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a. Predicted rates are federal funds futures. 
SOURCES: Board of Governors of the Federal Reserve System: and the Chicago Board of Trade 

At its Play LO meeting. the I:eclcral 
Ol>en A~larlier Committee (f:Oh'IC) 
clecidecl to maintain the existing cle- 
gree of pressure o n  the fctleral 
funcls rate. expecting i t  lo remain 
arouncl 5.5%. The rate \vas last in- 
creased 25 IxIsis points to its cur- 
rent lei-el at the 31~1rch 25 nieeting, 
after st:l).ing iinchangccl for nearl). 
14 ~nonths .  Financial marliets. as 
representeel 13.); the kclel-:il fi~ncls 
fi~tcires tnarliet, h ~ ~ c l  I~een :~nticip:tt- 
ing another r:Ite increase of' 25 
points hy Jul).. ancl many luarl<ct 
particil>antsl~;~cl cspec.tec1 a n  i~pticl< 
to b e  annoii~lcecl ;it the f:Oh~IC's 
Nlay meeting. 

The impliecl yielcls o n  feclerxl 
fiitlcls fi~tures prices are reasonal~ly 
c~tll~iasecl preclictors over horizons of 
three ~nontlis or less. The rather 
:1l>rii17t sliift in impliecl ):ielcls folio\\.- 
ing the M:ly meeting suggests that 
the I:OA,IC's clecisiotl was :I siirprisc 
to some. Since then, espectations of 
a sate increase have shifted ourn.arcl. 
ancl financial rllarliets tiow expect ;I 

25-l>asis-point rise 17): Septeml>er. 
The FOMC \\.ill reconvene July 1. 

rI'reasiiry l>ill yielcls 11;lve eclgecl 
L I ~  since the beginnirlg o f  the year; 
\vith the .?-month ant1 6-month 
yiclcls stancling at 5.3% ancl S.6iH/i,, 
respecti\-ely. This is al~o\.e le\.els 

seen in the seconcl half of 19C) ancl 
in 1993. I>cit \\.ell l>elo\v those that 
pre\';~ilecl early in the clecacle. 

Tile h.12 anel 5/13 aggregates cle- 
celcn~tecl noticeaIAy kotn the end of 
ilpril tlirough the first f a \ -  v-eeks o f  
May. ?'his I>rought h.12 gro\\-th I~elo\v 
its pro\.isional u n g e  of 5% whicll 
\vxs zunnoiincecl in Fehrii:u-). during 
Ch:~irmzm Alzui Greensp:ul's semi- 
:ttlnil;~l report to Congress (the 
I - l c ~ m p l x e ~ ~ f - I ~ ~ ~ v ~ i i ~ ~ s  testimony). Al- 
though the M3 :Iggregate has slo\\.ecl 
signific;tntly since April, it continues 
to esceecl its pro\.isional range of 6%. 
'I'lle 1997 annualizeel growth sates fix 

(cot/tii/lie~/ ot/ t~e.x?p~~gc~i 
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Monetary Policy (cont.) 
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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 
May over 1996:lVQ basis. 
b. Adjusted for sweep accounts. 
NOTE: All data are seasonally adjusted. Last plot is estimated for May 1997. For M I  and the monetary base, dotted lines wpresent 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. 

A42 :uicl hi3 are c~~rrentl!; 4.5'?41 anel 
G.G?h, rcspecti\.cly. just last month. 
ztnnualizecl gro\\-ti1 r:ktes stoocl at 
5.SYo for hI2 anel 7.9(%1 for b13. 

The cleceleration restlltecl from 
the settling of tax liai~ilities that n.ere 
clue in April. The recent 11~111 nlztrket 
in stoclis. \\.hick1 creatccl :t wincllrtll 
for in~.estors in 1996, f(~rcecl tl1e1il to 
I>~lild itp p:tyments :tccoLlnts early 
this year to co\.er larger-than-nosnl:tl 
tas hills. The hI;u.ch l?clcr~~l Ic~ncls 
rate increase, com1,inecl \vitll the re- 
lease of deposits helcl t o  meet tax li- 

alilitics. should allow &I2 gro\vth to 
finish the year within its pro\.isional 
range :mcl should help lxi11g iVI3 
gro\j.th more into line xvith its provi- 
sion:tl unge.  

