Inflation Misinformation and

Monetary Policy

LAWRENCE S. DAVIDSON

Consumer prices, held hack by the recession and an-
other drop in gasoline and car prices, rose only two-tenths
of one percent in February from January’s level, contin-
ning the sharp decline in the infiation rate. .. . It shows u
steady decline in inflution over the past several months?

HE above excerpt is a perfect example of mis-
information, a problem that stems from confusing the
measurement of price change with the measurement
and causes of infation. The failure to distinguish the
symptoms — like changing gasoline prices — trom
the causes ol inflation can lead to serious policy
ETTOTS.

This article presents evidence to support the
hypothesis which states that elforts to counteract
short-term price changzes generally are unnecessary
and counterproductive.2 We begin by analyzing the
behavior of the individual components of the per-
sonal consumption expenditures index to determine

the “causes” of observed quarterly changes in the
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2This does not imply, however, that such price changes do not

impose costs on certain groups. Policvmukers may wish to enact
legislation to address these problems. Lt is argued here ondyv that
such increases do ot warrant mactoeconomic remedial policy,
Alan Blinder comes to the same conclusion: " Fromw the macro
perspeotive, the volatility of the CPI often distracts attention
from the economy’s underlving or Tuseline” sute of inflation, {
speculate that extreme swings in the TP ioHation rube occi-
sionally contiibute to extreme swings in national economic
policy.” Alan Blinder, “The Consumer Price Index and the
Measurement of Recent Inflation.” Brookings Pepers on Foo-
wnomic ActicHy (February 19807, . 364

average price level. We then analyvze the perform-
ance of a variable series constructed to approximate
the cvelical or nontrend movements in the measured
inflation rate. An analysis of this series reveals why
the public should be reluctant to pressure policy-
makers into reacting quickly to even large short-run
changes in the measured imfation rate. Finally we
present data which suggest that monetary policies to
combat short-run changes in the inflation rate raise
the risk of increasing the underlying or long-tenn
trend of inHation.

The measurement of inflation necessarilv begins
with a price index. The most widely known and used
index is the consumer price index (CPI), an index of
the average price of a fixed hasket of goods and serv-
ices chosen by a typical urban family, The fixed-
weight personal consumption expenditures price
index (PCET}, though similar in most respects to the
CPL is preferable to it in one particular aspect — its
treatment of the weight of housing costs.® The in-
portant points for our discussion are:

(1 The PCELis a weighted average ofindividual goods

' prices,
{2y The value of the PCEL in anv given mouth can be
greatly influenced by changes in the price of indi-
vidual commaoditiex,

The measured inflation rafe is a simple mathe-
matical transformation of the above price index. For
example, instead of saving that the value ofthe PCEI
rose from 100 to 104, the inflation rate expresses this

For more on this prablens, see Blinder, "The Consumer Price
Index and the Measurement of Recent Inflation.” pp. 535-65.
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price rise as a percentage change. In the above ex-

ample, we would say that the inflation rate was 4

104 — 100
100

Caleulating the inflation rate in this way leads one
to the valid conclusion that a large increase in the
price of one good (e.g., food) can cause a large change
in the value of the PCE]I and, therefore, in the mea-
sured inflation rate, It is incorrect, however, to say
that food prices cause inflation.

percent, or { ) * 100 percent.

This is because the arithmetic view tells only part
of the story. Individual prices rise and fall, often in
seemingly random and unpredictable ways., Fcon-
omists call these relative price changes (since indi-
vidual prices are changing relative to one another}.
Monetary and fiscal policy are not designed to be
effective in changing relative prices. These and
other macro stabilization policies are hetter suited to
affect the joint movement of «ll prices, or inflation.

