Interest rates around the world – 20 Sep 07

Interest rates around the world have been going down.  The Fed, surprisingly reduced their base rates by 50bp to 4.75% (and not by 25bp as was widely expected) and the Bank of Japan followed the same logic but kept rates at 0.5%.  At this time of financial crisis, bankers are worried about the effects on the real economy.
Lower rates however will lead to a higher threat of inflation and there are many threats – oil prices and inflation in China.  Bond markets yesterday reflected these concerns of higher long term inflation as it interpreted the rate cut by the Fed as an attempt to fuel short term growth.  Therefore, they prices higher inflation expectations into long term credits and so the long US bond yield rose to 4.76%.

Alan Greenspan also highlighted this emerging problem during his time as Chairman of the Federal Reserve.  Even when the Fed raised rates, long term market rates hardly moved.
