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50 South LaSalle
ﬁ::&i%ﬁ'tr'l:'s'{fé’éﬁn6°6°3 On Thursday, February 21, articles about the possibility of stagflation occurred in both The New
York Times (That ’70s Look: Stagflation) and The Wall Street Journal (Fears of Stagflation

Return As Price Increases Gain Pace). Are we about to be subjected to a rerun of “That “70s
Paul L. Kasriel Show”?
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My bet is that if you rummaged through the archives of the financial media, you would almost
always find articles warning about the prospects for stagflation, or whatever it was called prior to
the 1970s, at this stage of the business cycle — the early months of a recession. Chart 1 shows that
inflation is a lagging economic variable. That is, first, real GDP growth slows and later, inflation
peaks. Perhaps this is why the Conference Board has chosen to put inflation-related variables —
the CPI for services and unit labor costs for manufacturing — in its index of Lagging Economic
Indicators rather than its Leading or Coincident Indicators.
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But is the current stagflation of the same type as that of the 1970s? | think not. As Chart 2 shows,
in the mid and late 1970s and early 1980s, there were sharp contractions in the global production
of crude oil. Although there was a small contraction in crude oil production in 2006 (the latest
complete annual data available), this contraction paled in comparison to that of earlier periods.
Crude oil, just like labor, is necessary for the production of goods and services. When there is an
abrupt and severe contraction in the production of crude oil, there also is likely to be a contraction
in real GDP. The price of oil will rise sharply and, in the short run, this will cause the rate of
increase in general price indices, such as the CPI, to accelerate. Hence, stagflation. To reiterate,
currently, oil producers are not radically contracting output, if at all, as they did in the mid 1970s,
late 1970s and early 1980s.
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Back in the 1970s and early 1980s, labor unions were much more powerful than they are today.
Cost-of-living wage increases were the rule. Now, they are the exception. So, one might
hypothesize that labor cost-push inflation was more likely in the 1970s and early 1980s than is
today. If so, unit labor cost growth would have been much faster in the 1970s and early 1980s
than today. Chart 3 bears this out.
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Chart 3
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In sum, I believe that talk of the U.S. economy entering a 1970s-type stagflation now is
premature. Rather, this looks like a regular run-of-the-mill end-of-cycle type of stagflation. Now,
if the dollar were to go into a steep descent, it is possible that oil producers would sharply cut
back their output in order to raise the dollar price of oil in order to compensate for the declining
purchasing power of a barrel of oil due to dollar depreciation. But we are not there yet.
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