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The semian~lcl~ll Fecleral Rcser\.e 
System rnonetal-)- polic!. testimony 
t o  Cor~gress. cleli\-creel I,y Chair- 
man Greenspan o n  Jul!. 22.  d o n g  
lvith the 1Joarcl of Go\-ernors' re- 
port, summarizes the Feel's \.ic\\- of 
current econolnic conelitions :rnd 
monetary 1x)lic)- ;is \veil 21s its out- 
look for economic perfor1i1:ince 
througli 1998. 

Chairlnan Greenslxin reporteel 
tllat "the recent perform:lnce o f  the 

g - economy. c1i:ir:icterizeci 1)). strong 
A . growth nncl lo\\. inflation, has Ixen  
- escel?tior~:rl-a~~cl I~ettcr than 11ios[ 
- :inticipatecl." I-lc notecl that the 
- - - - + fJoarcl, as \\.ell as many ohser\~ers. - - 

h:~\.e Ixen  puzzlecl by the co~iil,ina- 
tion of a n  economy oper;rting :at 
high le\.els of real activity ancl lo\\. 
inflation. 

Since the Febnlaly report on rnon- 
etary policy. the centlal tenclerrcy of 
fi)recasts hy the 13oarcl of Governors 
ancl tile Reserve 13;inl.r presiclents 
has incl-easecl to 3 - 3  %(Hi for real 
o i ~ t ~ x ~ t  gro~vth ,  ancl has klllen to 
2 %(Hi-2 YYWi for inflation. 7'he c e n t ~ i l  
tenclency forecasts for 1998 2u.e 
2(H/;,-2 Y2Y) h r  re;ll GIII' ancl 
2 Y21H/o-3(H) for inflation. 

The intenclecl fecleral funcls r:rte 
has remainecl at 5M%i since 1;lte 
I\I;irch. \.hen the Fecleral Open 

LLIarliet Committee (FOh,IC) ~risecl it  
from 5 '/,(H) lhecause. as the 13oarcl re- 
1x)rt explaineel. .'the Committee w:~s 
concerneel : ~ l x ) i ~ t  the risk th:lt if the 
oiltsizecl gains it1 real oi~tput  contin- 
ilecl. pressures on costs zinc1 prices 
\vo~~lcl emerge t1i:it coi~lcl e\.enti~ally 
ilnclermine the esp:~nsion." 

While the leclel-al S~tncls mte has 
been steacly, interest rates 1i:lve 
killen. Since late April, tile I-year 
Trcasi~ry constant maturity sate has 
fallen Inore than 50 Ixlsis points, 
\\.bile the 3-month constant mat~lr.ity 
Kite has cleclined 9 !>asis points. 
So111e ~wrceive :in implicit tightening 
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Monetary Policy (cont.) 

MONETARY AGGREGATES 

M1 = Currency 
+ Traveler's checks 
+ Demand deposits 
+ Other checkable deposits 

M2 = M1 
+ Savings deposits 
+ Small-denomination time deposits 
+ Retail money market mutual funds 

M3 = M2 
+ Large-denomination time deposits 
+ Institutional money market mutual funds 
+ Repurchase agreement liabil~ties 
+ Eurodollars 

Debt = Outstanding credit-market debt of the 
domestic nonfinancial sectors 

Billions of dollars 
5,200 1 THE M3 AGGREGATE 6%. . I 

Billions of dollars 
4,050 

THE M2 AGGREGATE 5% 

B~llions oi dollars 
16,000 1 DOMESTIC NONFINANCIAL-SECTOR DEBT I 

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 
July over 1996:IVQ basis. 
b. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. Annualized growth rate for 1997 is calculated on a preliminary 
May over 1996:IVQ basis. 
NOTE: All data are seasonally adjusted. For M2 and M3, the last plot is estimated for July 1997. For domestic nonfinancial-sector debt, the last plot is 
preliminary for May 1997. Dotted lines are FOMC-determined provisional ranges. 
SOURCE: Board of Governors of the Federal Reserve System. 

o f  polic!- \\-hen m:irliet inter-est sates 
are falling ancl the intenclecl l'eclel-al 
funcls rate is helcl constant. 

At the same time that short-ter-n1 
rates h:~\-c cleclinecl, the inlpliecl 
yielcl on  fecler:il funcls S~ltures has 
flatteneel out, inc1ic:tting that earlier 
exlxct:~tionsoS a n  ir1crc:ise in tlie 
fecter2il filnds rate ha\-c grextly 
climinislled. 

