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Eaton Vance on Inflation

FOMC Meeting Implications – March 13, 2012

News From the Fed Meeting Is There Is Not Much New(s)!

In our last communication in January, 
we noted that the Federal Open Market 
Committee (FOMC or the Committee) 
produced a decidedly dovish tone (in favor 
of further monetary stimulus) after its 
January 25 meeting by stating its intention 
to keep the near-zero federal funds rate 
through at least late 2014. Previously, the 
FOMC pledged to keep rates low through 
mid-2013. The Committee reaffirmed this 
commitment on Tuesday, saying it expects to 
maintain a “highly accommodative stance” 
by keeping the target range for the fed funds 
rate near zero at least through late 2014. 
Jeffrey Lacker, president of the Federal 
Reserve Bank of Richmond, cast the lone 
dissenting vote for a second meeting in a 
row as he does not expect that economic 
conditions will warrant a near-zero federal 
funds rates through 2014. 

Remember that the Fed implemented a 
strategy of publishing their outlook for 
growth, interest rates and inflation in 2012, 
with revisions to the forecast expected 
quarterly. With an update expected in 
conjunction with the FOMC’s next meeting 
over two days in late April, this March 
meeting was bound to provide little if any 
new information. The April meeting has 
the potential to be much richer in content 
and new information. However, we can 
still draw some conclusions from the 
Committee’s most recent meeting. The key 

takeaway for us from the Committee’s post-
meeting statement is that a third round of 
quantitative easing (QE) is very much still on 
the table as the Fed feels no need to limit its 
options at this critical point in the economic 
recovery.

On the inflation front, the Committee again 
stated that inflation has been “subdued” 
in recent months and expectations “have 
remained stable,” with rates in the Fed’s 
comfort zone. In January, the FOMC 
formally announced a long-term target 
rate for inflation of 2%. The Committee 
members did add that a recent increase 
in oil and gasoline prices will push up 
inflation temporarily, although they expect 
that inflation will run at or below a level 
consistent with the Fed’s dual mandate. 
So far that is the case, but inflation 
expectations out 10-years have risen from 
1.98% to 2.34%.1 Longer term, rising gas 
prices will likely exert upward pressure on 
the consumer price index. 

More importantly, rising gas and oil prices 
have had a negative effect on growth 
as discretionary consumer spending 
normally suffers when larger portions of 
the family budget are dedicated to gasoline 
consumption. As we mentioned in December 
and January, we believe the 2012 FOMC 
will not hesitate to act with further QE if 
growth slows even in the face of modestly 
higher inflation. (see chart on next page). 
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1Source: Bloomberg
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As we mentioned in January, stronger 
economic data coupled with inflation 
expectations near the now-explicit 2% 
target led us to believe that further QE 
would not occur under current conditions. 
The Committee did add that it will continue 
its maturity extension program, commonly 
known as “Operation Twist.”  It also plans to 
continue reinvesting maturities and coupons 
in mortgage-backed securities in order to 
keep downward pressure on mortgage rates.

While there were no changes to policy, there 
were minor tweaks to the language in the 
statement given several upbeat economic 
releases since the Committee’s meeting 
in January. The FOMC offered a slightly 
improved outlook for the economy, with 
Committee members stating they expect 
“moderate economic growth” over coming 
quarters, an improvement from their view in 
January of “modest” economic growth. This 
is the marginal upgrade if you want to judge 
it semantically. More notably, the Committee 
dropped a reference to slowing global growth 

and noted that strains in global financial 
markets have eased. This appears to have 
helped drive stocks up strongly. Indeed, 
the Dow Jones Industrial Average was up 
roughly 100 points after the Fed statement 
was released at 2:15 p.m. ET.

While the Committee acknowledges that 
global financial strains have eased since 
January, they still pose “significant downside 
risks” to the economic outlook. This is a 
reference to the European debt crisis and 
Greece’s recent default in particular. So far, 
we have seen no contagion from Europe 
transmitted through the banking system, but 
growth in Europe is likely to suffer as more 
countries deal with the their fiscal issues 
and alarmingly high debt burdens; namely 
Portugal, Spain, Ireland, Italy and we’ll add 
Belgium and France to the list.

