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a. Estimate of the yield on a recently offered. A-rated utility bond with a maturity of 30 years and call protection of five years. 
b. Bond Buyer Index, general obligation, 20 years to maturity, mixed quality. 
c. 10-year Treasury yield minus f~ve- to 10-year mean inflation expectations as measured by the University of Michigan's Survey of Consumers. 
d. One-year Treasury yield minus one-year mean inflation expectations as measured by the University of Michigan's Survey of Consumers. 
e. Three-month, six-month, and one-year instruments are quoted from the secondary market on a yield basis: all other instruments are constant-maturity series 
SOURCES: Board of Governors of the Federal Reserve System; and the University of Michigan. 

Despite the :il~scnce of an)- explicit 
policy action 11)- the Fecleral Open 
Market Committee (FOMC). interest 
rates have killen across the spec- 
trum of mat~~rities since rnicl-Aug~~st. 
'l'hirty-!.car '1'reasur)- I~oi~cl r:ites 
have dropped more t1i:in 00 lx~sis 
points. ~vhile three-month 7'-bill 
rates are clo\\.n : i l x ) ~ ~ t  10 basis 
points. l ' h~ l s ,  the )-ielcl ci~r\ .c has 
flatteileci significantl)., I I L I ~  it still 
slopes up\~arcl. 

Since the cyclical peal< in long- 
tcml rates in Noveml>cr I99.t. long- 

term honcl yields have fallen 2 per- 
cent:ige points, while short-term 
sates selllain slightly above their lev- 
els at that time. The down~varcl 
swing in the yield curve over this 
periocl has been rather clramatic, as 
has rlle rise in the stock mal-liet. The 
s:~g in the yielcl curve arouncl the 
one- to two-year maturities suggests 
th:it marliet participants expect fur- 
ther cuts in the federal fiinds sate 
over the nest year. 

Ileal interest rates are also clown 
subst:intially from their Janu:q 1995 

pe:il<s. The short-term real interest 
late-as measured by the one-year 
Treasury rate less expected inflation 
-stands just above 1!h%, near lev- 
els rcgisterecl in June and September 
o f  this year. The real long-term 
sate- as meastlrecl by the 10-year 
TI-easury rate less espectecl infla- 
tion-is just ~lncler 2%. 

Many :inalysts have attril~uted pal-t 
of' the dovmwarcl trencl in capital 
marltet rates to tho public's increas- 
ing conviction that Congress ancl the 

(co17ti1zlrccl on ~zex~pcge j  
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Monetary Policy (con t.) 
Percent 

M J J A S O N D J F M A M  

Percent 

1995 1996 
Contract month 

Percent, s.a.a.r." Billions of dollars, seasonallv adiusled 

a. Seasonally adjusted annual rate. 
b. Last plot is estimated for November 1995. 
SOURCES: Chicago Board of Trade; Board of Governors of the Federal Reserve System; and Bank Rate Monitor, various issues. 

aclrninistration will psocluce a crecli- 
ble deficit-reductio~~ packxge. Nev- 
ertheless, it is cliffic~~lt to identify the 
f~lndamentals behincl changing in- 
terest rates, since other klctors may 
be involvecl. For es:~mple, the cle- 
mancl for l~anlc loans, rvhich was 
strong over 111ost of the past year, 
has tapered off in recent months. 
On  the other hancl, business invest- 
ment remains robc~st, suggesti~lg [hat 
the real rate of return on new pl:lnt 
and eq~~ipment is still relatively high. 

Feel funcls futures marlcets reveal 

that the FOMC is again expected to 
lower its funds-rate objective some- 
time over the next few months. Such 
a move was projected to occur ear- 
lier this year, but the policy change 
failed to materialize. More recently, 
the projectecl funds-rate decline has 
been accompanied by evidence that 
inflation is somewhat lower than ex- 
pected in the second half of 1995. 

Yields on so111e bank deposits fell 
early this year, but have remained 
relatively steady since then. As a 
consequence, the opportunity cost 

of M2-largely the difference be- 
tween marliet rates on tradable 
short-term securities ancl rates paid 
on hanli cleposits-has stabilized. 
The effect of this stability is 111ost ev- 
iclent in the recent growth rates of 
snlall time anti savings deposits, 
which have fluctuated much less. 

