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a. Growth rates are calculated on a fourth-quarter over fourth-quarter basis. Annualized growth rate for 1996 is calculated on an estimated June over 
1995:IVQ basis. 
b. Adjusted for sweep accounts. 
NOTE: All data are seasonally adjusted. Last plot IS estimated for June 1996. Dotted lines represent growth ranges and are for reference only. 
SOURCE: Board of Governors of the Federal Reserve System. 
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So far this year, the narron. mone- 
taly aggregates continue to l ~ e  rather 
weak. Currency, \\-liich 1x1s ex- 
pandecl at an :tver.age : ~ n n ~ ~ a l  rate of 
nearly SMO/i, over the past 22 years, is 
growing only asouncl 3(%. 'The slo~v- 
clown is believecl to 11e ca~lsed by a 
clrop in foreign clemancl. Vi~ith :IS 

much as 70(!4~ of' all U.S. currency 
held abroacl. any change in foreign 
clernancl will have a proi~ouncecl ef- 
fect 01-1 t l i ~  aggregate's gro\vth. 

The slower gro\vth o f  currency is 
p:irtly responsil,le for the sluggish 
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perforin:ince of the ruonetary base, 
.r\;hich has exparldecl at an annual 
sate of only 1.8% since January. The 
1mse comprises currency held out- 
sicle banks, surplus vault cash, ancl 
total reserves, Ixit is clomin:itecl 11y 
its currency component. 

Base gro\vth is also being affected 
by the clecliile in total reserves clue 
to \viciespre:tcl implementation of 
s\veep :~cco~lnts. These accounts ell- 
:tl~le clepository itlstitutio~ls to shift 
funcis froin other checkable de- 
posits, ~ i h i c h  are reservitl>le. to 

Illoney market deposit accounts, 
~vliich are not. Without this reserve 
avoichnce technicj~ie. it is estilnatecl 
that total reserves \ V O L I ~ ~  have beeil 
increasing since January. 

The implementation of sweep ac- 
counts and the slowclo\vn in cur- 
rency growth have rilso influencecl 
k1l. \\~hich fell at r l  1.5% annual late 
through June. I-towever. adjusting 
for the impact of sweep accounts, it 
is estimatecl that M I  \ \~o~lld have es- 
pa~lcled at ;i ~lioderate rate. 

(co~tirrr led 017 17e.vtpagirc) 

http://clevelandfed.org/research/trends
July 1996

Best available copy



Monetary Policy (cont.) 
Percent I UNEMPLOYMENT AND INFLATION, 1960-1996  
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a. Unanticipated inflation is the difference between actual inflation and its expected value, where expected inflation is based on past inflation rates. 
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; U.S. Department of Labor, Bureau of Labor Statistics; and the Federal Reserve Bank 
of Cleveland. 
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The  relationship bet\\-een infl;l- 
tion anrl unemployment is often 
talien (if only implicitly) to be one of 
the most relial~le in [ I ~ ~ ~ C S O ~ C O ~ ~ O I I I -  
ics. Evel7.;one Iino\vs that rising Lln- 
employment means Ion-er inflation. 
:tncl falling unenlployriicr7t means 
higher inflation. 
To he sure, such a negatii-e rela- 

tionship-referred to xs the '.Phillips 
c~irve"-is not :ll~v:lys easy to see in 
the cl:~ta. r\ltliougl~ specific episocles 
over the p : ~  35 ).c.:lrs are chalacter- 
izecl hy movenients of tlie inflation 

anel unemployment rates in opposite 
clirections, others are not. In fact, the 
general p:lttern of inflation ancl Lln- 
e~nployment changes appears to 
trace out a positive relationship. 

Analysts generally resolve this 
co~itracliction of tlie "l'hillips curve" 
relationship by focusing not on tlie 
level of inflation ancl une~~~ployr~ient  
changes. but rather on unemploy- 
ment changes ancl the deviation of 
inflation from the level that ~liarltet 
participants expect. Viewed with 
this modification, the data Inore 

Change in unemployment rate percentage points Unemployment rate percent 

Actual minus expected inriation percentage po~nts 
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readily reveal the negative correla- 
tion hetween price changes and un- 
employ~nent that so Illally cornmen- 
tators take for granted. 

Still, the connection hetween tlie 
t ~ v o  \.asiables shoultl be vie\vecl with 
some sitepticism: A negative correla- 
tion is one thing, but a stable rela- 
tionship is quite another. Eviclence 
shows th:lt silnple estimates of the 
I'hillips c u n e  based on available 
data 1113)- shift over time. 

Nonetheless, the ['hillips curve 
(contiii [red on ne.xtpug<~) 
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Moneta~y Policy (cont.) 
Real GDP, percent charige 

l 8  1 UNEMPLOYMENT AND OUTPUT G R O W H :  1960-1 996 
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ALTERNATIVE INFLATION PATHSa 
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Potent~al GDP growth=2 5% 

I I 1 

Percent ' ' I ALTERNATIVE UNEMPLOYMENT PATHS 

a. Model assumes that NAIRU = 5.8%. 
b. Model assumes that potential real GDP growth = 2.1%. 
c. Adaptive expectations are based on past inflation rates. 
NOTE: NAIRU is defined as the non-accelerating inflation rate of unemployment. 
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; U.S. Department of Labor, Bureau of Labor Statistics; and the Federal Reserve Bank 
of Cleveland. 

remains a focal p~ i l i t  fils policy dis- 
cussions. I-'ar-t of the reason is that 
n ~ o r e  sophisticatecl slatistical treat- 
ments appear to pro\-icie a reason- 
ably stable unempIoyn1enr/i11fliitiol7 
connection. The virt~le o f  lulnting for 
sucll stability is in turn rcinforcecl I>y 
thc ease with n.hich inflation c:un bc 
connectecl to o~ltput growth thro~igh 
the fairly striking negati\.cx relation- 
ship bet\veen ilncrnployment ant1 
output gro\vth, a corrcl:ltion genes- 
ally linown as "Ok~ln's la\\.." 

The Phillips curve, together with 
Okun's law, essentially coclib milch 
of the conventional ~viscloru about 
monetary policy in a formal statistical 
way. Intirnately lillkecl to this fr-ame- 
work are the concepts of NAIIilr (the 
~lnemployrnent rate below \vhich in- 
flationaly pressures build), potential 
GDI' growth (the long-run sustain- 
able rate of output expansion), and 
inflationary expectations. 

Unfort~lnately, the measure of our 
igrlorance about these important 
v;iriahles is large incleecl, ;~ncl tile 

magnitudes really matter. Si~uple 
back-of-the-envelope calculations il- 
lustrate that the f i l t~~re p:iths of irlfla- 
tion i~ncier current policy, or :I p:ir-tic- 
ular rnonetary policy's effect o n  
~inemploymerlt, or myriacl other irn- 
portant policy questions, are quite 
sensitive to ass~imptions a b o ~ ~ t  
NAIRU. potential GDP gro~vth, ancl 
the form:ition of irlflation expect;i- 
tions. To consLimers of policy anal>.- 
sis, the best aclvice is always "let the 
buyer hexvase." 
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