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Last Falls Policy Changes:
A Sound Program for Reducing Inflation
Thomas M. Supel
Senior Economist
Research Department
Federal Reserve Bank of Minneapolis

For much of 1978, Congress and the Administration
were caught in a dilemma. They wanted to reduce
inflation but feared that any anti-inflation move
could easily cause a recession and thereby push unemployment to high levels. President Carter's decision in the fall of 1978 to inaugurate a new program
to fight inflation and stop the decline of the dollar was
therefore extremely difficult. The first part of the
program, consisting mainly of guidelines for wages
and prices, has done little to change the outlook for
inflation. However, the second part of the program —
with its efforts to slow the growth of money, cut the
costs of government regulation, and support the dollar in foreign exchange—is a necessary step toward a
stronger dollar and more moderate inflation, and it
has not seriously increased the chances of a recession.
This is not to say there is no chance of a recession. For example, if the political turmoil in Iran were
to cause a major disruption in oil supplies, it could
precipitate a more serious slowdown than we are
projecting. And similar kinds of economic shocks
could do the same. The program itself, however, is a
sound way to fight inflation and promote economic
stability in the long run, and it is not likely to cause
the recession so many predict.

Before the Fall
Inflation became the nation s
most serious economic problem
Before the fall policy changes, most of the people in a
position to make decisions for the government were
concerned primarily with output, not inflation. Perhaps they were particularly sensitive about output

because the gross national product (GNP), adjusted
for inflation, actually declined in the first quarter of
1978, raising fears of a recession.
The growth in real output, though, was not a
serious problem. It recovered in the second quarter
and continued at near its trend rate during the third
quarter, according to the data available in October.
Based on what was known then, it was more reasonable to predict that real output would continue to
grow steadily than that it would decline. In the third
quarter, real final sales rose at a 4 percent rate, only
slightly below the rate experienced during recent
strong growth years. New orders for equipment and
new contracts for business structures advanced strongly, suggesting that business investment would continue
to grow. Construction of new homes continued at an
unexpectedly strong pace, despite high mortgage
rates. The composite index of leading indicators continued to advance. Finally, there were no serious
overall weaknesses or sectoral imbalances in the
economy which could have prevented continued expansion. The main cause for concern was the falling
exchange rate of the dollar. If the dollar's problems
got no worse, however, the real economy looked like
it would grow 3.5 to 4 percent in 1979, and there
seemed to be little danger of a recession.
Some effort to control inflation, though, was becoming increasingly necessary. The rate of inflation,
which averaged less than 7 percent during 1977,
jumped to nearly 10 percent during the first half of
1978. Meanwhile, public opinion polls began to show
that inflation was bothering people more than any
other economic problem in the country. In October,
before the President's policy announcements, inflation looked like it was going to be worse in 1979 than
in 1978.
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It looked like it would be getting worse principally because of accommodating economic policies.
The projected budget deficit for the 1978 fiscal year,
for instance, was going to be extremely large—$50
billion. The growth in the money supply, which had
been quite rapid, showed no signs of slowing. And the
new social security and minimum wage laws were
certain to push up the cost of labor.
Such policies produced continued deterioration
of the value of the dollar in foreign exchange, a deterioration that sometimes made the dollar's loss of
purchasing power at home look mild in comparison.
Against the Japanese yen, the dollar dived 27 percent
during the first ten months of 1978. Relative to a
basket of foreign currencies, it declined 8.6 percent.
This drop in the dollar might appear to matter
only to tourists and multinational corporations, but it
comes back to haunt the domestic economy. It makes
domestic goods cheaper abroad, thus increasing the
demand for them and raising their prices. In addition,
it makes imported goods like cars and televisions
more expensive and tempts domestic manufacturers
to raise the prices of goods that compete with imports. By these means, the drop in the dollar gets
translated into greater domestic inflation. And that's
not the end of the trouble. As the dollar's international losses add to domestic inflation, people see
that the dollar is not holding its purchasing power.
They try to sell their dollars, and once again the
exchange value of the dollar drops, starting the cycle
all over again.
But even if the international pressures on inflation had disappeared, the domestic pressures from
monetary and fiscal policy and new wage-related legislation would have been enough to keep inflation
accelerating. In October 1978, because of these domestic pressures, inflation seemed destined to rise to
8 or 9 percent in 1979, even if the international problems were solved.
The government acted cautiously
For much of 1978, although output was normal and
inflation was rising, the government moved cautiously
on inflation. In the spring, the Administration tried to
postpone and reduce the tax cut it had proposed
earlier. It also revised the projected federal deficit in
late summer. It cut the January projections for the
deficits for each of the next two fiscal years by $10
billion to $20 billion. These reductions came about
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largely because federal outlays were less and tax
revenues greater than originally foreseen, not because
the Administration had planned a major change of
policy. But fiscal policy was beginning to acknowledge
the inflation problem.
Monetary policy, however, was not. Back in 1977,
Ml, the sum of currency and private checking accounts, had grown at about an 8 percent rate. In 1978,
when the rate of inflation was accelerating, the
growth of the money supply continued at about an 8
percent annual rate, much faster than the target announced by the Federal Reserve.
Some forecasters expected a recession
The government's initial caution on inflation received
the support of the many forecasters who expected a
recession. One of their reasons for expecting a recession was that the current recovery was older than
average and thus had a good chance of dying. This
was not a convincing argument, however. The recovery was indeed older than the average, but there
are no natural laws that prevent a recovery from
continuing long past the average.
Another of their reasons for expecting a recession was that businesses would unintentionally cause
one. Businesses, these forecasters predicted, would
accumulate excessive inventories by the end of 1978
and would consequently have to reduce production
during 1979. This argument was not convincing
either. Although inventories vary over the course of
the business cycle, businesses have not regularly
accumulated large inventories before a recession. To
do this in such a predictable way would be to make
costly and avoidable mistakes. Companies that do
this would lose profits and risk being driven out of
business by shrewder competitors. Businesses have
doubtlessly made errors, some of which may have led
to a recession. But they have not made systematic or
predictable ones—the kind that foreshadow recessions or other economic events. And the data show
this. In recent history, businesses have tended to
reduce their inventories after a recession was in progress, not before it began. Clearly, these inventory
reductions were a reaction to the recession, not a
cause of it.
Some of the forecasters who predicted a recession also thought that consumers would unintentionally cause one. They believed that consumers, who
had been buying goods in anticipation of further
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