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According to standard monetary
analysis, central banks should
not react to a temporary
. increase in the price level,

induced for instance by higher com-

modity prices, unless it generates
second-round effects to other costs and
prices that would permanently push

inflation up. But what if the increase in
commodity prices is not a temporary
phenomenon, but rather a lasting fea-

ture of the current state of economic
development?

After all, the economic literature
since Paul Samuelson's 1957 article,
Intertemporal Price Equilibrium ("A
Prologue to the Theory of Speculation",
was the subtitle), suggests that the
price of scarce resources should contin-

uously increase, at a pace in line with
the rate of return on capital. Over the
past 10 years, commodity prices have

increased on average by 18 per cent a

year (24 per cent energy, 4 per cent

food, 10 per cent industrial raw materi-

als).
Unless technological innovations

lead to substantial savings or to an

increase in supply, the world economy
will have to learn to live with continu-

ously increasing commodity prices. For
central banks, continuing to assume

that these price increases are

one-offs could put their credibility at
risk.

Two responses are possible. One is to
revise upwards the inflation target or

the definition of price stability, to
accommodate the higher imported -
"inevitable"

- inflation. This would
have an immediate impact on inflation
expectations, generating higher wage

demands and price increases. Once the
inflation target is adjusted upwards,
market participants may expect more
of the same in future. In these circum-
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stances, it would become extremely
costly to stabilise inflation at the new
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target and the reputation of the central
bank could be seriously damaged.

The second option is to stick to the
definition of price stability, which for
the European Central Bank is a rate of
price increase below but close to 2 per
cent over the medium term. If the price
of commodities, in particular food and

energy which represent on average
about 30 per cent of the consumption
basket in the euro area, increases at a

yearly rate above 2 per cent, as has

been the case on average over the past

10 years, price stability can be
achieved only if other prices rise on

average by substantially less than 2 per

cent.

Over the past decade manufacturing
has recorded an average inflation rate
of 0.8 per cent in the euro area, consist-

ent with the above objective. In serv

ices, however, inflation was on average

2.3 per cent and has accelerated in
recent months. Lack of competition in
services, especially at local level, and

the slow growth of productivity explain
this resilience of pricing power.

To reduce internal inflation, profit
margins and domestic costs should be

contained, in particular labour costs.

This can hardly be achieved by
squeez-

ing, nominal wages, which would be

socially unacceptable in our advanced

societies and would further subdue
aggregate demand. The only way for-

ward is to increase productivity, in
order to contain costs and prices, espe

cially in the services sector.

Between 1995 and 2005, productivity
in the euro area services sector grew at
an average pace of 0.5 per cent a year,
against 3 per cent in the US. While the
euro area achieved productivity levels
in the manufacturing sector compara-

ble with those of the US, the gap in the
service sector, especially retail distribu-

tion, is about 30 per cent. This suggests

that Europe has a lot to gain from
increases in efficiency. Stronger pro

ductivity growth can be achieved in
particular through greater competition,
both at the national and European
level. The time might be ripe to reopen
discussion on the Bolkestein directive
on liberalising cross-border trade in
services, which still has to be trans-

posed into national legislation in many
countries.

If domestic inflation does not come
down through these measures, there is

only one option left: monetary policy.
But monetary policy acts indiscrimi-

nately across sectors, by containing
aggregate demand. The adjustment
cost is spread throughout the economy
and tends to be higher, the less willing
people and companies are to adapt to

the new environment. But there is no
other alternative.

Experience has shown that if infla
tion is left to creep up, the cost of
bringing it down later will be even

higher. The central bank must ulti-

mately act if this is what is needed to
maintain price stability. All should be
aware of this.

The writer is a member of the executive

board of the European Central Bank
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