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Summary

The slowing of economic growth and the rising rate of inflation in early 2008
have given rise to concerns that the U.S. economy is at risk of an episode of
stagflation. Stagflation describes an economy that is characterized by high rates of
both unemployment and inflation. The term came into popular use in the 1970s to
describe the economy at that time. The unemployment rate reached 9.0% in May
1975 and a high of 10.8% in November 1982. The rate of consumer price inflation
reached 12.2% for the 12-month period ending in November 1974, and 14.6% for the
12-month period ending in May 1980. Inflation is currently about 4% and the
unemployment rateisnear 5%, both well below theratesin the 1970sthat were cause
for aarm. Nonetheless, higher oil prices and turmoil in financial markets have led
some to warn that stagflation may be in our future.

The key to understanding the nature of stagflation is the natural rate of
unemployment. That isthelowest rate of unemployment consistent with astablerate
of inflation. Below that rate, inflation tendsto accelerate. Intheview of the natural
rate model, unemployment and inflation rates may be relatively high at the same
time, and they may even rise simultaneously for atime, particularly if inflation and
the natural rate of unemployment are rising at the same time. What is unlikely to
happen, however, is for the unemployment rate to be high and for the inflation rate
to continue accelerating. If the unemployment rate is above the natura rate, then
cooling labor and product markets would be likely to reduce upward pressure on
wages and prices.

Stagflationinthe 1970s coincided with two large* oil shocks.” A largeincrease
inthepriceof oil can have macroeconomic consequencesintermsof higher inflation,
higher unemployment, and lower output. Both the inflation and output effects of
energy shocks are temporary, however. Once prices adjust, the economy returnsto
full employment and its sustainable growth path. It isnot the level of energy prices
that affects economic growth and inflation, but rather the change in energy prices.
Thus, if policymakers are concerned with the effect of energy prices on output and
inflation, they should focus more on rising energy prices than “high” energy prices,
even if the high prices are permanent.

Although stagflation is understood to be high rates of both inflation and
unemployment, it is not clear how high those rates have to be to merit the
designation. Whether or not rates less than those observed in the 1970s constitute
stagflation may be asubjectivematter. Recent unemployment and inflation ratesare
not nearly ashigh asthey werein the 1970s. Some economists, however, fear that the
recent expansion in monetary and fiscal policy, at atimewhen unemployment islow
but rising and energy prices arerising, could lead to anew bout of stagflationin the
near future. Although policy may not be ableto prevent episodes of stagflation from
occurring, there may be enough understanding of the underlying causes to avoid
making conditions substantially worse.
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Understanding Stagflation and the Risk of
Its Recurrence

The slowing of economic growth and the rising rate of inflation in early 2008
have given rise to concerns that the U.S. economy is at risk of an episode of
stagflation. Inthe best of times, policymakers hope to keep both the unemployment
ratesand inflation ratesaslow aspossible. Stagflation, in contrast, may betheworst
of times. Stagflation describesan economy that ischaracterized by high rates of both
unemployment and inflation.

Stagflation is a term that came into popular use in the 1970s to describe the
economy at that time. The unemployment rate reached 9.0%inMay 1975 and ahigh
of 10.8%in November 1982. Therate of consumer priceinflation reached 12.2%for
the 12-month period ending in November 1974, and 14.6% for the 12-month period
ending in May 1980. Many observers also associate this period of stagflation with
large ail price shocks, and some draw another paralel with the recent rise in ail
prices.

Inflationiscurrently about 4% and the unempl oyment rateisnear 5%, both well
below the rates that caused alarm in the 1970s. Nonetheless, higher oil prices and
turmoil in financial markets have led some to warn that stagflation may be in our
future.*

The reason stagflation elicits particular concern is that it presents a policy
dilemma in that it may be difficult to find a way to reduce inflation and
unemployment at the sametime. Typically, inflation is seen asthe result of growth
in aggregate demand outpacing growth in supply, and acontractionary policy would
seem appropriate to bring it under control. Rising rates of unemployment tend to
result when demand growth falls short of growth in supply and so a stimulative
policy might be called for. The policy dilemma arises because the two approaches
are incompatible.

