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NOTE

The papers included in this volume were prepared at the special
request of the Joint Economic Committee for inclusion in the record
of its hearings evaluating the price and wage control program. The
views contained in these papers are those of the individual authors and
do not necessarily represent the views of the members of the com
mittee or of the committee staff. )

The committee is indebted to the authors and to Dr. Julius Allen
of the Congressional Research Service, Library of Congress for editing
the papers and preparing the introduction.
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INTRODUCTION AND SUMMARY
‘ By Juuius W. ALLEN*

This compendium of 11 papers deals with some of .the major issues
that will be before the Congress in the course of deliberations on the
future of price and wage control, deliberations which must be an early
order of business in the 93d Congress since the legal authorization for
the present controls will expire on April 30, 1973. * ,

_ In general the first six papers focus on various aspects of price control
and the next four on wage control, with the final paper being a gen-
eral overview of anti-inflation policy of the United States since the
end of World War II. Obviously, as many of the papers demonstrate,
price control and wage control cannot be considered in isolation from
each other, and considerable overlapping is to be expected. In & sym-
posium of this kind, the breadth of scope of individual papers will vary
appreciably. Some are more concerned with broad areas of market
and labor power as they relate to controls, while others deal with
narrower issues, such as price control in regulated industries, cost-
of-living escalators, and fringe benefits in employee compensation. All
of the papers provide insights into particular problem areas that both
legislators and administrators will want to take into account in for-
mulating the future direction of controls in the economy.

By no .means all of the key issues in wage and price control are

explicitly included among these papers. For example, relatively little . -

emphasis is placed on rent control or possible control of interest
rates, profits, and dividénds. This in no sense minimizes ‘the impor-
tance of such issues, which are receiving extensive consideration in the
press and elsewhere. This compendium is intended not as a compre-
hensive evaluation of all aspects of the control program but as an
attempt to focus more attention on issues which may have been unduly
neglected and warrant more serious dttention than has been shown
them thus far. ' . o

In the first paper, Roger Bezdek of the University of Illinois
presents an evaluation of the major price and productivity indicators
that are the basic yardsticks for the entire price and wage control
effort. The assurances He provides are mixed.at best. He reviews the
following price indexes: the Consumer Price Index, the Wholesale
Price Index, the Implicit Price Deflator, and the construction price
indexes. Of these only the Consumer Price Index receives fairly high
marks in his overall assessment, and even here he recognizes its
obvious weaknesses. As he says, “The CPI is deserving of a high
degree of confidence by the Government and consumers.” Since this
is the most visible and widely used index for measurement of inflation
and in wage negotiations, as is.particularly evident in Lily Mary
David’s paper on cost-of-living escalators, Bezdek’s confidence 1s
encouraging. However, he is highly critical of the other indexes. The

*Congressional Research Service, Library of Congress.
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Wholesale Price Index lacks sufficient sector coverage, contains de-
ficiencies in its basic data and price quotations and lacks a theoretical
framework. Construction indexes are ‘“‘of exceptionally poor quality.”
The Implicit Price Deflator is especially deficient in its handling of
the Government sector, and suffers from its necessary reliance on the
other indexes of which it is a composite.

There 1s similar unevenness in the productivity data. Bezdek finds
that for the manufacturing sector of the economy, as a whole and in
its major components, reliable measures of productivity are available.
Thus he feels able to conclude that “we do have the capability of
measuring prices and productivity accurately enough to make feasible
the type of general wage-price control program now in effect.”

But serious gaps remain. Productivity measures of individual
(Standard Industrial Classification 4-digit) industries are sufficiently
unreliable as to question whether their use is appropriate in the de-
velopment of price-wage controls. Bezdek suggests alternatively that
use of productivity guidelines be formulated in terms of more aggregate
industry groupings, or that detailed study of productivity be concen-
trated in specific critical or problem industries in the economy.

Outside of manufacturing productivity measures are poor. ‘“For
government, construction and services accurate and reliable produc-
tivity estimates are not presently available.” In view of the rapid
growth of these segments of the economy, both absolutely and rela-
tively compared to manufacturing, this deficiency may be a serious
obstacle to a fair administration of wage and price control.

William G. Shepherd argues that the price-wage control program
has been peripheral to meeting the core of the inflation-recession prob-
lem, which he sees as one of market power. He suggests: “The available
policy tools are not being used. Even if they were they would probably
be insufficient. A new variety of treatmentsis needed, to fill the present
policy vacuum.” Shepherd holds that the extent of concentrated
market power is, if not rising, clearly persistent. He cites particularly
such industries’ as automobiles, telephone equipment, computers,
soaps, electrical equipment, power, communications, transport utili-
ties, and major financial institutions as possessing a high degree of
market power. Such power has the consequences of higher prices,
excess profits, increase in inequality of wealth, lower efficiency, and
narrower and disequalized opportunity.

The evidence suggests that present antitrust and price control poli-
cies are not being effective in exerting significant pressure on prices
in industries with significant market power or in overcoming “stag-
flation.” Profits by firms in these industries, Shepherd argues, are in
fact legitimatized by the Price Commission. Among the steps which he
believes should be taken would be the following: (1) Concentrating
antitrust action on market leaders rather than on lesser firms and in-
dustries; (2) establishment of an Industrial Reorganization Commis-
sion, as proposed by Senator Philip Hart in S. 3832, 92d Congress,
which would have power to reorganizé industries, so as to make them
more competitive; (3) creation of a publicly funded performance in-
vestment bank which would be able to acquire partial holdings (20
percent would usually suffice) in firms with market power which are not
accessible to other treatments, and thus to influence management
policy and publicize inferior performance, (4) reduction of interna-
tional trade barriers, (5) using monopsony power of the Government
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to force lower prices in a wide range of purchases for public,groups;
and (6) profit regulation. S o

In short, Shepherd suggests that the price control mechanisms.now.
being employed ‘“‘permit, rather than limit, the pre-existing degree of
profitability in these and other industries.” They are thus weak medi-
cine, if medicine at all. Shepherd’s analysis may also be interpreted as’
providing one explanation for the lack of resistance to, in fact a con-
siderable degree of support for, price controls as currently administered
by many segments of the business community. Such controls are in
general evidently not pressing hard on them and are, in fact, largely
permitting them to carry on business pretty much as usual. But the
corollary is that they are not being very effective in reducing market
power, reducing prices, or in increasing output and employment as
much as would occur if greater competition in the economy prevailed.

Roger Noll takes a similarly critical position of the Price Commis-

sion, for its policy of delegating nearly all of its authority to control
public utility prices to the numerous State and Federal regulatory
agencies. Most such agencies have taken a weak stand with respect
to the price increases requested by the respective utilities they are
charged to regulate, with little if any consideration for their responsi-
bility to contribute towards stable prices or to protect consumer
interest. He concludes: “Most scholars who have examined the per-
formance of regulatory agencies agree that the Price Commission has
picked an especially weak governmental institution to which t6 dele-
gate its power to control utility prices. . . . The Price Commission
has chosen to all but exempt from the control program a sector that
has performed poorly over the past few years. One can only condone
this action if one believes that the entire control program should be
dismantled and that the public utility policy i$ simply a good first
step.”’ ’ l - ' '
. pt the very least, Noll maintains, the Price Commission should
have retained oversight over price control of utilities to see that cer-
tain minimum standards, parallel to those imposed on other firms,
are maintained. The very existenée of such a Price Commission review
authority for increases that raise serious questions of "conformity
with the overall control program would limit the number and size
of utility requests for price increases. L

Thus in weighing the future of price control, the Congress should,
these two papers imply; consider the extent to which current Price
Commission policy and procedures are based on minimum interference
with existing business patterns and to what extent it is letting that
emphasis interfere with its mission of keeping price increases to a
practical minimum. - . :

While price and wage controls generally have been accepted with
relatively greater equanimity than many would have anticipated a
year ago, a major exception to this acceptance is to be found in food:
prices. Reasons for this disaffection lie close at hand. These prices
are probably the most visible of all for the average consumer in his
daily, or weekly, purchases, Farm prices have been exempt from
controls. Food prices have fluctuated more than most others, due to
factors such as the weather, increases in demand, particularly for beef,
faster than supply can be increased, exports of grain larger than had
been anticipated, and labor disputes in transport and other industries.
At the same time, a more comprehensive price control of food would
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be difficult to implement without rationing, and relatively easy to
circumvent, considering the large number of competitive units in-
volved in the production, processing, and marketing of food. There
is also good reason to believe, as George Brandow points out in his
paper, that more comprehensive price controls may be unnecessary
on economic as well as administrative grounds.

After an analysis of food prices by major food sector, Brandow
estimates that, assuming the absence of abnormally adverse weather,
no unusual foreign purchases such as those recently made by Russia,
but with continuing gradual price rises in labor and nonfood materials
in producing, processing and distributing food, the index of retail
prices of all foods will rise at a slightly slower rate than the rate of
mnflation for the remainder of the economy in 1973 and 1974, assuming
no controls. He realizes that these “all food” estimates could be wrong
by 1 to 2 full percentage points even if the assumptions are borne out
in actual experience. The projected rate of increase in 1973 is about 1
percentage point less than actually occurred in the preceding year. A
principal reason for this relatively optimistic forecast is the assumption
that farm prices of feed grains and milk will be nearly stable under
government programs. Brandow stresses that government programs
for farm price support and supply management can be utilized for
price stabilization and can have a significant effect on retail food
prices. A

Brandow points out the difficulties of imposing food price ceilings
on commodities like meat, since the quantity of such commeodities
brought to market depends largely on farmers’ earlier decisions about
production. If price ceilings induce farmers to reduce production for
a later year, the impact could be severe. Effective profit margin con-
trol might help to stabilize markets for individual products but is
unlikely to have a discernible effect on consumers’ total food bills.
The most feasible ways of dampening price rises in foods would seem
to be those that in one way or another would increase supply. Thus,
Brandow suggests that to meet rising demand for beef, it may be
desirable to permit farmers to graze livestock on acres “set aside’ or
withdrawn from crop production under the control programs and to
reduce payments for setting aside acreage when the grazing option is
chosen. Import restrictions, such as on meat and sugar, could be low-
ered. Where possible increases in efficiency in food production, process-
ing, and distribution should be attempted. However it must be recog-
nized that measures to protect the environment and to increase food
safety may be offsetting tendencies that may raise food prices. In
conclusion, Brandow is not sanguine about food price controls as a
solution of the problems of price stabilization.

Irving Siegel in his paper explores the thesis that greater than
average productivity in some industries should permit actual price
reductions and suggests means to encourage such reductions. He uses
as basic data analyses of productivity trends made by the Bureau of
Labor Statistics covering the period 1958 to 1970 and by the Price
Commission for the years 1958-69.! He cites, for example, over 30
industries shown by the Price Commission data as having average
annual productivity increases of 5 percent or more between 1958 and
1969. These include, among others, brewing, women’s hosiery, indus-

1 For a eriticism of these Price Commission data, see the paper by Roger Bezdek.
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trial organic chemicals, plastics materials, medicirials and botanicals,
petroleum refining, radio and television receivers, picture tubes, and
semiconductors. In a number of these industries, prices declined signifi-
cantly between 1958 and 1970. For example plastic materials prices
declined by 30 percent, industrial organic chemicals by 18 percent,
medicinals and botanicals by 25 percent, radio and television receivers
by 22 percent, and picture tubes by 46 percent. )

However, as Siegel cautions, “previous productivity and price
experience provides no sure clue to the areas ripe for price-cutting.”
Good past price performance may not be sustainable, for example in
the face of unexpectedly large wage settlement. It should also be
acknowledged that there are cases in which better than average
productivity increases have not entailed either price stability or price
decline, and others when unfavorable productivity performance has
occurred together with acceptable or better price performance. Nor
should past poor performance in raising productivity preclude sub-
stantial improvement in the present or future. The lack of appreciable
productivity gains in the motor véhicle and steel industries, for ex-
ample, can hardly be accepted with complacency by management
unions, or the public.

Siegel lists the following policy possibilities for encouraging price-
cutting: '

(1) Tax and other incentives for upgrading technology and
transforming it into physical plant and-equipment. ’

(2) Encouraging workers to forego demands for pay increases
greater than productivity gains by the offer of purchasing power
protection where pay increases stay within bounds of productivity
gains. The cost-of-living escalation provisions discussed in the
paper by Lily Mary David are one of the means of achieving
this objective. Siegel also makes suggestions for wage-deferment
bonds and tax write-offs to this end.” “For symmetry, tax-bene-
fits could be offered to companies that voluntarily share their
productivity gains with the public in the form of lower prices.”

(3) The actions of the Price Commission, which have brought
about both “voluntary’” and “ordered” price cuts to bring about
compliance with its profit margin limitations.

(4) A Price-Wage Review Board, which would publicize pro-
posed increases of prices, or maintenance of prices at unjustifiable
levels, by major corporations dominating key industries, as pro-
posed by, among others, Walter Reuther in 1966.

(5) A consumer protection agency which could represent the
consumer viewpoint in wage-price hearings and exert pressures
on prices where productivity gains would justify lowering prices.

Robert H. Haveman and Thad W. Mirer, of the Institute for Re-
search on Poverty at the University of Wisconsin, provide insight into
how the wage-price control program might be utilized to reduce and
ameliorate poverty. Although pointing out serious deficiencies of wage-
price control in principle, Haveman and Mirer do suggest ways in
which the wage-price control mechanism can be utilized to improve
income distribution, specifically to raise lower income levels. .

They express strong doubts that control decisions by and large
will have any appreciable effect on the real income level of those at
the poverty level. This is due to the fact that a large proportion of
such families (45 percent in 1970) have little or no income from labor
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or property. “Moreover, although the poor tend to concentrate their
expenditures on different commodities or services than other groups,
the difficulty of altering specific commodity prices for this purpose—
together with the low target efficiency of such price changes—suggests
the ineffectiveness of such a strategy.”

Outside of the price control mechanism, they of course recognize
lowering unemployment as a course that would have a major effect
on income redistribution. The impact of inflation is more difficult to
discern with confidence. Haveman and Mirer point out, for example,
that ‘“while increases in the consumer price level have often been
viewed as falling more heavily on low income families, this result
seems neither general nor inevitable,” citing studies of Hyman
Minsky and the Institute of Government and Public Affairs of the
University of California in Lios Angeles.

The authors discuss profit control and selective commodity price
control (e.g., restricting prices of basic commodities used by the poor
while permitting luxury and related cominodities to increase at their
natural rates), but recognize the practical difficulties in administering
such controls, particularly the latter. Thus wage controls, they believe,
must receive primary attention if the control mechanism is io be
used to reduce the inequality of income distribution. Although they
recognize institutional pressures that would make their implementa-
tion difficult, Haveman and Mirer make the following recommenda-
tions the central focus of their paper:

(1) Establishing ceilings on the growth of profits such that the overall effect
of the price controls systemn is to decrease the ratio of property income to labor
mcome.

(2) Permitting wage increases for low wage workers to be higher than the
increases allowed them under a neutral policy, and constraining wage increases
for high wage workers to be lower than those allowed by a neutral policy.

As just noted, Haveman and Mirer in their paper express the
skepticism, probably shared by most economists, about the desirability
of maintaining price and wage controls, recognizing that the longer
they are continued, the more serious will be the distortions and
misallocations of resources that will occur, and the more danger will
be incurred from increased governmental authority over the economy
and from the size of the administrative task. At the same time, as
many observers have pointed out, there is the prospect of a number
of major labor contracts involving some of the largest unions and
over 4 million employees expiring in 1973, and the likely push for
sizeable wage and benefit boosts on the part of powerful unions. This
makes a strong case for continuing at least the major part of the present
wage and price control program. And this, in essence, is the conclusion
reached by Frank Pierson in his paper which focuses on the 1973
wage negotiations. He concludes basically that it would be imprudent
to eliminate wage-price controls in the immediate future. “Once the
essential elements of a control program have been worked out, there
are important advantages in keeping its general scope unchanged
until the time has come for eliminating it altogether.”

Pierson notes that, in terms of the wage-price control program, the
most significant negotiations will occur in the second quarter of 1973,
with particular importance attached to those between the United
Rubber Workers and the major tire companies. Considering the
latitude provided by Pay Board standards and policies, there is a good
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chance that most settlements will fall within the presently allowable
raises. He concludes that: “If the key settlements can be held to
roughly the pattern of major bargaining increases that were secured
in 1972, a strong base will be provided for holding the general pace of
inflation to its 1972 rate of increase or for reducing it further. Any
substantial break-through in the pattern of 1972 wage Increases, on
the other hand, can be expected to shift expectations in a more pro-
nounced inflationary direction almost imimediately.” Pierson further
emphasizes that success in holding the line in wages depends heavily
on keeping consumer prices close to the 2.5 percent ceiling level.
“Unless price increases are held closely to the 2.5 percent ceiling

figure, protest actions of one form or another aimed at the wage-price
control programn are sure to oceur.”’ ’

Pierson gives a clear picture of the difficulties both of tightening or
of loosening the wage-price control program. To broaden the scope
of the program (to cover, for example certain foods, interest charges,
and profits) would involve extremely difficult issues of administration
and enforcement. There are strong doubts that the American business
community would support the regulations this would require. On the
other hand to narrow the program’s scope would create a great deal of
difficulty in deciding who would be covered and who exempt from the
regulations. “Changing the jurisdictional scope of a program of this
sort in either direction could not help but engender a great deal of
confusion and maneuvering among those workers and employers who
found themselves just inside or outside the new rules.”

Marten Estey supplies for this compendium a careful evaluation of
relative changes in union and nonunion wages from 1959 through 1972.
He finds that in recent years, current or new wage increases in union
situations are larger in percentage terms than in nonunion stituations,
both in manufacturing (since 1967) and the economy as a whole.
During the.period. of wage-price control, union wage increases have
continued to be measurably larger, in percentage terms, th an-nonunion;
although, because union wage increases were running very high just
prior to the control program, the percentage reduction in the size of
wage increases has been greater in. the case of union wages. o

Policy implications fromy these findings are limited In part by -(1).
the small segment of nonunion enterprises in manufacturing for which
wage change data comparable to that for union enterprises are avail-
able, and (2) the lack of comparable data on wages and benefits
combined. , A ' N T

However solely on the basis of the evidence he presents, and
assuming inflation control to be the primary policy objective, Estey.
suggests the following policy dilemmas: :

1. “It may be argued that controls should be continued on union
wages because union wage increases are still above the general
pay standards, and because the bargaining schedule for 1973
will tend to boost the net effect of union wage changes.” This
argument is supportive of the -position. taken by Plerson .as
described above.. . ‘ _

2. “Conversely, it may be .argued that controls on nonunion,
wages should be eliminated on the gréunds that nonunion wage
increases are already below the general pay standard, both in
manufacturing and, on the basis of Pay Board data, on an
economy-wide basis as well.”
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3. “On the other hand, the fact that nonunion wages are more
responsive to economic change, and that nonunion wage increases
were larger than union increases from 1959 to 1966, raises the
question whether this pattern is about to be repeated as economic
expansion continues. If so, this might be the worst time to de-
control nonunion wages.”

The two papers by Lily Mary David and Charles Ciccone deal with
two particular aspects of employee compensation which deserve more
attention in the consideration of the future of wage control than they
have received thus far; namely, cost-of-living escalation and fringe
benefits; both are likely to play a major role in the 1973 wage negotia-
tions, as Pierson’s paper already indicates; both may require more
explicit recognition m legislation.

David notes that cost-of-living escalation clauses affect about 5
million workers in the private U.S. economy, 4.3 million under major
collective bargaining contracts, those affecting 1,000 or more workers.
(Also covered by cost-of-living escalation are two major Federal
pension schemes, the Federal civil service retirement system and the
Social Security System, together covering about 30 million benefi-
ciaries. These are not further considered in David’s paper.)

There is no statistical evidence that formal wage escalation clauses
have increased inflation. Rather, to the extent that cost-of-living
escalation leads unions to accept more reasonable settlements than
they would agree to if they felt they needed to include an inflationary
hedge in their wage demands, it could have a counter-inflationary
influence.

David’s fundamental conclusions are the following:

If cost-of-living escalation is considered desirable, control policy must permit
workers who adopt escalation to receive large enough increases in the event of
rising prices to warrant their giving up part of the increase they could receive
without escalation. Workers will not gamble on an escalator clause unless it gives
them a chance of significantly larger total increase in pay if prices rise than they
could he guaranteed regardless of what happens to prices.

Any decision regarding escalation policy presumably should also consider the
frequency of permissible adjustments. Theoretically, the less frequent the cost-
of-living reviews, the less their inflationary potential. On the other hand, the less
frequent the adjustments that are permitted, the less willing unions may be to
adopt escalation, or at least the larger the initial guarantee they will expect.

Ciccone points to the steadily increasing proportion of fringe benefits
in the total employee compensation package and points to several
issues that this raises for the wage-price control program.

First there is some evidence, but by no means conclusive, that the
Pay Board standards have motivated a real shift from wages to
benefits. Part of the doubt lies in the fact that the Pay Board considers
only applications for increases from the larger (Tier I and Tier II)
firms and has no data on the impact that these applications have on
smaller firms and thus on the economy as a whole. The lack of adequate
separate wage and benefit data is proving to be a serious handicap to
sound analysis of all the issues connected with wage fringe benefits.

There is some risk in the trend toward “qualified” benefits, i.e. those
generating deferred income for employees, such as private pension
plans, insurance programs, and savings plans. Because they are nor-
mallylessinflationary than other wage increases or benefits that provide
immediate increases in compensation, they are more readily agreed to
by the Pay Board. However, they do still impose an immediate cost
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on employers and to the extent that these costs are reflected in market
pr.icesc,1 they may be a factor in causing wage stabilization targets to be
missed.

Ciccone notes that lower-paid workers, in the smaller nonunionized
firms, as a whole lag in fringe benefit coverage. Exempted from wage
and fringe benefit controls, their employers may push fringe increases
rather than wage hikes, especially if money wage raises are difficult to
come by. But, under existing reporting requirements, the extent of
this trend is unknown. .

If something like the present wage and fringe benefit ceilings are
continued, Ciccone foresees alternative developments, depending on
the extent of upward movement of consumer prices. If price rises are
moderate, the demands for wage increases would be likely to Temain
within the basic wage standards with relatively little emphasis on a
better fringe package. If a large climb in consumer prices should occur,
the pressure for larger fringe package increases will be severe. “In
summary, should price controls be only slightly less successful than
hoped for, a moderate shift to benefits may occur; should controls fail
to slow down price increases entirely, a major shift to fringes may
result * * * . Expenditures for fringe benefits during a control period
extending present standards can rise under a variety of economic
conditions with the magnitude of the increases varying with the degree
of success or failure registered by the price control program.”

Further Ciccone argues that a system to survey wage and benefit
movements among all sectors of the economy, whether controlled or
not, should be devised which would supply the control agencies with
current actual economy-wide data. Measuring the actual rise in wage
and benefit levels and analyzing wage-fringe tradeoffs on a current
basis are necessary prerequisites for proper and timely adjustments in
the overall wage-benefit program.

The concluding paper in this compendium, by Edward Knight of
the Library of Congress, provides a chronological survey of the efforts
of the Federal Government to control inflation during the post-war
era with particular emphasis on the four periods, 1945-48, 1950-51,
1955-58, and 1965-72. The survey points up the varying inflationary
forces which occured in this 26-year period, the many conbinations of
policy options that were chosen, and the unevenness of results. Knight
found that probably the most effective measures to combat inflation
within this period were those during the Korean war.

As this survey makes abundantly clear, the measures undertaken
to curb inflation were, of course. part of the broader economic policy
decisions that had such additional objectives as achieving high levels
of employment, a satisfactory rate of economic growth, and a sound
position In international trade and finance. To some extent, these
differing objectives involved compromises and tradeoffs. Thus it is
not surprising that during certain periods some objectives received
relatively greater priority or emphasis than others, depending not
only on the state of the economy but also on the political, social, and
economic judgments within the administration at any given time. While
no definite policy guidelines appear in this paper, it does illuminate
some of the many alternative options which the administration and
the Congress are likely to want to consider in the present state of the
economy and the nation. .




CONCEPTUAL AND EMPIRICAL PROBLEMS IN THE
MEASUREMENT OF PRICES AND PRODUCTIVITY

By Rocer H. Brzpex*

INTRODUCTION

No problem is more basic to an incomes or wage-price control
program than that of measuring prices and productivity. The critical
role of price measurement is obvious: the high rate of the rise in prices
was one of the major causal factors behind President Nixcn’s New
Economic Policy, the behavior of prices since August 15, 1971, has
been closely scrutinized, and the level of the rate of inflation will be the
major determinant of how quickly the present wage-price controls will
be abolished. It is thus of critical importance to determine how accu-
rately it is possible to measure prices and changes in prices. The central
role of productivity in the present economic controls program was
recently emphasized by C. Jackson Grayson, chairman of the Price
Commission :

" With each passing moment of experience in the Price Comimission, T become
increasingly convinced that the length of time we're going to have controls is
almost directly proportionai to the length of time it takes the private seetor to get
American productivity on the rise again * * * | And I’ll go farther. Since one-
sixth of all jobs in the United States are public jobs in Federal, state, and local
government, the private scctor must demand the same standards of the govern-
ments they elect. They must see to it that the public sector matches the private
sector in productivity improvement.!

Thus the meaning and measurement of productivity emerge as signif-
icant issues in Phase I1I of the New Economic Policy. '

The purpose of this paper is to examine the major price and pro-
ductivity indexes which exist for the American economy, pinpcing
their strengths and weaknesses and provide an overall assessment of
the validity of these measures in relation to the wage-price controls.
The first section is devoted to a discussion of price indexes, the second
section covers the problem of productivity measurement, and the
final section contains conclusions and recommendations pertaining to
these issues.

Price MEASUREMENTS AND PRICE INDEXES

There presently exists no general comprehensive price index for
the U.S. economy capable of measuring prices at intermediate steps
of production as well as at the point of final distribution, of providing
an indication of the behavior of prices in any section of the economy,

*Assistant Professor in the Department of Economics, the Institute of Labor and Tndustrial Relations
and the Center for Advanced Computation, University of Illincis at Urbana-Crampaign. He is indebted
to Melvin Rothbaum, Milton Derber, Barry Getzel, Thomas Wicke, Suzan Nakagama, and William Cook
of the University of Tllinois and to Leo Svickauskas and Richard Ziemer of the Bureau of Iabor Statistics
for advice and assistance in the preparation of this paper. but retains sole responsibility for the opinions
expressed here and for any errors. This work was supported in pan by tite 1nstiibie o JLaber and inqusirial
Rlclau'ons an[r(l]in part by the Center for Advanced Computaticn, University of Illinois.

Grayson [9].
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2

and of measuring price movements for the economy as a whole.?
Rather, there exists a number of price indexes and indicators, each
constructed for a specific purpose, referring to a‘certain sector or
sectors of the economy, and beset by specific conceptual and em-
pirical problems. It is thus not surprising that different indexes will
often show prices moving in a different direction during the same
time period. . ’

The major price indexes available in the United States are listed
in Table 1. Here only those indexes of primary interest in the present
wage-price control program are discussed: the Consumer Price Index,
the Wholesale Price Index, the Implicit Price Index (or Deflator)
and the construction price indexes.

TABLE 1.—-MAJOR PRICE INDEXES FOR THE U.S. ECONOMY

Earliest
date for
which
data are X
Index Agency responsible for the index available Description
Consumer Price index_____ Bureau of Labor Statistics, U.S. 1913 A measure of changes in prices of
Department of Laber. goods and services bought by urban
. . . wage earners and clerical workers.
Wholesale Price Index__._______ 1 [+ s 1820 A measure of price changes for goods
sold in primary markets.
tmplicit price index______. Bureau of Ecnemic Analysis, U.S. 1952 A mezsure of the price levels of all
Department of Commerce. final goods and services produced .
during a.specific time pericd. o
Construction pricein- . _._.. do. ool [ - ) A composite index of construction
dexes. ' - : s costs and prices.
Export and import price Bureau of Fereign Commerce, U.S. 1813 A measure of changes in the average
indexes. Department of Commerce. unit value of exports and imports.
Indexes of prices paid and "U.S. Department of Agriculture.____... 1505 Measures of the urit value of agri-
received by farmers. . i cultural output and of prices of
. cemmodities to farmers.
Industry-sector price Bureau of Labor Statistics, U.S. 1662 Composite indexes comprised of price
indexes. Department of Labor. series matching the economic

* activity of a defined industry or
_ - . economic sector.

Spot market prices___.___._..._ B0 e e s 1934 A measure of price movemerts of 22
sensitive basic commodities whose
markets are presumed to be among
the first to be influenced by

. changes in economic conditiens.

Railroad freight rate indek. Interstate Commérce Commission, 1948 A mezsure of the structure of rates
. - - U.S. Department of Commerce, charged by railrods to haut freight.
Stage of processing in- Bureau of Labor Statistics, U.S. 1962 Measures of price movements for
dexes. - ' " Department of Labor. commodities at various stages of

production.

1 Different years for different categories.

The Consumer Price Indezx

Frobably ‘the best known and most widely accepted indication of
price movement in the economy is the Consumer Price Index (CPI);
which dates back to 1913 and is compiled by the Bureau of Labor
Statistics. The CPI meeasurcs changes in the standard of living based
on a fixed “market basket” of goods and services, and is a statistical
measure of changes in the prices of commodities purchased by urban
wage earners and clerical workers, including' families and single
persons.® The BLS obtains an indication of price movement by
repricing at fixed time intervals a specified mixture of goods ani
services and comparing the aggregate cost of this market basket with

2 See Searle [ISDj for a detailed diseussion of thé problems inherent in developing a comprchensive priée
index for the whole cconomy.

3 For a description of the Consumer Price Index see [31] pp. 75-95.
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that which existed in a selected base period. The quantities of these
commodities are held fixed except for periodic weight revisions, and
the present weighting structure for the CPI was determined from the
BLS Survey of Consumer Expenditures, 1960-61.* The price estimates
are obtained from a detailed sample of consumer units.

It is important to distinguish a constant utility or cost of living
index, which the CPI is not, from a price index, which the CPI is. The
Consumer Price Index measures the average price of a specified col-
lection of goods and services purchased by a representative sample of
families and individuals and primarily reflects price changes. A true
cost of living index, on the other hand, would measure not only changes
in the price of a fixed collection of commodities, but would also take
into account all other factors which influence an individual’s “standard
of living,” such as substitution of cheaper commodities for more
expensive ones, changes in the quality of goods, introduction of new
goods and the disappearance of old ones, and so forth.®* A cost of
living index would be a measure of utility and rises in it would in-
dicate that it has become more expensive to maintain a specified
level of utility. A price index, such as the CPI, can measure only one
component of this: the average prices of a collection of goods and
services. Unfortunately, this distinction is often overlooked and
changes in the Consumer Price Index are usually equated with changes
in the “cost of living.” This distinction will become clearer in the
discussion below.

Traditionally the most perplexing problem in the construction of
index numbers, including the CPI, has been the effects of changes in
quality in the products in the index. The CPI is supposed to measure
the change in price of a collection of given commodities, but in an
economy as dynamic as that of the U.S. the quality of goods and
services is constantly changing. Thus increases in the price of goods,
if they reflect quality changes, should not be registered as price
increases at all.

Ttis a common belief among economists that the CPI has historically
overstated the rise in prices because it has failed to adequately take
into account changes in quality., While this feeling in most cases has
been based more on intuition than on empirical research, several
studies do support this hypothesis. Zvi Griliches studied price changes
in automobiles in the 1950s and concluded that the CPI overstated
the price increases by a wide margin, and more recently Yoram
Barzel reached a similar conclusion with respect to the CPI estimates
of the costs of medical services.® On the other hand, due to the proce-
dures used by the BLS to compensate for quality differences it is also
possible for the CPI to understate the rise in price of commodities and
studies have shown this to be the case in a number ‘of instances.” A
summary of the conclusions reached in different studies with respect
to the “quality bias’ in the CPI is presented in Table 2.

At this point the evidence appears to be inconclusive and it is im-
possible to state whether there is any significant bias in the CPI in
either direction due to quality changes. The important point to be
noted is that the widely held belief of an upward bias in the CPI

 See [30].

5 The differences between a cost of living index and a price index are discussed in (18], pp. 51-52, and in

[17], pp. 1-3.
¢ See Barzel [2].
7 For a summary of the results of these studies see Triplett [25].



TABLE 2.—SUMMARY OF CONCLUSIONS OF SEVERAL STUDIES OF PRICE INDEXES AND QUALITY
CHANGE, YARIOUS PERIODS 1947-66

Author Product or service * Period Conclusion
Gavett ._______._. e e Washing machines....._._._._. 1963-66  Slight upward bias.
Do.._.__.. .- Men’s suits Do.
Do - pets_______. - Upward bias.
Martin________ Do.
Scitovsky Downward bias.

Upward bias.
Lamson. . Do.

Note. “‘Upward bias'’ means the quality-adjusted price index computed in the study rose less than the relevani CPI
component if prices were rising or fell more than the CP1 component, if prices were falling. “‘Downward bias™ indicates
the opposite finding. .

Source: Triplett [25].

due to quality changes has not been conclusively proven and that
the bias introduced into the CPI by quality change may in reality
be insignificant. ] ,

The possibility of a ‘““substitution bias” appears more plausible, for
the use of base period weights in the CPI tends to overstate the actual
price rise in times of increasing prices. The reason is that consumers
will substitute those goods whose prices increase less or decrease more
for those whose prices increase more or decrease less, and by failing to
take this substitution into account the fixed weight CPI will over-
estimate the rise in the cost of equivalent market baskets. The fixed
weight CPI thus assumes that the consumer maintains the same
patterns of expenditures as he exhibited in the base year even though
the relative prices of these goods.change.

While this has long been recognized as a problem, there exists no
easy solution to it. One possible remedy would be for the BLS to
revise the fixed weight indexes more than once every ten years.’
While this may be a step toward solving the problem several points
should be noted: (i) no matter how frequently the weights are revised
fixed weights will remain for some periods, and even intrayear shifts
in consumption patterns are often significant, (ii) as the weights are
changed more frequently the original concept of the fixed market
basket becomes more nebulous, and (iii). it is difficult to determine if
the consumer believes that he maintains an unchanged standard
of living as he shifts purchases among different goods. To overcome
these problems the use of econometric demand models has been sug-
gested. Given assumptions about the consumer’s preference patterns
these models could be used to statistically estimate indexes which
would take substitution into effect among all items of the consumer’s
budget. However, while considerable progress has been made in this
area in the past decade, the assumptions underlying these models
and the implications of their results are still a point of controversy
among econometricians. It thus appears unlikely that econometric
methods will yield results which can be incorporated into the existing
CPI for some time to come.?

Another problem endemic to the CPI concerns the introduction
of new commodities into the index. The complications new com-
modities cause are obvious: if new goods which account for a signif-
icant portion of consumer expenditures are introduced between
revisions of the market basket then the CPI. by not including these

8 Popkin [17], p. 2.
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goods, will be biased. The most commonly recommended solution to
this problem is the more rapid introduction of new commodities
into the index; however, it is not clear that in all cases this represents
the optimal solution. Most new products, especially those for which
good substitutes did not previously exist, are often priced at relatively
high levels in the early years of their history because of limited supplies
and are then gradually reduced in price as large scale production
and mass markets develop. Television sets in the late 1940’s and color
televisions in the early 1960°s are examples of this. Thus if new
products are introduced too quickly, the subsequent rapid decline
1n their price will tend to introduce a downward trend into the CPI.
Further, the BLS is aware of this problem and in the past decade
has reduced the time lag in introducing new products into the CPI
which had generated much of this criticism. Thus the significance of
this particular problem has probably tended to diminish in recent
years.

Another major problem area in the CPI concerns the treatment of
consumer durable goods, which are presently measured at their
purchase price rather than valued at the flow which their services
vield to consumers. This practice has been criticized because ‘“The
welfare of consumers depends upon the flow of services from durable
goods, not, upon the stocks acquired in & given period.” * Unfortunately
the treatment of durables as a flow rather than as a stock in the CPI
would require the assumption of perfect foresight, perfect capital
markets and knowledge of future prices. Thus while the present
handling of durable goods in the CPI presents problems, an accept-
able alternative has yet to be devised.

Additional problems for the CPI relate to the handling of taxes,
government services, and externalities in consumption. While indirect
taxes are included in the CPI, income taxes and other direct taxes
are not. If taxes are viewed as payment to the government for the
provision of general or specific services, then they should probably be
included as some sort of price paid for these services. However, the
unique and noncompetitive nature of most public services makes this
approach extremely difficult. In this context, it may be useful to have
available price series inclusive of various types of direct and indirect
taxes.'® The issue of externalities in consumption has become increas-
ingly important recently due to the concern with environmental
quality. For example, should some type of adjustment be made in the
CPI for the costs of federally required pollution control devices on
new automobiles? While convincing arguments could be made in either
direction, a satisfactory solution to this dilemma is presently not
available.

The timing and inclusion of new types of retail outlets and methods
of distribution also present problems, for the prices of similar goods.
are usually lower in large volume retail stores and discount houses than
in the traditional outlets reflected in the CPI.M Further difficulties.
arise in the handling of changing terms of insurance coverage and the
treatment of seasonal items in the CPI. Finally, more technical
criticisms have also been leveled at the CPI concerning the lack of*
documentation of the procedures used to develop the index and the:

s NBER [18), p. 53.

10 Searle [19], p. 20. .
1t For a discussion of this problem see [7], pp. 20-31.
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indeterminancy of the sampling error inherent in the CPIL. The criti-
cism for lack of documentation is presently not as valid as it once was,
and the BLS is to be commended for the publication and distribution of
the detailed procedures involved in developing the CPIL.'? Similarly,
the sampling error in the CPI has also recently been estimated and it
has been concluded that any change in the index of 0.2 percent over
a specified period is significant at the 5 percent level.’® With this in
mind, and considering the procedural errors inherent in the con-
struction of the CPI, it would probably be wise to reconsider the
quoting of changes in the CPI in tenths of percent. :

The W'holesale Price Index

The Wholesale Price Index (WPI) is the oldest continous statistical
series published by the BLS and contains data beginning in 1890. From
its inception the WPI was designed to measure price changes for com-
modities sold in primary markets and pertains to sales in large quanti-
ties rather than to prices received by wholesalers, jobbers, or distribu-
tors. When it was first initiated it was calculated on the basis of the
unweighted prices of approximately 250 items, but by 1971 the WPIL
had grown to include over 8,000 price quotations and 2,500 com-
modities.’* When it was first developed the WPI was considered to be a
general purpose measure of the price behavior of the economy because
1t avoided many of the problems inherent in measuring retail prices.
However, with the subsequent development of the Consumer Price
Index, the Tmplicit GNP Deflators, ahd other price indexes this role of
the WPI was gradually supplanted. While it is still used today to a
limited degree to measure overall economic trends, it is more useful in
indicating price movements for intermediate products and for specific
sectors and industries.

Even more than the Consumer Price Index, the Wholesale Price
Index is subject to a number of serious criticisms which cast, doubt
upon its validity and severely limit its usefulness as a measure of
inflation. The problems with the WPI can be grouped into four cate-
gories: the lack of 'a theoretical framework, insufficient sector coverage,
deficiencies In the basic data and price quotations used in its con-
struction, and failure to deal adequately with quality changes.

Whereas the previous discussion of the Consumer Price Index began
with a discussion of the theory behind it, no such comparable theory
exists for the Wholesale Price Index.!® While the WP is loozely defined
as a maasure of price behavior in primary commodity markets and has
a number of important uses, no behavioral model derived from eco-
nomic theory defines the concept of the WPI or the use of its industrial
commodities component as a variable. The WPI cannot be said to be
a representative cross section of the economy and is a composite of
both costs and prices. 1ts behavior is highly dependent.on the universe
of transactions 1t covers. However, the universe of the WPI has never
been precisely defined and is determined largely by ease of collection.
Thus: .

From the viewpoint of economic analysis the Wholesale Price Index does not
appear to be a meaningful economic construct. The transaction coverage is not

12 This docunientation is presented in {35].
N BA I,Fc}inical deseription of the methods used to compute the sampling error in the CPI is given in Wil-
kerson [40].

14 BLS [31], p. 97.

15 Popkin [17], p. 5.
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descriptive of any definable:set of producers or purchasers in the economy. Nor
does the present WPI universe have a logical structure of subclasses which are
appropriate to the analysis of economic developments: for example, indexes of
buying and selling prices of industries, which would allow analysis of changes in
“value added.”” There is no principle to determine how many steps in the fabrica-
tion of a raw material should be included.!®

One remedy which has been repeatedly suggested is to reformulate
the weighting scheme of the WPI in terms of an input-output table,
which shows the dollar value of transactions among industries,
including sales among establishments within an industry. This would
require the construction of price indexes for each cell of the table to
indicate how price changes in certain industries are related to price
movements in others. The WPI developed in this manner would meet
the requirement of an index of prices of commodities purchased and
sold other than at retail level, and the prices of these commodities
would be weighted by their relative importance in total sales.?

A second major problem with the WPI is its inadequate sector
coverage, which severly limits its usefulness as a commodity price
indicator. Despite the tenfold increase in coverage of the WPI since
its inception, at the present time it covers less than 20 percent of all
industries in the economy.!® More seriously, the coverage of the
WPI is restricted primarily to the manufacturing sector, and it
contains no data on construction, government or the service sectors
of the economy.

Another problem with the WPI concerns the basic data and price
quotations used in its construction. While it is & common miscon-
ception that the BLS uses list prices rather than transaction prices
in computing the WPI, thisis not true. The BLS recognizes the problem
and goes to great lengths to obtain the prices actually paid. However,
the Bureau 1s often less than successful in this and many of the price
quotations utilized in the WPI do not accurately reflect transaction
prices.

Finally, quality changes and the introduction of new goods cause
the same types of problems for the measurement of wholesale prices
as they do for the measurement of retail prices. Since these difficulties
have been discussed in the previous section dealing with the Consumer
Price Index they need not be reiterated here. It should be noted,
though, that for some goods at least, it appears as though the BLS
has been getting better cooperation from manufacturers in recent
years and for many items the “quality bias” in the WPI may now be
negligible.?®

The Implicit Price Index

The Implicit Price Index (IPI), also called the Implicit Price Defla-
tors for gross national product, is compiled by the Bureau of Eco-
nomic Analysis (BEA) of the Department of Commerce as a part of its
work on the estimation of U.S. National Income and Product Ac-
counts.”® The IPI series was begun in 1952 and seeks to measure price
change in the major components of gross national product. Indexes are
published for the major components of GNP and are also available for

1 NBER [18], p. 64.

17 Searle [19], p. 12.

18 At the four digit SIC level BLS WPI data presently cover approximately 18.4 percent of all industries;
see Popkin [17], p. 6.

19 This is especially true with respect to automobiles; see [7]. p. 27.

20 The U.S. National Income Accounts are published every year in the July issue of the Survey of Current
Business, for example see [37].
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various detailed categories of GNP. The IPI breakdown of GNP is
given in Table 3. This index is especially important because it is the
only official index which attempts to measure the overall price behavior
of all commaodities in the economy.” C :
TABLE 3—GROSS NATIONAL PRODUCT IN IMPLICIT PRICE INDEX CONSTANT DOLLARS
[Billions of 1958 dollars}

1968 . 1969 1970 1971
Gross national product. . ... .ol 706.6 725.6 722.4 741.7
Personal consumption expenditures_ . .._......._...__. 452.7 469. 1 477.0 ' 495.4
Durable goods_____________._ 81.3 85.6 83.1 92.1
Nondurable goods. 197.1 201.3 207.0 211.1
Services. . ..__.____.__ e 174.4 182.2 186.8 o 192.2
Gross private domestic investment. 105.2 110.5 104.0 108.6
Fixed investment____ 93.8 103.8 99.9 105.9
Nonresidential 75.6 80.1 77.6 76.8
Structuies.. 23.4 24.3 23.6 22.8
Producer’s d 52.2 55.8 54.0 54.G
Residential structures___ 23.2 23.7 22.3 29.1
Nonfarm.____.__ 22.8 23.2 22.0 23.7
F- 141 | PSPPI .4 .5 4 .
Net exports of goods and serviees__... ... ____ 1.0 .2 2.2 .
EXPOMS . o o e o 45.7 48.4 52.2 52
PMpOTtS. e 44.7 48.3 50.0 52.
Government puichases of goods and services. 147.7 145.9 139.0 137
Federal______._ ... .__.___....__.. 78.1 73.5 64.7 60.
Stateand local ... ... 69.6 72.4 74.3 76,

Source: Survey of Current Business [37].

The IPI represents the ratio between current dollar GNP and con-
stant dollar GNP and is not an independently developed price de-
flator series. Rather, a number of individual price indexes are combined
to obtain an appropriate deflator for a component of GNP and the
resulting price adjusted figures are aggregated into designated sub- °
totals to obtain constant dollar GNP. These deflated data are then
divided into the corresponding figures stated in term of current dollars
and an average price relationship emerges or is ‘‘implicit.”” # The
data used to construct the IPI are not derived independently by the
Commerce. Department but are instead drawn from existing data
assembled by a number of other federal agencies and private organiza-
tions. In constructing the IPI heavy reliance is placed upon the Con-
sumer Price Index, the Wholesale Price Index, the index of prices paid
or received by farmers, and on a variety of other price series.

- Aside from the obvious problems caused by the inconsistency of
aggregating price series data compiled by different agencies and or-
ganizations there are two major criticisms of the IPI: it is a Paasche
type index which utilizes shifting weights, and it does not adequately
account for price and output changes in the construction industry and
the government sector. :

The IPI is a Paasche index; that is, the price weights change as the
composition of output changes-or, more accurately, the weights for
each year or-quarter are used to average the relative change between
that year or quarter and the base period. Thus comparison of the IPI
deflator for years other than the base year reflects the shifting composi-
tion of output as well as price changes. The use of the current year
weights, as opposed to base year weights, tends to indicate a smaller

2 Gainsbrugh and Backman {7], p. 43.
22 Thid.
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rise in the IPI over time because for commodities whose prices ad-
vance the most over the period, the physical quantities purchased tend
to decline more or advance less from the base year as compared with
those items experiencing price declines. Thus price increases are under-
emphasized and price declines are overstated.

A second and more serious failing of the IPI relates to the manner in
which two critical sectors of the economy are handled: the construc-
tion sector and the-government sector. These sectors are deflated by
combining costs of materials and labor into an imputed price series
without any adjistment for changes in output per man-hour. Thus
the degree of priceriseis overstated when output per man-hour is rising.
With respect to the construction industry, it is difficult to obtain an
appropriate index of prices to use as deflators: the units constructed
are largely heterogenous and the quality changes incorporated are
difficult to quantify.?® Thus the cost components are weighted on the
basis of their relative importance in the cost of a unit of a specified
type of construction during the base period and no allowance is made
for changes in output per man-hour. Thus the TP construction de-
flator is * * * defective in almost every possible way.”**

The IPI for the government component of GNP is deficient due to
_the unique nature of government services and to the use of employee
compensation to estimate prices for public sector output. The com-
modities purchased-by -government are deflated by existing price in-
dexes, but these indexes are not appropriate because they do not usu-
ally apply strictly to the categories of goods and services purchased.
More seriously, in computing the government price index no allow-
ance is made for increases in productivity by public employees be-
cause the necessary data are not available. All that is measured in the
government component of the IPI is the relative increase in emplovee
compensation, and no attempt is made to compensate for the in-
creasing productivity, skills, or civil service grade level of government
employees. The IPI including government and construction overstates
the rise in prices and the IPI excluding these sectors may be a more
satisfactory measure relative to price change in the economy.

Since the Implicit Price Index is the only official measure of price
change for the economy as a whole, these defects are especially serious
and need to be remedied. The Council of Economic Advisers has
recognized this problem for some time and the resources allocated to
the development of the National Income Accounts have recently been
greatly increased. It is thus reasonable to hope that this situation will
be improved in the near future.

Construction Price Indexes

The construction industry has been singled out here both because
it is a critical sector which in recent years has registered above average
rises in prices and also because it is an industry for which it is espe-
cially difficult to develop adequate price indexes: “Although construc-
tion activity is one of the more volatile sectors of the economy, no
satisfactory indexes are available for evaluating the extent and sources
of inflation in construction.” It is difficult to develop price indexes
for construction activity because the units built are heterogenous and

2 These preblems are discussed in more detail in the following section on construction indexes.

#NBER (18], p
% Swerdloff [23], p. 36.
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constantly changing and :because’ it ‘is- veryshard to:measure quality
change in construction. This lattcr problcm arises-bdcause it is difficult
to quantlfy. chrariges in: convemence sby]e eﬁ}uency, atﬁractlveness,
and building materials: - - . 0o

Another problem exists in rygard to the dlstmctlon bet\\ een -comny
struction ‘iprices” and -construction ‘“‘costs.”” ‘Price’’ refers to the
price paid for the completed unit by the ultimate buyer, while “costs”
refer to the total costs paid by the contractor: The difference between
the two will be equal to the contlactor s profits—but not subcontrac:
tor' profits, -real - estate commissions, land values, and related ex-
penses. *6 Arguments have been advanced in favor-of using either a

“cost” concept ora “price’ concept in the derivation of the construcs
tion index. The. problem is that the construction indexes which do
exist are'not based upon either a pure cost or price concept but, rather,
are a composite which utilizes both concepts to some degree. That is,
while some components of the indexes are based on a price concept,
data limitations force the use of wage rate and building materials
price statistics in the estimation.of other components. This latter con-
vention implies the assumption that there is no change in productivity
in the construction industry and tends to introduce an upward bias
into. the construction index. One study estimates that between 1947
and 1963 the standard construction price index overstated the rise
in prices in. this sector by more than one hundred percent.”

. There are other serious problems: with the construction indexes
which are of a more technical nature: most of these indexes are com-
puted from secondary data collected by private firms, the weights
used are of ‘uneven quality, the wage and price statistics used are
often not compiled from actual transsction datws, the geographic
coverage of the indexes is spotty, and the definitions of construction
employed often differ with. respect to the handling of various types. of
equipment, landscaping, and other items.”® These factors. tend to
introduce biases into.the construction indexes which make them ex-
tremely unreliable. In the: past- decade many basic reforms in the
construction data “and the price indexes for .this sector have béen
recommended. While a comprehensive discussion- of these is- outside
the scope of this report, it- can probably be safely concluded that the
development of reliable price. indexes for construction still lies some-
where in the future. :

PropvcTiviTy aND:-ProDUCTIVITY, MEASUREMENT
Conceptual and Definitional Problems

Productivity in the broadest sense refers to the efficiency with which

inputs are utilized to produce a specified output and can be defined as -

the ratio relating output to the resources consumed in producing that

output. More precmely «*'* * productivity is an expression of the

physical or real volume of goods and services related to the physical or

real quantities of inputs.”’?® Thus productivity can refer to the efficiency

‘with which any input to the production process—labor, capital, raw

materials, energy, and so forth—is utilized. Nevertheless, producuwtv
2 S0 NBER 1], p.67-

21 %OIE Sa [%n?re detailed discussion of these proble ms see Swerdloff [23] and NBER [18], pp. 87-89.
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is most frequently used to pertain to output per unit of labor input:
labor is the most important productive resource, it is a basic input in
the production of all commodities, it can be quantified relatively easily,
and the relationship between labor costs and labor productivity is
critical in determining inflationary trends in the economy. Even
focussing primarily on labor productivity, however, there are a number
of conceptual difficulties which arise relating to the definition of output,
the definition of labor input, weighted and unweighted productivity
measures, and the concept of total factor contribution. -

The concept of output generally used is that of final output, or real
product, which requires the exclusion of intermediate products to
avoid double counting. But even accepting this definition technical
problems still arise with the handling of capital goods, government
services, and national security expenditures.*® Productivity measure-
ment must deal not with economic activity or production, per se, but
with the final products of this activity which are desired for their own
sake by society.

On a more microeconomic level, problems of defining output often
arise because of the heterogenous nature of most industries. If an
enterprise or producing unit i1s engaged in the manufacture of a single
homogenous product production simply refers to a count of the units
of the commodity produced, either in physical or value terms. However,
most plants and industries are engaged in producing simultaneously a
variety of heterogenous products and these have to be combined in
some manner to obtain an appropriate measure of total output. Since
combination on the basis of physical quantity is not usually possible,
the standard procedure is to combine the goods on the basis of their
dollar values, using their prices as weights.® This type of index is
referred to as constant dollar output or deflated value of output and
it adjusts the total value of production for changes in prices by use of a
price index. This measure is thus subject to all the limitations of price
indexes discussed previously. Further, when different commodities
are combined on the basis of price weights, total output will be
affected not only by changes in labor productivity but also by changes
in the prices and the mix of the commodities.

Labor input can also be defined in several ways: it can refer to the
total number of persons employed, to only those employees engaged
in production, to the number of man-hour involved, or to “full time
equivalent” employees. On an aggregate level the measure of total
labor input will be affected by the handling of multiple job holders,
part time workers, self-employed workers, seasonal workers, unpaid
family workers, and workers who are paid in kind. Even on the individ-
ual plant or factory level it is not always clear what is meant by total
labor input. Should only those workers directly engaged in production
be counted or should the labor input measure also include supervisory
personnel, corporate officials, and security personnel? Similarly, if
output per man-hour is the variable of interest, as it often is, the
dicotomy between hours worked and hours paid causes problems. An
hours worked concept is usually preferable because it excludes hours
paid for but used for illness, vacation, holidays, and so forth. But even
hours worked will include start up time, coffee breaks and standby
time and does not directly measure actual time spent in production.

30 See Kendrick [11}, pp. 20-30.
8t BLS [32], p. 8. L vo
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"Another problem that arises with the hours worked concept is whether
to treat all hours as homogenous or to differentiate on the basis of the
quality of labor. While it appears sensible to make some allowance
for the quality of the labor input involved, attempts to take into
account differences due to differing wage rates, experience, skill,
education, regional wage differentials, and other variables have nct
been successful. A number of studies have shown that the manner in
which labor input is standardized on the basis of these quality variables
will have a significant effect on the measure of labor productivity, but
a uniform procedure for doing this has yet to be agreed upon.

Productivity can also be measured in terms of the cutput per unit
of a single factor of production or as a weighted aggregate of all the
inputs to the production process. Under the former definition produc-
tivity relates output to a single input without attempting to measure
the specific contribution of that input to production. The latter
definition relates output to a combination of inputs and reflects the
aggregate contribution of all the factors utilized in production. This
latter measure has been termed a multifactor productivity measure:
it yields a productivity index for all factors combined and eliminates
distortion caused by substitution of different factors for one another.? *
These multifactor measures have generally been limited to measuring
the combined influence of labor and capital.

Empirical U.S. Productivity Measures

While some data on productivity are collected by the Department
of Commerce, most of the statistics relating to labor productivity
are collected and compiled by the Bureau of Labor Statistics of the
Department_of Labor. The BLS has compiled statistics on output per
man-hour, compensation per man-hour, unit labor ccsts, and related
costs for the economy as a whole and for broad sectors of. the econcmy
annually since 1909. Studies of productivity within individual indus-
tries have been conducted by the BLS since 1898.

The BLS sector indexes, refer to the ratio between dollar gross
national product originating in the individual sectors and the corre-
sponding hours of all persons employed. Two estimates of man-
hours are utilized. One estimate is derived from payroll data and
includes paid time for vacation, holidays, and sick leave as well as
hours worked. Another man-hours series is based on labor force data
from the Current Population Survey and pertains only to actual
hours worked. Two other measures of labor input are also collected by
the BLS on a regular basis: measures of compensation per man-hour,
measuring the hourly costs of wages, salaries and fringe benefits, and
unit labor costs, which measure the cost of the labor input required to
produce one unit of output and are derived by dividing compensation
per man-hour by output per man-hour. ,

As a measure of real output the BLS uses the estimates of constant-
dollar GNP developed by the Bureau of Economic Analysis of the
Commerce Department, for the use of GNP in current dollars would
reflect price change as well as changes in the volume of output.® The
BLS also uses the data on compensation per employee developed by
the BEA as part of the national income accounts. Since this compen-

32 33 For a detailed discussion of the BLS sector indexes see {31], pp. 213-217.
3 Ibid., p. 214.
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sation measure includes only wage and: salary workers and-excludeés

self-employed and unpaid family workers, the BLS must-impute a

payment for the labor services for these types of employees in the
sectors for which they represent a significant portion of the work
force. The major source of employment and man-hour data is the BLLS
Current Employment Statistics program, which furnishes data on
employment and average weekly hours of production for workers in
nonagricultural establishments. The Current Employment Statistics
data have two major deficiencies: they represent a job count rather
than an employee count—so that multiple job holders are counted
more than once—and they refer to hours paid rather than hours
worked. A variety of other sources are used to develop man-hours
and employment estimates for the agricultural sector.

