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This report includes results of our survey
that show the local business leaders expect
to increase prices for their own products in
the next six months. Nationally, we find the
same result (although the percentages
differ, in part because the national numbers
are seasonally adjusted). The National Fed-
eration of Independent Businesses reported
in November that 13 percent of their survey
respondents had reduced their prices in the
last three months and 18 percent had in-
creased prices. Yet only 4 percent of the
respondents expected to cut prices in the
next few months, and 23 percent expected
to raise theirs.

Rising inflationary expectations would
be a very important factor in policymaking.

The Federal Reserve is in a heated debate at
this time over when to raise interest rates,
with some arguing inflationary expectations
are rising and others not so sure. Higher
inflationary expectations would be likely to
speed up the first month in which the Fed
increased its short-term interest rate. The
NFIB survey would be pointed to as a sign
for policymakers who wanted interest rates
to rise sooner.

Where else might we find clues of incipi-
ent inflationary expectations? Economists
often look to financial markets. The U.S.
Treasury sells bonds that are protected from
inflation, called TIPS, which can be used to
calculate expected inflation by measuring
the difference in prices for TIPS versus (un-

protected) Treasury bonds of the same
duration. One can also infer inflation rates
from a “derivative” contract called an in-
flation swap, wherein someone trades a
fixed payment for a payment tied to the
consumer price index. Those types of esti-
mators, according to the Federal Reserve
Bank of Cleveland, are between 1.5 and 2
percent, with the upper bound not reached
until 2025 or later.

Another factor in the discussion would
have to be commodity prices. It’s not only
the price of oil that has fallen. As we said in
the last QBR, corn and soybean prices have
fallen. Wheat has done better, and beef
prices are high, but a broad index of 18
industrial commodities that are not usually

traded for speculative purposes is down 4.7
percent since Dec. 1, 2013. Primary goods
suppliers are undoubtedly facing weaker
global demand, particularly from China.

But primary goods are not what local
business supplies. Removing food and ener-
gy prices leaves inflation creeping towards 2
percent, the Fed’s target. Local firms that
had not been able to raise prices for a few
years may find 2 percent price increases
comfortable, particularly when the costs of
goods sold may be steady to slightly down.
And if other businesses can pass along those
increases to customers with more discretion-
ary income after visiting the gas station and
the grocery store, 2015 could start out very
nicely for St. Cloud-area firms.

PRICING POWER IN THE FACE OF FALLING PRICES?

Area labor market
conditions continue to
be strong. The index on
employment is some-
what lower than last
quarter (a normal sea-
sonal occurrence), but
is tied with November
2005 for the highest
employment number
ever recorded in our
November survey. The
average hours worked
index is the highest
ever recorded in the
November survey as is
the survey item on diffi-
culty attracting qual-
ified workers.

Capital spending by
area firms was once
again strong over the
past three months. Thir-
ty-seven percent of
firms report an in-
crease in capital forma-
tion, and only one firm
reduced capital expen-
ditures. As can be seen
in the accompanying
chart, the current cap-
ital expenditures index
continues to climb. Na-
tional business activity
was also solid with an
index of 29.4 confirm-
ing the strength found
in many recent reports
of improved national
economic conditions.

With continued im-
provement in local eco-
nomic performance, it
is no surprise that area
firms are reporting
growing pressure on
labor costs. As can be
seen in the accompany-
ing chart, this has trans-
lated into rising em-
ployee compensation at
area firms. Fifty-four
percent of firms report
increased employee
compensation in the
recent quarter, and no
firms paid reduced
wages and salaries. The
index number on this
item is only slightly
lower than it was last
quarter (which was the
highest recorded in the
past 15 years). So far,
firms have had little
success passing on
higher prices. This
trend continued this
quarter, with 10 percent
of firms reporting in-
creased prices received

and 7 percent experi-
encing price reductions.
Eighty-one percent of
firms reported un-
changed prices re-
ceived in November.
This is poised to change
as local firms anticipate
increased future pric-
ing power.