To understand inflation, we must first distinguish
between inflation and relative price changes. Rela-
tive prices are determined by the supply and de-
mand conditions in the markets for individual goods.
For example, suppose that there were a change in

people’s tastes that caused them to spend more of

their income on recreation and less on durable
goods, while other saving and spending plans re-
mained the same. This change in relative demand
should raise the relative price of recreational goods
and services while Towering that of durables. Since
total spending remains unchanged, the totad demand
for all goods and services is unchanged: only the
allocation of demand across markets has been
altered. Therefore, the overall price level is the
same; oniv relative prices have changed.

Ifindividuals temporarily reduced saving so they
could continue purchasing the same amount of
durable goods while purchasing more recreational
services, then the total dollar demand and the price
level would be higher.* Individuals would be acting
as if they were given more income, causing them to
spend more. Once thev replenish their savings,
however, total demand and the price level will re-
turn to their original lower levels. Thus, a permanent

SH all individuals reduced their savings, there would be less
foanable funds available for business investment, Therefore, the
increase in consumer spending fucilitated by the temporany re-
duction in saving would be offset by a decline in business spend-
g on investment goods. Althongh the consumer price index is
temporartly increased, an investment deflator would be lower. A
combined measure of overall consumer and business prices
waould be unaffected by this change in saving.
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change in relative demand does not cause sustained
inflation, though it does cause permanent changes in
relative prices and may cause a temporary change in
the price level.

Relative price changes also occur when there are
changes in supply conditions.® These include rela-
tive changes in labor productivity, wages or other
costs associated with the production process. Such
changes in a given individual market can cause the
cost-per-unit to rise, which in turn causes its relative
price to rise. With a given income, people wheo con-
tinue to buy the higher-priced item will be forced to
spend less on other goods, which puts downward
pressure on these prices. This “cost-push’™ example
has the same outcome as the relative demand ex-
ample: relative prices are permanently changed, the
price level may change temporarily, but inflation is
unaffected.

In the case of increases in the price of inputs like
oil, which are used to produce many goods, the in-
creases in the price level may be more pervasive and
sustained. Hincreases in the price of oil are “pushed
through,” causing the retail price of most goods to
rise, individuals whose income has not similarly
risen are able to buy fewer goods and services at the
higher prices. Both the quantity demanded and
supplied are, therefore, lowered, This lower rate of
output is permanent unfess incomes rise. A tax re-
bate aceompanied by an increase in the growth rate
of money could temporarily raise incomes enough to
restore demand to the earlier rate of production, but
will lead to another increase in the price level as
individuals attempt to buy more ol all goods.

The point of these examples is that a variety of
tactors aflecting the cost and relative demand struc-
tures in individual markets can cause relative prices
to change. The constraint that binds the price
changes in all the markets is total spending, or in-
come. Without a commensurate increase in spend-
ing, none of these factors can cause all prices to rise,
that is, none can lead to a permanent rise in the
price index.

A rise in the measured inflation rate always hides a
great deal of information. The increase may result

5Foramore detailed explanation of cost-push inflation, see Dallas
S. Batten, “Infation: The Cost-Push Myth,” this Bevieww {(Tune/
Tuly 19817, pp. 20-26.
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trom all prices rising together, or merely one price
rising by itself. Furthermore, this change may prove
to be either temporary or permanent. Policymakers
concerned with the causes of and cure for inflation
would find this hidden information highly relevant.

Consider the behavior of the individual prices of
goods and services included in the PCEI over the
past 23 vears, Table 1 lists various information about
the 18 major categories that make up this index.
Because inflation generally has been higher since
1968, the table can be conveniently divided into two
periods: a nine-year period before 1968 and a 14-
vear period afterward. The table shows the mean and
the standard deviation for the PCEILand each ofits 18
components over both periods. This PCE1 is a fixed-
weight version, which retains the weights from the
first quarter of 19598 The weights are the per-

