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Pages 1 & 2 Introduction
During the Great Inflation the US Economy became monetized.
Mistaken credit and interest rate policies encouraged household savings
and credit manufacturing, directly leading to the runaway inflation of the
1970’s. Those savings have never been reconciled with the real
economy. The result has been asset bubbles and undesirable household
activities: adding debt while spending well above income. The Federal
Reserve and US Government have combined to encourage and amplify
these destructive behaviors, and now threaten the recovery.

Page 3 Part 1 — The Inventory Economy
The Federal Reserve uses “output gap” calculations to set monetary
policy, including interest rates.

Page 4 At the heart of the “output gap” is the traditional inflation/wage tradeoff
of the Phillips Curve, and it worked in the inventory economies of the
1950’s and early 1960’s — before the savings bubble.

Page 5 Figure 1 — Postwar US economic history showing how monetization has
affected the post-1984 economy, severing the strict Phillips Curve
relationship.

Page 6 Interest income rose significantly with savings accumulation so that by

1968 the Phillips Curve tradeoff was being overtaken by a new marginal
spending factor.

Page 7 Chart 1-1, Interest Rates. Chart 1-2, Household Savings Rate vs.
Household Deficit Spending. Chart 1-3 Interest, Dividends and
Government Transfers as % of GDP.

Page 8 Part 2 — Monetization
Interest Rate policy begins to invert.

Page 9 Rate policy is a primary culprit in inflation-building, and inflation itself
was the proximate cause of 1970°s contractions.

Page 10 The overdone interest rates of the early 1980’s fundamentally altered

marginal economic factors that the Fed never recognized. Chart 2-1,
Profits and Wages as a % of GDP.

Page 11 Chart 2-2, Total Inventories as % of Total Goods GDP. Chart 2-3, Total
Inventory and Inflation. Chart 2-4, Inventory Growth vs. Corporate
Credit and Trades Payables.

Page 12 Chart 2-5, Total Goods Spending, Inflation vs. Volume. Chart 2-6, CPI
over PPI. Chart 2-7, Corporate Rate Spreads.
Page 13 Part 3 — The High Cost of Savings

Monetary authorities never addressed credit capacity issues, instead
expanded the mismatch. The recovery in 1983 and 1984 initially looked
like traditional recoveries.

Page 14 Credit overproduction began to flow into equity asset prices, hiding
inflation from the “output gap”.
Page 15 Net worth growth allowed the savings rate decline post-1984 when rates

did not finance deficit spending (which was rising dramatically). Upside
down rate policy played a huge role in the 1990 recession.

Page 16 The recovery after the 1990 recession was the first “jobless” recovery
because of low interest rates. The final growth recovery stage came from
net worth growth due to asset price action in stocks.




Page 17 Fed policy throughout the 1990’s distorted household spending and
saving, while adding to the credit overcapacity problem with its mistaken
calculation of a positive output gap.

Page 18 Chart 3-1, Equity Flows. Chart 3-2, Credit Growth Breakown.

Page 19 Part 4 — Changing Face of Credit
The S&L collapse of the early 1990’s (beside being predicated on risky
activities due to inaccurate rate policy) allowed GSE’s to dominate

mortgages.

Page 20 GSE’s crowded out traditional intermediaries, and they began to seek
alternate uses of funds. The 2001 recession and the second jobless
recovery.

Page 21 The affects of the stock bubbles allowed households to begin to add debt

and start the housing bubble. The scope of the current contraction is a
function of the distorted recovery of 2003.

Page 22 Chart 4-1, GSE Role in Mortgage Market. Chart 4-2, Household
Balance Sheet.
Page 23 Part 5 — The Point of No Return

Savings vehicles changed to search for lost yield as the Fed slowly
decreased rates but never accounted for deficit spending or asset
inflation. This led to a mismatch between net worth generation through
equities, and deficit spending needs. The low rates encouraged broad
debt usage by households to make up the “maturity” mismatch.

Page 24 GSE’s scandals could have reduced credit capacity but shadow credit
market filled in. Fed action taken during the 2008 crisis is keeping
household spending weak while creating no positive parameters.

Page 25 The Fed has signaled a willingness to keep rates low for the long haul,
capping marginal asset income. Meanwhile fiscal policymakers will
allow 2003 “Bush” tax cuts to expire, affecting a massive tax increase for
the beginning of 2011, affecting expectations in 2010.

