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Monetary Policy 
Deviation irorn trend, percent 

NOTE: Shaded areas indicate recessions. All data in the Monetary Policy section represent deviations from long-run trend in percent. The trend is defined using a 
two-sided filter with 12 leads and lags. For further details on this topic, see R. K~ng and M. Watson, "Money, Prices, Interest Rates, and the Business Cycle." 
Federal Reserve Bank of Chicago, Working Paper 95-10, July 1995. 
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; and Board of Governors of the Federal Reserve System. 

The link Ixtween money, prices, 
interest rates. :111d the h~isiness 
cycle is the s~lbject of consiclelxble 
clehate anlong policymaliers ancl 
economists. Kese;~rchers coiltinue 
to strive for a coherent, tlxctal~le 
rnodel to  help them ~lnclerstancl the 
precise mec11:lnism I,y which Illon- 
etary policy affects the rnacroecon- 
orrly. Before setting out to develop 
such a moclel, researchers must un- 

dertake a thoro~igh st~lcly of the 
availal~lc data to iclentify the liey 
features ancl reg~lla1-ities that a suc- 
cessful moclel must incorporate. 

,?lo~~ements in macro'cono~nic 
variables can be h~.olien clo~vn into 
two broacl categories. The cyclical, 
or high-fi~ecl~iency. component me:ls- 
iires the short-rc~n fluctitatiotls of :I 

given wrial~le from cluarter to cluar- 
ter or from \rear to year. The trencl, 
or lo\\.-frequency, cornpotlent tneas- 

uses the \.arial~le's long-run hehav- 
ior. For these purposes. econoruists 
typically clefine short-run move- 
ments :IS those lasting less than 32 
cluarters. In contrast. the trencl corn- 
ponent captures movements over 
Illany clecacles. The trencl cotnpo- 
nent of a clata series can he iclenti- 
fieci using statistical techniclues to 
clraw a smooth line through the 
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Monetary Policy (colzt.) 
Dev~at~on iron1 trend percent 

Deviation i r o n  trend, percent 

a. The real one-year Treasury yield is the nominal one-year Treasury yield minus one-year mean inflation expectations as measured by the University of Michi- 
gan's Survey of Consumers. 
NOTE: Shaded areas indicate recessions. 
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; Board of Governors of the Federal Reserve System; the University of Michigan; and 
U.S. Department of Labor, Bureau of Labor Statistics. 

central tendency of' the dat:]. At each 
point in time. the cyclical compo- 
nent  is defitlecl :IS the clevi:~tion of 
the variahle ti0111 its long-run trencl. 

Focusing our :ittention o n  the 
cyclical components of the cl;]ta re- 
ve. a 1 .  s some . interesting reg~~larities. 
First, except for a periocl it1 the micl- 
1980s. there is a rc.l:iti\.cly strong 
correlation hetween mo~~enients  in 
o u t p ~ ~ t  (:IS I I I C : I S L I ~ ~ ~  12y I-e:il GIII)) 
: ~ n d  the nominal Iiioney srock (as 

meas~~recl  by tlie b11 nggreg:lte). 
Moreo~,er, changes in the money 
stocl\: tend to prececle changes in 
real outpi~t ,  s~~ggest ing t11:lt the 
money stocli may l>e a useful leacl- 
ing inclicator. 

Notice that each of the last fi1.e re- 
cessio~ls 12-21s prececlecl 11). ;] periocl 
\\-hen the money stock cleclinecl rel- 
ati1.e to trencl. But it is important to 
note that the colnovernent of money 
~mci o ~ l t p ~ ~ t  ~ieecl not irnply the exis- 
tence of :I c a ~ ~ s a l  reI:~tionship rim- 

ning f'rom money to oc~tp~lt. Incleecl. 
many researchers argue precisely 
tile reverse-that the level of real 
output determines ji~sl lion. m~lch  
money people are \\.illing to holtl. 

