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Financial markets continue to reflect concern about 
an increase in the rate of inflation. News about inflation 
is closely monitored for any suggestion that the rate of 
price increase might be accelerating. Perhaps the most 
closely watched indicator of inflation is the pace of 
economic activity, because of the common perception 
that inflation is procyclical. That is, many believe that 
periods of sustained and relatively rapid growth in real 
output are also periods of relatively high inflation. Thus, 
news indicating that real output is continuing to expand 
rapidly is often taken as a harbinger of higher inflation 
and, conversely, impending economic weakness is taken 
to mean inflation is likely to slow. The trouble is, a 
positive cyclical relationship between inflation and real 
output growth is hard to isolate in the data.

The chart below provides a simple illustration of the 
cyclical behavior of inflation. To construct the chart, 
long-run or trend movements in both real gross domestic 
product (RGDP) growth and consumer price index (CPI) 
inflation are first removed by subtracting a 21-quarter 
centered moving average from the data. In the case of 
real output growth, most economists agree that long-run 
movements are due to changes in the rates of produc
tivity improvement and labor force growth. Over the 
long term, the rate of growth of the money supply 
dictates the rate of inflation, so that the trend rate of 
inflation is almost wholly due to monetary policy. For 
both measures, the deviations from trends therefore 
represent cyclical movements in the data once these 
powerful secular forces have been taken into account. 
These cyclical movements are plotted in the chart using

quarterly data from 1954 to 1991; to obtain a clearer 
picture of cyclical movements, however, these deviations 
have also been smoothed using a five-quarter centered 
moving average.

One of the most notable features of the data in the 
chart is that inflation shows a clear countercyclical pattern 
over much of the era (for example, 1968 through 1980) 
and no clear pattern over much of the remainder of the 
period. Some of the plotted cyclical movements, but not 
all, could be accounted for by oil price shocks which 
would tend to reduce output and simultaneously cause 
an increase in prices. Oil shocks were clearly important 
for subsequent movements in inflation and output growth 
in 1973 and 1979, for instance. At other times, such as 
1960 to 1968, inflation seems to display little cyclical 
movement at all. Thus, while current inflation may be 
rising, this evidence suggests that it is not because 
inflation follows any clear procyclical pattern.

—James B. Bullard
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Notes: Both rates are deviation from trend, smoothed. Shaded areas represent 
periods of business recessions.
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