Page 26 Consumers are restrained by negative wage growth and extremely low
marginal asset income. As a result, spending on goods has
disproportionately declined, leading to inventory declines.

Page 27 Government spending is trying to make up the difference in lost
“demand”, but is creating more problems by distorting the reallocation
process of the contraction, and confiscating private capital.

Page 28 Fiscal and monetary policies are distorting inflation expectations.

Page 29 Distorted expectations are already beginning to produce affects in bond
rates, including large central bank (foreign and Fed) purchases of US
sovereign debt to keep interest rates from accelerating.

Page 30 Low US Treasury rates are a function of foreign purchases and money
market fund allocations. These are a result of fear, and have been
reversing as rates rise.

Page 31 Commercial paper is an alternate investment vehicle for money funds,
and may be turning around at the expense of US Treasury rates.
Regulatory changes to QSPE’s are limiting credit growth.

Page 32 Almost half of credit growth since 2007 has been in anticipation of
accounting changes, and the Fed’s balance sheet activities. But the US
Treasury is going to need much more credit growth just to finance its
huge 2010 deficit.

Page 33 Without solid credit expansion there will be a competition for funds,
meaning rising interest rates across all maturities and borrowers. Rising
rates will confirm inflation expectations adding to negative pressures.




Page 34 Chart 5-1, Home Equity Loans. Chart 5-2, Corporate vs. Treasury Rates.
Chart 5-3, Foreign Purchases of US Treasury Debt.

Page 35 Chart 5-4, Current Accounts and Foreign Acquisition of US Assets.

Part 6 — Federal Depression

Policy changes in Healthcare, energy, labor and taxation could mimic
deflationary pressures, leading to a worse contraction.

Page 36 Healthcare reform, as proposed, will act as an employment tax while
simultaneously expanding health costs, and therefore government
confiscation of private capital.

Page 37 Energy, cap and trade bill as proposed, will lead to dramatically higher
electricity rates, acting as a tax on consumer and business energy users
(everyone).

Page 38 Labor reform, card check as proposed, will create pressure for more

universal unionization while causing labor market inflexibility — similar
to Japan’s lost decade and wage pressures here in the 1970’s.

Rules changes to business offshore profit sheltering will endanger the
profit-led recovery, and create pressures to further cut costs. A national
VAT will destroy consumer spending.

Page 39 Corporate rent seeking to stifle competition reduces the efficiency of the
economy. Longer-term job growth has already been stifled by growing
inefficiency from the union overhang of the 1970’s, environmental
regulation, and entitlements via government transfers.

Page 40 Chart 6-1, Employment Taxes vs. Retirement Burdens. Figure 6-2, Job
Growth Struggles and Labor Market Dispersions.

Pages 41 - 43 Conclusions
Pages 43 - 45 Endnotes
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Monetary and Fiscal Inaccuracy Are Set to Force Another Contraction

We wrote in our January 2009 Special Report that we expected
a recovery to begin forming in March or April. The economy is
moving as we thought with the first stage of the recovery nearly
finished — the cost cutting. The second stage of the recovery is
now underway as consumers and businesses begin to resume
spending that was suspended during the worst of the downturn.
But those two stages are not enough to return an economy to
stable growth. The final stage, the growth phase, has been the
trickiest part, at least since 1982.

That is why we took an extra two months to analyze a lot of
primary data (under normal circumstances we would have
issued a report in June). Knowing how, or if, an economy can
make it into that third stage is the million dollar question.

Our analysis shows that the economy of today does not operate
as it did before the Great Inflation. That may not seem a very
profound statement, but the reality behind it is (and it is not at
all like the academic version passing as conventional wisdom).
During the late 1970’s, as inflation spiraled out of control, the
economy became monetized. This report will spell out in detail
exactly how a monetized economy functions differently. In
those details lie the clues to the growth stage of the current
recovery, and ultimately whether or not that stage will even
emerge.

In the postwar period up to 1960, there were four recessions,
including a double-dip recession in 1957 and 1960. Those
contractions were short, deep and featured quick recoveries.
The recessions of the 1970’s also looked a lot like their earlier
counterparts, but by the double dip recession of 1980 and 1982
something had changed. The recessions of 1990 and 2001 were
shallower and had much slower recoveries, and had trouble
transitioning to the growth stage.

