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It has I~een rnore tix~n three rnonths 
since the Feclel.al Open ,\/l:irliet Corn- 
mittee (FOhlC) saisecl the inteneleel 
fecleral flncls rilte from 5'/,%) to S'/LO/i,. 
* .  Ihis sate hike \vas the first imlicy 
rnove in I-i ~nontlis ancl the first in- 
crease in more than t\\.o years. 13y 
taking ttiis action, the FOMC ser\.ecl 
notice that it stoocl re;kcly to aclclress 
incipient in1l:itionary pressures. 

In :innouncing the rate increase. 
tile Committee statecl that "... the 
slight firming of monetary concli- 
lions is \,iexvecl 21s 21 p r~~clent  step 
t S ~ t  afforcls grc:lter :issurance o f  

jxolonging the current economic ex- 
pansion l,y sustaining the existing 
Ion  infl:ition environment t h r o ~ ~ g h  
the rest of this year ancl nest. The 
experience of the 1:lst sever211 years 
has reinforceel the corlviction th:~t lo\\; 
inflation is essential to re;~lizirlg the 
econosny's f~lllest growth poterlti:~l." 

'I'he policy move was no surprise 
to financial markets. The feelem1 fclncls 
f .~~t i~res  rn>~rliet, for instance, h:~cl 
come to anticipate the sate increase 
in {lie \v-eel.;s I~efore the meeting. In 
the pcriocl ininiecliately follo~ving 
the Fccl's action, futures prices re- 
vealecl that investors were expecting 

another n t e  hilie Sly midye>~r. Since 
then. however, the inflation news 
1x1s I~een I'ivot.al,le, ancl f~itures prices 
currently suggest that no  imminent 
policy move is ;inticip:1tecl. 

&lone); rn;krliet irlteresl Utes rose 
in concert \\;it11 the incre:isecl feel- 
era1 fi~llcls sale. 13ec;iuse the interest 
rate p:iicl on  I,anli cleposits terlcls 
to respo~icl slon.ly to changes in 
marliet sates, the opportunity cost of 
clelx)sits ( the interest forgone o n  
holding cleposits comparecl with a 
marliet altcr'nxti\.e) has risen. For 
e sa~n j~ le .  the 3-ye:tr l'reasury note 
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a. MZM is an alternative measure of money that IS equal to M2 plus institutional money market funds less small time deposits. 
b. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. Annualized growth rate for 1997 is calculated on an estimated 
June over 1996:IVQ basis. 
NOTE: All data are seasonally adjusted. Last plot is estimated for June 1997. For MZM, dotted lines represent growth ranges and are for reference only. All 
other dotted lines are FOMC-determined provisional ranges. 
SOURCE: Board of Governors of the Federal Reserve System. 

n o w  yields almost 100 basis points 
more than a deposit of comparable 
term. The spreacl bet~veen the 6- 
month Treas~lry bill ; ~ n d  the share- 
weighteel :nrerage of rates paicl on M2 
cleposits also wicle~led substantially. 

The higher opportunity cost of 
cleposits recluces their ;~ttractiveness 
relative to marl<et alternatives. Thc~s, 
the rise in opport~lnity cost has been 
associated with a slowclo\vn in the 
growth rate of all the monetary ag- 
gregates. Early this year, M2 ex- 
ceecletl the 50/0 upper bouncl of its 

FOMC-determined provisional range. 
In May. hI2 clecelerated and 1 1 0 ~ 7  

stands within the specifiecl range. 
The MZM aggregate, which haci I3een 
expancling at nearly a 9% pace 
in the first few months of the year. 
cleclinecl in May and is expected to 
follow :r flatter trajectory over the 
1,alance of 1997. 

The recent deceleration in 1412 
ancl i\fZI\I reflects more than the in- 
crease in their opportunity costs. The 
~~nexpectecl strength in economic 
activity lecl to larger-than-expected 

tax payments, which \v- 'CI - -  c : I C C L I ~ ~ L I -  

latecl in Imnk cleposits. As payments 
cleared in i\f:ly. the bulge in the 218- 
gregates clissipatecl. 

Banks continue to fincl S O ~ L I S ~  de- 
ruand for commercial :mcl inclustrial 
loans. To a great extent, these loans 
have been financed .\\.it11 negotiable 
CDs, \vhich are incluclecl in M3 bc~t 
not in M2. IHence. M 3  contincles to 
espancl more sapidly than M2 ancl 
senlains above the upper bound of 
its specifiecl range. 

(co)7til7~ic~d ot? 17c>.1-/ p q ~ e )  

http://clevelandfed.org/research/trends
July 1997

Best available copy



Monetary Policy (cont.) 

Percent Ratio 

8'5 1 ~ 2  OPPORTUNITY COST AND SMALL TIME DEPOSITSlM2 1 55 

Percent Ratio Percent Raiio 

l 4  I MZM VELOCITY AND OPPORTUNITY COST 
4 2 13'0 

1 1 5  

10.0 

8 5  

Perceni Ratio 

l 4  IMZM OPPORTUNITY COST AND SMALLTIME DEPOSITS/M2 / 0 60 

1959 1963 1967 1971 1975 1979 1983 1987 1991 1995 1959 1963 1967 1971 1975 1979 1983 1987 1991 1995 
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Since Ji~ly 1993. tile FOhIC has 
not p;iicI ;I great cieal of :ittention to 
the gro~vth rate of the monetary ag- 
gregates. At that time, b12 \\-as dolvn- 
graclecl as ;I re1i:ible inclic:itor of 
rnonetiit-y policy. The I>r~:ilido\\.~~ in 
its reliitionship \\:it11 economic acti\.- 
ity is reflectetl in a c1i;mge in the re- 
1:itionship I)et\veen &#I2 \'.elocity- 
the mtio of GI11' to hI2--:ul1cl its 
ol7port~111ity cost. f3efot.e 1990. i~12 
velocity tenclecl to va1-y clirectly ~vith 
oppc)rtii~lity cost. 111 1990, llowever, 

2 07 

2.02 

1 9 6  

1 91 

velocity jumped sharply clespite a 
fall in oppottunity cost. 

The discrepancy ~ v a s  largely con- 
centrateel in small time cleposits, 
\\~hich pl~~t i~nle ted  as ;I share of &12. 
l3alance lloltlers transferrecl :I large 
share of their f~~ncis  to stocl< and 
boncl rntit~ial funds, which ex- 
p;indecl masliedly over this periocl. 
Since a1,out 1994, however, the olcl 
I-elationship has begun to reemerge. 
b12 1-elocity again varies directly 
with opportunity cost, I~ut  around a 
much higher average level. 

MZhI cloes not itlclutle tinle cle- 
posits. Thus. hlZM ~'~elocity \\;:is un- 
affected I,y the shift from sm:ill tiriie 
deposits to stocli ancl i,oncl f~intls. as 
is eviclent in the relationship he- 
tween the :iggsegate's velocity and 
its oppc~r t~~n i ty  cost. l'rior to 1975, 
however, 1-elocity gre\v sapiclly ;is 
funds were transferrecl from savings 
deposits to srilall time cleposits. 
which at.' incl~lclecl in M2. The con- 
sequent shift in i\I%i\/l velocity stabi- 
lized and has remainecl intxct for 
more than 20 years. 
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