The BLS industry productivity studies program measures output per
man-hour and output per employee for a variety of manufacturing and
nonmanufacturing industries.® The indexes date from 1947 and for
many industries have been compiled continuously since 1939. The
industry indexes of output per man-hour measure changes in the
relationship between the physical volume of output in an industry
and the man-hours required. to produce that output, and are expressed
in terms of man-hour requirements per unit of output. Indexes are
developed separately for all employee man-hours, production man-
hours, and nonproduction man-hours.

The industry output indexes are based primarily on the physical
output of the products of the industry aggregated on the basis of
fixed period weights, although the quality of the data varies consid-
erably among industries. All indexes are adjusted to benchmark
indexes derived from data collected from a comprehensive census.
Computation of the index requires the use of unit man-hour weights;
however, the required unit man-hour data are not available for all
industries and often have to be estimated from unit value weights.
Thus for some industries a change in the index can occur without any
change in the output per man-hour for any product of the industry.’®
The extent to which the use of these unit value weight estimates
introduce distortions and errors into the index is not known.

The index of man-hours is derived by dividing the total man-hours
for each year by the base period aggregate. All man-hours are treated
as homogenous and additive and no attempt is made by thie BLS to
differentiate hours on the basis of groups of employees, skills, educa-
tion, salary levels, or any other “quality’” variable. Man-hour indexes
are developed for all employees, for production workers, and for
nonproduction workers. The employment and man-hours indexes
are derived from basic data collected by the BLS and by the Bureau
of the Census, and these two sources differ in their definition of man-
hours. The Census data include all hours at the plant (worked or
payed for) and exclude all paid time when the worker is not present
at the plant. Additional differences in the data from the two sources
also arise due to sampling and reporting differences. Since neither
source provides data on nonproduction man-hours, these have to be
estimated from other sources.

Discrepancies in the comparability of output and man-hours data
arise from two major sources.’” First of all, man-hours data are based

35 For a detailed discussion of the BLS industry indexes see [31], pp. 218-223.

3 Thid., p. 221.
& Thid., p. 224.
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on total man-hours of establishments in: an ihdustry whetherf the man-
hours are applied to: the production of primary or. secondary products;
while physical output data msually include only primary products of
an industry. This problem is not.serious unless there is significant
variation from year to year in the proportion of primary products to
total products of an industry. Secondly, changes. in -the degree of
vertical integration also cause .problems.. Man-hours relate to .all
aperations performed. by establishments within an industry, while
output is usually measured in.terms of the final product. In preparing
industry indexes the BLS examines data on the ratio of cost of ma-
terials to value of shipments for any mdlcatlon of a change in the degree
of . vertical integration.

The industry indexes are subject to a number of quwhﬁcamons (1)
existing statistical techniques do not always account sufficiently for
changes in the quality of the goods and: services produced, (i) con-
sistency is not always maintained between the output and labor input
estimaftes, (iil) changes in the degree of plant integration and speciali-
zation are not always reflected adequately, (iv) the estimates involving
nonproduction worker man-hours are. subject to relatively large
margins of error,.and (v) annual changes in output are often irregular
and may thus be misleading indicators of basic changes in long term
productivity trends.?® Due to these and other statistical problems, the
industry indexes should not be considered -exact measures; rather, they
should "be interpreted as gencral indicators of movement of output
per man-hour.

P'roducthty A[easurement Problems

In 'general, problems relating to the accurate measurement of
productivity arise from two basic causes. First of all, .due to the diffi-
culties in: obt(umno quantitative measures of output and input for many
industries, various means must be used to estimate these variables.
Secondly, most data are -collected primarily for purposes-other than
productivity  measuremeént and. very .often-the form.in which these
data are available: will not be appropnate for accurate productlmty
measurement.*®.

The national income and product accounbs provide most of the
data used to estimate productivity, and this source contains measures
of real product and labor-input which are inadequaté for some sectors
and nonconformable for many othérs. These limitations are more
severe for some sectors.than for others, and there are three sectors of
the .economy for which productivity measures are especially weak:
government, construction, and -services.

The measurement of produom\qt\ within the pubhc sector hus long
been.recognized as an especially difficult problem. Market valuations
are not available for the services of most government agencies, much
of .the public sector output is of a nature “which makes it difficult to
quantify (foreign relations, national defense, criminal justice; and so
forth), the precise inputs used by the public sector are difficult to
measure, and information on the changes in the resources used by
government between labor and other factors of production is often
not available. The present practice is to use the wage and salary
payments to government employeea as . a ploxy tor government

8 Thid., p. 225,
3% BLS [32] pp. 9-10.
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output. Deflated figures for compensation of government employees
are derived by extrapolating base year payrolls on the basis of the
change in the number of full-time equivalent employees.*® This type
of output measure, derived from changes in employment, when related
to a labor input measure results in no statistical change in productivity.
Thus the present treatment, which uses inputs as a proxy for output,
denies the possibility of any changes in the productivity of govern-
ment workers.* Not only does this treatment make the investigation
of many critical problems impossible, but to the degree that govern-
ment productivity is increasing this practice results in a serious
downward bias in the estimate of national productivity increase.
Given the increasing importance of the public sector in the American
?conomy, this problem is likely to become more significant in the
uture.

While many economists still adhere to the idea that productivity
and output in the public sector are impossible to measure, this
hypothesis is questionable. It has been argued that except for certain
government functions dealing with law, justice, and national policy
the output of the government is measurable in principle in terms of
physical units comparable in concepts to the physical units which
serve as a basis for measuring private output.??

Significantly, a very large portion of the resources used by govern-
ment are used by agencies oriented to production of specific services
and achievement of definite objectives. It may thus not be impossible
to accurately measure output and productivity in most of the public
sector.

It is interesting to note that a number of studies have already been
conducted which have developed productivity measures for different
areas of government service. The Postal Service and many other
government enterprises have traditionally kept records of output
and productivity that compare well in quality with those kept by
the private sector. Studies of productivity within the Post Office
indicate that output per man-hour rose only about 0.3 percent a

ear from 1965 to 1970 but increased 2.8 percent in 1971—after the
%ost Office was made a public corporation.* More generally, following
an initial study done by the General Accounting Office at the request
of the Joint Economic Committee, a task force funded by the Pro-
ductivity Commission is presently developing a productivity index
capable of measuring the productivity of about one half of the
federal government’s civilian work force. One of the tentative con-
clusions reached by this task force indicates that the increase in
productivity in the public sector in recent years compares favorably
with that in the private sector. Thus, while the measurement
of output, labor input, and productivity in the public sector is
difficult, strong evidence exists which indicates that the assumption
that productivity within the public sector is constant is not warranted.
This makes 1t imperative that new methods be devised to measure
government productivity and that national productivity estimates
be revised to take account of changing productivity within the
public sector.

¢ See (Gainsbrugh and Backman {7], pp. 47-49.

4 See Lewls’ comments on page 125 of {27].

¢ Terleckyj argues this point rather convincingly in [24].

43 These comparisons are possible because the Post Office has traditionally compiled detailed statistics
on the output and productivity of its operations. E
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Data on output obtained frcm the national acccunts are also
deficient with respect to construction activity. Due to the difficulties
in determining a satisfactory price index and the nonstandardized
nature of most construction, adequate indexes of output and pro-
ductivity for the construction industry are not-available on a con-
tinuing basis. The method of deflation used to express construction
output in constant dollars makes little allowance for changes in pro-
ductivity, and the price index used is really a cost index.* The indexes
of the change in costs of materials and labor used are weighted on the
basis of their relative importance in the cost of & unit of a specified type
of construction during the base period. The result is that the price
index used overstates the rise in construction costs and understates
the gains in output and productivity. Thus while the productivity
index based on real output for construction indicates that productivity
has- been constant or even declining in this sector in recent years,
independent BLS studies have shown that preductivity for some types
of construction projects has been increasing as much as three percent
per year.®* To obtain a clearer idea of productivity trends in the
construction industry it is necessary to develop more reliable price
indexes for .major types of construction activities and construction
materials and to improve the data on the value of new construection and
the characteristics of new nonresidential construction projects.*

Measuring output and productivity in the service sector is often
difficult because of the absence of a directly quantifiable entity which
describes a unit of service. As a result, various types of proxy measures
have to be developed. These usually involve the use of a price index
for deflating the value cf service output and the use of an employment
index to measure productivity trends.* As was true for the public
sector, the use of employment as a proxy implies that there isno
change in productivity and, as in the case of government, this assump-
tion ‘does not appear to be justified. Most of the price index proxies
used are components of the Consumer Price Index and have different
degrees of reliability. It has been argued, for example, that the medical
and health care components of the CPI seriously overstate the rise
in prices and understate the rise in productivity within that sector.*®
A measure of productivity for health services based on the CPI is thus
probably biased. Given both the relative and absolute increase in
mmportance of the service sector in the. American economy, new
methods must also be devised to measure output and productivity in
this sector. _ ' .

The effects of measurement problems on productivity estimates
for detailed industries are much greater than at the national or:
industry sector level, where there is often a tendency for errors and
biases to offset one another. There are three major problems which
arise in developing productivity indexes for individual industries:
for many industries ‘the detailed product data are not reliable, the
quality changes in individual products can often be substantial, and
the appropriate weights necessary for deriving the desired industry
measure frequently cannot be estimated reliably. Despite these
qualifications, last spring the Price Commission released detailed
data on productivity growth rates in 433 industries which are to be

4 See NBER (18], pp. 87-93 and Gainsbrugh and Backman [7], pp. 47-49.

4 These findings aro discussed in [32], p. 10. .

46 These were some of the principle recommendations of the Subcommittee on Construction Statistics,
for a summary of these recommendations see Swerdloff [23].

47 BLS [32], p. 10.
4 See Barzel [2].
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used to.compute the allowable price increases under Phase.I1T regula-
tions. The BLS has refused to publish these data because they were
simply too unreliable. Given the difficulties inherent in developing
productivity measures for detailed industries this is probably the
wisest course. While they represent the best data available, their
publication and use in the wage-price control program by the Prlce
Commission is questionable.

Finally, there are severe data gaps in the labor mput .measures
presently available.*” First of 'all, the selected adjustment of the
composition of the labor force on the basis of wage differentials suffers
from several deficiencies: pay differentials may “reflect variables not
related to productivity, industry hourly earnings differentials do not
take into account occupational changes occuring within an industry,
and reliable methods have not yet been developed to adjust the labor
input for differences in education, skill, and experience. Secondly,
payroll data on employment and average Weekly hours—the primary
source of labor input estimates—do not includé the entire economy,
omit. certain categories of workers, and are affected by samplmg
procedures. Thlrd because of a lack of data, laber input and pro-
ductivity measures refer mainly to hours paid rather than to hours
worked. The effects of these data problems differ among industries
and sectors, and it is impossible to estimate their net effects.

CoNcLUSIONS AND RECOMMENDATIONS
Price Measurement

The Consumer Price Index, aside from being the most widely known
indicator of price movement in the American economy, is probably
also the most accurate price index available. When interpreted cor-
rectly—as a price index rather than a cost of living index—the CPI
can yield important and timely information concerning changes in
prices and long term price trends. Many criticisms have been di-
rected-at the CPI by a wide variety of organizations and individuals.
Upon closer investigation many of these criticisms appear to be
invalid while for others, which are theoretically valid, there presently
does not appear to be an accéptable solution. The quahty of the CPI
has improved gradually but persistently in recent decades and the
Bureau .of Labor Statistics is to be commended for its continuing
efforts toward making the CPI more reliable. -

This is not to say that no problems remain with the CPI, for it stﬂl
suffers from szrious defects pertaining to changes in the quahty of the
commodities in the index, substitution effects as relative prices change,
the handling of consumer durable goods, the treatment of taxes and
externalities, and sampling and proceduml errors. Three useful im-
provements in the CPI would be the computation of price series
which both include and exclude various types of taxes, the develop-
ment of a more acceptable and standardized procedure for handling
externalities in consumption, and better estimation of the accuracy of
the CPI index numbers. With regard to this last point, it might be
wise to reconsider the practice of quoting CPI price changes in tenths
of a percent. Nevertheless, these defects are not overly serious and
the CPI is deserving of a hwh degree of confidence by the government
and consumers.

4 BLS {32], pp. 11-12.
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The Wholesale Price Index, on' the other*hand, suffers from a num-
ber of serious flaws which impair its validity and usefulness: it lacks a
theoretical framework, it does not contain sufficient sector coverage,
and it contains deficiencies in the basic data and price quotations used
in its construction. It is especially urgent that an attempt be made to
incorporate data into the WPIL from construction, transportation,
government and the other sectors presently excluded from it. Con-
sideration should also be given to the possibility of reformulating the
weighting scheme of the WPI in terms of an input-output table. Thus,
except for certain industries, the WPI is not as accurate or reliable a
measure of price change as is the CPI. . ) ‘

The Implicit Price Index is useful and important because it is the
only official index which attempts to measure the overall price be-
havior of all commeodities in the economy, but because it is a com-
posite: index its accuracy will be affected by the separate indexes.
relied upon to construct it. The 1PI is especially deficient in its han-
dling of the government sector, where it uses employee compensation
to estimate prices. Given the increasing attention presently being
devoted to the development of the IPI, however, improvements in it
should be rapidly forthcoming. . .

Finally, the construction indexes presently available-are of excep-
tionally poor quality: insufficient attention is paid to the heterogenous
nature of construction units, both price and cost data are used in their
computation, and many other techunical problems exist. The critical
nature of the construction industry makes it imperative. that more,
reliable construction price indexes be developed, and.the existing,
¢onstruction indexes need to be completely overhauled. . - '

_ Productivity Measurement _ x, L
There are a number of complex conceptual and empirical problems
telated to the measurement of productivity, and the way in which
these are resolved will have a significant effect on the productivity
measures derived. Both the méasurement of output and labor inpub
can often be imprecise. The empirical U.S. productivity measures
available suffer from a number of technical problems. These problems
arise from the distinction between hours worked and hours paid, the
heterogenous nature of the output of most industries, the different,
handling of multiple job holders, changes in the degree of plant
specialization and integration, and many other factors. -~ '
Despite these difficulties reliable measures of productivity are avail-
able for the manufacturing sector of the economy, for broad manu-
facturing sectors and for aggregate manufacturing industries. On a
more detailed SIC level, however, the productivity measures become
less reliable because the errors and biases in different directions no,
longer offset one another. It thus becomes questionable whether it is
appropriate for the Price Commission to use detailed productivity
estimates for 433 industries in the development of price controls. On'
the other hand, assuming that productivity should play some role in
the wage-price control program, it becomes difficult to suggest an.
alternate course of action. One approach might be to study the pro-
ductivity and cost data available %or individual firms. However, this
procedure may require the use of some normally confidential informa-
tion and, more seriously, would run the risk of penalizing the more
efficient terms. Furthermore, the Price Commission’s initial experience
with this approach indicatéd such’ individual firm' data can also be
86-954—173—pt. 2——3
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highly inaccurate. The use of productivity guidelines formulated in
terms of more aggregate industry groups would have the advantage of
utilizing more accurate productivity estimates but is likely to attrib-
ute the same productivity gains to both relatively efficient and in-
efficient individual industries. A third approach might be similar to
that suggested by John Dunlop, which entails the detailed study of
productivity in specific critical or problem industries in the economy.

Productivity measures outside the manufacturing sector are, with a
few exceptions, of poor quality. Thus for government, construction and
services accurate and reliable productivity estimates are not presently
available. Productivity in these sectors is difficult to measure for both
theoretical and empirical reasons and many of the problems involved
here may prove very hard to solve. Nevertheless, given the changing
relative importance of these sectors in the U.S. with respect to manu-
facturing, productivity growth for the nation as a whole will increas-
ingly be determined by input and output relationships in them. The
development of better methods of conceptualizing and measuring pro-
ductivity outside of manufacturing should thus be given a high
priority.

The Validity of Existing Price and Productivity Measures in Relation to
the Wage-Price Control Program

In conclusion, it is probably safe to say that at the present time we
do have the capability of measuring prices and productivity accurately
enough to make feasible the type of general wage-price control pro-
gram now in effect. With respect to prices, the Consumer Price Index,
though far from perfect, is the most accurate and reliable indicator of
the overall behavior of prices in the economy. Long term persistent
trends in the CPI can be significant, although monthly or quarterly
movements in this index must be interpreted with caution. Thus care
must be exercised so that small movements or changes in the CPI over
a relatively short period of time are not taken to indicate significant
trends in prices. The Wholesale Price Index and the Implicit Price
Index, while not as reliable as the CPI, can provide useful information
for policy making. The WPI can serve as a reliable measure of the
behavior of wholesale prices in a wide range of manufacturing indus-
tries, while the IPI can he useful in indicating price changes in the com-

onents of the national income accounts. The price indexes available
or the construction industry are extremely unreliable and, as presently
constituted, can provide little useful information for a wage-price con-
trol program. 3 .

The productivity measures available for the U.S., while leaving con-
siderable room for improvement, are nonetheless reliable enough to
base policy decisions on. Productivity is most accurately measured in
the manuflacturing and the agricultural sectors, which are the sectors of
the economy where the largest gains in productivity have traditionally
occured. When one considers detailed manufacturing industries or in-
dustries in other sectors of the economy, however, the productivity
measures become of more uneven quality. The projected relative decline
in importance of the agricultural and manufacturing sectors in the
American economy in the coming decade makes it imperative that
better conceptual and empirical productivity measures be developed
for construction, government, and the service industries. If this is not
done then the overall estimates of productivity for the economy will
grow increasingly inaccurate with time.
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MARKET POWER: ALTERNATIVE TREATMENTS
By WiLLiam G. SHEPHERD™

Market power has a dual relation to price controls. It causes some
of the inflation-recession problem which, in extremis, price controls
have been set up to assuage. And it defines the markets where thé
controls are to be focused. I will describe, with extreme brevity, the
scope of market power and its role in “stagflation,” with attention to
the most important cases. Then I will appraise the policy solutions,
even more briefly.’

The message: current price controls and antitrust policies are
peripheral to the core problem. The available policy tools are not
being used. Even if they were they would probably be insufficient. A
new variety of treatments is needed, to fill the present policy vacuura.

i. Tur Scope or THE PrROBLEM

It is now apparent that the U.S. economy contains a core of indus-
tries with a high degree of market power.! The central problem is the
firm with a high market share in a large market.? IBM and Xerox,
with market shares of about 709, are obvious examples. There is
now a broad expert consensus, with a good scientific basis, that
shares over 30 percent usually involve appreciable market power and
affect performance. The same is true, but more loosely, when several
firms (the conventional number is 4) have a combined share (or
“concentration ratio’”) above about 50 percent. Market power
ranges from pure monopoly (90-100 percent), to near-monopoly
(70-90 percent), tight oligopoly (4 firm coricentration above 50
percent), and on down to loose oligopoly and perfect competition.

Monopolies are anciently known as an economic and social bad;
tight oligopolies are now also recognized as usually behaving like
shared monopolies.> The behavior is simple; hold price above com-
petitive levels, which would otherwise be at the level of costs. The
resulting profit on investment will exceed the competitive profit rate
(nowadays about 8 percent), in some cases going as high as 30, 40,
even 100 percent or higher. These profit flows convert into wealth for
the few lucky owners, and there are other bad effects to be noted
shortly below. '

Monopolies and shared-monopolies are often short-lived and trivial:
It is the others, the relatively few chronic cases in large industries,
which are the real concern. The instinct to focus on the “big industries”

*Professor of Economics, The University of Michigan. - -

1 See my Market Power and Economic Welfare, An Introduction, Random Fouse, 1970; J. K. Galbraith,
The New Industrial State, Houghton MifHlin, 1967; John M. Blair, Economic Concentration, Harcourt, Brace
& Jovanovich, 1972. . . :

2W. G. Shepherd, “The Elements of Market Structure,” Review of Economics and Statisiics, February
1972, pp. 25-37.

3 8ee Carl Kaysen and Donald F. Turner, Antitrust Policy: A Legal and Kconomic Analysis, Harvard
University Press, 1959. i o

(263)




264

is a sound one, for a high market share in a very large industry obvi-
ously does have more total effect than the same share in a small market.

In perspective, these chronic cases form the core of what is a serious
but not critical problem. How much market power is there? Answer:
& lot. In manufacturing industry, about 50 percent of activity is in
markets concentrated above 60 percent.* There are more cases of
near-monopoly than we usually admit; Xerox, IBM, Western Electric
(in AT&T), Campbell Soup, many drugs, General Motors buses and
locomotives, for example.

Is market power rising? Not sharply, but the trend is clearly not
down.® Does it persist? Yes, in many important cases. Autos, telephone
equipment, computers, soaps, electrical equipment, and others are
part of an industrial scene which-—despite rhetoric about dynamic
change—has hardened in the last 25 years. The same is true of the
utility sectors—power, communications and transport—where regula-
tion has created monopolies. It holds also for the crucial financial
sector, where banks, insurance firms, stock exchanges and underwriters
maintain fraternal traditions long since vanished elsewhere. Finally,
most professions—law, medicine, even morticians—also maintain
market power under “self-regulation.”

In short, the patient is not getting worse fast, but his sickness is
serious and accurately diagnosed. A selection of the main cases is given
listed in rough order of importance in Table 1. The disease is also
probably more—not less—serious in the U.S. than in other industrial
economies. Abroad, international trade plays a larger role, and govern-
ments have developed a richer variety of treatments for monopoly. In

TABLE 1.—PRIMARY KNOWN CASES OF MARKET POWER IN MANUFACTURING

Probabie
market
share in Profit rate
relevant . 1960-71 Basic position
markets Size assets (percent has been held .
. (approximate 1971 of invested since ap- Special entry
Company and industry percent) (million) capital) proximately  barriers
Western Electric (communications 98 $4,012 10 Before 1913.._ Near-exclusive.
equipment). A.T. & T. supplier.
1BM (computers)__.._..___.___._ 70 9,576 17 Before1930_._
General Motors (automobiles).__. 55 18,242 19 1928.........
Xerox (copying equipment). __._. 75 2,156 23 1963 ........ Basic patent.
Eastmalr) K)odak (photographic 55 3,298 20 1895..._.....
supplies).
General Electric (electrical 45 6,888 16 1900......... User loyalties.
equipment).
DuPont (industrial chemicals_____ 40 3,999 17 1930°s..__...
United States Steel (steel and 35 6, 409 6 1930's.......
products).
Standard il (N.J.) (oil products). . 25 20, 315 13 1930's. .
Procter & Gamble (soaps) 35 2,013 16 1920’s Advertising.
Campbell Soup (saups)._ 75 677 13 1920
Coca-Cola (beverage syrup). 50 1,108 20 1920°s_ Brand name.
Aluminum Co. of America 30 2,665 7 1955_..
(aluminum).
Gillette (razors, etc.)...._..._._.. 65 555 31 1920's.._._.. .
Kellogg (cereals).. ... ... ... 45 378 21 1920's_...._.. Advertising.

Note: Certain drug, copper, and glass companies would also be included if sufficient data were avaialble.

Sources: Shepherd, ‘‘Market Power and Economic Welfare,” op. cit.; “The Elements of Market Structure,”” op. cit.;
and various other sources.

4 Shepherd, Market Power and Economic Welfare, op. cit., Ch. 7.
5 See Shepherd, op. cit., Ch. 5 and F. M. Scherer, Industrial Market Structure and Economic Performance,
Rand McNally, 1970.
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Britain, for example, nearly all major cases of market power are more
recent and unstable than their U.S. counterparts.®
This market power has several main effects, which have been meas-

ured with reasonable accuracy. First, it raises prices—once, not

repeatedly. This in turn makes excess profits available; roughly, each
added 10 points of market share is associated with an added 2.5 points
to the rate of return on investment.” For market shares in the 40 to 70
range, this is a fine harvest; 10 to 15 points or more above the competi-
tive rate of return. Thus General Motors has been at about 20 percent,
IBM at 17, Xerox in the 22-30 percent range, Gillette at 25, and many
drug companies are above 20 percent.

Second, the effect of wealth inequality is large. Much large family
wealth traces back to major monopolies (Rockefeller, du Pont, Mellon),
and the process continues.® Worse, the turnover of family wealth has
probably slowed in recent years, because the present industrial struc-
ture has hardened.

Third, efficiency suffers. Most firms with high degrees of market
power must struggle to avoid slackness and waste, often with less than
success. Frequently the torpor soaks up all of the monopoly profits;
more often it adds 2, 3, or 5 percent to costs and cuts the innovative
effort, of the firm appreciably. Large-share firms commonly become
imitators, and new technology flows primarily from smaller firms.

Fourth, opportunity is narrowed and disequalized. There are fewer
points of responsibility and opportunity, both for managers and in-
novators. The network of financial and old-boy ties is tighter. One
effect is that minority groups are more thoroughly excluded. My
research shows that both blacks and women fare poorly in big business
and financial management, compared to more competitive firms.*

Good sense and scientific findings therefore establish a rebuttable
presumption that monopoly and shared monopoly are costly, perhaps
extravagantly so. The economic burden of proof favors revising them
into loose oligopolies or constraining their market power by other
means. There ]IJ(roblem cases fall into three main categories:

r

(1) Market power with inefficiency: such as steel, copper, glass,
rubber, aluminum, tin cans, electric power, telephones, hospitals,
railroads.

(2) Market power with excess profits: such as General Motors,
Ford, IBM, Xerox, Eastman Kodak, Procter and Gamble, du
Pont, Gillette, and a variety of drug firms.

(3) Government dependents: such as aircraft and engines,
milk, sugar, oil.

Market forces are not correcting the underlying structural problems
in these industries. In a few cases, modern technology may dictate the
structure, and so the monopoly losses may be balanced by gains in
efficiency. But in the rest of the cases, there are net losses, some of
them running into billions of dollars.

The losses can be defined for each case. The losses also cumulate in .

the economy to cause much of the recession-inflation problem, which

8 W. G. Shepherd, ‘‘An Analysis of British Industrial Structure, with U.S. Comparisons,” Journal of

Industrial Economics, November 1972.

7 Shepherd, “The Elements of Market Structure.” op. cif.

8 Ferdinand Lundberg, The Rich and the Super-Rich, Lyle Stuart, 1967.

¢ W. G. Shepherd and Sharon G. Levin, “Managerial Discrimination Against Blacks and Women,"”
research report, Ann Arbor, 1972.
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the British call stagflation. If in fact the U.S. is catching the “British
disease,” market power is one of the causes.

Viewed another way, there are rich yields to be had from better
industrial policies toward the core cases. These gains would be widely
spread; nearly all would gain, even many who are presently most
openly against effective actions. Granted, industrial policies cannot
hope to redress the core social problems, such as the deeper structure
of unequal family wealth. Yet they can do much to improve economic
performance and widen opportunity for deprived groups, including
the mass of white lower-middle class working people. :

2. GENERAL Poricy GUIDANCE

The basic need is to re-establish priorities. Antitrust is presently out
of balance and overloaded with tasks. Certain traditional tools should
be pressed harder, others dropped, and other new treatments need
developing. )

J. K. Galbraith is quite right that antitrust policies shield the leaders
by bearing down on lesser competitors.'® The Antitrust Division works
mainly on conduct, under Section 1 of the Sherman Act. Section 2
actions to change structure have gone deep into limbo since 1952.
The FTC also spends most of its resources policing smaller firms and
lesser industries. An increasing variety of sectors are exempt under
regulation, which commonly neither controls nor permits potential
competition. Other sectors under self-regulation (banks, law, health
services) are even more insulated from competition.

The result is a trap. Even in the narrow area of where antitrust has
jurisdiction, we won’t use the effective tools and we are not developing
new ones. So poor industrial performance backs us into such bad
expedients as price controls, import controls, and subsidies. Other
countries (Britain, Japen, Germany) are not so euphoric about tra-
ditional antitrust nor lacking in creative alternatives.!!

A word on methods. Good policies are clinical in approach, based on
a careful weighing of costs and benefits. In each instance one estimates
costs (disruption, agency costs) and benefits (better efficiency and
equity) and applies the treatment with the best yield. One must dis-
count the amounts for delay and uncertainty, and multiply for prece-
dents. The burden of proof about gains and losses needs to be set evenly
rather than, as now in the courts, strongly against changes in the
status quo. Treatments must be well designed and strategic, as well as
adequately funded. And since action takes time, often years, treat-
ments must anticipate changes. Delay is the cancer of antitrust:
there must be deadlines and time incentives.

As a matter of content, treatments must deal with the deeper
financial ties and controls on firms, not just with their surface forms.
In most markets, the bankers give intimate counsel and set limits on
what their client firms may do. Effective policies will have to mobilize
such insider talents and incentives, and citizen motives via class-
action suits, rather than rush headlong up against the best financial
and legal talent. In short, grassroots support must be wedded with

10 Galbraith, The New Industrial State, cp. cit. See also the lively, critical and, for the most part, accurate-
pillorying of official policies in Mark J. Green and Associates, The Closed Enterprise System, Bantam Books,
1972, .

11 See W. G. Shepherd, “Changing Contrasts in British and American Antitrust Policies,” in W. Sichel,
ed., Antitrust Policy and Economic Welfare, Bureau of Business Research, University of Michigan, 1970 ..
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first-class strategists who can induce compliance rather than try
brute force. The older Taft had s brilliant strategist in George Wicker-
sham, a Wall Street lawyer who won Standard Oil, du Pont, and
American Tobacco in 1911. Now we will need that brilliance plus new
treatments which neutralize resistance.

A certain amount of realigning and reorganizing of market struc-
tures may ultimately be needed. But that is only part. On a larger
plane, what is needed is a clinical, learning process; it need not be
:disruptive or obsolete. Rather than turning back the clock, the proper
.objective is to release the potential of modern industry from its 19th
century fetters. I will first review the basic changes which can be tried.
“Then T will define a more effective use of price controls.

3. Long Run TREATMENTS

The main candidates for treatment are reasonably well known,
though the consensus is not close and action would require facts which
presently are hidden by the firms and by the Census Bureau.’” But the
primary routes for breaking out of the market-power trap can be
indicated. The main lesson is that restructuring is only part of the
agenda; there are other ways. - : :

The main possibilities follow: ‘

1. Further antitrust actions.against misconduct.—These should be
continued, with no basic change. More action to loosen patent re-
strictions is appropriate (a shortening of patent lives from 17 to 5
years has much expert support).”® Class-action suits could greatly
relieve the FT(’s task of policing advertising claims, labelling, and
the range of other consumerist activities. .

2. Revising structure—This can be done both by the Antitrust
Division and the FTC, and also possibly, by the new Industrial
Reorganization Commission which Senator Hart has proposed in
S. 3832, 92d Congress, 2d session, introduced on July 24, 1972. The
Antitrust-FTC route offers a surprisingly restricted set of traditional
cases. Some candidates (drugs, Xerox) are primarily patent problems,
which may require other special treatment. The “inefficient” cases
(steel, glass, etc.) will probably not be convicted under Section 2,
since courts have usually regarded high excess profits as a necessary
sign of monopoly. Advertising-intensive cases (soaps, cereals) will
require special treatment and would be novel cases. Finally, courts
will be averse to convicting and ordering severe remedies where the
monopoly is virtually the company’s whole business (IBM, Western
Electric). This is, in part, because the courts themselves have no
means for making or inducing the changes and easing their effects on
third parties.

Still, several cases could be brought whether or not a new Industrial
Reorganization Commission is formed. I wiil touch on several, without
trying to.be exhaustive.

(@) The IBM case could be pressed to trial quickly. Filed in January,
1969, it has bogged down more than necessary in pre-trial delay,
partly owing to indifferent handling by the Division.

12 The Census Burean disclosure limits deserve special mention. The Bureau suppresses all information
about individual firms, no matter how secure and affected with the public interest they are. Thereforo
.objective data on market shares, financial ties, profits, efficiency—in short, on the coro facts about market
power and its effects—are denied to the public and to researchers. Worse, this suppression lasts forever;
‘the Census will not even release data from 1900. This policy is ripe for change, for it prevents a clear under

standing of the problem, as well as precise policy treatments.
13 See also Scherer, op. cit.
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(b) Western Electric. This case has existed since 1965 in the Justice
Department and could be acted on without delay. This is in fact the
tightest industrial monopoly in the world. It deserves at least the
clarification which trial would give.

(¢) Automobiles. No large erosion of GM’s large share seems
likely within the decade or century. One can deal either with General
Motors as a near-monopolist or with GM, Ford, and Chrysler as shared
monopolists. I would favor the second route, and such a possible case
was prepared in 1968 at the Division.” Creating three successor
firms to GM and two to Ford would not, on the best information now
available, sacrifice more than marginal economies of scale. The
realigning could be supplemented by requiring the auto makers to
sell wholesale to discounters as well as dealers. These measures—plus
imports, the Wankel and other new engines, and the greater variety
of future car needs—could make the industry more flexible, efficient,
and responsive. If the changes were made carefully, a reversion-to the
present structure would not be likely.

(d) Xerox. In 10 years it has drawn very large profits from the 75-
plus percent market share which its patent on the seleniumm drum
provides. It is ingeniously extending this position by pricing and
patent strategies, so that by 1978 (when the original patent expires)
1ts position will probably be fixed for decades. Even TBM’s entry has
‘had little effect. A suit could be prepared now to ensure that change
occurs by 1978.

(e) Several older cases need review for possible further treatment:
Eastman Kodak in films, General Electric in light bulbs, possibly
General Motors in buses (85 percent), and Campbell Soup (S0 per-
cent). The grounds would be traditional, but the remedies would
vary to fit the industries.

(f) Drugs. There is extremely high concentration in many individual
drug markets, though the “industry’s” total concentration appears to
be low. Patents, tightly licensed, permit the drawing of exorbitant
profits. Small buyers pay prices many times higher than those charged
to big buyers. One possible treatment would be a set of Section 2 cases
against the major drug firms fitting these categories, charging abuse of
the patent right in goods affected with the public interest. The remedy
would be open licensing at royalties set to yield only competitive
profits. Ultimately the problem may only be solved by unifying drug
purchasing under a new national health program. This has been
partially effective in Britain.

(9) Procter & Gamble in soaps, Kellogg and others in cereals. These
presently look like marginal cases, partly because the remedy to
excessive advertising might be difficult to devise. Cereals is the
industry which the FTC picked in January 1972 to begin its deconcen-
tration efforts; this case faces an uncertain future, though ultimately it
could break important new ground for advertising-intensive industries.

(k) Oil and oil-products pipelines. The largest of these (Colonial and
Plantation) are owned jointly by oil firms, in ways which probably
knit their operations and limit their ability to compete. They could be
made wholly independent, dealing at arm’s length. The Colonial
Pipeline case has been nearly ready since 1968.

14 See the account of the numerous efforts along this line in Green, op. cit.
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The other major candidates include steel, certain chemicals, copper
and glass. Because of their tendency toward relative inefficiency and
low profits, they require different handling. The proposed Industrial
Reorganization Commission, referred to above, might be one answer.
As proposed in Senator Hart’s bill, S. 3832, 92d Congress, the Com-
‘mission would study seven major industries and recommend or carry
out reorganizations to make competition more effective where posses-
sion of monopoly power is proved. The proposal deserves careful
attention. It is of good legal quality and relatively sound in economic
terms. It meets the main economic problems which have gotten
Section 2 mired deeply. It is focused on the most important problem
industries. It correctly places the burden of proof on the firms, to
justify their possession of market power. It sets time deadlines, to
prevent ‘the procrastination that has plagued- Section 2 in recent,
years. It provides a basis for private legal action to make sure that
public policies are adequate. And it provides an amnesty on the past
effects and rewards of market power. . - ‘

Actually, it can be regarded as a weak medicine. In addition to the
ammesty, 1t is remarkably flexible in the procedures for recommending
remedies, nor is it clear that there will be financial and managerial
resources to deal with the more difficult cases. Even at its best and
fullest, it would not abate the whole problem, even within a decade
or two. It should be strengthened by granting the Commission au-
thority to change a corporation’s directors and links with banks and
other financial institutions, for these are what have been failing to
enforce higher standards of managerial performance in the past.

.In all of these efforts, the basis would be the economic presumption
against monopoly and tight oligopoly. If the Courts prove too conserv-
ative to accept it, the Il_ldustrialﬁeorganizaiioni Commission would
presumably be ready to apply it. Ideally, the designation of an industry
as needing reorganization would be made promptly, and then .it
would be up to the firms affected to devise their own best plans for
realigning. Tax incentives favoring speed could be applied, so that
slow managements would face stockholder suits demanding prompt-
ness.  The successor firms would normally be more successful than
their parent, so that shareholders could eventually benefit from the
changes. . '

Even at its best, this is not an easy process, though it appears to bé
ultimately desirable. The aim is to unlock the potential gains, but
this is not easy to do under intense resistance using the judicial
process for delay. Other treatments will also be available and, perhaps
superior for many industries. :

- 3. Performance Investment Bank.—A new publicly funded performance

investment bank could be created, with substantial assets and staffed
with professional bankers. It would be able to acquire partial holdings
(20 percent would normally suffice) in firms with market pcwer which
are not accessible to other treatments. At the least, inferior perform-
ance could be publicized; at the most, it could be changed by direct
influence on management. The Bank could also support new entrants
or smaller competitors in problem industries, which private banks
often won’t consider because of their own commitments.

This method would economize on public funds since working control
often requires relatively few shares. It would mobilize in the new
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quasi-public Bank some of the financial and legal talent that is pres-
ently immured in the traditional banks. British and Italian expe-
tience has shown that this technique can get good results even in cases
where the industry’s structure is not changed.’® It has the virtues of
being accountable, professional, and subject to economic incentives.
Also, it would make large capital gains for the public from the im-
proved performance it would enforce. And it would inject new com-
petition into banking markets.

4. Tariffs and Quotas.—An international steel cartel to limit ship-
ments to the U.S. was created in 1968 with U.S. State Department
help. In oil, the import quota system has been shown in exhaustive
detail to be costly and anti-competitive. Both of these systems could
be dismantled without delay. In other problem industries, too, re-
duction of trade barriers may be a useful step.

5. Public agency purchases—The General Services Administration
has recently had great success in forcing Jower prices in a wide range
of purchases for various public groups. The PX system, the Veterans
Administration, the Defense Department, and health programs also
can use countervailing power. This can be extended and unified, so
that in some problem industries it could become extremely effective.
Drugs are one such case.

Taken together, these treatments would solve the main monopoly
%roblems and appreciably improve the performance of the economy.

estructuring is only a part of the objective. Contrary to common
impressions, 1t would focus on a relatively few industries. These should
be treated concurrently, not in a sequence, so that everyone sees that
the treatment is fair and thorough. For the rest, new directions are
needed. As with any innovations, one cannot spell out precise details
in advance. What we need is a series of learning processes, experiment-
ing with various angles on the problem. The possible risks in such in-
novations are, I believe, easily outweighed by the costs of the present
situation.

4. Price CoNTROLS

While long-run policies have been stalled, short-run action via the
price control experiment has been profoundly peripheral, in two senses.
First, it has dealt primarily with symptoms, not causes, Second, it has
left excess profits untouched in the very cases of high market power
which form the core problem in industry. This is because it sets profit
ceilings on the basis of previous levels, however high those were.
Monopoly returns are therefore largely immune from constraint under
the controls. This decision to leave monopoly profits alone was made
early and apparently deliberately. It helps insure that the Com-
mission’s other elaborate efforts will be futile.

If instead the Price Commission had constrained these profits toward
competitive levels, the gains in the performance of the economy could
have been substantial. The constraints would have had to be carefully
designed, perhaps with sharing provisions to apply incentives for
efficiency: But at least the controls would have controlled. Instead they
have borne primarily upon lesser firms; to constrain the parlous
American Motors while leaving General Motors at more than double
the competitive profit rate is a travesty. In fact the Price Commission

15 Shepherd, “Changing Contrasts . . .,”” op. ¢it., and M. V., Posner and 8. J. Woolf, Italien Public Enter-
prigse, Duckworth, 1967.
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has de facto added a degree of legitimacy to these profit rates, by
approving them officially.

5. In SuMMARY

Altogether the inaction on market power is breathtaking, in light of
what is at stake, the raw data for analysing the problem firms—their
market shares, profit rates, financial ties, efficiency—are locked up in
the Census Bureau or not collected at all. Antitrust actions toward
them are stalled.-Other possible treatments are not being explored.
And the Price Commission is, tacitly if not openly, tending to legitimize.
the resulting profit rates. ¥ ,

Since 1968, there has been virtually no antitrust action toward
established market power in the core industries, and the other types
of action have been ignored. Further the price control apparatus has
been carefully designed to permit, rather than to limit, the pre-existing
degree of profitability in these and other industries. One cannot be
sure how extensive the changes in market structure and excess profits
would need to be, if genuine treatments were at long last to be tried
and the moratorium on restructuring since 1952 were to end. Yet it
seems clear that moves in that direction would be appropriate and
they may be necessary if stagflation is to be solved.



THE PRICE COMMISSION AND REGULATED UTILITIES
By Roger G. NoLr*

During the past few months the Price Commission has delegated
nearly all of its authority to control public utility prices to the numer-
ous state and federal regulatory agencies. The essence of the Price
Commission’s policy is that if a regulatory agency adopts certain rules
and procedures for reviewing requests for price increases, then any
price increase that it approves will not be subject to review by the
Price Commission. Firms that are regulated by agencies that do not
adopt the prescribed procedures or that are unregulated need only
notify the Price Commission of a price increase if (1) they are pre-
notification firms—i.e., they have annual sales of $100 million or
more—and (2) the price increase will raise total revenues by more than
1 percent. Otherwise, firms need only make a public announcement of
a price increase, certify that it is in compliance with some general
criteria for price increases, and keep information available to the public
substantiating the certification for 60 days (or longer if the Price
Commission so instructs).

The theory of the Price Commission’s decision on price controls
for public utilities is that regulatory agencies already perform more or
less the same function that the Price Commission is expected to per-
form for the entire economy. A regulatory agency’s mandate is to en-
sure that the market power of a utility, arising from its position as
either a monopolist or a member of a very tight oligopoly, shall not
be used to capture excessive profits. Under their formal procedures,
most agencies interpret this mandate to mean that prices should be
increased only if an increase in costs causes the firm to earn profits less
than are necessary to induce capital into the industry. Although the
Price Commission’s own procedures for determining whether a proposed
price increase is cost-justified may differ from the procedures of regu-
latory agencies, the Commission obviously felt that the procedures
were similar enough so that, with a few guarantees by the agencies,
the Commission could more wisely allocate its own scarce technical
resources by essentially withdrawing from the regulated sector.

To evaluate the Price Commission’s decision on utility pricing re-
quires examination of two issues. First, has the Commission set strict
enough requirements for the pricing procedures of regulated firms so
that the formal justifications for price increases in the regulated sector
will conform reasonably well to those applied to firms in other indus-
tries? Second, regardless of the formal procedures that regulatory
agencies adopt, are these agencies likely to be as effective as the Price
Commission in minimizing the contribution of the public utility
sector to overall inflation? Both issues emphasize the relative position
of the regulated sector in the price control program, not the broader
issue of whether the price control program is desirable.

*Senior Fellow, The Brookings Institution. The views expressed are those of the author and are not those
of the trustees, officers, and staff of the Brookings Institution.
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TuaeE EFFECTIVENESS OF REGULATORY AGENCIES

Most scholars who have examined the performance of regulatory
agencies agree that the Price Commission has picked an especially
weak governmental institution to which to delegate its power to
control utility prices. ! Even former regulatory commissioners have
expressed great dissatisfaction with their own agencies. The essence
of the criticism is that agencies are overly protective of the interests
of the firms they regulate. This is not manifested so much in exces-
sively high rates of profit on invested capital, although these do
occasionally appear, but in allowing firms to pad their costs (especially
those costs that enter into the basis for calculating the profits a firm
is allowed to earn) and in preventing competition by dividing markets,
setting minimum prices, and limiting entry into the industry, much
as would an effective cartel.

During periods of inflation, the real cost pressure on a regulated
firm is normally much less than for industry generally. An abnormally
high fraction of the costs of most public utilities are amortization
and depreciation of long-lived capital assets. A large part of these
expenses reflects the prices of years past, and does not increase with
current inflation. In addition, productivity gains in the public utility
sector are far in excess of the average for industry, so that a much
larger increase in current -costs can be absorbed in productivity gains.
One would therefore expect inflation to be less predominant in the
regulated sector than elsewhere in the economy—if regulatory
agencies were vigilant in enforcing a system of cost-plus pricing.

Working against the regulatory agency is the incentive of the reg-
ulated firm to raise prices during an inflation. Of course, regulatory
rules do not permit straight-forward price increases by a healthy firm
with no change in costs, for then the firm’s rate of profit would exceed
the regulatory norm: Instead, the firm must increase the costs used to
calculate the allowed profit rate in order to justify a price increase. It
achieves this end by promising new services (even if the services are
not economically justified), arguing for greater reserve capacity, or
using overly optimistic forecasts of future demand to justify an increase
in capacity. Since few agencies have the technical capability to verify
the need for proposed investments, and since the agency will be held
responsible if shortages occur or service quality diminishes, the likely
result is to accept the firm’s analysis, agree that the additional invest-
ment is desirable and allow the firm to increase prices and earn
additional profits. '

Any firm with market power will have similar incentives if it is
subjected to price controls. In response to growing demand, the
strategies available to the firm vary between two extremes: (1)
padding costs, raising prices, and thereby earning larger total profits
(the saine percentage profit on a higher cost base for the same output),
and (2) holding unit costs and prices constant while expanding output,
thereby earning greater profit (the same profit per unit of output,
but earned on the greater total costs incurred in producing more
output). The optimal strategy for a firn that cannot capture further

1 See, for example, Marver H. Bernstein, Regulating Business by Independent Commission (Princeton,
1955), The President’s Advisory Council on Executive Organization, A New Regulatory Framework: Report
on Selected Independent Regulatory Agencies (U.S. Government Printing Office, 1971), Roger G. Noll, Re-

forming Regulation: An Evaluation of the Ash Council Proposuls (Brookings, 1971), and numerous other
studies reported in these references.



economies of scale and that is to some extent insulated from competi-
tion will, in general, be somewhere between these extremes, involving:
some degree of cost padding.

Detecting unnecessary costs and investments is a difficult job for
anyone, for a firm always knows more about its own costs, technology,
and markets than does a regulatory agency or the Price Commission.
Regulatory agencies may have some slight advantage by virtue of their
specialized responsibilities and experiences, but this should not be-
overrated. Most state regulatory commissions are responsible for all
types of public utilities (transport, power, communications, etc.),
and even the specialized federal agencies deal with many firms:
operating in numerous markets. And in all cases, but particularly at.
the state level, the size and quality of the agency’s technical staff falls.
far short of what would be necessary to monitor carefully the firms.
it regulates.

On the two following other counts, the Price Commission is likely to-
do a better job in controlling prices than would a regulatory agency.

1. The Commission’s Single Purpose

The Price Commission’s mandate deals only with prices, while the-
regulatory agency is usually responsible for regulating: profits, the-
availability of service, and the general state of the industry. While-
the Price Commission is concerned about these other indexes of
economic performance, it regards them as constraints. on its objective:
of minimizing inflation, not as encompassing a set of additional.
objectives that are inconsistent with—and therefore require some:
compromise with—its mandate on prices.

This difference is illustrated by the attitudes of the Price Commis--
sion and of many regulatory agencies on profit margins. The Commis-
sion’s view is that profit margins on sales should be held at historical
levels. If inflation causes the cost of capital to increase, the Price:
Commission would not expect a firm to raise prices so that its rate
of return to equity could be kept in line with higher interest rates.
Yet most regulatory agencies have responded in the opposite manner,.
granting increases m allowed profit rates as interest rates have risen..
In addition, regulatory agencies have increasingly granted price-
increases for the purpose of financing new investment within the firm
when the firm demonstrates that borrowed or equity capital is not.
available, or available only at very high cost. Thus, in trading off the
objectives of industry growth, service availability, and price stability,.
the last was compromised to promote the first two.

Another difference between the Price Commission and regulatory
agencies is in the view they take of opportunities for reducing costs,
through either increased competition or improved technology. Becanse:
of their concern over the general health of the regulated industry,
regulatory agencies are reluctant to make decisions that significantly
alter the structure of the related industry. Low-cost competitors are
normally not allowed to capture more than their historical share of the-
market (new entrants are rarely allowed), and cost-saving techno-
logical innovations are introduced slowly so that all firms can share in.
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the benefit and a minimal amount of capital embodying the old
technology is made obsolete.? :

This protects inefficient firms and technologies, and produces prices.
that are higher than necessary (even though “‘justified” by higher than
necessary costs).

The Price Commission has not been actively promoting competition
and cost-reducing innovation, but it has certainly had a much more
beneficial effect along these lines than regulatory agencies. First,
it does not attempt to control price reductions as well as price increases.
Competitors are free to reduce prices if they desire. Of course, an even
more desirable stance for the Price Commission would be to force
price reductions when productivity and profit margins rise; however
the Commission’s current passive policy is still preferable to that of
the regulatory agencies, which normally require that any price reduc-
tion be subject to the same formal procedures and determinations of
impact as a price increase. Second, the Commission is not involved in
the attempt to regulate the choice of technology by firms, leaving
them free to adopt less costly alternatives. In fact, it has tried to put.
some minimum limit on the amount of productivity gain a firm must.
include in calculating a cost-justified price increase, although the
policy it has settled on—a firm is now essentially free to select its own
method of estimating future growth in productivity—is only slightly
better than no requirement at all. While the Price Commission has
failed to provide a strong incentive for productivity increases never-
theless here, also, its rather passive policy is better than that of most
regulatory agencies. S

2. The Visibility of the Price Commission

Another major difference bétween the Price’ Commission and most
regulatory agencies is the extent to which their policies and decisions
are scrutinized by the press, the public, and the Congress. Most
regulatory agencies rarely catch the public eye. Their activities are
scarcely reported in the press, and are followed closely only by the
subcommittee in-each branch of Congress- that oversees -their activity.
By contrast, the Price Commission is constantly in the news. It deals
with the politically charged issue of inflation, and consequently its
activities are covered by the media and are potentially grist for the
politician’s mill. i .

Perhaps this is best exemplified by the attention that public utility
price increases received when approved by regulatory agencies and.
when later ratified by the Price Commission before the Commission
withdrew from the field. Individual increases granted by each agency
went largely unnoticed except for a few spectacular cases such as the
New York State telephone rate increase. But when a large number of"
these cases were reviewed and approved by the Price Commission, they

2 An obvious example of this behavior is the agonizingly slow pace at which communications satellites:
have come into use in the United States. It is unlikely that the nation’s first domestic communications
satellite will be put into use within ten years after a private, profit-seeking enterprise—the American Broad-
casting Companies—requested permission to set up a satellite system for distributing network television
programs, and after 8 nonprofit entity, the Ford Foundation, showed that such a system would substanti-
ally reduce costs and proposed that these savings be used to finance public television. For other examples ,.

see William M. Capron (ed.), Technological Change in Regulated Industries (Brookings, 1971), and Ann F.
Friediaender, The Dilemma of Freight Transport Regulation (Brookings, 1969).

86-954—73—pt. 2 4
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together constituted enough of an issue to generate a debate on the
floor of the Senate, coverage in the press, and concern by the Joint
Economic Committee.

The set of 110 public utility price increases ratified by the Price
Commission during the last three months of fiscal 1972 (inserted in
the Congressional Record by Senator Lee Metcalf on August 17, 1972)
gave rise to an investigation of the Price Commission’s policies, but no
concomitant investigation of any of the regulatory agencies that
originally granted the increases is underway. If the Price Commission
has erred in approving these increases, then surely, too, have the
agencies that granted them. But the Price Commission offers a focus
for broad evaluation of the price performance of an entire sector of
the economy. No single regulatory agency has made a large enough
number of price decisions in the past few months for a trend to be
detected in 1ts behavior; however, the scope of the Price Commission’s
responsibility means that its decisions are numerous, the trends in its
policies more obvious, and its effectiveness easier to see.

Comparative Price Performance

The preceding analysis leads to the conclusion that, while utility
prices should probably rise less rapidly than other prices during an
inflation due to the importance of capital costs and productivity
improvements in the sector, the price performance of the sector, being
regulated by relatively ineffective agencies, will not reflect these cost
advantages. The data in Table 1 bear this prediction out. It shows the
price increases allowed by the Price Commission up to June 30, 1972.

TABLE 1.—PRICE INCREASES GRANTED BY PRICE COMMISSION THROUGH JUNE 30, 1972

Average

percentage

Average price

percentage inctease

price allowed

increase excluding

Sector allowed TLP's 1

Al industry 3.1 4.2
Manufacturing__ . 5.3 7.0
Wholesale and retail irade__. 2.6 3.2
Utilities.__ ... __..______. 5.7 11.5
Finance, insurance, etc__. .. 12.7 13.4
Sarvices___ 2.4 2.5
Construction 2.0 3.6
Mining____... R 3.5 4.1

LTLP refers to “term limit price’’ agreements, in which a firm agrees to limit the total effect of its price increase to
1aising total revenues by less than 2.2 percent annually. [n return, the firm does not have to seek approval for each
specific increase in prices.

Source: Barry Bosworth, ““Phase II: The U.S. Experiment With an Incomes Policy,”" Brookings Papers on Economic
Activity 2: 1972, p. 371.

Although the Price Commission formally approved utility price
increases granted by regulatory agencies until its current rules were
adopted, 1t nevertheless always acted essentially to ratify what the
agencies approved. Consequently, the utility price increases that did
take place reflect the decisions of the regulatory agencies rather than
what the Price Commission could have achieved had it made the effort
to control them. As the data show, price increases in utilities exceeded
those in all sectors except financial services. The behavior of the price
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indexes since the freeze shows a similar disparity. For example, the
gas and electricity component of the Consumer Price Index rose 4.7
percent between the summers of 1971 and 1972 (an average over
monthly figures for June, July, and August, which measures perform-
ance in the year following the freeze). The electrical power component
of the Wholesale Price Index rose 7.0 percent during the same period.
Beth figures exceed the average for all goods and services in the total
indexes of which they are a part. These figures should at least raise
doubts that Phase II has had any appreciable effect.on the public
utility sector. .
Tere Nw Price ComuissioN Poricy

Tt is possible that the apparently poor price performance of the
utility sector during the past year, and the relatively weak capability
of regulatory agencies to cope with the problem, could be overcome
by the Price Commission’s new rules. If the requirements for regulatory
agencies to be certificated were strict, and if firms not regulated by
certificated agencies were controlled as closely as other firms, the
preceding argument would be plausible, although it would still have
to contend with some inherent problems in the structure and operations
of regulatory agencies as enumerated in the preceding section. But
the Price Commission has, in fact, made no real attempt to alter the
criteria and procedures of regulatory agencies, nor has it instituted
controls on unregulated utilities that are as tight as those on firms
in other industries. :

Requirements for Certification

In its rules and regulations, the Price Commission has set forth a
set of general criteria that must be met if a price increase by a public
utility 1s justified. These criteria are:

(1) The increase is cost-justified and does not reflect future inflationary
expectations;

(2) The increase is the minimum required to assure continued adequate and
sae service or to provide for necessary expansion to meet future requirements;

(3) The increase will achieve the minimum rate of return needed to attract
capital at reasonable costs and will not impair the credit of the public utility;

(4) The increase does not reflect labor costs in excess of those allowed by Price
Commission policies;

(5) The increase takes into account expected and obtainable preductivity
gains, as determined under Price Commission policies; and -

(6) The procedures of the regulatory agency provide for reasonable opportunity
or participation by all interested persons or their representatives in the agency’s
proceedings.?

Because the criteria are, in many ways, quite vague, the Genera
Counsel of-the Price Commission, the General Counsel of the National
Association of Regulated Utility Commissioners (NARUC), and the
New York State Public Service Commission worked out a ‘‘model rule”
that, if adopted by a regulatory agency, would satisfy the Price
Commission. On April 20, 1972, the General Counsel of the Price
Commission, in a letter to NARUC, detailed the substance that a
regulatory agency’s rules should contain in order to merit a certificate
of compliance. In addition to insisting that the agency’s formal
procedural rules include the general criteria listed above, the letter

3 Federal Register, Vol. 37, No. 181 (September 16, 1972), p. 18394-5..




made several other points. First, cost increases would have to be
quantifiably provable. Second, no costs would be included for projects.
that were not operational. Third, agencies could allow ‘regulatory
lag”’—i.e., productivity increases that raised profits above the “fair
rate of return’’ allowed by the agency would not necessarily have to
be passed on immediately as price reductions. Fourth, no exceptions.
were to be granted to the criterion having to do with the pass-through
of wage increases. Fifth, since speculative cost increases were not
permitted, only provable productivity gains were to be included in
cost estimates.

