The Rise and Fall of Inflation, 1960-1980
What's the Point? Use the history of the 60s and 70s to understand how inflation starts and what can be done about it. 
Now we move into what I consider the "recent" past. The Great Depression and World War II seem like history to me, while the 1960s, 70s, and 80s are more like "current policy problems." You may have a different opinion b/c you weren’t alive yet and therefore that time period doesn’t matter.  The only things alive were your parents, your teachers, dinosaurs, small bacteria bumping into one another creating larger creatures. . . 
But these are also current policy problems because policy and macro events form a kind of chain. The solutions to last year's policy problem create next year's policy problem. What we learned and experienced last decade affects the policies we will use in the next. We can trace some of our current dilemmas back to the actions taken in the 1960s. (Of course, some can be traced back to the 1930s, too.)  The history of the economy is important if we're to understand where we are today.

The Kennedy Tax Cut
John F. Kennedy was elected in a close race (50.2%) over Richard Nixon (then Eisenhower's vice president) in 1960.  JFK proposed an income tax cut. Why? Not because there was a budget surplus, or because tax rates were seen as particularly high. Instead, the policy was justified to increase consumption and investment spending, increase GDP growth, and decrease unemployment. The economy had been "sluggish" in late 1950s, with recessions during 1957-58 and 1960-early 1961. The unemployment rate when JFK took office was almost 7 percent.

Kennedy gave a speech in December 1962, outlining his economic policy proposals. He said: 

“[We must] make possible an increase in private consumption and investment demand. . . .  In the past, this could be done in part by the increased use of credit and monetary tools, but our balance of payments situation today places limits on our use of those tools for expansion.” 

“This administration pledged itself last summer to an across-the-board, top-to-bottom cut in personal and corporate income taxes to be enacted and become effective in 1963.” 

"If the economy today were operating close to capacity with little unemployment, or if a sudden change in our military requirements should cause a scramble for men and resources, then I would oppose tax reductions as irresponsible and inflationary; and I would not hesitate to recommend a tax increase, if that were necessary.” 

The restriction on monetary policy that he mentioned had to do with trade, and was very much like the gold drain threat in 1931.  This time, the U.S. was losing currency reserves (hoards of other nation's currencies), and the Fed feared to reduce interest rates because it would make the U.S. a less attractive place to store wealth.

It took a while, but the tax cut was passed. (Note the "policy lag" here.)  It took effect in 1964-65. Rates were cut 15 to 20%. By most accounts it did lead to spending and output increases. In 1964 and 1965 output rose rapidly, unemployment dropped, and inflation remained under 2%.  It was seen at the time as a very successful bit of macroeconomic policymaking.

LBJ, the Great Society and the Vietnam War
But then: JFK dies in November 1963. Lyndon Baines Johnson becomes president. With a booming economy in 1964 he is re-elected by a landslide over Barry Goldwater. LBJ pursued a "guns and butter" policy:

1. THE GREAT SOCIETY. This was an extension of the New Deal. Introduced were food stamps, Medicare, Medicaid, expansions of social security, and housing programs. Transfer payments rose a lot. And taxes weren't increased, so people continued to spend on consumer goods.  This was the butter.

2. THE VIETNAM WAR. Starting in 1965, escalation of war against North Vietnam; large increase in government purchases of hardware, wages for troops.  These were the guns.

The policies increased Federal spending from about 16% of GDP in 1965 to 20% in 1968, with equal parts of the increase coming from defense and all other spending (which is dominated by transfer payments like Social Security and Medicare).
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The tax cut had increased GDP growth and reduced unemployment.  The mid-1960s were good times, economically--the 1990s almost matched them as did 2003-2007.  But this added spending was not financed by tax increases, but by borrowing and money creation.  As in most of our wars, we get too much money chasing too few goods--inflation.

During 1966-69 unemployment fell under 4%, and inflation started to increase.  And that illustrates another of those pesky economic ideas:

There is a short-run tradeoff between inflation and unemployment. With higher unemployment you get lower inflation, with lower unemployment you get higher inflation.  (You should be thinking Phillips Curve – you are right? Right???)
When too much money is chasing too few goods, people spend more.  This bids up prices (inflation), but also creates more opportunities for businesses to produce goods and sell them.  They hire more employees, and unemployment goes down.  Likewise, when too little money is chasing too many goods, people spend less.  Prices eventually are bid down. Before this produces deflation (like in the 1870s-1890s) it first reduces any inflation that was around.  This also means people spend less, businesses make fewer sales, and they lay off employees.  Unemployment goes up.