The role of manufacturing has declined over the past three
decades while the service economy has become a dominant
force, but that in itself is not the cause of the changes. The
early recessions of the 1950°s were mostly products of
inventory corrections. Since manufacturing accounted for more
than 50% of the economy, cutting production to work through
overdone inventory stock would be enough to cause the
economy to contract. As inventories were worked through,
employment fell, which caused incomes and spending to fall.
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And inflation would follow both the booms and the busts (the
world of the Phillips curve).

Since the majority of households had little savings, income
through employment was the largest factor in marginal
spending. But the Great Inflation was, at its core, a period of
massive savings. It had to be since that inflation was a direct
result of too much credit (as we detailed in our June 2008
report). Credit growth would never have occurred without a
predicate growth in savings.

As inflation receded during the worst of the 1982 contraction,
the savings did not. Perhaps this is the most misunderstood part
of late 20™ century economics. The Fed took credit for
defeating inflation, but what it really did was cause a shift in
savings instruments, producing the monetized economy. The
Fed’s distortions of interest rates fundamentally altered the
business of financial intermediation, while pushing households
into deficit spending and businesses into trading ownership.

These changes, along with Federal Reserve hubris and mistaken
calculations, produced the asset bubbles. By retracing the
history of the monetized economy the prospects for a full
recovery becomes clear. Monetary and fiscal policy enacted as
a result of the last year’s financial panic and deep economic
contraction are old-time strategies appropriate for the non-
monetized economy of the 1950’s. In fact, misaligned interest
rate policy is the biggest factor in the longer, shallower
recoveries of the early 1990’s and 2000’s.

Universal to all recoveries are favorable profit and spending
environments. The conditions necessary for both of those in a
monetized economy are explicitly different than in a non-
monetized, inventory-based economy.

The application of that monetary and fiscal misalignment has
tracked the economy away from a final, growth recovery. More
worrisome, the proposed fiscal redistribution is poised to mimic
the worst policies of the 1930’s.

Page 2 of 45



The Federal Reserve sets monetary policy based,
in large part, on its calculation of the economy’s
“output gap”. It measures what it sees as the
economy’s potential vs. how fast the economy is
actually growing. Using inflation as the central
mechanism, if economic growth is below its
potential the economy will have a positive
output gap — economic and employment growth
are not stimulating inflation so the Fed can be
more “accommodative” in bringing the economy
toward full employment. It does so by keeping
interest rates low, discouraging bank reserve
balances, and keeping credit conditions loose.
The opposite condition, known as a negative
output gap, shows rising inflation and
employment, requiring tighter monetary
conditions to slow the economy and inflation.

Monetary conditions in the 2001 — 2003 period
were a perfect example of the Fed’s output gap
calculations. Inflation was extremely low during
the recession of 2001 (the short-term Phillips
Curve tradeoff we showed in our June 2008
Special Report) giving the Fed room to reduce
short-term rates below 2% by December 2001".
Inflation began rising in the middle of 2002 but
the Fed was still reducing interest rates and
implementing an accommodative credit policy.
Rates were kept near 1% until April 2004, a
move that is now widely criticized as the birth of
the housing bubble (it wasn’t the birth, it was
another shift in the savings bubble).

Why would the Fed be so accommodative for so
long?

The answer is its calculation and interpretation
of the output gap. While inflation was rising in
2002 and early 2003 unemployment was also
rising. Because of its Phillips Curve-based
economic view, accelerating inflation not caused
by wage inflation is nothing to be concerned
about. There is a lot of writing and testimony by
Mr. Bernanke and other Fed officials from the
period that document their belief in wage-only
inflation. From 2003%
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I:ZV(& N The Inventory Economy

“...even very large movements of raw
materials prices -- which are quite
common by the way -- appear to have
muted effects on intermediate goods
prices and, most important, no
discernible effects at all on final goods
inflation. Presumably this lack of
inflationary impact reflects the fact that
raw materials are only a small part of
total costs. As another figure in the
briefing showed, unit labor costs --
which, of course, have been falling
rapidly as productivity has surged and
wage growth has slowed -- are far more
important in inflation determination than
are materials prices.”

So they were accommodative in their monetary
policy as long as their model of inflation was not
wage-related, so consumers would be left to feel
the brunt of commodity inflation. He went on to
add:

“Finally, although output gaps are of
course very hard to measure, the weight
of the evidence continues to support
those who believe that considerable
slack remains in the economy.”

