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discourages bank lending. The Fed and central banks abroad have cut their discount rate to, or near,
zero with the onset of the financial crisis. With discount rates at or close to zero, in 2009 the Fed
announced the initiation of economic stimulus through quantitative easing (QE). Under QE, the Fed
purchased bonds from banks adding cash to their balance sheets, thus increasing bank reserves by the
same amount. Stronger balance sheets enable banks to replace the securities sold or make new loans.
The cycle of Fed purchases inducing bank purchases has the effect of pushing down longer-term yields
and interest rates on fixed income securities.

While the Fed sets the discount rate and the target for the fed funds rate, they do not have direct
influence on yields of market instruments. The Federal Open Market Committee (FOMC, the rate-setting
body of the Fed) does establish policy for the Fed’s activities in the marketplace that can have an
indirect influence on market based yields through purchases and sales of Treasuries and other market
instruments. A recent example of this was Operation Twist when the Fed bought significant amounts of
longer dated bonds to lower longer yields. Other than that activity, long-term rates and yields are set by
the equilibrium price established by the market. The market is influenced by expectations of future
interest rates, as well as factors such as economic growth and inflation.

As shown in Chart 1, the fed funds rate fell to 0.16% in December 2008 from 5.25% in June 2007. In
December 2015, the FOMC increased the fed funds rate by 0.25%. The December 2015 rate hike was
widely anticipated given Fed communications leading up to that meeting. As of January 2016, fed funds
stood at 0.34%. Following the March 2016 FOMC meeting, the Fed indicated a pull-back from the
previous forecast of a series of four rate hikes in 2016 down to two possible fed funds increases. Of
course, as rates increase, we expect bond prices to decrease because of the inverse relationship of
rate/yield to price.
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Chart 2 shows that a near-zero fed funds rate, along with QE, had the expected effect of driving down
yields on bonds. The spike in rates for lower rated investment grade corporate bonds (i.e., Corp Baa) in
2008 graphically depicts the sharp move to less risky assets (flight to quality) that occurred due to the
onset of the financial crisis. The shift in yields on below investment grade bonds was even more
dramatic. Of course, as investor demand increased for U.S. Treasuries, thus pushing up their prices, the
rate on U.S. Treasuries subsequently decreased.
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Questions and comments are always welcome. Please contact the Capital Markets Bureau at
&DSLWDO0DUNHWV#QDLF�RUJ.
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