There are two views of stagflation. One is that it is the result of economic
policy errors. The other view isthat it isthe result of external supply shocks, such
as oil price increases, which may be beyond the influence of economic policy.
Understanding what stagflation is requires an explanation of the nature of the
relationship between inflation and unemployment. This report discusses that
relationship in order to provide some understanding of the policy problems. Indoing
S0, it examines the U.S. experience with stagflation in the 1970s. It also examines

! See, for example, Graham Bowley, “That ‘ 70s Look: Stagflation,” The New York Times,
Feb. 21, 2008, p. C1.
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some of the research that has been done on the relationship between oil prices and
economic performance.

The Prevailing View Before the Stagflation of the 1970s

The experience of the 1970s had much to do with changing the prevailing view
of therel ationship between inflation and unemployment. Prior tothat, it waswidely
believed that inflation and unemployment were unlikely to trend either up or down
together smultaneously. Rather, it was thought that there was a trade-off between
the two and that they were more likely to move in opposite directions.

Inafamousarticle published in 1958, economist A.W. Phillipsclaimedto have
found evidence of an inverse relationship between the rate of increase in wages and
therateof unemployment. Comparing ratesof increaseinwageswith unemployment
rates in Britain between 1861 and 1957, Phillips found that as the labor market
tightened, and the unemployment ratefel |, money wagestended to risemorerapidly.?
Because wage increases are closely correlated with priceincreases, that relationship
was widely interpreted as a trade-off between inflation and unemployment.®> The
implication was that policymakers could maintain lower rates of unemployment by
tolerating rates of inflation. It also implied straightforward policy implications for
either macroeconomic problem — high unemployment could be eliminated through
expansionary monetary or fiscal policy, and high inflation could be eliminated
through contractionary policy.

The curve describing this trade-off became known as the “Phillips curve.” A
stable Phillips curve would mean that policymakers might choose the combination
of inflation and unemployment rates that seemed most pal atable and set it asthe goal
of macroeconomic policy. The U.S. experience of the 1960s seemed to provide
evidence for the existence of such atrade-off and encouraged those who held this
view.

Figurelplotsannual U.S. civilian unemployment and consumer priceinflation
rates together for the 1960s. These data suggested that there was a trade-off for the
United States, and that policymakers could choose from among a number of
combinations of unemployment and inflation rates, depending on their relative
distastes for the two.

2 A.\W. Phillips, “The Relationship between Unemployment and the Rate of Change of
Money Wages in the United Kingdom, 1861-1957, Economica, Nov. 1958.

% The difference between wage increases and price increases is largely accounted for by
changesin labor productivity.
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Figure 1. Inflation and Unemployment, 1960 to 1969
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Sour ce: Department of Labor, Bureau of Labor Statistics.

Thetheoretical explanation for the downward-sloping linedescribing thetrade-
off relied on the ssimple relationship between supply and demand. As long as
aggregate demand is growing more rapidly than the economy’ s capacity to produce,
the unemployment rate will tend to fall, and vice versa. Furthermore, demand in
excess of supply will tend to push up both wages and prices, so that rising pricestend
to be correlated with falling unemployment.*

The Lesson of the 1970s

The experience of the 1970s led to the widespread dismissal of the view that
therewasan exploitabletrade-off betweeninflation and unemployment. Much of the
1970s was characterized by simultaneous increases in inflation and unemployment
rates. The phenomenon cameto beknown as* stagflation,” because of sluggish rates
of growth which led to rising unemployment rates and accelerating inflation. It
became evident that policymakersdid not have the option of settling for ahigher rate
of inflation in exchange for alower rate of unemployment.

Figure 2 shows what happened to the relationship between the civilian
unemployment rate and consumer price inflation beginning in 1970. It seems clear
that any trade-off that may have existed during the 1960s, as was shown in Figure
1, was temporary.

* SeeRichard G. Lipsey, “The Relation Between Unemployment and the Rate of Change
of Money Wages in the United Kingdom, 1862-1957: A Further Analysis,” Economica,
Feb. 1960, pp.1-31.
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Figure 2. Inflation and Unemployment, 1970 to 1982
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As it happens, this breakdown in the apparent trade-off between inflation and
unemployment was anticipated. In the late 1960s, two economists, Milton Friedman
and Edmund Phel ps, suggested that there had to be moreto it than asimple trade-off
between inflation and unemployment. They predicted a breakdown of the Phillips
curve. They argued that while monetary or fiscal policy might be conducted in such
away as to realize a particular combination of unemployment and inflation in the
short run, it would not necessarily be a sustainable combination.®

This new argument contended that the trade-off along the Phillips curve was
dependent on the fact that unexpected increases in the price level would reduce real
wages. A reduction in real wages would tend to increase the demand for labor, and
push down the unemployment rate. A rise in prices could still result in lower
unemployment as Phillips had suggested, but only until workers realized that the
purchasing power of their wages was falling. This new view argued that there was
not just a single Phillips curve, but a unique Phillips curve for every different
possible expectation of inflation.

