Bard

Bard Digital Commons

Hyman P. Minsky Archive Levy Economics Institute of Bard College

1976

The Current Inflation as an Anomaly

Hyman P. Minsky Ph.D.

Follow this and additional works at: https://digitalcommons.bard.edu/hm_archive

b Part of the Macroeconomics Commons

Recommended Citation
Minsky, Hyman P. Ph.D., "The Current Inflation as an Anomaly" (1976). Hyman P. Minsky Archive. 33.
https://digitalcommons.bard.edu/hm_archive/33

This Open Access is brought to you for free and open
access by the Levy Economics Institute of Bard
College at Bard Digital Commons. It has been
accepted for inclusion in Hyman P. Minsky Archive by
an authorized administrator of Bard Digital Commons.

For more information, please contact B
digitalcommons@bard.edu. ar


http://www.bard.edu/
http://www.bard.edu/
https://digitalcommons.bard.edu/
https://digitalcommons.bard.edu/hm_archive
https://digitalcommons.bard.edu/levy
https://digitalcommons.bard.edu/hm_archive?utm_source=digitalcommons.bard.edu%2Fhm_archive%2F33&utm_medium=PDF&utm_campaign=PDFCoverPages
https://network.bepress.com/hgg/discipline/350?utm_source=digitalcommons.bard.edu%2Fhm_archive%2F33&utm_medium=PDF&utm_campaign=PDFCoverPages
https://digitalcommons.bard.edu/hm_archive/33?utm_source=digitalcommons.bard.edu%2Fhm_archive%2F33&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:digitalcommons@bard.edu
http://www.bard.edu/
http://www.bard.edu/

The Current Inflation as an Ancmaly \Srwﬂ =T
,ﬁ

by kﬂ’

1. P, Minsky A e oV
Departuent of Ecconomics \ 5//1;
Vashington University

152 ;)’y:"q

In sclence, anomalies are observations which do not fit inte the accepicl ’v,
\H

theory. If the anomalies are deemed significant, then the validity or relevswca /‘1

M
of the accepted theory is brought into question and an effort to develop sumf‘ﬂvp>
M“‘/fl
1V

sclentific knowledge can be written as a process in which the development of dkd(“”L'

alternative or modified theory is indicated. The history of the progress of

new theory is the response to anomalies,

The current inflation is an economic anomaly -- i.e., it cammot be readily
explained without modifying the current accepted theories. It suggests that
we should take a fresh loock at how we interpret and try to forecast ecomomic
events,

In particular the behavior of the economy over the past two years suggecis
that greater attention must be paid to the particular impacts of oversll
changes and of policles. It is the particular impacts of the devaluations thut
have been so disruptive to the American economy ~~ and 3 devaluation in and of
itself 1s a particular impact.

THE INADEQUACY OF THE STANDARD THECRIES.

Two theories -- usually labeled the Monetarist and the Standard Keynesisa
doctrines ~ have been slugging it cut for acceptance as the "best" explanation
of how the American ecomouy works and as the “correct” gulde to ecomomic
policy. Neither theory adequately explains the current inflation. The monetar-~
ists look to the money supply as the prime determinant of what happens. Lven
though the money supply hae been growing at a fair clip, the growth has not
been great enough to explain what has happened. The standard Keynesians or the
fiscalists look to the fiscal posture (surpluses or deficits in the Federal
Budget) as the prime determimant. The budget deficits have been decreasing
rapidly, and the fiscal posture has quickly moved toward comstraint even as

inflation has accelerated.



Furthermore, neither‘theory can adequately explain the special character-—
istiec of the current inflation, which is the runaway prices of basic commodicies.
Both the scope and the character of the current inflatiomn call for explanation.
Both theories tend to slight the importance of the details as to what is
happening ~—- how the monmey supply changes, or the details of the fiscal poszture
are regarded of secondary importance. In taking a fresh look at the inflation,
we will note how the particular impacts are important and how effective poliicy
must be designed to take special characteristics of the golng processes into
aceount
MASSIVE DEVALUATION AND FINANCTAL TFRAGILITY

A starting point in our search for an alternative or modified theory is to
inqulre whether anything of sufficient magnitude and with the correct sectoral
thrust occurred recently which was either absent or of minor proportions earlier
in the post World War 1I epoch.

