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

At its tli~gi~st I9 meeting. the Fecleral 
Open  Mzu-liet Conurnittee (FObIC) 
clecided to mxinuin the existing cle- 
gree of press~uc on the iecleral 
fi111ds r:lte. expecting it to remxin 
:~roi~ncl S.SO/ii. This in:~ction c;lme as 
no surprise to the financiz~l ~narkets. . . I he  funcls Iate has heen :llterecl only 
once in the pzst 10 ~nonths-an in- 
crease of 25 basis points th21t oc- 
currecl at the FOL'IC's March 25, 
1997 meeting. 7'he Conunittee \\-ill 
recon\.ene on Septeml3er 50. 

Implieel yielcls o n  feclesal tc~ricls fil- 
ti~res-\vliich pro.i.icle m i~nl>iased 

estimate of the market's expectil- 
t i o ~ x  about the future course of 
monetzlr), policy-swi~ng wiclel). 
throughout the month of Ailgust. 
Yielcls steepe~lecl significantl). early 
in the month. perhaps reflecting up- 
ivarcl re\-isions in the gro\\-th out- 
looli. Despite continuecl lo\\- infla- 
tion. m;~ny analysts relate strong 
o ~ ~ t p u t  gro\\'th to a11 nccelelxting 
price level ~ l n d  believe t11:lt the for- 
mer necessarily prompts the FOMC 
to saise the funds rate. By the encl of 
Augr~st, ho\vever, implied yielcls 
hacl begiln to flatten, ancl expecta- 
tions for a f i~ti~se rate incre:lse \\.ere 

pushecl I~lcli  to early nest ye:u-. 
Interest sates began risitlg sh:1rldy 

early in 1997 as marl.;et commentaly 
revealecl :t sentiment for fi~rtlier pol- 
icy tightening after the I\larch in- 
crexse. I~lipliecl yielcls o n  fetler:ll 
filncls f i ~ t ~ ~ s e s  also st:lrtecl to rise. 
Sentiment re\;ersed cluring April, ancl 
interest mtes pealieel. Since then. the 
one-year ancl 10-year T1-e;tsury con- 
st:lnt mztti~rities h;l\-e fallen 43 ancl 
59 basis points, respectively. Home 
mortgage rates h;~\.e clroppecl 66 
hasis points. 
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a. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter bass. Annualized growth rate for 1997 is calculated on an estimated 
August over 1996:IVQ basis. 
b. Adjusted for sweep accounts. 
NOTE: All data are seasonally adjusted. Last plot is estimated for August 1997. For M2 and M3, dotted lines ale FOMC-determined provisional ranges. For M I  
and the monetary base, dotted lines represent growth rates and are for reference only. 
SOURCE: Board of Governors of the Federal Reserve System. 

PI2 continues to grow at the 
upper I>ouncl of its provisional 
range. expancling ;it :i.S1H/i, annual 
rate through J L I ~ ~ .  1'relimin:rry nilm- 
bcss for the first 1i;llf of' i l ~ ~ g ~ i s t  s ~ g -  
gest that the aggregate may esceecl 
the ~rpper I~ound o f  its I.:lnge 11)i the 
end of the month. hI3 has been 
gron.ing oi~tside its provision:il 
range since the f o ~ ~ r t h  clu;lrter o f  
1996, ancl continues to clo so. . . I hrough jul).. the aggregate Ixras acl- 
vancecl at :I 7.6'%, :i,annu:tl rate. 

Fetler.:rl Reserv-e Chairman Alan 
(>reensp;ran noted in his July 

FI~~mphrc-y-Hawkins testimony that 
the once-stal~le relationship between 
changes in &I:! velocity and opport~l- 
nity cost may have reasserted itself. 
Me \vz~rnecl. ho\vever, that there ~ v a s  
not enough evidence to justify plac- 
ing more weight on this measure in 
monetzury policy clelil~erzitions. 

A41 continues to decline. nlainly 
hecause clepository institutions are 
"s\veeping" transaction account I~al- 
ances into Iiloney ~narltet cleposit 
accounts to econorilize 011 their re- 
ser\.es. The clecline in the quantity 
o f  cleposits helcl in transaction ac- 

counts has led M1 to fall at :l 2.5% 
annual sate through July. Wihen ad- 
justecl for sn.eep-zrccount b, '1 I z~nces, 
however, the aggregate continues to 
es11:~ncl. The moneta1-j~ base (which 
equals currency p l ~ ~ s  reserves) acl- 
vanced at a 4.8% annual cite 
through July, reflecting substantial 
grcnvth in currency holdings. 

i\Ioney cle1ll2111d is partially cleter- 
~ninecl 11y interest crates. When plot- 
tecl against the 10-yeas Treas~11-y rate, 
the r~ttio of the stock of 1,ase Inoney 
(currency plus rese~ves) to nomin:~l 

(co?zrii~~led O H  12e.~tp~lgej 
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SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; U.S. Department of Labor, Bureau of Labor Statistics; and Board of Governors of 
the Federal Reserve System. 

GIIP shows st do\vn\~u-el c1in.e. I're- 
vious estinlates of Ixise clem;tncl. 
ho\ve\.er, have shonm that it tencls to 
IIe fairly imper\.ioiis to interest sate 
changes, contmclicting the relative 
responsiveness suggestecl 13y the 
chart :tbove. A closer look reveals 
that from 1781 to approxi111;itely 
1989, base dernancl \ \ ~ t s  interest- 
inelastic. As inflation, ancl hence 
nominal interest rates. fcll fr.ori1 their 
peak in 1980. I~ase cleliiancl as a 
share of' nominal GIlI' incre~tsecl 
only slightly. Yet. fi-om arouncl 1990 
t o  1993. the clem~uncl for currency 
ancl reserves gren. su1~st:mtiall~~ ;ts in- 
terest rates contin~iecl to kdl. 

Histor). suggests that imporLant 
changes affecting the clemancl for 
currency occurred during this pe- 
riocl. The collapse of the Soviet 
IJnion in 1991 and the trdl of' the 
13erlin \Vrtll in 1789 enclecl 44 ye:lrs 
of Colcl W~IS hostilities anel openecl 
the floodg~ttes for U.S. currency to 
flo\v o\;erseas. The clemancl for U.S. 
clollars acccleratecf as the ruble ancl 
e:tstern European curre~lcies eroclecl 
in value, causing foreigners to shirt 
to the relatively stahle clollar. Con- 
current \\;it11 this increaseci clernancl 
n.as a clecline in U.S. nomin2tl inter- 
est sates, maliing it  appear thitt the 

monet:try base was more interest- 
el;~stic than previously thoi~ght. . . I he higher foreign clem:t~lcl for 
~ L I S  currency may have helpecl s ~ i p -  
press the U.S. inflation rate since 
1970. For- a g i w n  incre:tse in the 
s~ipply of I~ase  money, a growing 
clernancl for currency implies a 
lower inflation rate. These potential 
inflation s~lrprises appear to be over, 
lio\vever. Since ;tl>out 1794, hase de- 
~nalcl  has been fairly flat. suggesting 
that tlie flow of I.i.S. currency 
al~roacl has slowecl. Approsirnately 
t~vo-thircls of :ill L7.S. currency is 
no\v helcl overseas. 
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