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£ dland Querterly on Inflation

You directed my attention after your KJ Committes on
Wedhesday to the penuzltimate paragraph of the Bank of England's
“Assessment" in the latest guarterly bulletin. From our
hurried conversation I gathered thet you doubted whether it
wia conceivably poasible that prices could fail to leap next
ysar because of anything that might happen on the wages front,
and you felt that the recent surges in monetary growth was
bound %o make it very much higher., As I see it there ix=
nothing very objsctionable about what the Bank's pisce gays. .
¥hile one may criticlse the assessment for pot discussing
ths consequences of the recent monstary surge, and for nat
ineisting on the importsnce of keeping the money supply
strictly undér control henceforward, I am not sure that what
they asy le seriously incorrect.

It may be helpful if I explain what I think to be the
tsthnical considerations which sre relevant, Gonsider first
of &l1 th® way in which money supply effects the price level.
The gonerally accepted view is that gystained changes in the
‘mongy Bupply have an effect on prices with & long and rather
varigble time lag of abdput twe years or more. Juat how
long the lag will be will depend on the circumstances -~ sm
the Internationel menetary analysis of the London Buainesa
School demonstrates 1t can take four or even five years in
as far as excespive monetary growth provokes higher prices
through ths exchange rate route. Ovar that somewhat flexible
-peried of two years or se the relstionship between money supply
“snd pricss will not be mtrictly one for one for a wide variety
. &f ressong.. One is the imperfection of monestary statistios.
‘& oseond ig the fact that our sconomy is an open one uniike *



that of the United States, to which Friedman's stricter
formulation of the relationship properiy applies.

It 18 also important to remember that the monetary
growth has to be rgﬂggngh%g sgs;niﬁed. Ag Gordon Pepper has
peinted out in a number of recen onetary Bulletins, &
transient surge in the money supply which iz subsequently

by a period of stern restraint will not have so

serious an effect, although that is not to say it will have
(no influence at all.

The consequence ls that it 1= extromely dangerous to make
any precise forecasts about future price changes on. the basia
of monetary trends, particularly when they arenot very well
established ocnes. To 111ustrate this, I have plotted on
a chart the rg . 'year .1.ncraases
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N any givsn yea.r. or as cone moves from one year to ancther,
. is not particularly close. This 18 perhaps brought out

more olearly still by looking at the teble which sets out
the figures plotted in the graph. One should ceoncentrate in
particular on the finel columm which expresses the gap
between the RPI and thp M3 increase as a ratio of the RPI.
The mean difference works out at some 50 per cent, In other
words if onse attempted to forecast price increases in a given
year on the basis of M3 two years before, one would expect
to err by a factor of 5o less than a half on either side of
the actual outcome. What is more, the final column shows
how variable the error can be. This 1s particularly
striking in the years 1967, 1973 and 1976 when the RPI
increase fell well shert of what the ¥z increase would have
suggested; or the years 1972 and 1977 when prices grew

by unexpactedly large amounts.

If the money supply is only a long run and gualitative
determinant of price movements, then one must reckon, also, with
. the shorter run factors which have an influence on price

growth . Over & period of six o eighteen montha econometric
esearch has shown conclusively that wages, Wﬂd prices,
the exch e rata and the tax structuré are what detZrmine
price trehds. ™ The correlali™h co-efflcients are extremely
high, and the forecaating equations one couwld bulld up uaing
these variables far mere relisble than ones based on monetary
movemenis aglene.

This may lead one to ask how one reconciles long and
the short term influences in a coherent framework. The
answer must be that monetary policy fs like a siightly
elastlc tether which determines how fsr and how fast thesa
other positive inflpences are sble to push up the price and
eaat structure, If these other short run factors push prices
too far, then unemployment riees, profitis are squeezed {given
sustainad monetary discipline) and the initial impulse triggers
off the countervalling forces when it passes the limits of
acceptable price increases set by monetery policy.



Under these circumstamces I ses nothing objectionable
in the Bunk saying that lower wage increases in the coming
round will contribute to lower price-increaces next year.
Indeed one could go further and say that it is Far better that
Buldance on the trends in earnings which are compatitle with
a given monaiary target should come from the Bank rather than
from HMG - a polnt which has been stressed in our own internal
dlacussions.

Perhaps I should finish with a faw thoughta about the
way in which the discussion of counter Inflation pollicy is
likely to evolve in the near future. At the momant 1t seems
to me quite possible that the Government will find themselves -
in July considersably nearer our pesition than, they have been in
R the current year. It is not inconceivable that they will

have 1 Al ontrol, eliminated ppice

cgntrol with the exe;gtion of the permanent powers of the Price

ammlgalon, abandoned any serious hops of ¥ith
. mings wage norm and, even, reconsidersd

whather sanctions on gevernment oo acts can be continued.

If we were willing to quidtly let events unfold we may even
hope that people will wake up one day scon and notice that
there 1is no very serious diffarence betwen what

wWe would like to do and what the Government are now advocating.
But T suspect this will ¢nly come sbout if we do not attempt
to heighten the gifferences unduly between our posture and
theira, semething which a major act of pubiic criticism of

the Bank of England might well provokae.
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The Relationship Batween Yearly Percent Increases in M3 end the RPI

All figures rounded to nearest % par cent.

Ma M ;:gg:d RPI !w\M:;l:PI
1965 5% )
1966 9 .
1967 2% 5% 2% 1.2
1968 i0 9 ] 0.8
1969 ) 2% 5 -0.8
1870 2% 10 6% 0.54
1871 12% 8 9% 0.05
1972 14 2% 7 -0.65
1973 26% - 12k B 0.5
1974 25% 14 16 «0.125%
1975 ‘1o | Tesy | ea 0.10
1876 8% a5} 16 0.80
1877 10 10 16 -0.375
1978 ak ? .
1979 i0 2
(1 (2] ana (a) (4)
Sources: Economic Economic Trends Tables Cel 3 lass
Trends 42 ang 50 Col 2
Anruzl divided by
Supplement Cal 2.
1977 -

N.E. The M3 increases are betwsen the first gquarter of
successive years.



