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Runaway inflation has been a hot topic since the Fed began its first round of quantitative easing, 
as some fear that inflation may eventually break out above the Fed’s target. Yet by historical 
standards, inflation is miles away from the monumental highs of years past. In the late 1970s, 
during the period known as The Great Inflation, the Consumer Price Index (CPI) reached a 
whopping 15 percent. This led to a sea change in conventional Federal Reserve wisdom and 
approaches to monetary policy, as many of the tools used then are still employed by the Fed 
today. In this report, we aim to show empirically that the period from the end of the Great 
Inflation in 1982 to the present is structurally different from the prior period and examine the 
implications of such a finding.  

Through our analysis, we provide evidence that there were periods of structural change as well as 
statistical outliers at multiple points in the 1970s and 1980s. The Great Inflation was clearly a 
unique period in post-WWII U.S. economic history, but the question remains—is double-digit 
inflation something we should be worrying about in years to come?1 Our findings and analysis of 
the current economic environment indicate that a number of factors should keep runaway 
inflation from reaching the astronomical highs of the 1980s. Inflation may very well rise in the 
coming years, but we do not believe double-digit increases are a viable or worrisome threat. 

Well…How Did I Get Here? 

To understand the double-digit inflation of the late 1970s, it helps to first understand the 
economic system that led us there. In July 1944, more than a year before World War II ended, 
representatives from 45 countries met in Bretton Woods, N.H., to devise a structure for global 
financial cooperation.2 In addition to establishing the International Monetary Fund (IMF), the 
representatives also set the stage for a par value exchange system. Under this system, the value of 
the U.S. dollar was pegged to gold, and the value of other countries’ currencies was pegged to the 
dollar. In effect, the world was back on the gold standard.3 

As nations worldwide clawed their way out of the rubble of the war, many sought international 
monetary aid. Given that the United States was at the heart of the Bretton Woods exchange 
system, it became the world’s go-to source for liquidity. While the U.S. government financed 
massive aid programs, such as the Marshall Plan, via a rising balance of payments deficit, other 
countries kept their own exchange rates stable by buying dollars.4 For several years, the system 
was not challenged; along with the prolonged post-war prosperity, the United States was able to 
promote its interests abroad, while other countries utilized the U.S. funding to rebuild their 
infrastructure. 

                                                             
1 For this report we consider a double-digit inflation rate as “Great Inflation”/ hyperinflation. 
2 About the IMF: History: Cooperation and reconstruction (1944–71). (n.d.). 
https://www.imf.org/external/about/histcoop. 
3 President Roosevelt pulled the U.S. off the Gold Standard in 1933, but most large advanced nations had 
already severed their currencies’ ties to gold by then due to the instability caused by World War I.   
4 Cohen, Benjamin. “Bretton Woods System”. Prepared for Routledge Encyclopedia of International 
Political Economy (Routledge, 2002). 
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After the Money’s Gone 

After years of uninterrupted money supply growth and a current account deficit build-up in the 
United States, the Bretton Woods system suddenly started to look vulnerable—a run on gold was 
almost inevitable as confidence in the oversupplied dollar on the global economy plummeted. In 
1971, President Richard Nixon decided to take action: he closed the gold window, effectively 
ending the Bretton Woods system. At the time, conventional Fed wisdom had shifted away from 
the idea that inflation was a monetary phenomenon, as policymakers instead pushed for wage and 
price controls to rein in price levels.5 In accordance with this philosophy, Nixon announced a  
90-day freeze on wages and prices to halt the inflation he feared would result from severing the 
dollar’s ties to gold.  

Nixon’s attempt to curb inflation later proved to be ineffective, as the massive oversupply of 
dollars, along with price shocks caused by the oil crisis of 1973, drove consumer inflation to an 
alarming 12 percent in 1974, up from 3 percent just two years earlier (Figure 1). Despite this 
double-digit inflation, the economy was actually mired in recession by the end of 1973, primarily 
due to high gasoline prices resulting from the oil crisis that had occurred earlier that year (Figure 
2). This anomalous period of high unemployment and high inflation, known as stagflation, 
confounded scholars and policymakers alike.6 Just after the economy clawed its way out of that 
downturn, a second oil crisis (Figure 2) sent general price levels skyrocketing again, this time 
reaching nearly 15 percent by 1980 and leading to the second recession in five years. Although the 
oil shocks played a key role in driving prices up, it was also clear that the Fed’s policy tools of 
choice alone were not capable of dealing with stagflation.     