A secontl obser\;:ltion is that in- 
terest rxtes, 120th nominal :11icl re;il, 
tent! to rise prior to recessions :inc[ 
thus also behave like le:lding incliG~- 
tors. Thircl, tlie ove~-:ill level of 
prices (as me:is~lrecl by the GI)[' 

~coilfi~l![c~/ O I I  ~ ? e . ~ t [ ~ f [ g o )  

http://clevelandfed.org/research/trends
November 1995

Best available copy



e e e m  e e e  

Monetary Policy (cont.) 
Dev~at~on from trend percent 

NOTE: Shaded areas indicate recessions. 
SOURCES: Board of Governors of the Federal Reserve System; and U.S. Department of Labor, Bureau of Labor Statistics. 

implicit price deflator) tencls to 
move opposite to the clirection of 
real outpi~t  over rnost of the sample 
period. This countercyclical 11eh;~v- 
ior of prices is consistent \vith the 
view that output fluctuations are 
largely causecl hy supply-side clis- 
turbances that shift the economy's 
aggregate supply cur\.e I)acli ancl 
forth along a clo\\-nwarcl-sloi>i~~g 
aggregate demancl curve. 

Countercyclical prices are pastic- 
~ilarly eviclent during the 1974 and 
1980 recessions. These periods co- 
incided \\;it11 sharp increases in oil 
prices, \i~\;hich economists generally 
interpret as representing large sup- 
ply shocks. 

The money stock and the sate of 
inf la t io~~ clisplay strong cornove- 
ment until 1984. after v,.hich the in- 
flation rate stahilizecl anel the 

Inolley stock experienceci large 
swings above ancl helo\v trend. This 
behavior is often attrihutecl to regu- 
lato~y changes ancl financial i~lnova- 
tions that hlurred the clistinction be- 
tween motley and other financial 
assets, thereby affecting people's 
willingness to holcl nloney. One h e -  
tor. that influences the desire to holcl 
money is the nominal interest rate, 
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Monetary Policy (cont.) 
Deviation from [rend, peicerit 

Deviat~on irom trend peiceni 

NOTE: Shaded areas indicate recessions. 
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; and U.S. Department of Labor, Bureau of Labor Statistics 

which is highly correlateel lvith the 
r:ite of inflation over the entire 
sa~i lp le  perioci. 'I'his suggests that 
investors cl~~iclily :iclj~~st their re- 
cluirecl Ixte of return to compens:ite 
Sc)r the effects of inflation. 

Many analysts I~elieve that short- 
term movements in re:~l C;I>I' ancl 
the unemployment n t c  contain in- 
fosmation : I ~ I O L I ~  the ~ L I ~ L I S C  course of 
inflation. ~ o n . e v e r ,  the cyclic:il [>:it- 

terns in the clata tcncl to I)e er~i t ic .  

sheelcling some cloul,t on the validity 
of this hypothesis. 11~1ring reces- 
sions, the cyclical component of real 
GI>P :iI~\\.:iys cleclines, nhilc the 
cyclic:il componenl of the unem- 
ploy~nent Kite al\xl);s rises. Incleecl, 
these tencl to be the clefining ch:iuc- 
teristics of :i recession. In contrzist, 
the cyclical component of inilation 
has heen ohser\ecl to rise, kill, or 
e\.en change clirection cl~lring reces- 
sions. 7'hils. the clau clo not s~1ppo1-t 

the notion that rllere is :I consistent 
trzicle-off l>et.v\;een inf1:ition and un- 
employment. 

Empirical relationships in eco- 
nomics are often imprecise and sub- 
ject to change. Nevertheless, hroacl 
regularities appear in econorilic clata. 
A kno\\.leclge of the cyclical regular-i- 
ties among money, prices, interest 
Utes. ;inel outpi~t  is necessary I>oth 
for for111~11:iting ancl for unclerstancl- 
ing monet:i~-) policy. 
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