®> See Milton Friedman, “The Role of Monetary Policy,” The American Economic Review,
vol. 57, no. 1, Mar. 1968, pp. 1-17. Also, Edmund Phelps, “Phillips Curve, Expectations
of Inflation and Optimal Employment Over Time,” Economica, Aug. 1967, pp. 254-281.
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An unexpected increase in the rate of inflation would, temporarily, reduce the
rate of increasein real wages and contribute to a decrease in the unemployment rate.
A faster rate of inflation causes workers to underestimate the effects of rising prices
on their money wages, and unemployment declines dueto afall in real wages. But,
unlessworkers never catch on (an unlikely prospect), at some point they will adjust
their wage demandsto reflect the higher rate of inflation. Thisincreasein real wage
demands will tend to reverse the drop in the unemployment rate due to the inflation
surprise. Inthelong run, inthismodel, the unemployment rate tends toward alevel
that represents an equilibrium between the supply of labor and demand for it. This
level was dubbed the “natural” rate, and it is the rate of unemployment consistent
with astablerate of inflation.® If theinflation rateiszero, thenthenatural rateisalso
the unemployment rate consistent with a stable price level.’

In the absence of deliberate policy changes, wage adjustmentswould always be
working to move the economy to its natural rate of unemployment — either from a
higher rate or alower one. Depending on the conduct of economic policy, however,
the adjustment to the natural rate can either be assisted or hindered.

According to the natural rate model, fiscal or monetary policy may shift the
economy from one point to another along the original Phillips curve only aslong as
workersfail to appreciate changesin the pricelevel or therate of inflation. A higher
rate of inflation would not mean a permanent decline in the unemployment rate.
Eventually, other things being equal, expectations would adjust and the
unemployment rate would tend to return to its natural rate.

If policy attempted to push unemployment below the natural rate, the rate of
inflation would wind up permanently higher after workersrai sed their expectation of
inflation, and therewould beanew trade-off consistent with that higher expectedrate
of inflation. Any short-term trade-off between inflation and unemployment would
now involve higher rates of inflation than before. This process of shifting the trade-
off could continue as long as policymakers keep trying to push the unemployment
rate below its natural level. (Asdiscussed below, policymakers can choose a short-
term trade-off only if the natural rate can be accurately estimated.)

For example, suppose that the unemployment rate is 5% and the inflation rate
is3%. Inaddition supposethat workersarefully aware of theinflation rate and fully
expect that their wages will increase at the same rate.® Now suppose that policy
seeks to lower the unemployment rate by tolerating a more rapid rate of inflation.
Say the inflation rate rises to 5%, which means that nominal wagesthat arerising at
a3%ratearefaling at a2%rate, inrea terms. Thosefalling real wagesincreasethe

® Theterm‘natural rate’ wasoriginally applied, inasimilar way, tointerest ratesby turn-of-
the-century economist Knut Wicksell. See M. Blaug, Economic Theory in Retrospect
(Homewood, IL: Richard D. Irwin, Inc., 1962), pp. 562-563.

" Some economists use a more clinical term for the natural rate, the “non-accelerating
inflation rate of unemployment,” or NAIRU. At times, the natura rate is more casualy
referred to as the full-employment rate of unemployment.

8 For clarity and simplicity, this discussion ignores the effects of productivity growth on
wages.
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demand for labor, and the unemployment rate will fall below 5%. But, as seems
likely, eventually workers will realize that inflation has accelerated and adjust their
wage demands to match. Aswages rise again and catch up with prices, the demand
for labor will slacken and the unemployment rate will tend back to 5%.

