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a. Predicted rates are federal funds futures. 
SOURCES: Board of Governors of the Federal Reserve System; and Chicago Board of Trade. 

"Since the last easing of inonetaiy 
policy in July. inflation has been 
somewhat 111ore favorable than an- 
ticipated. arid this result, along with 
an associatecl mocleratio~~ in infla- 
'tion espectatiolls, warsants a moct- 
est easing in monet:~r)i conditions." 

This statement by Federal lie- 
serve Chairrnan Greenspan accom- 
paniecl the r>ecember 19 announce- 
ment t l ~ t t  the Federal Open Market 
Comrnittce (FOMC) had clecicled to 
lower the intenclecl federal funds 
rate by 25 basis points, to 5.5%. It 
now seelns liliely that actual infla- 
tion in 1995, as me:lsurecl by the 

Consumer Price Index, will encl the 
year below the 3% to 3'/20/0 range ex- 
pected hy the FOMC in J~lly. 

Although the tinling of the recent 
policy move may have caught some 
market participants by surprise, a re- 
duction in the fed funds rate hacl 
!>eel1 anticipated for months. In- 
cleecl, since last year's first rate cut in 
July, kc1 funds futures prices have 
i~npliecl an expectation of additional 
cuts. Another slight reduction in the 
intended fed funds rate is antici- 
pated in early 1996. Since February, 
the sate on one-year Treasuries has 
been l>elow the fed funds rate. also 

s~~ggest ing fi~rther policy actions 
througho~lt the coming year. 

1)eclining inflation expectations 
contrib~~tecl to at least part of the 
overall clrop in interest rates last 
year. The 30-year Treasu~y bond fell 
below 6% in the final ctays of De- 
cember, approaching the cyclical 
trough recorcleci in October 1993. 

In the 26 months following that 
t r o ~ ~ g h ,  long-term rates rose sharply, 
incluced both by a strong econon~y 
that increased the 12te of return on  
new business invest~llent ancl by 

(cotztir~riec/ 017 nextpc~ge) 
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a. Seasonally adjusted. 
b. Last plot is estimated for December 1995. 
c. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. Annualized growth rate for 1995 is calculated on an estimated 
1995:IVQ over 1994:IVQ basis. 
NOTE: Dotted lines represent growth ranges and are for reference only. 
SOURCE: Board of Governors of the Federal Reserve System. 

fears that infl:ttior~;~ry pressures 
miglit 1e;lci to higher trencl inflation. 
Since the peaks in capit~tl m:trliet 
mtes just over a ye:lr ago. inflzltion 
has been steacly ancl 1,usiness invest- 
ment-\vllile still strong-1x1s mocl- 
eratecl. Dan!< loans to corlsuri1er.s 
mcl husi~lesses grew r;ipiclly o\.er 
this periocl. h ~ ~ t  have clecelerateci in 

%, recent months. - 
13anlis lor the most part financed - their- strong lo211 clem;tncl \\.ith non- 

- cleposit lial~ilities ancl l:~rge time cle- 

jmsits. As a consequence, pricing of 
other checkable cleposits (OCDs) 
ancl money market deposit accounts 
(h~IMDAs) \\;as not very aggressive. 
Incleecl. the rate paid on OCIls 
I~ardly Ixldgecl in the Lice of rising 
interest sates. Th~rs, OCD op- 
portunity cost (measurecl here as the 
clifference l~etcveen the 3-month 
'I'reasul-1. I ~ i l l  yield alicl the effective 
I-ate ~xticl on OCDs) rose sharply, 
\i.hich in turn dampecl ho~rseholcl 
clemancl for OCDs. 

i\s shor-t rates fell in 1995, so  too 

clicl the opportclnity cost of OCI>s 
ancl non-interest-l~earillg ttansaction 
cleposits. Historic:tI relationships sug- 
geslecl that 1r:insaction cleposits 
\voulcl begin to gro\xi cluring the ye:tr. 
This dicl not lxtl>pen, largely 1,ecaclse 
of the \videspreacl implernent:itio~~ of 
sweep arrangements that economize 
on  hank rescnJes. These ~u-ungc- 
mcnts "sn.eep" escess OClIs, which 
:ire reser-v;ible, into ivI>fIIAs, which 
are not reservable. thereby recluci~lg 
a I~anli's recl~~irecl reselves. 
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a. Last plot is estimated for December 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 
1995:IVQ over 1994:IVQ basis for M I .  M2, and M3, and on an October over 1994:IVQ basis for domestic nonfinancial debt. 
NOTE: All data are seasonally adjusted. Dotted lines for M I  represent growth ranges and are ior reference only. Dotted lines ior M2, M3, and domestic non- 
financial debt are target ranges. 
SOURCE: Board of Governors of the Federal Reserve System. 

It is estimatecl that sweep :LC- rency gro\vth is related to foreign :lncl clomestic nonfin:lnci:~l clebt. The 
counts ;tlone clepressed t~unsaction in\~estors' concerns about the ex- I-Iut-riplirey-11:~n~liins Act of 1978 
cleposit gro\vth by :lbout 4!/'% in changeal~ility of their current holcl- manclates that the E'edel.al lieserve 
1995. I3cc:t~1se tmnsaction cleposits ings once the newly designecl S100 repor-t these nnges to the U.S. Con- 
are the only reservahle cleposit. the I7ill is introtlucecl. It is also estimatecl gress. It is p e r h ~ ~ p s  ironic that al- 
growth Kite of total reserves was re- that the &I1 monetary aggregate, though little :~ttention is paid to 
strainccl :ilmost proportionately. The u.hicli inclucles both currency ancl these me:isilres. they all enclecl the 
nionetary hase. \\iliich comprises tl;~ns:~ction cleposits! would have year within their specifiecl ~ 1 1 g e .  
total reserves ancl currency hclcl gro\vn in 1995 in the absence of &12. -\vhicli inclucles both OClIs ancl 
o~rtsicle Ixmlis. was :11so affecteel. Its sweep acco~~nts.  MblI>As, \v:ls i r~~pe l -v io~~s  to the im- 
growth rate, ho\vever. is ciomin:~tecl IIespite consiclerable uncertainty plementation US sn.eep arrangc- 
hy its currency cortiponent. \\,hiell about the f ' i l t~~re relationships of ments. 'l'he strength in PI3 largely re- 
slowed slixrply in the spring. Ana- money ant1 clelx to funclamental flected lxinlis' tenclency to fin:~nce 
lysts I>clicve that tliminishccl c~lr-  polic). ol~jcctives. the FOMC contin- lo:ln gron.th I,y issuing 1:irge ClIs. 

iles to set growth ranges for M2. M3. 
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