€A fixed-weight index is used because variable-weight indices,
when ased to compare quarter-to-quarter changes, mix together

centages of total expenditure allocated to each
component,

The measured average vearly inflation rate more
than tripled from 1.85 percent in the initial period to
6.34 percent in the latter. The standard deviation, a
measure of dispersion around the average, more than
doubled. In the 1968-8] period, the annualized
quarterly inflation rate averaged 6.34 percent per
vear, but the average deviation in any particular
quarter was about 2.4 percent. This implies that the
inflation rate was between 1.5 percent and 11.1 per-
cent, 95 percent of the time. During this period

price and quantity change. The fxed-weight index is a measure
of pure guarter-to-guarter price change. Once fixed, no set of
weights pedectly captures the buving pattems of the average
household overa long period of time. We arbitrarily chese to use
weights from the beginning of the sample period. Using weights
from the end of the period wounld not measarably alter the results
here, This is becanse the weights have not changed enough on
individual price components to change the behavior of the over-
all measured inflation rate.
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{1968-81), selected categories averaged between:?
LO% to 9.1%

—4.09% to 14.6%
—~24.6% to 54.02%

Housing services:
Motor vehicles:
Fuel oif and coul:

Fuel oil and coal prices, the fastest-growing con-
sumer prices, averaged over 14 percent per vear, fol-
lowed closely by gas and oil atabout 10.6 percent per
vear. Furniture (3.7 percent) and clothing (3.8 per-
cent) were the most slowly growing consumer prices.

The evidence from table 1 suggests that the mea-
sured inflation of the recent past is not the result of
all prices rising at the same rate each quarter. These
figures, however, say very little about the role of
particular relative prices as causes of sustained price
change. For example, fuel oil and coal prices rose, on
average, faster than any of the other prices. Butthese
increases were anything but gradual or persistent. Of
the 88 quarters from /1959 to 1/1981, the inflation
rate offuel oil and coal exceeded the rate ofthe PCE]
only 43 times. That means during 43 of the quarters,
fuel oil and coal nrices rose more slowly than overall
inflation. In 22 of these quarters, the absolute price
of fuel oil and coal fell (a negative inflation rate for
this category), During these 88 quarters, there was
not a single episode when the inflation rate on fuel
oil and coal increased for more than four consecutive
quarters. This pattern (though not necessarily the
magnitude) of volatility is typical of most price
components. Chart 1, which presents the growth
rates of the PCEI and two of its components, reveals
the oscillatory behavior of the PCE1L Note that there
has been only one episode since 1959 when the
overall PCEI inflation rate climbed consecutively
for more than three quarters. More will be said about
that episode helow.

[t is cumbersome to discuss each individual price
change and its implications for the measured overall
inflation rate. Therefore, we introduce a summary
measure of nonproportional or relative price

"These confidence intervals assume that quarterly inflation rate
changes are normally distributed. A normal distribution reughly
means that quarterly inflation rate values fall equally above and
below the mean wd that moest of the values are close to the mean,
The standard deviation of a random variable measures how much
these guarterly mflation rate changes differ from the mean value
on the average. The 95 percent confidence interval contains any
abservations of the guarterly inflation rate that are within two
standard deviations of the mean. Since the mean and standard
deviation are respectively 6,34 percent and 2,39 percent, there is
a 95 percent probability that the gquarterly inffation rate is be-
tween 1.5 percent (= 6.34 percent — 2 (2.39 percent)) and 11,1
percent {= 6.34 percent + 2 {2.39 percent}). Similar confidence
intervals can be constructed for any of the inflation rate series.

18
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changes (RELP). The BRELP series is constructed ag
tollows: For each quarter, subtract the rate of change
of the overall PCEI (which is, by definition, the
average inflation rate of all components) from each of
the 18 component inflation rates. Then multiply the
absolute value of each of these 18 deviations for this
quarter by its weight and add them.® This gives the
value of RELP for each quarter.

Ifall prices grow at the same rate, RELP will equal
zero. If, however, a few prices rise significantly
faster during the quarter than the rest, the value of
RELP will rise. If these prices then decelerate {and/
orifthe others accelerate), so thatall prices are again
rising more equally, RELP will fall.

As chart 2 shows, the RELP measure has a number
of interesting features:

(1) The greatest increases in RELP came in 1972 and
1973 during tood-price shocks, during wage and
price decontrol and after oil prices quadrupled.