Figure 1 

 

 

 

Figure 2 

 

 

 
Source: U.S. Dept. of Labor, U.S. Dept. of Energy and Wells Fargo Securities, LLC  

O Chairman! My Chairman! 

Enter Paul Volcker, chairman of the Federal Reserve and darling of Monetarist disciples. Under 
Volcker’s leadership, the Fed experienced a paradigm shift in how it approached the issue of 
stable prices.5 Volcker abandoned the reliance upon the federal government’s cost-push measures 
such as wage and price ceilings, instead turning back to purely monetary approaches. Specifically, 
he raised the fed funds target rate to an awe-inspiring 20 percent in March 1980. While he 
managed to stop inflation dead in its tracks—CPI fell to 2.5 percent by 1983—he did so at a price. 
The economy went into a tailspin, experiencing a deep, 16-month recession, with the 
unemployment rate reaching into the double digits. However, despite this downturn, Volcker 
managed to rein in current inflation and anchor long-term inflation expectations. Meanwhile, tax 

                                                             
5 Bernanke, Ben S. “A Century of U.S. Central Banking: Goals, Frameworks, Accountability”. Speech to 
the National Bureau of Economic Research, Cambridge, Mass., July 10, 2013.  
6 It was widely believed at the time that there is an inverse relationship (trade-off) between inflation and 
unemployment rates, due to the negative slope of the Phillips Curve, see Blanchard, Olivier. (2000). 
Macroeconomics. 2nd edition, Prentice Hall. 
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cuts reduced the fiscal drag on the economy and deregulation arrived to many industries, thereby 
improving the supply side of the economy. 

Structural Change: An Econometric Approach     

The period that followed, roughly between 1984 and the recession of 2007-2009, is widely known 
as the Great Moderation.9 This period was characterized by a number of structural changes, 
mainly driven by advances in technology and a steady, decades-long decline in economic 
volatility. Specifically, the variability of real GDP growth was cut in half over the course of this 
period, while the variability of price levels declined by nearly two-thirds.10 Throughout this 
period, economic growth was largely uninterrupted, with only two mild recessions.  

To determine statistically if the Great Inflation was in fact a structural break in our post-WWII 
economic history, we use a state space approach to examine structural breaks and outliers from 
1970 to present.11 This approach utilizes available data to determine the presence of three 
different types of break dates in the data series. Although we are only interested in level shifts 
(structural breaks), the other forms of breaks in a series are additive outliers and temporary 
changes. Identifying a level shift demonstrates that a variable has two or more “structures” and 
the dataset can be divided into multiple sub-samples depending on the number of breaks, and 
each sub-sample will have statistically significant differences in the descriptive statistics (means 
and standard deviations, for example). An additive outlier indicates that an observation is just 
that—an outlier in the dataset. A temporary change, on the other hand, identifies a fixed duration 
of change in a variable before the variable returns to the previous level. For example, the GDP 
growth rate will turn negative during a recession, but then returns to positive territory once the 
recession ends. While a temporary change is often the result of the business cycle, a structural 
shift is often due to a change in policy or a more fundamental economic change.  

Results based on the state space approach are reported in Table 1. The state space approach 
supports our hypothesis that the Great Inflation was in fact a period of structural change for the 
United States economy. Our findings show that CPI inflation experienced a structural break in the 
early 1980s (1982); a run-up in oil prices was a major cause of this level shift. A structural break 
in the CPI series during 2009 is also captured by our analysis. The 10-year Treasury yield also 
experienced shifts in the late 1970s and early 1980s. Moreover, the state space approach suggests 
structural breaks in the money stock series (both M1 and M2) during the late 1970s and early 
1980s. Our results also indicate the existence of structural breaks in both money stock series in 
late 2008 and in 2011. This should come as no surprise, as the Fed injected massive amounts of 
liquidity into the economy during its first and second rounds of quantitative easing (QE) in 2008 
and 2011, respectively.   