As always, firms
were asked to report
any factors that are
affecting their business.
These comments in-
clude:

»Need to figure out
how to control health
care costs.

» The governor
needs to showmore
support for rural busi-
ness and rural people.

» As the unemploy-
ment levels keep drop-
ping, I do anticipate
having to work harder
to attract employees.

» Strength of the
dollar is making prod-
ucts more expensive
outside the US.

» Local area seems to
have leaped ahead on
minimumwage ad-
justments. Will raise
our costs quicker than
we thought.

»We continue to
have great difficulty
finding new staff who
are willing to work hard
and be committed to
their work. They seem
interested more in what
we can do for them and
time off.

FUTURE OUTLOOK

Table 2 reports the
future outlook for area
businesses. The six-
month local outlook
remains solid. The in-
dex on future overall
business activity is
higher than was report-
ed last quarter (a nor-
mal seasonal effect);
the value of 50 is well
above what is normally
expected in the Novem-
ber survey. Fifty-six
percent of surveyed
firms expect increased
activity in six months
and only 6 percent ex-
pect conditions to wors-
en. Forty-one percent of
firms expect to expand
payrolls over the next
six months, and only
two firms expect to
trim employment. Most
firms expect the length
of the workweek to
remain unchanged,
although 18 percent
think it will rise. Strong

capital spending trends
are expected to con-
tinue into May. The
index on the future
capital expenditures
survey item is 30.9, the
same as it was last quar-
ter. Fifty-seven percent
of surveyed firms ex-
pect employee compen-
sation to rise byMay
2015, and most firms
expect no change or
improved national busi-
ness activity over the
next several months.

The survey item that
stands out in this quar-
ter’s future business
conditions table is the
question on future
prices received. With 34
percent of firms expect-
ing to receive higher
prices in May 2015 and
no firms expecting a
price reduction, this
survey item has an in-
dex value that is at its
highest level since May
2006. It is unclear
whether higher antici-
pated prices received
will expand profit mar-
gins or be used to catch
up with rising costs, but
the current rise in this
index is well beyond
what is normally ex-
pected in the November
survey.

Finally, the area la-
bor shortage is expect-
ed to continue into May
2015. Thirty-one per-
cent of surveyed firms
expect increased diffi-
culty attracting qual-
ified workers over the
next six months, and no
firms expect the worker
shortage to diminish.
With a value of 30.9, this
is the highest Novem-
ber reading on this sur-
vey item ever recorded.

SPECIAL
QUESTIONS

The Federal Reserve
has spent the last sever-
al years structuring
monetary policy to fight
a financial crisis, pre-
vent deflation, and stim-
ulate a recessionary
economy. Their strate-
gy has been to use both
conventional and non-
conventional policy
tools to both provide
liquidity and contain
risk in the financial
sector. By now, these
tools have become well-
known to the public.
They are known by
acronyms such as QE,
QE2, QE3, TALF, TAF,
etc. Many of these tools
have now been allowed
to expire, and the Fed’s
new task is to attempt to
normalize monetary
policy. There is a lot of
uncertainty related to
the timing and magni-
tude of this normaliza-
tion of monetary policy,
but market participants
appear to believe the
Fed intends to begin
raising interest rate
targets in late spring/
early summer of 2015
(see the sidebar with
this report for more on
this topic). The Fed has
targeted the federal
funds rate in the 0 to
0.25 percent range since
December 2008. This
interest rate target is
now expected to rise in
the coming months as
the Fed begins a pre-
sumptive tightening
action in an attempt to
normalize monetary
policy.