{2} While the value of RELP fell from the end of 1973
until 1978, it generally averaged a higher value than
hefore 1973,

(3) While RELP showed no obvious trend before 1970,
its average value has been rising since then {from
about 1.62 betore 1971 to 3.46 therealter).?

In summary, inflation has been anything but a
smooth, upward transition in all prices. It is typified
by a few prices racing ahead of the others, then
fulling back relatively quickly. In one episode,
RELP accelerated for seven consecutive guarters,
but this was an unusual period, typified by a series of
food supply shortfalls, wage and price decontrol and,
finally, the oil crisis.

One implication of this evidence is that individual
price changes have a significant — albeit temporary

8The same category weights used to construct the overall PCEI
are used here.

*While we have noted how RELP arithmetically “causes” price
change, others bave argued that increases in the inflation rate
have caused higher levels of relative price change. One can see
from chart 2 that there is a correfation between the average
percentage change in the PCET and the average value of RELP.
The fmplication of this finding is that higher average inflation
rates, which raise the value of RELP, increasingly confuse eco-
nomic agents and raise the likelihood of reduced cutput and
higher unemplovment rates. See, {or example, Mario 1. Blejer
and Leonardo Leiderman, “On the Real Effects of Inflation and
Relative-Price Variability: Some Empirical Evidence,” Review
of Economics and Statistics {November 1980), pp. 530-44; and
Milton Friedman, “Nobel Lecture: Inflation and Unemploy-
ment,” fournal of Political Economy (June 1977, pp. 451-72.
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Chart 2
Relative Price Change and the Average Inflation Rate
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— impact upon overall changes in the measured
inflation rate. This finding has important policy con-
tent. Macroeconomic policies, which are designed to
affect incomes or spending, are not efficient devices
tor combating the frequent and quickly reversible
relative price changes. Therefore, policy aimed
exclusively at stabilizing all changes in the inflation
rate will be unproductive. It may even be counter-
productive if the relative price changes are both
highly unpredictable and transient,

20

Monetarists have argued that the dominant deter-
minant of sustained spending change is money
growth. Therefore, they say, itis primarily sustained
money growth that produces inflation (a sustained
increase in the prices of all goods and services).

Past studies have found that the underlying infla-
tion rate is significantly related to past growth rates
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of the money supplyv.!® Carlson finds that, since the
1970s, about 12 guarters of past monetary growth
translate into an equal sustained change in the infla-
tion rate. Thus, we assume that a simple 12-quarter
moving average of money growth rates approsimates
the monetary influence on sustained inflation.!! For
example, i this moving average rate equals 4 per-
cent, then we assume that money is responsible for
an underlying inflation rate of 4 percent in a given
guarter, If the inflation rate actually is 6 percent in
that quarter, then the residual 2 percent can be at-
tributed to nonmonetary causes of price change.

Monetarists also believe that there are numerous
sources of price change, vet only changes in money
growth can permanently alter the rate of inflation.
Therefore, we expect that nonmonetary factors will
sometimes aflect short-term measured inflation
rates. If these nonmonetary sources of measured
inflation arise unexpectedly over time, and if they
only temporarily affect the inflation rate, then the
only lasting, predictable and controllable source of
inflation would be monetary growth.

One way to determine if the monetary explanation
of inflation is valid is to examine the impact of non-
monetary influences on price changes to see if they
have any long-run influences on inflation. To do this,
we define nonmonetary price change as the mea-
sured inflation rate of a given quarter, minus the
12-quarter moving average of money growth rates.
We then examine the behavior of this series (referred
to as PDEV) and the changes in it (henceforth called
£} The monetarist view of inflation would be sup-
ported by a variety ol evidence about PDEV and £

(1) If changes in nonmonetary inflation, 2\, are
temporary, then positive values of 2 soon would be
followed by negative ones. Accordingly, PDEV
would rise and then fall toward its original value.

