
The Great Inflation1

These notes discuss the Great Inflation, a period of unusually high inflation rates in the devel-

oped world between the mid-1960s and the early 1980s. This event highlights the perils of inflation

and the difficulty of ending it. The Great Inflation ended only when policy makers accepted a se-

vere recession to bring inflation down. The Great Inflation continues to motivate monetary policy

and is partly responsible for current Central Banks’ generally hawkish policies.

The Great Inflation affected many developed economies, as shown in the following chart2

Figure 1: Annual Inflation Rates in the OECD

In the United States, inflation spiked above 10% twice. First, it rose above 10% after the

OPEC oil embargo of 1973. Notably, in this case, unemployment was also quite high and growth

turned negative (a recession), a scenario known as stagflation. This result surprised many policy

1These are undergraduate lecture notes. They do not represent academic work. Expect typos, sloppy formatting,

and occasional (possibly stupefying) errors.
2Source:moneyandbanking.com
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makers who had previously associated high inflation with strong growth and caused a rethinking

of macroeconomic theory. The following chart shows inflation, growth, and unemployment in the

United States.3

Figure 2: US Data

Inflation would remain high through the early 1980s. The Great Inflation was thus a long

lasting event at over 15 years. We begin the analysis of this event with a look at the state of

macroeconomic theory at the time.

Monetary Theory at the Time

By the mid-1960s, macroeconomic theory had become overconfident. Keynes’s 1936 general

theory had become the dominant framework in macroeconomics. Although there remained con-

siderable dissent, it had become especially dominant among policy makers. To summarize, this

model may be represented on a simple graph with inflation on the vertical axis and output on the

horizontal. Policy can fairly easily affect the position of the aggregate demand curve through fiscal

or monetary policy.
3Taken from http://www.reed.edu/economics/parker/f10/201/cases/disinflation.html
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Graphs: AS/AD and Phillips Curve

The more expansionist is monetary policy the further to the right the aggregate demand curve

will lay. Macroeconomists thus came to believe that monetary policy could pick the combination

of in and output that it wished. If unemployment is closely and inversely correlated with output,

then there exists a stable long-term tradeoff between unemployment and inflation.

In the 1960s, many macroeconomists came to believe that as long as policy was willing to

accept fairly high inflation, it could permanently keep unemployment below its natural rate. This

theory has since been debunked.

What Caused the Great Inflation?

There is widespread debate over what caused the Great Inflation. In general, inflation may

increase either due to increased aggregate demand or decreased aggregate supply. We can identify

shocks to each of these that help explain why inflation initially rose above its pre -1965 levels.

On the demand side, the mid-1960s featured both expansionary fiscal and expansionary mon-

etary policies. On the fiscal side, President Johnson’s Great Society programs, designed to reduce

poverty and increase the scope of the welfare state, represented large increases in government

spending. This increase was bolstered by increasing military expenditures in the United States due
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to the Vietnam War. Furthermore, President Kennedy signed a major tax decrease into law in 1961.

Collectively, these policies surely contributed to the start of the Great Inflation

Figure 3: U.S. Government Spending as a % of GDP, 1960-1980
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Figure 4: U.S. Tax Receipts as a % of GDP, 1960-1980
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Because of the state of monetary theory, the Federal Reserve of the time did not feel as com-

pelled to combat rising inflation as it would today. Inflation was seen as possibly desirable if it

allowed the economy to better reach full employment or better. As a result, not unlike the Great

Depression, the Fed’s behavior at the start of the Great Inflation was largely passive. We can

note that the money supply grew robustly during the period. This indicates that the Fed did not

aggressively try to combat inflation.

There were also significant supply shocks that contributed to inflation. Most famously, in Oc-

tober 1973, OPEC dramatically cut oil sales the the United States and other countries that had

supported Israel during the Yom Kippur War earlier that year. At the time, the U.S. was highly
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Figure 5: U.S. Annual Change in M1, 1960-1985
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dependent on imported oil. The price of gasoline would more than quadruple representing a dra-

matic supply shock. Even though energy is not part of core inflation, higher energy prices increase

production costs of many goods, leading to higher general inflation. Note the spike in inflation

around 1973. Here is a plot of inflation adjusted crude oil prices.4

Figure 6: Real Crude Oil Prices

Another adverse supply shock would occur between 1978 and 1980. This shock coincides both

with higher oil prices again, this time related to the Iranian revolution, and with higher food prices

due to bad agricultural conditions. Once again, we observe a spike in inflation.