AsFigure2 shows, when thetermsof thetrade-off shiftedinthe 1970s, theline
moved in a clockwise pattern. In the natural rate model, the clockwise cycling of
unemployment and inflation is due to the combination of expectations adjustments
and policy changes. Unemployment falls and inflation rises when policymakers, by
pursuing stimulative monetary or fiscal policies, attempt to exploit the “trade-off.”
At first therise in inflation may be unexpected, but as inflation expectations adjust
and wage demands rise to maintain their purchasing power, the unemployment rate
tends to go back up. Contractionary policies designed to combat higher inflation
cause unemployment to rise further but also cause price increases to moderate.
Finally, as contractionary policy comes to an end and unemployment beginsto fall,
inflation continues to fall as expectations adjust downward.

Theimplication of ashifting trade-off isthat in thelong run thereisno trade-off
between inflation and unemployment. Although unemployment can temporarily be
pushed below the natural rate through expansionary policy, policymakers cannot opt
for an unemployment rate below the natural rate of unemployment and stay there.

Is Stagflation a Trap?

Stagflation isarelative phenomenon. It has no cardina definition, it issimply
understood to be a period of high unemployment and inflation rates. Asarelative
notion it would seem to be represented by the upper right hand area of Figure 2.
Where exactly in that figure stagflation starts and stops, however, is subjective.

References to stagflation in the popular press seem to suggest that it is viewed
asakind of trap. That sentiment may be rooted in the 1960s view that there was a
trade-off between inflation and unemployment and that policy could not hope to
reduce one without raising the other. If the natural rate model is correct, concerns
that stagflation is atrap are mistaken.

Stagflation is generally understood to be a state of high unemployment and
inflation rates. It can be more precisely described in the context of the natural rate
model. Intheview of themodel, unemployment and inflation rates may berelatively
high at the sametime, and they may even rise simultaneously for atime, particularly
if inflation and the natural rate of unemployment arerising at the sametime. What
isunlikely to happen in this model is for the unemployment rate to be high and for
the inflation rate to continue accelerating. If the unemployment rate is above the
natural rate, then cooling labor and product marketswould belikely to reduce upward
pressure on wages and prices. Once aslowing inflation rate came to be appreciated
by workers and was taken into account in their wage demands, demand for |abor
would pick up and the unemployment rate would tend to fall.

Escaping a high inflation environment cannot be accomplished without a cost,
however. If individuals come to expect high inflation while the economy is at the
natural rate of unemployment, then the only way to reduce inflation would beto use
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contractionary policy and temporarily push the unemployment rate above the natural
rate. Most economistsbelievethat thereasonthe®doubledip” recessionsof theearly
1980s were the deepest since the Great Depression was because the Fed decided to
use contractionary policy to reducetheinflation rate. Becausetheinflation rate was
so high, along and deep recession was necessary to reduce inflationary expectations.

What is the Natural Rate of Unemployment?

Although the model may be useful on its own, it would be of more valueif the
natural rate of unemployment could be known with some confidence. It probably
cannot be estimated with any precision and it may also be the casethat it varies over
time because it is determined by labor market conditions and policies that change
over time.* Most economists believe that the reason the United States was stuck in
a stagflation in the 1970s was because the natura rate had risen. From this
perspective, since policymakers were unableto recognize therise until after thefact,
they directed policy to an unemployment rate that was unsustainably low. Recent
experience can also illustrate the effects of a changing natural rate.

Beginninginearly 1994 and continuing into 1995, the Federal Reserve, inorder
to prevent an acceleration in therate of inflation, engineered athree percentage point
rise in short-term interest rates. Thistightening of monetary policy began at atime
when the actual civilian unemployment rate was above 6%.

More recent economic experience suggests that the natural rate is below 6%.
In September 1994, the civilian unemployment rate fell below 6%, and with the
exception of abrief interruption from late 2002 through the middle of 2003 it has
remained below 6%. Between 1992 and 2005, consumer price inflation remained
below 3.5%. That the unemployment rate has been so low for so long with no
significant risein theinflation rate has convinced many that the natural rate hasfallen
since the 1980s, and that unempl oyment rates below 6% are compatible with along-
run stable rate of inflation. It is worth noting, however, that since mid-2004 the
unemployment rate has been below 5.5%, and since late 2005 has been below 5%
while the inflation rate has picked up. That might be reason to believe the natural
rateis currently at or above 5%.