                                                             
9 Bernanke, Ben S. “The Great Moderation”. Speech to the Eastern Economic Association, Washington, 
DC, Feb. 20, 2004. 
10 Kim, C., & Nelson, C. (1999). State-space models with regime switching classical and Gibbs-sampling 
approaches with applications. Cambridge, Mass.: MIT Press. 
11 G.S. Maddala and In-Moo Kim, (1998), Unit Root, Cointegration and Structural Change, Cambridge, 
UK: Cambridge University Press.  
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 Table 1 
 

 

Source: Federal Reserve, U.S. Dept. of Commerce, U.S. Dept. of Labor and Wells Fargo Securities, LLC  

What, Me Worry? 

Given the recent structural shift in the money supply, should we be worried about another round 
of runaway inflation? Reflecting on the Great Inflation may seem ominous—after all, with 
inflation sitting below two percent, there seems to be a great deal of room for inflation to run. 
Despite this, we believe significant changes in our nation’s economic structure since the 1980s, 
along with other factors, should allay fears of another episode similar to the Great Inflation.  

First and foremost, today’s Federal Reserve is a far cry from the Fed of the 1970s. As we 
previously mentioned, wage and price controls were the primary tools of choice for public 
policymakers leading up to the Great Inflation, rather than targeting the money supply through 
the fed funds rate. With the focus shifting to the money supply, however, the Fed’s three rounds 
of quantitative easing have sparked concerns over an eventual unleashing of inflation. Once 
completed in October, the Fed’s asset purchases will have added more than $4 trillion to the 
monetary system. However, the monetary injection appears to primarily have stayed within the 
financial system rather than spilling over into the real economy. Excess reserves at depository 
institutions have risen $2.2 trillion since the first announcement of large-scale asset purchases in 
November 2008, while equity prices have increased an average of 15 percent a year between 2010 
and 2013 (Figure 3).  

Figure 3 

 

 

Figure 4 

 

 
Source: Federal Reserve Board, IHS Global Insight and Wells Fargo Securities, LLC  
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A further shift in monetary policy since the Great Inflation has been the evolution of inflation 
expectations. During the Great Inflation, there were widespread expectations that inflation would 
continue to move higher, with the Fed’s emphasis on cost-push inflation giving weight to the view 
that inflation begets further higher inflation.12 At the same time, the decisions made by the FOMC 
were more opaque, with no announced target for interest rates or inflation. Since 2012, the Fed 
has offered an explicit inflation target of 2.0 percent over the long run, although implicit inflation 
targeting emerged in the Greenspan era.13 The Fed’s willingness to rein in inflation during the 
Volcker era, despite high costs in the short term to the economy, has lent credibility to the Fed’s 
inflation target. Long-term inflation expectations have fallen substantially since the Great 
Inflation and are less variable—or better anchored—over time (Figure 4).14  

Since the 1980s, shifts in policy, which focus more on demand-pull factors and lower inflation 
expectations, have allowed the Fed to become more effective at fighting inflation: CPI averaged 
2.8 percent from 1985 to 2013 compared to 7.2 percent from 1970 to 1985. From the demand side, 
a variety of signals suggest that a significant amount of slack remains in the labor market.15 
Specifically, real wage growth has been roughly flat over the past several years and has actually 
been surpassed by productivity growth. In addition, even as the labor force participation rate has 
fallen about 3.5 percentage points since 2007, the unemployment rate is still above the Fed’s 
long-run target. Along with still below-trend rates of capacity utilization, these indicators suggest 
that runaway inflation is not an immediate cause for concern, as slack will likely keep prices in 
check in the near-term.  

Signals from abroad support a similar line of thinking, as the global growth situation looks tepid. 
The IMF recently revised its global growth forecast for 2014 to 3.4 percent, down 0.3 percent 
from its initial estimate.16 The report cites a weak first quarter, particularly in the United States, 
and a more pessimistic emerging markets outlook as reasons for the lower estimate. By 
comparison, real global GDP growth averaged 4.5 percent from 1976 to 1979. With such sluggish 
economic performance around the world, price levels are less likely to experience the explosive 
increases seen in the 1980s.   

Energy Demand in the Prius Era 

The evolution of the U.S. energy market since 1980 has reduced the likelihood of an oil shock like 
the two we experienced in the 1970s. While petroleum remains the largest source of primary 
energy in the United States, its share of total consumption was 36 percent in 2013, down from 
roughly 44 percent in 1980, as renewables, nuclear and natural gas have seen an increase in favor 
(Figure 5). Furthermore, the structure of the U.S. economy has changed significantly since the 
Great Inflation; manufacturing output accounted for 12.5 percent of total domestic output in 
2013, down from 22.7 percent in 1970 (Figure 6). With less reliance on the more energy-
dependent manufacturing sector, our nation’s potential for economic growth would likely be less 
influenced by a price shock in the oil market. 

