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1 LONG-TERM INTEREST RATES I 
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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 Federal Open Marltet 
Corninittee's last meeting on March 
26, interest rates ha\-e driftecl up 
across all mat~~rities. The initial tum- 
arouncl in long-term rates occul-reel 
just before the Pebru:isy 1 recluction 
in the intencled fecleral f~~ncls rate. 

A h:lrsh winter helpecl to pllsh up 
energy prices ancl raisecl concerns 
about inflation. Subsequent employ- 
ment reports have revealed a 
stronger-than-exl>ectecI economy, 
clespite the severe \\leather and the 
strike at General Motors. Measur- 
able gains in retail sales ancl inelus- 

trial procluction have corroboratecl 
the economy's underlying vitality. 

Strong economic activity is ~~sual ly  
connecteel with higher rates of return 
on ne\v business investment anel, in 
turn, with higher level of interest 
rates in general. Long-term rates 
have j~lmpecl si~bstantially, .i\,ith con- 
ventionrtl mortgage rates surging 
about 100 basis points above their 
recent trough in February. 

Concerns :tbout inflation and 
growing eviclence of economic 
strength have been associated with 
a change in market expectations 

regarcling the future course of mon- 
etary policy. Feel funcls futures now 
si~ggest no  liliely policy action in 
the near term. Hoxvever, futures 
contracts for late summer and early 
fall embeel an increasing expecta- 
tion of a ~nodcst rise in the i~lte~lclecl 
funcls rate. In recent weelis, the 
yielcl on one-year Treasu~-y hills has 
mo\~ecl persistenrly above the effec- 
tive fecleral fclncls rate. Moreover, 
interrnecliate-term interest rates 
have tenclecl to rise with maturity 
length. 

(continried on 17extp~~ge) 
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Monetary Policy (cont.) 
B ~ l l ~ o n s  of dollars, seasonally adjusted 

3'950 1 THE M2 .AGGREGATEa 1 

1994 1995 1996 

Billions oi dollars, seasonallv adiusied 

Percent 

INTEREST RATES 
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a. Last plot is estimated for April 1996. 
b. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. Annualized growth rate for 1996 is calculated on an estimated 
Apr~l over 1995:IVQ basis. 
NOTE: Dotted lines are target ranges. 
SOURCES: Board of Governors of the Federal Reserve System; and Bank Rate Monitol; various issues. 

M2 growth so  far in 1996 has es-  
ceeclecl its average growth mte in 
each of the past five years. This 
strength has persisteel since ai3out 
micl-1F)95. largely reflecting the 
laggecl effects of falling interest rates. 
Banli deposit rates adjust relatively 
slowly to marliet conditions. Thus, 
the oppc)rtunity cost of M2 (meas- 
~lreci as the differerlce I~e t~veen  the 
three-month Treasury yielcl ancl the 
stlare-weighted average yield paid 
on PI2 components) tends to rise 
z~tlcl fall with market rates. 

The o ~ ~ ~ x ~ r t ~ i n i t y  cost of M2 haci 
13een killing until the turnaround in 
short-term Treasury yields early this 
year. The recent rise in short-term 
rates is associatecl with a rise in M2's 
o p ~ ~ ~ r t u n i t y  cost allel hence with an 
expected rnocleration in M2 growth 
over the I~alance of the year. 

lietail money marlet mutual hlncls 
are a key component driving the ag- 
gregxte's recent strength. Money 
funcl yielcls ha\~e tendecl to rise rela- 
tive to savings allel small time cle- 
posit rates, lnaliing these f~uncls corn- 

p:lratively :tttmctive. bloseover, the 
fl:lttening of the yielcl curve, ~vhich 
persisteel through e:~rly 1996, in- 
duced some investors to shorten the 
maturity of their portfolios. 

Banli loan growth continues to 
moclerate. Cocn~llercial and i~lclus- 
trial loans fell slightly in March, re- 
flecting in part a recluction of 
inventories, often fina~lced hy a 
clrawing down of bank credit lines. 
Consumer creclit continues to grow. 
but at a slower rate than previously. 
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Monetary Policy (cont,) 
Percent change, seasonally adjusted annual rate 

Percent Billions of dollars, seasonally adjusted 

a. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. Annualized gmwth rate for 1996 is calculated on a March over 
1995:IVQ basis. 
NOTE: Dotted lines represent growth ranges and are for reference only. 
SOURCES: Board of Governors of the Federal Reserve System; and Richard D. Porter and Ruth A. Judson, "The Location of U.S. Currency: How Much Is 
Abroad?" manuscript. Board of Governors of the Federal ReSe~e  System, June 1995. 

One  recent :lnomaly has been the 
sharp cleceleration in currency, 
which has increasecl only 3% since 
June 1995. This compares with an 
average annual sate of nearly 8!h% 
over the previous 22 yews. During 
these years, currency grew slightly 
faster than GNI', clespite periocls of 
high inflation anel the increasing use 
of alternative paytnent methocls. 

Recent eviclence suggests that a 
growing share of U.S. currency is 
tlelci outsicle the countty I>y inclivid- 

uals who are ~lllcertain about their 
own currency's future value. To 
these investors, the dollar is a refuge 
during titlies of political ancl eco- 
nomic uncertz~inty. Moreover, the 
clollar is preferreci in rnatlp countries 
as :In acceptable tllecliutll of ex- 
change ancl as a safe store of value. 
Sotlle an:llysts have esti~liatecl that as 
much ;IS 70% of U.S. currency is 
helcl al~roacl. 

The recent slowclown in currency 
growth is believecl to be related to 
foreign concerns surrouncling the 

March introcl~~ctioll of the re- 
designed SlOO bill, one of the most 
popuklr clenominations helcl a1,ro:icl. 
The new bill, introduced as an anti- 
counterfeiting measure, r:lisecl ques- 
tions about the genuineness of esist- 
ing foreign-held stocks anel is 
I~elieved to be the ltey ex.;planation 
for the suclclen slo~vclo~vn in de- 
mand. Although March saw cur- 
rency ~kccelerate to its fastest rate in 
Illore than a year, gronTth remains 
well belo~v its longer-term pace. 
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