If the natural rate is now somewhere between 5% and 6%, it would be unlikely
for inflation to continue to accelerate if the unemployment rate were to rise above
6%. Inflation tends to exhibit considerableinertiaand thus may be slow to respond
to an economy that is slowing down. For that reason there may be a period of time
where both the unemployment and inflation rates are relatively high. It isunlikely,
however, that both would rise over a prolonged period.

Supply Shocks: The Effects of Oil Prices

The preceding discussion suggested that stagflation was partially the result of
errorsof policy. Not necessarily deliberate ones, but perhapstheresult of uncertainty

° Robert Gordon, “The Time-Varying Nairu and its Implications for Economic Policy,”
Journal of Economic Perspectives, vol. 11, no. 1, Winter 1997, pp. 11-32.
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regarding how low the unemployment rate could go without eventually resulting in
accelerating rates of inflation. External events beyond the direct influence of policy
may also play arole, however. Stagflationinthe 1970scoincided withtwo large* ail
shocks.”

Due to the central role energy plays in the functioning of our economy and its
unusual price volatility, changes in energy prices tend to have a greater short-term
impact on the economy than changes in the prices of most other goods. Energy
“shocks’ can have macroeconomic consequences, intermsof higher inflation, higher
unemployment, and lower output. Historically, energy price shocks have proven
particularly troublesome for the U.S. economy. Sharp spikesin the price of oil have
preceded nine of the 10 post-war recessions. But since the current economic
expansion began in 2001, energy prices have spiked on several occasions.

Economic theory suggests that economies suffer from recessions due to the
presence of “sticky prices.” If markets adjusted instantly, then recessions could be
avoided: whenever economic conditions changed, price and wage changes would
automatically bring the economy back to full employment. In actuality, however,
there are menu costs,™ information costs, uncertainty, and contractsin our economy
that make prices sticky. Asaresult, adjustment takes time, and unemployment and
economic contraction can result in the interim.

When ail pricesrise suddenly, it directly raises the energy portion of inflation
measures such as the consumer priceindex (energy prices make up about 9% of the
consumer priceindex.) Asaresult, the overal inflation rate istemporarily pushed
up since other pricesdo not instantly adjust and fall. 1f other energy pricesriseat the
same time, as has often been the case, then the effect on overal inflation will be
magnified.

Because energy isan important input in the production process, the price shock
raises the cost of production for many industries. Transportation accounts for a
majority of oil consumption inthe United States, but hydrocarbons are al so used for
heating and industrial uses, such asthe production of plastics. Because other prices
do not instantly fall, the overall cost of production rises and producers respond by
cutting back production, which causesthe contraction in output and employment, all
else equal. There may also be adjustment costs to shifting toward less energy
intensive methods of production, and these could temporarily have a negative effect
on output. Typically, the effect on output occurs over afew quarters.™

The effects described thus far can be thought of as occurring on the supply side
of the economy. Oil shocks may also affect aggregate demand. When energy prices

19 Productswith high“ menu costs’ arethosewhich are costly to re-price, and therefore have
sticky prices. Restaurant menus, periodicals, and catalog items are examples of products
with high menu costs.

1 1f rising energy prices affect the economy through this transmission mechanism, then
falling energy prices should have the opposite effect on the economy: they should
temporarily lower inflation and raise output, all else equal. Many of the studies to follow
find that thisis not true, however.



CRS9

rise, they involve anincometransfer from consumersto producers. Since producers
are also consumers, aggregate demand islikely to fall only temporarily as producers
adjust their consumption to their now higher incomes. This adjustment is likely to
be less or to take longer when the income recipients are foreigners than when they
are Americans.

Sincethe United Statesisanet importer of oil, the net effect on U.S. aggregate
demand depends on how foreign oil producers use their increase in wealth. The
adjustment to the wealth transfer from consumer to producer is transmitted through
the international balance of payments. How the increase in oil prices affects the
current account deficit (a measure that primarily consists of the trade deficit)
depends, in turn, on how foreign oil producers decide to use this purchasing power.
If they use it to purchase U.S. goods, then U.S. exports would increase and there
would be little effect on the current account deficit. If they useit to purchase U.S.
assets— whether corporate stocks, Treasury bonds, or by simply leaving therevenue
inaU.S. bank account — then it would represent an inflow of foreign capital to the
United States, which would increase the current account deficit. The purchase of
U.S. assetswould stimulate total demand in the United Statesthrough lower interest
rates, possibly withalag. Or theforeign oil producers may usetheir increased wealth
to purchase other countries’ goods or assets, in which case the adjustment processin
the United States could take longer.