Compensation of employees started to rise in
2003 relative to GDP, so that by 2004 it was
steady enough to provoke a negative output gap
movement and Chairman Greenspan’s belated
rate hikes. Those rate increases did nothing to
curb inflation nor slow the economy. What did
happen was an asset bubble (the second in six
years) that the Fed helped engineer but never
accounted for as the above statements vividly
detail.

We spent a good portion of the June 2008
Special Report on why Fed policy was
ineffective from a monetary standpoint. This
report will break down the affects on the real
economy.
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Belief in the Phillips Curve comes from actual
data, not just academic theory. Looking back at
the early postwar period you can see why it
became so ingrained in economics. There was
no such thing as commodity inflation. The
natural arrestors of the economy functioned
quite well, and nearly unambiguously. If
commodity prices rose too quickly businesses
passing along the increases to their customers
found, absent wage increases, a decrease in
marginal demand for their products. That
decrease in demand meant lower production, and
lower demand for the commodity. The price rise
is checked by a closed-loop system, and worked
well as an arrestor with the modified gold
standard physically limiting money and credit
growth.

If, however, the economy reached full
employment, the competition for labor meant a
bidding war for those marginal workers. Wage
increases allowed consumers to continue
spending marginal income on price increases,
allowing inflation to continue and spread. Since
savings were a small part of household wealth,
and debt for spending was exceedingly rare,
wages functioned as the lynchpin of inflation.
As long as wage growth and full employment
were present, inflation could take hold, and the
Fed could rectify the imbalance through a one-
factor rate adjustment.

Rate policy has been the preferred tool of the
Federal Reserve. It takes three stances with
regard to rates, accommodative, restrictive, and
neutral. When the output gap is positive then
the Fed will be accommodative with rates,
keeping them low to stimulate the real economy
through borrowing. Conversely, a negative
output gap requires restrictive rates, higher
interest costs, which can deter marginal
spending by consumers, but more importantly,
marginal production by businesses.

Affecting the marginal production costs of
business through interest rates comes as a
necessary function of inventories. Inventories
need to be financed either through direct loans
from banks, bond or commercial paper
offerings, or trade payables to other businesses.
Trade payables shrink during periods of high
interest rates as businesses have less balance
sheet flexibility to offer more direct credit to

business customers. So as a matter of monetary
policy, interest rates served to curb inventory
growth as the primary method of controlling the
economy. Less inventory building meant less
employment, which meant less marginal
spending, and so on. The mechanism for
transferring any monetary policy is the inventory
cost affect on business profitability. Our
January 2009 Special Report detailed the
relationship between marginal economic activity
and business profitability.

All of the pre-inflationary recessions and near
recessions (1948 — 1967, Figure 1) were really a
function of inventory corrections. Each
correction ended when inventories were allowed
to decline beyond any shrinking demand. That
overcorrection stimulated production and each
contraction ended with an inventory buildup that
was so substantial and fast-paced unemployment
stopped rising within three to six months of the
end of each recession.

Inflation was relatively mild through most of the
period, with the notable exception of the Korean
War buildup®. The high inflation of 1951
provoked a near recession in late 1951 and early
1952 that was completely inventory-driven. The
Office of Price Stabilization was formed and
kept inflation under wraps for the rest of the war
period, but instead of a stable economy a
contraction took place in 1953. Since price
growth was limited this meant that businesses
were no longer passing price increases to
customers, leading to a period of unprofitability.
So the inventory weakness beginning in 1951
lasted until 1955.

Fed policy in the 1950’s alternated between
accommodative and restrictive, often changing
very quickly between the two. The bitter, deep
contraction of 1957-58, a 10.4% annual rate of
decline in the first quarter of 1958, was a
product of inflation and Fed restrictions. Wage
and inflation pressures were nearly non-existent
coming out of the 1953-54 recession, allowing
the Fed to be accommodative. In early 1955
wage pressures began to build as unemployment
fell to 4.2% by the end of 1955. The Fed’s
accommodative stance continued though 1956,
but by that time inflation was pushing above 4%,
and wage growth was impacting profitability.
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Unemployment doubled as a result of the 1957-
58 contraction, and for a time it was thought a
rerun of the Great Depression was near.

