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1. *The Inflation Time Bomb?

We believe that it ls reasonable to expect a significant
reacceleration o2 inflation in the near future. Much of the
apparent progress agalnst inflation has vesulted from the
temgorar; side effects ¢f tight money and high rsal interest
vAtes, ese side effecots must be expected to TrRverse
themselves as r2al interes:t rates decline and the eccnomy
axp?nds‘ Thev include;

o A U.S. real exchange tate well above veasonasle
estimates of a long-run equilibrium level. The real
exchange rate is now 35.4 percent above its 1980:1
level, and 23.7 percent above its avarage level

during the period 1973-198l.

c very low real commcdity prices. The LFS index of
non-oil commodity prices has fallen 33 percent
relative to the U.S5. GPI singe early 1980. Real
crude faod prices have declined 15 percent over the
same geriod. These low commodity prices are at loast
in large part a Tasult oi unsustainably high teal
exchange rataes and real lnterest rates.

_As real intrest rates decline and the 4conomy recovers, we
can expect the veal eXchange rata and real commedity prices 0
return to approximately thelr histcrical levels. OQur very
rough guess is that correghtlon of these distorted relative
orices will add five percentage points to future increases in
consumer prices and about two percent tc the GNP deflator.
This estimate 18 conservative in that it asgumes stavle oll
pricas. '

1I. How Much Real Progress Eas Beea Made Agains® Inflation?

The fForegoing suggeSts that a siginiflcant portion of The
slowing of consumeyr price inflation since 1280 does act
represent a raduation iIn the underlying rate.

o The underlving rata of inflaticn was never in douele
digiszs. The peak rates of inflatiom la 19779 and 1980
were importantiy Ave e cdollar depreciaticn, ROTLgag
intersss rates, and OPEC TI.
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