Failed Measures
4Taken from http://scottgrannis.blogspot.com.
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Much of the criticism of policy during the Great Inflation comes from the inability of policy

makers to curb inflation once it got going. We consider several such examples:

1. Wage and Price Controls. In 1970, Congress passed the Economic Stabilization Act. This act

gave the President the ability to stabilize prices directly. This Act was later upheld by the legal

system. In 1971, President Nixon gave a nationally televised address where he announced a 90 day

freeze on prices and wages:

I am today ordering a freeze on all prices and wages throughout the United States.

After 90 days, a Pay Board and a Price Commission would have to approve wage or price

increases.

The policy worked in the very short-run.5 But the longer run consequences of this policy have

caused it be widely panned within economics as a disaster. The first consequence is that it led, as

predicted by simple theory, to shortages in markets where the price was set too low. The famous

gas lines of the 1970s are one example of this.6

Figure 7: Gasoline Shortages

5Many have suspected that Nixon’s goal was only to stabilize prices through his re-election in 1972.
6Source for picture: Consumer Reports
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Additionally, the policy was distortionary. There is little reason to believe that the government

did an effective job of setting relative prices among goods. There also were resource wasting

loopholes. Prices were set on domestic lumber but not lumber imported from Canada. So U.S.

producers shipped their lumber to Canada, then re-imported it at a higher price to the U.S. This

process was just a waste of resources. The distortionary effects of this policy are another adverse

supply shock. This put upward pressure on prices. Policy makers were then forced to choose

between shortages and allowing higher prices, usually choosing the latter. Ironically, wage and

price controls turned out to be inflationary.

The price controls would be phased out and were largely finished off at the beginning of Pres-

ident Reagan’s tenure in 1981. A few still exist with rent controls in cities like New York being a

prime example.

2. Whip Inflation Now. In 1974, with inflation much worse than in 1971, President Ford de-

clared inflation “public enemy #1” and announced the Whip Inflation Now program. This program

worked as follows:

i) hand out stylish Whip Inflation Now buttons.

ii) have everyone wear these buttons

iii) ?

iv) End Inflation

While not the worst government program of all time, this might be the saddest. In my opinion,

this represented an abdication of the government’s duty to take substantive action to deal with

inflation in favor of making a pointless gesture that had no chance of success. I think of this when

I hear elected officials talk about the need for people to “step up” and magically stop behaving like

assholes as a policy solution.

Whip Inflation Now also had sweaters! I want one.
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Figure 8: How Could This Have Failed?

3. Loss of Fed Credibility. Recall the New Keynesian Phillips Curve, a staple of modern monetary

economics:

πt = Et[πt+1] + κỹt + ut (1)

From a Central Bank’s perspective, a key here is that if expected inflation is 10%, the only

way (absent good luck where ut < 0) for current inflation to be less than that is for the output gap

to turn negative. This incorporates the idea that once the public comes to expect inflation, they

incorporate these expectations in a way that boosts current inflation. If I expect my input prices,

my competitors’ prices to rise by 10%, then I will raise mine as well.

So suppose you are the Fed and inflation has become intolerable. The best way to end the infla-

tion would be through contractionary monetary policy (raising interest rates) that simultaneously

lowered both inflation and expected inflation. But this only happens if the Fed is credible, that

is if the public believes that the Fed will follow through on such a policy and that they use this

information to quickly adjust their expectations downwards.

The problem is that the Fed lacked this credibility in the 1970s. The Chairman of the Federal

Reserve, Arthur Burns, had shown no heart for instituting a monetary contraction that might lead to
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higher unemployment. He had instead advocated for measure like wage and price controls instead.

Other policy makers including Congress and the Presidents of the time had a similar distaste for

the monetary contraction needed to curb inflation. Furthermore, when the Fed had previously

suggested that it would slow the growth of the money supply, it had not followed through.

By the late 1970s, an announcement that the Fed was going to get serious about curbing in-

flation was not credible. It would not have a strong effect on expectations of inflation, even if the

public is highly rational and able to quickly map a new (credible policy) into lower expectations.