In 1958 the Fed aggressively responded to the
severity of the recession by reducing the Fed
funds rate below 1% and lowering reserve
requirements for banks. But in the third and
fourth quarters of 1958 GDP expanded by an
annual rate of almost 9.5%, 7.9% in the first
quarter of 1959 and by almost 11% in the second
quarter®. Not wanting to repeat what it thought
was mistaken policy of 1955-56, the Fed
abruptly increased interest rates and tried to
restrict credit growth (also as a result of sharp
gold outflows in 1958%). The result was another
inventory recession, the double dip of 1960.

Coming out of the 1960 recession, inventory
growth was significant but not overdone. From
April 1961 through March 1962 GDP averaged
7.5% annual growth. Steady but stable
inventory expansion led to steady but stable
employment and earned income growth. By the
mid 1960’s the economy was in a period of
steady growth with low inflation, and the Fed
had adopted a neutral policy position that saw
rates rise slightly as unemployment fell slowly.
It wasn’t until 1965 that unemployment fell back
to 4%, and inflation began to rise. Sensing a
negative output gap, the Fed moved to restrictive
policy in 1966, provoking a near recession
(another inventory event) in 1967. When the
economy weakened in the beginning of 1966,
the Fed switched back to accommodative
policies, beginning the pattern it would follow
throughout the rest of the Great Inflation
(discussed in depth in our June 2008 Special
Report).

Inventory growth was only slightly impacted by
the restrictive actions of 1965-66, a marked
change from previous economic precedence. It
was enough to cause zero real GDP growth in
the second quarter of 1967, but overall growth
resumed in 1968. The weakness that had forced
a quick change to accommodative policy in 1967
was just as quickly abandoned in late 1967 and
early 1968 — Fed funds rates rising from 4% to
6.14% (Chart 1-1). Deposit rates anticipated the
increase in Fed rate policy and began rising in
April 1967. By early 1968 deposit rates were
above 6%.

Increasing rates did not slow the economy;
rather, they had the opposite affect. The slow
steady growth of the early and mid-1960s saw
an increase in household savings. Those
increased savings led to a noticeable increase in
interest income — by 1969 interest income was
7% of GDP®. That flexibility allowed for two
additional marginal spending factors:

investment income and personal deficit spending
(spending above earned income minus taxes, or
disposable personal income before asset
income). While earned income remains the only
significant factor in spending for lower income
earners, interest income (dividend income was
not significant until the late 1980’s) was
becoming the marginal factor for a growing
portion of the population.

In 1968, for the first time, households responded
to wage income weakness with a significant
increase in deficit spending (Chart 1-2). The
increase in deposit rates from “restrictive” Fed
rate policy meant more interest income for the
household sector (Chart 1-3). So the restrictive
policy of the Fed was actually producing the
opposite of what was intended — it was helping
the economy continue growing, allowing
inflation to continue accelerating. By the
middle of 1969, deposit rates had moved above
8% - high enough to provoke a spending vs.
saving tradeoff, households began to save more
and spend less. That tradeoff, far more than any
affect of borrowing costs, led to the contraction
of 1969-70.

Inventories were still growing as rates were
rising, attracting enough savings assets to
maintain corporate credit growth until mid-1970.
This recession was the first demand-driven
recession. Fed rate policy was working to
override traditional arrestor equilibriums by
encouraging the savings/credit growth dynamic
that allowed inflation to begin. The higher rates
went, the more money was saved and reinvested,
the more credit was produced finding its way to
finance growing inventories while
simultaneously allowing more marginal income
to be spent on price increases passed on to
consumers. Instead of being a self-contained
feedback loop, it was a Fed controlled feedback
loop that had/has little to do with any “output

gap".
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The increase in household wealth in the 1960’s
began the trend toward monetization of the
economy, and the rise of the importance of
financial intermediation. What emerged from
the Great Inflation was a dual system —
inventory growth was the mechanism for
business dynamics and consumer inflation,
while investment income was increasingly
responsible for marginal consumption demand.

Output gap, and Phillips Curve analysis, hold
wage inflation as the only source of sustained
inflation. Between 1966 and 1971 wage
inflation played a major role in starting the Great
Inflation (Chart 2-1%). But by 1971 wages (and
supplements to wages) as a percentage of GDP
were relatively constant all the way to 1981.
Business profits, however, were falling during
that same period. This suggests that wages were
not the primary source of weakness, and not the
primary source of inflation.