{(2) Htheincreases in A are totally reversible, then
over the sample peried the sum of the negative s
would be exactly equal to the sum of the positive

WEeith M. Carlson, “The Lag from Money to Prices,” this RBeview
{October 1980]. pp. 3-10; and Denis 5. Kamosky, “The Link
Between Maney and Prices: 1974-76,” this Recivwe {June 1976],
pp. 17-23.

UThese studies of money and prices use econometric methods
andd employ distributed lag funetions. Furthermore, these rela-
tionships have been found using the overall gross national
product deflator. Therefore, this [2-quarter moving averge is
only a rough approximation of the nfluence of money on the
rend rate of inflation. However, this moving average as wel as
longer moving averages and econometric proxies behave quite
similarly and therefore the qualitative findings heve would not
he seriously changed by using these other measures. See foot-
notes 13 and 16 for more details on one econometric variant.
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ones. Therefore, the average value of A would
be zero.

It is important to note that this discussion does not
imply that the average value of PDEV is zero. The
average value of PDEV need not equal zero for two
reasons. First, the theory discussed here suggests
that monetary growth aftects the average of all
prices. This does not mean that money growth is the
source of all changes in conswmer goods prices as
measured by the PCEIL Second, there are factors that
affect the rate of inflation for some time without
being a constant source of its variability. For ex-
ample, the trend rate of growth of labor force pro-
ductivity may keep the inflation rate above or below
any given sustained monetary growth rate for some
period of time.12

(3) Even if A were transient and totally revers-
ible, there could be room for policy action if it were
predictable. This would give policymakers time to
formulate a policy, According to the monetarist view,
negative s will follow positive ones. This rela-
tionship, however, should not allow for reliable
predictions of A over time.

Chart 3 presents PDEVY and its change, &, From
1959 to 1981, PDEV and A averaged —0.09 and 0.01,
respectively. Prior to 1973, PDEV was generally
negative; thereafter it was positive. The overall and

<

subperiod averages are shown in table 2.

Judging from the average value of PDEV in the
two subperiods, money growth does not {ully ex-
plain the average inflation rate in either period. In
the earlier period, inflation was (.87 percent below
the 3.56 percent growth rate of money. From 1973 to
1981, however, inflation was 1.21 percent above the
6.42 growth rate of money. 13

20ne measure of lubor productivity is cutput per hour ol all
persens in the private business sector. After increasing ata 2.9
percent annual rate from 1961 to 1971, it rose at onlv a 1.2
percent annual rate from 1971 to 19800

BAs a check on these results, an altemative proxy for PDEV wag
developed. Inthis case, the monetary contribution to inflation is
estimated from an econometric price equation. This equation
relates the percentage change in the PCEI to a 12-quater
Almor kg on growth rates of M1, contemporaneous and two lag
values of relative energy prices, and two dummy variables for
the control and decontrol phases of the Nixon wage-price con-
trols, PREV is caleniated by subtracting from the actzal mate of
change of the deflutor its predicted value based only on the
monetary part of the estimuted equation,

The average vilue of PDEV From 1959 20 F981 5 097, very close
to the 090 value of the variant reported in the text. The vadues of
PDEV over the ewly and lader subperiods are .34 and .30,
respectively. This version of PDEV suggests o smaller, but still
evident, contribution of onmonetury factors to the measured
inflation mde over the bavo subperiods.

21
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Chart 3
Measures of Nonmonetary Inflation

Percent
&

Percent
[

1959 60 61 62 63 64 65 bb 6T 63 &9

NOTE: Shaded urea represenis the 95 parcent confidence intervel.

I contrast, the small average values of A in both
periods reveal that the average change in PDEV was
nearly zero. This suggests that, although factors
other than money help to determine the average
level of the inflation rate, short-vun changes in these
nommonetary factors tend to offset one ancther over
time.