As amplified in the letter, the Price Commission’s rules add only
one constraint to the normal behavior and policies of regulatory
agencies—the requirement that companies absorb wage increases that
exceed the Commission’s standard, currently 5.5 percent a year.
Other than this, the rules include some of the most questionable
practices of regulatory agencies, and, in the case of productivity
changes, introduce a procedure that is worse than many agencies
already practice.

The second criterion places no constraint on agency behavior, for it
simply restates the vague objective given nearly all regulatory com-
missions. The agency still must define “adequate,” ‘“‘safe,”” and
“requirements,” and decide how these objectives will be traded off
with others, such as efficiency and price stability. In the last clause, it
also ratifies a major new (and highly dubious) practice for regulatory
agencies to grant price increases so that an investment can be in-
ternally financed by the firm, which was the basis for the enormous
increase in telephone rates granted by the New York State Public
Services Commission. (If customers must pay rates that allow the
regulated firm to earn a fair rate of return and that pay for the firm’s
new investments, they should at least be given a proportional amount
of stock in the company!)

The third criterion states that a public utility should not have its
credit impaired. While this could be subject to several possible inter-
pretations, it could mean that the ability of the firm to raise
capital at a given interest rate should be independent of cyclical
conditions. This, of course, would mean that in a period of inflation,
when -interest rates are high, the profits of the firm would have to be
increased significantly if the interest rate available to the firm is to
remain constant. It could also mean that the credit of the firm should
not be affected by its investment policies and the amount of credit it
is trying to raise—i.e., that regulatory commissions should ratify
through price increases whatever operations the company undertakes
in the capital markets.

Two other clauses in the Price Commission’s rules further weaken
whatever impact the general criteria might have. First, the agencies
need apply the six criteria only ““so far as those criteria are consistent
with the constitutional and statutory provisions under which the
regulatory agency operates.”* Thus, although no such provision is
contained in the Economic Stabilization Act, the price control pro-
gram is made subordinate to all federal and state laws relating to
public utility regulation. Second, the rules the agency adopts in order
to obtain its certificate of compliance “‘shall not displace any other

¢ Jbid., p. 18895 (Title 6, Chapter III, Part 300, Section 300.301(b)).
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rules or laws to which the agency is subject or which it has adopted
which are not consistent with these rules.”® Not only is the price
.control program subordinate to regulatory laws, it is also subordinate
to any other rules an agency may have adopted. T

Finally, after more discussion with regulators, the Price Commission
«even backed off on its insistence that wage increases in excess of Price
:Commission policy be absorbed by the firm. In the model set of rules,
‘which now have been adopted by nearly all state regulatory commis-
-sions and certified by the Price Commission, wage increases above 5.5
percent will be considered by the agency on a case-by-case basis to
.determine if it would cause “undue hardship on the employer if it were
.disallowed.””® Federal agencies have exercised more individuality,
‘writing their own procedures instead of adopting the model rule, but
‘have made similar exceptions to the wage criterion.” The Price Com-
mission has thereby delegated the authority to determine when its
-own policy on wage pass-throughs should be violated. At minimum,
.one would have expected the Commission to preserve its right of review
.of price increases based upon wage increases in excess of its ‘own
guidelines. But the Commission has reserved no such right: “The
-decisions of a regulatory agency pursuant to rules covered by a certifi-
«cate of compliance . . . are not subject to review by the Price
«Commission. . . .3

"The Price Commission’s guidelines for regulatory agencies appear to
have abselutely no corisequence. As Commissioner Nicholas Johnson
of the FCC put it, “It is pretty much the view here that the Price
«Commission criteria add nothing to the standards this agency uses in
deciding rate increases:”’ ® As proof, Commissioner Johnson offered the
fact that hearings on the request of the American Telephone and
"Telegraph Company for a $500 million rate increase, which had been
«closed prior to the Price Commission’s new policy, were not reopened
‘to take -evidence to determine whether the requested increase was
.consistent with the Price Commission’s criteria. It is fair to conclude
‘that the regulatory agencies will continue to operate as they have in
ithe past. The new rules will do nothing to alter the policies of the
:agencies, to make them more effective, or to improve the rather poor
price performance of the regulated sector during the past year.

Direct Controls on Other Utility Firms

Not all public utilities are regulated, and not all regulatory agencies
‘will obtain a certificate of compliance. For firms that are not regulated
by a certificated agency, the Price Commission will retain responsibility
ifor the price-control program.

The Price Commission has divided all utilities into two classes,
using annual sales of $100 million as the dividing line. Firms with less
‘than $100 million in sales may increase prices by any amount as long
.as the firm notifies its customers of the increase by letter or through a

5 Ibid., p. 18895 (Title 6, Chapter III, Part 300, Scction 300.304(c)). . .

¢ Sec almost any set of procedures to comply with the Price Commission rules, such as “Special Rules
;!l‘.:l Complénnce with Economic Stabilization Program,” Public Utilities Commission of the State of Ala-

ama, p. 5. -

‘7 For example, the Civil Aeronautics Board states: *“The Board will determine, on a case-by-case basis,
whether extraordinary circumstances exist which would result in gross inequity or extreme hardship if
‘identified wage or salary costs in excess of said guidelines were disallowed.” (CAB Rule ER-229.4(b)(2).)

8 Federal Register' (Septeniber 18, 1972), p. 18805 (Title 6, Chapter IIL, Part 300, Section 300.301(e)).

» Dissent of Commiissioner Nicholas Johnson, FCC ruling on special provisions for price stabilization
‘program, p..8. . .
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general circulation newspaper. Although notice must predate the price
increase, there is no minimum necessary elapsed time that must pass
between the notice and the increase. In addition, the firm must
certify that the price increase conforms to the six general criteria for
public utility price increases listed above, and must make available
for public inspection information to support the price increase. The
Price Commission’s rule does not require that the Commission be
notified of the price increase, although the Commission reserves its
right to investigate the price increase for compliance with its general
criteria and to rescind or alter the price increase on the basis of that
investigation. Apparently the Price Commission is relying upon
complaints from customers to call its attention to unwarranted
price increases, for most price increases will never become known to the
Commission unless a complaint is lodged.

For a firm with more than $100 million annual sales, any price
increase that raises total revenues by 1 percent or less is subject to the
same procedures as are all price increases by the smaller firms. This is
in sharp contrast to the requirement for other “Tier I”’ firms—firms in
other sectors with annual sales exceeding $100 million—which must.
notify the Price Commission of all price increases before they take
effect, and even for “Tier II”’ firms—those with $50 million to $100-
million in annual sales—which must submit a quarterly report of all
price increases.!® For most firms, the rule places no effective limit on
price increases, for few services make up so large a part of total reve-
nues that even a large price increase would cause total revenues to
increase by 1 percent. Even utilities offering a single service, such as
electric power or natural gas, have numerous rate schedules for
different types of customers and in different geographical areas. If
each of these rates is raised at a different time, a very large overall
price increase can be achieved without having any single increase
exceed the 1 percent benchmark. And by adopting this strategy, the
utility need not report its price increases to the Price Commission.

For price increases that would increase total revenues by more
than 1 percent, a firm must notify the Price Commission within three
days after the increase is authorized by an uncertificated agency and
60 days prior to the rate taking effect, during which time the Com-
mission may review and alter the increase. The rate becomes effective
if the 60 days pass without Price Commission action.

If the Price Commission were to police these large rate increases
relatively intensively, an important effect would be to provide an
incentive for firms to have more frequent rate increases so that the
benchmark of 1 percent would not be exceeded. The Price Commis-
sion has tried to avoid this phenomenon by its ruling on interim rate
increases. Only one interim increase of a given rate can be granted by
any regulatory agency while a rate determination is being under-
taken."! Interim rates are often granted by agencies during rate
hearings because these proceedings can drag on for months or even
years. The ruling prevents a firm from getting several such interim
increases which, together, might exceed the 1 percent benchmark,
although no single increase did. Unfortunately, the rule was blunted
by the Price Commission’s decision to apply it only to interim increases

10 The exception to this generalization is a firm that has signed a term limit price agreement in which it
promises to hold all price increases to an amount that will cause the total revenues of the firm to increase by
less than 2.2 percent per year. X

U Federal Register (September 16, 1972), p. 18895 (Title 6, Chapter III Part 300, Section 300.307(c) (a)).
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that would increase revenues by more than $5 million.!? An agency
could grant a series of interim increases as long as each accounted for
less than $5 million, regardless of the amount of the rate increase as
a fraction of total revenues or of the price of the relevant service.

In addition, the limitation on interim rates does not deal with the
possibility of a firm obtaining more than one final rate determination
per year. If a regulatory agency wants a firm to have a large rate
Increase and wants to avoid the necessity of the firm having to report
the increase to the Price Commission, 1t can speed its own hearing
process and allow more frequent final rate determinations.

CoNCLUSIONS

On all counts, the Price Commission’s policy toward public utility
price increases appears to be nothing more than a ratification of how
utility prices are now set—even for unregulated firms. The Price
Commission’s faith in this policy cannot stem from the strictness of the
rules it has set forth for regulatory agencies to follow, for these rules
place no significant constraints on the current behavior of the agencies.
It is also hard to imagine that the Price Commission’s policy 1s based
upon a belief that the regulatory agencies are especially effective
vehicles for implementing a price control program, for the professional
literature on the performance of the agencies and the recent behavior
of utility prices give no cause for confidence. In short, the Price
Commission has chosen to all but exempt from the control program a
regulatory mechanism that has performed poorly over the past few
years. One can only condone this action if one believes that the
entire control program should be dismantled and that the public
utility policy is simply a good first step.

Even if the Price Commission had decided to pass on much of the
responsibility to implement the control program, one would have
expected the Price Commission to have retained some oversight.
For example, the Price Commission could have retained the right to
review and alter rate increases by certificated agencies if the rate
increase: (1) was based on wage increases exceeding the Price Com-
mission’s policy for wage pass-through, (2) included revenues ex-
ceeding allowed profits that were to be used for financing investments
by the utility, (3) caused the profit of the utility as a percent of sales
or equity to exceed the highest level achieved during 1968-71, or
(4) was part of a series of rate increases that, within one year, caused
the total revenue of the utility to increase by more than 3 percent
(or some other figure to be set by the Commission). In addition,
firms not regulated by a certificated agency should be subject to
reporting requirements that are similar to those for other firms.
Specifically, all firms with over $50 million sales should, at minimum,
be subject to the rules for Tier IT firms elsewhere in the economy—
that is, at least quarterly reporting of all price changes, regardless of
the effect of each change on total revenues. Finally, interim rate in-
creases should be permitted only if cost-justified, and should also be
subject to Price Commission review if granted by regulatory agencies
that are required by law to grant them after a minimum waiting period
while a final rate investigation is under way. In addition, the Price
Commission should retain the right to review and alter interim rate

12 Jbid., Section 300.307(D)).
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increases that have any of the four characteristics listed above that
would justify review of final rate increases.

All of these “fail-safe’” clauses would still permit the Price Com-
mission to avoid evaluating most price increases by regulatory agen-
cies. The very existence of a Price Commission review authority for
increases that raise serious questions of compliance with the overall
control program would limit the number of outrageous requests for
price increases. And, of course, retaining the right of review for these
cases would guarantee a minimum degree of effectiveness of the
program.




CONTROL OF FOOD PRICES
By G. E. Branpow*!

Two points in time are useful benchmarks against which to measure
changes in food prices. The first is 1964, the year before the accelerated
inflation of the latter 1960’s began. The second is August 1971, the
month when the current policy of price and wage controls was initiated.
Table 1 summarizes price changes between those benchmark dates
and August 1972,

From 1964 to August 1972, average prices of food purchased by
consumers in stores for home consumption rose somewhat less than
prices of nonfood items, taken together, in the Consumer Price
Index (CPI). Prices of food purchased in restaurants, hotels, etc.,
rose considerably more than store prices of food, with the result
that the increase in the “all food” price index was very close to the
increase in nonfood prices. From August 1971 to August 1972, how-
ever, prices of food in stores and in eating-out establishments rose
equally, and the increase was greater than for nonfood prices.

The main reasons for the upward sweep of retail food prices over
the S-year period have had much in common with the reasons for
the increase in the CPI. Incomes were rising, thus increasing money
demand for goods and services. Production costs in industry and
agriculture were also rising except where unusual gains in total
productivity were being made. Higher costs restricted output ex-
pansion in purely competitive markets and led to more or less con-
current increases in prices and margins in sectors characterized by
some degree of oligopoloy.~ -~~~ " - -

TABLE 1.—PERCENTAGE INCREASES IN RETAIL PRICES BETWEEN 1964 AND AUGUST 1972 AND BETWEEN AUGUST
1971 AND AUGUST 1972,

[Computed from seasonally adjusted indexes]

August 1971

1964 to o August

Product groups from Consumer Price Index : August 1972 1972

Food consumed at BOM - - - - e am e e e e memmm e mm e 30.7 3.8
Beef and veal___. 53.6 10.5
45.4 17.2

10.6 -4

62.0 8.3

—2.3 —4.3

29.9 0.5

28.7 0.1

Fresh fruits and vegetables______ 35.6 4.7
Processed fruits and vegetables._ 18.5 1.9
Cereal and bakery products_____ 23.6 —0.1
Sugar and sweets__.___:_ _______. 19.6 0.2
Beverages. ..o oaooo 17.7 —L1
Food consumed away from home___._____ 48.3 3.8
All food 341 13.9
All CP1 items less food_ : 35.4 2.8
CONSUMET PriCe INAEX o o o o o e e oo o e e e em e e mm e e e mmm 35.2 3.0

"1 This figure differs from the expected value of 3.8 because of rounding off of discreparcies.
Source: Bureau of Labor Statistics, except fats and oils for which a more inclusive but not seasonally adjustgd index of

the U.S. Departinent of Agriculture was used.. ’

*Professor of Agricultural Economics, the Pennsylvania State University.

1 This paper was prepared in October 1972. As of January 1973 it appears that the estimates given here
for the overall increase in food prices during 1973 are somewhat too low. Prices paid by livestock producers.
for feed grains will be higher than expected, leading to higher livestock product prices. A b percent overall
increase in food prices during 1973 now seems a better estimate than the 3 percent estimate made in this
paper. There is no reason at this time, however, to.change the estimate made in this paper of the further
increase in food prices from 1973 to 1974.
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For food sold through retail stores, about 60 percent of the con-
sumer’s dollar goes to processors and distributors. The margin or price
spread going to processors and distributors for such food increased
25.2 percent between 1964 and August 1972 and 1.6 percent between
August 1971 and August 1972. The corresponding figures for increases
in farm prices of food products were 40.6 percent and 9.0 percent.?

A few special considerations regarding increases in food prices
should be noted. The increase in demand for beef has been remarkable.
Retail prices of beef and veal rose 53.6 percent between 1964 and 1972
despite an increase of about 12 percent in per capita supply. Total beef
and veal supply would have had to increase by 6 or 7 percent annually
in the inflationary 8-year period to prevent an increase in retail price,
a rate of mcrease that was not possible in practice. The principal
obstacle has been the difficulty of expanding the supply of cattle for
feedlots rather than obtaining grain for cattle in feedlots. The more-
than-usual increase in pork prices came after August 1971 and occurred
largely because low hog prices in the preceding 12 months, coupled
with high feed prices due to corn blight, induced farmers to cut back
hog production. Fish prices were boosted by strongly rising demand
for the product in its own right, by high prices for red meats, and by
limited ability to increase supply.

Price changes for poultry and eggs reflected exceptional increases
in total productivity on the part of producers, together with ability to
increase output of the products rather quickly (in contrast, say, to
beef). Larger supplies resulting from technological advance subjected
egg producers to an intense profit squeeze in 1971-72.

Government price support programs stabilized prices of feed grains
over the 8-year period. The support (loan) levels for the 1963 and 1964
corn crops were $1.07 and $1.10 per bushel; for the 1971 and 1972
crops, the support level was $1.05. This was highly important in
holding down advances in prices of meat and poultry products, for
which feed grains are a large proportion of production costs. Wheat
supports (loan values) were lowered substantially after June 1964, but
the effect on prices of flour and cereal products was approximately
cancelled by a tax on wheat milled for domestic food use. Huge Russian
purchases Iifted wheat prices well above the support level after early
August 1972. Price support for milk for manufacturing uses was raised
56 percent between 1964 and 1971-72, and minimum prices for milk
consumed in fresh form were substantially increased under govern-
ment marketing orders. Prices of meats, poultry, eggs, fruits and
vegetables, and most fats and oils have been influenced in minor
degree at most by government price programs (except for the indirect
effect of approximately stable feed grain supports on prices of meat,
poultry, and eggs).

ASSUMPTIONS

Primary attention in this paper is given to prospects for food prices
in 1973 and 1974. Food prices in those years will be affected by general
economic conditions that cannot be foreseen with certainty. I assume
that economic expansion will continue and (especially relevant to the
demand for food) that personal income will increase about 8 percent
annually as in the recent past. In the absence of price and wage con-

2 Strictly, these data refer to U.S. farm-produced foods whereas Table 1 includes imported foods and Osb.
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trols, unit costs of labor and nonfood matenals in producing, process-
ing, and distributing food are projected: to increase 3 or 4 percent per
year except in instances where productivity rises especially rapidly.
For purposes of appraising export demand for farm food products, I
assume continuing inflation abroad, stability of exchange rates, and no
unusual foreign purchases such as those recently made by Russia.
Another important set of assumptions relates to weather and other
natural hazards that might upset the flow of products from the nation’s
farms. I can only assume that no acts of nature will materially reduce
crop production or force distress cattle on the market for lack of
sufficient pasture. ‘ :

ProspEcTIVE Foop SurPLIES AND PRICES

Feed grains.—Though domestic utilization and exports are expected
to be large, supplies for the current crop year are abundant. The carry-
over into the 1973 crop year should be ample by any standard. In 1972,
producers set aside (held idle) about 37 million acres of cropland under
the government’s feed grain program, and although not all of these
acres would return to crop production in the absence of a program,
enough land is available in operating farms to meet any probable
demand in the next few years.

Prices advanced in September 1972 when prospective utilization,
bolstered directly and indirectly by Russian grain purchases, appeared
likely to exceed the 1972 crop. USDA is not permitted to release the
stocks it owns at less than 115 percent of the loan rate plus carrying
charges. If USDA releases stocks as it is permitted to do, no more than
a normal seasonal advance seems likely following the fall of 1972. If
the feed grain program is operated to replenish stocks when low and if
stocks are freed as permitted, feed grain prices can be fairly stable for
several years. ’

Another important component of livestock feed concentrates is high-
protein feedstuffs. Prices are likely to average higher in 1973 than in
1972 and to continue high in 1974. In view of the grain and the high-
protein situations taken together, producers of meat, dairy, and
poultry products are likely to face somewhat higher feed prices in 1973
and 1974. :

Wheat and cereal products.—The wheat situation in the summer of
1972 was much like that for feed grains—large supplies on hand and a
substantial acreage set aside under the government’s program but
available for later production. Large purchases by Russia created
prospects that exports during the 1972 crop year would far exceed
past records, and prices rose sharply in August. Since the main wheat
crop is seeded in the fall, the government’s wheat program for 1973
had already been announced and called for the maximum set-aside of
acreage permitted by law. Nevertheless, farmers may have increased
acreage seeded to wheat in the fall of 1972, less wheat will be used for
feed, and the tight supply situation for hard red winter wheat may be
materially eased when the 1973 crop is harvested. Acreage can be much
expanded for the 1974 crop. If the weather is good, wheat prices should
be lower in the fall of 1973 than in the fall of 1972, and prices in the
fall of 1974 could be down close to support levels.

None of this will make a large difference in retail prices of cereal
and bakery products. In the summer of 1972, the farm value of grains
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typically made up only about one-eighth of the price paid by con-
sumers for foods of this class. A change of 50 percent in farm grain
prices would alter retail prices only 6 or 7 percent if fully passed on to
consumers. Changes in processing and distribution costs usually are
much more important to retail prices than are changes in farm prices.
Prospects are that in the absence of price controls, retail prices of
cereal and bakery products will be 2 percent higher in August 1973
tgan in August 1972 and will rise nearly as much in the year after
that.

Fats and oils—Strong increases in soybean production to meet
rising demand stemming mainly from the livestock feed market have
created large supplies of oil. Supplies of cottonseed oil also were high
in 1972. Average prices of food oils may stay near the reduced level of
the fall of 1972 and are unlikely to become seriously inflated. Retail
prices will be only slightly affected by moderate changes in basic oil
prices but are likely also to reflect the gradual increase in processing-
and distribution costs assumed for 1973 and 1974. The retail price in-
dex may advance 1 to 3 percent in each of the two years following
August 1972,

Fruits and vegetables.—Supplies of this class of foods, especially of
fresh produce, are particularly vulnerable to weather, which was.
generally unfavorable mn the summer of 1972. Prices of several fresh
fruits and vegetables in August 1972 reflected reduced production.
If weather in 1973 and 1974 is normal, the retail price index for fresh:
fruits and vegetables may be 2 percent or so lower in August 1973 than.
in August 1972; but by August 1974 the index may have risen as much
abpve the August 1972 level.

The prospective supply and price situation for processed fruits and
vegetables in 1973 is mixed, but grower prices, on the average, may
rise a little. The large proportion of the consumer’s dollar going for
processing and distribution waters down the effect of producer prices.
on retail prices and correspondingly increases the importance of
changes in nonfarm costs. The index of retail prices of processed
fruits and vegetables is likely to rise by approximately 2 percent in
the 12 months following August 1972 and slightly less than that in the:
next 12-month period.

Pork.—As a result of depressed prices earlier, pork supplies were
low in 1972 and are likely to remain low (aside from seasonal fluctua-
tions) until the fall of 1973, when supplies should begin to increase in
response to recent high prices. Supplies are likely to rise throughout
1974. Retail pork prices may be shghtly lower in August 1973 than
in August 1972 and 10 to 15 percent lower by August 1974.

Beef —Beef is the most important food item and the biggest enigma.
As a result of high prices, breeding herds are being expanded, but the
immediate effect is to reduce marketings of cows and heifers that
otherwise would add to the current beef supply. Marketings from feed--
lots are moderately adjustable to producers’ expectations about prices
in the near future. Though the long-term outlook is for higher prices
because of the strong increase in demand for beef, retail prices could be
lowered by reduction of cattle numbers in breeding herds or (for
short periods) in feedlots. Perhaps the best guess is that the index of’
retail beef and veal prices will rise approximately 5 percent in each of’
the two years following August 1972.
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Poultry and eggs.—The retail price index for poultry has been fairly
stable for four years. A small increase, perhaps 2 percent, seems likely
between August 1972 and August 1973. No increase is forecast for the
following year in light of the expected decline in pork prices. Egg
producers, however, have been so beset by low prices in 1971 ‘and 1972
that reduced production and higher prices are now in prospect. Retail
egg prices in August 1973 may be 8 to 10 percent higher than in August
1972, and a further increase of perhaps half as much seems likely by
August 1974. . :

Dairy products—Government policy with regard to.support prices
for manufacturing milk and to minimum prices for milk used as a drink
will have considerable influence on the retail price index for dairy
produects. Production is rising in slow response to favorable milk-feed
price ratios in recent years; but demand, usually static, is also in-
creasing, partly because of especidlly strong demand for cheese as a
meat substitute. If prices are not raised by government action, pros-
pects are that producer prices will -be stable or rise only slightly.
Because of higher processing and distribution costs, however, the
retail index of dairy prices may rise approximately 2 percent in 1973
and again in 1974. o B

Other foods.—Retail prices of sugars and sweets, beverages, and
prepared foods are expected to reflect rising processing and distribu-
tion costs. Some suppressed inflation may now exist in these products
as well as'in cereal and bakery goods. Price increases of 2 to 4 pércent
annually for these foods taken together seem likely during the next
two years. Fish prices may rise 5 percent in 1973 and 8 percent in 1974.

Food away from home.—A large element of service is contained in
this food group. The index of prices of food ¢onsumed away from home
typically has risen about 1.6 percént when the index of prices of food
purchased in storées has risen 1.0 percent. The relationship is expected
to continue: ) R e e

All foods—summary.—Combining the foregoing estimates leads to
the conclusion that the index of retail prices of ‘all foods might rise
3.0 percent between August 1972 and August™1973 in the absence of
controls and another 2.7 percent by August 1974. Asindicated ‘earlier,
the estimates depend crucially ‘upon certain assumptions, and the
“all food” estimates could be wrong by 1 to 2 full percentage points
even if the assumptions were borne out in' later. experience. The
projected rate of increase in 1973 is about one percentage point less
than actually occurred in the preceding year. (See Table 1.) :

The principal significance of these projections is the probability that
retail food prices will rise at a slightly slower rate than the rate of
inflation assumed for the remainder of the economy in 1973 and 1974:
That is to say, if nonfood items in the, Consumer Price Index 'rose 3
or 4 percent per year without controls, retail food prices probably
would rise & little less—3.0 and 2.7 -percent. The slight damping
effect is partly fortuitous (e.g., a cyclical downturn in pork prices)
but is also_traceable to the assumption that farm prices of feed grains
and milk will be nearly stable under government programs. -

CoxTrOLs OF PRICES AND MARGINS -

_ Food prices ‘cannot ‘be stabilized if . the circumstances that have
inflated costs and. ineomes in the economyat large in' the past 7 or
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8 years persist in the future—neither demand-pull or cost-push causes
of inflation can be permitted to get out of hand. There is, of course, the
dilemma of how to maintain high-level employment and to pro-
vide for urgent social needs while holding prices steady in an economy
characterized by substantial concentration of market power in im-
portant sectors of labor and industry. Broad economic policies to
control inflation are beyond the scope of this paper. They are mentioned
to avoid any implication that food price controls can succeed for long
in an inflationary setting.

Price ceilings.—The workability of price ceilings for short periods
of time varies from one food product to another. In general, foods like
cereal and bakery products are more amenable to control in the form
of price ceilings than are meats, eggs, or fresh fruits and vegetables.
Normally a sufficient supply of raw materials for bakery products,
prepared foods, etc., can be obtained to permit increases in demand
to be met merely by producing more. If price ceilings are imposed
at levels somewhat lower than prices otherwise would be, manu-
facturers and distributors will be likely to continue to meet demand
for awhile even at a loss because they will still be more than covering their
direct costs and will want to retain their customers. If losses do arise
and are long continued, however, some firms will shut down, and a
shortags will begin to appear. Then the control program will be in
trouble. Temporarily, however, controls can work, and if they are
not severe enough to cause many firms to lose money and if infla-
tion does not drive costs up, the program can continue for an extended
period. In these circumstances, of course, the controls have only a
minor effect on prices.

The short-run situation is different for foods like meats. The
quantity op the market is largely determined by farmers’ earlier
decisions about production. If ceilings reduce prices below the levels
that would otherwise prevail, consumers will try to buy at least a
little more than is available. A small, temporary shortage can be
handled by stores’ frequently being out of stock and by meat packers’
taking care of their preferred customers first. But equity problems
quickly arise: the consumer who cannot get to the store until late and
the small retailer whom the packers can ignore are the ones on whom
the shortage falls. Black markets are likely to emerge. Rationing
becomes necessary to allocate supplies more equitably. The problem
grows worse if ceilings prices in one year reduce production for a later
rear.

Y Thus problems likely to be deferred for a time in the case of foods
like cereal and bakery products arise immediately for foods like meats
and poultry when more than nominal price ceilings are imposed.
Control policy subsequent to August 1971 has recognized this general
distinction and has not called for ceilings on meats, fresh fruits and
vegetables, etc. What has been said about foods like cereal and bakery
products also applies to most consumer goods of industrial origin
when excess plant capacity exists and unemployment is substantial.

Margin controls.—Regulations requiring processors and distributors
not to raise their percentage margins at a time when farm food prices
are rising often amount to no control at all, for the permitted increase
in dollar-and-cent margins may well be greater than would be expected
in the absence of any controls. Fixing maximum dollar-and-cent mar-
gins can create almost unmanageable problems for processors and
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distributors when product varieties, brands, sizes, and qualities are
numerous.

Food firms’ response to margin controls is likely to be similar to
their response to ceilings on cereal and bakery products. Retail prices
are permitted under margin controls to rise to equate the amount
demanded by consumers with the amount supplied. Even though
numerous processor and distributors may suffer losses, they are likely
to continue operation for a time. But if losses persist, some firms quit;
and then reduced supply raises retail prices.

Much public discussion of margin controls for meats and poultry
products has misrepresented their effect on consumer  and farmer
prices. In general, retail prices for, say, pork move to a level where
the amount consumers choose to buy equals the amount on the market.
The size of the price margin between farmers and consumers at that
time affects the current farm price, not the retail price (with minor
exceptions due to lack of precision in markets). If the level of the farm
price influences the amount marketed by farmers a year or so later,
retail prices will be affected then but not before.

Food retailers’ net profits after taxes recently have averaged 1
percent or less of sales, and processors’ profits are low in relation to
sales for most foods for which margin controls usually are considered.
(This does not necessarily mean that profits are low 1n relation to net
worth.) It is impossible in such a situation for margin controls designed
to leave some profit for sellers to have an important effect on the
general level of food prices paid by consumers or recelved by farmers.
It is true that retailers customarily “price the mix” and that margins
are shifted around among products from time to time, with the result
that the retail margin on an individual item—e.g., beef or cabbage—
may change substantially from one month to the next. Effective margin
control might help to stabilize markets for individual products but is
unlikely to have a discernible effect on consumers’ total food bills.

Market power and controls.—The most persuasive argument for peace-
time price controls is that they are needed in sectors of the economy
where market power of firms 1s sufficiently great for prices to be in-
creased under circumstances when price- competitive markets would
nct support a price rise. Prices in such sectors may be little 1nﬂuenced
by conventional fiscal and monetary restraints.

Most branches of the food industry other than farming are so
structured that costs experienced in common by sellers—e.g., higher
labor or container costs—are passed forward or backward rather
quickly and thus soon affect prices and margins. In much of the food
industry, however, market power does not commonly enable groups of
sellers to estabhsh arbitrary prices unrelated to costs and yielding
clearly excessive profits. There are exceptions, classically illustrated by
the breakfast cereals industry where monopoly-like pricing and profits.
have been demonstrated. In general, controls can have only a small
effect on overall retail food prices by squeezing out excess profits. The
main effect to be expected from controls in this context is increased
resistance by management to increases in labor and other costs that in
other circumstances would be passed on through price and margin
adjustments.

Only rarely do farmers have smy market power at their own disposal.
Government farm programs, of course, do greatly influence prices of
numerous foods. In a few instances, most notably in the sale of milk for
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consumption in fresh form, farmers’ bargaining associations have
significant market power.

OteER PoLicy ArreEcTIiNG Foop Prices

Government farm programs.—The more important price support and
production control programs affecting foods have already been men-
tioned. Programs for feed grains and wheat have had a stabilizing
effect on prices for processed foods made from these commodities, and
comparative stability of feed grain prices has been highly important in
preventing more increase in prices of meat, poultry, and even dairy
products than has occurred. Stocks of feed grains and land available
for grain production are adequate for this situation to continue if that
is the policy choice adopted and it is implemented by the Department
of Agriculture.

In light of the rapid growth in demand for beef and the difficulty
of producing enough cattle to go into feedlots to keep up with demand,
a long-standing proposal regarding acreage control deserves renewed
attention. It is to permit farmers to graze livestock on acres ‘“‘set
aside” or withdrawn from crop production under the control programs
and to reduce payments for setting aside acreage when the grazing
option is chosen.

The price support and marketing order programs for milk directly
affect retail prices of the second most important group of foods. The
amount of dairy products acquired by the Department of Agriculture
to support prices is lower than in some past years and is declining,
but surpluses are unlikely to disappear in the near future. For this
reason and because of its relation to marketing order prices for fresh
milk, the support level decided upon for manufacturing milk remain
important.

Sugar prices are maintained above world trade levels, mainly by
restricting imports. Peanuts and rice are other food products whose
farm prices are regularly. supported. v

Inflation and events like the corn blight of 1970 and the huge
wheat purchases by Russia in 1972 call for more explicit policies than
so far developed regarding the stabilization aspects of farm programs.
For most of their history, primary concern has been with price sup-
port, and large stocks and some degree of market stabilization have
been by-products of price support. If it had been clear policy to hold
prices near support levels by stock management and acreage variations
where practicable, probably the run-up of grain prices in the early
fall of 1972 would have been moderated. :

Imports and exports.—Import barriers restrict entry of some foods
into the United States, as is true of a wide range of industrial products.
Beef and certain other meats were under quotas or ‘‘voluntary”
limitations by foreign suppliers from 1964 to June 1972, when they
were suspended for the remainder of the year. Beef imports rose
immediately thereafter, but the added annual supply from abroad
seems unlikely to exceed 2 percent of the total U.S. supply. The
circumstances that make beef prices high in this country are to some
extent duplicated elsewhere; no huge quantities of beef are ready to
pour into the American market.

Imports of some fruits and vegetables are significantly restricted,
at least at certain. seasons of the year, by quotas and . tariffs or by
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provisions of marketing orders for the U.S. crops. Imports of dairy
products are sharply restricted to make price supports workable. To
attempt to support U.S. prices without limiting imports in-effect
would be an attempt to support dairy prices throughout the trading
world. High sugar prices are maintained to support incomes of domestic
producers, mainly by import quotas.

The United States is a large exporter of feed grains, wheat, soybeans
and soybean products, certain fruits and vegetables, and rice. Though
in principle domestic prices for these'commodities could be reduced by
restricting exports, in practice the possibilities are in some instances
limited by price support commitments; and the adverse balance of
payments at present means that agricultural exports are highly useful
to the nation. Possibly some foods exported under P.L. 480 (Food’
for Peace) are not badly needed bv countries receiving them under
concessional terms and could be retained here; vegetables oils may-
provide examples.

Increasing efficiency.—More efficient farm production or processing
and distribution methods are sometimes looked to as means of reducing
inflationary tendencies. Some notable gains have been made, especially
in a farm production, and some have had recent and observable in-
fluence on prices—e.g., the effect of control of Marek’s disease in
poultry on egg prices. But such developments usually come gradually
and cannot be forced or relied upon. Food distribution from manu-
facturers’ plants to store shelves contains some significant inefficiencies
due in some instances to practices preferred by firms and in other
instances to practices insisted upon by labor unions. In my opinion, .
much food advertising is wasteful and price-increasing, but the proba-
bility that anything will be done about it is low indeed. Rather than
expecting that efficiencies of the conventional kind can have a more
favorable effect on food prices than in the past, one should expect
that measures to protect the environment and increase food safety
will tend to raise food prices. '

CONCLUSIONS

The supply-demand situation in foods does not suggest that the
food sector will be an autonomous cause of inflation in the next two
years. Inflation originating with circumstances outside of foods,
however, can be expected to increase food prices. Price controls for
several highly processed foods can be effective for a time in about the
same limited way that controls can be effective for industrial products
when excess capacity and unemployment exist. For meats, poultry
products, and similar foods, however, more-than-nominal price ceilings
probably require prompt recourse to rationing.

Squeezing excess profits out of food prices, even if accomplished,
would have only a minor effect on consumers’ total food bills. The
principal accomplishment of price controls for foods in a cost-push
setting might be to create greater resistance to increases in wage and
other costs that otherwise could be passed on in prices. The net but
not invariable effect of government farm programs in the past 8 years.
has been to stabilize prices, and the extent to which stabilization is
coupled with farm income support in farm programs in the near future
can have a significant effect on food prices at retail.

86-954—T73—pt. 2 5
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Though practicable changes in import policy are not likely to have
a large effect on food prices, continuing to suspend beef import quotas
and perhaps removal of some other restraints can make a modest
contribution to price stability. Bringing about prompt changes in
efficiency in the food sector as a means of fighting inflation is not
promising both because of the economic and technical nature of the
problem and because of intense resistance sure to meet efforts to
eliminate most identifiable inefficiencies.

There are no handy escapes in foods from the familiar dilemmas
facing price stabilization in general. Can monetary and fiscal policies
be noninflationary without too high a level of unemployment? Can
cost-push forces be restrained by guidelines or selective price and wage
controls? Special characteristics of the food industry modify the impact
of general economic policies upon it but do not obviate the need for
finding solutions to inflation mainly through such policies.
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PRICE REDUCTION VIA PRODUCTIVITY SUPERGAINS:
PRINCIPLES, PROSPECTS, AND PROGRAMS

' By Irvineg H. SiEeEL*

My assignmeént is to identify ‘“potential areas of price reduction”—
presumably, a subset of those industries characterized by better-than-
average productivity gains. In addition to reporting hére on a review
of the recent productivity experience of numerous industries, I shall
take some notice of correlative price changes. But I want to go beyond
a statistical account since, even if it were rendered by a whole 1nsti-
tute, it would still' do less than full justice to- the assignment. 1 feel
required to say something also about the “theory’” of productivity-
warranted price cuts and about practical mechanisms for translating
potentials into realities. The range of my discussion is indicated by
the three nouns of the subtitle, which serve as divisional headings for
the remainder of this paper. -

PriNciPLES

I discuss “theory”’ first. Under its own name and behind such masks
as “profitability”’, “efficiency”’, and “technological progress”, produc-
tivity has long been recognized by businessmen, by economists, and
by administrators of planned socleties to be relevant to price policy
and behavior. I briefly comment on three patterns of relationship
among productivity, wages (or incomes), and unit labor (or all-factor)
cost thathave been imagined or prescribed on behalf of downward price
flexibility.! : o co :

Even before I describe the three patterns, I wish to insert three
caveats which themselves belong in the ‘theory’” of productivity-
warranted price reduction. First, not one of the three patterns is
automatically realizable through the operation of existing markets.
Second, productivity change is not, and should not be reckoned as,
the only valid determinant of price change. Third, insofar as produc-
tivity performance does indeed bear on opportunities for price reduc-
tion, productivity prospects are far more relevant than productivity
history -over the recent: or longer past. : L

These caveats need not long detain us. With respect to the first one,
monopolistic and. oligopolistic forces—including the action of unions—
probably tend toward achievement of rising, rather than stable or
declining, ‘prices. in. the- economy at large. With respect.to the second
caution, price changes are properly influenced by numerous circum-

*Consulting economist. - - T ’

1 Reference is usually made to wages (per hour or per worker) in the rest of this papar, but only for con-
venience and not with the intent of ruling out a comprehensive incomes policy. If all income Dpaid to persons
and property is covered by a comprehensive policy, tha conventional labor preductivity concept has to'be

replaced by another that is equallv comprehensive in scope. Similarly, it would no longe. do to speak of
unit labor cost; the proper concept beromes all-factor cost per unit of output.

(293)
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stances in addition to productivity change and market imperfections.
Among these many extra influences are capital needs, weather,
custom, tastes, governmental regulations, and the intensity of foreign
competition. The arithmetic of averages need not be satisfied, of
course, by the behavior of each firm or industry included in a com-
prehensive measure. As for the third caveat, costs vary throughout the
business cycle, so recent past experience regarding productivity and
profits is not routinely extrapolable; and, taking a longer perspective,
we should not expect a maturing, stagnating, or revitalizing firm or
industry to recapitulate in the future its earlier record of produectivity
and cost changes. Inflation, unfortunately, seems not to care a fig

for the opinion of economists and others regarding the braking power of

productivity trends observed here or there in the economy over the
past 2 or y years. Before the Kennedy-Johnson guideposts, the
Eisenhower FHeconomic Reports properly stressed the productivity
outlook. I hope the reader bears this paragraph in mind as I try to
simplify my presentation by the use of time-neutral language in my
references below to productivity.

The first model envisages the distribution of all, or almost all,
of the benefit of rising productivity in the form of price reduction.
That is, hourly wages would not increase at all; but the purchasing
power thereof would rise nevertheless as generally falling unit labor
cost is generally translated into price cuts. This pattern for (say)
private-sector averages permits deviations, of course; it is compatible
with the registration of price rises for individual firms or industries
that are characterized by productivity decline and advancing unit
labor cost in a regime of typical wage stability. .

In his final book Competition as a Dynamic Process, J. M. Clark
recalled that this model, representing ‘‘hardly a thinkable condition”,
was advocated by such old stalwarts of The Brookings Institution
as Moulton and Nourse. All people would benefit in their role as
consumers; wages would not rise for workers, and prices would
fall for nonworkers as well. “Inequalities in the diffusion”, Clark
observed, “would result only from the fact that products in which
increased productivity has caused more than average decline in prices
may play a larger part in some consumer budgets than in others”.?

Although this model featuring vigorous price competition may not
be realistic for the economy at large, innovative companies and
industries do experience or anticipate substantial productivity gains
and can use these gains as a partial basis for price reduction. Profit
per unit could well decline, but a price cut itself may engender a
compensatory gain in sales volume. Clark says:

Sometimes the process may uncover possibilities of profitable sales expansion
unanticipated by the more conservative members of the industry. This is most
likely to happen when a young product is exploring new potential uses.?

Clark’s remark can be extended to new users, too. It reminds me of
Ford’s example, which still has counterparts outside the automotive
field, as we shall observe in the next section of this paper. The Model
T first sold for $1,200, but later sold for as little as $295. Ford recog-
nized a relation between price reduction and sales expansion; and
he asserted that the reduction of price even served as a spur to cost-
saving in design and manufacture:

2 J. M. Clark, Competition as ¢ Dynamic Process, The Brookings Institution, Washington, 1961, pp. 79, 441.
3 Ibid., p. 79.
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" When we first reduce the price to a point where, we think, more sales” will’
result; then we go ahead and try to meet the price. The new price will force the’
cost down.4 : : : L ,

« The second wage-price-productivity model reflects.a newer.con-
ventional wisdom which Galbraith himself tends to mistake for.reality
in The New Industrial State. This model, mentioned in the Eisenhower
Economic Reports and more fully elucidated in the Kennedy-J ohnson
Reports, opts for general price stability with wages rising in step with
prodictivity. Since differential wage adjustment appears impracticable:
from industry to industry, unit labor cost would not remain -level:
everywhere; so.price increases required in some industries would need
to be offset by price reduction in industries with-better-than-average
productivity gains.. ’ - : : i : IEEEER

This is a model that is-commonly favored for our society; it is not
a mirror of what actually happens. Writing more than a decade ago,
Clark opined that the aim of price stability with ‘‘equitable’” wage
adjustments would ‘‘not prove feasible’”. He foresaw wage gams géner:
ally outstripping productivity.gains and prices consequently trending,
upward: o -. O T : RS
. What we are likely to get, wages and prices being determined as they are, is a’
third form of diffusion, in which wages in the more dynamic industries rise as
miuch or more than the better-than-average }‘zite of .incréage of productivity in
these industries, wages elsewhere follow this rate of rise as closely as they can,
rising more’ than ‘productivity in_ the less dynamic industries, average, wages rise
more than ‘average productivity, tdising average unit costs, and prices rise’ to
offset this, approximately maintaining ‘thé proportionate share going to profits.’
The indicated result is a ‘‘creeping inflation’’, financed by, an elastic credit system,
that is under pressure to furhish the monetary resources to handle the incredsed
volume of, business; on pénalty of being held tesponsible for precipitating a, re-
cession. Fixed dollarincomes shrink in real valiié, real interest is less than nominal
interest, and counventional depreciation reseryes fail to provide funds for, full
physical replacement.’- ' o oL oy

Obviously, Clark’s v{rdri@nf; Which ‘Sur‘griél;'_-Slither ‘had vis;u‘sﬂ;jzed
earlier,® is not. a model that is amicable to price reduction. Besides,,

he regarded this variant as.a mirror, of 1@(‘32,L1{i"pyl,;‘He“n_o.’oed_the'bufoyfar_'lt~
roles of unions and government ir the passage cited; and,, elsewhere,
in his book, he devoted. considerable attention_to company ‘practices.

(such as product differentiation;-“full-cost pricing’”’, and the.quest for
=Y 1 ¢ Ly pricing ¢ !

“target returns” on investmient) that also seem to limit the opportunity,
for price cuts. et ' S
Clark’s pessimism remains. warranted. Even during the present
. Cf e TEITARLL 4. .
Phase II, a period of wage-price monitoring, we may encounter
reports of the use.of “price discipling”’, not for competitive price-
cutting, but to enforce rises. Note the O, Henry twist and the; com-,
placent tone of this iews item, which appeared in'a prominent business,
publication at the. beginning.of -1972:. . .. -/, 0. 0 o
" Demand for-steel has started to pick up, and thé Price. Commission has:given:
its-blessing to price increases for sheet steél. So this would,not seem a likely time
to cut prices. But U.S. Steel Corp. did just that, this: week, with decreases of $5
to $25 per ton on more than.half it$ products, including pipe, bars, gtructurals,
and most sheet products. The reason: old-fashioned industry price- descipline.
Inland Steel Co. had quietly begun allowing quantity discounts of $1 to $8 a
“+ Quoted in Garet Garrett, Henry Ford: The Wild Wheel, Pantheon Books, New York, 1952,-p. 108, See
also pp. 12, 107, 109. . T SR L
sClark, op..cit.,p.80. . . . o o nn e b e ) :
8 A succinct, advanced version of S. H. Slichter’s argument may'be ‘found, for examplé; in his'paper on
“Labor Costs and Prices”, Wages, Prices, Profits, and Productivity, American Assembly—Columbia Uni-
versity, New York, June 1959, pp. 167-180. In the same year (March 1959), Slichter testified before the Joint
Economic Committee in the.hearings on “The American Economy”’.




296

ton, and U.S. Steel apparently is aiming its lower prices at these, with the goal
of forcing competitors up to the levels approved by the Price Commission.?

The third model that entails price cuts is algebraically close to
the second one described above, and it acquired a prominent place
in Soviet thought and practice long before wage-price-productivity
controversy became a commonplace of our own economic scene.
Instead of aiming at general price stability with wages rising in step
with productivity, this rule seeks a more moderate wage advance
and, a fortiori, declining unit labor cost. The object is to facilitate,
not only price reduction, but also a shift of factor-input, composition
in the direction of capital. In an originally-classified monograph that
I wrote two decades ago, I stated the Soviet concept and compared
it to prevailing United States cpinion in this manner:

The ultimate dependence of high real wages on high labor productivity has, of

course, been recognized by Soviet leaders from the very beginning. . . . Out of
the struggle against leveling tendencies and the victory of planned investment, a
conscious wage policy has evolved. This policy, often stated in garbled or el-
liptical form in Soviet and satellite literature, amounts to the following: The rate
of productivity advance should exceed (1) the rate of increase of average real
wages, so that a sufficient surplus should accrue to the state for capital expansion,
defense, and educational services; and (2) the rate of increase of average nominal
wages, so that unit labor cost would fall and money prices of commodities could
also be reduced. If planning in terms of resources were perfect, the first relation-
ship would be achievable without difficulty. If fiscal planning were correct, the
second would be realizable, too. In U.S., where government “full’”’” employment
policy would have to be implemented by indirect means (like compensatory
spending), there is more excuse for error.
" Incidentally, it is interesting to note that proponents of economic stabilization
in the U.S, have generally recommended maintenance of a stat?c price level over
time and the increase of wages at the same average rate as productivity. Since the
price level would be stable, however, real and nominal wages would be almost
proportional (not exactly proportional because relative prices need not ‘remain
fixed). The difference between this wage policy and that of the USSR is the
difference between the productionist and consumptionist philosophies.8 ’

In concluding this section, I want simply to mention that the
patterns of relationship here discussed can advantageously be recastin
terms of aggregates. I do believe that a criterion stated in terms of out-
put and payrolls is easier to grasp than an equivalent statement in
terms of -such averages as productivity, hourly pay, and unit labor
cost.® When the next peacetime monitoring effort is required, a shift

to aggregates should be considered.

ProsprecTs

" Turning to the available statistics, I take account below of two
compilations reflecting the variety of productivity gains recorded in
manufacturing in recent years. One set, showing the average annual
trend rates of productivity change in 1958-1969, was promulgated by
the Price Commission on May 3, 1972, The other set, showing annual
productivity series and corresponding price movements for 1958-1970,
was obtained from the Bureau of Labor Statistics for use in the prepa-
ration of this paper. In the remainder of this section, I refrain from

7 Business Week, January 8, 1972, p. 2. . . '

8T, HI‘ Siegleg, Soviet Labor Produalt)ivfty, Johns Hopklians Oger?it_mns Besgartch ?ﬂlce,_ Crhevy Chase (Md.),
May 1952 . 19-20. An accompanying footnote translates the discussion into algebraic form, .

'%ee, f&rpg(ample, ‘the four pgpers in I. H. Siegel, Fuller Employment with Less Inflation, W. E. Upjohn
Institute for Employment Research, Kalamazoo, January 1969. The paper. cited in footunote 18 is also
relevant., . . . . . .
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expressing and pursuing my usual interest in the quality of the data
used and in the details of measurement.'® .

The Price Commission needs productivity rates for guiding the
calculation of approximate change in a company’s unit labor cost, but
the language still used in the monitoring instructions could easily
confuse the earnest businessman or his professional consultant." The |
Commission’s reliance on trend rates implies that they are interpreta-
ble as near-term forceasts. It does appear that, in their derivation, an
effort-was made to give them greater relevance to the economic pros-
pect.'? Nevertheless, it remains reasonable to entertain reservations
concerning the equivalence of computed rates for a past decade or so
and unknown preferred rates for the year or two immediately ahead.

If the reservations are themselves unwarranted, the Commission’s
productivity figures do disclose industries that might merit further
examination for price-cutting potentials. The weighted average of the
hundreds of published annua% trend rates is between 3 and 4 percent.’®
‘Taking 5 percent or more as the criterion of better-than-average pro-
ductivity gain, we may isolate many candidates for closer study. Since
wage adjustments tend to be more uniform than productivity change
from industry to industry, better-than-average productivity rises will
often signal the decline of unit labor cost.* Such a decline affords an
opportunity for, but hardly guarantees, price reduction. S

Falling below the adopted productivity -standard of 5 percent per
year are many familiar targets of complaint by the antitruster and the
consumer. Thus, on productivity grounds alone, the prospects of price
reduction would appear unpromising for, say, contract construction as
a whole, iron and steel (3312), automobilés (3711), machine tools
(3541, 3542), primary aluminum (3334), and bread and cake (2051).%
Whoever balks at the inclusion- of automcbiles here, however, might
be tempted to lower the productivity criterion; this industry’s-trend
rate, 4.1 percent, is above the weighted average for the Price Commis-
sion’s list. . o : e

Rates above 5 percent per year for the period 1958-69 are shown
for many industries (some of them'sizable) in that list. Thus, a gross
screening according to the 5-percent standard would suggest . that
closer scrutiny for price-cutting potentials is warranted. in these cases
and some others: coal mining (anthracite and bituminous), flour milling
(2041), rice milling (2044), brewing (2082), distilled Liquors (2085);
soybean oil (2092), women’s hosiery (2251), tufted carpets and rugs
(2272), tire cord and fabric (2296), veneer and plywood (2432), busi-
ness forms (2761), industrial gases (2813); cyclic' intermediates and
crudes (2815), industrial organic chemicals (2818), plastics materials
and resins (2821),. cellulosic man-made fibers (2823), medicinals and

10 These are discussed in Roger Bezdek’s paper; “Conéeptual and Empirical Problems in the Measureinerit
of Prices and Productivity,!” above. © . : : : i ere s

U Tf a second-order term is ignored, thepercentage change in unit labor cost is-approximated by the
differénce 'between the' percentage change in hourly wages and the percentage change in-productivity.
.This truism is stated like a policy decision, and obscurely besides, in, for example, How to Compute Produce
tivity* Gaing, Internal Revenue Service Pub. S-3020, revised to June 1972. The title is misleading; the pam-
phlet focuses. mainly on the computation of change in unit labor costs and gives the unfortunate impression
that all increases in such costs are ‘“‘allowable”’. : B

12 4A New Productivity Yardstick’, Business Week, May 13, 1972, p. 122. : . :

13 According to the source cited in footnote 12, the 433 industry rates, weighted by sales, average -3.3 per-
cent; and the manufacturing rates average 3.6 percent.. - o RO T

14 Of course, declining'unit labor cost can more-easily be ascértdined by comparing chariges'iniﬁuyrbllé
and:output—a point'made at the end of the preceding section., P N oo S

15 The numbers in parentheses refer to the Standard Industrial Classiﬁcétlon system of 1967. ’I‘ﬁey identify
more clearly the industries to which I often give only informal names. } . ity .

'
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botanicals (2833), pharmaceutical preparations (2834), fertilizers
(2871), agricultural chemicals (2879), adhesives and gelatin (2891),
carbon black (2895), petroleum refining (2911), miscellaneous plastics
products (3079), transformers (3612), household refrigerators and
freezers (3632), household vacuum cleaners (3635), radio and tele-
vision receivers (3651), picture tubes (3672), semiconductors (3674),
and motorcycles and bicycles (3751).

From the annual productivity series supplied by the Bureau of
Labor Statistics for 1958-1970 (printouts dated July 19, 1972), a very
similar - catalogue is derivable. One inconsistency, however, stands
out—for synthetic rubber (2822). Here, the Commission trend rate is
only 2.7 percent, or below average. In contrast, the BLS printouts
show- that output per employee man-hour increaséd by about two-
fifths in all manufacturing ‘during the span of a dozen years but
‘doubled.in the synthetic rubber industry. - -

A perusal of the accompanying price series supplied by BLS makes
it clear that significant declines have indeed occurred in many in-
stances with the support of productivity supergains. In the case of
synthetic rubber, the price decline was only slight (1.5 percent)
between 1958 and 1970. In some other instances in which productivity
doubled, however, the price cut was striking—e.g., plastics materials
(30 percent), industrial organic chemicals (18 percent), cyclic inter-
mediates (20 percent), medicinals and botanicals (25 percent), carbon
black (12 percent), electrometallurgical products (3313, 23 percent),
air-conditioning and refrigerating equipment (3585, 9 percent), radio
and television receivers (22 percent), tufted carpets and rugs (21
percent), knit fabric mills (2256, 25 percent), and linoleum (3996,
8 percent). For picture tubes, which experienced nearly a trebling of
productivity, the price cut. was 46 percent between 1958 and 1970.

Even in the generally inflationary years since 1967 productivity
supergains have permitted various industries to realize—or endure—
price cuts. The BLS printouts show productivity and price advances
of 6 and 8 percent, respectively, for all manufacturing in 1967-1970.
Against this backdrop, they reveal a much sharper productivity rise,
29 .percent, for plastics materials, accompanied by a price decrease of
14 percent. A productivity increase of nearly 15 percent is indicated for
synthetic organic fibers (2824), which experienced a further price
decline of 2 percent in 1967-1970. . - )

Outside. of chemicals, similar combinations are also to be found.
In the textiles group, for example, knitted fabric mills gained nearly
12 percent in output per employee man-hour during 1967-1970
while prices fell 7 percent; tufted carpets and rugs posted an increase
of 13 percent in productivity as prices receded another 2 percent.
For radio and television receivers, a smart gain of 26 percent in
productivity was bracketed with a fall of more than 6 percent in
prices.” A more striking productivity rise for miscellaneous plastics
products (3079), 35 percent, was linked to a price retreat of 15. per-
cent. .Additional examples, such as picture tubes and optical equip-
ment and lenses (3831), may be cited, as productivity supergains merely
supported ‘virtually stable prices in still other industries—e.g., in
the chemical and textile areas, photographic equipment and supplies
(3861), writing pens (3951), and linoleum.