There are two sets of developuents of the recent past which are not given
much welght im either the monetarist or the fiscalist wodels and which may
accoent for the size and special dimensions of the current inflation, ard which
10y explain why the policles adopted to date to constrain infiation have not
baen suceessful. One development is the huge devaluation of the dollar as
azainst the currencles of most of the other rich countries that has cccurred
since August 1971, The second is the evidence of fipancial fragility, as
ouenplified by the credit crunch of 1966 and the liquidity squeeze (Penn~Central
exrisis) of 1969-70,

in this paper the major emphasis will be upon exploring the effects of
rhe develuations that have taken place over the past two years. The major
siznificance of the now evident fragiidity of the firpancial structure is that

it has transformed the Federal Reserve System ipto a reacting (or defensive}



o
tather than an initiating (or dynamic) policy agency when economic developments
indicate that policy should try to comstraiu the economy. Whereas the Federal
Reserve can act boldly and independently when the economic policy problem is
to induce an expansion, the Federal Reserve once it recognizes that the finan-
clal system is fraglle can only act with caution and constraint when the policy
probiem is to bring about a slowdown of the economy. In the now ruling
financial situation the Federal Reserve on the whole behaves to accoumodate
the financing needs that arise from expansionary or inflationary pressures. ,
Thus the major and initiating factor which has to be integrated into our

explanation of the present inflaticn is the huge change in the exchange rate

of the dollar that has occurred since August 1971.

THE SCOPE OF THE DEVALUATIONS,

The devaluation of the dollar with respect to the German Mark, the
Japanese Yen and other major currencles since August of 1971 has been huge.
This devaluation has taken place in three stages: the first stage led to an
establishment of new paritiee in Januvary 1972, the second stage was the formal
devaluation of February 1973, and the third stage encompasses the floating of
the dollar since February 1973. As the attached table shows, stromg currencles
of Western Furope and Japan have appreciated by some 357 to well migh 50%
against the dollar over this two year period.

fxchange Rates: Cents per uvnit of Foreign Currency

Country July 1971 Mar 72 Feb 73 July 73 Sept 17 13
fermany 28,728 31,545 33,273 42,821 41.53
Japan .27980 .33054 .16041 .37801 .3770
Netherlands 28,097 31,384 33,118 38.790 39,32
Bwitzerland 24.423 25,974 25,326 35,428 32,30

% Appreciation with respect to the dollar sinmce July 1971

(armany 1.098 1.158 1.491 1.446
Japan 1,181 1.288 1.351 1.347
Netherlands 1.117 1,179 1.377 1.347
Switzerland 1.064 1,201 1,451 1.363

Source: Federal Reserve Bulletins for all except the quotation for September 17,
1973. That quotation 18 from the Wall Stcreet Journai.
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Of the currencies listed in the table, the German Mark has appreciated the
most, The 457 appreciation of the Germen Mark is broken down as follows: some
0% in the initial revaluvation of 1972, a further 6% appr;ciatien in Febroary
1973 and a2 further 30% (against the original base) appreciation during the
float until the end of July 1973. Since July 1973 there has been a slightd(SZ}
improvement in the value of the dollar., As this is being written, the dollar
is once again under pressure,

These appreciztions of the strong currencies have not been small, The
cumulative changes in the exchange rates are laxger than those that have taken
vlace over aquivalent time spans 1a the post war perilod when, for example, the
par value ef the Pourd and the Franc were changed,

Also mote that the largest part of the.devaluations with respect to the
furopean currencles have taken place since the floating of currencies; for the
Japanese Yen the official devaluations comstitute the major part of the total

change im exchange rates.