Implicit in the Fed’s
expected change in
policy course is that
economic performance
is strong enough to
withstand an increase in
interest rates. While
higher interest rates
may benefit savers, it
also increases the cost
of business purchases
of capital equipment,
makes homes less af-
fordable, and causes
consumer financing to
be more expensive.
With this in mind, we
decided to see how the
St. Cloud-area business
community expects to
be impacted by rising
future interest rates.
We asked:

“Interest rates are
widely expected to be-

gin rising in late spring/
early summer, as the
Federal Reserve begins
to adjust away from an
expansionary bias in
monetary policy. To
what extent does your
firm expect to be af-
fected by rising interest
rates?”

Fifty-two percent of
survey respondents
expect a negative effect
of rising interest rates,
although only one firm
thinks the negative
effect will be large.
Thirty-two percent of
respondents expect a
“small negative effect,”
and 18 percent antici-
pate a “medium nega-
tive effect.” Thirty-
seven percent of firms
think there will be no
effect of rising rates,
and 7 percent see a
positive impact on their
business. A couple of
firms noted that their
response depended on
how high interest rates
go, and another firm
noted that they are
working on new terms
for their borrowing
arrangements. But it
appears most area
firms believe an up-
coming interest rate
hike is manageable.

Over the years, we
have occasionally asked
firms to indicate their
priorities for an up-
coming legislative ses-
sion in St. Paul. When
we asked about legisla-
tive priorities in No-

vember 2005, the local
economy was experi-
encing strong growth
(the title of that quar-
ter’s QBRwas “Strong
Start Projected for
2006”). Consequently,
“health care reform”
was cited by 67 percent
of surveyed firms and
“tax burden” was a pri-
ority for 46 percent of
firms. “Job creation”
was only selected by 26
percent of surveyed
firms as a legislative
priority. Note that
“health care reform”
was cited as the most
important priority by 30
percent of respondents
— tax burden was the
top priority of only 7
percent of firms.

Fast forward to when
we last asked this ques-
tion in November 2011,
during a time when the
local economy was in
recovery mode, but job
creation was weak. In
this latter survey, 62
percent of firms select-
ed “job creation,” anoth-
er 62 percent selected
“tax burden” and 47
percent identified
“health care reform” as
a legislative priority. In
that survey, “job cre-
ation” was cited by 43
percent of firms as
their top legislative
priority, while 16 per-
cent of firms chose “tax
burden” and 15 percent
chose “health care re-

Sources:St. CloudStateUniversity Departmentof EconomicsandSchoolof Public airs Research Institute

Notes:(1) Reportednumbers arepercentagesof businessessurveyed.(2) Rowsmay notsumto100becauseof “notapplicable”andomittedresponses. (3) indexes representthe

percentageof respondentsindicatingan increaseminusthepercentageindicatinga decrease. A positive index is generally consistentwith economicexpansion.

BUSINESS CONDITIONS

Sixmonthsfromnowvs.November2014

Decrease (%) No change(%) Increase (%) Index3

5.9 32.4 55.9 50.0 42.6

2.9 50.0 41.1 29.4

5.9 69.1 17.6 11.7 -1.5

4.4 54.4 35.3 30.9 30.9

57.4 57.4 54.4

0 57.4 33.8 33.8 23.6

2.9 41.2 38.2 35.3 25.0

0 55.9 30.9 30.9 36.8

38.3

TABLE 2 - FUTURE
Diffusion

August 2014

Diffusion Index3

Level of business activity for your

company

What is your evaluation of:

Number of employees on your

company's payroll

Length of the workweek for your

employees

Capital expenditures (equipment,

machinery, structures, etc.) by your

company

Employee compensation (wages and

benefits) by your company

Prices received for your company's

products

National business activity

Your company's difficulty attracting

qualified workers

0 36.8

QBR
From Page 1I
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See QBR, Page 3I

Small postive effect

Large positive effect

N/A

No effect

Small negative effect

Medium negative
effect

Large negative effect 1.5%

17.6%

2.9%

2.9%

1.5%

1.5%

2.9%

Special Question 1:

To what extent does your firm

expect to be affected by rising

interest rates?

Medium positive
effect

Other

32.4%

36.8%
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