The above report. of good correlations between productivity and
price changes could, of course, be supplemented by a chronicle of
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contraty.instances. Unretndrkable produdtivify gainsihaveioecasionally
occurred together:with favorable pricé performance, ind-better-thans
average-productivity experiencet'did‘not: always “entail either!price’
stabilitiy. or price decline. BRI N L U I AR
. Without & closer-analysis of circumstances, previous productivity
and price experience provides no-sur¢ clue'to areas/now ripé.for-price-
cutting. Good.past records may not be sustaingble=—in ‘the face; say;
of unusual new wage settlements or infensifying foreign competition:
Furthermore;, poor.past prodictivity-pricé records: should not Suggest.
unimprovability and.should not discourage ¢orractive:-action by, say,
rhahagements acting aloné’ or in. coficert: ‘with -union:leadérship or
with. government. -In the ‘motor. vehicle: group +(3710),for example;
the -productivity" perforniance in’1958-1970:%vas noihetter than for
all manufacturing; and it .was altogether Stagnant in:'1967-1970; as'
corresponding prices Tose more rapidly ‘than’ for!allrmanufuctires.
Should: this sort of record iniso inmiportant 'dnarenibe adespted wwiths
complacency? The same-challenge-israised by the: BLS statistics for
our vaunted=iron’ dnd-steel .industry (3312)xThere; orilyrtrivial pro-
diictivity: gains were achieved in 1958-1970,-and:a’t rop ofi '3t percent
was indicated. for “1967=1970—as the.prics rise} exceeded » the: per+
centagerincreaserfor all imanufacturesiii-..o11 it ad’ on s nuss
[T e O e AT AR T TI R O E RTeYs IRTR AP X410 PR TTAATON BEALEP U pAIAT
e wt s fob < s et PRoGREMS 1d DoTEToirr a0uney e meanss
Vot vl s Dot en il Cits Lelnidile dromureron gofiteet
Since a_favorable; productivity hbasis-forigrice: reductionycannob
routinely:.be, achieved and -sustained; and,sincelother -ciccumstanges
often. militate :against such, Feductioris. anyiway;isome:!.Cohtinuing
systemic, or .inistitutional -correctives: may: be-néeded: - Without ithese:
remedies; achievement and maintenance ofi: average ipricensfabilityl
may:.be; out: of; the.quéstion as.ouri nation ialsopursues thesgoaliof;

reasonably full peacetime employment. The experienceyof pricestitst
cited.in, the preceding. section, should encourage, 8., quest for. waysyto
imprové, the nation’s performange. in- this regard. 1t isinotcompulsory.
to-accept the. counsel:of -despair-that:so respectdble arieconomistias:
Sumner Slichter iras dispensing by the end of e Bisenhoyer petiod;
. On,.e_fact‘ tih&t'éhan‘d:s out: éonspi‘cui(');fsllsr’ K A_-l.‘r..-r<i§s’tha,tx'oursils:a:ﬁfédu&étfdominatedl’
economy—the consumer is the forgotteniman. . We: haye thejinstitutional arrange~
ments that make gains in productivity:produce thigher.wages and-higher.prices,
but no eone even speculates about-the; possibility:.of: altering..our- institutions: so
that gains in productivity :will préduce:lower prices.;[The mbsende: 6fr coticern-for
the consumer -is understandable .bécause theiconsumer idoes) not-demand lowen

g h sordrnad e dnne tA geiree sikdee a

prices:18 ¢y etk T 0w Fits i
B PN DU T R T LI Y ST st NI A FRA Ry A 102 I S (Y ) gtz oot
In comtéiiing 6 systefnic, gorrectives, I feelfio nged o tepeat, the
familiar. tax (and.other) incentives:for.upgradingitechnology-and ':Tjor
transforming it into ready physical plantiand-equipment. ilavish:in=
stead ‘Here ‘to ' fention ﬁgam‘ﬁ‘pré}jbs’al"I have made for' reinforéing
. . . . ATy TR WA T TR e
the guidelines for, noninflationary. wage, behavigf; Wotkers,should-be

veinforel

encouraged to forege .demands for suprapreductivityrpay. gains:by.the;,

offer'-of 'purchasing-power protectior ')f‘oxj"fihfrAa,prq(‘higtivity} pay” 1}_1“-"
créades: My ‘slaborationis of this idea'fdt self-Enforcementhave alll d
roles for, wage-deferment.bonds;and for tax writesoffs.I”. For symmetiy,

taxibenefits: could;alsosberoffered. to. companies:that. voluntarily share:

their-productivity gainé-withuthespubliein»thé! fori of lower prices:
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In speaking of institutional correctives, I like to assume that com-
prehensive controls will be avoided a bit longer as our mixed economy
continues to evolve along various lines into a monitored economy.
Even if there is a Phase III that, say, confines wage-price monitoring
to the private economic heavyweights, I look toward a Phase-Out also.
This is not to say that another episode of peacetime wage-price sur-
veillance will prove unnecessary; indeed, in another paper, I have
predicted a “third-generation” peacetime effort (ie., a successor to
Phase II-III and to Kennedy-Johnson jawboning), but I did not set
a date.’”® In the meantime, as government programs proliferate for
meeting the challenges of foreign.competition at home and abroad, I
assume that a certain amount of wage-price monitoring will become
absorbed into the criteria for public assistance to private entities or
for closer public-private “partnership’’ {e.g., in foreign trade).

A hqppy recent developmex_lt suggests that government may acquire
a new 1nstrument for facilitating price reduction. This instrument is at
once more subtle and more pervasively applicable than, say, the anti-
trust suit or the subsidized “rollback’ of selected prices. I refer to
the sudden harvest of instances of both “voluntary’’ and “ordered”
price-cuts required for compliance with the Price Commission’s profit-
margin limitations. The increasing frequency of news reports concern-
Ing price reductions to base levels and further reductions that cancel
excess revenues generated by higher markups means that more busi-
nessmen, government officials, and citizens are becoming aware of
the longer-term potentials provided by Phase II regulations.

I have recently rediscovered two institutional proposals offered by
the late'Walter Reuther for price stabilization. Today, these proposals,
for a Price-Wage Review Board and a Consumer Counsel, sound much
less stringent than they did when presented at the Upjohn Institute’s
anniversary conference of 1966. I quote in full the relevant passage
in Reuther’s address:

We in the UAW have long advocated the establishment of a Price-Wage Board
of Review. This Board would have authority to make public investigation of
situations in which major corporations, powerful enough to dominate key in-
dustries, propose questionable price jncreases or are believed to be maintaining
prices at unjustifiable levels. Situations warranting investigation would include
those in which dominant corporations attribute their proposed price increases to
the collective-bargaining demands of their workers.

Corporations in this dominant position—say, those which control 25 percent
or more of a key industry’s sales—would have to give notice to the Price-Wage
Review Board of any intended price increase. The Board would-then have power,
before the increase could ‘go into effect, to call corporation officials before it for
a public hearing. At such a hearing, the Board would demand from the company
all the pertinent facts; and, following the hearing, it would publish its findings
and recommendations and the facts supporting them.

If a corporation subject to such review alleges that meeting the demands of a
union would force an increase in prices, then the union would be put into _the
public goldfish bowl along with the corporation. Both parties would be required
to appear at the hearings.

To deal with the situation where a corporation may already be charging ex-
tortionately high prices, we propose also the provision of a Consumer Counsel.
He could initiate hearings when he has reason to believe that a corporation’s
grice_s are too high. He would also represent the consumer interest at all Board

earmgs.

The Board would have no power to prohibit a price increase or to require a
price cut. Its function would be limited to getting the facts and making them
available to the public. If the public were informed, howevér, with facts and

19 1. H. Siegel, “Productivity Statistics for a Third-Generation Wage Price Monitoring Program”, a paper
presented at the 1972 meeting of the American Statistical Association and published in abbreviated form-in
Congressional Record, October 16, 1972. E8787-E8789.
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figures making clear that a proposed price increase, or that a union’s' wage demand,
is not justified, it is highly doubtful that the corporation or'the union woild persist.
In a free society, informed public opinion has persuasive forece. It has great power
to discipline private, voluntary decisions that affect the public interest and to
make them socially more responsible.i? '

To .conclude this section and my. paper, I refer to S, 3970, which
nearly achieved enactment in the 92nd Congress and could be-adapted
or interpreted to accomimodate suggestions such.as Reuther’s.. It
provides for a Council of Consumer Advisers in the Executive Office
and an -independent Consumer Protection.’Agency.:. According to
Section 203, the Administrator of the Agency ‘‘may, as of right inter-
- vene- as - party’”’ to represent-consumers in proceedings before any
other Federal agency. Presumably, he could represent the consumer
viewpoint in wage-price hearings as a ‘‘party at interest”, functioning
in .effect as Reuther’s Consumer Counsel. Productivity and -unit
labor cost would surely have. & critical place in the briefs presented
for price restraint or price reduction.?® _— S ‘

19 From Walter P.:Reuther’s paper in.I; H. Siégel, ed., Manppwer Tomorrow: Proipects and Priorities,
Augustus M. Kelley, New York, 1967, pp. 34-36. : ) - - . L .

2" The opinion of a Consumer Counsel or a Consumer Protection Agency Administrator would, of course,

carry greater weight if it could be backed by a plausible threat to invoke government’s market poweras a
large purchaser, as a “monopsonist.” . . . ) Coe .

‘

[




.- PRICE CONTROLS AND INCOME REDISTRIBUTION
L IN AN EXPANDING ECONOMY - - s
e By ROBERf'.H. HA\(EM@N and Taap W. MIrer !

- A price ‘control.system, either voluntary or mandatory, appears to
be widely a¢cepted -as a necessary though troublesome instrument:to
restrain . inflatienary . pressures- once set- into.motion, Because such
pressures are not likely .tc subside if, as is likely, monetary-fiscal
measures are undertaken to increase rates cf; capital and labor utiliza-
tion, some system of price controls will likely be maintained into- the
mid-1970’s.? In addition to their role in_curbing unrestrained-rates of
‘wage and ‘price inicréases, price controls, both alter the allocation of
theé nafion’s résources and shift the distribution of income.®? While the
effect of price controls on the income distribution is typically thought
of in functional terms—namely, the distribution of income between
wages and profits—controls are also an important determinent of the
size distribution of income. In this paper, we will analyze the effect
of price centrols on the poor, middle income groups, and the rich, and
explore the feasibility of utilizing a system of price controls as an
instrument in managing the income distribution. The effect of price
controls on the efficiency of the nation’s economy will be considered
only briefly.

At the outset, we should make clear our personal judgments con-
cerning the issues of inflation, price controls, and the distribution of
income. First, we do not believe that the real welfare effects of a
continuing inflation of moderate proportions are especially serious.
A number of recent studies have shown the distributional impact of
inflation to be rather small.* Moreover, we judge that it would be
relatively easy to establish mechanisms to protect those with fixed
incomes against the adverse effect of inflation.’ Further, the real out-
put effects caused by the uncertainties of a changing price level seem
small. However, we do recognize the great social and political distaste
for inflation. Second, like most economists we are skeptical about the
overall desirability of price controls. We view even imperfect markets
as relatively efficient allocators of the economy’s resources, and dislike

! The research reported here was supported by funds granted to the Institute for Research on Poverty
at the University of Wisconsin at Madison pursuant to the provisions of The Economic Opportunity Act
0f 1964. Robert Haveman is the Director of the Institute and Professor of Economies, and Thad Mirer is a
Research Associate of the Institute and Visiting Assistant Professor of Economics. The authors retain
responsibility for all views herein.

2 See Otto Eckstein and Roger Brinner, “The Inflation Process in the United States,” U.S. Congress,
Joint Economic Committee, 1972, p. 4. .

3 In our paper, “price contrels’’ and “price control systoms’ are used in their economie sense as an effort
to alter the normal price-setting function of the market system. Becanuse markets determine the price of
commodities, the price of labor services (i.e., wages) and the price of capital services (i.e., profits), we discuss
controls which have influence over all of these prices.

4 See, for example, Robinson G. Hollister and John L. Palmer, “The Impact of Inflation on the Poor,”
Institute for Research on Poverty Discussion Paper No. 40-69; and Edward C. Budd and David F. Seiders,
‘(‘l\’ll‘he Imp?ct of Inflation on the Distribtuion of Income and Wealth,”” American Economic Review, LX1

ay, 1971).

& S)ee James Tobin and Leonard Ross, “Living with Inflation,” New York Review of Books, XVI (May 6,

1971).
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the inevitable inefficiencies which would stem from -administratively
set, prices. Also, we are concerned with the enormity of the admin--
istrative task and the opportunity it affords for the making. of
arbitrary, uneconomic, and highly centralized price decisions. Third, -
we feel that the current income distribution is too unequal and that
it is the proper function .of government .to improve this situation..
While being especially concerned with raising the lower tail of the
distribution—the poor—we would not object to a simultaneous lower-
ing of the upper tail of the distribution. D . -
“Because of recent experience in managing the economy and the
continuing pressure for attaining true full employment (an unemploy-.
ment rate of 2 to 3 percent), it seems likely that the U.S. economy will
be encumbered with some system of price controls into the foreseeable
future. Thése controls can be expected to have considerable impact on
both the economy and on the distribution of income. Without advo-.
cating such control systems, we shall analyze their efficiency and
equity impacts with special concern for their effect on the distribution
of income. Recognizing that not everyone will agree with establishing.
incdome redistribution as a secondary target for price controls, we will:
nevertheless view a system of price controls as a potential instrument,
for the redistribution of income.® o . :

I. Tur CHoicE or MacroecoNoMmic Poricy: CONSIDERATIONS OF;
" ErriciENcY AND Equiry " .
We have suggested that any policy designed to achteve true full
employment will be accompanied by some price control system in.
order to avoid a politically unacceptable level of inflation. If this 1s.
s0, & question of a distinctly economic sort is,posed: What. is the right.
combination of unemployment, inflation, and price controls? Clearly,
this question cannot be answered definitively. Recent experience has’
demonstrated that there is no fixed relation.between the level of un--
employment and the rate of inflation; the way unemployment-is,
reduced, for example, influences the rate at which the price level will
rise. Nor is there likely to be a precise relationship between the
nature of the price control system and the rate of inflation. Never-
theless, these three elements of the macroeconomic situation are re-
lated to each other, and trade-offs exists among them. We will, in this.
section, summarize the efficiency and equity aspects of changes in:
unemployment, inflation, and price controls.

- Unemployment

It almost goes without saying that a decrease in unemployment
increases the efficiency of the economy. Indeed, the very existence of
unemployed labor and capital indicates a waste of resources which’
could have been used to produce goods and services of value to people.
For example, in 1971, about 1.4 million workers were unemployed’
relative to the economy’s official potential—indicating a loss in out-
put of $70 billion. That entire amount is economic waste. ™ ‘

- ¢ Herbert Stein (Chairman of the Council of Economic Advisors) has remarked before Congress that:
“the price and wage control system was not established to make a radical change in the distribution of
income in the United States . . . this program has plenty of problems without that one.” (Hearings before .
the Joint Econemic Committee, April 14, 1972)) On the other hand, as will be notéd below, it.seems to
have heen the intent of Congress to make some aspects of the current control system positively redistributive
in nature.
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It is not so obvious, however, that a decrease in unemployment also
leads to a decrease in the inequality of the income distribution. The
direct gains from new employment will be concentrated in the rela-
tively low skill, low wage occupations, thereby decreasing income in-
equality; on the other hand, profits also will tend to rise as unemploy-
ment decreases, thereby increasing income inequality. However,
despite the offsetting effect of profits, decreasing unemployment
appears, on balance, to be an effective instrument to achieve a more
equitable income distribution. Indeed, it has been claimed with justi-
fication that the most effective anti-poverty instrument is the achiev-
ing of full employment.” '

Inflation

The effect of inflation on the economy’s efficiency is difficult to
discern with any confidence. Whatever the direction of the net effect,
its size appears to be small. While a fluctuating price level may inhibit
careful investment planning, thereby reducing growth and efficiency
of the economy, expectations of steady inflation may generate a higher
rate of investment than otherwise would occur. More importantly,
perhaps, inflation can lead to an increase in efficiency of resource
allocation if there are structural rigidities in wage or price movements.
For example, if wages and prices are inflexible downwards, only dur-
ing a period of inflation can the shifts in relative prices toward those
required for allocative efficiency be accomplished.

The effect of inflation on the distribution of income seems even less
clear. While increases in the consumer price level have often been
viewed as falling more heavily on low income families, this result seems
neither general nor inevitable.® However, serious disparities in the
rates of increase between wages and profits could lead to adverse
equity effects. Because the Nation’s wage bill is more heavily concen-
trated among lower- and middle-income people than are profits, a
higher rate of increase in the latter could lead to greater inequality in
the distribution of total income.

Price Controls

The effect of price controls on national economic efficiency is not so
ambiguous. Economic theory suggests that the relative prices yielded
in a competitive market system are the most efficient ones, and that
discretionary interference in the market process will induce rescurce
misallocation and losses in economic welfare. In our view, a system of
general controls is likely to lead to decreased efficiency even in the real
world of imperfect markets, spillover effects, and other government
policies. Such real economic costs of any system of controls cannot be
neglected.

Of necessity, a system of price controls will have equity effects of
some sort. Discretionary manipulation of wage and profit rates is the
very essence of such a system. It is impossible to state ex ante whether
such control systems will induce greater or lesser degrees of income

7 See Hyman Minsky, ‘“The Role of Employment Policy,” in Margaret S. Gordon, ed., Poverty in America
(San Francisco: Chandler, 1965), and ‘‘Poverty: The Aggrezate Demand Solution and Other Non-Welfare
ﬁppr{)aches,” Report MR—41, Institute of Government and Public Affairs, University of California, Los

ngeles.

8 Sce Hollister and Palmer, op. cit.
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inequality—it all depends on the decisions which are made. That a
price control system can be used as an instrument to attain some
increase in the equality of income distribution is not to be doubted,
however. : ' R . B
While decisions made within ‘any system. of controls can lead to a
change in the distribution of incomes, 1t should be emphasized that few
control decisions can have a substantial effect on the real income Jevel
of the poverty population. A large proportion of such families have
Kttle or no income from labor or property;in 1970, only 55 percent of
the total income of the poor came from these sources. Moreover, al-
though the poor tend to concentrate their expenditures on different
commodities or services than other groups, the difficulty of altering
specific commodity prices for this purpose—together with the low
target efficiency of such price changes—suggests the ineffectiveness of
such a strategy. - c

II. Tue Economics oF Expansion

In our subsequent discussion we will assume ‘that the efficiency
and equity costs and benefits of alternative macroeconomic policy
strategies have been weighed and that a decision has been made to
pursue - & full. employment policy aimed at ultimately -driving the
unemployment rate down to 2 to 3 percent and to accompany this
policy with a system of price controls. Before inquiring as to how such a
system could be used to affect the size distribution of income and to
reduce income poverty, we first consider what would be the expected
impact of such an expansion in the absence of price controls. From both
theory and the historical record, we have some confidence in pre-
dictions about change in the economy as'recovery from high levels of -
unemployment to a ‘normal” unemployment level of 3.5 to 4 percent
occurs. However, for an expansion toward 2 to 3 percent unemploy-
ment our conjectures must be more uncertain. - . '
In the first phase of expansion, increased production will lead to
increased demand for labor services. Employment gains will be con-
centrated in the relatively low skill, low wage occupations because
it is these categories of labor which are the most variable inputs in
the production process. This differential nature of the increase in
Jabor demand: should be reflected in differential changes in wage
Tates: wage rates of low skill, low wage labor will increase faster than
those for higher skill, higher wage labor. Early in the expansion,
corporate profits may be expected to increase, because of produc-
tivity gdins attributable to high skill workers who were underutilized,
but not-laid off, in the recession.® - ' ‘ .
- In the second phase of an expansion designed to yield an unem-
ployment rate of 2 to 3 percent, unprecedented peace-time economic
activity would be occurring. As the economy pushes beyond ‘“normal”

% On the general distributional effects of expansion, see Thad W. Mirer, “The Effects of Macroeconomic
Fluctuations on the Distribution of Income,” Institute for Research on Poverty Discussion Paper No.
110-72; on the changes in relative wages, see Melvin W. ‘Reder, ‘“Wage Differontials: Theory and Measure-
ment,” in Aspects of Labor Economics (New York: National Bureau of Economic Research, 1962). In 1970,
the first phase of the recession, employment losses were not so concentrated'in the low skilled occupations
as they were in past downturns; see Thad W. Mirer, “The Distributional Impact of the 1970-Recession,”’
Institute for Research on Poverty Discussion Paper No. 136-72. However, the structure of unemployment
probably became more typical in 1971, and the unem ployment of some high skill workers may now be viewed
as “‘structural” rather than “cyclical.”” On the whole, the historical patterns appear to provide the best
‘qualitative prediction of what may be expected in the recovery. : 7 .

Lt
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peak operating capacity, overhead factors including high skill and
managerial labor will become relatively scarce, and their wages will
increase faster than before. The probable net change in relative wages
(without controls) is hard to predict; it depends on the underlying
characteristics of demand: increases and the flexibility of production
processes. - : -

The pattern of consumer commodity price increases during the
expansion is also difficult to predict. However, because of likely
shifts in demand the prices of nonnecessities would be expected to
rise faster than those of basic consumer commodities.

It is important to realize that in an expansion unfettered by a
price control system, the distribution of money income will be chang-
mg as a result of differential increases in wage rates, profits, and the
utilization of productive factors. These differential increases in
factor prices may be considered the natural rates of increase in the
expansion, and the resulting distribution of income as the natural
one. Any redistributional or reallocative effects of a price control
system must be measured relative to this natural outcome—and not
relative 'to' any historical distribution. Comparisons  to historical
distributions of income, although interesting, would not measure the
effects of a price control system.

- With or without price controls, the exact macroeconomic expansion
path will depend on the nature of the fiscal-monetary policy used to
stimulate the economy. Considering government- expenditure policy,
especially in the second phase of the expansion, targeting expenditures
50-as to create jobs for low skill workers would generate more income
for-low income families (at least in the short run) than would a general
increase in expenditures, and would generate less inflationary pre-
sure.'® Moreover, such selective expenditures may well be more efficient,
than a general increase in government spending, even if the real benefits
per dollar of such ssiective expenditures are less than for the general
increase in spending. This is due to the fact that the real social costs
of employing otherwise unemployed resources are less than the nominal
-costs and may, in fact, be zero.! . :

IIT. Price CONTROLS AS AN INSTRUMENT FOR INCOME REDISTRIBUTION

Given g strongly expansionist strategy aimed at achieving an unem-
ployment rate of 2 to 3 percent, the effects of the accompanying
system of price controls on the size distribution of income cannot be
neglected. While one can conceive of a neutral price control policy—
one that would achieve the same relative income distribution with
controls as without—it would be suboptimal to design such a program
if managing the income distribution toward greater equality is & na-
tional policy goal. Moreover, it should be emphasized that the social
and political resistance to income redistribution is lower when total
income is growing than when it is constant. As a consequenee, it seems
reasonable to analyze the desirability of using a system of price controls
to achieve greater equality in the income distribution during such an
expansionary period, o :

10 Such a targeting policy is discussed by William Fellner, “Aiming Fora Sustainable Second Best During
the Recovery From the 1970 Recession,”” American Enterprise Institute, Special Analysis No. 20, 1971,
U For an analysis of the real costs of alternative public expenditures.in a period of less than full employ -

ment, see Robert H. Haveman and John V. Krutilla, Unémployment, Excess Capacity and the Evaluation
of Public Expenditures (Baltimore: Johns Hopkins Press, 1969).
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- "Any compreliensive system of price controls-will be. required to
manage changes'in all of the primary elements of the price: system:
profits; commodity. prices; and wages. Because of the interdependence
of these prices, management of any one of them affects the others; none
can be left-alone.-In this section -we will.-andlyze the possible redis-
tributive aspects of profit, price, and wage controls and briefly examine
their general equilibrium impact.. o . ST

© First, consider the management of profits, or, more .technically,
the price of capital services. A comprehensive system would limit the
rate of growth of profits for firms, but would allow differences in the
rates of return among firms and industries to be maintained. Such
differentials are essential because of existing productivity differentials
of current-capital in alternative uses.’

If the control system is to achieve a less unequal distribution of
income, profits should be constrained so as to decrease the ratio of
profit income to wage income below what it otherwise would be. The
income distribution would be made less unequal because the receipt of
profit income is concentrated among persons of high total income,
while labor income is more equally distributed. However, this re-
distribution would'not lead to more than a negligible increase of income
for persons now classified in the poverty population.'

Some distribution of real-income could also be achieved through the

regulation of commodity prices. Since.commodities are consumed-in
different proportions by persons of different income levels, a control
system might seek to identify these consumption patterns and regulate
the increases of various commodity prices (relative to their natural
rates of increase) in a progressive manner. For example, the prices of
basic commodities which absorb a high proportion of the expenditures
of the poor (such as food and housing) might be restricted to a very low
or zero rate of increase while luxury and'related commodities might be
allowed to increase at their natural rates.. .. - - :
. While such differential patterns of commodity price controls are
possible, their implementation would appear:to be exceedingly diffi-
cult. Anything more than a policy of crude differentials based on some
distinction betiween luxuries and necessities would require the calcula-
tion of rates of natural increase for a wide variety of commodities and
a set, of price regulations permitting increases equal to varying pro-
portions of the natural rates. In addition to such a system being an
enormously complex -one to administer, it would entail serious profit
restrictions on producers of basic commodities, encourage black
markets for such- goods, and generate réductions in supply -and
increasing serious-pressures for price increases on such commodities
over time. o ’ o »

In this-connection, it shotild be noted that price control mech-
anisms could, if desired, be used to remedy the effects of market
inperfections on price and resource allocation in certain markets.
. 12 While contrel over prafits could be achieved through: a system of profits taxes (rather than by forcing
output price reductions), this would not eliminate the adverse offect of profits themselves on the commodity
prllfgvlg‘:::ll'cu]ated the distributional impact of decreasing profit incomes by 20 percent and-transfering this
money to recipients of wage and.salary incoms, assuming_that the decrements to profit incomes and incre-
ments to wage and salary income were distributed as are total profit and wage and salary income. Using
family income data for 1969, the share of total family income received by the poor (who number 10.5 percent
of all persons in families) increased only from 1.963 percent to 1.964 percent—a result which is insignificant

in comparison to possible rounding error in the data. Source: U.S. Bureau of the Census, Current Population
Reports, Series P-60 (“Consumer Income’’), No. 76, Table G.

86-954—T73—pt. 2 6
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For example, housing and agricultural markets as well as those domi-
nated by oligopolistic market structures (e.g., steel, autos, oil) are
grossly imperfect because of supply restrictions and subsidy arrange-
ments. Observed market prices do not encourage an efficient alloca-
tion of resources towarl and within these industries. In an expanding
economy, any system of direct controls could be used to bring prices
in such markets closer to long-run marginal costs with relatively small
dislocations. Such an objective may be equivalent to that of reducing
the ratio of profits to wages in some markets dominated by firms with
control over prices.

In our judgment, if price controls are to be used to reduce the
inequality of the income distribution, primary attention must be con-
centrated on the system of wage controls. Because the bulk of total
income is wage income, alteration of the distribution of wages can
have substantial effect on the distribution of total income. Managing
the distribution of wages, then, would appear to be fully as important
in achieving a less unequal distribution of income as reducing the
ratio of profits to wages in the economy.™

Phase II of the current system of controls incorporates one crude
means of regulating wage rate increases to equalize the distribution
of income. The Economic Stabilization Act, which created the au-
thority for a price controls system, states that:

* % * wage increases to any individual whose earnings are substandard or
who is a member of the working poor shall not be limited in any manner, until
such time as his earnings are no longer substandard or he is no longer a member
of the working poor.

The Cost of Living Council, undoubtedly more concerned with re-
ducing the rate of inflation than with the secondary goal of making
the poor and the near poor relatively better off, defined the poverty
wage level as $1.90 per hour and-exempted wage rates below this level
from control. In response to Congressional and public concern, and a
court decision, the poverty wage was later raised to $2.75. )

A neutral wage control policy would be one which led to the same
relative distribution of wage income under the control system as
would have been achieved by the economy in the abzence of controls,
with all other policies remaining the same. For example, in Figure 1,
the dotted line illustrates the proportional rate of increase in wages
which would occur during an expansion in the absence of controls. In
the previous section we referred to these as the “natural’”’ rates of
wage increase. 1f, as is likely, the aggregate rate of growth of wage
rates is excessive, a ceiling on this overall rate of wage increase 1s
required. A neutral set of wage rate growth ceilings are illustrated by
the dashed line in Figure 1.

The criterion for a set of ceiling rates to be neutral is that the
relative distribution of wage income achieved under the countrol
system be the same as that which would have been achieved in the
absence of such a system. Technically, the criterion is that the ceiling
gross rate of increase (gross rate=1-F-net rate) be the same propor-

14 1t should be noted, however, that a differential pattern of wage controls is not likely to lead to any
substantial reduction in poverty. The contribution of wages and salaries to the total income of poor faniilies
amounts to less than 50 percent.
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tion of the natural gross rate of increase for all vage rates.'® Given
this criterion, it is clear that-if the natural rates of wage increase in
an expansion are those which we, have predicted (and illustrated in
Figure 1 as the downward sloping dotted line), then a- control policy
which limited all wages to grow at the same rate would be regressive:
it would restrict the natural growth of low wages relative to_high
wages and result-in a less equal relative distribution of wage income.

Natural rates of wage Increase
Neutral control ceilings

w Positively redistributive
(per y 1>~ control cellings
Year. ' : .

the wage
- level

- Fieure 1.—Natural rates of wage increase and associated control ceilings.

Once the neutral ceiling rates of increase are determined, the criterion
for a wage control policy to be positively redistributive is. a simple
one: the ceiling rate for increases 1n low wage rates must-be above the
corresponding neutral ceiling rates, while the ceiling rate for increases
in high wage rates must be below the neutral ceiling rates. In the
simplest case, if the netural ceiling rates of increase were equal for
all ‘wage rates, then the redistribution criterion is equivalent to
requiring the ceiling rates of increase to be inversely related to the
wage level. If the pattern of neutral ceiling rates of increase are more
complex, as we have suggested, then application of the criterion is
also more complex. An example of one positively redistributive
pattern of wage controls is illustrated by the solid line in Figure 1.°

The mechanism which would bring this redistribution about is
simple to describe. Firms will be constrained to increase high wages
at rates no greater than the control ceilings, which lie below the neutral
ceilings; meanwhile, they will want to raise low wages at rates at
Jeast as great as the natural rates, and will be able (under the ceilings)
to raise them above the neutral ceiling rates.. . : '

15 For any initial wage level w9%, let g; be the net natural proportional growth rate and (?;be the corre-
sponding gross natural rate ((i=1+g¢.); let ¢; be the ceiling net growth rate, and C; the corresponding gross
ceiling rate. After one period of increases, each wage level would have grown to wes=w?: (G:) in the natural
state and will grow to w?=w0-(C) under controls. If C;=z-G;, where z is the same for all wage levels and is
determined by the control authorities, then the relative distribution of wages will be the same in the natu-
ral and the ((mmr;)l states; the control will be neutral. In terms of the net growth rates, (1-+4ci)=z-(1+g1),
or ¢i=z-¢gi—(1—1). o ’

16-These redistributive ceilings, if achieved by all wage earners, would lead to a more equal relative dis-
tribution of wage income than would occur if no ceilings.at all were imposed. 1t should be noted; however
that the relative distribution of wage income obtained by redistributive ceilings. need - not be more equally
disgriguted than wage income before the beginning of the expausion or in any other historical reference
period. .
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- It should be emphasized that in addition to the redistribution of
labor incomes achieved by this scheme, the alteration of the wage
structure is likely to result in inefficiencies in resource allocation.
This will result as firms, in response to the administered factor price
structure, choose combinations of skill classes of labor which differ
from those which would be chosen if natural wage increases were
permitted to occur. However, an alternative approach to explaining
the existing pattern of relative wages suggests that the primary
determinants of relative wages are social and institutional factors.i”
To the extent that this interpretation is correct, wage controls aimed
at altering the structure of wages could set a new precedent which
would have long-run effects. There would be no appreciable loss of
efficiency from this redistribution of labor incomes.

As examples of redistributional wage controls, consider the following
two wage control schemes involving differential ceilings on high and
low wage workers. In the first scheme, let us define a poverty wage
rate, W,. For wage rates at or above this level, let us set a ceiling
rate, denoted as g, on the annual proportional rate of growth of the
wage—indicating that the ceiling wage rate one year herce for a
worker initially earning W, is W,=W, (14-g). Figure 2 depicts this
ceiling as the horizontal portion of the solid line. The assumed neutral
growth rate ceilings are depicted by the dashed line, while the natural
growth rates, which lie above the neutral ceilings, are not depicted
at all (see Figure 1). For all workers initially earning a wage (W,)
less.than W, there 1s no explicit ceiling rate, subject to the condition
that the final wage (W,4-AW,) is no greater than W,. However, this
ceiling on W;+AW, defines a pattern of implicit ceilings on the
rates of increase of wages below W,; these implicit ceiling rates are
depicted by the sloping portion of the solid line in Figure 2. Inter-
estingly, these implicit ceiling rates for low wage growth merge neatly
with the constant rate ceiling, g, at the poverty wage. For a wage
considerably below W, the celling rate is quite high; hence, this
control scheme will be positively redistributional if g is held below
the neutral ceiling growth rate of wages for the high wage worker.

In a variant of this control scheme, a ceiling equal to some pro-
portion of the difference between W, and the current low wage level
would be set on wage level increases for low wage workers. If this
ceiling 1s achieved by all low wage workers, the effect of the scheme
would be identical to that of a wage rate subsidy policy. In addition
to increasing the relative wage rate for low wage workers, such a
scheme would tend to increase the supply of low skill workers who,
in an expanding economy, would be likely to find employment. Both
the wage rate and employment effects, then, would tend to reduce the
inequity in the distribution of income.

While such a scheme is likely to equalize the distribution of income,
its effectiveness in reducing poverty is not likely to be high. Evidence
on this is obtainable by analyzing the ‘“target effectiveness” of a
universal wage rate subsidy plan which supplements low wages with
one-half of the difference between the actual wage rate and the poverty
wage rate, W;. In one recent study of this plan, it was shown that
about three-fourths of the families receiving benefits from the plan

1 See, for example, Lester Thurow, ‘“The American Distribution of Income: A Structural Problem,”
A Study for the Joint Economic Committee, March 17, 1972.
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were nonpaor.'? This is so because many low wage workers’are second-
ary workers'in' nonpdor’ families*or primiiy- workers in families with
substantial nonlabor income. This-1énds support to.our judgment
stated earlier that a price control system designed ;to reduce the
inequality rinvithe dngome cdistribution,/may not havea significant
poverty reduction impact. Tt : -
A second, and more general, wage control scheme with a jdistribu-
tional objective is~one which is positively redistributional’ without
explicitly identifying-a~‘‘poverty  wage”= In-tliis scheme, proportional
wage rate increases are declared subject to'a ceiling such .that the
allowed growth-rates-in--wages-are-greater—than-the-neutral ceiling
rate:for low wages and less than the neutral ceiling rate for high wages.
Such;a plan is llustrated in Figure 3, again for the case in which the
neutral ceiling rate of increase of wages is a decreasing function of
the wage level. Tt should be rioted thaf, as compared to the scheme
illustrated in Figure 2, this scheme constrains the wage increases of
high wage "Wworkers miore tightly: than sthe" incréases of intérmediate
wage rates. Indeed, the schemeiillustrated in Figure-2 places the
burden of the income redistribution policy on workers in the middle
wage rate categories.!? o~ ol -
= While-the 'distributional advantages of thq,se’\(vagg,cdﬁtrol schemes
aré important, the social and political difficulties of implemernting
such policies must not be neglectéd »Cleatly, because Phase II has
established the concept of ‘‘equitdble” to mean equal proportional
wage increase ceilings-and because labor organizations might regard
redistributive wage controls as being against the interests of their
membership;-the-adoption- of-a-new-pelicy-will-be-difficult. Nonethe-
less,~incomé: redistribution does seem to be socially desired in the
United States—as evidenced by the existence of progressive income
taxes and the War, on, Poverty., Viewed in this perspective an explicit
policy to moderately redistribute income through a wage control sys-
tem ;.appears. reasonable;. .should jany., price - control-.system:, be
melemented SMEAEONT G = i hoent D ab s e
¢ +Lhe redistributivejprofit and;wage controls which we.have analyzed
would. haye .nteractive effects iwhich.jwould be felt: throughout,the
economy; /The,generalequilibrium-impact:of fthese’ policies, must.be
considered, jeven. if | the .amount, of redistribution:atmed: fof, through
the; controls systemiis modest. j.n.ipal, vt - v ;
«.In the. production, sector, of, the .

L

; econony, as.the expansion. yields
unemployment rates below 3.5 percent, demand for high skill ‘and.
managerial workers will.increase. Assuming that the economy’s supply
of .these,fagtors,is,relatively fixediin, the short run, their, natural rela-
tive. wages, would, be;bid,up=—but, this is. to. be prevented under;the
wage.control system. However, this interference with the.market, price,

N - . 13 .. v . o - . " - R . .
S DI Y it un S LI s RN T

_ 18 Michael C. Barth, “Universal Wage-Rate Subsidy: Benefits and Effects,” in U.S, Congress, Joint
Economié: Comniittee, The!Econornics:of Federal Subsidy ‘Programs; Pt.4, 1972;"also Robért H, Havéman;
“Work-Conditioned Subsidies as an Income Maintenance Strategy: Issues of Program Structure and Intes
gration,” Institute for Research qn Poverty Discussion Paper No. 141-72,71972,* ~ '~ *'" Wb 2707

i 18 The analysis: of bothischemes is Dremisedion our analysis that'in an economic expansion from,:say: 5.5
Dercent;to 3.5 percent, unemployment, the, natural rate of wage increases would be higher for low than for
high Wage' workers' If this*analysis'ls inicorrect, fuithér:work on'éstimating natural‘growth rates-will*bé
required-to implement a cohfrols poligy;with known redistributional ‘effects., However, ;the .criterion' dist
cuisséd earlier will stitl be thé valid one: 4 positively redistributive wage control policy will allow Wages to
grow at a faster than neutral ceiling rate for low wages, and at a slower than neutral ceiling-rate-for high
wages. Clearly, if there.is uncertainty. as, to the.true pattern of natural rates, the best policy decisi
lpe £0 assume that the control ceilings must, be-a decreasing fimetion of the wage raté.(ije., dowuwa
as in Figure 3) in order for them to be positively redistributive. - ? :

a
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Figure 2.—Wage control system, first type.

W Positively .‘redxstribu’rive control
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level

Ficure 3.—Wage control system, second type.

would not generate inefficiency in resource allocation; the increase
in wages for such workers represents an economic rent and not an
increase in productivity. In this case, firms would be forced to satisfy
their demands for high skill labor either by upgrading labor (and
absorbing the training costs) or by shifting their production processes
to use more low skill labor. These alternatives will have the effects of
decreasing supply or increasing demand, respectively, in the lower skill
markets, thus increasing the wage firms would want to pay to such
workers. ’

With wages and employment opportunities advancing in the low
skill sector of labor markets, a positive supply response may be ex-
pected. A substantial reservoir of labor services lies within this sector:
secondary workers, teenagers, and welfare recipients. All of these per-
sons will benefit considerably from the expansion. As this occurs,
transfer payments to the poor, or the lower fifth of the population (as
classed by income), could decrease.?’

Other general equilibrium effects would follow from changes in
the composition of consumer demand, and still other effects would be
felt from alterations in industrial structure and regional growth

* % This would modify our earlier analysis that altering the ratio of profits to wages would have little impact
on the poor: in an expanding economy the share of income from labor for those classified as poor should
increase.
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patterns. While we do not expect these interactive or general equilib-
rium_effects to ‘be large from any modest program for income re-
- distribution through price controls, policymakers should at least be
aware of the direction of the effects attributable to pohcy actions.

<7 IV, ConcLusioN - -

In this paper, we have explored the feasibility of using a system
of national price controls as an instrument for reducing the inequality
in the distribution of income. While being generally ekeptlcal of the

overall desirability of price controls, we have assumed in our, analy51s
that some such system has been decided upon to control the prlce
increase accompanying an expansionist fiscal-monetary policy.

From our exploraticns, we have concluded that a price control
strategy designed. to-redistribute income toward low and mlddle
income groups-should concentrate on two primary measures: ‘

1.. Establishing ceilings.on the growth of profits such that the
overall effect of the price controls system is to decrease the
ratio of property income to labor income.

" 2. Permitting wage increases for low wage workers to be hlgher

than the increases allowed them under a neutral policy, and

I constraining wage increases for high wage workers to be lower

than those allowed by a neutral policy."

- While both of these measures will tend to shift income from higher to
lowel income groups—hence, increasing the equality in the mcome
distribution—they may have relatively httle 1mpact in’ reducmg the
mmdence of poverty.
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THE 1973 WAGE NEGOTIATIONS

By Frank C. Pierson®

Major bargaining settlements in 1973 will be a critical element in
determining the future. of the country’s wage-price control program.
Four choices face Congress in evaluating next- steps in the program
which, in the interest of brevity, may: be labeled: Loosen, tighten,
hold unchanged, or eliminate altogether. , - S

In choosing among these four possibilities Congress will need. to
consider these questions.:. . _ o Y .

. 1. How will 1973 negotiations in the country’s major bargaining

"+ situations affect overall wage and :price developments in the

economy? T .

7 .2.-What implications follow from:the findings on this question
.. for the future .of the wage-price control program? L

- 3. How much weight should be-placed on the wage bargaining

aspects of the control effort, as.opposed.to the many.other

cornsiderations involved, in deciding what the future of. the pro-
-, ;. gram should be? T oL
. While it would be prémature.to predict. at. this point just how
the major wage negotiations will turn out next year, the general out-
line is clear enough to make possible some broad inferences even at
this early date. In terms of worker coverage and potential impact,
union contract settlements in 1973 will be among the most important
of the last 10 or 15 years. According to the Department of Labor’s
latest Wage Calendar (January 1972), contract expirations affecting
1,000 or more workers will apply to some 4 million employees in 1973
as against about 2.6 million in 1972. While expirations in 1973 will
entail bargaining in only 679 situations compared to 888 in 1972, a
significantly greater number of the Nation’s ‘“wage-leading” settle-
ments will be involved in the 1973 negotiations. Some of the most
important of these will involve the major manufacturing unions and
corporations; in automobiles, electrical equipment, rubber tires, meat
packing, electric utilities, and clothing. Major negotiations will also
take place in construction, railroads and trucking. A listing of some,
but by no means all, of the major negotiations, with a very tentative
indication of the principal demands in each case, is given in-the accom-
panying table.

*Economics Department, Swathmore College.
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TaBLE 1.—Major 1973 contracts, demands at a glarnce

- RUBBER

URW contracts with the Blg Four rubber pro-

ducers involving 70,000 workers expire in April.
Its contract with General Tire & Rubber Co.
lapses in" May. The rest of URW’s members
negotiate on smaller contracts during the year.

Job security. C

Improved retirement bene-
fits.

Shorter contracts.

Liberalization of supple-

-mental unemployment
‘benefits. 3
. Improved insurance. . .
. Better plant health and
© safety efforts. .
Cost-of—hvmg escalator.
ELECTRICAL Co

IUEs contract covenng 90,000 members and Higher pay.
"UE’s pact for 17,000 members‘at GE expire in - Improved pensions.
May. IUE’s agreement for 40,000 and UE’ss Union shop status.
contract for 9,000 at Westmghouse lapse in Improved insurance. -
June. IUE also has a contract covering 33,000 Cost-of-living provisions.
at GM up in September. The’ Internatlona.l i R
"'Brotherhood of Electrical Workers has agree--
ments covering 14,500 at Pacific Gas & Elec-.
- tric Co. up-in’ June and one involving 19,200 at
RCA expiring in December. . .

TRUC KING

Natlona,l Master Freight agreements covering Moderate pay increases. ,
‘450,000 Teamsters expire in June. The Chicago Liberalized fringes.

~ Truck Drivers Union pact’ involving 12,000 - - - -

! drivers lapses in March. Contracts for 110 000
other Teamsters explre durmg the year.

RAILBOADS '

t

Pacts -covering more than 566,000 members of 15 Higher pay:
railroad unions come up, for. talks on July 1, Shorter workweek.
thelr first common explratlon date. Improved pensions.

Job protectlon

|
Co *  AUTOS,| FARM .IMPLEMENTS i
UAW contracts with Blg Three automakers in- ' Reducing job boredom

wolving 670,000 workers are up. in Septémber. . Higher pay. :

Other UAW pacts covering more than 106,000 Improved cost-of—hvmg pro-

employees expire during the year. visions.

} . Increased insurazce benefits.
. .‘-' Sixth Week ‘of vacation after
i N 20.years’ service. :
- . IS . ~Improved tuition refund
[ L . . program.. .
. Voluntary® overtlme
- i - Job security. ’
A : . Ehmmatlng the tlmeclock
: ' . WESTERN UNION .
UTW’s Western Union Div. contract covering ~“Job security.
13,000 employees is' up ‘in July, while CWA  Higher pay.
Loeal 1177’s pact for lts 1 500 members expires | Reducing contractlng out
in September o . work. .
: ' CONSTRUCTION

Ma]or const.ructlon mdustry \contracts mvolvmg Work rules. changes
nearly .400,000 , workers explre durmg the , ngher pay.
;. year. o Improved frmges

ig?;urce Thomas G Rees and others “Labor in ’73 ’I‘ough But Less Hostlle i Industry Week Oct 16
p.3




316

In terms of the wage-price control program the most significant
negotiations will occur in the first half of 1973, with the months of
April through June being especially important. The principal bargain-
ing during this period, in fact probably the most important in all of
1973, will occur in April when new a. greement talks will begin between
the United Rubber Workers and the major tire companies. Histori-
cally, the outcome of these negotiations has provided the floor from
which contract bargaining in sutomobiles (scheduled for September
1973) has started. Furthermore, the rubber tire negotiations will have
an important bearing on contract talks in the electrical equipment
industry in May and June, in the meat packing industry in August,
and even on the Big Steel negotiations scheduled for 1974.

Outside heavy manufacturing, pattern following (or more accu-
rately, pattern-following tendencles) are much less prevalent, so while
a number of important contract expirations will occur in the first half
of 1973 in apparel, food stores, and gas and electric utilities, they will
not have nearly as broad an effect on wage-price trends in the rest of
the economy. Bargaining outcomes in three nonmanufacturing areas,
however, will be of national significance in their own right: trucking,
construction, and railroads.

Important negotiations in the trucking industry will begin-as early
as March in the Chlcago area but the National Master Freight agree-
ments will not expire until June 30. As in 1970, the Chicago negotia-
tions may have a bellwether effect on the national agreement. But as
of now it would not appear that wages will be the key issue in the 1973
trucking negotiations. Truck driver rates in most of the major Team-
ster agreements are already relatively high. The factors of nonunion
. competition in combination with serious unemployment in some
centers are beginning to make themselves felt. Relations between the
Teamsters and the current administration are amicable and presum-
ably quite cooperative. Existing policies of the Pay Board provide
considerable latitude for bargaining, especially with respect to cost of
living escalator clauses, on the part of unions like the Teamsters. It
would be rash to predict that bargaining negotiations in trucking will
be marred by few important strikes in 1973, but it is reasonably safe
to say that the disputes that do arise in this industry next year will
concern work conditions, .contract language and fringes such as
vacation pay, rather than wage level adjustments as such.

Bargaining prospects in construction for 1973 are a good deal more
cloudy and’ disturbing. True, only some 400,000 workers will be
directly affected by the major settlements next year, about one-half
the number covered in the series of negotiations that took place'in
1972. Moreover, there has been a distinct slackening in the pace of
- wage increases in the construction industry in the past 2 years.
According to the most recent issue of the Department of Labor’s
Current Wage Developments (November 1972), the annual percentage
Increase in average hourly earnings for the 12 months ending October
1972 was 5.0 percent as compared to 8.0. percent for the 12 months
ending in October 1971. Controls were applied in the construction
industry in March 1971 when the Construction Industry Stabi-
lization Committee was established, and the deceleration in wage
increases in this industry can:be attributed in part to the Committee’s
activities. What may be a more important factor, however, is that
the natiorial union offices have established a good deal more control
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over local wage negotiations in.the construction industry than was
true in the past and also that employment. conditions in the unionized
trades are far from favorable in a -number of Jocalities. One of. the
issues that. contractors will doubtless push in next year’s talks is the.
long standing question of work rules. : L :

A new element that is'bound to effect construction bargaining in
1973 stems from the fact that the industry has shifted to a predomi-
nantly l-year, as opposed to.a 2- or 3-year pattern of labor contracts.
This will serve to concentrate ‘more bargaining pressures on any
given year rather than spread them out over longer periods, and would
doubtless result in a very sharp.run-up in.construction wage levels
next year if .controls were removed. - ) . :

In the railroad industry contracts covering the. 15 rail- unions with
some 560,000 members all ‘‘reopen’’ on July 1—the first common
expiration date in railroad history. While the demands of the unions
are not. yet completely formulated the shop crafts are talking about
asking for a 30 percent rise in wages and a 4-day workweek. In the

last settlement the workers won pay. increases of 42 percent over 42

months. Both the unions -and .companies. agree that.employment
attrition is rapidly undermining the Railroad Retirement Fund and
that steps will have to be .taken, perhaps by merging the fund into
the Social Security. program, in order to maintain the present rate
of benefits which expires on June 30, 1973, and to keep the industry’s
‘pension .system from going into bankruptcy. This. issue has been
thoroughly analyzed by the Commission on. Railroad Retirement ‘in
its recent -report, “The -Railroad. Retirement. System: Its Coming
Crisis.” (92d Cong., .2d Sess., House Doc.-No. 92-350, Sept: 5, 1972.)
Despite thesimportance of next year’s negotiations in these: three
industries, the crucial test for wage-price control in 1973, will nonethe-
less-come in the big manufacturing industries. Given present, circum-
stances and prospects,.there.is little reason to :believe that existing
wage ceilings- will be seriously. breached. in these industries although
there will undoubtedly be. very.hard bargaining on various collateral
issues and some prolonged strikes:may,_.well occur. The existing stand-
ards of the Pay Board, as already indicated, provide considerable
latitude with respect. to wage increases. In addition to the 5.5 percent
rule, another seven-tenths of :1:percent-1s permitted -for. “qualified
fringes”. (pensions, .profit :sharing, savings, insurance, and health
plans); the Board also permits such.qualified -fringe -benefits to, be
included in.determining the base from: which permissible increases
are to.be determined. These, together with- certain .technical regula-
ulations, could yield adjustments of 6% percent or, more in given cases,
even where no tandem relationships, productivity incentive plans,
gross inequities or similar exceptions are involved. C e
Much of the focus of 1973 bargaining pressure in mass-production
manufacturing will concern such issues as job security, - vacations,
medical care, length of the work week, work conditions.and the like—
issues with considerable economic impact but.not -all within the most
direct focus of the wage control program. Thus, at the United Rubber
Workers’ convention in September the strongest local -union support
was given to demands for 1mproved. job security, retirement benefits
and insurance protection, In the.automobile industry the UAW has
already indicated that it will push hard for improved plant conditions
and job.satisfactions in addition to ‘higher'.‘l;etirgment-.beneﬁts, ‘nore
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gen'eroué insurance benefits, voluntary overtime, longer vacations and
the like. It hardly need be added that the unions in the large-scale
manufacturing industries will still press for as big wage increases as

-the control program will allow. Indeed, in the case of next year’s

negotiations in the electrical equipment industry, union spokesmen
have indicated that wage increases will be given top billing along with
pensions, insurance and contract language. The Pay Board will have
to weigh these diverse demands very carefully to determine at what
point they will negate the Board’s present criteria for controlling
hourly compensation costs. Lo
This raises the question, noted earlier, whether the major negotia-
tions and settlements in 1973 should prompt a restructuring or even
the elimination, of the present wage-price control program. The first
fact to take into account in this connection is that the major bargaining
settlements are as important for wage and cost trends in other indus-
tries as for the industries immediately coricerned. As evidenced in the
regulations of the Pay Board, tandem relationships and various his-
torical uniformities are characteristic of many sections of the country’s
wage. structure. The outcome of negotiations in-these key bargaining
situations will have important ripple effects on the wage levels of
many other industries and not just on unionized firms either. These
effects can be expected to extend beyond 1973 as well. There'is no
question, for example, but what the outcome of next year’s major
negotiations will have-a substantial impact on the negotiations that
will take place in steel in 1974. o
 A'second fact to reckon with is that the major bargaining settlements
in 1973 will go far towards either confirming or refuting the proposition
that inflationary expectations have been effectively checked. If the
key settlements canbe held to roughly the pattern of major bargaining
increases that were secured in 1972, a strong base will be provided for
holding the general pace of inflation to its 1972 rate of increase or for
reducing it further. Any substantial breakthrough in the pattern: of
1972 wage increases, on the other hand, can be expected to shift ex-
pectations in a more pronounced inflationary direction almost im:
mediately. o o
Beyond this general statement, it ‘is hard to be much more definite
about the relationship of major bargaining settlements to overall trends
in wages and prices in the economy as a whole. The predominent view
of economists is that in most circumstances the major settlements are
the product of broad economic forces rather than constituting a signi-
ficantly causal influence in their ‘own right.'Onthe other hand, most
would probably agree that, given the particular economic configura-
tion of any year or short-term period, such settlements can well spell
the difference between accelerating, decelerating or even reversing
general wage-price changes that are already underway. One such period
was 1956~-59 when compensation per man hour in manufacturing rose
from an index of 64 to 74 and unit labor costs rose from 85 to 90 (1967 =
100). Another such period was 1969-70 when the hourly compensation
index in manufacturing rose from 114 to 129, and the unit labor cost
index from 108 to 116, on the same base. In the latter period, the rise
in both indexes was even more striking in nonmanufacturing, in large
part a reflection of the upsurge in wages in construction. Lo
How did the major bargaining settlements compare with these gen:
eral wage movements? Data for the 1956-59 period are limited, 'al
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though the Department of Labor reports that a study of agreements
covering 1,000 or more workers showed average annual increases of
4-5 per cent during those years, a significant rise from preceding years.
After a long period in the 1960’s when the major settlements were yield-
ing annual Increases of about 3 percent, a steady rise in the rate of
increase began in 1965, moving from 3.4 percent that year to 8 percent
in 1971. The details for this moss recent period are shown in the ac-
companying table.

TABLE 2.—AVERAGE GENERAL WAGE [CHANGES IN COLLECTIVE BARGAINING AGREEMENTS COVERING 1,000
WORKERS OR MORE, 1965-71—CHANGES EFFECTIVE IN YEAR '

All :
industries Manufac-  Nonmanufac-
studied, “turing turing
annual annual annual
percentage, percentage, percentage,
- . median _median median
Year increase increase increase
3.5 - 3.7 3.4
4.0 4.2 3.9
4.8 4.4 5.2
5.7 5.4, - 6.5
5.1 5.0 5.6
7.8 6.0 9.7
e 9.2 6.6 12. 1

Source: U.S. Department of Labor, Bureau of Labor Statistics, Office of Wages and Industrial Relations. The foregoing.
data reflect changes during the life of contracts, Data for ﬁrst-year changes in contracts would show sharper gains during
these years

Data on the largest of the major settlements (largest defined as:
settlements affecting 5,000 workers or more) reflect similar trends as
shown in Table 3. These figures reflect changes in wages and benefits,
but as regards changes eﬂectlve in ‘each year, cover a shorter tlme
period; only 1968-71.- . - - - - - -

TABLE 3,—AVERAGE PERCENT CHANGES IN HOURLY COST OF WAGES AND BENEFITS NEGOTIATED IN COLLECTIVE
BARGAINING SETTLEMENTS COVERING 5,000 WORKERS OR.MORE,! 1965-71

All industries studied Manufacturing - * Nonmanufacturing
e - Mean -+ Median ‘Mean: - Median Mean Median
Year adjustment adjustment adjustment adjustment . adjustment *  adjustment
1st-year changes in con-
tracts negotiated )
dunng year:
i o8 8 8 08
g . . (: B
8.7 8.1 8.7 8.1 8.6 8(.2
109 10.9 9.6 8.8 12.3 11.8
13.1 12.0 9.9 8.8 15.9. 14.0
13.1 13.9 1.7 13.5. 14.1 16.0
Annual rate of change .
over life of contracts
negotiated during
@ 3.3 ®) Q] O] .
g. { gg g; (23 @ @
'5, . (2 . " (2 2) -
6.5 6.0 5.9 5.9 7. l) G(g
8.2 1.4 6.6 6.6 9.7 9.6
9.1 8.4 6.2 5.5 11.5 11.7
8.8 9.0 1.7 8.8 9.5 9.0
. 68 6.4 @ @ O S O
: 6.5 5.7 @ M @ @)
9.0 8.7 Q] Q] @) Q]
9.8 8.5 (O] @ & @

1 Coverage limited to settlements for 10,000 workers or more in 1965,
2 Not availabte.

Source: U.S. Department of Labor, Bureau of Labor and Statistics, Office of Wages and Industrial Relations.

,
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Based on figures for the first three quarters of 1972, increases for
all of 1972 can be expected to be about 1 to 114 percent less than in
1971. This would be in line with a projected decline of roughly 1
percent in the rate of increase in the compensation per hour of all
employees in the private, nonfarm economy. It is clear that wage
trends under both major union settlements and in the economy as a
whole have been moving towards the level set by the Pay Board
this year and that if the major settlements in 1973 break through the
1972 pattern of bargained increases, much of the momentum for
achieving a less inflationary economy would be lost. Given these
facts, it would seem most imprudent to eliminate wage-price controls
in the immediate future.

