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Deviation irom trend, percent 

NOTE: Shaded bars indicate recessions.The trend and cyclical components are defined using a two-sided approximation to a band pass filter, with 12 leads 
and 1ags.The trend excludes all fluctuations less than 32 quarters; the cyclical component includes fluctuations between six and 32 quarters. For further details, 
see M. Baxter and R. King, "Measuring Business Cycles: Approximate Band Pass Filters for Economic Time Series:'National Bureau of Economic Research, 
Working Paper No. 5022,1995. 
SOURCE: U.S. Department of Labor, Bureau of Labor Statistics. 

Economists generally accept that 
monewry policy cleterrilines the rate 
of infl~ttion, but they continue to cle- 
bate whether it can affect real vari- 
ables, such as the level of employ- 
ment ancl the rate of economic 
growth. During the early 1960s, 
inany policy~nalters believed they 
coulcl rocttinely exploit a stable 
tracle-off between inflation ancl un- 
en~ployment. This tracle-off, sumrna- 
rizecl by the so-callecl Phillips curve, 
implied that monetaiy policy coulcl 
permanently lower uner-nployment 
by genesating higher inflation. 

Two economists, Milton Frieclman 
:lnd Ed~ilitncl Phelps, showed that 
this trade-off' ~ 1 s  i l l~~sory.  In the 
long run, monetary policy co~lld not 
rnove unemployment  way from its 
natural sate. The Frieclman-Phelps 
argument left open the possibility 
that polic)~~nakers  night exploit a 
short-tenn tracle-off in order to 
smooth business cycle fluctuations. 
Intleecl, many people continue to 
1,elieve strongly in a short-ter~n 
tncie-off-to the point where quar- 
terly changes in ~~nemployment are 
tho~ight to contain information ahout 

future inflation. A careful examina- 
Lion of the data suggests a much less 
precise view of any relationship, 
however. 

The inflxtion and unemployment 
series can be clecomposecl into a 
trencl (long-run) conlponent ancl a 
cyclical (shoit-lun) component. Over 
the last 30 years, the trencl con~po-  
nelits clisplay a wealcly positive, but 
crmtic, cor~.elation. This highlights 
thc failure of the original Phillips- 
curve hypothesis, just as preclictecl 
Ily t:riednlan and Phelps. The trends 
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Monetary Policy (cont.) 
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SOURCES: U.S. Department of Commerce, Bureau of Economic Ana1ysis;Board of Governors of the Federal Reserve Systemand the Federal Reserve Bank 
of Cleveland. 

clo move in opposite directions dur- 
ing the early 196Os, however, ex- 
plaining why the I'hillips curve was 
accepted for a time. 

The cyclical components display 
a inore consistent pattern. Over the 
entire sample. the two series are 
negatively correlatecl. One 111iist be 
caref~il in interpreting this result, 
however. The association obseivecl 
in the data tells  is nothing about 
causation-whether a change in in- 
flation is responsible for nlove~l~ents 
in unemployment. Indeed, many 
economists argue that both series 
are simply responcling to forces that 

clrive the business cycle. Iiecessions. 
for instance, are characterizecl by 
layoffs that raise unemployment. lit 
the same time: incomes decline, re- 
clucing the clema~lcl for money. This 
may lower inflation because the 
money stock can gronr ollly as kist 
as the rate ;it which people are will- 
ing to 1 ~ 1 1 ~ 1  it. 

hIoney clernand is also affected by 
nominal interest rates. As interest 
rates rise, the opportunity cost of 
holcling lllolley goes LIP, making 
people less willing to hole1 non- 
interest-bearing cash. When plottecl 
against the one-year Treas~iry rate, 
the ratio of the MI lnoney stock to 

nominal GDP reveals :I clownn~;~rcl- 
sloping nloney clenlanci curve, just 
:is theory preclicts. Over time, the 
hel1:1vior of real M l  balances is pre- 
clictecl reasonably well by an esti- 
mated version of this sinlple money 
clemancl fi~llnction. 

Apart from any effect on unem- 
ployment, inflation is harmful be- 
cause it acts like a tax on real money 
ba1;inces. As prices rise, the real 
value of money in people's wallets 
hlls, just as if the individual were 
being taxed. Higher inflation ~isu;illy 
leacls to higher nonlinal interest 
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Monetary Policy (cont.) 
Average per capita output growth, percent Average per capita output growth, percent 

ICROSS-COUNTRY GROWH AND RESERVE RATIO I 

Average inflation rate, percent 

Average inflation rate, percent 

Average required reserve ratio 

Average required reserve ratio 

a. High-reserve-requirement countries are those with average reserve requirement ratios above 26.1%; low-reserve-requirement countries are those with 
average ratios below 4.5%. High-inflation countries are those with average inflation rates above 18%; low-inflation countries are those with average rates below 
5.9%. 
NOTE: All data represent 1965-1990 averages for 60 countries. 
SOURCE: J. Haslog, "Monetary Policy, Banking, and Growth:'Federal Reserve Bank of Dallas, Working Paper 95-15, October 1995 

rates, making people less willing to 
hold money. T ~ L I S ,  inflation elistorts 
people's behavior ancl wastes re- 
sources as they ta le  steps to avoicl 
the tax. 
?'ax policy is often viewed as an 

avenue by which the government 
can influence economic growth. In 
general, higher taxes reclnce incen- 
tives t o  w-ork ancl invest, and nlay 
co~ltribute to lo~\ler growth. It is con- 
ceivable, therefore, that monet:lry 
policy might affect growth through 
the irlflatioli tax. A broacler notion of 
nioncta~y policy also inclucles finan- 

cial regulations, which govern the 
amount of non-interest-bearing re- 
selves that banks 111ust holcl against 
deposits. Higher reserve require- 
ments imply that a larger fraction of 
the I~anlc's assets are exposed to the 
inflation tax. 

A simple cross-country comp;~ri- 
soti o f  average growth rates ancl in- 
flation suggests, at best, a weak neg- 
ative association. Countries ~vith 
higher reserve ratios also seem to 
experience lower growth rates- 
:ulcl higher inflation rates. This sug- 
gests that higher reserve ratios may 

:~mplify the tax aspects of inflation 
ancl the potential growth effects of 
nlonetary policy. 

The historical perspective for the 
U.S. is less supportive of an 
inflation-gron-th connection. Data 
over the last 100 years reveal that 
the trencl of per capita growth has 
bee11 surprisingly stable despite 
trernencious changes, such as the 
inception of the fecleral income tax. 
the founding of the Federal Reselve 
System, and the occurrence of large 
swings in inflation during the 1970s 
ancl 1980s. 
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