Gro\vth in the monetary Ixtse, a 
n;irro~~.er. measure co~lsisting of cur- 
rency helcl 13). the public plus t>:~nli 
resen.es, slo\veci from a 4.6% annu- 
alizecl sate in April to May's 4.5% 
sate. 7'he &I1 zlggregate continctes to 
f r i l l  at a 3.4?41 annualizeel rate. The 
sta1)ilization of MI I~etn.een 
1996:IVQ xncl 1997:IQ con\.incecl 

many that s\veep accoilnts \Yere he- 
coming sat~~ratecl. Mo\vever, Inoney 
marliet cleposit accounts (hIhil1As) 
con t i~~ue  to gro~\.  \vith the prolifela- 
tion of s\veep accounts. These ;tllo\\: 
Innlis to economize on reser\.e Ixil- 

zunces 1,). "sn.eepingW excess h o ~ ~ s e -  
holcl checlial7le cleposits (\vhich are 
rese~svalde) into h1hII)As (\vtiich are 
11ot). These arrangements :kccount 
for the continueel ilnexpectecl 
strength it1 h~IbIIlAs ~uncl the \veal.;- 
ness in MI .  \\.hich i~lcl~icles checliing 

(co~zti~zzlc~l 011 ~ ~ e x t p a g e )  
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SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; and Board of Governors of the Federal Reserve System 

accounts t ~ c ~ t  not bIMl)l\s. \'i'hen :kc[- 
justecl for s\\Teep :Iccounts. $11 con- 
tinues to rise. 

It is genemlly I,elic\.ed that the 
fecleral funcls rate must I,e increasccl 
if inflz~tion is to I,e lo\\.ered. Yet the 
correlation l,et\veen inflation 21ncl 
the f ~ ~ n d s  rate is p0sitiL.e. suggesting 
21 more complic:~tecl connection. 
'The reasons for this positive rela- 
tionship are that the Seclex~l f'uncls 

is also positi\.ely relatecl to 
Inone!. (M2) gro\\itli-and laster 
mone!. gro\vtln is a caus:11 f ~ c t o r  in 
f11tclr.e inflation. 

I-low. then. can increasing tlic feel- 
cr;rl f ' ~~n t l s  sate lo\ver infl~~tion? 'l'llc 

:uns\\:er is that xvhile the le\.el of the 
fc~ncls rate is associateel \\.it11 high 
inflation, increases in this interest 
rate ;ire :~ssociatecl .i\.ith lo\\.er RL2 
gro\vth h l t h o ~ ~ g h  raising the f~~ncls  
mte lo\\,ers inflation, once inflation 
h ah . c I , . . , .  ~ ~ l t ~ ~ s e c t ,  the filnds I-ate ~ini~st 

I,e I~rought 1,acli clown. 
I.ilie all nominal interest I-ales. 

the kcler:~l fc~ncls rate consists of 
1)otli a real Ute ancl an expecteel in- 
flation component. I11 the short 
term, expectations are fixccl. anel 
the monet:try authority controls the 
f't~tncls rzlte by changing tlie rezll 
r:hte. T'o increase the real-ancl 
hence the nominal-funcls rate. 

moncy gro~vtli is slo\\-eel. whicli 
Ixings clo\vn inflation. 

yet. in tlic long ter~n,  everything 
is re\.ersecl. since ultimately the only 
\\.;I). the monet;lry authority cat1 
control the f~~ncls I.:lte is hy changing 
cxl~ectecl inf1:ttion. l'herefore. to 
l>er~i~;~nantly recluce inflz~tion, the 
nionetar!. ai~thority sho~~lc l  follo\v 
the initial S O L I I I ~  of tightening ~vitli 
recli~ctions in the funcls rate. as infl21- 
tion star-ts to fr-111. The ti~rning of tliese 
s ~ ~ l > s e c l ~ ~ e n t  reciuctions is crucial: I f  
tlle). arc not anticipateel. money 
gro\\.tln tvill incrense. unclermining 
~x)lic).~nz~licrs' zunti-inflation efforts. 
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