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Fallacies About Current Inflation

by Allan H. Meltzer-

Two fallacies have received much attention this summer.
One is that the U.S., or perhaps the world, is in
imminent danger of deflation — defined as persistently
falling prices. The other is that the decline in the
prices of gold and a few selected commodities presage a
decline in all prices — that the decline in gold and
commodity prices is a leading indicator of future
changes in all other prices and wages. )

For the past six months, the most frequently cited
index of prices paid by consumers, the consumer price
index, has increased at an average annual rate of 4 to
5 percent. This rate is slightly higher than the 3 to
4% rate of increase in consumer prices during the six
months before President Nixon ordered a freeze on
prices and wages in 1971. The comparison between the
two periods shows how much some people's perceptions
about inflation have changed after nearly two decades
of sustained inflation. A rate of inflation that in
1971 seemed so intolerable that many wurged the
government to impose price controls is now discussed as
a forerunner of deflation. This is nonsense, plain and
simple.
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Inflation is lower than in the late 70's but inflation, not deflation,
remains a problem. The fact that the prices of gold and some other
commodities have fallen in recent months says very little about- the
future rate of inflation. At the start of the prolonged inflation in
the late 60's, the index of spot market prices of raw industrial
materials (base 100 in 1967) fell from a peak of 123 in March 1966 to
94 in July 1968. During the same period inflation rose; by mid-1968
the 6-month average rate of increase of consumer prices reached 5% for
the first time since the Korean War. Between 1976 and 1978, spot
market raw material prices rose by 33 percent while the rate of
increase in consumer prices rose by about 1 percent. The index of
sensitive material prices fell in at least one month during each of the
years of rising inflation in the late 60's and most of the 70's. In
three years the index fell, on average for the year.
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GNP INFLATION AND RAW- INDUSTRIALS INDEX
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* l-quarter percent change (ar), GNP Implicit Price Deflator

These casual comparisons suggest what more careful analysis shows:
there is very little relation between movements in either spot
commodity prices or sensitive commodity prices and future movements of
broad based measures of prices like the consumer price index or- the
GNP deflator. Predictions about future deflation based on a few months
of falling commodity prices are unreliable.

The two fallacies about current inflation reflect two common errors in
public discussion of inflation. The first is the failure to separate
temporary changes that keep the inflation rate above or below its
long-term average. The second is the confusion between individual
price changes and the sustained changes in the rate of change of broad
based price indexes.




Temporéry and Persistent Inflation

The distinction between temporary and persistent inflation is always
“useful but never more than now. Currently, the true, "underlying," or
persistent rate of inflation is about 1 1/2% higher than the rates that
are currently reported.  The difference arises mainly because the
(trade weighted) exchange rate for the dollar rose by about 10% to 12%
in 1982 and 1983 and again so far this year. The rise in the exchange
rate holds down the dollar prices of imported goods and thus holds down"
the rate of increase of the indexes of consumer and producer prices.
Dollar prices of imports rise by the average rate of increase in world
prices minus the rate of appreciation of the dollar against foreign
currencies. :

Current estimates suggest that a sustained increase of 10% in the trade
weighted dollar exchange rate lowers the reported rate of price
increase by approximately 1.5% within the next twelve to eighteen
months. This estimate implies that the annual increases in the
exchange rate during the recent three years reduce the currently
reported rate of inflation by 1.5%.

The effect of exchange rate appreciation on inflation is temporary. If
the dollar stabilizes near its current value against other currencies,
consumer prices .will rise at a faster rate even if monetary, fiscal and
trade policies remain on precisely the same path they are now expected
to take. A stable exchange rate would remove the downward influence on
consumer prices caused by the appreciation of the dollar. Domestic
prices of imported goods would then reflect the average rate of
increase in foreign prices. Since appreciation of the dollar reduces
inflation by an estimated 1 1/2%, prices would rise by 5 to 6% instead
of the 3 1/2 to 4 1/2% rate currently reported. :

Notice that the dollar must appreciate 10% a year to keep currently
reported rates of inflation 1 1/2% below the persistent rate of
inflation. That's why it is best to regard the current rate of
inflation as an underestimate. '

If- the dollar falls from its current perch, reported inflation will
rise above its persistent rate, as it did in the late 70's or in 1980.
Then, rates of inflation of 17% or 18% were reported. These rates were
a mixture of persistent inflation of about 8 to 10% a year and
temporary, one-time changes in prices resulting from oil price shocks
and a fall in the dollar in 1978 and 1979.
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The Lower Tail Theory

Journalists like to blame inflation on the prices that rise most
rapidly. A typical report singles out the most notable price increase
in a particular month and "explains" that inflation rose 4% because
food prices rose by 8% or gasoline prices rose by 10%. Years ago Karl
Brunner named this process "the upper tail theory of inflation" because
inflation is blamed on the prices that rise fastest.