A second effect on demand can be expected to occur because therisein energy
prices will probably push up the overall price level because other prices do not fall
immediately in the face of adeclinein demand. Theincreasein the price level will
reduce the real value of the available amount of money in the hands of buyers, and
this reduction in the value of money will aso reduce spending. A third effect on
demand can occur if therisein energy pricesincreases uncertainty and causes buyers
to defer purchases. This effect is aso likely to be of a short run nature. The
magnitude of all three effects will depend on how much energy prices rise and how
long they remain high.

Both the inflation and output effects of energy shocks are temporary: that is,
once prices adjust, the economy returns to full employment and its sustainable
growth path.*? This observation yields an important insight: it is not the level of
energy prices that affects economic growth and inflation, but rather the change in
energy prices. Thus, if policymakers are concerned about the effect of energy prices
on output and inflation, they should focus more on rising energy prices than “high”
energy prices, even if the high prices are permanent. The only permanent
macroeconomic effect of higher energy pricesistheir negative effect on theterms of
trade. The“termsof trade’ isameasure of standard of living that refersto the labor
and capital embodiedin U.S. exportsthat can be exchanged for the labor and capital

2 Thispoint isnot alwaysexplicitly madein thetime series anal ysesreviewed below, which
tend to end their estimates at the last time lag that yields statistically significant results or
arbitrarily cut off the estimates after afew lagsto meet astatistical criterion concerning the
limit on the number of variables allowed.
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embodied in foreign imports.*® It means that the United States has to give up more
of thegoodsit producesthan previously to obtain abarrel of oil. Permanently higher
energy prices lead to a one-time permanent decline in the terms of trade and the
standard of living of U.S. consumers, all else equal.

Policy Implications. Historically, formulating an effective policy response
to oil shocks has been difficult. Expansionary fiscal or monetary policy increases
aggregate demand and inflationary pressures. In typical downturns, monetary and
fiscal policy can safely becomeexpansionary without triggering asignificantincrease
ininflation because thefall in demand reducesinflationary pressures. In oil shocks,
policymakers must be simultaneously concerned with the fall in economic activity
and therisein prices.

By tackling one problem, they risk exacerbating the other. For example, if
policymakers use expansionary fiscal or monetary policy to offset thefall in output,
pricesmay risefurther and infl ationary expectations could becomeembedded. A key
concern for policymakers is whether the rise in prices remains isolated in energy
prices or whether they spread to other goods (often referred to as “core inflation”).
Thiswas the problem in the 1970s, when inflation, which was already rising before
the il shocks, continued to accel eratefollowing theoil shock of 1973 until it reached
double digits in 1974. Once the public came to expect higher inflation, the
subsequent expansionary policy measures had less and less of a positive effect on
aggregate demand, making any trade-off between inflation and unemployment less
and lessfavorable. Following the second oil shock of 1979, a Federal Reserve that
was determined to stamp out double-digit inflation chose instead to tackle the
inflationary pressures caused by the oil shock by raising interest rates. Thisdecision
exacerbated the effect on output, contributing to the most severe economic
contraction since the Great Depression.

Although the risein inflation in the 1970s is often attributed to the oil shocks,
some economists have disputed that assertion as well. If prices were perfectly
flexible, then arisein oil prices could not raise the overal pricelevel unlessit was
“accommodated” by expansionary monetary policy. (Otherwise, other priceswould
fall as much asoil prices had risen to keep inflation constant.) Since prices are not
perfectly flexible, it may bethat higher oil pricestemporarily cause overal inflation
toriseevenwithout monetary accommodation. But unlessail pricesarecontinuously
rising, a shock cannot cause inflation to rise on an on-going basis. For inflation to
keep rising, at some point, excessive monetary expansion is needed.

Another reason why policy responses have been unable to prevent oil shocks
from leading to recessions historically is because policy changes are hampered by
lagsin policy recognition, implementation, and effectiveness. Becauseoil shocksare
typically unpredictable events, policy cannot be modified far enough ahead of time
to prevent a downturn.