Assuming the control program in some form is retained, the much
more difficult question remains: How, if at all, should the program
be modified? The observations which follow approach this question
in terms of the principal wage negotiations scheduled for next year
and grow out of a series of interviews with spokesmen for major
unions, employers and government agencies.

One of two dilemmas will have to be resolved in deciding whether
the present control program should be modified. One of these dilemmas
is that if the pace of the current expansion slackens significantly, the
question will have to be faced whether continuation of the program
would do more harm than good. Some will argue that the big wage
settlements could not have serious inflationary consequences under
these circumstances and (somewhat inconsistently) that any ceiling
on wage increases under these circumstances would simply provide
a target for the big unions to shoot at. Others will argue that, as the
1969-70 episode makes clear, inflationary wage and price increases
can occur in periods of business slack and that it is precisely in such
contexts that controls make their greatest contribution.

Given the uncertainties of the next 12 months and beyond, it
would seem only prudent to lean to the latter view. If a recessionary
trend develops to the point where controls lose all of their bite, the
costs encountered in continuing the program would surely be small
compared to the consequences if, alternatively, inflationary conditions
continued and no effective limits were set to wage and price increases.
The more relevant question to consider in the event of an economic
slowdown is whether the permissible limits on wage and price increases
should be lowered from present levels on the assumption that wages
and prices generally could be expected to move in a more noninfla-
tionary direction under such circumstances. In strictly economic
terms, this view has a certain logic; if the trend in consumer price
increases continues to decline and the increase in the national income
price deflator falls towards, say, a 2 percent annual rate, it could be
argued that the 5.5 percent ceiling on wage increases should be
reduced by a one-half percentage point or even more. From a practical
standpoint, however, any lowering of the wage increase ceiling would
run into a host of difficulties. Some unions would have beat the new
deadline, others not; traditional wage relationships would either have
to be disregarded or the whole matter of tandem adjustments, catch-up
arrangements and the like would have to be reopened. If a reduction
in the wage increass ceiling is called for, it would probably be better
to eliminate controls altogether.
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The other dilemma will arise if the current expansion continues to
move up strongly towards the full-employment level with demand
pulling wages, prices and profits upwards at accelerating rates. In
this event, some will argue that controls would be all the more nec-
essary in order to avoid runaway inflation. Others will contend that
the control program would be not only ineffective under these cir-
cumstances but actually an important contributor to the evil it is
supposed to cure. In light of these possibilities and conflicting views,
what position would seem the most tenable one to adopt?

Recent interviews with a wide number of union, employer, and
government spokesmen have all underscored one point: If the key
prices in the consumers’ market basket were to rise much faster than
3 percent per annum for any extended period of time, existing wage-
price restrictions would soon be undermined and the entire program
rendered ineffective. There is evidence that the major unions already
consider the program to be stacked against worker groups. Unless
price increases are held closely to the 2.5 percent ceiling figure, pro-
test actions of one form or another aimed at the wage-price control
. program are sure to occur.

Viewed in these terms, the Government faces a hard choice in
deciding on the future of the wage-price control effort: either to
impose ceilings on those prices or incomes not now covered which
may rise rapidly in the future (certain foods, interest charges, rental
costs, profit margins, etc.), or to narrow the scope of existing regula-
tions and concentrate on a relatively few, critically important wage
and price situations. There are obvious dangers in either course of
action. To broaden the scope of the control program would involve
extremely difficult issues of administration and enforcement. Given
prevailing attitudes, there are strong doubts that the American busi-
ness community would be willing to support the detailed, complex
regulations that would be involved. To narrow the program’s scope,
on the other hand, would entail much argument and frustration in
deciding who would and who would not still be covered by the regu-
lations. Changing the jurisdictional scope of a program of this sort in
either direction could not help but engender a great deal of confusion
and maneuvering among those workers and employers who found
themselves just inside or outside the new rules. Once the essential
elements of a control program have been worked -out, there are im-
portant advantages in keeping its general scope unchanged until the
time has come for eliminating it altogether.

One change that might be made would be to treat Category II firms
(units of 1,000 to 5,000 workers) the same way as Category III firms
(those of less than 1,000 workers), i.e., eliminate the present require-
ment that Category II firms must report all wage and pay increases to
the Pay Board. At present, Category III firms are not required to -
report or get Pay Board approval unless the increases exceed the
general standard. This change would greatly reduce the amount of
%aper work required of Category II companies as well as of the Pay

oard without essentially altering the Board’s present policies. More
sweeping changes would very likely cause more difficulty than they
would be worth. ‘ .

This general recommendation would be less easy to defend if it were
certain that the economy would move strongly next year either away



322

from or towards full employment. What is more likely, however, -is
that economy will score only a limited advance towards this goal with
considerable upward pressures still being exerted on wages and prices
but with an unemployment rate of 5 percent or more still persisting.
Given this mix of circumstances and uncertainties, there would be
little justification for assuming that the cost-push pressures in 1973
would be materially different from what they were in 1972. Aside from
a few explosive situations in the economy which might require specific
counter measures next year, it would therefore seem appropriate to.
%:eave the wage-price program essentially unchanged for the immediate
uture. '



UNION AND NON-UNION WAGE CHANGES, 1959-1972

By Martexn EsteEy*

Any attempt to compare the behavior of union and non-union
wages in the U.S. over a significant period of time is limited at the
outset by the fact that the only time series providing such a specific
comparison is the Bureau of Labor Statistics (BLS) series on union
and non-union wages in manufacturing, which provides annual data
on general wage changes from 1959 through 1971, and, in somewhat
different form, quarterly data from 1969-1 through 1972-111I.

Although the Pay Board has recently made available data on wage
increases approved through November 13, 1972 that give a broad
picture of union and non-union wage changes for all sectors of the
economy subject to Pay Board regulations, its data provide a snap-
shot, rather than a movie, and thus shed no light on the patterns of
change over time. :

The BLS data on wage changes in manufacturing in 1971 covered
about 11.8 million production and non-supervisory workers, or roughly
one quarter of such workers on private non-farm payrolls.' Of these
11.8 million workers, approximately 9.1 million were employed in
unionized establishments; they accounted for approximately half of
all workers covered by collective bargaining agreements in the private -
sector. The 2.7 million workers in non-union plants, on the other hand,
comprised only about one-tenth of non-union production and super-
visory employees in the private sector.

It should be kept in mind, therefore, that the imanufacturing in-
dustries probably provide a more representative picture of union than
of non-union wage behavior.

I. BLS Axnvuan Dara, 1959-1971

As indicated above, there is a difference between the BLS data for
the period 1959-1971, and for the period 1969-1 through 1972-111. For
the years 1959-1971, the BLS published annual median percentage
changes in wages of production workers in both union and nen-union
manufacturing establishments.? These annual median percentage
changes, in turn, were provided in four separate measures—two in-
volving current wage changes, which result from decisions made in the
report year, and two reflecting effective wage changes, which are the
combination of current wage changes, deferred increases and cost-of-
living increases. Both current and effective- wage changes, in turn, are
separated into two additional categories—those involving only in-
creases, and those involving adjustments, which include cases in which

* Associate Professor of Management and Industrial Relations, University of Pénnsylvania.
1 Unpublished data made available by the Burcau of Labor Statistics. .
2 Median cents-per-hour changes are also available for this period, but are not included in this study.
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wages are unchanged or decreased, as well as increased. These measures
are shown in Tables 1 and 2 and are examined below.

TABLE 1.—CURRENT WAGE CHANGES, 1959-70, PRODUCTION WORKERS IN MANUFACTURING

Year—

1959 1960 1961 1962 1963 1964 1965 1966 1967 1968 1963 1970 1971

1 (a) Median increases—Annual
percentage change:.

, All union 13,7 135 25 29 29 25 36 41 55 65 69 7.4 84
Nonunion.____.......___. 14,4 8 34 )32 .36 32 40 4.4 50 50 60 58 55
| (b) Median adjustments— '
Annual percentage change:
Al union. ... 134134 25 25 26 23 34 40 55 ‘6.4 69 7.3 82
Nonunion_._____.__.._._. 132122 1.2 1.6 28 20 32 37 44 50 651 50 47
1 (c) Workers receiving in- X
creases as percent of workers
subject to wage decisions:
Allunion______....._..... 93.7 931 89.5 74.4 77.3 89.3 92.5 96.1 98.4 99.3 98.9 98.1 98.3
Nnoaunion .. _.._.ooeooo 66.5 56.8 52.8 53.2 69.2 55.5 75.3 77.8 80.8 87.0 75.8 76.7 69.6

1 Estimated.

Source: ‘‘Wage Developments in Manufacturing, 1870,”” “Current Wage Developments," No. 285, October 1971 'p. 26,
table 1; and unpublxshed data supplied by Bureau of Labor Statistics.

TABLE 2.—EFFECTIVE WAGE CHANGES, 1969-70, PRODUCTION WORKERS IN MANUFACTURING

Year—

1959 1960 1961 1962- 1963 1964 1965 1966 1967 1968 1969 1970 1971

11 (a) Median increases—An-
nua! percentage change:

All'union________._.....__ 136 13.6 3.0 3.0 3.0 26 32 38 39 51 50 59 6.2

Nonunion______...__..._. 14,3 138 3.3 32 37 32 40 45 48 50 6.0 59 5.5
11 (b) Median adjustments Y

All union__._____......... 134134 27 26 26 22 29 32 40 50 50 57 6.1
Nonunion. ... ... ... 13,3'125 1.0 1.6 28 20 32 39 .6 50 51 51 4.7

1 Estimated.

‘Source: ‘‘Wage Developments in Manufactunng 1970,"* "“Current Wage Developments," No. 285, October 1971, p. 26,
table 2; and unpubllshed data supplied by the Bureau of Labor Statlstlcs

A. Current Wage Decistons

In discussing current wage decisions, it should be emphasized that
there are significant differences between union and non-union manu-
facturing plants, both in the frequency with which wage decisions are
made, and in the prevalence of decisions to increase wages rather than
to leave them unchanged. Thus we find that:

Union plants make new or' current general wage decisions less frequently
than non-union plants.

Union plants in manufacturing typically make general wage de-"
cisions once every three years, because collective bargmmng agreements
in manufacturing industries are commonly for three-year periods. As
a result, in 1971, only 38.7 percent of the workers in unionized plants
were affected by current wage decisions (i.e., new collective bargaining
agreements).

Non-union plants, on the other hand, are assumed (with few ex-
ceptions)® to make decisions about gencml wage changes every year.

In 1971, for example, 98.4 percent of the workers in non-union plants
were sub]e(,t to a general wage decision.

3 See “Wage Developments in Manufacturing, 1970, Current Wage Developments, No. 285, October 1971,
p. 23.
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When general wage decisions are made, decisions to increase wages
are more prevalent in union plants than in non-union ones. )

Between 1959 and 1971, of the workers subject to newly negotiated
wage decisions in a given year, the proportion for whom these.de-
cisions resulted in a wage increase ranged from 74.4 percent in 1962
to 99.3 percent in 196S. In non-union plants, the proportions were
significantly lower, ranging from 52.8 percent in 1961 to 87.0 percent
in 1968. . _ o -

1. CURRENT WAGE INCREASES

Current wage increases are of particular interest for the policy
maker in a period of wage control, because it is to wage increases
(deferred as well as current), rather than wage adjustments that
controls apply. - :

From 1969 through 1966, the median percentage wage increase decided
wupon m non-union plants was consistently larger than in union plants.
This was mainly due to the fact that wage levels were generally
substantially lower in non-union plants than in unionized ones, so
that roughly similar cents-per-hour increases represented a:larger
relative gain for the non-union worker than for the union member.
From 1959 through 1966, the median union increase was never more
than 1.5 cents, or 20 percent, greatér than the.median non-union
increase. ‘ - S

From 1967 through 1971, however, this pattern was reversed, and the
median percentage wncrease in union plants was consistently greater
than in non-union plants. In this period, the median cents-per-hour
increase in union plants ran from 40 to 99 per cent higher than in
non-union plants—so that wage increases in union plants were greater
in both absolute and prcentage terms. o o

2. CURRENT WAGE ADJUSTMENTS

. The current.wage adjustment is valuable primarily as an indicator
of what might be called the net economic weight of wage decisions
made in the current year, becauseit includes, in addition to situations
in which wages were increased, those in which no wage changes were
made, or where wages were decreased (although it -should be noted
that no wage decreases have appeared in the data since 1964). Accord-
ingly, the relative importance or prevalence of wage increases, as ell
as. their average size, is reflected in the current wage adjustment.

From 1959 through 1971, median current wage. adjiistments 1 union
establishments exceeded those in non-union establishments: in every year
except 1963, when the median current wage adjustment in non-union
establishments was 2.8 per cent, as against 2.6 per cent in unionized
plants. . g

The fact that current adjustments in union plants should exceed
those in non-union plants in the period 1959-1966, while current
increases were consistently less reflects differentials in the prevalence
of decisions to increase wages. Co -
+ During this period, among workers subject to negotiations, the
proportion who failed to receive a general wage increase was generally
small—ranging from 3.9 per cent to 25.6 per cent, and as a consequence,
current adjustments in unionized plants were only slightly smaller than
current 4ncreases. In non-union plants, on.the other hand, a significant
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fraction of the workers subject to wage decisions from 1959 to 1966—
from 22.2 per cent to 47.2 per cent—received no general wage increase.
As a result, current adjustments in non-union plants were not ounly
considerably smaller than the current increases, but smaller than
current adjustments in union plants as well.

In short, despite the fact that wage increases in non-union plants
were greater than those in union plants from 1959 through 1966, their
net impact was more than offset by the large number of non-union
workers whose employers decided against a wage increase.

B. Effective Wage Changes

In addition to wage changes resulting from current decisions, there
are wage changes resulting from decisions made in previous years;
these generally fall into two categories: (a) deferred increases, or those
decided upon in a previous year but scheduled to take effect in the
present year, and (b) cost-of-living increases, which were also decided
upon in a previous year, but are conditional on the rise in the cost of
living index.*

When the results of current wage decisions and the current results
of previous wage decisions are combined, we have what is known as
effective wage changes. Furthermore, as in the case of current wage
decisions, effective wage changes are measured both in terms of -
creases and adjustments.

But two points are noteworthy here. First, deferred increases are
seldom found in non-union plants; in the absence of contracts, and
especially multi-year contracts, most wage increases in non-union

lants result from current wage decisions. In 1971, for example, of
the 2,710,000 non-union workers receiving wage increases only 44,000
received deferred wage increases; the rest received current increases.
Absent deferred increases (practically speaking), the effective wage
increase in non-union plants is virtually identical with the current
wage increase—in seven of the thirteen years 1959-1971, in fact, the
two measures were identical. And similarly, effective and current
adjustments were identical in seven of the thirteen years.

Second, in the union case, although only approximately one-third
of the workers receive current increases in any given year, a large

roportion of the others receive a deferred increase, and some may
get both a deferred and a current increase in the same year.

Accordingly, effective wage changes are in practice primarily con-
cerned with union wage changes; they measure the extent to which
the combination of current and deferred increases in union plants
are affected by deferred increases, as the data for the period 1959—

1971 reveal.
1. EFFECTIVE WAGE INCREASES

From 1959 through 1971, effective increases in non-union plants
were typically greater than those in union plants, except in 1968, 1970,
and 1971. This pattern is attnbuta,ble to the fact that from 1959
through 1966, current increases in non-union plants exceed those in
union plants, and that in 1967, 1969, and 1970, deferred increases in

“F arposes of this analysis, cost-otliving increases are not treated separately from deferred increases
ner?irllg. F%(; a detailed treatment of cost-of-living increases see L. M. David, “Cost-of-Living Escalation in

¢
%ollective Bargaining,” below, Dp. 332-341.
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union plants offset the fact that their current increases were larger
than in non-union situations.

Perhaps more important, the BLS data suggest that in the period
1960 through 1964, when current wage increases were generally
declining, deferred increases in union plants were larger than
current increases, since for this five-year period, effective increases in
union plants were consistently larger than current increases.

And from 1965 through 1971, deferred increases, as is generally
known, lagged behind the rate of current increase, thus pulling the
rate of effective wage change below the rate of current change.

2. BEFFECTIVE ADJUSTMENTS

It may be argued that the effective adjustment is the most com-
plete measure of wage change, because it includes all wage changes
going into effect in a given year, and at the same time gives them
proper weight by reflecting no change in wages. It is worth noting,
therefore, that effective adjustments in union plants were greater
than those in nonunion plants from 1959 through 1962, but were
less than in non-union plants from 1965 through 1967.

I1. BLS QuarTERLY DATa, 1969-1 THROUGHE 1972-I11

With the advent of the Nixon administration, the Bureau of
Labor Statistics introduced a new measure of wage change in manu-
facturing, the mean (instead of the median) current increase in wages,
published quarterly rather than annually, but calculated in terms of
annual percentage change.® In this new series, current adjustments
are omitted, as are both effective increases and effective adjustments.
The principal advantages of this new series appear to be that quar-
terly data permit quicker detection of changes in the direction. of
wage movements than do annual data, and that by concentrating on
current increases only, they focus on the.wage decisions that are most
critical for wage control. '

The quarter-to-quarter data, shown in Table 3, indicate that for the
period 1969-1 through 1972-I11, wage increases in union manufactur-
g plants were consistently larger, in percentage terms, than wage
increases in non-union plants. In this respect, it should be noted, the
quarterly data on mean current increases continue the pattern which
prevailed in the annual median current increases from 1967 through
1971.

The quarterly data also reinforce the evidence of the annual median
data that non-union wages responded more rapidly to economic
slowdown than union wages.

The largest increase in non-union wages came in 1969-IV, when
the mean increase was 7.2 per cent; and although it fluctuated after
1969-1V, each succeeding peak and each successive trough was lower
than its predecessor, so that the rate of increase of non-union wages
clearly began to slow down as early as 1970-1.

s See Current Wage Derclopments, No. 297, October 1972. The quarterly data are published both for
individual quarters (in which case the percentage changes are calculated on an annual basis), and for
annual periods ending in any given quarter. Qur discussion here is limited to data for individual quarters,
since it is a more sensitive indicator of changing trends.
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TABLE 3.—~CURRENT WAGE CHANGES 1969-72, PRODUCTION WORKERS IN MANUFACTURING MEAN INCREASES—
PERCENTAGE CHANGE FROM PREVIOUS QUARTER, ANNUAL RATE

1969 (quarters) 1970 (quarters) 1971 (quarters) 1972 (quarters)
| 1 in v | I n v I i lil v | 1

All union_____.... 6.7 7.6 79 75 7.6 82 83 69 80 86 12.9 86 65 61 56
Nonunion_______. 55 58 62 7.2 54 52 61 59 55 50 56 51 44 49 4.3

Source: ‘‘Current wage developments,” No. 285, Octcber 1971, table 7, p. 21, and No. 297, October 1972, table 8, p. 38;
and unpublished data supplied by the Bureau of Labor Statistics.

Union wages, on the other hand, continued to accelerate in spite
of the slowdown of the economy, although they were perhaps more
sensitive to economic conditions than generally recognized. Thus in
1969-1I1, and in 1970-IV, they slowed rather markedly. Indeed, the
only sharp gain in the rate of union increases was in 1971111, when
the average wage increase in unionized manufacturing estabhshments
was 12.9 per cent—nearly 50 per cent greater than the rate of in-
crease in the previous quarter, perhaps because the steel settlement
in July, which provided an estimated 15 percent first year increase,
involved over 400,000 workers, more than half of the manufacturing
employees affected by wage neaotlatlons in this quarter.

A. Wage Changes During Phase 11

Although this series is the only one available that covers both the
periods before and during wage controls, it must be emphasized that
they provide only the most tentative measure of the impact of con-
trols, and that they should be used with great caution.

For we are currently in the position of having data for only three
quarters in which Phase II was in effect during the entire quarter
(1972-1 through III), and only four quarters in which it was opera-
tive at all (Phase 1I began November 14, 1971, approximately in
the middle of 1971-IV); in addition, the data for 1972-I1I are still
preliminary and subject to revision. A ‘‘series’”’ consisting of only
four observations, and covering less than a year, permits at most a
preliminary judgment of the relative impact of Phase II on wage
changes in union versus non-union manufacturing establishments.

Havmg made this caveat, however, it should be noted that from
1971-I1I through 1972-111 the mean wage increase in unionized manu-
facturing plants was reduced by more than half—falling from 12.9
per cent to 5.2 per cent. In non-union plants, on the other hand, the
rate of wage increase fell from 5.6 per cent in 1971-11T to 4.3 per cent in
1972-11T—a net reduction of only one-fourth. If we take this limited
measure at face value, and i¢f we assume that the changes in both
cases are due solely to the effect of Phase 1T controls program, it
would appear that Phase II has had relatively more impact on union
wages than on non-union ones.

But the reason for this differential impact is significant. In 1971111,
just before Phase IT was initiated, the rate of increase in non-union
wages was 5.6 per cent, only mmlmally higher than the 5.5 per cent
crenerfll wage standard adopted by the Pay Board. In this situation,
controls would be expected to result in little change in the size of
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wage-increases, because such. slight reductions in the mean rate of
increase would satisfy Pay Board requirements. .
In unionized manuhetunncr establishments, on the other hand,
mean wage increases in 197 1=I1T were 12.9 per cent, or more than
double the subsequent 5.5.percent pay standard. Here, a substantial
reduction in the rate of wage increase was necessary to meet Pay

‘Board Standards.

In short, when the speed limit (the general pay standard) was set
union wage increases were exceeding it by a much wider margin than
were non-union wage increases. Under these circumstances, enforce-

ment of the speed limit was bound to have greater impact on the’

faster-moving union wages, But it does not mean that the speed

Jimit is diseriminabory. .

III. Tee Pay Boarp DATA ox Uxtox VERsUS \TO\*-U\IIO\I SETTLE-
MENTS

With the establishment of the Pay Board, snd Phase II, in Novem-
ber 1971, an additional source of data on union and non-union wages

‘became available. It differs sharply from the BLS data, however, in

two significant respects. First and most obvious, the clata preaentlv

,avallable from the Pay Board on union and non-union wage increases

consist of a single set of cumulative figures covering the period N ovem-
ber 14, 1971, through November 13, 1972 unliké the two BLS series,
no earlier ﬁgures appear to have been pubhshed which would permit
comparison with the current data. Second, and equally significant, the
Pay Board data are not limited to the manufacturing industries, but
instead embrace those segments of both the private and public sec-
tors of the economy subject to the Pay Board regulations. In addition,
Pay Board data are limited to situations involving- 1,000 or more
workers, though the BLS data are not. Thus the Pay Board data are

.much broader in coverage than the BLS data, although much more

limited in time.

Data for the year ending November 13, 1972,° show that current
“control year” wage increases in union cases averaged 6.7 per cent,
compared to 4.6 per cent in non-union cases. What would be com-
parable to the effective increases in BLS data (i.e., the combination of
current and deferred increases) was 5.7 per cent in union cases, and
4.6 per cent in non-union ones. ‘

‘But the definition of the ‘“‘control year” raises an interesting ques-
tion about these figures. Because the first ‘“control year” in union
cases runs from November 14, 1971 to the contract anniversary
date, it is generally a “short” year. " The result, according to a Pay
Board release, is that “during November 1971- November 1972 it is

possible for a union unit to “have two control years. This has the

effect of raising the permissible increases during the 12-month
November-to- November period.” &

In non-union cases, on the other hand, the initial “control year’’ is
the 12-month peuod beginning November 14, 1971, and non-union

.wage increases involve a full 12-month chzmge.

5 Pay Board Statistical Release No. 40, November 20, 1972,

7 See Economic Stabilization Program Quarlerly Report, Covering the Period January 1 Through March 81,
1572, Washington: The Cost of Living Council, pp. 83-84.

§ Letter to Professional Economists from Daniel J. B. Mitchell, Chief Economist, Pay Board, and
Simplified Guide to Pay Board Regulations, pp. 9-10.
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The result appears to be that because of the difference in the
definition of their first ‘“‘control year,” union and non-union wage
increases are not comparable, and that union wage increases are
understated relative to non-union increases.

It is significant that in these Pay Board cases, current increases
affected only one-fifth of the unionized employees, and four-fifths
received deferred increases. In non-union cases, current increases pre-
dominated, affecting four-fifths of the workers, while only one-fifth got
deferred increases—a pattern we have observed in BLS data.

In union cases, the proportion of workers receiving current increases
is expected to rise substantially in 1973, when nearly twice as many
workers are scheduled for wage negotiations as in 1972.

This change in the weights of current vs. deferred wage increases
may have a major impact, for it means that unless there is a decrease in
the size of union wage increases—either current or deferred—the effective
wage increase (or what the Pay Board calls the “total”” wage increase)
i union cases i 1973 would rise, simply because it is a weighted
average of the current and deferred increases.

Finally, it is interesting to note that through November 13, 1972,
the average wage increase in non-union settlements approved by the
Pay Board was less than the maximum permitted under the general
pay standard. This is consistent with the recent pattern revealed by
the BLS quarterly data on manufacturing, which show that in five of
the past six quarters, the average wage Increase in non-union plants
has been less than 5.5 per cent.

IV. SumMaRY AND Poricy IMPLICATIONS

Our principal findings can be summarized briefly, as follows:

1. At present, current or new wage increases in union situations.
are larger in percentage terms than in non-union situations, both
in manufacturing and the economy as a whole. In manufacturing
this has been the pattern since 1967.

2. During the period of wage-price control, the reduction in
the size of current wage increases in manufacturing has been
significantly greater in union than in non-union cases.

3. The heavy collective bargaining schedule for 1973 will
significantly enhance the importance of current wage increases
in the overall wage data, so that without a further decrease in
current or deferred union wage increases, the average effective
union increase will rise.

4, Historical data indicate that non-union wages respond more
quickly to changing economic conditions than union wages, in.
both upturns and downturns. Non-union wage increases were
larger than union increases throughout the period 1959-1966,
and smaller from 1967 through 1971.

The policy implications of these findings are limited by several
considerations:

a. The evidence provided by comparing union and non-union
data in manufacturing involves only a very small segment of all
non-union enterprises, and there is no easy basis for determining
how representative this segment is. Furthermore, Pay Board data.
on union versus non-union wage changes are not comparable to
the manufacturing data.
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b. The data presented here deal with wage changes only, not
wages and benefits combined.

¢. So far as wage policy is concerned, many issues not covered
in this paper are involved. Thus we qualify our policy comments
by saying that if the data summarized here were our only evidence,
and if inflation. control were the only concern: e

1. It may be argued that;controls should be continued on union
wages because union wage increases are still above the general
pay standards, and because the bargaining schedule for 1973
will tend to boost the net effect of union svage changes.

‘2. Conversely, it may be argued, that controls on non-union
wages should be eliminated on the grounds that non-union wage
increases are already below the general pay standard, both in
manufacturing and, on the basis ‘of Pay Board 'data, on an
economy-wide basis as well. = - ‘ I

3. On the other hand, the fact that non-union wages are 1;191"6
responsive to economic change, and that non-union wage. in-
creases were larger than union increases from 1959 to 1966,
raises the question whether this pattern is about to be repeated
as economic expansion continues. If so, this might'be the worst
time to de-control non-union wages.




COST-OF-LIVING ESCALATION IN COLLECTIVE
BARGAINING

By Liny Mary Davip

Rising living costs have long been a major factor in wage increases.
In a survey made some 20 years ago they were cited by a large majority
of unions as the most important factor in negotiations,! and they are
perhaps even more important in determining wage increases for non-
union workers. Nonunion employers, like union employers, recognize
the equity of increases to compensate for rising living costs. Moreover,
while most unionized workers receive annual increases, nonunion
establishments are more likely to confine wage increases to periods of
prosperity, which are often periods of relatively rapid price increases.

ExtenT oF EscanaTiON

Even though price increases are important factors in wage decisions
in all sectors of the economy, automatic cost-of-living escalation of
wages is relatively uncommon except for workers covered by major
collective bargaining agreements. Although there is no hard informa-
tion on formal escalator provisions for workers employed in nonunion
and small unionized establishments, it seems clear that pay of fewer
than 5 percent of these workers is automatically changed with price
changes. By contrast, escalator clauses now cover approximately 40
percent of the workers employed under major collective bargaining
agreements in the United States.

Of the estimated 5 million workers in the private economy in the
United States covered by formal arrangements for cost-of-living
escalation of their pay, 4.3 million are under major collective bargain-
ing contracts.? The industries involved are shown in Table 1. The
balance are under smaller union agreements, work in unorganized
establishments, or are white-collar employees of companies with col-
lective bargaining escalator clauses for their plant workers.? In addi-
tion, the 1971 contract for 650,000 Postal Service employees provided
a one-time cost-of-living escalator adjustment in July 1972. Pay of
some State and local government employees is also subject to cost-of-
living escalation.

LW, 8. Woytinsky, Labor and Management Look at Collective Bargaining, 1949, p. 73.

2 Contracts covering 1,000 or more workers.

3 Provisions in some agreements for renegotiating wages whenever prices rise by a specified amount are
not considered cost-of-living escalator clauses.

(332)



TABLE 1.—INDUSTRIES WITH, COST-OF-LIVING ESCALATION, 1957-72

Farm . . Electrical Communica-

Year Automobiles  equipment Aerospace ~ Trucking Meatpacking  Steel Aluminum Cans Railroads equipment tions -

X X X X X - X X X X X

X X X X X' X X X X X

X X X X X, X X X X X

X X X X X. X X X ® X

X X X ® X X X X

X X X X X ¢ (O] KO

X X X - X X

X X X ) X

X X - X @ X

X X X X X

X X X X X

X X X X X,

X X X X X - .

@ ® X (ON X

X X ® X: X @ . :

X X X X X X - X

1 Escalator discontinued during the year .
2 Escalator clause in effect but no review dunng the year, :
3 Escalation reeslabhshed durlng the year “but the first revnew was deferred unti) the next year

v

4 Escalation established during the year but the first review was deferred until 1972.
Source: Data from the Bureau of Labor Statistics,

€ee



_ Two major Federal pension systems are also _covered by cost-of-
living escalation. An estimated 1.9 million retired Federal Civil Service
and military employees and about 28 million Social Security benefi-
ciaries recelve automatic increases in benefits with specified price
changes. Private pensions rarely have an automatic tie to price
changes, but some State and local government employees’ pensions
are subject to escalation. Pension escalation is not discussed further in
this article. L

Cost-of-living escalator arrangements spell out in advance the
amount of change in pay that will be triggered by a given change in
the price index (normally the BLS National Consumer Price Index).
Escalators normally provide both for decreases and increases in wages,
although reductions that might result from any price decline are
limited ; workers cannot lose more in wages than they have previously
gained as a result of escalation.t

CHANGES IN EXTENT AND CHARACTERISTICS

There were scattered provisions before the late 1940’s for cost-of-
living escalation, but its current history in the United States es-
sentially began in 1948. In that year, General Motors and the United
Automobile Workers adopted a long-term (2 year) contract which
provided for annual pay increases to match the expected increase in
productivity in the economy as a whole. A quarterly cost-of-living
escalator was provided to protect these wage gains against changes in
the purchasing power of the dollar. .

Since the General Motors contract was negotiated, the popularity
of escalation has fluctuated, depending on the extent of past and ex-
pected price increases and the prevalence of long-term collective bar-
gaining contracts. Table 2 shows the estimated number of workers
under escalation since the mid-1950’s.

The General Motors contract was not immediately copied to any
extent, in part because of American labor’s historic opposition to
tying wage rates to price changes and particularly to any provision for
possible wage reductions, and in part because prices actually fell after
1948. It was only when Korean developments led to the possibilities
of wage controls and rapidly rising prices that cost-of-living escalation
spread significantly. In the 9 months from June 1950 to March 1951,
the number of wage earners and salaried workers under escalation in-
creased more than fivefold—to almost 3 million. By September 1952,
this number reached 3.5 million.

In 1953 and 1954, as prices stabilized, escalation declined in popu-
larity; the major defection came in the railroad industry. Then after
1955, as the number of long-term contracts increased, so did the popu-
larity of cost-of-living escalation; escalation is rare in single year con-
tracts. By 1957, the previous peak coverage of escalation was regained.
Then, as prices rose relatively slowly, the number of workers covered
by escalator clauses reached a peak of 4 million in early 1958, stabi-
lized, and then declined. By 1963, fewer than half as many workers
were protected by cost-of-living escalation as at the previous high.

4 Normally the potential loss is less than the escalator gain, since agreements periodically transfer part of
the accumulated cost-of-living increase to the workers’ base wage. Ail that can be lost is the cost-of-living
“fioat.” Although they have been relatively uncommon, there were some quarters in the 1950’s in which
small wage cuts resulted from escalation.
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TABLE 2.—PREVALENCE Oi: COST-OF-LIVING WAGE ESCALATION [N THE UNITED STATES, 1955-72

Number of :

workers under  Number of workers covered by § - Percent of
major collective escalationonJan. 1 - workers under

Percent bargaining major contracts
increase agreements? Major ) " with escalator
Year in CPIt (miltions) contracts Total3 clauses.
gg 7(. g 1(. 7 2((; 23

. . 4 4 4 N ()

3.0 57.8 3. 3.8 ' (4g

1.8 8.0 4.0 4.3 50

1.5 8.0 4.0 4.4 50

1.5 8.1 4.0 4.4 49

N 8.1 2.5-2.8 2.75-3.05 31-35

1.2 8.0 2.5 2.75 31

17 7.8 1.85 (43 ‘ 24

1.2 7.8 2.0 2.6. - 26

1.9 7.9 2.0 2.5 25

3.4 10.0 2.0 2.5 20

. 3.0 10.6 2.2 3.0 21
4.7 10.6 . 2.46 *) 23
6.1 10.8 2,66 3.28 25!
6.2 10.8 2.8 3.62 26

3.4 10.6 3.0 3.75 28

[ON 10.5 4.3 5.05 . 41

1 December to December. o . !
2 Prior to 1966, the construction, service, finance, insurance, and veal estate industries were excluded.
3 Rough estimates. None of the estimates include workers in small unionized or nonunion establishments outside manu-
facturing. Estimates prior to 1964 aiso exctuded production workers in nonunion and small unionized establishmants

in manufacturing.
4 Not available, X . » . .
s Estimated. in addition, 650,000 Postal workers received a 1 time cost-of-living adjustment in July 1972,

Source: Data from the Bureau of Labor Statistics except estimate of total coverage for 1972,

The popularity of escalation again increased gradually during the
second half of the 1960’s. In 1971 came a sharp increase in coverage,
as basic steel reinstituted escalation and the telephone - industry
adopted it for the first time. By the beginning of 1972 the number of
workers under escalation had passed its former peak, although the

roportion of workers with cost-of-living escalation remains somewhat
fower than in the late 1950’s and few new escalator clauses have been
adopted in 1972,

Not only the extent but characteristics of the escalator clauses have-

varied from time to time. In.the early years, quarterly adjustments
were predominant. They applied to almost 90 percent of the workers
subject to escalation in 1951, for example. Subsequently, there was a
shift to semiannual and then annual reviews, culminating in 1967
when the ‘Auto Workers abandoned 20 years of quarterly reviews in
favor of annual adjustments. Then 3 years later, the pendulum began
to swing back to quarterly adjustments, when the 1970 contracts of the
Auto Workers re-established them, effectivein 1972. Annual and quar-
terly réviews have been of almost equal importance in 1972,

Another recent development has been the growth and decline of
escalator ceilings. Early escalator clauses did not establish such
maximums. The very large escalator increases that went into effect
under the basic steel contracts negotiated in 1956 led to establishment
of & low escalation ceiling in the contracts negotiated 3.years later.
Ceilings again became popular in the late 1960’s as a result of the
accelerated rise in prices. The number of wage earners subject to such
maximums jumped from 50,000 in 1966 to 1.9 million by the end of
1968. From 1968 to-1970, three-fifths to three-fourths of the workers
subject to escalation under major contracts could receive ho more than
a specified escalator raise. The most common ceilings were 4 to. 8
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cents a year. Since then the prevalence of maximum limits on escalation
has declined, notably after their abandonment by the 1970 auto
contracts. At present, about 1 out of 5 workers under major contracts
with escalation are subject to such a ceiling.?®

In years of rapid price rises these ceilings have substantially cut the
size of cost-of-living escalator adjustments. For example, the 16-cent
ceiling on the total escalator adjustments major auto company em-
}Jloyees could receive under their 1967 contracts reduced their cost-of-
iving increase by 26 cents.®

Over the entire period since World War II, most cost-of-living es-
calator adjustments have consisted of uniform cents-per-hour or
dollar-per-week changes for all workers covered by the contract. Only a
limited number of contracts, notably in the electrical equipment
industry, have provided for percentage changes, and recent electrical
agreements changed escalation to a cents-per-hour basis. Presumably
the main reason for uniform money adjustments, which give the
lower paid workers in an establishment above average percentage
increases, is recognition of the fact that these workers are hardest it
by rising prices.

ConrtroL PoriciEs .

Policy with respect to cost-of-living escalation has varied from one
control period to another. As Milton Derber of the University of
Ilinois said in a paper presented at the spring 1972 meeting of the
Industrial Relations Research Association:

One [of the two central wage policy issues that has emerged in these periods] is
the appropriate tie between wages and living costs. . . . The War Labor Board

rejected the cost of living tie, the 1946 Wage Stabilization Board ignored it, the
Korean Board encouraged it, and the Nixon Board assumed it within specified

limits.”

Perhaps because escalation was rare then, World War II control

policies rejected it. The “Little Steel” formula permitted general
wage increases to compensate for the rise in the CP1 between January
1941 and May 1942. Beyond that, ties between wages and rising
living costs were rejected : stabilization policy recognized only increases
to correct for substandards of living or wage inequities, or to relieve
manpower shortages. An Executive Order (9297), issued on Febru-
ary 14, 1946, directed the Wage Stabilization Board to approve wage
increases designed to correct disparities between increases in wages
and living costs between January 1941 and September 1945, but by
1946 stabilization was practically dead.
" Wage regulations during the Korean period not only provided for
cost-of-living catch-ups, but also permitted cost-of-living escalator
adjustments during the control period. They also allowed wage
increases to compensate for loss i purchasing power even in the
absence of formal escalator clauses.

The wage guideposts of the Kennedy-Johnson years made no dis-
tinctions between contracts with and without cost-of-living escalation.
The guideposts attempted to.limit wage-rate increases to the long-
term gain in productivity, with larger increases permitted only in
substandard wages, where there were manpower shortages, or in

5 Minimum guaranteed_escalator adjustments are provided in some contracts, but these are not true

escalator adjustments and are not discussed in this article.
s The 26 cents was subsequently paid these workers under contracts negotiated in 1970.

7 Labor Law Journal, August 1972, p. 461
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agreements designed to provide unusual productivity increases. At
first they implicitly assumed that guidepost policies would stabilize
prices and therefore they made no exceptions for cost-of-living
escalation. Then, at the beginning of 1967, after the rise in consumer
prices began to accelerate, the Council of Economic Advisers explicitly
stated that the wage guideposts should not be adjusted to recognize
the recent increase in living costs. The Council expected many wage
settlements in 1967 to exceed productivity increases but stated that:

If on the average [wage settlements] should exceed [productivity] by the amount
of the recent increase in living costs, price stability could never be restored,

Tt said that—

arrangements which automatically tie wage rates to changes in consumer prices
will contribute to inflation. . . . If all unions—ar d other groups in society—were
to succeed in tying compensation to consumer prices, the arrangement would be-
come a vast engine of inflation.? . .
During Phase 1T of the present economic stabilization policy, the

Pay Board has assumed that prices would rise as much as unit labor
costs and has made a limited distinction between wage increases
resulting from negotiated wage changes and cost-of-living increases.
In the computation of the maximum permissible pay increase, any
cost-of-living escalator adjustment can be weighted by the proportion
of the year during which 1t is effective, but similar weighting cannot
be applied to increases that take place regardless of what happens to
prices.® This provision does not increase the aggregate pay workers
with escalation receive during the control year but it allows these
workers to attain somewhat higher wage levels at the end of that year
and, hence, to receive higher pay in subsequent years than they would
achieve in the absence of escalation. . :

. Under the Pay Board rulings it seems likely that wage rates of most
workers under escalation will be:no more than 1 to 1.5 percent higher
at the end of the year than they would be if the union negotiated the
full 5.5-percent maximum permissible increase at the beginning of the
control year.? It seems unlikely that this policy will encourage wide-
spread- adoption .of escalation unless it becomes clear that controls
are likely to continue indefinitely (and, hence, the advantage of ending
up each year with a somewhat higher increase than could be obtained

_otherwise would continue for a number of years), or.unless prices are
expected to continue to rise rapidly despite controls. In fact, relatively
few cost-of-living escalator clauses have been adopted since Phase 11
began. .

8 The Council of Economic Advisers, Economic Report tothe President, January 1967,

9 Economic Stabilization Regulations, 6 CFR 201.11(a)(4), 36 F.R. 25427, December 31, 1971.

10 Agsume that a union negotiates a 4.5-percent general wage increase plus a quarterly cost-of-living esca-
lator clause and the Consumer Price Index rises at a rate of 3 percent a year-—by 0.75 of a percent before the
first quarterly adjustment, by another 0.75 of a percent before the second quarterly adjustment, and by
another 0.75 of a percent before the third quarterly adjustment. At the end of the first quarter, wages could
be increased 0.5625 percent (0.75 of a percent weighted by 3{ of a year). The additional 0.75 of a percent
increase in prices at mid-year would be weighted by 34 and would add .375 of a percent to the total wage
bill. Adding this to the basic 4.5 percent increase would bring the total increase to 5.4375. A third quarter
adjustment of 0.75 percent weighted by a quarter would raise the annual wage bill by .1875 percent and
would bring the total weighted wage increase to 5.6250 percent—in excess of the 5.5 percent permissible
increase. Consequently, the workers could get only a third of this third quarter adjustment. The first two
increases of 0.75 percent plus the third quarter increase of about 0.25 percent when added to the 4.5 percent
increase effective at the beginning of the year would raise their wage rates to 6.256 percent above rates in
existence at the end of the year—.75 percent higher than they would have been had they negotiated a 5.5-
percelit increase at the beginning of the vear. Tf the union negotiated ouly a 4-percent general wage increase
plus a quarterly cost-of-living escalator clause, prices would have to rise at a 4-percent annual rate to result
in a welghted inerease of 5.5 percent but their wage rates would be 7 percent rather than 5.5 percent higher
at the beginning of the second contract year. :
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EconoMmisTs’ ViEws

Opinions of economists differ with respect to the inflationary poten-
‘tial of cost-of-living escalation. Some economists hold views that
parallel those in the 1967 report of the Council of Economic Advisers
quoted previously and conclude that wages will rise more rapidly

. with than without escalator clauses. Of these, some seem to argue
that partial escalation is inflationary and still others that escalation is
a problem only if it is widespread. In the late 1950’s, J. W. Garbarino

- concluded that automatic wage adjustment systems (which consist, of
long-term contracts with both specified deferred and cost-of-living
escalator adjustments) “probably add to the inflationary potential of
wage policy (at least so long as they are partial in coverage).” He
adds; however, that this observation “‘is limited to a relatively short
span of years of high level prosperity during which many other and
stronger forces have been in operation.' In the total picturé, the specific
differential impact of this wage setting system has not been a dominant

- factor.” He also points out that in this country it was management

~that initiated automatic wage adjustments.

- In an article published in Aprnl 1960, Jules Backman argued that
cost-of-living escalators speed up wage increases and result in more
frequent adjustments. He assumes, in other words, that annual wage
adjustments negotiated in contracts without escalation do not antic-
ipate price increases. His criticism of cost-of-living escalation is that
it feeds inflation started by fiscal and monetary policies, not that it
initiates inflation. He points out that the impact of escalation can be
cut by reducing the frequency of adjustments, or by such devices as
& minimum price increase necessary to trigger any adjustment, a
ceiling on adjustments, and formulas for a proportionately smaller
increase in wages than in the Consumer Price Index.!?

Opponents of cost-of-living escalation argue that it does not in-
crease the supply of goods and that if prices rise it is a signal that
demand is outstripping the supply. They essentially assume that prices
rise only when the supply of goods and services cannot be increased
as rapidly as demand.

Other economists are less critical of escalator clauses. Tt is pointed
out that escalation cannot be a primary cause of inflation because
prices must rise first. William G. Bowen states that “Wage adjust-
ments inspired by changes in the cost of living can reinforce and mag-
nify initial increases in the price level, but cannot themselves ini-
tiate an inflationary spiral.”  He points out that an increase in
prices is likely to exert some upward pressure on wages even in the
absence of a union. He also says that where escalator clauses exist
“we can be quite sure that there will be a connection between changes
in the cost of living and wages. . . . It must be remembered fhowever]
that the absence of an escalator agreement in some contracts but not
in other does not imply that changes in the cost of living are relevant
for wage determination in the first case only.”

11 “The Economie Significance of Automatic Wage Adjustments,’” published in Industrial Relations Re-
search Association, New Dimensions in Collective Bargaining, 1959,

12 Jll)llcs Backman, “Wage Escalation and Inflation,” Industrial and Labor Relations Review, April 19580,
Pp. 398-410.

13 The Wage-Price Issue: A Theoretical Analysis, Princeton University Press, 1960.
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Ten years ago, Martin Brofenbrenner and F. D. Holzman pointed
out that: : -

 If the escalated increases just substitute for wage increases that would otherwise
have been attained, then the institutional arrangement itself cannot be considered
to have contributed to (detracted from) the inflationary process. The impact of
escalation . . . depends on the rate and frequency of adjustment and on the
percentage of the labor force covered. If the total labor force were covered, and
wages were escalated immediately and-proportionately to changes in the CPI, a
cracial stabilizing “lag’”’ would be eliminated. . . . Typically, . . . the “lag’ in
wage adjustment is preserved at least in part. . . . In the United Stdtes, less than
5 million workers have at any one time been subject to wage-escalation agree-
ments. . . . Statistical studies suggest that formal wage escalation has had no
discernible influence on the speed of inflation in the United States. Not only are
the number of covered workers very small, but wage increases in covered industries
have not been greater than in noncovered industries.!t

They stated that studies of British and Danish escalation suggest
that “escalation in these countries serves primarily as a substitute for,
rather than an addition to, other wage increases.” '

In the Monthly Labor Review of January 1952, Faith Williams
pointed out that: : :

The economic effects of automatic wage-escalation clauses depend upon the
periodicity of the adjustments, the degree of compensation afforded, [and]
whether they are geared to downward as well as upward movements in the price
m‘(}fgﬁg.ther.xing the interval between wage adjustments, giving partial rather than
full compensation for price increases, and establishing a definite lag between the
price-index rise and the wage adjustments have been used at different times in
different countries in efforts to retard inflation.

Some- indeed argue that at least in periods of moderate. inflation
escalators may reduce the wage pressures on prices. It has been pointed
out that wage demands in the absence of escalation include built-in
expectations of a rise in the price level. These expectations may lead
to larger wage increases than would result from escalation. The judg-
ments that settlements negotiated in the absence of escalation may
be larger than those that include an escalator clause take account of
the fact that when the market for labor is not perfectly competitive
there is no guarantee that settlements will be limited to the expected
increase in productivity.

Milton Derber, in the article referred to previously, states:

If, as a result of total economic stabilization program the cost of living can be

restrained to acceptable levels, than recognition of the tie between wages and

living costs serves a psychologically potent role. If, however, the inflationary

pressures are not brought under control the tie mérely fuels an inflationary sprial.1¢

The London Economist at one time suggested that an escalator that
permitted wages to follow prices only after an interval and then by a
smaller amount might help to check inflation. It would give the unions
a sense of security and would thus reduce the pace of wage increases.””

1 “Survey of Inflation Theory,” American Economic Review, September 1363, pp. 643-644.

15 Except to the extent economists quoted have referred to it, this article does not discuss foreign experi-
ence with cost-of-living escalation. Escalator clauses have been used at various times in a number of Euro-
pean countries, including Belgium, Luxembourg, Denmark, Italy, Trieste, Norway, Sweden, and in some
contracts in Great Britain. In Austria, Western Germany, and the Netherlands, fear of repeating-the infla-
tion of World War [ prevented trade unions from demanding automatic escalation after World War Tf.
Adjustments to rising prices were necessary even in those countries, however, often by frequent reopening
of contracts. ) )

16 Labor Law Journal, August 1972, p. 461.

17 Economist, November 24, 1951.
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A recent article by Max Kossoris points out that:

If wages were not escalated automatically there would be continued demands
for higher wages as inflation made greater inroads into the purchasing power of
-wages. It has been argued that wage increases will take place inevitably during
inflationary periods and escalation does not add to inflationary pressure. 1t merely
-establishes an automatic adjustment procedure which eliminates a serious source
.of friction and possible strikes; without an escalator, unions will demand reopening
clauses or annual contracts that will result in wage increases at least as high as
those achieved under the escalator. . . . In the absence of escalation, fear of
future inflation may result in higher settlements based on excessively high esti-
mates of future price trends.!®

Whether or not escalation reduces or increases the size of wage
.adjustments, James Tobin points out that built-in resistance to down-
ward adjustments in wages and prices make it necessary to raise
wages and prices to induce shifts of resources. Therefore, some inflation
is inevitable.® Universal application of escalation to wages and pen-
sions would remove the inequity from mild inflation. ‘“Measures to
protect potential victims of inflation will -sometimes lead to more
1nflation but the process is not explosive, and once the sting is removed
from inflation, there is nothing wrong with having more of it.”

STATISTICAL DATA

Such statistical evidence as there is on the effects of cost-of-living
-escalation seems inconclusive. 1t is difficult to distinguish the effects
of cost-of-living escalation on the size of wage increases from the
effects of differences in economic conditions, union strength, and other
factors. To the extent that any conclusions can be drawn, the data
certainly do not prove that cost-of-living escalation has contributed
to inflation. Thus, tabulations of wage changes from 1941 to 1972 in
a half dozen key collective bargaining situations show distinctly
larger percentage increases In pay in the construction industry,
where cost-of-living escalation has been practically nonexistent, than
in the other situations, which, with one exception, had escalation for
part or all of the period. Among the other industries compared, there
appears to be relatively little difference that can be attributed to the
existence of escalation; total wage increases have been somewhat
oreater for the situations that have had cost-of-living escalation
throughout the whole period than for those that either did not have
escalation at all or abandoned it for part of the period, but other
factors besides the existence of escalation that have affected wages
‘may explain the difference. The difference was less than 1 percentage
point a year.

In 1970, 1971, and the first half of 1972, the average percentage
increase in base pay (or pay and benefits) was distinctly larger in
those settlements that did not incorporate escalation than in those
that provided for cost-of-living adjustments. ? The difference, which
amounted to 2 to 3 percentage points a year, seems significant, since
the industries with cost-of-living escalation tend to be those in which
.economic conditions and bargaiming strength of the unions favor above

18 Prices, Escalation, and Economic Stability published by the Bureau of Labor Statistics in 1971, p. 28.

19 Unemployment and Inflation: The Cruel Dilemma in Prices: Issues in Theory, Practice, and Public
Policy, edited by Almarin Phillips and Oliver E. Williamson (1967).

2 Base pay is used here to mean pay without escalator adjustments. A comparison of total changes in
pay, including escalator adjustments, between ali contracts with escalator clauses and those without such
.clauses for these years is not available.
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average settlements. This difference did not appear in 1971 and 1972
for manufacturing industries considered separately, however.

EscavLaTion 1N 1973

Next year—1973—will be a busy bargaining period. Major collective
bargaining contracts for at least 4.1 million workers are subject to
renegotiation during the year (compared with about 2.6 million in
1972). Many of the contracts expiring in 1973 have escalator clauses.
Among them are the manufacture of electrical machinery, motor
vehicles and farm equipment, and trucking. Some expiring contracts,
notably in electrical manufacturing, do not provide for a cost-of-living
Teview in 1973. ‘

ConNcLusION

Assuming that prices do not rise at a runaway rate, there does not
seem to be evidence that cost-of-living escalation is inflationary.
Rather, there is a presumption that it leads unions to accept more
Teasonable settlements than if they felt they needed to include an
inflation hedge. '

Regardless of the assumptions as to whether escalation results in at
least as rapid increases in wage rates as would occur in its absence, any
policy decision about escalation or indeed the advisability of any policy
.decision to maintain real wages in a control period should consider
whether the emergency will permit protection of workers’ real wages.
In some periods, such as a war time emergency in which resources must
‘be diverted from consumer needs, all sectors of the economy except
possibly those below the poverty line should presumably share the cost
of this diversion.” The Council of Economic Advisers in its 1967 report

:also pointed out: : .

That some part of the advance of consumer prices represents a transfer of income
‘to public uses. . . . If every group attempted to offset the burden of . . . higher
indirect taxes by a compensatory rise in money incomes, no transfer of real re-
ssources to public purposes could be achieved.2? .

Unless the emergency is such as to require drastic reductions in real
income, however, control policies should probably recognize the fact
that it is more difficult for the average worker to hedge against iriflation
than for those who obtain income from investment in equities.

If cost-of-living escalation is considered desirable, control policy
must permit workers who adopt escalation to receive large enough
‘increases in the event of rising prices to warrant their giving up part of
the increase they could receive without escalation. Workers will proba-
bly not gamble on an escalator clause unless it gives them a chance of a
-significantly larger total increase in pay if prices rise than they could be
guaranteed regardless of what happens to prices. .

Any decision regarding escalation policy presumably should also
consider the frequency of permissible adjustments. Theoretically, the
Jess frequent the cost-of-living reviews, the less their inflationary
potential. On the other hand, the less frequent the adjustments that
-are permitted, the less willing unions may be to adopt escalation, or at
Jeast the larger the initial guarantee they will expect.

2 See H. M. Douty, “Living Costs, Wages, and Wage Policy,” Monthly Labor Review, June 1967.

22 Council of Economic Advisers, Economic Report to the President, January 1967,




THE TRADE-OFF BETWEEN WAGES AND FRINGE
BENEFITS UNDER CONTROLS

By CuarLes V. CiccoNg *

This paper has two major premises. First, current wage stabilization
policy must deal explicitly with fringe benefit expenditures which,
in the aggregate, are exhibiting a long-range and persistent upward
trend both as a proportion of employer labor costs and of total na-
tional income. Second, wage stabilization policy should be designed
so that new benefit plans may be implemented and existing programs
liberalized for lagging sectors of the labor force. While present stabili-
zation policy takes these factors into consideration, the conclusions.
reached in this study indicate that a bulge in total compensation
increases could be generated by present Pay Board fringe benefit
policy in the coming year. Therefore, any plans to further liberalize
employee benefit provisions of the present stabilization program.
should be carefully weighed by the Administration, the Pay Board and
Congress.

Historical aggregate income data show that the ratio of fringes to-
wages has steadily increased over the past 24 years. (See Table 1.)
However, while long-term trends in the Nation’s wage bill are evident.
in these data, little is learned from aggregate figures about the shifts.
taking place within the package of fringe benefits or among the
different sectors of the work force. Focusing on such shifts will add.
to the body of knowledge essential to an effective analysis of stabiliza--
tion policy.

This paper first reviews the movements of aggregate wages and.
fringes since 1949 with particular attention to past wage control
years. Moving to more current data, the paper explores the movements.
of the past several years among the several types of fringes in the total
benefit package, especially changes among employee benefits for
which liberalized control standards have been set under the Economic
Stabilization Act Amendments of 1971. Finally, the interrelation
between current wage control policy and the ratio of benefits to wages
will be examined. -

A major obstacle to meaningful analysis of employee benefit
growth, and the impact Pay Board policy has on this growth, is the
lack of a commonly accepted definition of employee benefits. In
this paper, employee benefits will be referred to interchangeably as
“supplements to wages,” “fringe benefits,” and “employee benefits.”
When national income data are used to discuss historical growth
patterns, these figures refer to all payments made to emf)lovees
including overtime, holiday and leave pay, shift differentials, produc-
tion and nonproduction bonuses, and employer contributions for
legally required social insurance programs.

*Congressional Research Service, Library of Congress.
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t

A second -obstacle is the different statistical procedures used by
surveying agencies both in and out of government. “‘While essentially
measuring the same items, different computation methods produce
varying results. For example, employee benefits expressed, by BLS and
the” Department of Commerce as a percent of total compensation
produces a measurement which is not strictly comparable with the
same benefits expressed as a percent of wages and salaries alone.! To
add to the confusion, the newest agency involved in measuring fringe
benefit increases—the Pay Board—has its own statistical techniques..
Bound by the statutory provisions of the Economic Stabilization Act
to treat separately certain groups of fringe benefits, the Board
caleulates one combined percentage increase figure for wages, salaries
and those benefits for which immediate costs are imposed on employers
such as premium pay, paid leave, severance pay and nonproduction
bonuses. Another increase figure is computed for benefits generating
deferred incomes for employees such as private pension plans, in-,
surance programs and savings plans.? The increase for each group is
then measured as a percent of the applicant’s existing base hourly
compensation rate which includes wages and fringes but not legally
required payroll deductions. , : .

