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[s There an
Output—Inflation
Trade-Oft?

“During the 1960s,

maiy econonists

believed that policymakers
could choose any point
along the Phillips curve
and hold the economy

there indefinitely.”

ritics of recent monetary policy

have suggested that the Federal
Reserve ought to run the economy
a little hotter, meaning that the Fed
should risk higher inflation down
the road in exchange for greater
output and lower unemployment
today. Is there a connection between
inflation and the level of output? Is
an attempt to buy the economy
more output by risking inflation a
good bet? Not according to our
analysis of the historical relation-
ship between output and inflation.
We compare the output gains from
a more stimulatory monetary policy
with its inflationary costs and show
that the costs of permanently higher
inflation substantially outweigh any
potential short-term benefits.

The Output—Inflation
Relationship: 1961-70

The negative relationship between
unemployment and inflation shown
in Chart 1 is called the Phillips
curve, after New Zealand economist
Alban W. Phillips, who showed that
a similar curve could be fit to almost
100 years of British data. During the
1960s, many economists believed
that policymakers could choose any
point along the Phillips curve and
hold the economy there indefinitely.
In the opinion of two of the more
illustrious advocates of this view,
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Chart 1
The Unemployment—Inflation
Relationship, 1961-70
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the Phillips curve presented policy-
makers with a menu of policy
choices.! By accepting higher infla-
tion, according to this view, it was
possible to obtain a permanently
lower rate of unemployment. Con-
versely, lower inflation could only
be attained at the cost of higher
unemployment.

Because of shifts in the composi-
tion of the labor force and changes
in minimum-wage legislation and
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“If the Fed unexpectedly
increases the rate of growth
of the money stock, the
economy will initially
experience an incredse
in the level of output,
accompanied by a
relatively small rise in
inflation....As wages
and prices catch up to
the money supply,

the stimulus to output
Jades away. The bigher

inflation continues.”

Chart 2
The Output—Inflation Relationship, 1961-70
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economic implications today than it
did during the 1960s. To facilitate
comparisons across time periods,
we focus on a slightly different
version of the Phillips curve. Each
point in Chart 2 represents a com-
bination of output and inflation
rather than unemployment and
inflation. Output is measured relative
to a long-term growth trend that
takes into account the demographic
and other changes that complicate
interpretation of the traditional
Phillips curve. Note that the negative
unemployment—inflation relation-
ship of the traditional Phillips curve
translates into a positive output—
inflation relationship in Chart 2.
This difference simply reflects the
fact that when output is high, un-
employment tends to be low, and
vice versa. Chart 2 shows that in
1961, for example, the level of out-
put was about 5.5 percent below
trend, and prices rose just under 2
percent. By 1970, output was 2.5
percent above trend, and inflation
was running at just under a S-percent
annual rate.

Looking at this chart, it's easy to
understand why many people
thought that an increase in the
inflation rate would permanently
increase the level of output,

The Phillips Curve Breaks Down

During the 1970s, however, infla-
tion rose past 5 percent to rates

above 9 percent, yet output did not
expand by nearly the expected
amount. The output—inflation experi-
ence of the late 1970s and early
1980s effectively destroyed econo-
mists’ belief in a stable Phillips curve.

If we fit a line through the output—
inflation combinations observed
during the late 1970s and early
1980s, as in Chart 3, we can see
that the Phillips curve of this period
was about 4 percentage points
higher than the Phillips curve of the
1960s. Thus, a level of output equal
to trend, which had been associated
with 3-percent inflation, was now
associated with 7-percent inflation.

What explains the shift in the
Phillips curve? It's useful to think of
stimulatory monetary policy as a
drug for which the economy can
build up a tolerance, so that larger
and larger doses are required to
achieve a given effect. If the Fed
unexpectedly increases the rate of
growth of the money stock, the
economy will initially experience
an increase in the level of output,
accompanied by a relatively small
rise in inflation.

Such was the U.S. experience
during the 1960s. If rapid money
growth continues, however, the
economy begins to adapt to it. The
inflation rate catches up with the
faster rate of growth of the money
stock. Workers find that they have
increased bargaining leverage and

Chart 3
The Effect of Inflation Expectations
on the Phillips Curve
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Chart 4
The Long-Run Phillips Curve
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are successful in raising wages. They
come to expect that rapid wage
increases will continue. Similarly,
firms find that they can pass on
higher costs to their customers and
expect continued rapid price in-
creases. As wages and prices catch
up to the money supply, the stimulus
to output fades away. The higher
inflation continues.

Milton Friedman emphasized
this point in a 1967 address to the
American Economic Association, in
which he correctly predicted—many
years before the event—the break-
down of the Phillips curve:

[Tlhe monetary authority
controls nominal quantities—
directly lonly] the quantity of
its own liabilities. In principle,
it can use this control to peg
a nominal quantity—an ex-
change rate, the price level,
the nominal level of national
income, the quantity of money
by one or another definition.
...It cannot use its control
over nominal quantities to
peg a real quantity....”

