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I " medium-term inflationary expectations? A market-based
EXtraCtI n g I nﬂ a-tl O n indicator of expectations of future monetary policy is the
implied future yield on federal funds taken from the fed-

Exp e Ctatl ons fro m eral funds futures market. This market trades contracts

. that pay off according to the average federal funds rate
BO n d Yl e I dS that actually occurs over the course of a future month. A
period of generally rising implied federal funds rates in

The yield difference between a conventional (nominaf)  this market indicates that investors are upwardly revising
Treasury bond and a Treasury Inflation Protected their forecasts of this rate.
Security (TIPS, or indexed bond) with approximately, We can infer from changes in implied average fed-

the same maturity date sometimes is called the TIP$  eral funds rates expected during June 1999 (see chart)
spread. This spread corresponds to the average annual that market participants have begun to anticipate a
inflation premium demanded by investors for holding  slightly higher federal funds target rate within the

a nominal bond. In principle, the inflation premium next few months. Nevertheless, the rising TIPS

is the sum of expected inflation over the remaining spread suggests that the market does not believe mon-
life of the nominal bond plus any risk or liquidity etary policy will be tightened enough to prevent high-
premiums (or discounts) it contains. Most econo- er inflation in the near future.

mists believe that the sum of the inflation-risk and —Frank A. Schmid

liquidity premiums or discounts normally is positive,
so nominal yields are higher than the simple
sum of the comparable indexed (real) yield ] ]
and the expecteidflation rate. Therefore, the Cumulative Changes in TIPS Spread
nominal vs. indexed spread we observe proba-| and Expected Federal Funds Rate
bly represents an uppeound on the market's
inflation expectations.

The chart plots the cumulative change in the)
market yield spread between a Treasury note ]
maturing in June 2002 and a TIP security maturin 0.50 1
in July 2002. Between Jan. 1, 1999, and March ] /\/v
1999, this spread rose more than one-half per- 0.25 1 T ~
centage point. This increase suggests that the ] N A Ve
market's expectation of average inflation over th 0.00 ="+
next three and a half years has increased by ag ]
much as one-half percentage point per year. 9  -0.25 : :
course, the expanding spread also could be due, 1-Jan-99 1-Feb-99 2-Mar-99
part, to a rise in the inflation risk premium , , ,
demapdgd by hqld(_ar§ of nominal sec_:urities ort '?lLIPngli\llgttgl%calli?%z |Jnu|T)I/PZSOsg£;:ad (-Note maturing June 2002,
a decline in the illiquidity premium applied to TIPS.

What do market participants expectthe |  -------- Cumulative change in implied average June 1999 federal funds rate
Federal Reserve to do about this apparent rise
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