We came up with a new way to show this, in the 1960s, called the "Phillips Curve," invented in the late 1950s by a British economists named (surprise!) A.W. Phillips.  To plot a Phillips Curve, you put inflation on the vertical axis and unemployment on the horizontal axis.  Each point is defined by a particular year's inflation rate and unemployment rate.  For example, in 1969 the inflation rate was 5.5% and the unemployment rate was 3.5%, so that's where the point for 1969 is placed.  Because high inflation is associated with low unemployment, and low inflation is associated with high unemployment, the Phillips Curve slopes downward to the right.  Like this:
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There you go, during the 1960s we climbed up the Phillips Curve, towards higher inflation and lower unemployment.

*** You can stop here for the Take- home quiz.  We’ll come back to the rest of this document later this semester.  

Policy Response to Inflation in the 1960s
The appropriate policy response is obvious, now.  And, plenty of people, including Johnson's economic advisors, knew what to do then, too.  Use fiscal and monetary policy to slow down the economy.  If we were to have guns and butter, taxes should be increased to pay for it.  In 1965 and 1966, Johnson's advisors pressed him to propose a tax increase.  That would reduce consumer income and cause consumption, and GDP growth, to decrease.  There would be less money chasing all those goods, and inflation would decline.  We'd slide back down the Phillips Curve.

Johnson said "no".  

He feared that a tax increase would sap Congressional support for his Great Society programs.  And he feared a tax increase would turn more of the public against the war in Vietnam.  So he refused to advocate a tax hike.

The Federal Reserve increased the discount and federal funds rates in 1966.  They were subject to intense criticism from Congress, the administration and the public.  Real GDP growth did slow down in 1967, from 6.5% in 1966 to 2.5% in 1967.  And inflation did not increase.  But unemployment remained low.  The Fed, perhaps buckling to pressure, perhaps thinking its work was done, cut interest rates in Spring 1967.  Growth rebounded.  So did inflation.

In 1967 Lyndon Johnson finally recommended a tax hike.  The Congress passed the tax increase in June, 1968.  This illustrates a real difficulty with fiscal policy:  there are often serious time lags in its use.  Contractionary fiscal policy was needed by 1965.  But it took time for policy makers to recognize this fact, time to persuade enough people, time to write, pass, sign, and enact the law.  So the tax hike took effect about three years too late.

It's also probably true that tax hikes are tougher to pass than tax cuts.  

Anyway, in June 1968 a 10% income tax surcharge was imposed.  This meant that you calculated your taxes under the usual rules, then added 10% to the result.  It was supposed to discourage consumption.  It did, some, but not as much as expected.  The reason was that people recognized that the surcharge was temporary.  (If it was permanent, they must have thought, why didn't they change the tax rates, rather than just imposing a surcharge?)  Being temporary, many consumers figured they could save less and maintain their consumption, and make up the difference when taxes were reduced again.  So consumption didn't decline as much as expected.

By the end of 1967 the Federal Reserve recognized that its 1966 contractionary policies had failed, and began to raise interest rates again.  

Inflationary Expectations
What did they hope would happen?  They wanted to get back to the middle of the Phillips Curve, with lower inflation and (somewhat) higher unemployment.  The tax hike and interest rate increases would reduce spending, and reduce the amount of money chasing goods. 

They didn't reckon with inflationary expectations.  By 1968 inflation had topped 4%, and had been rising for 4 of the previous 5 years.  Workers and other suppliers began to expect inflation, and began to demand that their contracts setting their pay and prices reflect these expectations.  "Cost-push" inflation had begun.  With the rise in wages and costs, firms attempted and succeeded in passing the wage hikes to consumers in price increases, which confirmed worker inflation expectations.  Sometimes it's called the "wage-price spiral." 

Rule of Thumb #10.  If inflation remains high for some time, people will begin to expect it.  A wage-price spiral can develop that can keep inflation going despite changes in policy or the economy.
Wage hikes create inflation.  Inflation justifies wage hikes.  It can go on and on and on, even in the face of policy designed to attack inflation.

On the Phillips Curve, they expected to slide back down.  Unemployment increased.  But so did inflation--there was less spending, but rising wages and other costs created more price increases.  People expected prices to rise.  So prices did rise.  It was called "stagflation," stagnation and inflation at the same time.