Out of 88 quarters, PDEV fell (A was negative) 45
times. Further, there were 36 times when a rige in
PODEVY was followed by a fall, or vice verse, Using a
statistical test designed to measure the regularity of
these changes, we fnd no significant relationship
between 4 values over time.*® This means that
changes in the rate of nonmonetary price change are

Hiee Edward ] Kane, Eeonomic Statistios and Econometrics
(Harper & Row, 1968, especially page s 364-65, for o description
of this runs test,

22
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R

not correlated with past changes. Thus, perststent
nonmonetary ellects on changes in the inflation rate
are not evident, and past values ot 4 are not reliable
predictors of future ones,

This simple test says nothing about the size of
changes in PDEV, especially over specific episades
within the sample period. We can use a standard
statistical procedure to indicate whether any given
PIEY or A s worth worrving about {large enough to
be considered a statistically important deviation
from zero). For example, in chart 3, note that PDEY
is less than zero during most quarters prior to 1873, 1s
this evidence that nonmoenetary factors were holding
infation substantially below the rate dictated by
money?

To answer this guestion, we analyze what might
be called “large” values of PDEV, Values of PDEV
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or A in chart 3 that fall outside the shaded area are
evidence that nonmonetary factors caused [arge
price changes.’ A number (say three or four} of
consecutive quarters of large and rising values of
PDEV orrising As would be considered evidence of
the persistent elfect of nonmonetary factors on price
change.

Chart 3 reveals that the only run of large PDEV
values occurred over the four-quarter period from 1/
1974 to IV/1974.2% Here, nonmonetary factors con-
tributed to inflation rising significantly faster than
mortey for one vear. Another episode, from I/1972 1o
IV/1972, which lies near the rejection region, com-
prises three quarters when inflation grew slower
than money. These episodes deserve additional con-
sideration since it could be argued that svstematic
nonmonetary factors caused sustained inflation
above and below the money growth rate.

What happened during 1974 had its beginning in
1V/1973 when the prices ot fuel oil and coal rose atan
annualized rate of 63 percent, and gas and oil prices

B0wr sample vields only one estimate of the frue mean of PDEV,
The shaded area in chart 3 is called a confidence interval. This
shows by how much the mean could vary in repeated samples
without refuting that the population mean is zevo, Fhus, if we
took unother independent sample und und a non-zere value
for the mean that was inside the confidence interval, it would
not refute the hypothesis that the population mean is zero. The
area outside the confidence interval is called the rejection re-
gion. Ha sample mean les in this zone, it rejects the hypothesis
that the mean value of nonmoenetary inflation is zero. By choos-
ing alevel ol confidence higher than 85 percent, say 99 percent,
the area in ¢hart 3 would be wider and there would be no rans
of PDEV values in the rejection area. Lowering the confidence
fevel 1o 90 percent does not change the results, though there are
two episodes that nearly fall into the rejection region: F1980-1vV/
1980 and TF1972-1V/1972, The former period witnessed severe
oif price shocks while the latter, which is discussed more in the
text, ocowrred during wage and price controls.

18The econometric variant of PDEV discussed in footnote 13
vields the same general conclusion: the largest values of PDEV
eccur during 1974, Using this variunt of PDEV, however, there
s no series of consecutive values of PDEV in the rejection area.
Thisis even stronger evidence than that presented in the text for
the transitory nature of changes in nonmonetary inflation.
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increased by 33 percent. In /1974 both energy
groups again had large annualized rate increases of
91 percent and 63 percent, respectively. These in-
creases, though very large, accounted for only about
half of the increase in the measured inflation rate of
the first quarter in 1974, In fact 17 of the 18 com-
ponent prices accelerated — an historical rarity.

By 11/1974 the inflation rate of energy items,
though still high, was talling dramatically. Judging
from food and energy prices alone, the overall
inflation rate could have fallen as low as 7.4 percent
{from 12.4 percent in 1/1974) had it not been for an
increase in the relative price of motor vehicles and
nondurables (other than food and energy). The
overall inflation rate staved at 9.6 percent in 111/1974
and inched up to 9.7 percent in 1V/1974 despite the
fact that energy prices had leveled off. In the last
quarter, the problem appears to be the 12 percent
increase in food prices. Given the large weight on
tood prices, measured inflation could have been
down to about 8 percent or less had it not been for
this single event.

