006  

 UBS 8 

Required Disclosures 

This report has been prepared by UBS Securities LLC, an affiliate of UBS AG (UBS). 

For information on the ways in which UBS manages conflicts and maintains independence of its research product; 
historical performance information; and certain additional disclosures concerning UBS research recommendations, 
please visit www.ubs.com/disclosures. 

 

 

Global Disclaimer 

This report has been prepared by UBS Securities LLC or an affiliate thereof (“UBS”). In certain countries UBS AG is referred to as UBS SA. 
This report has been prepared by UBS AG or an affiliate thereof (‘UBS’). In certain countries UBS AG is referred to as UBS SA. 
This report is for distribution only under such circumstances as may be permitted by applicable law. It has no regard to the specific investment objectives, financial situation or particular needs 
of any specific recipient. It is published solely for informational purposes and is not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments. No 
representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the information contained herein, except with respect to information 
concerning UBS AG, its subsidiaries and affiliates, nor is it intended to be a complete statement or summary of the securities, markets or developments referred to in the report. The report 
should not be regarded by recipients as a substitute for the exercise of their own judgement. Any opinions expressed in this report are subject to change without notice and may differ or be 
contrary to opinions expressed by other business areas or groups of UBS as a result of using different assumptions and criteria. The analysis contained herein is based on numerous 
assumptions. Different assumptions could result in materially different results. The analyst(s) responsible for the preparation of this report may interact with trading desk personnel, sales 
personnel and other constituencies for the purpose of gathering, synthesizing and interpreting market information. UBS is under no obligation to update or keep current the information 
contained herein. UBS relies on information barriers to control the flow of information contained in one or more areas within UBS, into other areas, units, groups or affiliates of UBS. The 
compensation of the analyst who prepared this report is determined exclusively by research management and senior management (not including investment banking). Analyst compensation is 
not based on investment banking revenues, however, compensation may relate to the revenues of UBS Investment Bank as a whole, of which investment banking, sales and trading are a part.  
The securities described herein may not be eligible for sale in all jurisdictions or to certain categories of investors. Options, derivative products and futures are not suitable for all investors, and 
trading in these instruments is considered risky. Mortgage and asset-backed securities may involve a high degree of risk and may be highly volatile in response to fluctuations in interest rates 
and other market conditions. Past performance is not necessarily indicative of future results. Foreign currency rates of exchange may adversely affect the value, price or income of any security 
or related instrument mentioned in this report. For investment advice, trade execution or other enquiries, clients should contact their local sales representative. Neither UBS nor any of its 
affiliates, nor any of UBS’ or any of its affiliates, directors, employees or agents accepts any liability for any loss or damage arising out of the use of all or any part of this report. Additional 
information will be made available upon request. 
United Kingdom, Sweden and Netherlands: Except as otherwise specified herein, this material is communicated by UBS Limited, a subsidiary of UBS AG, to persons who are market 
counterparties or intermediate customers (as detailed in the FSA Rules) and is only available to such persons. The information contained herein does not apply to, and should not be relied 
upon by, private customers. France: Prepared by UBS Limited and distributed by UBS Limited and UBS Securities France SA. Germany: Prepared by UBS Limited. Distributed by UBS Limited 
and UBS Investment Bank AG. UBS Limited is regulated by FSA. UBS Investment Bank AG is regulated by Bundesanstalt fur Finanzdienstleistungsaufsicht.Spain: Prepared by UBS Limited 
and distributed by UBS Securities Espana SV SA, a member of the Comision Nacional del Mercado de Valores. Russia: Prepared and distributed by Brunswick UBS ( a division of UBS 
Securities LLC). Switzerland: Distributed by UBS AG to persons who are institutional investors only. Italy: Should persons receiving this research in Italy require additional information or wish 
to effect transactions in the relevant securities, they should contact Giubergia UBS SIM SpA, an associate of UBS SA, in Milan and a member of the Commissione Nazionale per le Societa e la 
Borsa. South Africa: UBS South Africa (Pty) Limited (incorporating J.D. Anderson & Co.) is a member of the JSE Securities Exchange SA. United States: Distributed to US persons by either 
UBS Securities LLC or by UBS Financial Services Inc., subsidiaries of UBS AG; or by a group, subsidiary or affiliate of UBS AG that is not registered as a US broker-dealer (a ‘non-US affiliate’), 
to major US institutional investors only. UBS Securities LLC or UBS Financial Services Inc. accepts responsibility for the content of a report prepared by another non-US affiliate when 
distributed to US persons by UBS Securities LLC or UBS Financial Services Inc. All transactions by a US person in the securities mentioned in this report must be effected through UBS 
Securities LLC or UBS Financial Services Inc., and not through a non-US affiliate. Canada: Distributed by UBS Securities Canada Inc., a subsidiary of UBS AG and a member of the principal 
Canadian stock exchanges & CIPF. A statement of its financial condition and a list of its directors and senior officers will be provided upon request. Hong Kong: Distributed by UBS Securities 
Asia Limited. Singapore: Distributed by UBS Securities Singapore Pte. Ltd. Japan: Distributed by UBS Securities Japan Ltd to institutional investors only. Australia: Distributed by UBS AG 
(Holder of Australian Financial Services Licence No. 231087) and UBS Securities Australia Ltd (Holder of Australian Financial Services Licence No. 231098) only to ‘Wholesale’ clients as 
defined by s761G of the Corporations Act 2001. New Zealand: Distributed by UBS New Zealand Ltd.  
© 2006 UBS. All rights reserved. This report may not be reproduced or redistributed, in whole or in part, without the written permission of UBS and UBS accepts no liability whatsoever for the 
actions of third parties in this respect.  
 

ab 