People would become very familiar with the concept as the 1970s wore on.

We did slide down a Phillips Curve, from 1970 to 1971, but it was a curve that had "shifted" towards higher inflation, because of inflationary expectations--the wage-price spiral.  In 1961, for example, the unemployment rate was about 5.5%, and inflation was under 2%.  In 1971 unemployment was similar at 5.9%, but inflation was over 4%.  The difference was the wage-price spiral, inflationary expectations creating continued inflation.
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Supply Shocks  
So that unlucky decade, the 1970s, gave us a first taste of stagflation in 1970. The economy went into recession in part due to contractionary fiscal and monetary policies, in part due to rising costs as wages and supplier prices caught up with previous inflation.  Then, in 1973, came another source of stagflation, supply shocks. A supply shock is a sudden rise in cost of resources, or decline in availability.  If the shocks are big enough, they'll cause inflation and recession at same time.  It's a rule of thumb: 

Rule of Thumb #11.  Sudden increases in resource prices or decreases in availability of resources can cause simultaneous recession and inflation.  
Higher oil prices increase business costs.  Some of those costs are covered by raising prices for consumers--inflation.  If you can't pass all of the cost increases on in higher prices, your business is less profitable.  Businesses cut back production in response, and that raises unemployment and reduces GDP growth.

Two major supply shocks were experienced during the 1970s, both caused by oil price increases, resulting (in part) from the oil cartel OPEC. OPEC was (and is) the Organization of Petroleum Exporting Countries. Most of its members are Arab nations

A "cartel" is an organization of producers of a product who agree to restrict output in order to raise product prices and profits. By 1973, OPEC had come to recognize that all oil producers could earn more oil revenue if they combined to restrict output and raise prices. Revenues soared.

The Yom Kippur war, the Arab-Israeli war in 1973, provided the political motivation to enact production controls. It began with an oil embargo. Oil prices jumped in late 1973, and the effects were felt especially in 1974. In 1979 the Iranian Revolution, and Iran-Iraq war resulted in more production cuts. Prices jumped again.

It's easy to see the supply shocks in the data. There was a severe recession in 1973-75 (then called the worst recession since the Great Depression). It took place at a time when the inflation rate was high, and in 1974 unemployment and inflation went up at the same time--another year of stagflation. There was a severe "double-dip" recession in 1980 and 1981-82 (then called the worst recession since the Great Depression), and, once again, in 1980, unemployment and inflation increased in the same year.

The Phillips Curve shifted outward again, towards higher inflation at any level of unemployment.

Here's what happened next:

· Oil consuming nations conserved energy. As one might expect, with the price of an input so high, firms found ways to produce goods and services with less oil. Consumers found ways to drive to work and heat their homes with less oil. 

· Non-OPEC oil producing nations increased their production. In particular, Mexico and Great Britain began selling more oil, and the U.S. oil pipeline from Alaska started producing. With oil prices so high, there was a great incentive to do so. 

· With more production and less consumption, OPEC found it couldn't sell oil for higher prices.  The resulting downward pressure on oil prices in the early 1980s caused "cracks" in OPEC cartel discipline. In any cartel, each individual member can increase its revenues by secretly selling oil at a lower price. The incentive to do this is greater if revenues are stagnant or falling.  But if all members do this, the price is reduced a lot. In 1986, the biggest producer, Saudi Arabia, finally gave up trying to control oil supplies, and oil prices dropped a lot. 

· Twice since then, prices have increased.  Once was briefly during the Gulf War, in 1990-91, and the other time was 2001.  In real terms (adjusted for inflation), though, oil prices have not gone as high relative to the price level as they did in the 1970s.  Further, the economy is much less dependent on oil today than it was then.  So the rise in oil prices has had a much smaller shock effect on our economy these days. 

 

Policy Response to Inflation in the 1970s
Stagflation is a nasty situation. We've talked about using fiscal and monetary policies to offset recession and inflation. If there's a recession, use expansionary fiscal policy (spending increases, tax cuts) and/or expansionary monetary policy (buy Treasury bonds, lower the discount rate) to increase spending and output. If there's inflation, use contractionary fiscal and monetary policy to reduce spending and upward pressure on prices.

But what if there's inflation and recession at the same time?

Then you've got a problem. You can only fight one problem at a time, at the cost of making the other worse.