During 1995, growth in retail 
money marltet mutual funds ex- 
plodecl despite declining yields. 
Some analysts have attributecl this to 

(contin cred on next pqqc.i 
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Monetary Policy (coat.) 
Billions of dollars 
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a. Last plot is estimated for November 1995. 
b. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. Annualized growth rate for 1995 is calculated on an estimated 
November over 1994:IVQ basis. 
c. Nondeposit liabilities are total liabilities minus deposits and borrowings from banks in the U.S. 
NOTE: All data are seasonally adjusted. Dotted lines are target ranges. 
SOURCE: Board of Governors of the Federal Reserve System. 

the flattening of' the l.ielcl curve, 
which II:IS inclucecl scc~lrity holclers 
to shorten the maturity of their 
portfolios. In I-ecent months. ho\v- 
ever, growth in money f ~ ~ n d s   IS 
slowed some\vl~at. 

With &I2 opportunity cost Ilolcling 
steady, M2 growth h;ls climi,ccl to 
near 4%) this year. 'l'his pace is more 

cluence of' fundamental changes in 
the way householcls managecl their 
1x)rtfolios. These changes were 
lasgely inclucecl by an  environment 
in ~vhich hanks had limited opport~l- 
nities for nlalting good loans. Absent 
such oppo~T~lnities, banks coulcl not 
:~ggressively compete for funcls by 
of'fering attractive yields on cleposits. 

funds, which are not incluclecl in M2. 
The recent cessation of net inflows 
into hone1 funds suggests that M2 
[nay resume Inore norrnal growth. 

The engine of deposit growth in 
the recent past has been strong loan 
clemancl from hot11 consumers ancl 
lx~sinesses. In 1995, banks increas- 
ingly turned to large time cleposits to 

commensurate lvith historical cspe- I-Iigher-yielcling bond rn~~til:tl filntls S~unci new loans. As a consequence, 
rience and suggests that special fat- :~ttractecl the attention of cleposit M3, which includes large ti~lle cle- 
tors clamping the z1ggrcg:lte's gron.th holclcrs, \v11o for the first time aclclecl posits, has espancled a healthy 6% 
in recent years may IN\-e lesseneel. honcl fi~ncls to their portfolios. These this year. 

bhrliet analysts helieve that M2's conetitions lecl to a massive suhstitu- Recently, some ilnusual f. dctors 
ilnusual I,eh:~\;ior \vas a consc- tion of hanli cleposits for hone1 (co~?tinttccl on wextpage) 
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Monetary Policy (con t.) 
Billions of dollars, seasonallv adiusled 

Billions of dollars, seasonally adjusted 

Billions o i  dollars, not seasonally adiusted 

May June July Aug. Sept Oci 
1995 

Billions oi dollars, seasonally adjusted 

a. Last plot is estimated for November 1995. 
b. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. Annualized growth rate for 1995 is calculated on an estimated 
November over 1994:IVQ basis. 
c. Adjusted for sweep accounts. 
NOTE: Dotted lines represent growth ranges and are for reference only. 
SOURCE: Board of Governors of the Federal Reserve System. 

have rest~;iined tile grolvth of the 
narrow money measures. 'I'lle 
plannecl introcl~~ction of rhe re- 
clesignecl $100 note may have hacl ;i 

significant effect on current‘>. gro\\;th 
over the seconcl half of 1995. For- 
eign holclers of lJ.S. currency- 
rllany of \\.horn 11:1\re esi,ericncecl 
~infavol-al,le excl~ingcs of their onin 
currency-are concernecl :lboc~t the 
future acceptal~ility of their dollar 
holclings, leacling some to recluce 
this portion of their portfolio. Be- 
cause it is cstir-natecl that ;ilmost 70% 
of all V.S. currency is helcl :il,ro:~cl, 

cLirrency growth is believed to be 
highly sensitive to such concerns. 

Another factor ciepressins the nar- 
row aggregates is the widespread 
emergence of sweep ;lccounts. 
I3anlis are initiating these programs 
to eco~lomize on  their reserves, 
\vhich earn no return for the bank. 
These arrangements sweep excess 
householcl checkable cleposits, 
which are reservable, into money 
marliet deposit accounts, n.hich are 
not reservable, thereby reducing a 
banli's required reserves. Over the 
past fen. months, clepository institu- 

tions' intensifiecl efforts to initiate 
sweep progmn~s have led to sharp 
cleclines in checlial,le cleposits ancl 
total reserves. 

Because &I1 comprises currency 
and checliahle cleposits, its growth 
has been significantly darnped by 
these special factors. It is estilllatecl 
that sweep accounts alo11e have cle- 
~)ressecd MI gro\vth Inore t11:~n 3% 
this year. I3ecause the M2 aggregcrte 
inclucles money marl<et deposit ac- 
counts, it is impe~vious t o  the clevel- 
opment of sweep accounts. 
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