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

It has I~een  more than 10 months 
since the Federal Open Marliet Coin- 
mittee (I:OMC) last changed the 
intenclecl fecleral filnds rate. That ac- 
tion, a 25-h~isis-point cut. follo~i~ecl 
an  eclual recluction at the g r o ~ ~ p ' s  
Deceml~er  meeting. Over the hal- 
ance of 1996, mzirket expectations 
iracill:itecl reg:ircling the clirection of 
the nest policy iilove. 

The one-year Tre:isury-bill yield 
inoved up sharply early in the year 
21s prospects for f~lrther rate cuts cli- 
minishecl ancl ulti~iiately reversed. 
Imnger-term sates rose even more 
dramatically, then swung substan- 
tially over the summer months as 

inarliet commentary revealecl a 
growing sentiment for a policy tight- 
ening. Home ~llortcgage rates rose al- 
most 150 hasis points from early 
1996 to early summec Since then. all 
Utes have receclecl somewhat. 

PIost f~itures contracts are clmwn 
on cornmoclities or financial instru- 
rilents \v\iose ["ice or yield is deter- 
mined in competitive marliets. The 
fet1er:il funds sate, on the other 
h;ind, is essentially cleterminecl by a 
clelil~erative decision of the FOWIC. 
?he feel funcls futures market is thus 
zi place ivhere one can place a bet as 
to \vhat f~ l t~ l r e  islonetary policy will 
be. 'l'he inliplied yields of these fu- 

tures prices serve as a reasonai~ly 
unl~iasecl preclictor over horizons of 
three moriths or less. 

By early March, the impliecl f ~ i -  
tures yielcls revealecl that expecta- 
tions of another rate c ~ ~ t  hacl van- 
ishecl. At nliclyear. the ecoiiorny 
appeareel to Ile stronger than ex- 
lxctecl. :uncl these yields indicated 
that a feel f.~lnds sate increase was 
imminent. Expectations of a change 
in policy cliiiiasecl right before the 
Septemlxr meeting. Iiecently, the 
impliecl yielcls have indicated that 
p;tsticipz~nts ill this 11larket do  not ex- 
pect a lmlicy action hefore spring. 
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a. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. Annualized growth rate for 1996 is calculated on a November 
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 Bank Rate Monitor, various issues. 

Given the environment of contin- 
ued eco~iomic expansion with low 
or 1noc1er:ite inflation, commercial 
banlcs have faced relatively strong 
clemancl for comniercial ancl indus- 
trial (C&l) loans. In September ancl 
October. C&I loans shot up at an an- 
nual rate of more than 19%. com- 
pareel \vitli 8% over the previous 
year. I'reliminary data for November 
reveal that C&I loan grorvth is mocl- 
erating. 

Cons~~n ie r  loans at commercial 
banlis have been relatively flat in re- 
cent months. Apparently, consumers 
are  becoming Inore cautious about 

tlie arnount of additional credit they 
are willing to take on. While much 
 iten en ti on has been given to in- 
creasecl clelinquency rates, the state 
of consunler credit at commercial 
banlcs is not alarming. Nevertheless, 
continued moderation in consunler 
loan grocvth will help assuage fears 
about credit quality. 

Since mid-1994, banks have tended 
to finance 1nuc11 of their loan growth 
by issuing large certificates of de- 
posit (CDs), which have increasecl at 
clouble-cligit rates throughout the 
periocl. The rates paid on these de- 
posits are cletermined in the CD mar- 
liet. I'ersistently strong gains in large 

CDs have 1,een the major source of 
strength in M3, which for two years 
has consistently run at or above the 
upper end of  its gronrth sanges. 

Linlike the case with large CDs, 
banks post the rates they are willing 
to pay for small time cleposits ancl 
nioney ~narliet cleposit accounts 
(bIMDAs). If posted rates are com- 
petitive. these instruments attract 
fi~ntls. lluring 1996, the rates offered 
by banlcs on small time deposits 
have generally bee11 attractive 
enougli only to maintain tlie level of 
these cleposits. 

(corzti~z~recl O ~ Z  rzext j7cigc5IC) 
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a. Growth rates are calculated on a fourth-quarter over fourth-quarter basis. Annualized growth rate for 1996 is calculated on a November over 1995:IVQ 
basis. 
b .  MZM is an alternative measure of money that IS equal to M2 plus institutional money market funds less small time deposits. 
NOTE: All data are seasonally adjusted. Dotted lines represent growth ranges and are for reference only. 
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; and Board of Governors of the Federal R e s e ~ e  System. 

MiMDAs have gro\vn even though 
rates paid on these cleposits cleclinecl 
in the face of rising short-term mar- 
ltet rates. This gro\vth 1:lrgely reflects 
the impact of the i~i~plementatiol~ of 
sweep accounts, ~ v l ~ i c h  1,anlis have 
initiated over the p:lst few pears to 
economize on rese~ve 1,alances. 
'These arrangements "sweep" excess 
householcl checkable cleposits, 
which are resel-vahle, into MMLIAs. 
whicll are not. Thus. the irnplemen- 
tation of these arrangements ac- 
counts for the unesplaineci strength 
in ICIMIIAS anel the wealiness in M1, 
which inclucles checlcing :lccounts 
Ixlt not I\lfMll)As. 

The impact of sweeps washes out 
in broader aggregates such as M2 
and M%h,I, \vhich include both in- 
struments. The MZM nieasilre of 
money comprises instruments that 
have zero m:iturity ancl hence :Ire re- 
deemahle at par on  clemancl. As 
short-term market rates began to rise 
relative to sates paid 011 MZM cle- 
posits, PIZM grow~h mocleratecl frotn 
its rapicl pace earlier in the year. In 
light of the recent stability of short- 
term rates, i\/lZM is expected to con- 
tinue expantling near its recent 
mocle~kte pxce. 

h12 gro\vtli also slowecl in re- 
sponse to the turnaround in interest 

rates. This aggregate :ippears to be 
responding more consistently with 
its historic:il pattern, after hehaving 
2ttypically in the early 1990s. It ap- 
1 ~ : ~ s  iis though M2 velocity (the 
ratio of nominal GDl-' to M2) has 
st:~l~ilizecl at a new higher level. As 
Fecleral Reserve Chairman Alan 
Greenspan notecl cluring his midyear 
congressional testimony, the relation- 
ship linking M 2  to its opportunity 
cost has "reasser-tee1 itself." Neverthe- 
less: given the lirnitcd experience 
ancl the cont:iined nature of inflation, 
it seems i~nliliely tllat PI2 will fully 
regain its lost status :my ti~lle soon. 
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