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WASHINGTON—The Federat Reserve
1eft interest rates unchanged. But in a
profound shift from half a century of pre-
occupation with fighting inflation, the
central bank signaled that it may cut in-
terest rates later to ward off even the
possibility of deflation.

Over the next few quarters, the Fed
said in a statement, “the probability of an
unwelcome substantial fall in inflation,
though minor, exceeds that of a pickup in
inflation from its already low level.”

The words suggest that even if the
Fed doesn’t cut interest rates soon, it will
keep them low for & long time. That real-
ization helped send bond yields sharply
lower and drove the dollar to 6 multiyear
low against the euro. Stocks inttially sold

off but ended the day higher. Futures .

markets—which can provide an indica-
tion of what investors believe will occur
weeks, or even menths, from now —put
the odds of a quarter-percentage point
cut by August at about 75%.

The Fed statement, termed “master-
ful” by Goldman Sachs economists,
cheered the bond market by suggesting
that the central bank is a long way from
raising rates, without spooking the stock
market. )

The central bank kept its target for
the federal-funds rate, charged on over-
night loans between banks, at 1.25%, as
widely expected.

The Fed's' statement marks a signifi-
cant change in the Fed's concern about
prices—-away frominfiation and toward de-
flation, or falling prices, which would
weaken economic growth. Since the end of
World War 11, Fed officials’ primary goal
has alwaysbeen avoiding inflation or rein-
ing it in since inflation interferes with the
smooth working of the economy and under-
mines cenfidence in the government.

Even in the 1950s, when inflaticn was
generally lower than it is today, poticy
makers worried that it would shoot up.
“When you become a central banker you
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are inoculated with anti-infation se
rum,” said. Carnegie Melion University
economist Allan. Meiltzer, who has -w{tllt-
ten a history of the Fed. Most of the
terms uf Fed Chairman Alan Greenspah

“and of his predecessor;. Paul Volcker, -

were devoted to dragging the U.S. back
to_“price stability,” a zone where infla-

tion is fmperceptible. .

- . Bukin the past few years, as underly-
ihg in el below 2% for the first
“time sinee the-1960s, Fed officials began’
to realize that 1t:could go toa low, In the
past six months, underlying inflation has
been running -at just 1% based on thé
Fed's:préferred measure, the price index
of personal consumption excluding food
and energy... 7 -

When inflationis clofe tozero, an unex-
pected shoek or prolonged period of eco-
nomic weakness could push the economy

| into outright defiation, that is, generally

:deglining prices. Deflation weakens the

Fed's ability to boost spending because in- -

terest rates can’t go below zero. Defiation
-also makes it harder for bustnesses and in-

" | dividuals to repay debts because their in-

" comes fall while their debts-are fixed.
Most Fed officlals think deflation is
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In Big Shift, Fed Signals Concern Over Deflation
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highly untikely, but they have been sensi-
tized to its dangers by Japan's battie
with deflation, which has crippled its
economy and weakened its banking 5ys-
tem, Federal Reserve Bank of San Fran-
ciseo President Robert Parry, for years
an antiinflation “hawk,” said last fal]
that in part because of Japan's experi.
ence, his views had changed and now he
feit “the zero infation objective is not
desirable for the U.5. economy.”

Though the Fed has po explicit infla-
tion target, officials agree that
meesured inflation ought to be kept
above zero to maintain a buffer against
deflatfon. Fed governor Ben Bernanke,
&n advocate of adopting an explicit infla-
tlon target, told a German newspaper
inst week that a range of about 1% to 2.5%
would be sppropriate.

Meny officials, including Mr.

Greenspan, have previgusly said they

see no risk of inflation heading higher.
But yesterday for the first time the cen-
tral bank went the added step of saying
that there is a risk, however small, of it
going too low. Former Fed governor Lau-
rence Meyer said the Fed sees two prob-
lems: Inflation Is “beiow where they'd
like it to be, and it's falling,” Indeed, it
has dropped a full percentage point in
the past few years by almost any mea-
sure.

Any further signs of falling infla-
tion—er a fallure of the hoped-for eco-
nomic pickup to arrive~could prompt the

Fed to cut short-term interest rates as

.early as its next meeting, in late June.

“Central banks need to be particularly
ageressive when there's a risk of defla-
tion," Mr. Meyer said,

The economy has been stalled for
months. Payrolls have declined by 525,000
over the past three months. Fed officlals
are divided on the cause: temporary uncer-
tainty related to the Iraq war or more pro-
found economic problems. Yesterday, the
Fed acknowledged that reports on employ-
ment and production have been “disap-
peinting,” but indicated that falling ofl
prices and corporate bond yields and ris-
ing stock prices and consumer confidence
signal a brisk recovery ahead,

All 12 policy makers voted at a regu-
larly scheduled - meeting of the Fed's
Open Market Committee to hold rates
steady and to support of the statement
that risks are tilted towards economic
weakness. The wording of the Fed's
end-of-meeting statement has been con-
troversial inside the Fed since it began
disclosing Itz view on the risks to the
economy three years ago. The new refine.
ment, which separates discussion of eco-
nomle growth and inflation, emphasizes
that developments on either front could
trigger a Fed move. ]

- If the Fed does cut rates further, it
will be & more momentous deciston than
any of the 12 cuts that brought the fed-
eral-funds rate from 6.5% at the begin-
ning of 2001 down to its current, 42-year
low of 1.25%. Once the funds rate is below

1%, the Fed will have to consider other
tools for boosting the economy. Staff at
the Federal Reserve Board in Washing-
ton and the New York Fed have been
studying alternative moneiary policy
tools, specifically how the Fed might pult
down long-term interest rates by buying
bonds or changing its rhetoric.

Policy makers haven't yel decided ex-
actly what they would do if they “ran out
of ammo," as Fed insiders put it, and
hope they never have to, But they need to
be prepared because they likely would
need alternatives before the federal-
funds rate hits zero, g development that
would distupt the functioning of the
money markets. L )

Mr. Greenspan told Congress last
week he expects a heaithy economic re-
bound Iater this year. If sconomic reports
In the next month or two suggest that the
economy is pulling out of its current
stalt, the Fed will see that as evidence
that the expected recovery !s materializ.
ing, and stay on hold.

More pessimistic officials, such as
Federal Reserve Bank of New York Presi-
dent William McDonough, have worried
that the lingering effects of the burst
stock-market bubbie and corporate-gover-
nahice scandals have been more impor- _
tant than war as burdens on bustness
investment and thus recovery.

Even if the Fed doesn't cul rates soon,
enalysts said it is unlikely to raise them
for a long time—probably until welj into
next vear.
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