THE SIGNIFICANCE OF THE DEVALUATION

The dollar devaluations have had two effects. The effect that has been
emphagized in the discussion is that the relative prices of goods produced in
the United States has fallen whereac the relative prices of the goods produced
ic the appreclating countries has risen: i.e., the price of & Volkswagen has
rigen relative to that of a Pinto in the United States, in Germany, and in
third countries, This change in relative prices means that a substitution of
United States goods for German and, say, Japanese goods will take place,

Another effect that has not been emphasized, and which 1is of perhaps
greater importamce, is that the large scale devaluations of the dollar
translates into & large increase in the dollar value of both the mational income

and perscnal incomes for the appreclating countries. The 45% appreciation of
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the German Mark over a two year pericd means that the dollar value of the Hatlonal
Income of Germany lacreased by 437 above and beyond the imcrease in the Germaon
Maticnal Income that has taken place hecause of intermal ecoanomic growih,

Simiiar increases have taken place in the dollar value of the National Ipcome

of Japan and the other appreciating countries. A sharp imcrease in money incoms,
oo matter how it is brought about, leads to a sharp increase in money demand

for a broad spectrum of goods and services. A lowering of the prices of
parvticular comeoditles leads to a substitution of the lower priced commoditles
for the higher priced ccmmodities.

Te put 1t quite generally, the dollavr devaluatious of the past (wo yeaxrs,
wien Cranslated iato ilucome increases In the appreciating countries, iocressed
the demand for many products. For many items the devaluﬁtion meant thet the
quantity demanded at the zuling prices exceeded the quantity awvailabie., This
was particularly true for those items wheose world prices were deancminated ia
dollareg, and whose world demand was dominated by Amerlcan demand., Givern the
predevaluation luccuesg of the appreciating countries, the huge increase in the
dollar equivelent of their incomes hae led to disproportionate increases in
the demand for an improvad diet (protein foods) and fuels. Thus, with a shozt
lag, large prilece pressures due to the devaluation affected the markets for
meat, feed grains, and oil, Furthermore, as most basic commodity prices were
deneminated in dollare, they suddenly became relatively cheap ¢o the apprecizting
countriens. This led to excess demand and rising prices in these commodity
market,

Thug, the devaluations of 1971-73 in and of themselves triggered risimg

pricez in mauny commodity markets.

THE TMPOVERIZATION OF THE UNITED STATES
The huge increase in the dollar value of the national and personal incomes

of the appreclating affluent countries means that the United States has become
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relatively lupoverished: the Unlted States is nuw not as rich as compared ¢o
these other onuntries as 1¢ was dm 1971, This change in the velative doller
incomes has taken place in a worid in which mest of the rich countries wera
at or close to full employment. Thue thexe was pot much uvnused capacity
avallable to evpand production «- thig'iélespecially true for the basic

commodities, The relative impoverization of the United States, in the context

of the ruling full ewmploymeni world, means that some absolune declines have 1o

take place in some compopents of the United States Gross National Product, i.e.,

in absolute terwms the United States is now poorer.

The devaluations only tell us that the United States is now poorer, they
do nct pinpoiant which dimensioms of £inal output the decline im the vesl
Natiocnal Income of the United States will take place, nor do they select whose
real income will fall. Impoverization means that some.cambinatinn of United
States consumpiion, investment, and govermment taiiﬁgléeeﬁs to fall,

Inicially, the devaluvations meaun that excess deﬁa;d develops cover 2
wide range of marketsy that 13, the quantity demaﬁde&“;t the ruling dollar
prices became greater tham the guantity suppliedn. Tﬁetﬁarket reaction to
excess demand in a world where suppiies cannot adjust because of full euploy~
ment end capacity 1imitations takes the form of rising prices, The curreat
inflation iz the vesult of the way in which the market mechanism is tzrylang to
affect the regquived impoverization. The inflation is the process by which the
market tries £o select where the reductioms in real standards will take place

aai who will euffer a declinve 1o real income,

THE INGFFICIERCY OF THE MARKET AND POLITICAL RESPONSE
A broad generalized ionfiation 18 an inefficient way to affect and distribute
a decline in United States real income, This is so both because of the way in

which the market mechanism operates and becauvse of the political response to the
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vigdiag prices., Tt would be wmove efficient to use policy measures to help ;ﬁﬁz

1

markel pracesses select the sectore and the iuncomes that will be cut hack, But
befove that can happen, fhe political leadership needs to recognlre that the
course of wvenis over the past several years has in fact lupoverished the

United States, As yet there is vo recognition of this phenomenor, The polltical
leadership still emphasizes howv vich and powerful the country is. It is
diffiecnlt to believe that apt policies can follow from false pewcepiious.
Pollyannas never solve haxd pfobiens.