So what was tried?

President Richard Nixon tried price controls in August 1971. A price freeze lasted 90 days; controls in one form or another continued for most of the decade. They were pretty clearly ineffective.  And they tend to mess up a useful role that prices play, to help match the amount of goods people want to buy with the amount that businesses want to sell.  There was, for example, a baling wire shortage during the early 1970s.  Farmers couldn't get enough wire to bind their hay bales.  Why?  Because with the price fixed in the U.S., businesses used their steel for other purposes than wire, and businesses sold their wire in countries where the price was higher (like Canada).  

President Gerald Ford tried to influence inflationary expectations directly, by persuading people to spend less, ask for smaller pay increases, limit price hikes. He called the campaign "Whip Inflation Now"--WIN. It didn't work.

The Federal Reserve during the 1970s mostly "accommodated" the inflation, meaning they did not act strongly to raise interest rates, but instead accepted higher inflation as the cost of GDP growth and low unemployment. The federal funds rate (an interest rate that shows the effect of open market operations) was reduced from the beginning of 1975 to the end of 1977, then in 1978 increased only a little. Inflation kept rising.

President Jimmy Carter acted only towards the end of his term, in 1979 and 1980. But it was the beginning of the actual solution to the inflation problem. In 1979 Carter appointed as head of the Fed Paul Volcker, 51 years old in 1979, 6'7" tall, a Princeton graduate in economics, Wall Street financier and cigar smoker. Carter's advisor Bert Lance warned him not to appoint Volcker, because Volcker thought inflation was a more serious problem than unemployment, and would use the Fed's power to fight it. But financial markets were nervous, and the financial community demanded a strong personality at the Fed.

In October 1979 Volcker announced a new monetary policy. It was stated in technical terms, but what it meant was that the Fed would henceforth not accommodate inflation, but use contractionary monetary policy to fight it.

So: the second oil crisis hit, Volcker enacted contractionary monetary policy.  Interest rates went way up.  Investment and consumption declined.  The economy went into recession. And President Carter lost the election that Fall to Ronald Reagan.
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The "federal funds rate" is a good measure of Fed open market operations.  This is the interest rate at which banks lend to each other overnight.  If one bank has extra reserves, and another is short of reserves, the one with extra reserves will lend to the one that is short, and charge the federal funds interest rate.  If the Fed is buying bonds, on the first few days before new loans can be made to home buyers or businesses, a bank will have extra reserves.  It will lend them to another bank.  If there are a lot of reserves to lend (because the Fed has purchased a lot of bonds), this federal funds rate will be lower.

Anyway, the head of the Fed is (now) independent of the President, so Volcker remained in office after Carter was gone. Reagan eventually reappointed him in 1983. The contractionary monetary policy continued, leading to a second recession in 1982--the worst single year drop in GDP since 1946--and this brought inflation down.

The idea is to hold the unemployment rate high long enough to convince people and companies that they should not demand higher wages and prices. That forces the wage-price spiral to stop.  What's happening is that the difficulty with finding work is keeping people from demanding higher wages, and the difficulty in finding customers is keeping firms from demanding higher prices. Inflationary expectations are diminishing. The inflation rate came down to the 3% range, and has stayed there give or take a couple of points ever since.

You can see it on the Phillips Curve--look at the slide down the curve from 1980 to 1982, and then the shift inward in 1983.  That inward shift is a drop in inflationary expectations. 

But at what cost! Unemployment rates above 9%--topping 10% for several months. In many states in the north and midwest there was no "double-dip", but one long severe recession from 1980 through 1983. Low inflation was purchased at very high cost. This is worth remembering when we think about what policies to follow today.

In retrospect, we could look at the rise and fall of inflation from the 1960s to the early 1980s as a series of policy failures, coupled with the OPEC supply shocks.  The Johnson administration failed to raise taxes or cut spending, until it was too late to stop inflationary expectations.  The Fed failed to follow through with contractionary monetary policy, until it was too late.  OPEC created a supply shock.  The Fed accommodated inflation throughout the 1970s.  The Nixon and Ford administrations tried some stop-gap policies, price controls and the WIN publicity campaign.  Finally, Carter appointed Volcker, and the Fed attacked inflation to such a degree as to cause a long, deep recession, which finally knocked out inflationary expectations.  The slowing of oil demand and the failure of the OPEC cartel helped, too.  

