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Since the Fecleral Open b1;larket Com- 
xnittee (FOMC) anno~~ncecl an es- 
pectecl 'A-percentage-point increase 
in the federal S~rncls sate at its March 
25 meeting, short-term interest 
rates have ch;lnged very little. As of 
April 29, the three-month Tre;lsu~-y 
constz~nt-maturity yielcl hacl fallen 
five Imsis points 01.p.) from its 
March 28 level, while the yield on 
one-year rllat~~rities hacl declinecl 
two h.p. Long-term interest rates 
~ver-e also rclativel). constant over 
this periocl. 

In contrast, the month leacling up 
to the FOMC's March meeting ~ 2 s  
cliaracterizecl by a notable increase 
in interest rates. From Febr~rary 21 
to bIarcli 21, the yields on three- 
xnonth :inel one-year Treasury con- 
stanl rliaturities rose 20 ancl 34 b.p., 
respectively. while the yielcl on  the 
30-year long bond irioved L I ~  37 h.p. 

A common interpretation of the 
170MC's 1;ltest policy move is that 
the 1:ederal Iieserve sought to 
tighten money rnarlcet conclitions 

slightly hy driving LIP interest rates 
to head o f f  future inflation. However, 
movements in s l l ~ r t - t e r ~ i ~  rates clur- 
ing the past few months suggest an- 
other interpret:ltion. If one accepts 
that interest Kites are influenced by a 
v:lriety of factors apart horn the ac- 
tions of the Fecleml Iieserve, then 
the recent funcls rate increase may 
he viewecl :IS :In effort to keep it in 
line with other market interest rates, 
r:lther than to tighten ~nonetai-y policy. 
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a. Points show the relationship between a quarterly change in the federal funds rate and the percent change in GDP over the next four quarters. 
b. Points show the relat~onship between a quarterly change in the federal funds rate and the percent change in employment over the next four quarters 
NOTE: All data are seasonally adjusted. 
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; and U.S. Department of Labor, Bureau of Labor Statistics. 

One coulcl even argue that a con- 
stant filncls rate over this period 
would have representeel a slight eas- 
ing of policy. 

Irnpliecl yields on federal funcls 
futures, which reflect expectations 
of future policy. suggest that ~llarket 
participants anticipate further in- 
creases in the funcls rate over the 
next several months. Expectations of 
future policy seem to have changed 
little over the past snonth. 

Another wiclespread interpreta- 
tion of the March policy- nlove is that 

the Feel is sacrificing output and em- 
ployment growth to attain its goal of 
price stability. While there is little 
doubt that a large and sudden in- 
crease in the funds rate can have 
substantial negative effects on these 
two measures (as witnesseel by the 
experience of the early 1 9 8 0 ~ ) ~  it is 
much less clear that relatively mod- 
erate changes in the funds rate leacl 
t o  opposite lilovements in output 
ancl e~uployment. 

Consider the past 14 years, a 
periocl largely without sudclen and 

substantial movements in the fed- 
eral fi~ncls rate. During these years, 
there has Iwen no clear relationship 
between changes in the funds rate, 
employme~lt. and output. In particu- 
lar, qu;llTer-tO-~L1i~rtef illcreases in the 
filncls late have not been associated 
with declines in either output or em- 
ploy~nent over the followitlg year. 

Although this fact does not imply 
that moder;lte changes in the filncls 
sate have no impact, it does suggest 
that the relationship between these 
varialjles is less obvious than some 

Icotrtir~zled on ne"xtpcige) 

http://clevelandfed.org/research/trends
May 1997

Best available copy



Monetary Policy (coat.) 
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a. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. Annualized growth rate for 1997 is calculated on an estimated 
April over 1996:lVQ basis. 
b. Adjusted for sweep accounts. 
NOTE: All data are seasonally adjusted. Last plot is estimated for April 1997. For M I  and the monetary base, dotled lines lepresent growth ranges and are for 
reference only. All other dotted lines are FOMC-determined provisional ranges. 
SOURCE: Board of Governors of the Federal Reserve System. 

reports have statecl. Over the last 14 
years, f luct~~ations in o u t p ~ ~ t  ancl 
enlployment likely resulteel in 1:lrge 
part frorn klctors other than mone- 
tary ~x)licy,  inclueling changes in 
fiscal policy. legal reg~rlations. anel 
technology. 

Turning to gro~vth in the money 
stoclr, the hroader aggregates con- 
tinue to exceecl the upper houncl of 
the FOMC's provisional ranges for 
1977. From March 1995 to ivI:lrch 
1997, hl:! ancl b13 grew :it :lnnu;ll 
rates of 5.2'H) and 7.1%. respectively. 

The monet:try base, a narrower 
1ne:lsure of money that co~nprises 
currency held by the public plus 
bank reserves, increasecl 5.7%) clur- 
ing the first elllaster, up slightly from 
the roughly 4?41 pace of 1995 ancl 
1996. Flowever, all of this growth 
rr2s clue to a n  increase in currency 
holclings. as total reserves continued 
its cloxvnwarcl trerlcl ancl fell at an 
8.1%) annual mte. 

MI, wl~ich consists primarily of 
cu~-rency ancl checliable cleposits. 
lias contin~~ecl to fall in recent r~eelts  

~tfter leveling off in late 1996 and 
early 1997. The cleclines in both M 1  
and total reserves over the past few 
years have generally Ixen attributeel 
to the clevelopment of sweep ac- 
counts. (7'hese ;iccounts allow banks 
to lower their recluirecl reserves Ily 
short-term "s~veeping" of deposits 
froill accounts that recl~~ire reserves 
to those that clo not.) When the M1 
ciata are acljustecl to account for 
sweep activity, the clownrvarcl trencl 
in the nonacljusted clata clisappears. 
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