One reason the'market's inflationary reaction iz ipnefficient is that many
of the demand and price increases that take place are immediately transformed
into increases iwm dollar incomes, Thus the higher dollar prices of agricalturai
producis inplies higher farm incomes, the higher farm income increases the
demand for agricultural machinery, and this in turn leads to increased wages
and profits imcomes for the affascted workers and firme. Thus the ezcess
demands which ave duwe to the devalvation lesads to income inecreases which dm
turn lead to further increases in demand: inflation generates further infiation-
ary pressuras,

Furthezmore, where higher prices do temd to squeeze cut demand, the
government and private organizations temd to Intervene to protect the affectad,
Thus, social security payments, governnent employment pay scales, and milicaxry
pav {(ged retirement) all respond to rising prices by incréasiug wmoney payouts,
Trade unions not ouly have inflation clauses in their contracts, but alsgo base
wage dewands on prices., Government comtractors, who can pass wage increases
on to the govermnment, do not resist wage increases,

The interest rate mechanism I8 one way in which the market moechanism
tries to squeeze demand out of the economy during en inflatiomary period.

An inflation, which weans that financing needs are increased will temd to

raise interest rakes. High and rising interest rates im the context of
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Stares institutions tend o have 2 disproportionate effect upon housing
rodvetion. Howewer houaing, because of political pressures, iz a bit of &
2o I

zacyedl cow. Thus, the adwinistration and the Cengress intervene and ¢ry to

emnnd from cthe effecis of rising interest rates,

that we therefore have is an inflationary process that ig presumably &
mechanlsm to decrease real demand, aud 2 combination of market and political
proczages thay tend to offget the effects of the inflation Ly feeding additional
aoney demand into the svstem, All in 2ll, this pileture indicates that infia-
tionary presoure will continue, aithough they may be somewbat abated, and that
amali aedjusiovents in wonetary and fiscal policy will be ipefficient in halting

thia process.

NEAX TERM MPLITCATIONS

Tt is likely that the full impact upon demand of the rise im the incomes
of the appreciativg counrries has not as yet been felt in product markets., In
particular, as the food and energy consumption standards of these countries
complete thelr adjustment to thelr newiound affluence, further price increases
will take place,

L2 a result of the changes induced by devaluations, we can expect
United States households to spend a significantly higher proportion of their
fauily budget on food and energy than hitherto. As households are locked into
housing and snergy cousuvmption patterns, and as the habits of discretionary
speading will ervde slowly, we can expect the household savings ratic to be
iow, Thus, in the pear future we ezpect households to act as overall stimulus
Lo the economy,

Tie strong foreign dewand for agricultural output, together with the
coetinuing demand from Americanm households, implies that there will be a
strong prosperity im agriculrure, This will spill over to the industries that

provide agricvitural iwmplements and sexvices. The spiliover will be so stronmg
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that demand will vress apon the productive capacity of these agriculture
relatad indusiries and irduce capseity increasing lvvestments,
Gecause of the above it is difficul: to envisage a marked slowdow: in
the econowy during 1974, Consumer durable and nondurable expenditures, plus
experditures on new housing, might well go down. However, inflationary
) boleef
expectations should mske congumers willing to go iato debt, wigh the expectation
that they will pay off thelr debt in depreclated dollars. Much depends upon
whether the lenders’ terms will be allowed to fully reflect the anticipated
infiztion and whether lenders veact to the lncreased drain of food, e&éa upos:
the budget by decreasing the amount of debt that any take home income ran
suppert.
Thug, it seems ag if the economy might be on an inflationary treadmill
in which ever~riging prices are necessary to enforce the declinme in resl
standards that the devaleations have imposed. With the processes now operating,
the partiecuwlar real standazd that le reduced at any moment of time is in part
the resnlt of a lottary: it depends upon where in the cycle of increases in
money income and prices the ecosomy happens to be. Such an inflatiopary tread~
2ill, with dts rotating declines in real ipcome, will tend to erode the
improvement inm velative prices that the devaluationa have brought about and
therefore decvrease the favorable effect that the devaluations have had upon
our balance of paymenis, Inasmuch as an undervalued currency is inflaticnary
and an overvalued currency is deflationary, if the float has resulted in a
relatively undervalued dollar, the ensuing icvflationary process may vezry well

jiead te further devaluations —~—- mavket processes can worsen rather than

improve the situation. We can call this prospect an open ended inflatiom.

