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The risk of higher inflafion remains. Two simadl increases in the Federal fands vate this
year have zot redneed the- poowth of rooney and toal spending to a pon-inflationary raoge.
Meomey growth remsins too high, raising the growth of nominal aggregate demand. Recently
excessive growth of maney appears to have contributed w the wider spread between nominal and
indexed Treasury Bonds and to the slight decling in the dolar against other major currencies.

There are two main questions about inflation: when will it dee, and how much vall it
increase? Chart 1 helps to angwer the first question, not by giving a specific date but by showing
what hac happened to two measires of the consumer nrice mdex {CPT. One line shows e
telve-month averaes mte of ingreaze, labeled CPI (] items}. This line shows that the rate of
increass declined rapidly in 19%7, remained at about 1-172% in 1998 and has now incrsased to
more than 2%, The fall in the average rate of price change In 1997 began before the mafor
probiems in A5fa. The intal decline come in response ior the tight money policy in 198496,

The second line shows the median rate of price Increage; by dafinition 50% of mdividueal
Sompongits 1ise o5 fust or faster than the median, and 50% rse mote slowly, The wids zap that
opensd between the tiwe lines in 1997-58 reflects fulling prices for waded commadities such 2=
cil and copper, falling prices for inports such as steel and textile products, and falling prices for
compartars and other new technolngies. These are onc-time changes, Thay affaet the maasired
rate of price change without changing the underlying rats of inflation. When the ons-time
changes end, the measured rate of inflation returns to the wnderlying rate, and much of the higher
productiviey srowth, expedenced in 1998 and 1999, disappesrs.

The median rate of price chanpe has remained between 2% and 3% since 1995, close to
the upderlying rate of fnffation. All else unchanged, measured rates of inoyesse in the CFf would
vt 1o the medisn, Many apslyss do not understand thiz, They weite as if cormmadity or
import prices mast surge upward o raise the rate of inflacion. In fact, the aversge vate increages
if these prices stop falling, as most have now dene.

A1 2lge has not remained wachanged, however, First, measurement changes by the
Burean of Labor Statistics reduced both the median snd the average rate of increase by about
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1/2%, This ope-time change explains most of the decline in the median apd part of tha recent
reported fnerease in productivity.

Second, monsy prowth has increased since 1995, Chart 2 shows that anousl growih of
the monetary baze has moved from ghout 3% o $% since 1993-96. Growth of the monstary base
shows the ameount of new money the Federal Reserve bas supplied. Monetary policy has become
mere Inflationary: -Although money growth has slowed recently. money growth has been
excessive for about two years, Inflation i3 1ikely o increase to 3% or more,

Ta slow firre inflatdon, the Federal Reserve should act promptly to bring the growth rate
of the monstary base back to 4%, Basc growth has fallen to 655 in the last fevw months, Tat we
believe the deeline i3 oo small, and its duration iz too shott, 16 prevent the inflatfonary pressurs
of rising aggregate dermand from increasing inflafion

The Conduret of Monetary Policy

in 1999 the Fedezal Open Matket Commites began to anmouncs itz "blas" tovward
changes in interest rates following its mestings. Its objective was to give the poublic more
information about prospective actions.

The intent is laudable, but the idea is flawed. The principal Aaw arisos because the
members of the FOMC have not apreed on what the annomeement means. The POMC aza
HrOL CATINGT SOTARIIt €0 & policy stance reflecting its bias, if it does not agree on what the bias
means. Some mernbers appear to st the anfeuncement of the blas as & substiture for action;
instead of ralsing or lowering the Federal funds rate, they 1ell us that they thought about it.
{rthers seemn to regard the bias as a complement to action, "we have Lot the interest rate
unchanpad, but wee are inclined to change it in the funre " Many other interpretations are
possible.

The Federal Reserve should stop announcing its bias. The annonncements appear to
increases the volatility of market rares without adding much nseful informstion. Diata going back
to 1992 (hefore publie announcements) suggzest that the bias hes been followed by confitming
action less than half the tims. i

A prowing number of central banks now announee inflation targets and develop
procedures to wchieve the target, While we do not believe that this is an ideal wey to conduet
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policy, from a leng-term perspective, it js far better than the Federal Reserve's current
procedureg. Tt would focus attentiom on fupuwe price stability, and it would remove some of the
excersive emphass now given to almost daily announceoments of one of the wmany rapdom
vanizbles that markets watch, Thas, 1t would reduce vardability.

Chatrman Greemzpan bas an impressive record of achieving low inflation, therchy
permitting arowth 1o continus- The Federal Ressrve hasfailed, however; o institutionslize
explicit policy procedures to sustaim price stability. Doing so weuld bater epsure that Chaimmon
Greenspan’s successors would continue the schievements of the Greenspan era, Central banks in
Mty Zealand, Britain, Sweden avd elsewhers: have moved abead of the Federal Reserve in
anenuncing sid teplementing sach procedures. The ULS, coonomy's long-tens performance
wonld bepefit if the Federal Reserve did the same.

