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Monthly Market Update Outlook
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Supply/Demand Factors Drive Short-Term Rates Lower

With the Federal Reserve’s monetary policy on hold for
nearly 12 months, why do yields on short-term investments
continue to fall? The answer likely relates to investor
petrceptions and supply/demand forces that impact short-term
markets. A sharp drop in the supply of some short-term
investments has contributed to lower rates, while an increase in
Treasury bill issuance has led to narrower yield spreads. On the
demand side, assets in money market funds have fallen, but at a
pace far slower than the drop in supply, also contributing to
lower rates. At the same time, investors have shifted assets from
government-only funds to “prime” funds, helping to compress
spreads between government securities and commercial paper,
CDs and other money market instruments. Finally, credit and
risk premiums have declined as corporate credit markets
stabilized and liquidity improved.

Monetary Policy

Federal Reserve monetary policy actions are the major driver of
short-term rates. The most significant way that the Fed can
influence short-term rates is by changing its target Federal Funds
rate—the rate at which banks lend and borrow among
themselves on an overnight basis. In December 2008, as the
credit crisis reached a peak, the FOMC cut the Fed Funds rate to
an all-time low of 0-0.25%. This was designed to lower short-
term rates, increase liquidity to financial institutions, and
stimulate economic growth. The FOMC has maintained this
target for the last year, and the effective Fed Funds rate, the
average actual rate at which banks lend to one another on an
overnight basis, has been locked around 0.15%.

Supply Factors

Commercial Paper: The Lehman Brothers bankruptey in
September 2008 caused major disruptions in the commercial
paper market, which originally began with the deterioration of
the asset-backed commercial paper matket a year catlier. This
led credit-worthy companies to reduce their reliance on short-
term funding, deleverage their balance sheets, and build excess
cash reserves. As the accompanying chart illustrates, this caused
outstanding commercial paper to fall by 24% from the fourth
quarter of 2008, and 48% from its peak in August of 2007.
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Agency Discount Notes: A slowdown in the housing market
significantly reduced the funding needs of the housing agencies
(Fannie Mae, Freddie Mac and FHLB). The companies began to
reduce their balance sheets in January 2009 as their mortgage
loan portfolios shrank due to the housing downturn and tighter
credit standards. FHLB issuance was further reduced in recent
months as credit markets stabilized and member banks were able
to issue both FDIC-guaranteed and unguaranteed debt, reducing
their dependence on advances from the Home Loan Bank. As a
result, outstanding discount note supply has fallen by nearly 27%
since the fourth quarter of 2008.

Treasury Bills: Treasury bill issuance has increased by neatly
25% over the past year to finance government spending
initiatives and the Fed’s program to purchase longer-term
Federal agency and mortgage-backed securities to support the
housing and commercial loan markets. Increased T-bill supply
and reduced supply of other money matket instruments has
contributed to significant spread tightening. The “TED spread”
(the difference between 3-month LIBOR and 3-month T-bills)
has narrowed by over 0.75% from the second quarter of 2009 to
more normal levels of 0.20%. The spread reached as wide as
4.60% after the Lehman bankruptcy.

Demand Factors

Increased demand for liquid investments has also pushed
short-term rates lower. As yields fell, the assets of money
market funds, which are the major buyers of short-term debt
instruments, also fell. Overall money fund assets are down 14%
year to date. Since the beginning of the year, money has flowed
into “prime” money market funds, which invest primarily in
commercial paper, as investors try to earn incremental yield in
the low interest rate environment. This was a reversal of the
large flight to government-only funds that took place after the
Lehman bankruptcy. Consequently, assets of prime funds have
fallen by only 4%. As the accompanying charts illustrate, stable
demand for commercial paper by prime funds, combined with
shrinking supply, has contributed to sharply lower yields on all
money market instruments, along with narrower spreads.
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Investor Psychology has Improved

Risk premiums narrowed as investors became less concerned
about credit, and liquidity returned to financial markets. At the
height of the market crisis in the fall of 2008, investors
demanded higher yields, even on Federal agency securities,
because of concerns that they might not be able to sell them on
short notice. These concerns, along with a general panic about
credit quality also pushed up rates and drove spreads to record
levels. As the markets normalized dealers became more willing
to take securities into inventory and investors became more
comfortable holding a wider variety of securities. The flight to
quality that pushed short-term Treasury bill yields to zero eased,
and investors became more willing to buy and own Federal
agency and high quality short-term money market instruments,
contributing to lower yields and narrower spreads.

Looking Forward

With the Federal Reserve on hold, money market rates have
converged toward the Fed Funds target range of 0-0.25%, as
shown in the chart below. Short-term rates are not likely to
increase until the Federal Reserve changes its monetary policy
stance. The Federal Open Market Committee has said that it is
looking for changes in inflation, employment, and capacity
utilization before raising rates. Yields on commercial paper and
agency discount notes are also unlikely to return to normal
spreads until either supply increases or demand drops for short-
term investments.  Demand for high quality short-term
investment will likely remain high through December 31+ as
year-end funding pressures intensify.
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