LONGER TERMS IMPLICATICNS: THE NATURE OF APT POLICY

411 in all, the prospect of open ended inflation accompanied by further

devaluations is not appetizing. The open inflation will lead to domestic disarray.
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Our euperiepce since August of 1971 with the reactiouns (o ecomomic difficalties
of the current crop of political leaders does not indicate that a wise course
will be chosen and suvgtained.

¥o apt policy intervention will be forthcoming before the political leader-
ehip faces the fact of osur jwpoverization and is willing to make the haxd
dacieions with respect to tex, spending, and income maintenance progrems that
could get the country cff of the open~inflation treadmill. The float sincce cerly
in 3973 can be interpreted 28 a glgantic evaslon of such political responsibil-
ity, If, after the sgcond devaluation, the administration had embarked upon a
program designed to proteet the pewly-establizhed value of the dollar, it would
have had to revisge jts policles to cut expenditures on military bases abroad,
it would have veduced defense, spending, it would have propeosed tax increases,
and it might very well have undertakea measures to cut ouy use of fuel and
energy., However, the float ensbied this covardly administration to evade its
regpousibilicy ~- but the result of this evasion is the prospect of open
inflation., The measures that need to be taken to halt the inflatien and to
prevent further devaiuations are very much the measures that would have beeuw
taken if the Admimistration had undertaken to defend the dollar im February
1973,

It is clear from our experience sgimce 1971 that whereas in a world with
general widespread uvnemplioyment a lower rather thanm a higher exchange rate may
be favorable for a eountry, in a world where each trading partmer achieves
a close approximation to full employment a higher rather tham a lower exchange
rate is favorable. Thus the thrust of longer run economic policies might well
be designed to filrst undo the devaluation due to the float and them perhaps to
achieve subsequent appreciations of the dollar. But iv order to achieve this,
our domestic policies will need to change.

One issue that needs to be faced is the prospective impact upon our

balance of paymwents of the huge forecast dependemce upon foreign oil. The
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forecast oll requirements genexate a huge "nut” that our exports will have to
finanee. The prospect is not good that our exports will make this “nut" even
at the present exchange rates, particularly givem the way im which the iowering
of our exchange rate inducas domestic inflation. The price of doiang nothing
aboul our oil and energy consumption isjzontinuing worsening in cur terms of
trade apd further impoverizatlon. Inasmuch as the coal resocurces of the
United States provide ample sources of substitute for all except gasoline, the
major nzed ls to constrain the growth of gasoline peede ~-which in turn impiies
positive policles to change the nature of the American automobile and to undo
some of ocur dependence vpon the automobile,

Policy measures that would substitute for inflation and would perhaps be
effective in offsetting the impoverization due to the devaluation might well
inciuvde:

a) reduetiocas in military spending

b} efforts to compact our urban complexes

€} decreased subsidy to and emphasis upon construction

In addition, many of our policies with respect to income maintenance, labor

force participation, and job security were adopted during the great depression

when the sblility of government actions to sustain é'ciosé approximation to full

employﬁent was rightly questionedot The past twenty-five years have demoastrated

that policy can maiatain a close approximation to full employment and thus

many wasteful practices can now be eliminated. Such 2 fuller and more efficient

use of our capsbilities can offset the impoverization that the devaluations imply.
Ag far as economic analysislis concerned, the evidence from this inflation

indicates that simple minded models, which argue that the behavior of the economy

depends upon the behavior of ome or a few variables, are not valid. In particular,

any view of the economy which does not give large weight to international economic

variables when these variables change significantly will mislead both forecasts

end policy. Furthermore, we should learn that an analysis or a point of view which

did well 1o the post will sof necesserily beld true ia the future.
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