                                                             
12 Meltzer, Allan H. (2005.) “Origins of the Great Inflation.” Federal Reserve Bank of St. Louis Review, 
March/April 2005, 87(2, Part 2), p. 145-175. 
13 Goodfriend, Marvin. (2004). “Inflation Targeting in the United States?” In Ben S. Bernanke and 
Michael Woodford (Eds.) The Inflation-Targeting Debate, (p. 311-352). NBER Book Series Studies in 
Business Cycles. 
14 Mishkin, Frederic S. (2007). “Inflation Dynamics.” National Bureau of Economic Research Working 
Paper No. 13147, June. 
15 Yellen, Janet. “Labor Market Dynamics and Monetary Policy,” Speech to the Federal Reserve Bank of 
Kansas City Symposium, Jackson Hole, Wyo., Aug. 22, 2014. 
16 International Monetary Fund. “World Economic Outlook Update: July 2014”. July 24, 2014. 
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Figure 5 

 

 

Figure 6 

 

 

Source: U.S. Dept. of Commerce, U.S. Dept. of Energy and Wells Fargo Securities, LLC  

Changing standards and behavior in the transportation sector, which accounts for 70 percent of 
petroleum consumption, have further contributed to decreased U.S. reliance on oil. High 
unemployment, paltry income growth and gas prices consistently above $3 per gallon have 
weighed on driving patterns of households over the past few years. At the same time, weak 
consumer spending has limited growth in goods transported by businesses. After increasing an 
average of 1.7 percent per year from 2000-2007, vehicle miles traveled (VMT) in the United 
States have been little changed since 2008. While VMT should rebound in the coming years as the 
economy continues to steadily improve, any pickup is likely to remain modest by historical 
standards. Urban areas continue to see stronger population growth versus rural areas and the 
baby boomers are now reaching retirement age, which is traditionally associated with less 
driving.18,19 

Rising fuel efficiency among the nation’s passenger cars and trucks have also reduced demand for 
petroleum products. Corporate Average Fuel Economy (CAFE) standards, enacted into law in 
1975 as a response to the first oil crisis, rose 3.7 miles per gallon (MPG) to 30.8 between 2007 and 
2013 and are targeted to reach 34.1 MPG by model year 2016.20 Therefore, even as VMT rebound, 
the demand for petroleum-related products in the United States will be tempered by more fuel-
efficient vehicles. Upgrades to airline fleets are also improving fuel efficiency within the air 
transportation sector. For example, the new Boeing 787 Dreamliner is stated to be 20 percent 
more fuel efficient than similarly sized aircraft. 

Same As It Ever Was? 

The Fed’s highly accommodative monetary policy that has been in place since the end of the 
recession has brought inflation to the forefront of economic discussions. Considering the sheer 
size and duration of the Fed’s liquidity injection and the nature of the recovery, we agree that 
inflation is a concern. While inflation has indeed been slow to appear in this expansion, wage 
growth has been tepid, meaning inflation does not need to reach double-digit rates before 
eliminating real income gains. Furthermore, with nominal bond yields at persistently low levels, 
real rates of return on these securities have been near zero and, in many cases, negative. Thus, 
inflation is an essential metric to watch at any level, be it 2 percent or 15 percent. That said, given 
the current state of the labor market, lackluster global growth and the evolution of our economy’s 
structure since the 1980s, we are not concerned about another bout of double-digit inflation in 
the near future.    

                                                             
18 Perry, Marc. “A More and More Metropolitan America.” U.S. Census Bureau, March 27, 2014. 
19 2009 National Household Travel Survey Summary of Travel Trends. U.S. Department of 
Transportation Federal Highway Administration. 
20 “Survey of Fuel Economy Performance” April 25, 2013. U.S. Department of Transportation. Corporate 
Average Fuel Economy represents the average fuel economy, measured by miles per gallon, of a 
manufacturers’ passenger car and light truck fleet. An additional phase for CAFE standards is estimated 
to increase standards to 48.7-49.7 MPG by model year 2025.  
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