Because the principal focus of this discussion is Pay Board fringe
benefit policy, the Bureau of Labor Statistics data of all nonlegally
required expenditures by employers for fringes (leave, private benefit
plans, and premium pay), arranged according to Pay Board classifica-
tions, have been resorted to. Tables 4 and 5 list the specific types of
benefits under the categories used by the Pay Board. -

Fringe BEnEFITS: BoOoN AND BURDEN -

Ever since World War II, fringe benefits have undergone con-
siderable change and rapid expansion and are now a large and im-
portant part of the Nation’s total compepsation package. Prior to
1935, however, the usual social burdens of life were shouldered almost
‘solely by emgloyees with little, if any, help from government or private
employers. Planning personal economic security became an increass.
ingly difficult task as the swings in business conditions became more’
volatile in the midst of a highly industrialized society. After passage
of the National Labor Relations Act and:the Secial Security Act i’
1935, employees were extended a modicum of protection against the
hazards of old age and temporary unemployment. Spurred on- by
government leadership and employer practices during World War 11
when, under wartime wage controls employers were more willing to
expand fringe benefits, unions began to give wage supplements higher
priority in their negotiations with employers. In 1948 and 1949, the
court’s interpretations of the National Labor Relations Ag¢t that
pensions, retirement, health and insurance plans were mandatory
bargaining issues gave organized labor’s quest for increases in.
privately provided protection plans added impetus.? '

b 1 Téﬁe latter procedure is used by the U.S. Chamber of Commerce in its biennial survey of employes
enefits.
2 The first group is referred to by the Pay Board as “includable”’ benefits while the second is called “quali-
fled” benefits. These separate benefits are discussed more fully on pp. 349-3£0.

3 Inland Steel v. NLRB, 1048, for pension and retirement plans, and W. W. Cross & Company v. NLRB,
'1949, for health and insurance plans.
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As time passed, more and more employers began to view workers’
health, safety and economic welfare as a legitimate concern of the
firm and were more willing to accede to the wishes of labor regarding
benefits. To the extent that improved fringes relieved the clamor for
wage increases and the health and overall well-being of workers im-
proved productivity, employer resistance was reduced even further.
Finally, with a growing share of the Nation’s income going for benefits
with no leveling off in sight, employers and policy-makers became con-
cerned with the impact wage supplements have on wage costs and the
economy in general.

AcerEGATE TRENDS IN WaGES AND FrINGE BENEFITS: 1949 TO 1972

Using national income data, Tables 1 and 2 show the growth and
change 1n the structure of total compensation for all employees for the
past 24 years. Between 1949 and 1972, total compensation grew from
64.8 percent of national income to 75.7 percent. While total compen-
sation expanded from $141 billion in 1949 to $697 billion in 1972,
supplements to wages and salaries increased their share of total com-
pensation from 4.6 percent ($6.5 billion) in 1949 to 11.1 percent ($77.8
billion) in 1972. Notice should be taken of the unique expericnces of
1952 and 1964 in which supplements receded as a percent of total
compensation—the first occuring during the 1950-1953 wage-price
control period, and the other in the middle of the 1962-1966 voluntary

TABLE 1.—THE GROWTH AND CHANGING STRUCTURE OF TOTAL COMPENSATION 1949-721

[Doltar amounts in billions]

Supplements to wages and

salaries 2
Total compensation

Percent of
Percent Wages total
National of National and compen-
Year income Amount Income salaries Amount sation
1949 . $217.5 $141.0 64.8 $134.5 $6.5 4.6
1950 ... 241.1 154.6 64.1 146.8 7.8 5.0
278.0 180.7 65.0 171.1 9.6 5.3
291.4 195.3 67.0 185.1 10.2 5.2
304.7 209.1 68.6 198.3 10.9 5.2
303.1 208.0 68.6 196.5 11.5 5.5
331.0 224.5 67.8 211.3 13.2 5.9
350.8 243.1 69.2 221.8 15.2 6.2
366.1 256.0 70.5 238.7 17.3 6.7
367.8 257.8 70.0 239.9 17.9 6.9
400.0 279.1 69.8 258.2 20.9 7.5
414.5 294.2 71.0 270.8 23.4 7.9
427.3 302.6 70.8 278.1 24.6 8.1
457.7 323.6 70.7 296.1 21.5 8.5
481.9 341.0 70.8 311.1 29.9 8.8
518.1 365.7 70.6 333.7 32.0 8.7
564.3 393.8 69.8 358.9 35.0 8.9
620.6 435.5 70.2 39%4.5 41.0 9.4
653.6 467.2 71.5 423.1 44.2 9.5
711.1 514.6 72.4 464.9 49.7 9.6
766.0 566.0 73.9 509.7 56.3 9.9
798.6 603.8 75.6 541.9 61.9 10.2
855.7 644.1 75.3 573.5 70.7 11.0
922.1 697.8 75.7 620.6 77.8 1.1

1 2d quarter, 1972, annual rate, seasonally adjusted. i X L
2 Employer contributions to social insurance, private pension plans, health-welfare funds, compensation for injuries,
directors’ fees, military leave pay, and other similar items.

Source: U.S. Department of Commerce, National income accounts.
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TABLE 2—NATIONAL INCOME, COMPENSATION TO ALL EMPLOYEES, AND SELECTED ECONOMIC INDICATORS,
YEAR-TO-YEAR PERCENTAGE CHANGES, 1949-72t :

Supple- .
ments.to Compen-
Total Wages wages CPl, Output sation
: National compen- and an all per per
Year income _ sation salaries salaries 2 items man-hour3 man-hour
—-3.0 0 -.7 12.1 -1.0 3.2 2.9
10.8 9.6 9.1 20.0 1.0 6.4 5.5
15.3 16.9 16.5 23.0 7.9 2.0 8.7
4.8 8.1 8.2 6.2 2.2 .9 5.5
4.6 7.1 7.1 6.9 N 2.9 5.6
—.5 —.5 —-.9 5.5 .5 2.3 3.2
9.2 7.9 1.5 14.8 -.4 4.4 3.5
6.0 8.3 7.8 15.1 1.5 —.5 5.8
4.4 5.3 4.8 13.8 3.6 2.2 5.7
.5 .7 .5 3.5 2.7 2.5 3.8
8.7 8.3 7.6 1.9 .8 3.4 4.3
3.6 5.4 4.9 12.0 1.6 1.3 4.1
3.1 2.8 3.0 5.1 1.0 3.0 3.2
7.1 6.9 6.5 11.8 1.1 4.5 4.0
5.3 5.4 5.1 8.7 1.2 3.1 3.6
7.5 1.2 7.3 7.0 1.3 3.7 4,7
8.9 1.7 1.5 9.4 1.7 2.9 3.7
10.1 10.6 9.9 17.1 2.8 3.5 6.1
5.3 7.3 7.2 7.8 2.9 1.6 5.7
10.3 10.1 9.9 12.4 4.2 2.9 7.3
1.7 ©10.0 . 9.6 13.3 5.4 —-.2 6.9
4.2 6.7 6.3 9.9 5.9 ~.8 7.0
7.1 6.7 -5.8 14.2 4.3 3.4 6.9
1.7 8.3 8.1 10.0 43.0 6.2 55.6
323.9 394.9 361.0 1,096.9 75.8 85.6 218.1

1 2d quarter 1972, annual rate, seasonally adjusted. | Lo L

2 Employer contributions to social insurance, private pension plans, health-welfare funds, compensation for injuries,
directors’ fees, military leave pay and other similar items. . !

3 Total private nonfarm industries, .

4 luly 1972 annual rate, seasonally adjusted.

5 Preliminary.

%ource: U.S. Department of Co;nmerce, National Income Accounts, and Bureau of Labor Statistics, U.S. Department of
or. - k

"

wage-price guidepost years. These two instances notwithstanding, the
change in the mix between wages and supplements during the control
and the guidepost years as a whole, as well as for the overall 24-year
period, has been drastic indeed. ' .

As Table 2 indicates, supplements to wages and salaries increased in
each of the 24 years by varying annual percentages. In only 4 years—
1952, 1953, 1959 and 1964—were the annual rates of increases in sup-+
plements exceeded by the rates of increases in both total compensa-
tion and wages and salaries. For the full period, supplements grew
more than eleven times while national income, total compensation, and
wages and salaries each grew approximately 3 to 4 times their 1949
- dollar levels. ,

Reviewing the compensation figures of the national income data
presented in Tables 1 and 2, as well as Charts 1, 2 and 3 (the latter
comparing levels of supplements as a percent of total compensation
with year-to-year changes in (@) the Consumer Price Index, (5) Out-
put per Manhour, and (¢} Compensation per Manhour) there appears
to be little direct overall correlation between the prevailing state of
the economy and the increasing ratio of supplements to wages. It may
thus be concluded that supplements have generated a momentum of
their own which seems to be carrying them upward through periods
of expansion, recession, inflation and controls. Factors contributing to
this thrust will be examined in this paper.
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Although the expansion of wage supplements has been going on for a
quarter of a century, a large portion of American workers are still not
covered by most benefits. For example, in 1968, 45 percent of all
workers in’ the total private nonfarm economy were in groups for whom
no expenditures were made for retirement plans—one of the faster

rowing fringe benefits. In addition, benefit coverages vary widely
Tom one industry division to another. Workers in trade and service
industries in particular lag far behind others while employees in other
segments of the workforce enjoy high levels of particular coverages.
For instance, in mining four-fifths of the employees were in units for
whom retirement expenditures were made in 1968. In construction,
fringe benefits really began to spread as late as 1959. In that year
supplements to wages constituted on the average only 2.25 percent
of negotiated union rates. During more recent years, however, the rise
in fringes in construction trades has been rapid, rising to seven percent
of wages in 1968. Robert G. Rice’s 1965 study shed considerable light
on the issues involved in attempting to identify determinants of the
historical growth of private wage supplements in America.*

Rice investigated, by simple and multiple regession analyses, the
effects on the growth of supplements of (2) preferential tax.treatment,
(b) savings on group purchases, (c) avoiding manpower turnover, and
(d) unionization. Examining each singularly and in combination with
each other, Rice verified many of the conclusions reached by survey
data. Essentially, his report suggests that the American progressive
tax system and favorable tax laws applicable to some fringes, together
with group purchase savings, has favored an increase in supplements
in proportion to wage levels in individual firms. In essence, Rice’s
study shows that individual utility maximization is a significant factor
in the movement of wage supplements as a percent of the total wage-
fringe package. )

Rice’s findings combined with results of BLS surveys have been
used as propositions upon which the analyses conducted in this paper
were based. Essentially these are: (a) the larger the firm, the greater
the benefit expenditures relative to wages; (b) the higher the level of
earnings, the higher the ratio of benefits to wages; and (c) the greater
the degree of unionization, the higher the proportion of compensation
devoted to fringes and certain types of benefits.

Ture LEssoNs or 1950-1953

During the early part of the 1950-1953 wage-price control period,
a “cost-package’” approach was initially taken by the Wage Stabiliza-
tion Board. Under this procedure, a common standard was set for all
compensation increases. Accordingly, wages, salaries and all other
forms of compensation could be increased if the total increase did not
exceed 10 percent of the firm’s compensation level in effect during the
payroll period nearest January 15, 1950. Fringe benefit increases
therefore could be granted only if they were charged off against the 10
percent standard.

In June 1951, the “cost-package” approach was replaced by an
“grea-industry practices” concept. This meant that, after the middle

M‘ Ro%%rt G. Rice, “Skill, Earnings and the Growth of Wage Supplements,” American Economic Review
ay 1966. ’
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of 1951, five major fringe benefits (vacations, holidays, shift differ-
entials, overtime and call-in pay) were to be ruled on by the Board
according to the level of similar fringes prevailing in the appropriate
industry or area. No longer could fringe benefit costs be offset against

‘the general 10 percent standard. After considerable confusion devel-

oped over what should be done about other types of fringes, the
area-industry practices criterion was extended to all fringes with some

-exceptions made for those imposing “‘minor costs,” those “unique to

the firm,” or those generally held to be ‘“‘not unstabilizing.” In the
absence of specific definitions, fringe policy was naturally prone to
conflict. When the issues were left largely unresolved by the Board,
decisions were made more on a case-by-case basis rather than on the
basis of established policy.?

The historical report issued by the Wage Stabilization Board
emphasized the limitations of its statistics both for fringes and for
wages. Primarily, the limitations were based on the fact that decisions
made by the Board applied to entire cases and not just to specific
fringe issues. Thus, while approval rates for fringes were included in
the Report, separate cost data for wages and fringes were omitted.
This apparent shortcoming of the Board’s operation did little to
ameliorate the long-standing controversy (even at that point in time)
over the impact growing fringe benefits were having on the economy.
Hindsight provided by the 1950-1953 experience, plus the current
availability of more sophisticated computer hardware and pro-
gramming techniques, should have influenced the choice of processing
and analytical procedures used by the present Pay Board.

THE 1962-1966 VoLUNTARY WAGE-PrICE GUIpEPOST PROGRAM

During the years 1962 through 1966, the voluntary wage and price
guidelines policies of course had far less impact on fringes than the
policies of the 1950-1953 period. Although President Kennedy in-
cluded fringe benefits in his announcement of the general guideposts
for wages,® no further policy was enunciated on this issue. In effect

‘then, while compensation per man-hour remained generally in line

with productivity, and price increases during most of these years were
small, industry leaders and labor representatives were free to change
the mix of wages and fringes in the total compensation structure.
National income data for 1962 through 1966 show that, in the aggre-
gate, labor and management did in fact change the proportion. As
total national income increased strongly in the 1962-1965 period,
total compensation retained its proportionate share of all income gen-
erated by the economy. However, in these same years, wages and
salaries declined as a percent of total compensation while supplements
grew from 8.5 percent in 1962 to 9.4 percent in 1966.

Wace anxp BexeriT Poricy UxpeEr Prask 11

Under Phase II control policy, the Pay Board processes applica-
tions for wage and benefit increases by using the “sum-of-the-per-

4 See “Wage Stabilization Program 5950-1953,” Volumes T, IT, Wage Stabilization Board, Economic Sta-
bilization Agency, June 30, 1953, for a detailed history of the program. Also, a concise hut highly informative
summary of controls and fringes during this period is Gertrude G. Schroeder’s ““The Stabilization of Fringes

“under the 1951-1953 Wage Control Program’’ in The Southern Economic Journal, January 1955.

¢ Economic Report of the President, 1962,
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centages” method of computation (except for cost-of-living escalator
clauses). Under this method, base hourly compensation is established
for the base period. Base hourly compensation, as computed by Board
rules, includes wages and salaries, “includable’” fringe benefit costs,
and “qualified” fringe benefit costs but it excludes all legally required
payments such as those made by employers for social security, rail-
road retirement, unemployment, workmen’s compensation programs
and others. In addition, any increases in payments made by employers
to fund existing levels of “qualified” benefits-are not counted as part
-of wage increases.” . .

Requested wage and benefit increases are separated.into two cate-
gories; (1) wages, salaries and “includable’” benefits, and (2) “quali-
fied” benefits. : '

The combined wage and “includable” benefit increase is computed
as a weighted (by the number of employees affected) percentage of the
base compensation rate and is subject to the 5.5 percént general wage
standard. This rule leaves little room for shifts from wages to “includ-
able” benefits. However, the “qualified”’ benefit increase is separately
computed as a percentage of the base rate and it is subject to three
special liberalizing standards especially established for such benefits
thus making the possibility for trade-offs between wages and ‘“‘quali-
fied’’ benefits much greater. Consequently, this paper will concentrate
on the movements between the sum of wages and “includables’” on the
one hand and “qualified” benefits on the other. .

The distinction made by the Board between types of benefits relates
to its overall approach to fringe benefit policy—a policy established
by legislative action which liberalized increases for “qualified” bene-
fits. In the Economic Stabilization Act Amendments of 1971, Con-
gress imposed on the President a requirement to give special considera-

" tion to certain forms of employee bénefits.® While the Act granted the

President overall authority to control wages and salaries including
““any insurance and other fringe benefits,” Section 203(g) specifically
excluded from wage controls increases in employer contributions to
(a) any pension, profit sharing or annuity and savings plan meeting
certain stated requirements of the Internal Revenue Code,’ (b) any
group insurance plan, and (¢) any disability and health plan. How-
ever, in order to avoid the creation of an open-ended exemption a
“coda’ was added to this section of the law. According to the Act,
“qualified’’ benefit increases were to be limited by a judgment to be
made by the President that such contributions are not “unreasonably
inconsistent with the standards for wages, salary, and price increases”
issued under the Act..

Interpreting this provision of the law as a Congressional mandate
to limit increases allowed under the “qualified” benefits exemption,
the Pay Board, on February 23, 1972 (more than three months after
the start of Phase II), set three additional “qualified’” benefit stand-
ards.!® In the first of these, the Board ruled that a 0.7 percent increase

7 Because the Pay Board receives reports of wage and benefit increases only, and only from Category I
and IT units, a large majority of pay and benefit decisions are not subject to the Board’s statistical input
nor its serutiny. Also, while the construction industry is generally covered by the same standards, unionized
construction cases of firms of any size are reported to and acted on by the Construction Industry Stabiliza-
tion Committee. :

8 Public Law 92-210, December 22, 1971, Section 203 (g). )

9'Sections 401(a), 403(b) and 404(a)(2), Internal Revenue Code of 1954. Generally, unfunded or pay-os-
you-go plans are not included in *“‘qualified” benefits. . :

10 Pay Board Regulations, Section 201.58(d), “Qualified Benefit Plans.”
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in employer contributions for new or improved ‘“‘qualified”’ benefits:
would not be unreasonably inconsistent with the goals of the stabiliza--
tion program. In effect then, the general wage standard was raised.
from 5.5 percent to a basic 6.2 percent for a combined wage-fringe-
package. The 6.2 percent increase level for the package is therefore:
applied to any request for increases, without special qualifications, as.
long as the additional 0.7 percent is for those fringes listed under the
“qualified”” benefits provisions of Section 203(g).

Realizing that the 0.7 percent standard might inhibit the imple-
mentation of new plans or the liberalization of existing ones among
workers for whom such benefits are lagging, the Board made two
exceptions to the basic 0.7 standard. In the first, a “catch-up” 1.5
percent increase standard applies to those employees whose “qualified’”
benefits have increased less than one-half percent over the last three
vears. In these cases the differences between the total percentage re-
ceived for the three years and 1.5 percent can be added to the 0.7-
percent basic benefit increase. Thus, under this exception, it is possible
for a wage-fringe package increase to be as high as 7.7 percent in any
one control year.!!

The second exception is an option that may be taken by employers
instead of the .7 percent basic or the 1.5 percent “catch-up’’ standards.
In this exception, a requesting unit may apply up to an additional 5.
percent increase for new or improved “qualified” benefits if these
benefits comprise less than 10 percent of the unit’s total base compen--
sation. The allowable increase for a qualifying unit, according to the
exception, would then be the difference between what its level of
“qualified” benefits is and the 10 percent limit, subject to & maximum
one-time increase of 5 percent (until the 10 percent level is attained).
In cases where the full 5 percent is allowed, the wage-fringe package
can be the total of 5.5 percent under the general wage standard plus
5.0 percent in “‘qualified fringes”” granted under this exception.

Moreover, the Pay Board’s definition of the “first control year’”
demonstrates an additional liberal aspect of wage-fringe policy even
though its impact on fringe escalation may be minimal. When the
anniversary date of a union-bargained contract falls prior to Novem-
ber 14, 1972, the first control year can be less than 12 months. There-
fore, it is possible for some unionized firms to apply for two increases
in one calendar year. However, because it is highly unlikely for a union-
ized firm to have a level of ‘“qualified” benefits much less than 10
percent of total compensation (other than perhaps recently organized
firms), the maximum allowable increase of slightly more than 21
percent in combined wages and benefits in one calendar year under this
rule is rarely if ever approached.!?

On the other hand, employers exempted from controls and non-
reporting firms, believing these policies to be within the Board’s
standards, may grant similar increases without notifying the Board.
Consequently, the total impact these and other possibilities for above-
standard package increases have on the level of wages throughout
the economy during the control period will not be known for some time.

1 In this example, as in all others cited, other possible wage increases exceeding the 5.5 percent general
wage standard have not been considered.

2Tn the hypothetical unionized firm with no “qualified” benefits at all, the 5.5 percent general wage
increase plus the maximum 5 percent “‘qualified”” benefit increase could be applied for in two consecutive
short control years hut in the same calendar year. Compounded, these two increases would result in a one
calendar year wage-benefit raise of more than 21 percent.
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BLS does report average increases in negotiated contracts for wages
-and benefits, but these are for large unionized firms only. In addition,

BLS computing procedures differ from those of the Pay Board which

:makes comparisons of data published by each agency difficult, at best.

An important facet of employee benefit control policy is its rela-
tionship to the rate of inflation in the economy. Employer expendi-
tures for wage supplements can be viewed from several perspectives.
First, some employee fringes benefit the employer as well as the worker.

Vacations, rest periods, health care and improved worker morale

generated by a generous fringe package can pay off in lower absen-
‘teeism, higher company loyality, lower turnover and generally greater
overall operating efficiency. To the extent that output per manhour
of work increases, the employer shares in the benefits of the fringe
package.

P Secgnd, all employee benefits do not always place immediate addi-
tional funds in the pockets of workers. For example retirement,
pension, health and life insurance, thrift and savings plans are deferred-
ancome generating fringe benefits.”® While funding these plans imposes
a cost on the emplover and therefore affects product pricing, it does
not ordinarily increase the worker’s present purchasing power. On the
other hand, direct income-producing benefits such as overtime and
other premium pay rates and pay for work not performed (e.g.
vacation bonuses, additional vacation days, holidays, sick leave and
other personal and civic leave) impose a greater cost on employers with
little 1mmediate returns in increased productivity.* In these cases
.employer expenditures have a two-pronged effect on the economy:
(1) they increase labor costs leading to possible increases in product
prices; and, (2) they increase workers’ incomes leading to possible
increases in consumption expenditures. To the extent that a worker’s
personal outlays for coverages provided by the benefit package are

-Teduced, or he sees a lesser need to save, his consumption expenditures

may increase. The extra leisure time provided by the package may
.also cause additional worker expenditures and add to overall consumer

.demand.

During periods of wage-price control, the additional costs of

.deferred-income (“qualified”’) benefits will normally have a lesser im-

pact on prices than direct income-producing benefits (“includables”).

However, any massive shift to the former made possible by a loosely
.enforced more liberal standard could cause total compensation
-increases to exceed stabilization plan targets.

Several points regarding current wage-fringe poiicy are worth

noting. The first deals with the basis upon which the three levels of

“qualified”’ benefit standards were determined. Setting the ‘‘unrea-

.sonably inconsistent” standards on ‘‘qualified” benefits was based on

the rationale that expeditures for fringes, as do those for wages and

_salaries, have a direct impact on costs and therefore, an upper limit
for increases should be set to prevent total compensation levels from
skyrocketing. However, any statistical justification for the numerical

level of the 0.7-percent basic fringe standard was hard to come by.

13 These are benefits treated more_liberally by the Pay Board in present wage control policy under the

““qualified’” benefit standards.

1 As noted above, effects of improved worker morale and well-being may add to individual output but

:this must be measured against a smaller manhour worked total. .
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Because the standards were set while the Board was still tripartite
(and therefore required the approval of Labor members), they could
have been arrived at as a compromise figure after several in-house
bargaining sessions among all Board members.

On the other hand, the 10-percent maximum “qualified” benefits
limit was predicated on what was taken by the Board to be the average
prevailing rate for these fringes in the total economy. The Board relied
on existing employees benefit survey data, particularly figures collected
and reported by the United States Chamber of Commerce in its latest
biennial survey.'?

Another point is that the 0.7 percent “qualified” benefit standard is
cumulative and, to the extent that all or part is not utilized in one
¢ontrol year the unused portion may be added to the 0.7 percent
allowed 1n the next control year. In addition, a further shift to benefits
is made possible by a Pay Board rule which allows an employer to
apply any anused portion of the 5.5 percent general wage increase to
further increase “qualified” benefits.

On the other hand, wherever relative values for fringe benefits must
be maintained, cost increases for these benefits rise automatically
when wages go up. Raw survey data showing increases in costs for
wage-tied benefits may be misinterpreted as shifts to fringes. The
Board does not charge these increases against the standards. Under
present procedures, the Pay Board applies a factor for smaller firms
which discounts the roll-up or secondary effects of changes in wage
rates on “included’” benefits but not for “qualified” benefits. For these
latter fringes, the Board applies another factor to adjust upward the
BLS data so that averages applied against general wage standards
will be more representative.

Because the population of workers under the direct jurisdiction of
the Pay Board has been substantially limited by statutory exemptions
and Cost of Living Council policy, the impact Pay Board policy has
on total fringe benefit growth throughout the economy may be difficult
to determine—at least in the shortrun. First, the low-wage exemption
provision of the Economic Stabilization Act caused the Cost of Living
Council to exclude from wage controls all workers earning less than
$2.75 per hour.!® Second, in May 1972 about 5 million small firms
employing a total of approximately 19 million workers were exempted
from controls by the Council. Together, these two exemptions released
from controls approximately 35 million workers.

The low-wage and small business exemptions, and the nonreporting
rules for Tier II firros (those with less than 1,000 employees) removed
from the Pay Board’s statistical pipeline pay and fringe information
affecting more than three-quarters of all employees in the United
States. Yet employee benefit data clearly show that room for fringe
benefit improvement is larger among the lower-paid employees of
nonunionized, smaller sized establishments.

The rationale behind this policy is the belief that wages and fringes
for these employees do not move except in response to movements of
the larger, unionized, more concentrated industries in the economy,

15 Chamber of Commerce of the United States. Employee Benefits 1971, Washington, D.C. 1972, Although
considerable differences exist in the computation procedures used by the Chamber, by the Bureau of Labor
Statistics and by the Pay Board, the Chamber’s data were used as a guide in this determination.

18 The original level announced by the Cost of Living Council was $1.90 per hour. In response to a U.S.
District Court raling (Jennings v. Connally, USDC District of Columbia, 1972), the Council raised the
exemption figure to $2.75 in July 1972,
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and therefore, their control imposed an unnecessary administrative
burden on the Pay Board. However, even if smaller firms follow Phase
II standards on wages, they may be less inclined to do so with regard
to fringes. Considering the fact that generally, lower paid employees
in smaller firms are also less likely to be unionized, an increase in
wages and berefits for these workers—and any shifts from one to the
other—is more an employer option influenced to varying degrees by
a combination of general economic conditions, prevailing industry
and area practices, and the -degree of competition in the local labor,
market. While these forces play a major role in setting wage rates,
their impact_on fringe benefit decisions may be the reverse. That is,
when conditions are such that wage rates cannot be moved upward
easily, a conscious shift to less visible, less ‘immediate, and perhaps
less expensive fringe benefits may result. Because of this and other’
factors (e.g., worker incomes generated by benefit programs are
nontaxable and employer expenditures for fringes also receive favor-
able tax treatment), both employee and employer preferences in such
situations may coincide. On the other hand, employee preferences,
especially among lower-paid, less organized workers in smaller firms;
are likely to lean toward immediate wage increases rather than fringe
benefits at least until their economic conditions improve. However;:
the extent to which they can effectuate their wishes, in the absence of
market clout, is limited at best. If .the economic stabilization program
is to be based on control of concentrated industries and large unionized
sectors of the labor force only, then, at least where fringes are con-
cerned, policy makers ought to seriously consider the proposition that,’
without compulsion, followers follow Jeaders only when followers are
being led in the-direction they want to go. ' SR

The effect legally-required 'social insuranc¢e programs have -on the
interpretation of changes in private employee benefit programs should
also be considered. Although the expansion of legally-required social
insurance plans may inhibit the growth of some fringes (especially
among lower and middle-income earners), aggregate benefit data for
the past several years do not indicate a slow-up in the general growth
of non-legally required benefits. In Table 3, national income data for'
the period 1967 to 1972 for which legally-required social insurance
payments have been.deducted, still show a steady increase in the
proporticn of supplements to total compensation. Whether this trend
will continue, particularly among lower-paid workers, is.uncertain.
First, with changes both in the taxable base and contribution rates for
social security coverage, increases in payroll deductions were greater
for workers at the lower end of the wage scale. Recently enacted legis-
lation imposing still bigher future taxable base levels and contribution
rates will' cause payroll deductions to contihue to increase. Under these
conditions employees in lower pay levels may feel adequately covered
relative to their incomes and may not see a trade-off of wage increases
for benefits as being in their immediate best interest: To the extent
that private plans are contributory (requiring still further payroll
deductions), resistance to such programs among this group intensifies.
Again, how much power these workers can exert in the labor-manage-
ment negotiating arena will ultimately determine the rate of change
in the growth of their wages and fringes. o
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TABLE 3.—SUPPLEMENTS TO WAGES AND SALARIES, NATIONAL INCOME ACCOUNTS, 1967-721

Supplements less employer contributions

All Supplements 2 to social insurance
Year to year Percent of Percent of  Year to year Percent of Percent of
changes national total changes national total
Year (percent) income compensation (percent) income  compensation
................... 7.8 6.8 9.5 9.7 3.5 4.8
______ 12.4 7.0 8.6 11.4 3.5 4.9
........ 13.3 7.3 9.9 1.1 3.7 5.0
...... 9.9 7.7 10.2 14.6 4.0 5.3
...... 14.2 8.3 1.0 13.7 4.3 5.7
10.0 8.4 1.1 8.7 4.3 5.7

1 2nd quarter 1972, annual rate, seasonally adjusted. i
2 Employer contributions to social insurance and to private pension plans, health, welfare funds, compensation for

injuries, director's fees, military leave pay and other items.
Source: U.S. Department of Commerce, National Income Account.

Wage-FriNgE MovEMENTS DuriNg PrE-PuasE 11 PERIOD

In assessing the impact Pay Board policy has had on the fringe-wage
ratio, movements among fringes for several fairly recent years leading
up to the control program should be examined. Table 4 shows Bureau
of Labor Statistics total compensation and employee benefit data
for the total private nonfarm economy for the years 1966, 1968 and
1970. For purposes of this analysis and to enable comparisons with
present Pay Board procedures and policies, the data have been
arranged according to the Board’s classification of benefits (ie.,
“qualified” benefits and “includable’” benefits).

TABLE 4 —TOTAL COMPENSATION AND EMPLOYEE BENEFITS, ALL EMPLOYEES, ALL INDUSTRIES, PRIVATE NON-
FARM ECONOMY, 1966, 1968, AND 1970

|BLS data rearranged according to pay board classifications]

1966 1968 1970
1. Total compensation in doflars per hour worked. oo o oummmmaaiaaae $3.40 $3.89 $4.54
{I. Employee benefits (as a percent of total compensation)
A. Qualified benefits:
1. Private pension plans ¥ ___ et 2.5 2.7 3.0
2. Life, accident and health insurance plans__. 2.1 2.2 2.6
3. Savings and thrift plans_ .o ieianas 5-- .1 .2 .2
Total, qualified benefits_ .. ..o e iinas 4.7 5.1 5.8
B. Includable benefits:
1, Shift difterential___ oot 3 .3 .3
2. Overtime and other premium pay__.._.._. 2.1 2.1 1.7
3, Holidays. e cammmecme e 19 2.0 2.1
4. Vacations..........-- eccemm—————— 31 3.1 3.3
5, Civic and personal leave. ... ... .- 1 .1 .1
6. Vacation and holiday funds_.._........ .1 .1 .1
7. Sick leave_ .o ooaeeeo-- .5 .6 .7
8. Severance pay____.... I ® .1 .1
9. Severance pay and subsistenc (ﬂg @) (2
10. Nonproduction bonuses._.._.. 1 1.0
Total, “‘includable"’ benefits_ _ ..o oo aen 9.3 9.4 9.3
Total qualified and includable ..o 14.0 14.5 15.1

1 Includes data for qualified profit-sharing plans.
2 Less than 0.05 percent,

Source: Department of Labor, Bureau of Labor Statistics, biennial surveys, employee compensation in the private non-
farm economy.



For the 1966-1970 period, “includable’” benefits have maintained
a rather steady proportion ‘of total compensation both as a whole
(9.3 percent) and individually, with only small advances registered in
“vacations’’ and “holidays.” ' -

Table 4 also shows that “qualified”’ benefits increased’ as a percent
of total compensation in each of the three survey years shown, rising
from 4.7 percent of an average $3.40 per hour total compensation
rate in 1966 to 5.8 percent of a $4.54 average total compensation rate
in 1970. Clearly, the growth of ‘“‘qualified” benefits outpaced the
expansion in cther benefits since 1966 with large gains made in pensions
and insurance plans and little change in savings and thrift plans.
Charts 4 and 5 show thess rates of growth in graph form.

Table 5 deals with the growth of benefits for the same years in
the unionized sector and nonunionized sector. In this table, Bureau
of Labor Statistics benefit survey data for nonoffice employees in
union and nonunion establishments in the private nonfarm’economy
are also broken down according to Pay Board benefit classifications.
The figures show that benefits in both categories were higher for
unionized establishments, and the rate of growth between each
two-year period was also faster for unionized workers. In addition,
the same finding for the total private nonfarm economy regarding
the whole package of “includables” applied to both the union and
nonunion establishments—that is, most “‘includables” remained at a
fairly constant proportion of total compensation in each of the three
survey years (with actually a small decrease registered in the total
“includable’” package between 1968 and 1970.)

As for “qualified” benefits, these increased their share of total
compensation among unionized establishments at an even faster rate
than they did in the total private nonfarm economy. - ‘

The evidence presented in the 1966, 1968 and 1970 Bureau of
Labor Statistics durvey data indicates that the more recent trend in
the shifting proportion of benefits to wages appears to be comparable
to the one obsefved in the national income accounts for the overall 24
year period between 1949 and 1972. :

It also appears that, prior to-the imposition of wage controls in
November 1971, growth was more rapid among “qualified” benefits
than among other types of fringes. Yet these are the benefits ex-
empted from controls under the Economic Stabilization Act. (sub-
ject, of course, to the ‘“unreasonably ‘nconsistent’’ provision). The
picture presented by the data appears to justify the Board’s decision
to implement the ‘“unreasonably inconsistent’”’ phrase in the'Act by
settirﬁg specific standards for the faster growing ‘“qualified” fringe
benefits. ' : :

- FrineE BenNEFITS AND THE CURRENT PrROGRAM

The question still to be dealt with is: How have the more liberal
“qualified” benefit standards actually affected total wage-benefit
package increases during the current stabilization program? Searching
for a clue to an answer, the Pay Board made a valiant but somewhat
inconclusive attempt under difficult conditions. Because wage and
fringe benefit data were not routinely separated or analyzed, the Board
was forced to complete a pencil analysis of 103 new union-clesed cases

86—954—T73—pt. 2 9




"QUALIFIED" BENEFITS AS A PERCENTAGE OF TOTAL GOMPENSATION

(DOLLARS PER HOUR WORKED)

CHART 4

"INCLUDABLE" BENEFITS "QUALIFIED" + "INCLUDABLE"
AS A PERGENTAGE OF AS A PERGENTAGE OF
TOTAL COMPENSATION TOTAL GOMPENSATION

I

Private Pension Plans
4 Life, Accident, and Health Pians
Savings and Thrift Plans
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Source; Table 4
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CHART §

NATIONAL INGOME AGCOUNTS
SUPPLEMENTS TO WAGES AND SALARIES
AS A PERGENTAGE OF TOTAL COMPENSATION |,
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TABLE 5.—TOTAL COMPENSATION AND EMPLOYEE BENEFITS, UNION AND NONUNION ESTABLISHMENTS,
NONOFFICE EMPLOYEE COMPENSATION, PRIVATE NONFARM ECONOMY, 1966, 1968, AND 1970

[BLS data rearranged according to pay board classifications]

_ Union Nonunion '
1966 1968 1970 1966 1968 1970
-I. Total compensation in dollars per hour worked___ ... ______. $3.61 $4.21 $4.86 §2.32 $2.69 $3.08
Il. Employee benefits (as a percent of total compensation):
A. Qualified benefits:
1. Private.pension planst______________________ 2.8 3.1 3.4 1.2 1.2 1.4
2. Life, accident and health insurance plans______ 3.0 3.3 3.9 1.3 1.2 1.6
3. Savings and thriftplans______.___.__._______. .1 .1 .1 ()] ® 1
Total qualified benefits___ . ._._..._.______ 5.9 6.5 7.4 2.5 2.4 3.1
B. Includable benefits:
1. Shift differential__________ ... 7 7 .6 .2 .2 .2
2. Overtime and other premium pay. . 3.5 3.4 3.0 2.3 2.3 2.0
3. Holidays_______._____.__.._ 1.9 2.0 2.0 1.3 1.4 1.5
4. Vacations______.___ oo 3.3 3.3 3.4 2.0 2.1 2.2
5. Civic and personal leave. .1 .1 .1 @) .1 .1
6. Vacation and holiday funds. - .3 .3 .2 *) ) (?
7. Sickleave___..._.._... .3 .4 .4 .3 .4 .
8. Severance pay........ R - ® (O] 1 [Q] ] [Q]
9. Severance pay and subsistence_ it it .1 ) @) ).
10. Nonproduction bonuses_ ____.__.......______ .3 .3 .2, L0 7 .6
" Total, includable benefits__..__...__..___. 10.5 10.6 10.1 .1 1.2 7.1
C. Total, qualified and includ'able benefits...___._._.___ 16.4 17.1 17.5 9.6 9.6 10.2

1 Includes data for qualified profit-sharing plans.
2 Less than 00.5 percent.

Source: Department of Labor, Bureau of Labor Statistics, biennial surveys, employee compensation in the private

nonfarm economy.
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in Categories I and II received up to August 1, 1972. In the analysis,
the composition of base compensation for the 103 applications was
determined. Then rates of increases requested (but not necessarily
approved) were tabulated separately for (a) wages and “includable”
fringes, (b) “qualified” benefits, and (c) the total wage-fringe package.
Cases were divided between those received prior to April 1, 1972 and
those after that date. This separation was chosen to allow for lags in
communications that may have delayed application of the “qualified”
fringe benefit rule published by the Board on February 23, 1972.

Two computations were made. In the first, weighted averages were
used where the weights were the number of employees in the unit. In
the second, the more meaningful perspective of the individual case
represented by simple unweichted averages, was applied to see if
negotiations over fringes had changed from one period to the other.

In both procedures, the percentage increase requested for “qualified’’
fringes rose in the period after the standards were adopted. A quick
conclusion would be that shifts were in fact being made from wages
to fringes under the program. However, several comments should be
made regarding the Board’s analysis. First, tests for statistical
significance disclosed that the results of the analysis could have been
caused by random factors. Therefore, while suspicion still persists
that a real shift from wages to benefits is motivated by Pay Board
standards, the Board’s analysis must be considered iInconclusive.
Second, the point made earlier in this paper that the Pay Board
processes only applications for increases from nonexempted Tier I
and Tier II firms ' should be reemphasized here. Taking this into ac-
count, the number of cases analyzed in the study were relatively small,
involving only 246,019 workers in the pre-April 1 group, and 155,051
in the post-April 1 tabulations. Also, the figures refer to incremental
increases measured on the firm’s éxisting base benefit levels at the
time. Thus, how much of the actual economywide situation is re-
flected in the results obtained in so small a sample, regardless of
confidence degrees, is highly questionable.

The fact that little separate benefit and wage data have been re-
corded for convenient retrieval and more complete analysis indicates
that the lessons of the 1950-1953 Wage Stabilization Board experience
regarding data collection and processing were largely ignored. This
deficiency can be understood considering workload, stathng problems
and higher Board priorities. Nevertheless, the concern of the Board
has generated plans for computerizing all wage and benefit data on
a dollar-and-cents basis which will eventually facilitate separate
processing and analysis of both wage and benefit movements. One
would hope the new statistical procedure will come soon enough
to affect future decision-making in the application of wage-fringe
controls.

ConNcLUs1oNS AND SoME PROJECTIONS

Short of the availability of convincing statistical evidence con-
firming the belief that trade-offs between wages and benefits are
encouraged by present Pay Board policy and thus a potential exists

1 Firms in this grouping not granting increases or reducing wages and benefits, if such is the case, are not
heard from and therefore, are not part of the Board’s statistical workup.
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creases to go beyond general wage standards,
" the.. following. ‘conclusions- can -be “drawn=from » the' findings'i ofs sthis
pap.el»‘r:;- o C e e Cmpett st G g
a. There is a long history of a continuously rising fringe-wage
ratio which seems to respond more to individual (employee an
employer) desires than overall economic forces with added thrust
supplied by favorable tax policies, group-selling ‘practices, and
unionization.

b. “Qualified” benefits for which a special approach was enacted
to liberalize increases have a long history of growth and expansion
within the total fringe package. While increases in these deferred-
income generating benefits are normally less inflationary than
others, they still impose an immediate cost on employers and to
that extent they will be reflected in market prices; any large
shifts to “qualified” benefits motivated by a loosely administered
liberal set of standards can cause wage stabilization targets to
be missed.

. ¢. Exemptions and nonreporting policies have substantially
reduced the inflow of wage and benefit increase data to the Pay
Board, thereby reducing -the reliability of short-term fringe
benefit analysis. - ' : o :

d. Lower-paid workers, in smaller, nonunionized firms lag as a
whole in fringe benefit coverage. Exempted from wage and fringe
controls, their employers may push fringe increases rather than
wage increases especially if money wage raises are difficult to
come bv: because they are either exempted or nonreporting,
wage-benefit decisions among these workers are not immediately
known to the Board. ‘ ‘

- e. Wage and fringe controls for’ concentrated industries alone
may be a less effective pattern-setting technique to hold economy-
wide fringe increases in line than it would be to.limit increases
in wages more generally. e S - o

f. Recently enacted social security legislation increasing benefits
and payroll deduction may moderate benefit growth in the future
among some sectors of the labor market; to date, however, no
such moderation is evident. - C S

The findings of this study suggest a variety of possibilities for short-
term movements in fringe benefits under an extended period of con-
trols imposing the same or similar standards as the present program.

Under any circumstances, a certain rate of growth in fringe benefits
will normally be registered in response to the momentum generated
by past trends and the usual employee desires to maximize total com-
pensation increases. However, a shift in emphasis from wage to benefit
increases beyond the normal level could develop among labor nego-
tiators and workers in general. In this context, three national economic
indicators will play a major role: (1) price inflation measured by the
Consumer Price Index; (2) worker productivity measured by output
per manhour worked ; and (3) corporate profits after taxes. Considering
only the more obvious possibilities, the following picture emerges.

It prices under Phase IIT climb only moderately, then demands for
wage increase could stay within the basic wage standards with only
normal demands made for a better fringe package. However, should
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a.large: climb in CPI be registered under Phase III, then the lid on
wages imposed by controls will cause workers to seek major gains in
fringes to supplement their money wage increases. If, in addition to
substantially rising prices, corporate profits maintain their present
high levels and output per manhour also stays high, then pressure
for large fringe package increases will be even more severe.

Thus, wherever possibilities exist to go beyond basic standards they
will not be overlooked. Under these conditions, the liberal “qualified”’
benefit standards could be viewed as the “hole in the dike’” through
which labor will try to push average total compensation increases
beyond stabilization targets. In summary, should price controls be
only slightly less successful than hoped for, a moderate shift to bene-
fits may occur; should controls fail to slow down price increases en-
tirely, a major shift to fringes may result.

Under a successful period of price controls during Phase III, the
shift to fringes may not be abated either. If the objectives of price
controls are met and CPI levels off or increases in only small incre-
ments, labor may see its justification for large wage increases (short of
productivity-related boosts) evaporate. Frustrated by wage standards
and a somewhat stabilized economy, labor may switch its emphasis to
demands for less obvious and perhaps less costly fringe benefits to
make up for smaller advances expected in money wages. Under
reasonably stable prices, employers in the uncontrolied sectors of the
economy may also be motivated to urge benefit rather than wage in-
creases on their workers especially if they are influenced by wage (but
not necessarily fringe) pattern setters in the economy.

This thumbnail projection, although limited in time and scope,
suggests that expenditures for fringe benefits during a control period
extending present standards can rise under a variety of economic con-
ditions with the magnitude of the increases varying with the degree of
success or failure registered by the price control program. For most
controlled units, at the minimum, the full .7 percent basic “qualified”
benefit increase will be resorted to. For many smaller and lagging
units, organized or not, controlled or exempted, the 1.5 percent and
the full 5 percent (or any part thereof) “qualified” benefit exceptions
could be looked to as possibilities for ad vancing fringes. If the move to
“qualified” benefits next year is as large as suggested in this paper,
it may cause the Nation’s actual average wage-benefit package in-
crease, both under and outside the Pay Board’s legal and statistical
jurisdiction, to go beyond 5.5 percent with a real potential for it to
exceed even the 6.2 percent combined wage and “qualified” benefit
basic standards.

Considering the conclusions arrived at in this study and the possible
implications they may have on the success of wage controls during
Phase ITI, plus the announcement that organized labor will press for
non-wage gains during next year’s heavy negotiating ca[lendar,18
Congress, the Administration and the Pay Board should heed the
warning signals. At the minimum, present policy regarding fringes and
wages ought to be continued with a closer coordination established
between Pay Board and Price Commission operations. In addition, a
system to quickly survey wage and benefit movements among all sec-

B AFL-CIO Ne\\?s, October 14, 1972, page 5: An article headed by the caption, “Economic Controls
Trigger Shift: Unions Press Non-wage Gains in New Contract Negotiations.”
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tors of the economy, whether éontrolled or not, ought to be devised
which would supply the contro) agencies with current actual economy-
wide data. Measuring the actual rise in wage and benefit levels and
analyzing wage-fringe trade-offs while they are occurring are necessary
functions if stabilization policy is to be evaluated and if proper and
timely adjustments in the overall wage-benefit program are to be made.
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INTRODUCTION AND QVERVIEW !

During the latter stages of World War 1I, many Government
officials, economists, and others became increasingly concernéd
about the numerous problems associated with postwar economic
adjustment. Since the ending of hostilities would obviously bring
forth a major imbalance between aggregate supply and demand,
most economists feared that the economy might well revert to its
poor performance of the 1930’s. Consequently, most of their attention
was focused on how the nation could best keep its labor force and
industrial capacity fully emplecyed and thereby avoid a serious
downturn in economic activity. , ‘

This lack of confidence in the economy’s ability to recover from a
sharp reduction in defense spending was reinforced by memories of
the difficulties the economy experienced shortly after the end of
World War I. Following a period of continued expansion from late
1918 through the midsummer of 1921, the economy began to suffer
from the effects of overexpansion in various sectors of the economy
(especially in such areas as automobile production, construction,
agriculture, and foreign trade, along with the overextension of bank
credit) which in most instances was largely traceable to postwar
readjustment. These developments forced the economy into a brief
but acute depression, with production, employment and prices
falling off sharply. Following several months of deflation and general
slowdown in economic activity, there was firm evidence of recovery
by early 1923.2 ' ’

During and immediately after World War II, views differed widely
over how the nation could most effectively prevent a serious fall-off in
employment and income. But there was general agreement that the
Federal Government, because of the size of the wartime budget and the
added responsibilities given it to combat chronically depressed condi-
tions during the 1930’s, would have to play a more active role in the
economic life of the nation than in any time in the nation’s history.
Consequently, in addition to being asked to enact legislation designed
to meet the various needs of the economy during postwar conversion,
Congress after considerable study and debate-enacted into' law "the
Employment Act of 1946, which-for' the first time in history put
Congress on record as officially supporting the idea that the Govern-
ment of the United States must “* * * use all practicable means con-
sistent with its needs and obligations and other essential considera-
tions of national policy * * * to promote maximum employment, produc-
tion and purchasing power.” (Italics' added.) This Act, discussed in

t The Author would like to express his sppreciation to John B, Henderson, Chief of the Economicé Div%-

sion and Julius W. Allen, Senior Specialist in Business Economics for their helpful comments on this paper.
2 Harold Underwood Faulkner. American Econoniic History (7th ed.). 1954, pp. 603-605. vy
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greater detail in the next section, reflected the mood of the times. No
one wished to return to a period of high unemployment compar-
able to that of the 1930’s. In the year before the outbreak of World
War II, unemployment stood at slightly below 15 percent of the
total civilian labor force. At the war’s end unemployment stood at
the exceptionally low level of 2.0 percent. .

Though the Act did make reference to ‘“purchasing power”, a
review of the legislative history of the Act shows no clear connection
between this reference and the question of inflation. The -phrase
“maximum * * * purchasing power” apparently related to the flow of
spending needed to generate full employment without any direct
reference to the level of prices. _

However, the question of inflation did in fact become a pressing and
immediate concern of national economic policy at the-time the Em-
ployment Act was finally approved by Congress. Largely because of
the pressures of excess demand which were generated by stored-up
savings and the elimination of a large number of wartime controls on
production, consumption, and prices, inflation quickly became a
serlous national problem. On the other hand, wartime fears of large
scale unemployment did not materialize. :

The flare-up in hostilities in Korea brought about a second, yet
relatively brief wave of postwar inflation. On this occasion pressures
were generated principally by waves of scare buying and general
uncertainty about our military involvement.

Inflation again became a problem from April 1956 through July 1958.
Unlike the two earlier postwar inflations, which were generated by the
forces of excess demand alone, this period of mild inflation—frequently
characterized as ‘“‘creeping inflation”’—was not so severe in its effect on
the economy. Rising prices were confined to certain areas of the
economy, brought about mainly by the influences of monopoly or
near monopoly elements in markets for labor and final output, and
pressures generated by a number of structural difficulties in the
economy. Moreover, this period differed from earlier experiences in that
the economy for most of the time operated with considerable slack,
with unemployment becoming a serious problem during the last 12
months of this period.

In 1965, the economy for the fourth time since the enactment of the
Employment Act of 1946 entered another period of rising prices, which
proved to be the longest and most serious episode since World War I1I.
Inflation was largely the product of excess demand sustained by a
combination of excessive federal spending, lowered tax rates and
periods of excessive monetary stimulation from 1965 through 1968.
Excess demand pressures slackened appreciably after 1969, but
prices continued to accelerate through 1970—largely under the influ-
ence of cost-push pressures which were mostly the product of “catch-
up increases” in wages and prices and expectations of continued
inflation. It was not until well after the imposition of economic con-
trols in August 1971 that prices began to show clear signs of improve-
ment. By late 1972, the rate of inflation had been reduced substan-
tially from the 1970 rate; however, for a number of reasons few observ-
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ers of the economy were willing to declare the battle won against
inflation. . . : :

Unemployment, benefiting from-the strong pace of the economy
during 1965-1968, fell to around the 4 percent level in late 1965 and
remained near or slightly below this level through 1969. However, as a.
result of the mild economic recession in 1970, unemployment rose
sharply during 1970 and remained unacceptably high—around 6
percent—during 1971. Thus, for the first time during the postwar
period, the nation experienced both high level inflation and relatively:
severe unemployment, with the economy operating well below
capacity. Though the unemployment situation improved slightly.
following the adoption of the-New Economic Policy in August 1971,
the rate of joblessness at the end of 1972 was still above 5 percent.

In sum, as will be shown by this survey of economic policy, the
record of national economic policy in meeting the objectives of full
employment and relative price stability has been uneven. Since 1946,
Government policies have succeeded in maintaining both relative price
stability and reasonably full employment only in 1952, 1953, 1955,
and 1965. In all other years, one of three conditions has prevailed.
Low level unemployment has been associated with undésirably large
increases in the general price level. Secondly, by contrast, high level
unemployment has occurred mostly in periods when prices have been
relatively stable. Thirdly, the years 1958, 1970, 1971 and 1972 were
exceptional, in that the economy experienced both rapid price increases
and high or rising unemployment. ‘ :

Hence, it can be seen that economic policy has yet to achieve an -
assured, continuing, acceptable trade-off between full employment and.
inflation. , . .

Though this survey concerns itself mainly with the role of Govern-
ment economic policy during periods of inflation, it would be mis-
leading to conclude from this analysis that inflation has been a more
serious problem to the nation than unemployment. As noted above,
both have offered challenges to policy since 1946, but particularly:
since 1970 it appears that the economic cost of combatting inflation in
terms of the unemployment resulting from attempts to moderate it,
is increasing——a tough dilemma for future policy.

EmpLoyMENT Act OF 1946: A NEW Era 1x Ecoxomic Poricy ‘
Background

As it became increasingly apparent that World War 1I was coming
to a successful end, students of the economy, public officials and
Americans in general began to direct more of their attention to the
nation’s ability to make the transition from a wartime to a peacetime
economy. The end of the war would naturally result in the wholesale
cancellation of war contracts and millions of war workers would be
faced with the loss of employment and income. In addition, roughly
10 million men and women in military service would be returned. to
civilian status, greatly swelling the army of workers seeking jobs in
the civilian sector. : :
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Given these prospects, President Roosevelt more or less set the
stage for a new formulation of national economic policy in the post
war period when he said in January of 1944, that every American had
“the right to a useful and remunerative job.” In other words, full
employment of manpower and resources was to become a focal point
of economic policy both in war and in peace.

Planning for post war readjustment became widespread in govern-
ment circles as early as 1943. In 1944, the Twentieth Century Fund in
an organizational directory entitled “Post War Planning in the United
States’ reported that at least 35 Federal agencies were already engaged
in conversion planning. Interest was also widespread outside of govern-
ment. Thousands of businessmen, labor leaders, economists, farmers,
journalists and other interested citizens gave much time and thought
to the subject. As a result of these efforts, the Congress by the end of
the War had enacted into law a long list of Federal programs hopefully
designed to put the nation back to work with a minimum of dislocation.
Later in the fall of the same year, 1945, Fortune conducted a poll in
which it asked the question: “Do you think the Federal Government
should provide jobs for everyone able and willing to work, but who
cannot get a job in private employment?”’ 67.7 percent responded that
it should.?

During the war, restrictions had been placed on the production and
consumption of consumer goods, and on the construction of housing,
and there had been a corresponding reduction in plant capacity
suitable for civilian production. So, at the end of the war, in addition
to the manpower problem, the nation was faced with a huge backlog
of private and public demand. Financial savings of all individuals,
for example, increased sharply from $4 billion in 1939 to a little over
$41 billion in 1944.* Thus, there was both a great pent-up demand for
a wide range of consumer goods and services, and apparently an ample
supply of the means to pay for them.

The question facing the economy immediately after the war was
whether production could fulfill these needs of the consumer within a
reasonable period of time and thereby keep the economy from falling
into serious trouble.

Many conceded that the economy might very well recover in a
strong manner for a brief period after World War I1. The aftermath of
World War I had shown, however, that pent-up demand could generate
violent instability, asin the 1920-21 boom-and-bust, without achieving
an orderly rearrangement of the nation’s productive effort to meet
peacetime needs.

The great size of the necessary readjustment after World War II
threatened difficulties in the longer run too. Many still had serious
reservations about the economy’s ability to avoid a significant down-
turn in activity, once the forces of pent-up demand had played them-
selves out. With the memory of the dismal 1930’s clearly fixed in the
minds of most Americans, no one could confidently expect the economy
to avoid another serious downturn once postwar recovery was com-
pleted and the economy was allowed to operate on its own.

3 Stephen Kemp Bailey. Congress Makes a Law, the Story Behind the Employment Act of 1946. 1950, pp. 9-10,

4 In relation to total disposable income (personal income less personal taxes), personal savings increased
from 3.7 percent in 1939 to an all time high of 25.5 percent in 1944. Since World War II the annual savings
rate has ranged from a low of 4.3 percent to a high of 8.2 percent.
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Everyone was well aware of the fact that it was the War that had
pulled the nation out of a decade of depression. The Government had
been called upon during the decade of the 1930’s to construct a national

economic policy which would play a major role in getting the economy

back on its feet again. The fact that 9.5 million Americans or 17 percent
of the total civilian labor force were out of jobs in 1939 was a clear

indication that the Government had not proved itself able to change

radically the course of events before the beginning of the War.