The Eurg and the Doliar

Follgwing the start of the Enro-system, swro-enphoria 500m gave way bo elro-pessimizm,
and, more recently, to dollar skepticism. Mone of this commentary makes sense.

For ttn years or more, the average dellar price of the cleven currencics that joined to
furm the suro reméansd in & range ffom about 0.9 to 1.3 euros per doliar. Fluetuations within
that range reflested the expected relative strength of the econnmades, relative rates of expactad
inffation, and chapges in mberest mites and expected returns to capital in the two recfons.

An exchenge rate is the price people pay to acquire forelm currencics. This price
changes with the demand for astets denominated in one curvensy rather than another, Changes
in corremey valoes eventually reflect underlying fundamentals, As long as the fundamersalz have
not changed, the cure-dollar exchange rate will fluctuate within the current band.

Whether the eure becomes a sipong, stable currency rat competes with the dollar
depands on the ability of the European Cenfral Bagk to sustain credibility at low mnflation and
the ability of Evropesn goverrments to solve their structiral problems. These include stong
growth in reland and Spain, with wealmess elsewhere, long-term fiseal spending in Ialy,
burdensome regulation and excessive welfave spendiog and high wnemnployiment in Germany,
France and elsewhere, zmd wnsustainable costs of ftnre pensions and healthears,
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; Ewmope's problams are not monetary and cantiot be solved by mopetary means. It is too
soom, for eupleria or potsimism, We must wait to see whether Buroptan governments make the
mesessary changes 1o strenpihen growth

The Buropeans bave made the herd palitical shoices needed to establizh the euro, They
must now make the hacder chojees needed to fncrease employarent and productivity and create 3
political vaion. Bsieblishing a-commaon ¢wrrency is-a supply-decision - The steenpth of the new
currency and its lomg-terey, position depend on the public's demand and, therefors, on the hard
cheices remalining to be made.

Produciivily Growth

Frd wetchers and Fed officials spend rmach time and major resourees rving to decide
whether we are in & "new ers” of higher productivity growth. Much of thiz affort is wasted. No
one knows precisely hovw tuch everape productivity growth has increased in the 1990s. Jt is
impossible to give ah acourste answer to this question. The Federal Reserve does ot need an
angwer 10 conduct effective monetary policy.

One reagon for ymeertainty about the true productivity growdh rats is that changes in BLS
measurement procedurss, impont prices, and other factors distort current data, Another reason is
that most of ths Iabor force works at tasks where productivity cannot be measted socirately.
Examples are the swipuk produced by dostors, f:ealmﬂam workers, sducaters, bankers, scientists,
and & host of otheis in many servise industtes,

Even more difficult is to forecast whether productivity growth in manufacturing will
comlinge 0 rise at recent measured raess of chapge. Much of the rise is in dursbls poods
manufacturing, particularly in the manufacture of computets. Manufzchining is only 18% of the
.5, economiy, But it is the part that can be measwred maost rellably.

An alternative explanation is that the most rapidly growing sectors are thoze that were
affected by deregulation in the 1970s and 19802: tetecommunications, finanelal services, and
ansportation, Deregniamion, the use of computers and other new tachnolagies, and the opening
of foreign markets after the Urepuay round of ttade fegotistions, increased derand and lowerned
costs. Btock market valuations pive setne support 46 thiz explanation,

This explapation supgests that deregulation of water, namural gas and electricity may
ewtend measured productivity gains,
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Fortunarely, one does not need to know productivity growth preeisely to conduct
monetary pulicy, [fthe Federal Reserve copyducted monetaty policy to achieve a zers nflation
sate, poumded by -2% to +2%4, and assomed growth of vutput st 3%, the etros in assumed growth
of outpudt and produetivity would not be 2 probiem. (This would be tme of any target rate af
inflation.) At worst, the average rate of inflation would be slightly helow, or slightly above the
tmrget. A modest adpustenent condd then be made.

Wages and Prices

Fed watchers and many cthers watch changes in money wages or employment costs for
clues about future inflation. They look for pressimes on costs —particularly wage costs—to push
up prices

The best availzbls evidencs suzgests that they ars looking in the wrong place. On
average, wege changes do not lead price changes. Wages and prices are jolntly determined.

Money growth and productivity changes ans the best pradierets of the mts of price
change. Execessive money growth is oftsn the reason that erowth of spending increases more
rapidly than can be sustained. Leow cost imperts, insreased productivity growih, and many ather
one-time factors may mask the relationship for a time. Bventvally, excessive money growih
gpills over to prices,

‘The Federal Resorve's job is to prevent that from happening, They shomld get on with it.