The Fecler:~l Reseri-e 13oarcl's re- 
port to Congress also pro\.icles pro- 
visional xinges for the monet:u-y ag- 
gregates for 199': :incl 1WX At its 
meeting i11 earl!. ./ul!.. t l ~ e  f:OAjIC 

seaffismecl the 1997 gr.o\vtIi r.anges 
for the inoneta1-y aggregates :inel clo- 
rnestic nonfinancial debt that it hacl 
set in Fet>ruary. These Ianges are 
1 ?4- 5%) for hf2, 2%)-6?4) f01- M3, :111cl 
3'!'i1-7'!41 for clebt. I'so~~isional ranges 
for 1998 \yere set at the same lei-els. 

Fsoru I996:IVQ through JLIIIC 
1997. &IS gse\v ;at a 4.9%) annual 
rxe.  just l~elo\\j the upper I,o~lnd of 
its 12nge. \\-hile M 3  expaneled at an 
:inn~i;il mte o f  7.196, \\-ell :iho\-e its 
L L ~ ~ I N  I,o~rncl. Through ~'I:IJ., clo- 
mcstic nonfinancial tlel,t increasecl 
at a Li.S(X/ii :lnnual rate o-vcr its 

1 9 9 6 : I V Q  lev-el, near the center of 
its mnge. 

In e\.:iliiating the policy signifi- 
cance of gro\vth in the rnonet:uy :kg- 
gregates, the I3oarcl's report notccl 
that "the corresponclcnce betr\.een 
changes in &IT!  \.elocity ancl in op- 
portunity cost cl~rring recent years 
ma!- represent :i return to the 
ro~~ghly  skll>le relationship ol,ser\.ecl 
for se\.el.al clec:icles until 1990- 
alheit at a higher le\.el of \.elocity." 
I-lo\\.e\.er. Chairman C;reenspan tes- 
tified th:~t "sufficient e\.iclence has 
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Monetary Policy (cont.) 
Percent Ratio 
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TOTAL RESERVES 
Reserve growth 1992-97a 
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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 
July over 1996:IVQ basis. 
NOTE: All data are seasonally adjusted. Last plot is estimated for July 1997. Dotted lines represent growth rates and are for reference only. 
SOURCES: Board of Governors of the Federal Reserve System; and U.S. Department of Commerce, Bureau of Economic Analysis. 

not yet acc~~m~ulatecl" to put more 
weight o n  such monetary clilantitics 
in concl~ucting policy. 

Finally. the Boat-d's report noted 
that M I  contin~ued to contlxct he- 
t!veen 1996:IVQ anel June 1997. 
falling at a n  :unn~u:ll r:ute of 2.7"/;). I t  
statecl that tliis clecline is psol);ul~ly 
due t o  cicpository institutions' con- 
tinuing tenclcncy to "sn.eep" 1x1- 
ances in t~.iltis;~ctioti : ICCOLI~~S .  ~vhich 
are subject to sesen.e recl~iiscments, 
into sa\ings ziccoLints. n.hicii :ire 

not. The clecline in the c1~u:lntity of 
cleposits helcl in transaction ac- 
counts lee1 total reserves to hill ;kt ;I 

().S%/i, anncial sate. But because o f  
slul>stanrial growth in currency holcl- 
ings. the monetary Ixse  (which 
eclcials currency plus resen.es) in- 
creasecl at ;in annual rate o f  ~t . jCH/i , .  . * 

l lie report sounclecl a \i.;urning 
a l I o ~ ~ t  tliis clecline ill reserves. stating 
that "fiurther recluctions in secl~~irecl 
seserws have the potenti;il to ciitnin- 
ish the f'ecleral Reserve's ability to 
control the fecleral funcls rate closely 

o n  a clay-to-clay !?asis.'' hloreover, 
the report ;irgiies that "the clecline in 
rec.l~~irecl reser\.es over the past sev- 
eral years has not createcl s e r i o ~ ~ s  
pol)lems in the fecleral fiincls mar- 
liet, l)ut f~tncls-rite volatility has 
risen a little. atlcl the sisli of i i~~uch 
greater vo1:~tility \~:o~lld increase if 
recli~isecl reser\.es xvere to full s~117- 
stantially further." It \ ~ u - n s  that adcli- 
tional incre:ises in \.olatilit!. co~llcl 
have negative conseclluences for the 
perSosmance of the economy. 
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