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b. Adjusted for sweep accounts.
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SOURGE: Board of Governors of the Federal Reserve System.

All of the narrow measures of
money fell last month. Currency de-
clined at a 2.5% rate, total reserves
plunged 15.4%, the monetary base
(which measures currency in the
hands of the public plus reserves
and currency held by banks) was
down 1.0%, and M1 (which in-
cludes both currency and checkable
deposits) dropped 3.9%. In January,
currency increased 1.3% and the
monetary base was up a meager
0.4%, while M1 and total reserves
fell 3.9% and 15.7%, respectively.

One factor that is depressing both
total reserves and M1 is the emer-
gence of sweep accounts, which
banks have initiated over the past
few years in order to economize on
their reserves. These arrangements
“sweep” excess household check-
able deposits, which are reservable,
into money market deposit ac-
counts, which are not. Analysts have
estimated that absent these sweep
accounts, total reserves would have
expanded 1.3% over the past calen-
dar year, instead of the sharp 4.9%
decline that was actually posted. M1

would have grown 1.5% over the
same period, instead of falling 1.8%.
Yet, even when the emergence of
sweeps is taken into account, the
narrow aggregates have all contin-
ued to show anemic growth over
the past year. This has puzzled some
observers, since the Federal Reserve
has steadily decreased the funds rate
target from 6.0% a year ago to 5.25%
today. These apparent “easings”
should have caused quicker growth
in the narrow aggregates.
(continued on next page)
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However, it may be a mistake to
characterize the Fed's actions as an
overt easing in monetary policy.
Cuts in the federal funds rate for the
most part followed reductions in
other short-term interest rates. The
3-month T-bill yield has fallen from
5.9% a year ago to just under 5%
today. Similarly, the 6-month T-bill
yield has dropped from 6.3% to just
under 5%.

There is evidence that the market
is expecting further decline in the
federal funds rate. The average fed

funds futures rate over the past
month suggests that market partici-
pants foresee that the funds rate will
be trading at 5.1% by May. The an-
ticipated decline, however, has be-
come less pronounced following
Chairman Greenspan’s Humphrey-
Hawkins testimony on February 20.
Four days earlier, the market had
been expecting the fed funds rate to
be trading at 4.74% by July—30
basis points lower than its current
target. After the Chairman appeared
before Congress, that figure was re-
vised to 4.97%.
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Monetary policy has always been
difficult to implement. For guidance,
the preamble to the Federal Reserve
Act states that one of the Fed's goals
is “to furnish an elastic currency.” An
elastic currency is one that can be
expanded or contracted quickly.
This elasticity manifests itself across
seasonal cycles. For instance, during
the December holiday season and in
the spring—when GDP growth is at
its peak—money growth also
reaches its highest point, limiting

(continued on next page)
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REAL GDP AND MONETARY BASE: = B The Impact of Real GDP’s Components
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seasonal variation in interest rates.
Why is there general agreement
that interest-rate variation should be
held constant across the seasons,
but not across the business cycle?
This question is especially puzzling
because evidence suggests that the
seasonal and business cycles are
quite similar. For example, the frac-
tion of the change in GDP stemming
from changes in durable-goods con-
sumption, business fixed invest-
ment, and net exports is about the

same for both cycles. The major dif-
ference can be found in the behav-
ior of inventories, which should
come as no surprise given that firms
can predict seasonal cycles.

Even if one grants that the
sources of shocks for the two cycles
are different, recent economic re-
search implies that it is still impor-
tant for monetary policy to furnish
an elastic currency across business
cycles. Since households may be un-
willing or unable to adjust their sav-

ing behavior quickly, this nominal
sluggishness prevents cash from
flowing to the banking sector during
expansions. This suggests that
money should be increased during
expansions in order to supply
needed reserves to the banking sec-
tor, which would in turn minimize
business cycle variations in nominal
interest rates. Although such a pol-
icy would lead to short-term varia-
tions in inflation, in the long term,
inflation would be constrained by



