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ansion of the monetary base and Federal Reserve credit have contri-
buted significantly to the rise of the money supply at an 8.8 per cent annual rate in
the past four months (page 5), compared to a 6 per cent rate from February to December
1970 and a 3 per cent rate during 1969. 1/ The demand deposit component of the money
supply has increased at an 8.5 per cent rate in the past four months (page 4), after
rising at a 5.9 per cent rate from February to December 1970 and a 2.4 per cent rate
during 1969. L

The yield curves on page 8 depict the term structure of interest rates on
U.S. Government securities on December 16, 1968, May 28, 1970, and May 7, 1971.
The positions of the curves emphasize the sharp decline in Government interest rates
in the past year. There are two widely held theories about the relationship between
short- and long-term interest rates, which often are combined in interpreting yield
curves. The liquidity preference theory holds that the risks of holding long-term
maturities are greater than those of holding short-term maturities, and that the com-
munity of bondholders prefers to avoid risk; therefore the yield curve normally will
be positively sloped, with long-term rates higher than short-term rates. The expecta-
tions theory holds that long-term rates are an average of a series of expected short-
term rates; therefore the yield curve normally will be flat, because the holder of a
long-term security will earn, on the average over a specified time interval, the same
amount as a holder of a series of short-term securities. Over the course of a business
cycle, the level of the entire yield curve may shift as well as the relation between
long- and short-term rates. At cyclical troughs, both liquidity and expectational
factors act to produce a positively sloped yield curve, indicating that short-term
rates are expected to be higher relative to long-term rates in the future. At cyclical
peaks, in contrast to cyclical troughs, liquidity factors act to produce a positively
sloped yield curve and expectational factors act to produce a negatively sloped yield
curve. The slope of the curve in this instance will depend upon the relative strength
of the two forces.

During the course of the business expansion of 1967 to 1970, the yield curve
on U.S. Government securities in December 1968 was essentially flat with short-term
rates slightly above long-term rates. The situation proved temporary, however, and
by May 1970 increased demand for corporate and Government borrowing associated with
the business expansion, and a faster rate of inflation, had raised the entire yield
curve. Credit became more expensive in all maturity ranges, and most long-term rates
were bid above short-term rates as corporations competed with the Government for a
diminishing supply of funds. The decline in the yield curve in the past year has
reflected increased liquidity and decreased demand for credit, especially in the short-
term maturities. Inflation expectations and continued heavy long-term corporate bor-
rowing have offset increased liquidity in the long-term maturities, and have perhaps
limited the decline in long-term rates. In addition, many corporations have shifted
from short-term borrowing to long-term borrowing at the lower interest rates, and thereby
have increased the cost of Government long-term borrowing relative to short-term bor-
rowing. The positively sloped curve indicates that short-term rates are expected by
many transactors to rise in the future.

1/

=' Data for rates of change from February to December 1970 and earlier time periods
are computed from monthly figures as presented in Monetary Trends, published by
the Federal Reserve Bank of St. Louis.
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MEMBER BANK DEPOSITS
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MAR. S5 7.13 3.35 S5.07 5.94 5.37
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SELECTED SHORT-TERM INTEREST RATES
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PR I ME
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PAPER FEDERAL BANKERS* 90 DAY
1971 4-6 MONTH FUNDS ACCEPTANCES CD'S e
MAR. 5 4,25 3.45 3.75 4.04
12 4.25 3.48 3.70 3.89
19 4.20 3.90 3.83 3.81
26 4.05 3.60 3.80 3.83
APR. 2 4.23 4.20 4.00 3.87
9 4.28 4.13 4.13 3.94
16 4.58 4.23 4,38 4.13
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¥ AVERAGES OF RATES AVAILABLE. FEDERAL FUNDS LAST FIVE DAYS AVAILABLE
%% DATA ARE SECONDARY MARKET RATES, WEEKLY AVERAGES END | WEDNESDAY TWO
DAYS EARLIER. CURRENT DATA APPEAR [N THE BOARD OF GOVERNORS® H.9 RELEASE.
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