Recently, emphasis has shifted to deflation, so we now hear "the lower
tail theory of deflation." Prices are falling because selected raw
material prices or gold and precious metals prices are fallmg‘ Again
this is nonsense.

The statement that prices are rising does not mean that all prices rise
at the same rate. Even at 10% inflation, some prices may fall for a
month or more. During the high inflation of the late seventies, prices
of computers, microchips and a few other . goods fell. Sensitive
materials prices fell for at least one month during years when
inflation rose rapidly. The fall in these prices, weighted by their
share in the price index, did not prevent broad based price indexes
from rising.

Inflation is a sustained rate of increase in a broad based index.
Deflation is a sustained rate of decline. The lower tail theory of
deflation confuses the reported decline in a few commodity prices with
the movement of the broad based index.

A final point concerns world wide deflation. It makes a great
difference when viewing the prices of internationally traded
commodities whether they are quoted in dollars or in foreign
currencies. The price of oil is an example. The price is set, and
- quoted, in dollars. A decline in the dollar price lowers the price .
index in the U.S. and has a temporary effect on U.S. inflation. A
decline in the price of oil may also strengthen the dollar by improving
the terms of trade for the U.S. The price of oil in foreign currencies
will rise if the effect of the appreciation of the dollar offsets the
decline in the dollar price of oil. '

Most of the world does not see the fall in commodity prices and cannot
understand talk about deflation. Appreciation of the dollar against
foreign currencies raises prices of imports quoted in dollars. Foreign
governments' complaints about the strong dollar are mainly complaints
about the price increases paid by - foreign importers of raw materials.
Exporters who compete with the U.S. in U.S. and foreign markets enjoy
the benefits of lower prices, measured in dollars, for the goods they
sell in competition with U.S. producers. They complain when the dollar
falls, not when it rises, because a fall in the dollar is a temporary
benefit to U.S. exporters and U.S. producers of goods that compete with
imports.




Conclusion and F}orec'ast

Prices are now rising more slowly in the United States and in other
developed economies than at the start of the decade. Inflation remains
a problem, currently, and for the indefinite future. ~Talk of
deflation, or of the dangers of deflation, is nonsense.

Forecasts of Federal Reserve officials in their Mid-Year Review are
that inflation will be 5 1/2% In the year ending in fourth quarter
1985. This forecast seems to me to be optimistically low by about 1
percentage point. It has its best chance of being correct only if:
(1) -the Federal Reserve keeps money growth (M1) near the mid-point of-
its projected range for 1985, about 5 1/2%, (2) the dollar remains near
its current value, and (3) there are no major shocks to oil (or other
commodity) prices. '

M1 AND GNP INFLATION
(12-0 MOVING AVG. OF 4-Q GROWTH RATES)
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At 5 1/2% inflation prices double every thirteen years. This prospect

seemed so intolerable only slightly more than a decade ago that many of

the participants in financial markets, and many others, believed price -
and wage controls were needed to keep inflation from getting out of

control. Now that we have experienced much worse, 5 1/2% inflation

seems tolerable to many. But, it should not be.

Our goal as a nation should be price stability by the end of this .
decade at the latest. Price stability means that the persistent rate
of inflation would be zero. With zero inflation broad-based price
indexes would rise in some years and fall in others, but the long-term
average -- the persistent rate -- would be zero, and people would be -
-able, eventually, to plan on that belief. '

Recent discussion of deflation suggests that many would not recognize
price stability if we had it. The fact that some prices fall while the
broad based indexes rise is a normal consequence of market processes.
It would be unfortunate if the Federal Reserve believed the comments
about deflation or acted on them. Fortunately, they do not.

Copyright © 1984 by Lawrence Kudlew & Associates. Inc. .
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