To summarize, this historical period found non-
monetary sources of inflation persistently greater
than zero. It followed, however, on the heels of an
unprecedented jump in the rate ol increase of energy
prices. 1t appears that within six months the peak
nommonetary effeet had been reached 17 Further, it
appears that events bevond the second quarter of
1974 were separate but adjacent periods of equally
bad luck. In the first quarter of 1974, most prices
responded to the oil crisis. If the subsequent in-
creases in motor vehicles, nondurables and food
prices at various times in the next nine months were
refated to earlier energy price increases, then we do
have a single episode. Even in this interpretation,
the bulk of the effect of PDEV occurred within six
months, and traces of it were scarce within 12.18

The other interesting episode oceurred in 1972
when inflation was below the trend growth of
money. This episode shows that the more stringent

Yhising very different methods, Yohn A, Tatowm, “Energy Prices
and Short-Run Economic Performance,” this Reciew {January
19810, pp. 3-17, alse found a very short peak in the inflution rate
attributable to enervgy prices. His econometric model of the
price level used the GNP imphicit price deflator and found it to
peak within four quarters after the rise in energy prices.

¥hhe Labor Department attributed the large increases in food
prices over the ast half of 1974 to poor weather and crop fail-
wres. See Toshika Nakavama, Lloyd E. Wigren and Paul
Monsen, “Price Changes in 1974 — An Analyvsis)” Monthily
Labor Reciew {Febraary 1975), especially page 15.
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Chart 4
Deviations from Trend of Inflation and Money Growth

Percent Percent
8 8
6 CPi growth 1
4 4
% | 2
o : | s 0

% i 3
|
V) i1,
3 i

-1 5 -2
al M1 growfh “
& -b
K -8
0 i G : ) i a6

1959 &0 61 62 63 64 65 &6 67 6B 49 71072 73 1% TS 16 TT 78 79 8D 198l

Shoded areas represent periods of iarge price increase lasting two or more quariers in which the measured inflation rate grew faster thon s trend.
NI Tha el Den minhliohia the belmw frend ar repachon in eanmy o7 i the P T S D B S eitetion incimegn s

Srrepd gr

e

phases of the Nixon wage-price controls effectively

kept measured inflation from catching up to trend.

moneyv growth {(which accelerated from about 5
percent at the end of 1971 to 6.5 percent by the last
quarter of 1972), It is interesting that when the less
restrictive Phase TH of the controls began in January
1973, PDEV guickly turned positive as prices began
to make up for lost ground.

Money Growih and Inflation
Misinformation

The previous sections suggest that the main eause
of sustained increases in measured inflation is not

24

changes in relative prices. The datapresented in this
section show that the trend growth rate of money
rose from about 2 percent in the early 1960s to 7
percent in the early 1980s. This section suggests that
this rising trend stems from an information problem,
We already have shown that the measured inflation
rate often accelerates when relative prices change. If
policymakers misread such temporary increases as
permanent changes in the inflation rate, thev may
employ a contractionary monetary policy, We show
below that tight monev periods have usually fol-
fowed large increases in the measured inflation rate
but have been tollowed by perieds of monetary
expansion. Atthe end ofeach cvele, the trend growth
rate of both money and prices has been higher.
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Chart 5
Trend Growth Rate of M1
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Chart 4 plots the deviations from trend for both the
annualized quarterly rates of growth of the CPI and
M1.1? The shaded vertical bars represent episodes of
large price increases, lasting two or more quarters, in
which the measured inflation rate grew faster than its
trend. In each case, we find these above-trend price
increases accompanied by large reductions in the
growth rate of money and/or below-trend monetary
growth 20

BAbove we argued that the PCEL s o better meusure of price
chunge, and therefore the CPl iy not used thronghoat this
article. 1o this section, however, it is important to use the CPI
becuuse it is announced more regularly (monthly instead of
guarterhy) and probably s used morve widely. The results in
chart 4 are not greatly altered when the PCEL s used instead of
CPL, since the two generally move together. One important
exception oceurred during the {irst two quarters of 1979, The
rate of change of the CPI increased in both guarters; the rate of
change of the PCEHell. Therefore, ifthe PUE} were used in the
analyvsiv in the text, there would be one less listorical episode
when measured inflation rose in bwo or more conseculive

cuaintars.