Thus, toward the end of the War the question of full employment,
not inflation, was uppermost in the minds of most Americans. Although
most Americans strongly believed in maintenance of a free market
economy, they believed also that the government had an important
role in promoting economic stability and full employment. In . a
campaign speech given on September 21, 1944, Thomas E. Dewey
stated: “If at any time there are not sufficient jobs in private employ-
ment to go around, the government can and must create job op-
portunities, because there must be jobs for all in this country.”’”®

On January 22, 1945, a bill entitled the “Full Employment Act of
1945 was introduced by Senator Murray (D., Montana). In the
opening section it was declared that: “All Americans able to work and
seeking work are entitled to an opportunity for useful, remunerative,
vegular and full-time employment * % % gn any field of work.
Moreover, “* * * the Federal Government has the responsibility,
with the assistance and concerted efforts of industry, agriculture,
and labor and State and local governments and consistent with the
néeds and obligations of the Federal Government- and other essential
considerations of national policy, to assure continuing full employ-
ment * * *. In the event that continuing full employment could not
be maintained solely. by the efforts of the private sector of the economy,
% % * it is the further responsibility -of the Federal Government to
provide such volume of Federal investment and expenditure as may
be needed to assure continuing full employment.” °

Legislative Highlights

Although it is beyond the scope of this anal vsis to delve extensively
into the legislative history of the Employment Act, it would perhaps be
helpful to consider some of the legislative highlights that led to an act
on employment policy. Some months after its introduction by Senator
Murray, S. 380, during the period August 21 to September 28, 1945,
received close scrutiny by the Senate Banking and Currency Com-
mittee and in debate on the Senate floor. Following 12 days of Com-
nittee hearings, the bill was reported to the Senate on September 22.
The Murray proposal was reworded considerably; however, the
spirit, intent and scope of the measure were clearly maintained in the
bill as repoited. Although the bill contained no precise definition of
“full employment,” practically no one involved in the debate on the
bill ‘exhibited any real concern over the lack -of precision of the term.
It was generally understood that it did not mean complete -absence of
unemployment. In ‘the course of the Senate debate, Senaior

t C;(leiwress and the Nation, 1945-1964. Congressional Quarterly Service (Washington, D.C.), p. 345.
¢ Ibid,
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O’Mahoney observed ‘“‘the number of people emaployed in a free
economy may reasonably be expected to be a million or two million
or perhaps three million below the entire labor force, without doing
any harm to anyone.” ’

Following four days of debate, the Full Employment Act of 1945
was passed by the Senate by the overwhelming majority of 71 to 10.
Stephen Bailey in his study of the Employment Act, observed that
this particular bill was essentially “* * *’a modified version of the
original bill as far as the statements of policy were concerned, but the
substantive provisions were hardly touched.” :

Hearings on S. 380 and_two other bills (H.R. 2202 and H.R. 4181)
were held by the House Expenditures Committee, beginning on Sep-
tember 25, 1945 and continuing off and on until November 7. The bill
finally approved by the Committee was substantially different in
-wording and intent from the Senate passed bill. The title was changed
from the “Full Employment Act” to the “Employment Production
Act.” Moreover, in Bailey’s view, the Committee’s bill: ?

* # * rejected the fundamental principles of the Senate bill. It eliminated the
declaration of the right to employment opportunity, of federal responsibility for
full employment, the pledge of all the federal resources, including financial means
to that end, and the safeguard against international economic warfare.
~ For these it substituted a policy of aiming for a “high” level employment,
production, and purchasing power, and of trying to prevent economic fluctua-
-tion by expanding and contracting public works and loans, and avoiding competi-
. tion of government with private business enterprise. .

After two days of debate—December 13 and 14—the House voted
by a margin of 225 to 126 to approve the Committee’s bill. The bill
“was sent to conference on December 17 and no further action was
taken until next session.

Shortly after the beginning of the 2nd session of the 80th Congress,
the Senate and House Conferees began work on the measure and by
‘February 2, 1946, they agreed on a wording which followed closely
the House version of the bill. Given the title “Employment Act of
1946,” the proposed law provided that:

The Congress hereby declares that it is the continuing policy and responsibility
of the Federal Government to use all practicable means consistent with its needs
and obligations and other essential considerations of national policy, with the as-
sistance and cooperation of industry, agriculture, labor, and State and local gov-
ernments, to coordinate and utilize all its plans, functions, and resources for the

. purpose of creating and maintaining, in a manner calculated to foster and pro-
mote free competitive enterprise and the general welfare, conditions under which
there will be afforded useful employment opportunities, including self-employ-
ment, for those able, willing, and seeking to work, and to promote maximum em-

- ployment, production, and purchasing power. -

The Act also provided that the President submit annually to the
Congress an Economic Report setting forth:

(1) The levels of employment, production, and purchasing power obtaining
in the United States and such levels needed to carry out the policy declared [in
- the declaration of policy of the Act];
(2) Current and foreseeable trends in the levels of employment, production, and
purchasing power;
(3) A review of the economic program of the Federal Governient and a review
" of the economic conditions affecting employment in the United States . . . during

7 Congressional Record, Volume 91, Part 7, p. 9059,
8 Bailey, Op. cit., p. 127, -
9 Ibid., p. 166-167.
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the preceding year and of their éffect upon employment, production, and pur-
chasing power; and . .

(4) A program for carrying out the [declaration of policy] together with such
recommendation for legislation as he may deem necessary or desirable.

In addition, the law authorized the creation of a three-member
Council of Economic Advisers to advise and assist the President in
his conduct of economic policy, and a Joint Economic Committee on
the Economic Report in the Congress which would make:

(1) a continuing study of matters related to the Economic Report; (2) * * *
study means of coordinating programs in order to further policy of this Act; and
(3) [act] as a guide to the several committees of the Congress dealing with legisla-
tion relating to the Economic Report * * *.

On February 6 the House adopted the conference report by a
margin of 320 to 84. The Senate approved the measure by voice
vote on February 8, and the President subsequently signed it into
law on February 20, 1946 (Public Law 79-304).

Although many of the proponents of the original Full Employment
Act expresséd deep disappointment over the nal form that the Act
actually took, many students of the economy at that time were
nevertheless in agreement that this act on the part of the Congress
marked a milestone in the economic history of the nation. For the
first time the Congress of the United States placed itself on record as
supporting the view that the Government could no longer play a
passive role in the economic life of the nation. The economy had
progressed to the stage where the Government would play an
increasingly vital and indispensable role in promoting economic growth
and stability. The Employment Act of 1946 did not provide any
specific guidelines as to how the Government should “* * * promote
mazximum employment, production and purchasing power.” Neverthe-
less, it did provide a foundation upon which the Government could
build & national economic policy directed toward the achievement of
such objectives. '

Qualifications Concerning Use of Terms “Full Employment” and
: “Price Stability’’ . ’

Although the Act made no specific reference to “full employment”
and “price stability,” speaking- instead of maximum employment
and purchasing power, a review of the policies of the Truman,
Eisenhower, Kennedy, Johnson and Nixon administrations clearly
indicates that each administration in its conduct of national economic
policy has taken the position that the government should strive to
conduct its economic affairs in a manner which would promote both
relatively full employment and relatively stable prices.!® No Admin-
istration to date has provided a precise definition of either full
employment or price stability. Moreover, there has never been
complete agreement among students of economics as to the precise
definitions of these terms. Recent debate has indicated a rather wide
range of opinion concerning the acceptable level of unemployment.
This has been largely due to the continuing change in the age and sex
composition of the labor force and the change m the distribution of

-1 However, as will be seen .in'.subsequent sections of the study, policy as actually implemented did not,
of course, always sticceed in giving equal weight to these two objectives. ' ) .




370

employment among the various sectors. of the economy. On the
question of price stability, it is generally held that the nation
approaches relative price stability when the increase in the general
price level (expressed in the terms of the consumer price index) is
kept somewhere within the range of one to two percent per year—

referably nearer the one percent level. These qualifications should be.
Eept clearly in mind when one encounters these terms in the remaining
sections of this study.

1945-48: TuE IMpacT oF PenT-Up DeMAND AxD PosTwar
ApjusTMENT Y

Although industrial production responded surprisingly fast to the
pressures of pent-up demand following the termination of hostilities,
the economy generally was unable to fulfill all of the demands of the
consumer in such a short period of time. Because of these pressures,
prices from the end of 1945 through most of 1948 (measured both in
terms of the wholesale price index and the consumer price index)
increased at a disturbingly high rate. The index of wholesale prices,
for example, increased by about 52 percent while the consumer price.
index registered a rise of about 34 percent.”? As seen in Tables 7 and
8 of the Appendix, strong inflationary pressures were felt, in virtually
every sector of the economy. The only sector not so seriously affected
was the service sector, and this was due mainly to the fact that the
bulk of consumer demand was centered on durable and nondurable,
goods, whose supply had been either restricted or stopped during the
war,

Thus, as the nation entered the postwar period, it was soon apparent,
that the focal point of national economic policy would not be full
employment but the containing of inflationary pressures within reason-.
able limits."” In the latter stages of his planning for postwar conversion,
President Truman felt that his primary objective would be to get the
factories back to work for civilian production as quickly as possible.
This was the only way both to absorb the impaot of greatly increased
consumer demand and to provide employment for the millions of
men and women suddenly discharged from the military services.

Administration Policy

In addition to programs specially designed to acoelerate the pace of
conversion, the Administration in 1945 reached the conclusion that.
tax policy should be stimulative, with particular emphasis on tax
adjustments which would promote a significant rise in investment.
Immediately following V-J Day, the Administration sent to Congress
the Revenue Act of 1945 which provided for a $6 billion reduction in
taxes, effective January 1946. This Act, which was quickly enacted
into law by Congress on November 8, 1945, authorized the repeal of
the excess profits tax, a reduction in corporate surtax rates and repeal

111945 being the last full year of relatively stable prices.

12 Throughout this analysis the wholesale price index (WPT) and consumer price index (CPI) will be used
as the principal measurements of price behavior. A discussion of the relative merits of the WPI and the
CPI, along with those of the implicit price deflator is contained in the paper by Roger H. Bezdek, “Con-
ceptua! and Empirical Problems in the Measurement of Prices and Productivity,” pp. 242-262 above.

1 Due largely to the strong pressures of aggregate demand and the rapid recovery and subsequent expan-.
sion of the private sector of the economy in general, unemployment throughout the Deriod 194648 ranged
Letwzen 3.6 and 3.8 percent of total civilian labor force, or relatively full employment.
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of capital stock and declared value excess profits taxes. In terms: of

- 1945 prices, this meant an estimated reduction in corporation taxes

of $3.1 billion, hopefully a significant stimulus to business investment.
In addition, this revenue measure provided for a $2.6 billion reduction
In personal income taxes.

In retrospect, it is apparent that the Federal Government under-
estimated the impact that asharp rise in consumer demand would have
on business investment. Investment responded very quickly to in-
creased demand, rising sharply from about $10.1 billion in 1945 to
about $26.9 billion in 1948, or an increase of 170 percent. With inflation
already a problem, this action on the part of the Government turned
out to be an added inflationary influence. 1. Cary Brown, in his study
of fiscal policy during this period, concluded that these measures
were: 4

* % * improper adjustments to the inflationary situation actually faced in
1946 and 1947. The policy error can be attributed primarily to an incorrect forecast
of the kind of action needed, not an incorrect reaction to the situation actually
expected. Both Congress and the Administration were under heavy pressure for
substantial tax reduction in the face of an expected large increase in unemploy-
ment in 1946 and later years. To some extent the Administration resisted these
pressures, but they unquestionably helped to shape the program formulated. Had
the inflation been clearly foreseen, the Administration would surely have taken
the line that it later took, namely, that tax reduction in the face of inflationary
pressures was unwise. .

. In the early months of 1946, it was quite apparent that the nation
was on the verge of serious inflation, despite the deflationary influences
of sharply reduced Federal spending; from fiscal year 1945 to fiscal
year 1946 total Federal outlays had dropped by $33.5 billion. In his
State:of the Union Message of January 21, 1946, President Truman
stated:““Today inflation is our greatest immediate domestic problem.”
Because of this outlook, the President strongly recommended ‘that
Congress extend controls on prices and rent one year beyond the
June 30, 1946, expiration date. In making this recommendation, he
said: : ‘ .

If we expect to maintain a steady economy we shall have to maintain price and
rent control for many months to come. The inflationary pressures on prices and
rents, with relatively few exceptions, are now at an all-time peak. Unless the Price

Control Act is renewed there will be no limit to which our price levels would soar.
Our country would face a national disaster.

Despite this strong appeal, the Congress—influenced to a large
extent by unfavorable public reaction to continued price controls and
organized labor’s intense drive for higher wages—responded with a
price control bill which fell far short of what the President had initially
requested. The President expressed his dissatisfaction by vetoing the
legislation. Congress thereupon responded by enacting legislation
extending the life of the Office of Price Adminiztration for a year;
however, the main function of this agency was to-decontrol all prices
except those on rents, sugar and rice. A year later, controls extended
only to rents. Thus, by the end of 1947, World War II government
price control was history. ‘

When the pressures on wages and prices failed to subside, the Presi-
dent in November 1947 called Congress into spacial session for the
purpose of gaining the approval of wide powers to control inflation.

" Ralph E. Freeman, ed. Postwar Economic Trends in the United States, 1960, pp. 149-150. ,
86-954—T73—pt. 2 10
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Congress responded by granting some minor powers which the Presi-
dent termed “pitifully madequate.” The President tried again in a
special session in July of 1948; however, the Congress enacted legisla-
tion giving the Federal Reserve Board very limited anti-inflationary
powers, namely, the power to curb consumer installment credit and
the authority to increase the amount of reserves the Federal Reserve
banks must keep on hand, substantially reducing the ability of member
banks to grant business loans.!®

Impotency of Federal Reserve Policy

Finally, a review of the role of monetary policy during this period
shows that the Federal Reserve System, because of certain commit-
ments to the Treasury Department, was unable to play any significant
role in Government’s attempt to dampen the forces of inflation.

Shortly after the start of World War 11, the Treasury realized that
it would need to borrow large sums of money from the banking system
in order to finance the costs of the war effort. In so doing, the Treasury
believed that it was essential that interest rates, especially on short
term Government securities, should be kept at low levels to minimize
the money cost of the war. In response to this apparent need, the Fed-
eral Reserve System announced in its Annual Report for 1941 that
it was: ‘

* % * prepared to use its powers to assure that ample supply of funds is avail-
able at all times for financing the war effort and to exert its influence toward
maintaining conditions in the United States Government security market that are
satisfactory from the standpoint of Government requirements.

By guaranteeing the market for short term Treasury bills and estab-
lishing a fixed pattern of rates on other Treasury securities, the
Federal Reserve was placed in the position where it was obligated to
buy all Treasury securities offered by commercial banks. Thus, when
a commercial bank needed additional reserves to support growing
deposits and an expanding currency, it would simply sell a portion of
its holdings of short term government securities. These circumstances,
therefore, made it impossible for the Federal Reserve to exercise com-
plete control over the money supply, since it was not in a position to
determine the extent to which member banks could buy and sell
government securities. During wartime such an arrangement between
the Fed and the Treasury was desirable.

After the war, however, the continuation of such an arrangement
greatly hampered the Fed’s ability to control the money supply in a
time of inflation. Attempts on the part of the Fed to tighten money by
raising interest rates (through the adjustment of the rediscount rate)
and/or increasing the reserve requirements on demand deposits were
offset immediately by member banks’ sale of government securities to
the Fed. The Treasury took the position that the policy of maintaining
interest rates on Government securities at levels similar to those which
prevailed during the war was essential to its drive to keep down the
interest charges on the public debt. Moreover, according to Ralph
E. Freeman’s account of this period of monetary policy:

* % % There was widespread apprehension that a decline in bond prices, or
the threat of a decline [as a result of increased interest rates on bonds] would

s Faulkner. Op. cit., p. 717.
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precipitate selling and thus ‘““demoralize’” the bond market and make it difficult

for industries to finance their reconversion operations.:”

Thus, until the Fed could regain complete control over the buying

and selling of government securities of its member banks (the au-
-thority which it had before the war), there was no way in, which the

system could check the inflationary growth of credit during the in-
flation of 1945-48. .

1950-51: Tur KoreEaN BuviNg SPREE

After experiencing the effects of inflation for close to two and one-
half years, the nation in the late summer of 1948 entered a period of
relative price stability which extended through June 1950. At the same
time, however, the economy began to show signs of slowing down. From
the last quarter of 1948 through 1949 the nation experienced a-modest
drop in total output (as measured by GNP) due largely to a marked
decline in business spending for new plant and equipment and inven-
tories. Unemployment jumped from the reasonably low level of 3.8
percent of the total civilian labor force in 1948 to 5.9 percent in 1949,
- Despite these developments, the economy did not stay in recession
very long. Due to the effects of a continued strong rise in State and
local expenditures throughout this period, plus a substantial pickup
in the pace of homebuilding activity and auto sales during the second
half of 1949, the economy was well on the way to expansion by the
second quarter of 1950.7 Moreover, with the sudden flare-up of hos-
tilities in Korea in the summer of 1950, the pace of the economy
quickened all the more, thereby immediately allaying -the fears of
many that a serious depression would follow a period of postwar
readjustment. ) :

This period of expansion, which was fueled largely by the rapid rise
in defense spending, was transmitted to virtually every important
sector of the economy. From 1950 through 1953, unemployment fell
from 5.3 percent of the total civilian labor force to 2.9 percent—an
abnormally low level by peacetime standards. In the same period,
gross national product in real terms increased by 16.2 percent and
industrial production (measured by the Federal Reserve Board index
of industrial production) expanded by 22 percent. Despite these
impressive developments, the econemy, mainly due to the pressures
of defense mobilization for Korea and other trouble spots in the world,
quickly embarked upon another round of inflation—the second in
five years. '

Consumers and businessmen fearing shortages resulting from in-
creased demands by the defense sector sharpiy increased their spending
on durable and nondurable goods immediately after war broke out in
June of 1950. Still fresh in their minds were the memories of wartime
shortages and the declining purchasing power of meney and many
forms of savings during the postwar period. This marked acceleration
in consumer and business spending placed extraordinary pressure on
industrial production. Consequently both wholesale and retail prices
rose sharply, especially during the first 10 months ‘of hostilities. From

18 Fresman, Op. cit., p. 60.

17 The economy was also favorably atfected by a $5 billion reduction in personal income and estate tases
which was approved by Congress in 1948. In so doing, however, Congress had to override President Tru-
man’s veto of the measure.
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June 1950 through March 1951, two consecutive waves of forward
buying forced up wholesale prices by 16.2 percent, or an average an-
nual rate of 20.2 percent, and consumer prices by 8:3 percent, or an
average annual rate of 10.7 percent. Fortunately, consumer prices
after March of 1951 moderated considerably, increasing at a mildly
inflationary rate throughout the rest of the year. By the end of 1951,
.consumer prices showed definite signs of leveling off. Wholesale prices,.
on the other hand, actually went into a decline and continued this.
trend through 1952, thereby eliminating any further threat of run--
away inflation. Like the inflation of 1945-1948, this period of inflation.
-generally affected all sectors of the economy, including services which.
wvere not seriously affected in the former period.

Administration Policy

In general, the Truman Administration at this time responded
quickly to these adverse economic developments. However, most of its
restrictive policies initiated in the second half of 1950 did not have any
real effect on the economy until well into 1951.

At the time that the conflict in Korea began, Congress was in the
proeess -of eonsidering a bill to reduce taxes. On June 29, 1950, the
%ouse actually passed a bill incorporating most of the President’s
earlier proposals (transmitted to Congress on January 23, 1950) for
reducing excises and for income tax revision. However, in July 1950,
President Truman recommended that Congress instead increase taxes .
by $5 billion to help partially meet the needs of the war and take some
of the pressure off the economy. The Congress responded by approving -
the Revenue Act of 1950 which incorporated most of the proposals.
recommended by the President. In general this law, effective October 1,
1950, was intended to raise revenues by an estimated $5.8 billion by:-
{1) rescinding the 1946 and 1948 cuts in tax rates on individual in-.
comes;and (2) raising the maximum corporation tax rate to 47 percent. .
Again in 1951, the President recommended a further increase in taxes. .

In addition to the reimposition of the excess profits tax (enacted on
January 3, 1951) the Congress, after much study and debate, enacted
on October 22, 1951, the Revenue Act of 1951, which raised: (1) indi--
vidual income tax rates by about 11 percent; (2) the maximum corpor-
ate tax rate to 52 percent; and (3) excise taxes on liguor, beer, ciga- .
rettes, gasoline, autos and other items. Adding the $3.5 billion in taxes .
derived from excess profits taxes and the $5.4 billion increase in taxes .
on corporate and individual incomes and on certain consumer goods,
taxes from the time of Korea through 1951 were increased by a total of -
$14.7 billion. These tax rate changes of 1950 and early 1951 generated
a big increase in revenues from a greatly enlarged tax base. Meanwhile,
the administration also reduced nondefense spending. So the nation
achieved a budgetary surplus of about $3.5 billion in fiscal year 1951. .
(Measured in terms of the cash budget—total administrative expendi- .
tures plus Government trust funds—the budgetary surplus amounted
to $7.6 billion.) Thus, by the middle of 1951, the nation began to feel -
the impact of restrictive fiscal policy.
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Federal Reserve— Treasury Accord of 1951

r

Because of its continued commitment to support of the government
bond market.in the postwar period, the Federal Reserve was unable-
to play an effective role in the government’s drive to combat infla--
tionary pressures generated by the Korean war in the second half of”
1950 -and in the early months of 1951. The Fed during this: period.
did attempt to restrict credit by raising the rediscount rate on loans
to member banks and reserve requirements on their demand and
time deposits. Moreover, the Board imposed controls on consumrer-
credit and was given the authority by Congress to regulate loans.
ssecured by real estate mortgages. Margin requirements on security
loans in the stock market were raised from 50 to 75 pércent. These-
«efforts, however, were more or less offset by the ability of member
bhanks to meet their increased reserve requirements by selling Govern-
ment securities to the Federal Reserve which was obligated to buy-
them. In the early part of 1951, the Administration reached the con-
.clusion that action should be taken to give the Federal Reserve greater-
freedom and independence in its management of the nation’s monetary
affairs. Following a lengthy study of the Treasury-Federal Reserve
«uestion, the Joint Economic Committee of the Congress had reached
ithe eonclusion as far back as 1949 that: :

* % % we believe that the advantages of avoiding inflation are so great and a.
Testrictive monetary policy can contribute so much to this end that freedom of the-
Federal Reserve to restrict credit and raise interest rates for general stabilization.
purposes should be restored even if the cost should prove to be a significant in—
.crease in service charges on the public debt and a.greater inconvenience to the
Treasury in its sale of securities for new financing and refunding purposes.!®

Following a series of conferences between the Federal Reserve and
‘Treasury, which were attended by President Truman, an accord was
reached on March 4, 1951, which enabled the Federal Reserve there-
after to retain more or less full authority over the monetary system..
'Though the price situation improved markedly in the spring of 1951,
the Federal Reserve for the first time since the beginning of World
War II was in a position where it could assume an active anti-infla-
tionary role if the need should arise. :

Institution of Economic Controls

Finally, in response to the varied economic pressures generated by
the Korean War, Congress enacted the Defense Production Act of
1950 (64 Stat., 798, September 8, 1950). One of the key provisions of
the Act gave the President explicit authority to institute controls on
wages and prices, if necessary. As provided for in the Act, the Presi-
.dent initially sought to control wages and prices through voluntary
action. However, by the end of 1950 it became apparent that prices
-and wages could not be stabilized by voluntary means or by selective
«controls, such as the price and wage ceilings established by the Office

18 .. Congress. Joint Committee on the Fconomic Report. Report of the Subcommittee on Monetary,
‘Credit argl}d Fiscgl;‘Policies of the.Joint Committee on the Economic Report, Eighty-first Congress, second
-session. 1949, p. 2. . . R . .
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of Price Stabilization on the automobile industry in December 1950
(15 F.R. 9061 and 15 F.R. 9326). Consequently, President Truman,
under the authority of Section 402 of Title IV of the Act, instructed
the Director of Price Stabilization (appointed November 30 1950) to
issue-a general ceiling price regulation (16 F.R. 808), on January 26,
1951. This action was followed by a general wage stabilization rcoula-
tion (16 F.R. 816), issued by the Wage Stabilization Board (appomted
October 10, 1950) on January 29, 1951

Immedmte]y upon the issuance of the general ceiling price regula-
tion, the prices of most goods and services were frozen at the hlghest
level charged during the period from December 19, 1950, to January 25,
1951 (16 F.R. 810). In the case of wages, it was provided that:

No employer shall pay any employee and no employee shall receive ‘‘wages,
salarles and other compensation’” at a rate in excess of the rate at which such
eémployee was compensated on January 25, 1951, without the prior approval or
authorization of the - Wage Stabilization Board, New employees shall not be
compensated at rates higher than those in effect on January 25, 1951, for the jobs
for which they are hired. (16 F.R. 817).

The principal agency concerned with the enforcement of the price.
ceiling regulation was the Office of Price Stabilization which began
operations on January 29, 1951, with 13 regional and 42 district branch
offices throughout the country. Wage ceilings were administered by a
tri-partite Wage Stabilization Board, with representation from labor,
management, and the public—all appointed by the President, which
had been in existence since October 10, 1950. Salaries were made
subject to the control of the Salary Stabilization Board which was
established under General Order No. 8 of the Economic Stabilization
Administrator of May 10, 1951. These three agencies in turn fell under
the jurisdiction and supervision of the agency concerned with all
matters relating to economic stabilization, the Economic Stabilization
Agency (15 F.R. 6105).

Although wage and price controls no doubt played an important
role in reducing inflationary pressures in 1951 and 1952, price trends
were to a large extent moderated by two other influences as well:
(1) well timed restrictive monetary and fiscal policies; and (2) the
economy’s ability to adjust—particularly in 1951 and 1952—to the
growing demands of the Korean conflict and the domestic market.
Once prices showed definite signs of stabilizing, price ceilings on many
types of goods sold at the retail level were suspended. However, at the
wholesale level about 76 percent of the market transactions remained
under active control through 1952.'®

Authority to stabilize prices and wages under Title IV of the Defense
Production Act was finally terminated April 30, 1953, pursuant to
Executive Order 10434 of February 6, 1953, and provisions of the
Defense Production Act Amendments of 1952 and 1953 (66 Stat. 296,
67 Stat. 131; U.S. Code App. 2166, 2071).

It may be reasonably concluded, therefore, that national economic
poh(,y, especially fiscal pohcv and monetarv pohcy reinforced by the

“accord” of 1951, played a significant role in dampening inflationary
pressures. This was in marked contrast to the more or less ineffectual
role that such policy played in the inflation of 1945-1948. Once prices

19 ITarold Underwood Faulkner. American Economic History. (8th ed.) 1960, p. 717.
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in general were brought under control in early 1951, the economy
throughout the remainder of the Korean conflict continued to expand
at an impressive rate, stimulated to a large extent by continued
increases in defense spending and an upsurge in consumer spending.
The economy in general operated at full capacity and relative full
employment and prices remained fairly stable.?’

1955-58: “CrEEPING INFLATION"
Background

Due largely to the impact of a substantial cutback in defense
spending following the termination of hostilities in Korea in the
summer of 1953, the nation entered a period of recession which lasted
from the second quarter of 1953 through the second quarter of 1954.

Gross national product in real terms fell by 3.7 percent and in-
dustrial production dropped off sharply, by 9 percent. Unemploy-
ment, after remaining at an exceptionally low level for two years,
rose appreciably, increasing from 2.4 percent of the total civilian
labor force in August of 1953 to a level of 6.4 percent in March of
1954.

The economy began to recover in the third quarter of 1954. In the
early stages, the recovery was primarily influenced by tax cuts
enacted by Congress in August 1954. These included a reduction in
personal income taxes to pre-Korean levels, the elimination of the
excess profits tax, and the reduction of excise taxes on certain goods
and services. Overall taxes were reduced by about $7.4 billion, effective
in 1954.%

The timing of this multi-billion dollar reduction in taxes was
fortuitous. The Federal Reserve System was willing to pursue a
policy of credit ease during the months of contraction and early
recovery, and, in addition, the economy, in the second half of 1954,
benefited immensely from a sharp upsurge in consumer demand
(especially for durable goods) and a vigorous recovery in housing,
followed by an impressive rise in business investment. Therefore, by
the early months of 1955, the economy was in full swing again, with
every component of GNP, except Federal spending, on the rise.

Interestingly enough, during the strongest phase of the expansion
(fourth quarter of 1954 through fourth quarter of 1955) prices, both
wholesale and retail, remained virtually stable, continuing the pattern
which began in the fourth quarter of 1951. The fact that the economy
was operating at near to full capacity and full employment during
this period of expanison had little effect on prices. Consumer prices
continued to maintain this stable pattern through the early months

2 As seen in Table 12 of the Appendix, the manufacturing utilization rate—the ratio of total manufactur
ing output to estimated manufacturing capacity—ranged between 90 and 94 percent during the period
1951-1953. Although optimum capacity utilization rates differ from industry to industry, it fs generally
believed that manufacturing overall is operating at full capacity when the rate reaches a level somewhere
around 91 percent. When capacity increases above this level, it is usually necessary to bring into production
less efficient plants and machines, and overtime pay may be required to attract additional labor necessary
to maintain these added facilities. If the economy is operating at low level unemployment, then those
industries which find that they must increase capacity further will most likely have to rely on less skilled
workers, thereby forc.ng a rise in unit labor costs. .

21 This total also included the $1.4 billion reduction in tax Habilities for individuals and corporations
(effective generally January 1, 1954) which came as a result of certain reforms in the tax system approved
by Congress in the Internal Revenue Code of 1954.
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of 1956. Wholesale prices, however, began to rise in December 1955.
Consumer prices, which normally show a lagged response to rises in
wholesale prices, did not begin to move upwards until May of 1956,
and then rose substantially.

“Creeping Inflation”’—April 1956-July 1958

At the same time as prices began to show inflationary tendencies,
the economy entered a period of slowdown which began in the first
quarter of 1956 and extended through the third quarter of the same
year. During this period gross national product in current prices
continued to increase at a modest rate, most of the rise being
attributable to priece increases. Total output in real terms and
industrial production (as measured by the Federal Reserve Board
index of industrial preduction) actually drifted downward until
mid-year, and it was not until the fourth quarter of 1956 that total
production achieved a level exceeding that recorded a year earlier.
Much of this decline was due to & marked fall-off in demand for
automobiles and housing. Capital spending continued to rise, but not
by enough to offset the decline in other sectors of the economy.

Despite these conditions, prices in general continued to increase
through mid-1958. In the fourth quarter of 1956, the economy had
resumed its upward course and continued to expand at & modest pace
through the third quarter of 1957. Although unemployment remained
at relatively low levels, averaging 4.1 percent during this period, the
economy nevertheless was operatine at well below full capacity. After
reaching & level of 90 percent in 1955, the manufacturing utilization
rate fell slightly to 88 percent in 1956, despite resumption of
economic expansion, and continued to decline to 84 percent in 1957.
Industrial production fell rather sharply from April through July of
1956, but recovered and set a new peak in September of that year. For
the balance of 1956 and the first half of 1957 there was no further rise.

After the third quarter of 1957, there was a rather brief but sharp
decline in economic activity which lasted through the first quarter of
1958—the sharpest decline experienced by the nation during the post-
war period. Gross national product (in real terms) dropped by 4
percent, and industrial production fell by 14 percent. Similarly,
unemployment increased from 4.2 percent of the total civilian labor
force in July 1957 to the disturbingly high level of 6.7 percent in
March 1958.

One of the most striking features of this recession was the fact that
consumer prices, despite a fall-off in demand and production and a
sharp rise in unemployment, continued to rise—increasing by 2.3 per-
cent from October 1957 through July 1958, or by an average annual
rate of 3 percent.” Wholesale prices, on the other hand, remained
more stable—increasing by the relatively modest rate of 1.2 percent,
or at an average annual rate of 1.6 percent.

Thus, when a comparison is made between the 1955-1958 inflation
and the two earlier postwar inflations, they can be seen to be similar

22 Tt should be noted, however, that this was not the only time (since World War IT) the economy experi-
enced both rising unemployment and inflation in a period of economic recession. During the 1970 recession,
unemployment rose from 3.9 percent in January to 6.1 percent in December 1970. In the same period prices
increased by 5.1 percent (or 5.9 percent, when computed on a year-to-year basis). For more detail, see pp.
392-395 of this survey.
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in only one respect—namely, that prices, both retail and wholesale,
rose significantly in virtually every major price category (see Tables 7
and 8 in the Appendix). At the retail level, the categories which experi-:
enced the largest increase were food and services, which by weight
account for 60.4 percent of the total index; these accounted for 73.0
percent of the total price increase. In the case of wholesale prices,
the categories experiencing the largest increases were processed foods
and producer finished goods which by weight account for 28.8 percent
of the total index; these accounted for 43.0 percent of the total prlce
increase.

Overall, price increases in 1955 1958 were mild in comparxson to
earlier perlods Consumer prices, for example, increased by an average
annual rate of 2.6 percent. Durmg the periods 1946-1948 and 1950
1952 consumer prices increased by annual rates of 10.1 and 5 percent
respectively. For this reason, and because of the accompaniment of
recession, the term “creeping inflation” was used by many people to
describe the performance of prices.

Moreover, as noted earlier, the increase in prlces appeared only
after a time lacr Prices remained relatively stable during the strongest
phase of the 19541957 expansion (fourth ~quarter 1954—fourth.
quarter 1955), and rose only during the remainder of the expansion,
which was quite mild, and during the brief recession of 1957-58. In
cdontrast, the post-World War 1T and Korean inflations were clearly
generated by the pressures of a sudden spurt in economlc actlvlty'
and a low level of unemployment :

“Demand-Pull”’ Versus “Oost—Push” Theories of Inﬂatwn

Much of. the discussion of the 1955-1958 inflation centered on . the:
relative importance of two forces of inflation, “demand-pull” and
“cost-push”. The proponents of the “demand—pull” thesis took the
position that the 1955-1958 inflation, like the other inflationary pe-
riods of the past, was simply due to an excessive aggregate demand.
for goods and services. In other words, it was a state in..which' the
flow of money expenditures on output exceeded the flow of ‘output at.
current prices.

The adherents of the “cost-push” thesis, on the other. hand; con-
tended that inflation during the 1955- 1958 period was not due to
overall excess-demand but to the decisions on the part of certain
monopoly elements, in product ‘markets and/or labor markets to
maintain or increase their share of the total national product by .
raising their prices.” Specifically, they contended that the 1955-1958.
inflation was due largely to rising labor costs in many of the nation’s.
key industries (especially in steel, meat packing, ‘electrical, auto-
mobiles, railroads and trucking) which came as a direct result of
organized labor’s success in gaining sizable wage increases for its
membership. The fact that the capacity utilization rate in manu-
facturing (after reaching a peak in most important industries in 1955)
declined steadily and markedly in most of the nation’s key industries-
from 1955-1957 seemed to have little influence on organized labor’s
dr1ve for higher wages.?* Thus, if these industries proved unable to

2 Richard Perlman, ed. Inflation, Demand-pull or Cost-push, 1956, pp. ix-xiv.
u %%r_t 3(} Hickman, Growth and Stability of Post War Economy. Washington, Brookings Institution 1960,
pp. 131



380

absorb increased costs through increases in productivity, they would
either have to accept lower profit margins or raise prices to maintain
existing profit margins.

Due to a substantial rise in unit labor costs % in 1955 and 1956 in
most of these and some other industries (see Table 3 of the Appendix),
prices increased, and the price increase provided the basis for still
higher wage claims, setting off what became known as a cost-price
spiral, resulting in a general rise in the price level. Cost-push theorists
singled out organized labor and concentrated industries (monopolistic
or oligopolistic) as the prime initiators of inflationary pressures,
because both elements possessed the market power to set the pattern
of wages and prices, particularly in the early stages of an inflationary
period.

Schultze’s Interpretation of the 19565-58 Inflation

Charles L. Schultze, in a special study paper prepared for the Joint
Economic Committee of the Congress in 1959, takes the position that
the ‘““creeping inflation” of 1955-58 was neither strictly cost-push nor
demand-pull in character. The essential points of his thesis are
summarized as follows:

1. The basic point at issue between the “‘demand-pull’’ and ‘““cost-push’ theorists
relates to the sensitivity of prices and wages to changes in the demand for goods
and services. If prices and wages are very sensitive, general monetary and fiscal
policy can be designed to achieve full employment and price stability. The elimina-
tion of aggregate excess demand will choke off inflation without necessarily
involving substantial unemployment. If prices and wages are relatively insensitive
to moderate changes in demand, the converse holds true.

2. In the modern American economy prices and wages are much more sensitive
to increases in demand than to decreases. As a consequence, a rapid shift in the
composition of demand will lead to a general rise in prices, even without an
excessive growth in the overall level of demand or an autonomous upward push of
wages. Prices rise in those sectors of the economy where demands are growing
rapidly, and decline by smaller amounts, or not at all, in sectors where demands
are falling.

3. When the composition of demand changes rapidly, prices of semi-fabricated
materials and components tend to rise, on the average, since price advances among
materials in heavy demand are not balanced by price decreases for materials in
excess supply. Wage rate gains in most industries tend to equal or almost equal
those granted in the rapidly expanding industries. As a consequence, even those
industries faced by sagging demand for their products experience a rise in costs.
This intensifies the general price rise, since at least some of the higher costs are
passed on in prices. :

4. The resulting inflation can be explained neither in terms of an overall excess
of money demand nor in an autonomous upward push of wages. Rather it origi-
nates in excess demands in particular sectors and is spread to the rest of the
economy by the cost mechanism. It is a characteristic of the resource allocation
process in an economy with rigidities in its price structure. It is impossible to
analyze such an inflation by looking only at aggregate data. (Italics added.)

5. During the 1955-57 period the overall growth of monetary demand was not
excessive. But there was a strong investment boom, offset by declining sales of
automobiles and houses. This rapid shift in the composition of demand led to a
general price rise, in which the capital goods industries played the major role.

6. If the rise in prices was not a result of an overall excess of monetary demand,
neither was it primarily caused by an autonomous upward push of wage rates.
There are many indications of this. For example, the capital goods and associated
industries accounted for two-thirds of the rise in industrial prices during the period,
but in these same industries prices rose substantially more than wage costs.

2 Uhit labor costs is the expression of the ratio of the increase in compensation per man-hour to the increase
in output per man-hour (or productivity). Thus, if compensation per man-hour increased at a faster rate
than productivity, then unit labor costs would rise; if both increased at the same rate, unit labor costs would
Eenll‘ain stable; and if productivity increased at a faster rate than compensation, then unit labor costs would

ecline.
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‘Profits ‘per unit of output rose in the capital goods industries, although for the
economy as a whole they declined. . .

7. The largest part of the rise in total costs between 1955 and 1957 was ac-
counted for not by the increase in wage costs but by ‘the increase in salary and
other overhead costs. This increase in turn was: associated with the investment
boom. Business firms purchased large amounts of new equipment, hired extensive
professional, technical, sales, and clerical staffs, and speeded up research and
development projects. When output did not rise producers attempted to recapture
at least some of these increased costs in higher prices. This ‘‘premature’’ recapture
of fixed costs further accentuated the magnitude of the general price rise.

8. Overhead costs have been increasing as a proportion of total costs throughout
the postwar period. This has intensified the downward rigidities in the cost
structure of most industries. )

* 9. These downward rigidities in prices and costs put a new floor under each
successively higher price level and thus help create a long-term upward bias in
prices.

10. While there is a secular upward drift to the price level, its magnitude is not
to be judged by the size of the price increases during the 1955-57 period. These
years were characterized by an abnormally large shift in the composition of
demand and a particular combination of events which led to an abrupt rise in
-overhead costs.2® :

Thus, Schultze took the position that in a period of mild inflation
-one could not rely on standard theories of inflation. Both cost-push
and demand-pull are active forces, yet neither assumes a dominant
Tole.

Government Policy

Throughout the 1955-58 period, government policy in general was
Testrictive. In his budget message for fiscal year 1956, President
Eisenhower set the stage for fiscal policy for this period when he said:

Our economy is strong and prosperous, but we should not dissipate our economic
strength through inflationary deficits. I have therefore recommended to Congress
-extension for one year of present excise and corporate income tax rates which are
scheduled for reduction on April 1, 1955, under present law * * * Any other course
-of action would result in either (1) inadequate expenditures for national security,
-or (2) inflationary borrowing.

The theme was generally the same in his budget message for fiscal
1957
" * % *in the present state of our financial affairs, I earnestly believe that a tax
-cut can be deemed justifiable only when it will not unbalance the budget, a budget
‘ghbizh makes provision for some reduction, even though modest, in our national
~aepv.

Accordingly in fiscal 1956 and 1957 the Administration succeeded in
-achieving sizeable budget surpluses—amounting to $4.1 billion and
'$3.3 billion respectively. _

Monetary policy throughout this period was particularly restrictive.
Member bank reserves exhibited relatively little movement during the

1955-57 period, with “free reserves’” (total excess reserves of member
banks less borrowings from Federal Reserve Banks), a key indicator of
monetary conditions, dropping off sharply to a negative level in 1955
(i.e., borrowing from Reserve banks being more than member bank
excess reserves) and remaining so in 1956 and 1957. Moreover, the
total money stock (demand deposits and currency outside banks)
exhibited a pattern of ‘“tightness,” remaining virtually unchanged
from 1955 through 1957. Correspondingly, long-term and short-term
interest rates increased markedly during this period.
' 28 Charles L. Schultze. Recent Inflation in the United States. Prepared for consideration by the .Idint Eco-

nomic Committee, Congress of the United States (Study Paper No. 1), Joint Committee Pring, 86th Con-
gress, 1st sess. September 1959, pp. 1-2.
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Although monetary and fiscal policies no doubt played an important
role in keeping inflationary pressures fron.l'gettmg out of hand, tl_ley
-did not succeed in maintaining price stability. A review of the period
April 1956-December 1957, for example, shows that consumer prices
increased by 5.9 percent, or at the equivalent average annual rate of
3.5 percent. . ) . ) . . i

In Schultze’s view, inflation during this period, which he terms.
“creeping inflation,” was not the type which could be controlled
exclusively by general monetary and fiscal restraints. In his study
Teferred to earlier, he observed that:

Since it does not stem primarily from aggregate excess demand, but largely
from excess demand in particular sectors of the economy, a slow increase in prices
«cannot be controlled by general monetary and fiscal policy if full employment is
to be maintained. When, as in recent years, prices are rising during a period of
:growing excess capacity, a further restriction of aggregate demand is more likely
to raise costs by reducing productivity than it is to lower costs by reducing wages:
:and profit margins.

Monetary and fiscal policies which are directed specifically toward the sectors.
where demand is excessive may, however, limit the inflationary effect of a rapid
:shift in the composition of demand. Between 1955 and 1957 a slower growth in
investment demand, coupled with a more even rise in purchases of autos and
‘housing, would have resulted in a smaller price increase and a larger output gain.?”

Econowmic Pouicy: A SHirT IN EmMPHASTS, 1961-65.
Background

. After July 1958 prices in general, for the first time since early 1955,
began to stabilize. After leveling off in the latter half of 1958, both
wholesale and retail prices were little changed from 1959 through the:
early months of 1965. Consumer prices increased by the modest annual
rate of 1.25 percent over the period December 1958-March 1965, and
wholesale prices remained virtually unchanged throughout the same:
period (the wholesale price index was 100.4 in December 1958, and
101.3-in March 1965).

After experiencing a strong but brief recovery, from the 2nd to the
4th quarter of 1958, the economy moved into a period of “sluggish-
ness’”’ (or chronic slack as some prefer to describe this period) which
persisted through the second quarter of 1961.

Because of the nation’s experience with inflation since the end of
World War II, post war government policy until 1961 tended to em-
phasize the maintenance of price stability.?® Generally, it was.believed
that every effort should be made to conduct monetary and fiscal
policies in a manner which would not apply inflationary pressures to-
the economy. Hence, as long as prices remained relatively stable,
government policy makers were inclined to think that with such a
favorable environment, the economy could be depended upon to grow
and expand under its own steam.

However, the two back-to-back recessions occurring during the:
period 1957-1961 caused higher unemployment and relatively sluggish.

2 Schultze, Cp. cit., p. 2.

28 Tt should be noted, however, that the bulk of the increase in prices over the period 1945-1961, which
included two periods of strong inflation, came during the period 1945-1953. In this period consumer prices:
increased by 48.6 percent (or the equivalent of 5.1 percent, annually), which in turn accounted for 73 percent
of the total increase in prices for the period 1945-1961. Despite the problem of inflation in the mid-1950's:
consumer prices from 1953 through 1961 increased by 11.8 percent, or by the relatively modest annual rate-

of 1.4 ylilercent. Overall consumer prices during the period 1945-1961 increased by 66.2 percent, or 3.2 percent:
annually.
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growth in aggregate demand. So. by the early 1960’s, more people
came to think that the ecenomy had reached a stage where the em-
phasis in national economic policy would have to be shifted from
primary concern for the maintenance of price stability to the active
promotion of economic growth if -we wished to eliminate persistent
high unemployment. Because prices had remained relatively stable
since 1958, it was thought that inflation no longer posed a serious
threat to the economy, especially since the economy was operating
well below its potential both.in terms of production and employment.
For this reason it was felt that the government should adopt policies.
geared to the promotion of significant increases in consumer demand,
and business investment—the prime. forces behind any economic
recovery and expansion. - S '

Shorfly before the inauguration of President Kennedy in January of
1961, the special task force appointed by the President-elect issued its
report on the economy. This report, which foreshadowed national
economic policy, expressed the view that:

Looking forward, one cannot realistically expect to undo in 1961 the inadequa-
cies of several years. It is not realistic to aim for the restoration of high employ-
ment within a single calendar year. The goal for 1961 must be to bring the reces-
sion to an end, to reinstate a condition of expansion and recovery and to adopt
measures likely to make that expansion one that 'will not after a year or two
peter out at levels of activity far below our true 'po't,ential.29 ‘

In his first economic message to Congress on February 2, 1961»
President Kennedy stated: . o

The Nation cannot—and will not—be satisfied with economic decline and slack.
The United States. cannot_afford, in this time of national need and world crisis,
to dissipate its opportunities for economic growth. We cannot expect to make good
in a day or even a year the accumulated deficiencies of several years. But realistic
aims for 1961 are to reverse the downtrend in our economy, to narrow the gap of
imel}lploymen’t, and at the same time to maintain reasonable stability .of the price
evel. e . ' FAP

Though the President expressed the hope that the nation could
balance the budget in fiscal 1961 and 1962, he determined that
economic policy ‘on the whole should be ‘mildly expansionary. At
this stage, the Administration was not willing to cut taxes to'stimulate
recovery, but:it did-advocaté expansion of certain Federal programs
to meet “urgent national needs,” including additional defense needs.
Collectively, thesé revisions'in the Eisenhower budgets for fiscal 1961
and 1962 increased requests for new obligational authotity in these
years by $5 billion and $5.1 billion, respectively. In so doing, the
‘Administration requested, for example; a :temporary extension’ of
unemployment insurance benefits, expansion'of the U.S. Employment
Service, additional aid to depressed areas, improvements in the old-age,
survivors, and disability insurance program; -early payments of
veteran’s life insurarcedividends, increases in the minimum wage
and. expanded coverage, accelerated spending on public works and
increased government procurement in labor suplus areas.:: .

The Administration also urged the Federal Reserve to do everything
in its power to keep down long-term interest rates. Yet, in doing so,
it realized that monetary policy could not play a very active role in
stimulating the economy in the light of our deterioratirig balance of
payments situation. Too much monetary ease could lead to a sharp

2% New York Times, January 6, 1961, pp. 18-19.
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drop in short-term interest rates, encouraging the flight abroad of
U.S. capital secking higher interest rates and further aggravating
our balance of payments situation.

However, as time went on, the Administration placed even greater
emphasis on fiscal policy in its efforts to promote needed increases in
investment and consumption. Although the President in his first
Budget Message in January of 1962 projected a budgetary surplus
of $463 million for 1963, he requested an 1ncrease in overall spending
of $3.4 billion. In addition, the Treasury issued liberalized depreciation
guidelines on new plant and equipment (effective in 1962) and in
October 1962 Congress passed a law authorizing a 7 percent tax
credit on business investment in new plant and equipment (effective
January 1, 1962).2° The projected budget surplus was to be achieved
principally by an estimated increase in gross national product of $50
billion for calendar 1962. The revenue derived from this increase
was believed to be more than enough to offset the effects of increased
spending and lower revenue resulting from the tax credit and liber-
alized depreciation. These two measures were estimated to reduce
corporate tax liabilities by $2.5 billionin the first full year of operation.

A New Era in Fiscal Policy

Being somewhat disappointed with the performance of the economy
in 1962, the President in 1963 proposed a bold new approach to
fiscal policy, namely, a request for an across-the-board reduction in
corporation and individual taxes in spite of the prospect of continued
budget deficits. He took the position that existing tax rates served
as a brake on the economy, keeping it from making any significant
progress toward achieving its potential level of performance.

In his special Tax Message to the Congress on January 24, 1963,
President Kennedy said:

Our present choice is not between a tax cut and a balanced budget. The choice,
rather, is between chronic deficits arising out of a slow rate of economic growth,
and temporary deficits stemming from a tax program designed to promote fuller
use of our resources and more rapid economic growth. * * * Unless we release
the tax brake which is holding back our economy, it is likely to continue to operate
below its potential, federal receipts are likely to remain disappointingly low, and
budget deficits are likely to persist. Adoption of the tax program I am proposing
will strengthen our nation’s economic vitality, and by so doing, will provide the
basis for sharply increased budget revenues in future years.

Calculating from 1963 income levels, the Treasury subsequently
estimated that such a tax cut, to be effected in stages, would mean an
eventual total reduction in corporate and personal income tax liabilities
of $13.6 billion by the end of calendar year 1965. Action on this pro-
posal, however, was not taken until a year later. On February 26,
1964, President Johnson signed the new tax reform bill into law,
hailing it as “the single most important step that we have taken to
strengthen our economy since World War II.” This action provided
for an overall reduction in corporate and personal income taxes of
$11.5 billion ($9.1 billion for individuals and $2.4 billion for corpora-
tions), with two-thirds of the cut going into effect in 1964 and the

balance in 1965.

30 This was a modified version of a similar proposal recommended by President Kennedy in 1961.




385

In addition to the investment tax credit of 1962, the authorization
of liberalized depreciation guidelines in 1962, and the multi-billion
dollar tax cut of 1964, Congress at President Johnson’s request enacted
into law in 1965 reductions in excise taxes totalling $4.7 billion to be
putinto effect at various stages through 1969. Thus, with the scheduled
reduction of $1.8 billion in excises in 1965 plus the total reduction
in Federal taxes since 1962, personal and corporate tax liability based
on 1965 income levels—as estimated by the Treasury—was reduced
by about $20 billion. Barring any major rise in defense spending, the
Administration felt confident that this reduction in taxes would
approximately offset the increase in revenue from the closing of the
gap between actual and potential (or full employment) gross national
product.® In exchange for reduced tax rates, the Administration
contended that the economic activity generated by such a stimulus
would broaden the income base of the nation, and so recoup most,
if not all, of the revenue lost.

Fiscal policy was stimulative from the standpoint of Federal spend-
ing as well, throughout most of this period. Total spending measured
in"terms of the unified budget (total administrative budget expendi-
tures plus trust fund expenditures less intergovernmental transactions)
from fiscal 1961 through fiscal 1964 increased steadily and markedly
by about $21 billion, or an average annual rate of 6.5 percent. More-
over, despite the Administration’s announced objective of balancing
the budget in fiscal years 1961 and 1962, the budget scored deficits
of $3.4 and 8$7.1 billion respectively. Budgetary deficits of $4.8
and $5.9 billion were also recorded in fiscal years 1963 and 1964.

Monetary policy in 1961-65 was required to accept the U.S.
balance of payments position as a limiting factor on credit expan-
sion. Nevertheless, policy was permissive, to the point -of meeting
the growing credit needs of the economy and avoiding any serious
increases in long-term borrowing costs. ' :

Dhissenting Views on Exzpansionary Fiscal Policy

Throughout this period of expansionary fiscal policy and relative
monetary ease, there were still many economists who feared their
inflationary impact. Arthur Burns, Chairman of the Council of
Economic Advisers under President Eisenhower, expressed his concern
on this matter on several occasions. In his appearance before the
Joint Economic Committee, which was holding hearings on the
President’s 1963 Economic Report, he testified that:

* * * The danger of inflation and the risk of devaluation of the dollar are
being understated these days. Let me mention only the fact that liquid assets

31 The Kennedy Administration, shortly after it assumed office in 1961, took the position that economic
policy overall should be geared to the obiective of lowering unemployment to an inferim full employment
target of 4.0 percent. In the first quarter of 1961, unemployment stood at 6.8 percent. If unemployment were
to be reduced to the interim level by the end of 1961, it was estimated that gross national production would
have had to increase by $40 billion more than it actually did achieve in that year. This difference (or, gap)
between acfual and potentiadd GNP was based on its study of various economic trends experienced by the
economy since 1955—the last year in which the economy operated at full potential and near to full employ-
ment. The Administration realized, however, that the closing of the gap between actual and potential
GNP could not be achieved at once; it would require a brief period of recovery from the 1960-1961 recession
and then several years of economic expansion before the obiective could be achieved.

In arriving at the 4 percent interim rate, the Administration felt that, given the framework of the economy
at the time, a lower rate would have been unsustainable without a renewal of inflationary pressures. A
further reduction of the rate would, therefore, have to come as a result of a gradual breakdown of certain
structural rigidities in the labor market (although some progress in this direction also might be made through
economic growth), and not from more expansionary monetary and fiseal policy. In making this assumption,
the Administration did not try to estimate precisely the point beyond which a policy of full employment
would run counter to the obiectives of price stability. Nevertheless, siich a policy was thought to be com-
patible with price stability at an unemployment rate in the vicinity of the 4 percent level. -
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held by the public have recently risen sharply. The incredse was $25 billion in 1961
and $34 billion in 1962, in contrast to an average of annual increase from 1955

to 1960 of only $13 billion. * * *

Nor is inflation or its speculative anticipation the only danger of a policy of
long-range deficits. A nation’s mood can change suddenly. A series of large deficits
in fimes when the economy is advancing may cause a revulsion of feeling and
later paralyze the government’s ability to deal with a recession.

In view of these dangers, I find it impossible to endorse the Administration’s
fiscal recommendations as they stand.®

Professor Burns, however, made it clear that he was not opposed
to the principle of the tax cut—mnamely, reducing the “fiscal drag”
on the economy from excessively burdensome tax rates. Nevertheless,
if the nation was to have a tax cut, which he believed should be
spread over several years, the Administration should keep the size of
the deficit to a minimum by holding the line on Federal spending.
Such poticy, he thought, would greatly reduce the prospect of long-
range deficits and renewed inflation. He was, therefore, opposed to a
policy of expansive Federal spending.

In an interview with U.S. News & World Report (published in its
May 6, 1963 issue) Emerson Schmidt, research director of the U.S.
Chamber of Commerce, expressed similar concern:

Government budget policies pose a real danger of inflation for the future.

Except for a small surplus in 1960, we have had deficits ever since 1957, and it
looks like we are in for several more years of deficits.

The prospect is that much of the Government deficit may have to be financed
through the banking system. This builds up the money supply and adds to the
dangers of inflation.

The Administration, on the other hand, took the position that as
long as the economy was operating well below full capacity and em-
ployment, there was no real danger that inflation would be generated
from increases in demand resulting from expansive monetary and fiscal
policies. When these criticisms were being made in 1963, the Adminis-
tration estimated the gap between actual and potential GNP to be
somewhere around $30 billion.** Unemployment in 1963 averaged 5.7
percent, considerably above the interim objective of 4.0 percent.

Nevertheless, the Administration repeatedly expressed concern
about the possibility of cost-push inflation. Generally, government
policy makers argued that both the domestic and the international
situation required that both labor and management should exercise
moderation on wages and prices. Wages overall, they claimed, should
rise at a rate not exceeding the increase in productivity of the national
economy (measured in terms of growth in output per man-hour).
Business enterprises, especially in large and highly concentrated
industries, should not automatically increase prices to cover in-
creased costs. They should first exert every effort to meet rising
material and labor costs through serious attempts at increasing
productivity. If certain firms or industries found it impossible to offset
rising costs totally or partially through increases in productivity, then
prices would no doubt have to be increased in order to insure adequate
profit margins. Wage earners, on the other hand, could expect a reduc-
tion in real wage rates (gained from management), if powerful labor
interests nationally led the way in increasing money wages by an
amount greater than increases in the overall trend rate in productivity
for the private sector.

32 U.S. Congress. Joint Economic Commiitee. January 1963 Economic Report of the President. Hearings.

88th Congress, 1st session, vol. 1, p. 493.
3 See footnote 31 on D. 385.
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Wage-Price Guideposts: A Means of Avoiding Cost-Push Inflation

In its first Economic Report submitted to Congress in 1962, the
Kennedy Administration devoted a whole chapter to the question of
inflation. At the conclusion, it proposed policy guidelines on wages and
prices which it hoped would not only be of assistance in warding off
inflationary pressures in general, but would provide an instrument by
which the Administration could hopefully deal more effectively with
the ‘“‘cost-push’ question.