13 See CRS Report RL32591, U.S. Terms of Trade: Sgnificance, Trends, and Policy, by
Craig K. Elwell.
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Is Stagflation Caused by Oil Price Shocks or Monetary Policy?
Degspite the remarkable historical coincidence between oil shocks and recessions, a
strain of research has suggested that there might nonetheless be some third force
responsible for the recessions. In particular, the research has tried to separate the
effects of the oil shocks on the economy from the effects of simultaneous changesin
monetary policy. Asthe last section suggests, policymakers do have the option of
ignoring the inflationary effects of the shock and concentrating on its economic
effects. Inthat sense, the downturn can be seen as*“ caused” by policy, not the shock
itself. Some of the research has concluded that had it not been for the changesin
monetary policy, the oil shocks would have had little effect on economic growth.

Ben Bernanke, now Chairman of the Federal Reserve, and his co-authors were
interested in finding out what effects monetary policy changes had when they were
unanticipated.’ They chose to study oil shocks because these are one of the only
macroeconomic phenomenathat most economi stswoul d agree are both unanti ci pated
and not the result of domestic policy. First, they estimated the effect of a 10%
increaseinthepriceof oil when monetary policy respondsasit hashistorically. They
estimated that over 24 months, GDP would fall by 3.1% and prices would rise by
0.09% relativeto abaseline. To separate the effects of the oil shock from the effects
of the change in monetary policy, they then estimated a counter-factual example
where monetary policy does not respond to the oil price increase, which they
represented with a constant federal fundsrate. In this case, GDP was estimated to
rise by 1.3% and prices by 0.13%. They concluded that oil price shocks have very
little negative effect on the economy; rather it isthe monetary response to oil shocks
that leads to the historical coincidence between oil shocks and recessions.™

Thework of Bernanke, et a. rai sesan interesting conceptual question: whilethe
effects of oil shocks and monetary policy can be statistically separated, can they be
separated in reality? Bernanke, et al. attribute the tightening of monetary policy
following oil shocks as the Fed' s response to the increase in inflationary pressures
that oil shocks are commonly believed to cause. Commenting on the Bernanke
paper, Sims points out that the assumption that monetary policy could remain
unchangedinresponseto anincreaseininflationary pressuresisnot areasonableone.
It is unlikely that private individuals would have no reaction to an unsustainable
policy, making the statistical separation of oil price effects from monetary effects
problematic.'® Thiswould suggest that one can reasonably question whether there
isapractical distinction between attributing arecession to an oil shock or attributing
it to the monetary response to an oil shock.

14 Ben Bernanke, Mark Gertler, and Mark Watson, “Systematic Monetary Policy and the
Effects of Qil Price Shocks,” Brookings Papers on Economic Activity 1, 1997, p. 91. Their
regressions cover the period 1965-1995. None of their resultsis statistically significant.

> Using similar methods, Ferderer found the opposite results: the effects of oil shockswere
larger than the effects of monetary policy. See J. Peter Ferderer, “Qil Price Volatility and
the Macroeconomy,” Journal of Macroeconomics, vol. 18, no. 1, winter 1996, p. 1.

16 Christopher Sims, “Comments,” Brookings Papers on Economic Activity 1, 1997, p. 146.
Toaddressthiscriticism, Bernankeet a . also run simulationsin which thefederal fundsrate
isheld constant but expectations are assumed to adjust more quickly. Under this scenario,
output still rises and inflation rises slightly more quickly.
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Hamilton and Herrerapursuethisline of reasoningin acritique of the Bernanke
paper.t” Although Bernanke' sregressions can be mechanically interpreted toimply
that monetary policy could prevent arecession, Hamilton and Herrera point out that
these regressionswould imply that thefederal funds rate would haveto have been an
improbable 9 percentage points lower in 1973 to prevent arecession. Itisunlikely
that private individuals expectations would have remained unchanged in light of
such asignificant policy change. Hamilton and Herreraal so argue that Bernanke et
al. underestimate the effects of oil shocks because they use too short alag length.

Bernankeet al. assumethat changesinoil pricesaffect the economy for the next
seven months, whereas Hamilton and Herrera suggest a lag length of at least 12
months would be more appropriate since many works find the largest economic
effectsof il price changescome after threeand four quarters. In particular, by using
alonger lag than Bernanke, they find that countering oil shocks with expansionary
monetary policy has much larger effects on inflation since monetary policy affects
inflation with asignificant lag.