In other words, the Fed’s control of
the money stock gives it no more
than an ephemeral influence on
real variables such as the level of
output or unemployment.

The hard truth is that there is no
lasting output—inflation trade-off in
the U.S. economy. Chart 4 shows

that, despite an average annual
inflation rate of 7 percent, output in
the late 1970s and early 1980s was
on average no higher relative to
trend than it was during the 1960s,
when inflation averaged 3 percent a
year. Graphically, the Phillips curve
is vertical in the long run: over any
extended period of time, output is
no greater with a high inflation rate
than with a low inflation rate. In
fact, a case can be made that when
properly measured, output may in
fact be lower when inflation is high.

Recent Output-Inflation Experience

The problem with easy money is
that the economy will not just adapt
to rapid money growth and infla-
tion but actually come to depend
on it—ijust as the human body can
become dependent on a narcotic.
To reduce inflation may then require
a painful process of withdrawal,
during which output is temporarily
depressed. In the early 1980s, the
L.S. economy went through just
such a withdrawal process. Judging
by the output—inflation realizations
displayed in Chart 5, that process
succeeded in lowering inflation ex-
pectations back to 1960s levels. Still,
expectations remain at levels nearly
twice those consistent with price
stability. That is, if we define price
stability as inflation in the zero- to
2-percent range, recent output—

Chart 5
Recent Output—Inflation:
A Return to the Pattern of the 1960s
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“To reduce inflation may
then require a painful
process of withdrawal,
during which output is

temporarily depressed.”
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inflation performance lies on a Phillips
curve consistent with Cxptclt‘d
inflation nearly twice this rate.

If the Fed followed its critics’
advice, it would now abandon the
pursuit of price stability. Far from
trying to overcome the addiction to
easy money, the Fed would seek
yet another easy-money high. Would
a little more inflation really be so
bad? Inflation distorts the economy
in many ways; here we consider
only the most fundamental of these
distortions.”

At the most basic level, inflation
is a tax on the use of money. If
inflation is running at, say, 5 percent
a year, $100 today will be worth
only $95 in a year’s time. Inflation
erodes the purchasing power of
money in much the same way as
the purchasing power of an indi-
vidual's income is eroded by having
to pay income taxes or sales taxes.

Just as individuals try to come
up with ways to avoid paying, or at
least minimizing their liability for,
regular taxes, so, oo, will they try
to find ways of minimizing the infla-
tion tax they pay. The more rapidly
prices increase, the less people hold
money. Each dollar changes hands
more frequently. In economists’
jargon, the velocity of money rises.

This increased attention to finan-
cial management consumes real
resources. In any one year, the cost
is small—on the order of 0.1 percent
of gross domestic product (GDP)
for each percentage point of infla-
tion. But the cost is incurred year
after year after year and grows over
time in proportion to the volume of
transactions.

Unfortunately, the costs of infla-
tion are not captured fully in the
national income accounts, which
are the data statisticians compile
each year and use to calculate GDP.
To the contrary, some of the spend-
ing on financial services that is
caused by inflation but contributes
nothing to people’s well-being is
counted as real output in the GDP
statistics. In much the same way,
the additional military spending
that accompanied the cold war

boosted real GDP, although the
threat of nuclear annihilation was
hardly welfare-enhancing.

If the benetfits of inflation exceeded
the costs, Argentina would be an
economic powerhouse. Formal
analysis confirms the verdict of
common sense. Estimates of the
total amount of output to be gained
from a permanent 1-percentage-
point increase in U.S. inflation range
from 2.5 percent to 5 percent of
GDP." The gains are short-lived, dis-
sipating entirely within a few years.

In contrast, the cash-management
costs that accompany higher infla-
tion are small in any single yvear but
grow along with the economy and
continue indefinitely. Estimates that
take the recurrent nature of these
costs into account place their size
between 6.5 percent and 10 per-
cent of GDP.? Thus, the costs of
higher inflation are roughly twice
the benefits. The governors of the
Federal Reserve System were given
14-year terms precisely so that they
would be farsighted in their policy
deliberations and not ignore the
costs that inflation imposes on
society in future years.

Conclusion

[n short, although higher inflation
may be associated with increased
output in the short run, there is no
lasting output—inflation trade-off.
Furthermore, inflation distorts the
composition of output, encouraging
excessive spending on cash man-
agement, The welfare cost of this
distortion is small in any single vear,
Over time, however, the cumulative
costs of inflation far outweigh its
short-term benefits. If inflation also
lowers the economy’s growth rate,
as some suspect, this would tilt the
results of the cost—benefit calculus
even more against inflation.”

The lesson to be learned from
the breakdown of the Phillips curve
is that monetary policy cannot have
more than a fleeting effect on real
variables, such as output and em-
ployment. Therefore, the proper
focus of the Federal Reserve is not

on these variables but, rather, on the
variables over which it does exert

lasting influence
such as prices and spending.

nominal variables

— Evan F. Koenig
Mark A. Wynne
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