The Committee also made minor alterations 
to its view on the labor market, noting 
that the unemployment rate has “declined 
notably” in recent months, although 

Source: U.S. Department of the Treasury, Federal Reserve. 6/30/2008-3/14/2012. Inflation expectations are calculated by subtracting the yield on 
the 10-year U.S. Treasury Inflation-Protected Security from the yield on the 10-year U.S. Treasury.
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members still believe it remains elevated. 
With moderate growth now expected over 
coming quarters, the Committee members 
now anticipate that the unemployment 
rate, unchanged at 8.3% in February, “will 
decline gradually” to the Fed’s dual mandate 
levels. Economic growth is currently only 
strong enough to bring unemployment 
down gradually to more acceptable levels, 
often referred to as the “natural” rate of 
unemployment.  Economists, and the Fed 
by extension, believe this theoretical number 
is near 6% today. The Fed has noted that 
slow growth and unemployment declines 
have been inconsistent. In their view, 
unemployment has fallen more than growth 
would indicate. Time will tell whether or not 
an improving job market is sustainable or 
whether growth will ultimately accelerate.

With no new news contained in the FOMC’s 
latest statement on monetary policy, our 
outlook is unchanged. In our view, we expect 
only modest gains in employment, continued 
weakness in housing and slow consumer 
spending as corporations remain cautious 
and consumers use debt more conservatively. 
These issues create a challenging 
environment for investors, with global 
deleveraging and regulatory uncertainty in an 
election year contributing further to the risks. 

However, the FOMC’s move to rationalize 
away the risk of inflation, while in the same 
breath noting that the housing sector remains 
depressed and unemployment remains 
elevated, in our view keeps further QE as 
an option on the table even as the Fed’s 
outlook on the economy improved. A dovish 
tone from the FOMC, though, is bad news 
for those attempting to save and to live off of 
fixed incomes. Investors are likely forced to 
continue their hunt for yield for at least three 
more years due to a “highly accommodative” 
FOMC.

Two essential questions to consider.

Q.

Q.

Where could income investors turn if we experience a period of low growth, low yields and moderate- 
to-elevated inflation? 

 
What strategies could be implemented in a portfolio to help maintain purchasing power in an 
inflationary environment?
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About Risk: Economic and other events (whether real or perceived) can reduce the demand for investments, which may reduce 
market prices and cause the value to fall. Investments in equity securities are sensitive to stock market volatility. Changes in 
the dividend policies of companies could make it difficult to provide a predictable level of income. An imbalance in supply 
and demand in the income market may result in valuation uncertainties and greater volatility, less liquidity, widening credit 
spreads and a lack of price transparency in the market. Loans and other debt securities are also subject to the risk of increases 
in prevailing interest rates, although floating-rate securities are less susceptible to this risk than other fixed-rate obligations. 
However, because floating rates on senior loans only reset periodically, changes in prevailing interest rates can be expected to 
cause some fluctuation in price. Investments rated below investment grade (typically referred to as “junk”) are generally subject 
to greater price volatility and illiquidity than higher-rated investments. In general, the price of an inflation-linked security 
tends to decrease when real interest rates increase and can increase when real interest rates decrease. Inflation-linked debt 
securities are subject to the effects of changes in market interest rates caused by factors other than inflation (real interest rates). 

The views expressed in this report are those of Eaton Vance and are current only through the date stated at the top of this 
page. These views are subject to change at any time based upon market or other conditions, and Eaton Vance disclaims any 
responsibility to update such views. These views may not be relied upon as investment advice and, because investment decisions 
for Eaton Vance are based on many factors, may not be relied upon as an indication of trading intent on behalf of any Eaton 
Vance fund.

Dow Jones Industrial Average is a price weighted average of 30 blue chip stocks that are generally the leaders in their industry.  
Indices cannot be invested into directly. 

This commentary may contain statements that are not historical facts, referred to as forward-looking statements. Future results 
may differ significantly from those stated in forward-looking statements, depending on factors such as changes in securities or 
financial markets or general economic conditions.

Before investing, investors should consider carefully the investment objectives, risks, charges and expenses of a 
mutual fund. This and other important information is contained in the prospectus and summary prospectus, 
which can be obtained from a financial advisor. Prospective investors should read the prospectus carefully before 
investing.
Not FDIC Insured • Not Bank Guaranteed • May Lose Value

Three asset classes to consider for an inflationary environment.

1 Dividend-paying stocks Many corporate balance sheets appear healthier than 
most governments’; dividend-paying stocks have the 
potential to increase dividends to keep pace with 
rising inflation, unlike fixed-rate bonds.  

2 Floating-rate loans and high-yield bonds With U.S. Treasury yields near historic lows, the 
additional yield spread offered by floating-rate loans 
and high-yield bonds may help investors’ income 
keep pace with inflation.

3 Treasury Inflation-Protected Securities (TIPS) Principal value receives adjustment for inflation; may 
be an even bigger portion of total return if economic 
growth remains anemic.