Looking at Chart 2-2°, the primary source of
weakness comes from inventory financing. As a
percentage of the entire goods economy (which
was still 35% of the all economic activity in
1970) inventories rose from 42% to 52% in the
two year period of 1973-74. After falling
somewhat in 1975, inventories again rose from
47% of total goods GDP to 57% by 1980. Not
coincidentally, inflation spiked dramatically
dgjoring those exact same time periods (Chart 2-
3.

That should not have happened since
unemployment was rising in both periods as
well. Somehow the natural Phillips Curve
relationship had been short-circuited.
Commaodity price inflation driven by inventory
building (inventory growth above baseline
growth is really overproduction in anticipation
of future demand, essentially adding future
demand to current demand) should be arrested
when companies have to compete for limited
credit. Credit competition forces real interest
rates high enough to reduce marginal production

ACM INSTITUTIONAL SERVICES — An Overburdened Recovery

12T Monetization

of inventories, allowing for a natural
deceleration of inflation.

Growth in savings coming out of the mid-
1960’s, pushed further by the higher,
“restrictive” interest rates, overrode the
traditional arrestor process. There was a
growing supply of credit to nearly match that
growing demand. Fed monetary policy, as is
well documented, was too loose in terms of
money growth, and by 1971 the US abandoned
the modified gold standard, erasing the physical
limitations of money growth. Worse, rate
policies thought to be restrictive were actually
making credit production a bigger problem.

The recession of 1969 — 70 is a perfect example.
It came about not from diminished borrowing
activity in response to higher interest rates
(inventories continue growing moderately while
there was a spike in final sales of goods in 1968-
69 from an increase in deficit spending by
households), inventories as a percentage of total
goods GDP continued to rise through 1970.
Spending finally weakened because households
began to shift toward higher savings (the savings
rate moved above 10% for the first time in the
postwar period) when deposit rates (pushed by
Fed actions) rose to and above 8% in early 1969
(the savings rate rises in 1969 at the expense of
deficit spending). The higher interest rates did
accomplish their near-term goals — to take
pressure off inflation by slowing the economy —
but in an indirect and unaccounted for manner.
The savings bubble was allowed to continue
manufacturing credit, passing the growing
problem further into the future. While the Fed
held rate policy as restrictive, it did not follow
through with restrictive credit policies. By
pushing savings rates up the Fed should have
offset that jJump in primary credit sources
(primary sources are households and businesses,
including foreign, that are not themselves
intermediaries) with a restrictive policy for
banks to limit credit potential and capacity. That
would have preserved the natural arrestor for
when inflation returned during the recovery.
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The recession that resulted in 1969-70 was in
some ways a shock to the Fed since it believed it
had successfully navigated the near recession of
1967. It rapidly reduced rates and took an
*accommodative” monetary stance, expecting to
engineer its way out of a contraction. The
savings rate fell below 10% again and
households increased deficit spending. The
accommodative policy worked as intended, GDP
growth returned, but again in an indirect fashion.
With credit sources still intact, there was plenty
of potential lending waiting to find borrowers.
During the recessionary period of 1970-71
corporations were using credit for equipment
and capital spending, but by early 1972
inflationary pressures were returning and
inventories began to build (Chart 2-4').

The low rates of 1972 and oil price movements
began one of the fastest inventory builds in US
economic history. The inflationary spiral that
developed was monumental — the higher the rate
of inflation the faster businesses want to build
inventories to avoid higher production costs in
the future. With a steady supply of credit from
increasing savings attracted by rising deposit
rates, the feedback loop can continue
uninterrupted — only the correct interest rate and
credit policies can stop the cycle.

The heavy demand for corporate credit only
produced a 2% rise in composite corporate bond
rates, despite inventories going from 38% of
GDP to 48% in two short years (by comparison
deposit rates rose almost 9%, to 12%, during the
same period). Credit growth was nearly
matching credit demand because the Fed went
back to a “restrictive” rate policy. Forcing short
rates dramatically higher in 1972 and 1973 did
little to stop corporate borrowing. Instead the
elevated interest attracted more household
savings — by 1974 the savings rate was 12%,
moving above 13% in early 1975. The Fed’s
restrictive rate policy was fueling the
inflationary spiral.

The spiral finally ended because households
were spending more than 100% of their marginal
dollars on inflation — none on volume growth
(Chart 2-5%%). At that point marginal spending
has no utility for consumers, meaning less

inflation can get passed on to consumers. That
produced the profit declines that led to the rising
unemployment (at the same time as rising
inflation), and ultimately an economic
contraction. Inflation itself was the proximate
cause of the recession (Chart 2-6").