Barsky and Killian present a compelling analysis shown in Figure 3 that ail
shocks did not cause the recessions since the 1970s — the difference in timing
between the official onset of the recession preceded therisein il prices.*® The 1980
recession follows closely on the heels of the price increase, but the 1981-1982
recession was preceded by only asmall increasein oil prices.”® The 2001 recession
began after oil prices had risen and already started to fall again, although economic
research suggests the rise in prices may affect the economy with alag. But in the
1973 and 1990-1991 recessions, therecession began (asdated by theNational Bureau
of Economic Research) before the oil price increased. These two experiences are
noteworthy because both recessions are closely associated in people’ s minds with
geopolitical events linked to oil, the oil embargo and the Gulf War, respectively.
(Thisisnot to suggest that those recessions were not made worse by the oil shocks.)
Furthermore, a well-known predictor of recessions, the yield curve inversion,
preceded the oil shock in 1973, 1978, and 1989, suggesting that the seeds for the
subsequent recessions may have been sown elsewhere.

7 James Hamilton and Ana Maria Herrera, “Qil Shocks and Aggregate Macroeconomic
Behavior: The Role of Monetary Policy,” Journal of Money, Credit, and Banking, April
2004), p. 265.

18 Robert Barsky and Lutz Killian, “ Oil and the Macroeconomy Since the 1970s,” Journal
of Economic Perspectives, vol. 18, no. 4, Fall 2004, p. 115.

¥ The 1981 to 1982 recession was widely viewed as the consequence of amore restrictive
monetary policy designed to reduce inflation and inflationary expectations.

2 See CRS Report RS22371, The Pattern of Interest Ratesin 2006-2008: Does It Sgnal an
Impending Recession? by Marc Labonte and Gail Makinen.
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Figure 3. Real Price of U.S. Crude Oil Imports and Recessions,

1971-2003
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Sour ce: Robert Barsky and Lutz Killian, “Qil and the Macroeconomy Since the 1970s,” Journal of
Economic Perspectives, vol. 18, no. 4, Fall 2004.

Conclusion

Stagflationisareminder that economic analysisand economic policy haveroom
for improvement. Even without the complication of oil price shocks, it may arise
because policy is based on both imperfect information and an imperfect
understanding of the economy. (Economists note that the beginning of the upward
trend in inflation preceded the first oil shock.) The full effects of a change in
monetary or fiscal policy are felt some time after the fact, and that lag is uncertain
and may vary from one occasion to another. The effectsof oil priceincreasesor any
other external shock to the economy also take time to be fully realized.

Although policy may not be able to prevent episodes of stagflation from
occurring, there may be enough understanding of the underlying causes to avoid
making conditions substantially worse. Althoughincreasesininflation may initially
be driven by forces that are out of policymakers hands, such as oil shocks, in the
long run high inflation cannot persist without monetary accommodation by the
Federal Reserve. Most economists believe that stagflation would not have lasted as
long as it did in the 1970s if the Fed had raised rates sooner, and believe that a
fundamental shiftin Fed policymaking toward an emphasison pricestability explains
why stagflation hasnot occurred since. The 1970sexperiencewith stagflationisseen
asthe worst of both worlds — expansionary policy that delivered high inflation but
failed to deliver low unemployment — and the lesson that many economists have
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taken from that experience is a skepticism that “activist” or “fine-tuning’
policymaking can deliver economic stability.

While stagflation is understood to be high rates of both inflation and
unemployment it isnot clear how high those rates haveto beto merit the designation.
The 1970s and early 1980s are the prime historical example of stagflation. The
unemployment rate reached 9.0% in May 1975 and a high of 10.8% in November
1982. The rate of consumer price inflation reached 12.2% for the twelve month
period ending in November 1974, and 14.6% for the twelve month period ending in
May 1980.# Whether or not rates less than those constitute stagflation remains a
subjective matter. At the moment, both inflation and unemployment rates are well
below what they were in the 1970s episode.

Recent unemployment and inflation rates are not nearly as high asthey werein
the 1970s. Some economists, however, fear that the recent expansion in monetary
and fiscal policy, at atime when unemployment islow but rising and energy prices
arerising, could lead to anew bout of stagflation in the near future. 1t remainsto be
seen whether the recent loosening of policy marks a shift away from an emphasison
price stability.

2L At the time, the term “misery index” was used in the popular press to describe to sum of
the two measures. That measure is not addressed here because it has no analytical value.