These reductions, however, were generally of

short duration. Chart 5 presents the 12-quarter
moving average of the annualized percentage
change in M1. The shaded vertical bars refer to the
same periods of large price increase as those in chart
4. Chart 3 shows that the contractions in money fol-

20T he theme of this article is that all short-tenn changes in pub-

lished tndices of prices do not demand policy responses. The
evidence, however, suggests that monetary growth has fallen
after lurge shortterm measured price increases, This does not
imply that monetary policy is solely determined by price
changes or that it always responds to them. The behavior of
money iy detenmined by several [actors, and to argne that all
monetary changes are attributable to price change would be
incorrect. The evidence does suggest, however, that large short-
term (nereases inmeasured infation above its 12-quarter trend
have been ussociated with subsequent large shortterm de-
creases in the mte of growth of money below its 12-guurter
trend. Stanley Fischer, “Relative Shocks, Relative Price Vari-
ability, and Inflation.” Brookings Papers on Economic Activity
{February 1981, pp. 381-431, in an ceonometric investigation,
also finds evidence that moenetary conbractions trail inflution
surges following relutive price shocks. See especially page 408.
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lowing these large price increases generallv had
only temporary effects on the trend growth rate of

money and therefore on a variety of measures of

inflation.

These abrupt contractions in monetary growth
generally have been offset by subsequent monetary
expansions. Furthermore, these variations in mone-
tary growth have had severe side effects. Poole finds
that monetary decelerations generated recessionary
conditions in the United States.?! Batten and Haler
come to the same conelusion in their analysis of the
impact of short-run money growth in the United
States, Britain, West Germany and Ttaly,22

SUTMMANRY ANDS

This article provides evidence of an information
problem inherent in policies that respond to ob-
served changes in the measured inflation rate. The
evidence is not inconsistent with the theory that
short-run bouts of tight money follow short periods

21Williwm Poole, “The Relationshin of Monetary Decelerations
To Business Cyele Peaks: Another Look al the Evidence.”
Jovrpal of Finance {June 1973}, pp. 697-712,

220allas 5. Batten and R, W, Flafer, “Short-Run Money Growth
Flactuations and Real Economic Activity: Seme Implications
for Monetary Targeting, this Reciew (May 1982), pp. 153-20.
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of rising inflation, help to quickly generate reces-
sionary conditions, lead to subsequent longer
periods of expansionary monetary policy and result
in a rising trend growth rate of the money supply,
The information problem that sets off these cveles is
the misinterpretation of increases in measured price
change as sustained inflation. We have provided
evidence that nonmonetary sources of measured
infHation are frequent, highly variable and quickly
setf-reversible. Therefore, emploving policy to off-
set these individual shocks is difficult to accomplish
or to justify.

This analvsis has broad implications for policy-
makers. First, short-term changes in measured inHa-
tion do not call for an activist monetary policy.
Second, a policy of steadily declining monetary
growth will contribute to more economic stability,
while it reduces the underlving rate of infation.
Finally, there is a need to distinguish the nature of
the causes of individual bouts of price change as the
first step in policy formulation. A sustained increase
in the rate of change of all prices, once uncovered, s
important information whicl policymuakers can use
to guide monetary and fscal policies. Of eourge, the
evidence reported here suggests that policymakers
could ignore short-run measurements of inflation
altogether by simply concentrating on the appro-
priate long-term monetary target.
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