Inventories sharply contracted during the 1974-
75 recession (now that the demand was
diminished and inflation was decelerating, there
was no incentive to overproduce). Financing
costs were not an issue when production cost
increases were being passed to consumers but it
was a big problem absent those conditions.
Marginal production became too expensive to
maintain, and unemployment rose from 4.8% in
the third quarter of 1973 to 8.8% by the second
quarter of 1975. The bulk of the layoffs
occurred in the two quarters after inventories
began receding, and made the recession appear
very similar to antecedent events.

Inflationary pressures continued to ease through
1976 mainly as a result of declining interest
rates from the Fed’s now familiar
accommodative pattern. The low rates (deposit
rates had fallen back almost to 4% by the end of
1976) shifted consumer patterns back to
spending over savings. During that period
corporate credit growth was weak and inventory
growth remained subdued. Lower rates meant to
stimulate were actually keeping inflation lower,
Fed rate policy had now been turned completely
upside down.

During the “accommodative” rate period,
corporate rates remained relatively stable,
declining slightly. By late 1976 corporate
spreads were high enough (as shorter rates fell)
to start attracting more money to corporate
credit. The slight rise in employment to begin
producing inventory again was enough to
change Fed rate policy back to “restrictive”.
Now as an upside down policy the increase in
rates again attracted household savings, which
allowed for greater credit expansion, leading to
more inventory building, creating still higher
inflation, etc.

By 1979 a new Fed chairman had been
appointed with a determined mission to beat
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inflation, now out of control beyond 1974 levels.
Short-term rates were pushed to unthinkable
levels — deposit rates moved above 14%, with
corporate bond and US Treasury rates following.
Interest income alone was enough for
households to pay for marginal inflation through
deficit spending at the same time increasing the
savings rate. At the end of 1978 interest income
had already been slightly above 8% of GDP.
From 1979 through 1982, interest income would
rise to 13% of GDP.

Just as 1975, the inflationary spiral ended
primarily as a result of marginal spending on
price increases reducing marginal utility to near
zero, and finally below zero. Higher interest
income allowed that marginal spending to
continue further than it did in 1974-75, but
ultimately the unprofitability of marginal
production began to take a toll on employment.
By the second quarter of 1980 inventory
production had peaked as credit began to shift
away from corporate credit, and into US
Treasuries. While corporate spreads were still
between 2% - 3%, on a nominal basis it was not
enough to be a viable alternate investment
vehicle — faced with a choice of a corporate
bond yielding 15% and a US Treasury at 13%,
households and banks chose the 13% and lower
perceived risk (Chart 2-7'%). As a result of the
inventory peak unemployment rose from 5.7%
to 7.6%, and GDP contracted by a steep 7.8%
annual rate in the second quarter of 1980.

The Fed quickly reversed short-term rates due to
the severity of the contraction, allowing deposit
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rates to fall from above 19% to around 8%.
Household spending responded so quickly that
inflation never had a chance to adjust lower and
remained elevated, and the Fed hastily reversed
yet again, this time pushing shorter rates above
20%.

The spiral ended because of the shift in savings
from corporate credit to US Treasuries, resulting
from a corporate borrowing ceiling. The
inability of businesses to generate profits from
marginal production because of the inability to
pass price increases to consumers did not allow

for much flexibility with higher borrowing costs.

Unable to borrow at higher rates, corporate
credit was crowded out by the US Treasury.
Unemployment necessarily rose dramatically as
inventories were drawn down after volume
growth had faded from inflationary pressures.
Wage income followed employment lower
putting households back into the spend vs. save
tradeoff. With deposit rates pushing 20%,
household spending with no marginal utility
could not compete with such high risk-adjusted
investment returns.

While that seems to fit the conventional
narrative — higher rates restricting borrowing —
again, just like 1970 & 1975, it misses the
predicate cause of inflation. By not addressing
the overhang of savings, the banking system had
the money sources for another credit expansion
once weakness receded. But in thinking it had
direct pressure on inflation through borrowing
costs, the Fed stuck to its financial engineering,
blind to the full effects.

28.009%
Wage’s share of GDP rises CHART 2-1, Profits & Wages as % of GDP Wages & Supplements as % of GDP (let
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