As a result, the only way for the Fed to have seriously combated inflation was to risk a recession.

There was another problem facing the Fed as well. Many economists believe that it takes

time for the public to adjust their expectations to policy changes, even if the policy changes are

announced in a credible manner. This is known as bounded rationality Suppose, for example, that

the public simply takes the average rate of inflation over the last ten years. Now suppose that

inflation has been constant at 10% for ten years and the Fed pursues a policy that will immediately

reduce it to zero. For simplicity, assume they are able to nail this.

In year 1, expected inflation is 10%. Under the disiinflationary policy, ỹt = −.1
κ

, assuming ut = 0.

because the output gap is negative, output is below potential and unemployment will be high.

In year 2, expected inflation is 9% (9 years of 10% and one year of 0%). Now ỹt = −.09
κ

.....

Only in year 11 does expected inflation reach zero. Now output returns to potential.

This example is illustrative, do not take the exact numbers literally. But it does show a couple

of features about the Fed’s current thinking. First, once inflation gets going, it can be a long and

difficult process to conquer it. This contributes to an inflation aversion among many current Central

Bankers. Second, Fed credibility is critical for managing expectations. Since 1980, the Fed has

worked hard to ensure that it is seen as credible so that its statements will be believed. The current

federal reserve is far more credible than its 1970s era counterpart.
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4. Mis-measuring the output gap. Most macroeconomic data (such as those found on FRED) have

been subject to revisions and may thus differ from the real-time data that policy makers had when

making decisions. Athanasios Orphanides has argued that this type of mismeasurement affected

Central Bankers in the 1970s.

The output gap is challenging to measure because it includes potential output (which is sub-

tracted from actual output to yield the output gap). Potential output is a hypothetical, it is output if

the economy were at full capital and labor utilization.

During the 1970s, productivity growth experienced a slowdown that is still not well understood.

Here productivity growth refers to the increase in some fixed amounts of inputs to produce outputs.

Policymakers were slow to note this and thus they may have thought that potential output was

growing by 3% per year when it was really only growing by 2% per year. As a result, the FOMC

thought that the output gap was much more negative than it really was. This would then motivate

the FOMC towards expansionary policy and made them less willing to seriously combat inflation.

Ending Bretton Woods

During World War II, the Allied economies established the Bretton Woods system of interna-

tional finance. Here, the United States agreed to exchange 1 ounce of gold for $35 and many other

developed economies set fixed exchange rates against the dollar with fairly strong capital con-

trols. As inflation rose, the price of $35 for an ounce of gold became untenable. Because the U.S.

agreed to exchange gold from foreign governments only, the system continued into 1971 because

no government had tried to make such an exchange. When France did in 1971, President Nixon

abandoned Bretton Woods and the final vestiges of the gold standard were eliminated.

This policy change was primarily a symptom of inflation, which had begun several years earlier,

and not a major cause of inflation. Central Banks had already had the ability to inflate prior to

1971. It did, however, represent an additional challenge for monetary policy as the developed

world moved towards flexible exchange rates and the more free flow of capital.

The Volcker Recession
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In 1979, President Carter appointed Paul Volcker as Chairman of the Federal Reserve. Volcker

brought with him a far more hawkish on inflation view than previously existed at the Fed. Inflation

had only gotten worse and the political will was also far more open to serious measures to combat

inflation.

1979-1982 is known as the disinflationary period. Disinflation refers to falling inflation and

does not always indicate deflation. The FOMC temporarily abandoned its policy of targeting the

Federal Funds Rate. Instead, it choose a money growth rate and allowed interest rates to adjust.

The FOMC instituted drastic contractionary monetary policy. In 1982, the Federal Funds Rate

hit 20%. The policy worked and inflation began a long, downward trend. The inflation of the Great

Inflation has not returned, except in the minds of conspiracy theorists. The cost, however, was se-

vere. The disinflation induced a serious recession with unemployment reaching 10.8%, the highest

since 1941 and a number higher than the worst of the Great Recession. This recession (technically

two recessions separated by a brief recovery) is known as the Volker Recession. Despite having

a recession named after him (which is my goal), Volcker’s tenure has been widely praised for its

decisive ability to curb inflation. Here is a random cartoon.7

.
7Source: https://app.hedgeye.com
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