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We noted previously federal funds futures are simply an
assessment where the effective rate will be. Moreover,
as the Federal Reserve is paying interest on reserve
deposits from member banks now, the effective federal
funds rate and the overnight index swap have become
the measures to watch, not the target rate.

The federal funds futures (left-hand chart) nominally
embed a 78% probability of a 75 basis point cut in the
target rate and a 22% probability of a 50 basis point cut
in the target rate.

However, the Federal Reserve has allowed the
effective federal funds rate (blue bars, right-hand chart)
to stay well under the target rate (red columns) since
the October 9" start of interest payments on reserves.

The effective rate has averaged 0.38% since the target
rate was cut to 1.00% on October 29" Only acuttoa
25 basis point target rate on December 16" and a
policy of keeping the effective and target rates
aligned thereafter is consistent with the data.
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Conclusion

One-, two- and three-month OIS levels (red, blue and
green lines, respectively, left-hand chart) all reached
their lows on Friday after the release of the
employment situation report.

The forward rate ratios between one- and two-month
and two- and three-month OIS (blue and red columns,
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right-hand chart) continue to reflect expectations for an
end to ever-lower effective federal funds rates after the
new administration takes office, but this is starting to
become an academic point at these levels. Perhaps
monetary policy will now be executed at the long
end of the yield curve, as Chairman Bernanke
hinted last Monday.
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Path Of Overnight Index Swaps During Crisis
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