As defined in the Report:

The general guide for noninflationary wage behavior is that the rate of increase
in wage rates (including fringe benefits) in each industry be equal to the trend rate
of over-all productivity increase. General acceptance of this guide would maintain
stability of labor cost per unit of output for the economy as a whole—though not
of course for individual industries.

The general guide for noninflationary price behavior calls for price reduction if
the industry’s rate of productivity increase exceeds the over-all rate—for this
would mean declining unit labor costs; it calls for an appropriate increase in price
if the opposite relationship prevails; and it calls for stable prices if the two rates of
productivity increase are equal.

These are advanced as general guideposts.3

The Administration cautioned, however, against a rigid interpreta-
tion of the guideposts:

To reconéile (the guideposts) with objectives of equity and efficiency, specific
modifications must be made to adapt them to the circumstances of particular
industries. If all of these modifications are made, each in the specific circumstances
to which it applies, they are consistent with stability of the general price level.
Public judgments about the effects on the price level of particular wage or price
decisions should take into account the modifications as well as the general guides.
The most important modifications are the following: :

(1) Wage rate increases would exceed the general guide rate in an industry
which would otherwise be unable to attract sufficient labor; or in which wage
rates are exceptionally low compared with the range of wages earned else-
where by similar labor, because the bargaining position of workers has been
weak in particular local labor markets. ’

(2) Wage rate increases would fall short of the general guide rate in an
industry which could not provide jobs for its entire labor force even in times
of generally full employment; or in which wage rates are exceptionally high
compared with the range of wages earned elsewhere by similar labor, be-
cause the bargaining position of workers has been especially strong. -

(3) Prices would rise more rapidly, or fall more slowly, than indicated by
the general guide rate in an industry in which the level of profits was insuf-
ficient to attract the capital required to finance a needed expansion in ca-
pacity: or in which costs other than labor costs had risen.

(4) Prices would rise more slowly, or fall more rapidly, than indicated by
the general guide in an industry in which the felation of productive capacity
to full employment demand shows the desirability of an outflow of capital
from the industry; or in which costs other than labor costs have fallen; or
in which excessive market power has resulted in rates of profit substantially
higher than those earned elsewhere on investments of comparable risk.3

Shortly after this policy was. outlined, labor and management in
the iron and steel industry (on March 31, 1962) agreed to a contract
which called for a small increase in fringe benefits and no increases in
wages—eflective July 1, 1961. Since the fall of 1961, the Administra-
tion had taken a personal interest in these negotiations, making it clear -
to both sides that a price increase and/or an inflationary wage settle-
ment in 1962 would seriously affect the national interest, possibly

34 UJ.8. President. Economic Report of the President; transmitted to the Congress January 1962; together
with the Annual Report of the Councit of Economic Advisers, 1062, pp. 185-190. S e .
35 Ibid. . . .

8§6-954—73—pt. 2—11
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setting off a wage-price spiral that would stunt economic growth, keep
unemployment high, weaken the dollar, and cut into the sale of steel
exports. Therefore, when the wage agreement was announced, the
President hailed the contract as being “obviously noninflationary.”

On April 10, 1962, the Administration was therefore greatly dis-
turbed by the announcement of U.S. Steel that it would raise the
price of steel across-the-board by $6 per ton, effective immediately.
Seven other firms followed suit in very short order. The Administration
reacted strongly, firmly taking the position that this action was un-
justified ; the industry at the time was operating well below full capac-
ity, was facing increased competition from domestic producers of
substitutable materials—cement, plastics and aluminum, and was
losing ground rapidly in the highly competitive world market. Follow-
ing three days of governmental pressure, Joseph Block, board chair-
man of Inland Steel, gave support to the government’s stand, an-
nouncing to the press that “we do not feel that an advance in steel
prices at this time would be in the national interest.” Shortly there-
after, the price increase was rescinded by all eight firms involved in
the controversy.

The government received considerable criticism for its intervention,
but the reversal of the steel price increase marked a turning point in
national economic policy in the wage-price field. From that point on,
the Administration gave every indication that it would take firm
action to keep prices and wages in line with its guidepost policy.

Although both labor and management were extremely critical of
the guidepost concept, wage increases remained generally in line with
increases in over-all productivity, and prices remained relatively stable
from 1962 through the early months of 1965. Unit labor costs (the
ratio of increases in compensation per man-hour to increases in output
per man-hour, or productivity) increased by only 2.5 percent during
1962-1965, or by 0.8 percent annually.® Prices behaved in a similar
fashion, increasing by 4.3 percent from January 1962 through March
1965, or by 1.25 percent annually.

1965-72: “Guns axp BurTteEr” Excesses AxND FAILURE or ConvEN-
TIONAL ANTI-INFLATION POLICIES

Background

Following 47 months of recovery and sustained expansion the
economy in 1965 possessed the momentum needed to achieve two
central economic objectives set down by the Kennedy Administration
in 1961—mnamely, full utilization of the nation’s productive capacity
and full employment of the nation’s labor force. The gap between
actual and potential GNP, which had persisted as far back as 1955,
was virtually eliminated by the end of 1965. At the same time,
the rate of unemployment fell to 4.0 percent of the total labor force
in December 1965, the lowest level recorded since April 1957.

Though virtual full utilization of the economy’s capacity had been
achieved and the Government’s “interim’ full employment target had
been met, many students of the economy were skeptical about the
Government’s capacity to keep the-economy in high gear, maintain

L 3 See Table 3 in the Apﬁendix. ' )
37 See Tables 2 and 13 in the Appendix.
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relatively full employment and keep prices relatively stable. In short,
the crucial question facing the Johnson Administration in late 1965
was: Could it exercise the degree of monetary and fiscal discipline
needed to avoid a serious overheating of the economy in the period
ahead? Tn 1965 and 1966 the Administration repeatedly expressed
confidence that its economic policies could readily maintain a healthy
non-inflationary balance in the economy. However, as history has
shown, this proved to be a faulty-appraisal. The effects of rising costs,
sharp increases in Federal spending both for defense and for domestic
programs, reduced revenues as a result of tax’cuts in 1964 and 1965,
and excessive monetary stimulation soon led to a sérious overheating
of the economy. Thus in 1965—following 6 years of relatively stable
prices—the.economy entered a new era of inflation.which:brought the
longest and most serious general price increase since World War I1.: -

From 1964 through mid-1972 prices rose by more:than 35 percent,
or about 4 percent compounded annually. Following a-six year period
in which prices overall increased by only 7.3 percent,:or 1.2 percent
annually, consumer prices in 1965 showed the first sign-of an acceler-
ating increase, rising 1.7 percent over 1964. Thereafter, as inflationary
pressures’ worsened in response to growing demand pressures, prices
(on a year-to-year basis) increased by 2.9 percent in 1966 and 1967,
4.2 percent in 1968 and 5.4 percent in 1969. Though demand pressures
slackened after 1969, prices continued to-accelerate through' 1970,
increasing by a rate of almost 6.0 percent in thatyear. Thereafter the
rate of price -increase moderated in 1971 and 1972, but inflation
remained a serious national problem. o o -

In order to gain some perspective on the persistence of inflation gver
such an extended period, the following sections ‘will discuss in some
detail (1) the price patterns during the 1965-72 period and (2) the
economic policies pursued by the Johnson and Nixon Administrations
to combat inflation. Though the first -of these sections will review
mainly the behavior of prices and the economic factors which led to
the intensification of inflationary conditions during this period, occa~
sional reference will be made to certain Government pelicy actions
which were associated with major shifts in economic activity. A more
detailed description of these and other policy actions ‘will be contained
in the second section, which will direct its attention mainly to the role
of Government economic policy in coping with inflation during this
period. Moreover, in certain instances it will be seen that one section
will contain a description of price patterns or policy developments
which are pertinent to observations made in the other section. Hence;
to assure reasonable coverage and yet avoid repetition, “see also”
page references are given. : ' ‘ ' .

12

THE P_ATTEﬁN or Price INCREA;S.E)S"
Role of Excess Demand, 1 965-68

The buildup of excess demand from 1965 through 1968 started
slowly, but was fueled by sharp increases in Federal spending, lowered
tax rates and excessive monetary stimulation. From fiscal 1965
through fiscal 1968 Federal spending rose by $60. billion. This 50
percent rise in spending was largely the result of decisions by the
Johnson Administration to (1) escalate our military involvement in
Vietnam and (2) markedly expand the Government’s role in combating
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a wide range of social and economic ills facing the nation at the time.
The latter effort was designed to meet the aims of the ““Great Society”
program launched officially by the Johnson Administration in early
1965. .

During this period spending increases were about evenly split
between defense and nondefense activities—with $30.9 billion going
for military needs and $29.5 billion for domestic programs. Moreover,
because Federal spending far exceeded revenues, progressively larger.
budget deficits of $3.8, $8.7 and $25.2 billion were recorded 1n fiscal
years 1966, 1967 and 1968. Likewise, with the exception of a period of
“tightness” in 1966, monetary policy remained stimulative. From
1965 through 1968, the nation’s money stock (demand deposits and
currency outside banks) rose by an annual rate of 5.4 percent which
was more than double the 2.5 percent annual rate recorded during
1958-1965—a period of highly stable prices.

Unlike the Korean experience,?® there was no comparable surge in
prices during the early stages of the Vietnam buildup, despite evidence
of excess demand pressures. It should be noted that in the three
months preceding the decision to escalate the Vietnam conflict in
July 1965, prices rose faster than they had risen in several years.
From March through June 1965 consumer prices rose by an annual’
rate of 4 percent, compared to a rise of 1.2 percent annually during
the 1958-64 period. However, from June through November 1965
they remained virtually stable and then resumed a relatively mild
rate of increase which continued more or less unabated through
October 1966. ' :

Rising prices from March 1965 to March 1966 were due largely to
sharp increases in prices of farm products and processed foods.*® In
the case of wholesale prices (which increased overall by 4.0 percent),
prices of farm products and processed foods and feeds rose by 11.9
and 8.0 percent, respectively—accounting for 68.3 percent of the total
increase in the wholesale price index. In the same period, however,
prices of ‘all industrial commodities, which by weight accounted for.
73 percént of the total index, registered a relatively modest gain of 2.0
percent.

Correspondingly, consumer price movements were selective, not
across the board during the same period. The 2.7 percent gain in the
consumer price index was due almost entirely to rising prices for food
and services. Food, by far the most active component in the index,
increased by 6.5 percent and accounted for 52.3 percent of the overall
rise in consumer prices. Prices of services increased by 2.6 percent, a
rate very much in line with the 2.4 percent annual increase recorded
during 1958-1964. Thus, if food prices had remained stable during this
period, prices in general no doubt would have continued their record
of relative stability. . .

The economy entered & more severe inflationary phase in March of
1966. Toward the end of 1965 and in the early months of 1966, the
economy showed clear evidence of operating at full potential; unem-
ployment fell to its lowest level in 12 years and the manufacturing
utilization rate rose to its highest level since 1953—91 percent.** In

38 For more detail about the Xorean period, see pp. 373-377 of this survey. A
3 Much of the increase was due to a marked decline in cattle and hog production, bad weather in many

parts of the nation and a sharp rise in foreign demand for domestically produced wheat.
10 See Table 12 in the Appendix.
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fact, many observers at that time felt that the economy was already
operating at an unsustainable pace, particularly because of the marked
increase in spending for the effort in Vietnam. Thus, as the economy
approached capacity output, pressures to raise prices were building
up after March 1966.

During the period of March to September 1966, consumer prices
overall increased at the annual rate of 3.9 percent—considerably
higher than the 2.7 percent rate recorded during March 1965-March
1966. Unlike the earlier period, price increases. were not confined
primarily to food prices. In addition to a sharp rise in service prices,
due largely to increased prices for medical .and personal care, price
increases spread to the industrial sector. After remaining virtually
stable from March 1965 to March 1966, prices of the commodities-
less-food component of the consumer price index during the period
March 1966 through September 1966, for example, increased at an
annual rate of 3.1 percent. Food price increases, on the other hand,
slowed markedly, increasing at an -annual rate of 2.9 percent, com-
pared to the rate of 6.5 percent of a year earlier.

Wholesale prices from March 1966 through September 1966 in-
creased at an annual rate of 2.6 percent, which was considerably below
the 4.0 percent rate experienced in the previous twelve months. This
was due largely to the marked improvement in prices of farm products
and processed food. At the same time, prices of industrial commodities
increased at a slightly higher annual rate than in the earlier twelve
month period. After reaching a peak in September 1966, wholesale
prices actually decreased, continuing this trend through the end of
the year. . . , =

Following the lead of wholesale prices, consumer prices for the
first time in several months tapered off and remained relatively stable
through the rest of 1966. Thus, by the fall of 1966, prices generally
began to show signs of stability, momentarily allaying the fears of
many that the nation, especially because of the growing needs of
Vietnam and the continuing rapid pace of the economy, was threatened
with a serious inflation similar to that experienced during the first
vear of the Korean conflict. : g .

Though prices continued this stable pattern through March 1967,
this proved to be a temporary pause. After the “mini-recession’’ from
the third-quarter of 1966 through the second quarter of 1967, price
pressures began to build again in the second half of 1967, marking the
beginning of a period of accelerating inflation which continued un-
abated through 1970. By mid-1967, the economy finally began to feel
the full impact of strong demand forces which had been building
since mid-1965. With the economy at full employment, serious labor
shortages, along with the desire of wage earners to keep ahead of in-’
flation, resulted in wage settlements that outstripped increases in
productivity in the private nonfarm sector of the economy. Unit
labor costs in the private nonfarm sector rose sharply—by 4 percent
per annum—for the first time since 1960.* With: this rise, reinforced .
by a 6.2 percent rise in unit non-labor costs in the private nonfarm
sector (see Table 3 in the Appendix), consumer prices increased at an
annual rate of almost 4.0 percent during the second half of 1967. -

41 A definition of unit lubor costs may be found on p. 380 of this survoy. .
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By the end of 1967, the influences of excess demand, fueled by
heavy Federal spending and monetary expansion, became more pro-
nounced and widespread, resulting mm a further intensification of
inflationary pressures. Gains in worker compensation continued to
exceed increases in productivity in the private nonfarm sector, causing
a continuing sharp rise in unit labor costs. In response to these con-
ditions, consumer prices rose by 4.2 percent in 1968 (compared to a
3.0 percent rise in 1967), affecting every major category in the index of
consumer prices. For example, increases by major price categories
showed: 3.7 percent for commodities, less food; 3.6 percent for food;
and 5.2 percent for services.

Reinforcement by Cost-Push Pressures, 1969~72

The pressure of demand in 1969 was less severe than in 1967-1968.
This was due to two dampening influences: (1) sharp cutback in the
rate of rise in Federal spending, in an attempt to achieve a budgetary
surplus in fiscal 1969, and (2) a shift to an actively restrictive monetary
policy-in 1969. Defense spending grew hardly at all, and there was a
marked reduction in the rate of rise in spending for domestic pro-
grams. Total Federal outlays in fiscal yvear 1969. increased by 3$5.7
billion, with defense spending increasing by only $700 million and
nondefense spending by $5.0 billion. This contrasted markedly with
the $20.5 billion increase in total outlays for fiscal year 1968, of which
$10.4, billion: went for defense and $10.1 billion for nondefense activ-
ities. After being highly expansionary in 1967 and 1968, monetary
policy tightened noticeably in 1969. For example, the increase in the
money stock (demand deposits and currency outside banks) was 3.2
percent—in contrast to 6.6 and 7.8 percent gains in 1967 and 1968.*

These actively restrictive. fiscal and monetary policies, played a
major role in slowing the pace of the economy. From the first through
the fourth quarter of 1969, aggregate output in real terms rose by less
than 1 percent. However, despite this sharp decline in the rate of
expansion, inflationary pressures continued to intensify. Consumer
prices rose by 5.4 percent, the highest increase registered since 1951,
the peak vear of the Korean inflation. Most of this rise was due to
continuing strong cost-push pressures generated by previous rounds of
price increase. Gains in. hourly compensation accelerated while pro-
ductivity, for the first time since 1956, actually declined. Conse-
quently, unit labor costs rose by 7.1 percent, substantially exceeding
the increases recorded in 1967 and 1968.. )

In 1970, the economy continued to feel the impact of restrictive
economic policies initiated by the Nixon Administration in 1969. The
economy experienced a mild recession, as reflected by a 1.5 percent
decline in real GNP between the third quarter of 1969 and the fourth
quarter of 1970. Excess capacity mounted rapidly through the year.
The gap between potential and actual GNP, which started to open
about mid-1969, widened sharply and reached 6.8 percent of potential
GNP by the end of 1970. In a similar fashion, the margin of unused
industrial capacity widened appreciably, reflected by a drop in the
manufacturing utilization rate from 80.7 percent in the first quarter
of 1970 to 74.1 percent in the fourth quarter of 1970.

# A more detailed discussion of Government anti-inflation policy may be found on pp. 404-107 of this
survey.
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As a corollary, unemployment rose sharply from 3.9 percent in
January to 6.1 percent in December 1970; business investment, which
had boomed from 1964 through 1969, registered no gain; business
profits deteriorated further over the year; consumer spending became
very sluggish; and the savings rate rose from 6.3 percent of disposable
personal income in the fourth quarter of 1969 of 8.3 percent by the
fourth quarter of 1970.

Despite growing slack in the economy, inflation continued to
accelerate. Consumer prices rose by 5.9 percent, once again marking
the sharpest rise in prices since 1951, the peak year of the IKorean
inflation. As in 1969, rising costs, evident in the continuing sharp rise
in unit labor costs and unit non-labor cests, were the sustaining force
behind inflation in 1970. ‘

Statistical movements in prices and costs however do not tell the
full story about the stubborn nature of inflation during 1970. In
addition to the carry-over effects of past cost increases, the wage-price
spiral was reinforced by a worsening inflation. psychology that perme-
ated all segments of the economy. Businessmen, labor unions and even
consumers operated under the assumption that serious inflation would
continue largely unabated. Thus on the basis of past cost increases and
the anticipation of rising future costs, most business firms did not
hesitate to increase prices. Sharp increases in worker compensation
during the year reflected continuing efforts, particularly by large
labor unions, to compensate for past and future price increases. Mean-
while, in reaction against growing lenders’ risk' from  rising prices,
interest rates rose to record: levels, adding substantially to costs. In
addition -to these factors, lagged increases in local, State and Federal
taxes, higher rates set.in regulated industries, and other cost and price
increases added to the pressure on costs in 1970. :

As the economy moved into 1971, there were signs that the pace of
inflation might be slackening, following almost three and one half years
of accelerating price rise. From January through April the rise in
consumer prices fell off to a seasonally adjusted annual rate of 2.9
percent, which was. half the year-to-year rate recorded.in 1970.
However, this proved to be only a momentary improvement. From
April through July prices rose by a seasonally adjusted annual rate of
4.8 percent—once again heightening inflationary expectations through-
out the economy. Given this bad psychological setting, the persistence
of high level unemployment, and a rapid deterioration in the U.S.
balance-of-payments position, the Nixon Administration concluded
sometime in midsummer that the soundest policy then was to apply
wage and price controls to the economy without delay. On August 15,
1971, a 90-day wage-price freeze was instituted to stem the tide of
inflation, bring a halt to inflationary expectations and provide time
to prepare and set in motion a more flexible and selective system of
mandatory controls.® _ ) . o

The impact of the freeze was readily apparent in the behavior of
prices. From August through November, the consumer price index
rose by a seasonally adjusted annual rate of only 1.9 percent, compared
to a greater than 4 percent gain (annual rate) in the previous three
months. In the same period wholesale prices declined at an adjusted

3 For more detail, see pp. 412-114 in this survey
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rate of 0.8 percent, in contrast to & 5.3 percent annual rate of increase
in the preceding 3 months. In December both indexes rose sharply;
however, this was due largely to the impact of price adjustments
following the lifting of the freeze and the shift to a selective system of
mandatory controls.

Thus for the first time in several years, there was an appreciable
reduction in the rate of inflation in 1971. On a year-to-year basis
consumer prices increased at a rate of 4.3 percent, compared to 5.9
percent in 1970. The cause of this improvement in the pattern of prices
is debatable. To be sure, the rate of rise in unit labor and non-labor
costs was reduced markedly during 1971. But it was also evident that
inflationary expectations ebbed in response to the freeze placed on
wages and prices. Had not the Government intervened in the in-
flationary process in mid-1971, it is not certain that the price rise
would have moderated during the remainder of the year.

From December 1971 through August 1972, price patterns continued
to improve, despite a momentary bulge in prices in the period following
the termination of the freeze. During the early stages of the Phase 11
stabilization program, retail prices rose at an annual rate of 4.8 percent
from November 1971 to February 1972. This resulted mainly from a
concentration of postponed wage and price adjustments allowed to
go into effect after the freeze. Thereafter, the annual rate of increase
of consumer prices fell to slightly less than 3.0 percent from February
through August 1972—the first anniversary of the Administration’s
economic stabilization program. Overall, during the first year of
economic controls, consumer prices also increased by a 3 percent rate,
which was a marked improvement over the 4.4 percent rate registered
during the previous 12 month period (August 1970-August 1971).*

Despite the fact that the rate of price increase was only half that
of 1970, few observers of the economy were willing to declare the
battle won against serious inflation. The economy in August of 1972
still faced many uncertainties. Could controls reduce the rate of
inflation below 3 percent? Could a more rapid rate of economic growth
cause a resumption of faster price increases, with or without controls?
Have controls served only to mask the symptoms of inflation? Can
conventional monetary and fiscal policies alone maintain price
stability when selective controls are removed? Is the continuation of
controls having an adverse effect on employment, making it more
difficult to whittle down the unemployment rate?

In summary, the 1965-72 inflation went through four relatively
distinguishable phases. First there was the period of mild and nter-
mittent price increases which began in March 1965 and extended
through mid-1967. Then came a period of excess demand which lasted
from mid-1967 through most of 1969. In this period prices accelerated
in response to excess demand conditions fueled by overly stimulative
fiscal and monetary policies during 1965-68. Third, and perhaps
more difficult to pinpoint, there was the period of fairly uncontrolled
cost-push inflation which came into full play in late 1969 and extended
through mid-1971. In this period prices continued to accelerate,
despite an economic slowdown and the cessation of excess demand
conditions in the economy. Prices were driven up by rising costs

4 For more detail, see pp. 418-420 of this survey. Data for the last 4 months of 1972 was not available
at the time this paper was written.
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fueled by “catch-up increases’” in wages and prices which were in
turn reinforced by the persistence of widespread inflationary ex-
pectations. The fourth phase, which began in August 1971, can perhaps
be best described as a period of managed inflation, reflecting the
impact of government-imposed wage and price controls.

GovernMENT Economric Poricies

Johnson Administmtion “Guns and Butter’” Policies, 1 965-66

In his January 1965 Economic Report to the Congress, President
Johnson made the following appraisal of the economy to set the stage
of economic policy for the next 12 months: '

I am pleased to report—

That the state of our economy is excellent;
That the rising tide of our prosperity, drawing new strength.from the
1964 tax cut, is about to enter its fifth consecutive year; and :
That, with sound policy measures, we can look forward to uninterrupted
~and vigorous expansion in the year ahead. N

With the economy still operating below full capacity and relatively
full employment, the Administration decided that economic policy
during the year should remain expansionary.® Federal spending from
- the first quarter ‘through the second quarter of 1965 (measured in

terms of the national income and accounts budget) increased by $7.4
billion, or 6 percent. With Congressional enactment. of the Revenue
Act of 1964 and the Excise Tax Reduction Act of 1965, taxes overall
were reduced by slightly. over $13 billion in 1965, & substantial fiscal
Cstimulus. . . : : ‘ _'
Likewise monetary policy, as administered by the Federal Reserve
Board, remained an expansionary inflience in’the economy during
the vear, with the total money stock (demand deposits and currency
outside banks) rising at an annual rate of 4.7 percent, slightly above
-the 4.5 percent rate of 1964:. .~ . . : : -
However, the economy, following- 47 months. of recovery and
expansion, appeared to be fast approaching full capacity and relatively
full employment for the first time in several years, and the Adminis:
tration realized that it would be .more difficult to maintain relative
price stability in 1965 than in previous years. Therefore, it chose to
place increasing emphasis on: wage-price guideposts as a means of
combating excessive increases in wages and achieving stable prices.*®
In his Economic Message to Congress, President Johnson reaffirmed
his support of the guidepost concept and stated that he fully intended:
To maintsin a close watch.on wage and price developments; o
. To cira\v public attention to those private actions which threaten the public
interest; . . . . . . . )

To ask, as I have recently done in the case of steel prices, for special, detailed

analysis of price or wage increases in key sectors of the economy; and :

To oppose legislative enactments that threaten to raise costs and prices and to
support those that will stabilize or reduce costs and prices.

The Council of Economié Advisers, in its report accompanying-the
President’s Message, stated that the total percentage increase in
total employee compensation per man-hour should not exceed™ the

4 For a review of policy during 19611964, see pp. 382-386 of this survey. - .
% A description of the guidepost concept is contained in pp. 387-388 of this survey.
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national trend rate of increase in output per man-hour (or produc-
tivity), which the Council estimated to be 3.2 percent (i.e., the average
annual percentage change in productivity during 1960-1964).47
Industry, on the other hand, should raise prices only if its productivity
gains fell below the 3.2 figure. If certain industries experienced a
higher productivity gain, then prices should be cut.

Although the Administration continued to emphasize the voluntary
nature of the guideposts, on three different occasions in late 1965 it
reacted strongly to the announcements of price increases by producers
of aluminum, copper and steel. In the case of aluminum and copper,
it warned producers that, because of the situation in Vietnam and,
because of growing inflationary pressures at home, it would release a.
sizeable portion of its stockpile of aluminum and copper in the market
place, in order to bring about a reversal of the announced price
increase. Following a series of negotiations, producers in both indus-
tries agreed to rescind their price increases.*s

In the case of steel, where certain producers announced price
increases for structural steel products, the Administration responded
by saying that it would do everything in its power to shift government
purchases of steel to those firms which had not gone along with the
price increase. Following a series of meetings with government officials,
U.S. Steel Corporation, which had not followed the lead of Bethiehem
Steel and Inland Steel, announced (on January 4, 1966) that it would
increase the price of structural steel by $2.75, which was considerably
below the $5.00 price announced by Bethlehem and Inland Steel.
Administration reaction was favorable and shortly thereafter Bethle-
hem and Inland followed suit. Such a reaction appeared to many
people to violate the voluntary guidepost principle. Some critics went
so far as to describe these actions as being “capricious and arbitrary.”

Despite these efforts on the part of the Administration, prices began
to show signs of accelerating increase.*® In response to this develop-
ment, the Federal Reserve Board, which had adhered to a moderately
expansionary monetary policy throughout most of the' economic
expansion, announced in December of 1965 that it was taking two
actions which it hoped would “* * * maintain price stability, and
thus * * * foster balance in the economy’s continued growth and
strength in the dollar’s international standing.”

First, it approved the actions by the directors of the Federal Reserve
Banks of New York and Chicago to increase the discount rate from
4 to 4149, effective December 6, 1965 (and shortly thereafter appreved
similar increases at the other Reserve Banks). This discount rate is
the interest rate charged member banks on loans of reserves supplied
by their district Federal Reserve Banks.

Second, it authorized an increase in the maximum rates that member
banks may pay their depositors on “all time deposits und certificates
of deposits having a maturity of 30 days or more,” placing commercial
banks in a more favorable position to compete for money market
funds and for consumer seyings that might go into savings and loan
institutions.
me first time that the Council quoted a specific compensation target.

4 Aluminum; November 10, 1965. Copper: November 19, 1955.
4 For a description of price patterns during 1985, see pp. 389-390 of this survey.
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In taking these actions the Federal Reserve stated that it

* * * intended not to cut back on the present pace of credit flows but to
dampen mounting demands on banks for still further credit extensions that might
add to inflationary pressures * * *. :

Administration reaction was immediate. President Johnson ex-
pressed ‘‘regret’”’ that the Fed had not seen fit to forego such a decision
until all of the facts on the budget to be submitted a month later
were available. The Fed’s reaction was that the need was immediate
and that it could not postpone its action any longer. This policy
split between the Federal Reserve and Administration policy marked
a break in a long period of cooperation during the 1961-65 expansion.

Once the Administration had reached a finial decision on its Budget
for fiscal 1967, it took the position that, in light of current economic
conditions and rapidly rising Vietnam costs, fiscal policy would have
to be “mildly restrictive’” in 1966. In addition to the decision to keep
the increase in non-defense spending (on an administrative budget
basis) to only $600 million, the President in his January 1966 Budget
Message requested the Congress to authorize as soon as possible:

A rescheduling of the January 1, 1966 and later excise tax reduction enacted
last June for automobiles and telephone service;

A graduated withholding system that will improve the pay-as-vou-go basis of
our personal income taxes without increasing tax rates or tax liabilitics;

A corresponding speed-up in payments of corporate income taxes this year and

next, also without increasing tax rates or tax liabilities; and
A method of paying self-employment Social Sccurity taxes on a current basis.

In making this request, the President expressed the view that:

These measures will Iet us stay close to a high-level balance between the
revenues that the Federal Government draws out of the economy and the expendi-
tures that it puts back into the spending stream, and to a high-level ‘balance
between total demand and the economy’s capacity to produce: It 1s my judgment -
that this budget provides the appropriate fiscal environment for the maintenance
of basic price stability with continued growth.. B . . .

In total, the Administration estimated that these measures would
raise revenues by about $6 billion from the time of enactment through
fiscal year 1967. In March, Congress complied with the- President’s
request. In its policy planning the Administration .also took into ac-
count the effect of & $6 billion increase in Socidl Security and Medicare
taxes which went into effect:in January of 1966.  Although it conceded
that developments in the months ahead might call for greater fiscal
yestraint, it felt that any additional restriction gt the tinie wwould be
inappropriate. ' - ° ‘ e

Critics of the Administration’s policy were somewhat divided: Al-
most all were concerned about such problems as inflation and the in-
creasing burdens of defense spending at a time when the economy was
operating near to capacity. But some were of the-opinion that the
economy was already growing at an unsustainable pace, and that, ‘in
addition to the President’s proposals outlined above, a tax-increase.
was an absolute necessity if we expected to keep the economy on an even
keel. Others contended that a tax increase should be a last resort, and
that first priority should be given to substantial reductions in non:
defense spending. : E Ce
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The Administration responsed to such criticism by taking the posi-
tion that a general tax increase on top of the “restrictive fiscal”
measures already proposed would lead to too firm an application of
the fiscal brakes, and damage to the economy. FHowever, it should be
noted that many observers felt that there was a second reason why
the Administration was against a tax increase—namely, that it would
be difficult politically to get Congress to agree to a tax increase without
insisting on a decrease in spending on domestic programs. Having’
just geared up its Great Society program, the Administration was in
no mood to cut spending at this time.

Concerning the economic costs of Vietnam, the Administration took
the stand that our involvement in the conflict up to that point im-
posed “no unbearable burden on our resources.” Based on its estimates,
production for Vietnam amounted to about 114 percent of the coun-
try’s gross national product. Although the Administration conceded
that Vietnam and high level economic activity would make it in-
creasingly difficult to keep the economy in balance, it felt there was
no economic justification for a substantial cutback in non-defense
spending. In its view, the economy at the time could afford both guns
and butter.

As it turned out, the Administration underestimated the cost of the
Vietnam conflict by $10 billion in fiscal 1967. In its original estimate,
it figured defense spending would total $60 billion in fiscal 1967;
instead it rose to about $70 billion. Its projections for non-defense
spending also proved to be wide of the target. On an administrative
budget basis, the increase was by $3 billion instead of the modest $600
million forecasted in early 1966. Moreover, when trust.fund outlays

were added to administrative budget totals, total non-defense spend-

ing increased by a record $10.3 billion over fiscal year 1966.5 Thus,
rather than being “mildly restrictive’” as intended, fiscal policy con-
tinued to play a highly expansionary role in the economy during 1966.

While the debate continued over fiscal policy, the Federal Reserve
found it necessary to play an active role in attempting to restrain the
economy as the year progressed. In the first four months of the year
the nation’s money stock continued to increase; but the Fed began in
April to tighten the monetary screw. In July the nation’s money stock
actually declined slightly and then it remained static for the remainder
of the year.

Tightening monetary conditions and extraordinary increases in
business capital spending placed a severe crunch on credit markets,®
causing near panic in the nation’s business and financial community
during August and September of 1966. Corporations running short on
internal sources of funds were forced to rely heavily upon lending in-
stitutions to fund their growing capital needs. This demand, com-
bined with increased borrowings by the United States Treasury to

finance a growing budgetary deficit, resulted in a serious shortage of

loanable funds. Consequently, lending institutions were forced to

ration credit, disappointing many business clients who under normal

circumstances would have had no difficulty in renewing maturing

short-term debt or in obtaining other needed capital. Moreover, many
0 See Table 4 in the Appendix.

5t In 1965 and 1966, capital spending increased by 15.7 and 16.7 percent, respectively, compared to a 9.5
pereent annual rate during 1961-1964.
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corporations heavily dependent on short-term credit became alarmed
about their ability to meet their prospective financial commitments.

This exceptional squeeze on credit markets also served to shift funds
from housing to business loans, virtually drying up the sources of
available mortgage credit by mid-1966. Since the housing industry was
already in a severe slump, the added effects of reduced credit resulted
in a decline in new housing starts in October 1966 to an annual rate
of 848,000, the lowest level since 1945. :

Pressed by these heavy demands for credit, interest rates, both short
and long term, rose steadily- through the fall of 1966, and long term
rates reached their highest level in 40 years. Credit rationing and these
higher interest charges had. a marked effect not only on housing but
also on small business borrowers, many of whom were unable to
establish credit in competition with big business borrowers.

The capital investment boom, the depression in housing, the grow-
ing confusion in the money markets, rising prices in many sectors of

. the economy, and the unanticipated sharp increase in Vietnam spend-

ing combined to create severe imbalance in the economy. Hence the -
President on September 8, 1966 sent a special Economic Message to
Congress requesting that 1t enact legislation which would authorize a
sixteen month suspension of the seven percent business investment
tax credit and the use of accelerated depreciation on all buildings and
structures started or’ transferred on or after September 1, 1966.
Clearly these special incentives for plant and equipment investment
and commercial -construction were destabilizing forces. o
The President’s objective was to achieve a marked reduction in the
pace of business spending for new plant and equipment, which had been
continuing at an unsustainable pace, and hopefully to redirect funds
to the housing sector. This legislation, with a few modifications, such
as shifting the effective date to October 10, was promptly enacted by
the Congress. In the same Message, the Administration stated that it
would apply additional fiscal restraint by reducing low priority spend-
ing by some $3 billion during the remainder of the current fiscal year
(fiscal year 1967). , : . -
The Congress took action in September 1966 on legislation intended:
to limit the further escalation of interest rates, and restrain the growth
of commercial bank credit to a more moderate pace..Competition.
between commercial banks and savings -and loan associations for
personal savings during the year had reduced the ability of savings -
and loan assoclations to lend on mortgages, which.resulted in .a. 10 .
percent reduction of building activity. The savings and-loan associa-
tions suffered several net outflows of savings after quarterly dividend .
dates and were compelled to borrow several billions of, dollars from
the home loan banks. Commercial bank loans to business, on the other
hand, had grown at an annual rate of 20 percent, and. credit-financed.-
business- spending had grown at a pace that the,Federal Reserve |
considered. unsustainable,” constituting an -appreciable addition to .
current inflationary pressures. C S e o
These conditions prompted Congress, supported by Federal banking
supervisory agencies, to enact temporary legislation to: (1) set different
maximum interest rates on deposit-type accounts according to size, .
geographic area, or other differences; (2)..provide a wider range .of
reserve requirements on time deposits in member banks;-and (3) -
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authorize the Federal Reserve to buy and sell Home Loan Bank and
other obligations in order to support the mortgage market indirectly.
This legislation furthermore enabled the Federal Home Loan Bank
Board, for the first time in its history, to place interest rate ceilings
on funds deposited in savings and loan associations.

When this law had been signed, the Federal Reserve Board im-
mediately reduced the maximum interest rate on certificates of
deposits of less than $100,000, and the Home Loan Bank Board
established maximum interest rates on savings and loan accounts,
permitting a differential in favor to western states.

As noted earlier, near-panic developed in credit markets in the late
summer and early fall of 1966, and there was increasing evidence that
the economic expansion was showing signs of slowing down. Con-.
sequently late in 1966, the Federal Reserve, in a nearly unprecedented
manner, gave clear indication to the nation’s financial interests that
it would strive to ease monetary conditions and would continue to
pursue such a policy as long as the economy was orderly and non-
inflationary. Although there was no appreciable easing of the monetary
situation before the end of 1966, the fact that monetary policy was
shifting from extreme restraint to greater ease seemed to have a
positive psychological effect on the nation’s financial markets, calming
fears of further deterioration in the monetary situation.

In addition to its policy of “mild fiscal restraint,” the Administra-
tion re-emphasized the importance of the guidepost principle, urging
both labor and industry to exercise moderation in their wage and price
decisions. As the year progressed, organized labor expressed increasing
opposition to the guideposts, arguing that they were meaningless
and unworkable since inflation would more than offset the 3.2 percent
wage increase recommended by the Administration. Many industries,
too, were finding it more difficult to conform to the Administration’s
wishes, contending that they could no longer absorb rising labor and
material costs and maintain adequate profit margins.

Given this changing environment. the Administration soon found
that its success of previous years in keeping unit labor costs fairly
stable was unlikely to continue in the year 1966. Throughout 1966 the
guidelines were violated at will on numerous occasions, as exemplified
by the wage agreements following the transportation strike in New
York City in January of 1966 and the mid-summer strike of machinists
against the several major airlines, both of which far exceeded the 3.2
percent figure. Increases in prices of sheet and strip steel of $2 to $3
per ton in August of 1966 also were considered a violation of the
guideposts.

Thus, by the end of the summer of 1966, opinion was fairly wide-
spread that the guidepost concept, which held up reasonably well in a
period when costs and prices were relatively stable, had failed. Unit
labor costs in the private nonfarm economy, following several years of
relative stability, increased by 2.5 percent 1 1966—the largest mcrease
in six years.®

In sum, 1966 proved to be a highly eventful and troublesome year
for the Adiministration economic pclicy. The policies and objectives
outlined at the beginning of the year were considerably altered by
greater increases in Vietnam war costs than had been anticipated. A

52 Se¢ Table 3 in the Appendix.
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policy split arose with the Federal Reserve over tight money. Serious
trouble spots developed in various areas of the economy, especially in
housing and capital markets, as credit became scarce and interest
rates soared. The wage-price guideposts lost their effectiveness and
were eventually abandoned as an anti-inflation measure. Finally,
though inflation did not get terribly out of hand during 1966, it became
apparent that.the fiscal excesses of 1966 would trigger a more serious
rise in prices in 1967, if needed restraints were not placed on the
economy in the coming year.” ‘

The Belated Shift tb- Economic Restrawnt, 1967-68

" Evidently realizing that it had erred in not applying greater eco-
nomic-restraint in 1966, the Johnson Administration in January 1967
called for a general tax increase in the foim of a surcharge on individual
and corporate income taxes. However, in doing so, it recommended
that the 'tax increase not beccme effective befcre July 1, 1967. This
was done because the economy was already in the midst of a
slowdown—or a ‘“‘mini-recession’” as some termed it—which the
Administration expected to continue through the first half of the year:

"The slowdown ‘was due to the depressing effects of a mazsive
buildup of business inventories, the ending of the business investment
boom, and a nosedive in homebuilding. Price rises also slackened
during this period. Moreover, by the spring of the year business
investment activity had fallen off so sharply that the Congress, at the
Administration’s request, reinstated the investment credit in the hope
of preventing a further decline in business spending for plant and
equipment. ' ; '

Despite these conditions, the Administration indicated it was
confident that the economy would.rebound in the second half of 1967
because of continuing sharp increases in defense spending and the
working off of excessive business inventories. Thus it was believed
that additional fiscal restraint would be needed later in the year.

The economiy did rebound as expected by mid-year. The recovery
exceeded expectations and at'the same time defense spending require-
ments had to be zcaled up to pay for the war effort. Because cf these
developments, the Administration recommended a temporary 10
percent surcharge on individual and corporate incomes instead of the
6 percent rate originally suggested. The measure was sent to Congress
in August 1967 with the hope that it would act promptly on the matter.
It did not act, however, because many in Congress felt strongly that
a tax increase should not be given serious consideration until the
Administration came up with an effective plan for reducing federal
spending. Many Congressmen felt that it was unfair to impose higher
taxes when, in their view, the main problem was excessive federal
spending.

President Johnson, on the other hand, was opposed to spending cuts.
This caused a stalemate and the tax request died in committee. In
killing the measure, Representative Wilbur Mills, Chairman of the
House Ways and Means Committee—supported by a committee vote
of 20 to 5—made it clear to the President that a tax increase would not
be approved until an acceptable expenditure reduction plan was sub-
mitted by the Administration.

83 For a deseription of price pnttéms during 1966, see pp. 300-391 of this survey.




402

Because of Congressional inaction on the President’s tax request,
the federal deficit soared to $12.4 billion (on a national income accounts
basis) during 1967. Monetary policy also continued to be highly ex-
pansionary during the year, as reflected by a 6.6 percent increase in
the money stock, higher than any annual increase recorded during the
1948-1967 period (see T'ables 2 and 6 in the Appendix). This extraor-
dinary fiscal stimulus, reinforced by an easing of monetary conditions,
had a predictable impact on the economy in the second half of 1967.
By any standard the economy became overheated by vear end. Unem-
ployment fell to 3.7 percent. Consumer prices increased at a 4 percent
annual rate (seasonally adjusted), compared to a 2.1 perceunt rate in
the first half of the year.* It was fully expected that mounting excess
demand would intensify inflationary pressures in 1968.

Belatedly, both the Administration and the Congress agreed that
drastic fiscal action would have to be taken in 1968 to combat spiraling
inflation and numerous other ills facing the economy. In January 1968
the President resubmitted his 10 percent surcharge package which his
Economic Advisers estimated would raise tax revenues by $3 billion
in fiscal 1968 and $13 billion in fiscal 1969. His budget for fiscal 1969
called for more than a $3 billion rise in defense outlays and a “hold the
line” expenditure policy for most non-defense programs. However,
the Congress expressed immediate dissatisfaction with this fiscal
formula. It insisted that a tax increase would not be granted until
agreement was reached on mandatory cutbacks in federal spending.

Following several months of bitter debate, the Congress in mid-1968
finally enacted the Revenue and Expenditure Control Act of 1968
which approved the Administration’s tax program (including the 10
percent surcharge, extension of certain excise taxes, and an acceleration
of corporate tax payments). In addition, the Act required the Execu-
tive Branch to reduce controllable federal spending by $6 billion in the
fiscal 1969 budget, to cut projected fiscal 1969 appropriations by $10
billion, to rescind $8 billion of unspent prior year appropriations and
to reduce federal civilian employment by approximately 245,000
workers. The tax package, on the other hand, was expected to produce
an additional $15 billion in revenues before its scheduled expiration
onJuly 1, 1969. These measures constituted, at long last, a shift toward
active fiscal restraint.

Because of the delay in getting the tax package approved by Con-
gress, the Federal Reserve found it necessary to tighten credit during
the first half of 1968. The Fed attempted to apply enough restraint to
help in cooling off a feverish economy, and yet stand ready to take on
the full burden of economic restraint if the Administration failed to get
its taxincrease. In its 1969 Annual Report (submitted in January1969),
the Council of Economic Advisers gave the following account of the
Fed’s action:

Within these limitations, a series of actions did, in combination, achieve signif-
icant restraint.

Two half-point increases brought the Federal Reserve discount rate to a modern
high of 5% percent by late April. Regulation Q was also changed in April to raise
the maximum allowable interest rates that banks could pay on time certificates of
deposit. -Open market operations brought pressures on bank reserve positions

sufficient to slow bank credit growth to a 614 percent annual rate in the first half
of the year, compared with an 1134 percent increase in 1967. In the first half of

5 For a description of price patterns during 1967, sec pp. 391-392 of this survey.
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1968, total funds raised in credit and equity markets were 17 percent below the
volume of the last.half of 1967. Interest rates in the open market moved sharply
upward. By late May, the rate on 3-month Treasury bills reached 5.90 percent and
high-grade corporate bonds commanded more than 7 percent—above the highs
during the 1966 credit crunch. '

- Interest rates fell fof a time after the logjam on the tax bill broke in late May.
The Federal, Reserve followed this with some relaxation of its grip on bhank
reserve positions in June and July. In mid-August, the discount rate was rediiced
to 514 percent, largely in technical realignment to lower market rates.

. The initial easing of pressures on the banking system set off widespread expec-
tations that monetary policy would soon be eased still further. The resulting
increased demand for securities to capture potential capital gains drove interest
rates sharply downward. Meanwhile, the demands for credit to finance security
purchases.were added to the already heavy credit demands from the Treasury and
the private sector, with the result that growth of bank credit accelerated sharply
after midyear. % ’

- Following the enactment of the revenue and expenditure control
package in June 1968, the Federal Reserve, fearing possible fiscal
overkill, eased its restraint on money markets. However, as sub-
sequently related by Arthur Okun, Chairman of the Council of
Economic Advisers during this period, this action proved to be

" "Because the outlook for homebuilding seemed bleak and that for the econbmy
as a whole appeared moderate, the Federal Reserve celebrated the enactment of
the fiscal program with some easing, supporting and following bullish developments
in financial markets. This turned out to be the wrong policy because it was the
right policy for what turned out to be the wrong forecast. And, in believing that
erroneous forecast, the Federal Reserve has lots of company—at the Council and
among other government forecasters and business economists. The monetary
decisions made in.the summer and fall of 1968 could not conceivably have had'a
significant influence on econornic activity during 1868, but they did contribute to
continued overexuberance in 1969. % .

. Rinally, there were some who felt that controls should be placed on
wages and prices during 1968. In its 1968 Annual Report, the Council
of Economic Advisers expressed strong disagreement with this view: .

The most obvious—and least desirable—way of attempting to stabilize prices
is to impose mandatory. controls on prices and wages. While such controls may be
necessary under conditions of an all-out war, it would be folly to consider them
as a solution to the inflationary pressures that accompany high employment under
any other circumstance. They distort resource allocation; they require reliance
either on .necessarily clumsy and arbitrary rules or the inevitably imperfect
decisions of Government officials; they offer countless temptations to evasion or
violation; they require a vast administrative apparatus. All these reasons make
them repugnant. Although such controls may be unfortunately popular when they
are not in effect, the appeal quickly disappears once people live under them. %

The Council did, however, rgafﬁrm its support of the guidepost
principle (with some modifications). Yet, it realized that 1t was
unrealistic to expect widespread public support for this concept when
it was clear that excessive government spending was the principal
cause of the sharp increases In wages and prices. .

History has shown that the belated shift to active fiscal restraint in
mid-1968 had no immediate impact on the pace of economic activity
during the remaining ionths of 1968. Business investment and
personal consumption continued to surge. Unemployment fell steadily
to 3.3 percent by year end—the lowest level since October 1953:

85-1J.S." President. Economic Report of the Presidexit; transmitted to the Congress January 1969; together
with the Annual Report of the Council of Economic Advisers, 1969, p. 30. |

3 Arthur M. Okun, The Political Economy of Prosperity, The Brookings Institution, 1969, pp. 93-94.

5 U.S. President. Economic Report of the President; transmitted to the Congress February 1968; together
with the Annual Report of the Council of Economic Advisers, 1968, p. 119.
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Both short and long term interest rates rose to new heights. And
consumer prices rose by a seasonally adjusted annual rate of 4.8
percent, compared to 4.0 percent during the second half of 1967.
Though these pressures were mainly the product of past errors in
economic policy, the Johnson Administration had expected some
moderation in private demand pressures, interest rates, and price
increases during the second half of 1968. T

Nizon Admanistration “Game Plan,” 1969-August 1971

When the Nixon Administration assumed office in January 1969,
it was generally agreed that monetary and fiscal policy would have to
keep a tight rein on the economy during the coming year. The Federal
Reserve Board, having seriously misjudged the economic ‘situation in
the summer and fall of 1968, shifted to a policy of monetary restraint
by the end of the year. In setting the tone for monetary policy,
Federal Reserve Board Chairman William McChesney Martin in
early 1969 said, “The intensification of this restraint has been gradual,
rather than abrupt, in keeping with our assessment of the economy’s
needs over the long term.” *® It was believed that this action in con-
junction with appropriate fiscal restraint would lead to the gradual
cooling off of excess demand pressure in the economy. This would
mark a first step in the longer term task of halting inflation while
assuring a sustainable rate of economic expansion in the attempt to
avoid a serious rise in unemployment.

In his final Budget Message to Congress, President Johnson recom-
mended a fiscal program designed to hold total federal spending
within the bounds of avilable revenues, yielding a surplus of $3.4
billion. He also called for a one year extension of the 10 percent
surcharge, from July 1, 1969 to June 30, 1970. In the President’s

view this policy of restraint was ‘. . . essential to safeguard the
purchasing power of the dollar and its strength throughout the
World . . . The need for continued fiscal restraint is agreed upon by

all informed opinion in both our political parties.” *® He went on to
say: :

The immediate task in 1969 is to make a decisive step toward price stability.
This will be only the beginning of the journey. We cannot hope to reach in a
single year the goal that has eluded every industrial country for generations—
that of combining high employment with stable prices.

* * * * * * *

Price stability could be restored unwisely by an overdose of fiseal and mone-
tary restraint. This has been done before, and it would work again. But such a
course would mean stumbling into recession and slack, losing precious billions of
dollars of output, suffering rising unemployment, with growing distress and un-
rest. It would be a prescription for social disaster as well as for unconscionable
waste. .

The Johnson Administration cautioned, however, that monetary and
fiscal policy could.not be relied upon as a sole means of reducing
mflation and maintaining relatively full employment. As a necessary
supplement to these policies, both labor and industry should be en-
couraged to observe voluntary standards of price and wage behavior
mss. Joint Economic Committee. The 1969 Economic Report of the President. Hoarings . .
91st Congress, Ist. Sess., part 3, p. 647.

8 U.8. President. Economic Report of the President; transmitted to the Congress January 1969; together
with the Annual Report of the Council of Economic Advisers, 1969, pp. 8-10. i
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which would be generally in line with the nation’s gains in productiv-
ity. Particular attention should be given to powerful economic inter-
ests which are not normally subject to the discipline of competitive
markets in fixing wages and prices.

Generally, the Nixon Administration agreed that monetary and
fiscal restraint was appropriate in 1969 to assure continued high
employment and “achieve a continuous moderate reduction of the
rate of inflation.” In developing its strategy—or “‘game plan” as it
preferred to term it, the new Administration operated under the
following assumptions. A combination of monetary and fiscel restraint
would gradually slow the pace of the economy. In the short run, a
deceleration in the rate of growth in real output would cause a decline
in productivity. This in turn would cause a rise In unit costs and a
corresponding narrowing of profit margins. Businesses would respond
by cutting costs and would refrain from raising prices at-will, At the
same time, businesses would become more resistent to labor’s wage
demands. On the other hand, a softening of labor. markets was ex-
pected to lessen workers’ demands for large wage increases. :

Hence, when it had become clear that the wage-price spiral had
been broken and the rate of price rise had moderated, monetary and
fiscal policy could be eased to promote a quicker expansion and &
return to full employment. Because of the absence of excess demand
conditions in the economy, prices would achieve relative stability.,

The Administration expected a moderate deceleration of economic
activity during the first half of 1969, without any appreciable impact
on the general level of prices. A slower price rise was expected during
the second half of the year as a result of a further softening of the
economy. Thus, by year end the Administration expected price in-
creases to be less than they had been earlier in 1969. .

Concerning the question of wage-price guideposts, President Nixon
in his first press conference made 1t clear that the Administration had
no intention of using this method as a means of dezling with inflation.
He said:

1 do not go along with the suggestion that inflation can be effectively controlled -
by exhorting labor and management and industry to follow certain guidelines. 1
think that is a very laudable objective for labor and management to follow. But
T think I am aware of the fact that the leaders of labor and the leaders of man-
agement, much as they might personally want to do what is in the best interests
of the nation, have to be guided by the interests of the organizations that they
represent.®

In the view of many students of policy, the President in this in-
stance committed a serious tactical error. At best, they said, he should
have remained non-committal on the question of guideposts until a
determination could be made as to how well monetary and fiscal
policies were doing their job in combatting inflation. .

Following his review of the Johnson Budget, President Nixon in
April 1969 sent a revised budget in which he pledged to hold spending
to $192.9 billion, compared to the Johnson estimate of $195.3 billion.
The budget would be in surplus to'the amount of $5.8 billion, which
was $2.4 billion above the Johnson estimate.®

8 Press Conference, January 27, 1089. In Weekly Compilation of Presidential Documents, February 3,
1969 (Vol. 5, No. 6), p. 180. i
6 Actual Fedoral spending totalled $196.6 billion in fiscal 1970, resulting in a deficit of $2.8 billion.
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To complete his fiscal package, the President requested repeal of the
7 percent investment tax credit, extension «f the surtax at the 10
percent level through December 31, 1969, followed by a reduction in
the rate to 5 percent, effective January 1, 1970. In August, Congress
granted ccntinuation of the 10 percent surcharge in the second half of
1969. The extension of the surcharge at a 5 percent rate through the
first half of 1970 and repeal of the investment tax credit were provided
for in the Tax Reform Act of 1969, passed by Congress in December of
1989.

Monetary policy remained highly restrictive throughout most of
1969. The Federal Reserve raised the discount rate—the rate the
Fed charged member banks—to 6 percent, the highest level in 40
vears. This prompted commercial banks to increase their prime rates—
the rate the banks charged favored customers—to a record 8.5 percent
in June 1969. Over the year total bank time deposits actually declined
while the money stock (demand deposits and currency outside banks)
rose by a modest 3.2 percent, compared to a 7.8 percent gain in 1968.
Moreover, member bank free reserves reached a net deficit of $329
million, the highest deficit recorded since 1952, 62

As expected, monetary and fiscal restraint effectively slowed the
pace of the economy during 1969. Real output expanded by only $13
billion during the first 3 quarters of the year, and in the fourth quarter
output actually dropped by $4 billion. Despite this slackening of
economic activity, inflation continued unabated. Over the year prices
rose by more than 6 percent. Interest rates, both short and long term,
rose to record highs. Unemployment by vear end stood at 3.5 percent,
which was below the 4 percent level anticipated by Administration
policy makers.

Because of these conditions, the Nixon Administration in its first
Economic Report, declared that economic policy in 1970 would have
two objectives: (1) to reduce the rate of inflation and (2) to revive the
growth of real output in the economy. In its Annual Report, the
Council of Economic Advisers acknowledged that these obiectives
would be difficult to reconcile:

Measures that would assure the most rapid stabilization of the price level would
almost certainly force a sharp contraction of production and employment. But
there is a path of moderate expansion of demand which will yield both a decline
of the rate of inflation and a resumption of growth of output. The task for economic
policy in 1970 is to achieve that path.t

According to this interpretation, the impact of restrictive monetary
and fiscal policies followed in 1969 was expected to carry over through
the first half of 1970, creating further softening in the economy. How-
ever, the performance of the economy in the second half of the year
would depend heavily on new policy actions taken before mid-year.
The Administration’s “game plan’ for 1970 called for adjustments in
monetary and fiscal policy which by the second half of the year would
encourage a resumption of real output growth, prevent a serious rise
in unemployment and yet assure a decline in the rate of inflation.

Specifically, fiscal policy should aim for a modest surplus, while
monetary policy should temper the severe restraint of the latter part of
1969 and should take only a moderately restrictive course in 1970.

62 Spe Table’2 in the Appendix.

8 U.S. President. Economic Report of the President; transmitted to the Congress January 1970; together
with the Annual Report of the Couneil of Economic Advisers, 1970, p. 57.
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With the two-stage lifting of the.income tax surcharge during 1970,
other revenue reducing reforms and the 15 percent increase in sccial
security payments, all of which were approved by the Tax Reform
Act cf 1969, the Administration deemed 1t necessary to keep the fiscal
1971 budget mildly restrictive. Hence, it placed a ceiling on spending
which would guarantee a $1.3 billion surplus.

On the question of monetary policy, the “game plan’ called for a
rate of monetary expansion that would fall between the extreme ease
of 1967 and 1968 and the severe restraint imposed during 1969. The
Administration, however, did not attempt to pinpoint an appropriate
rate, “* * * because of uncertainty about the adjustment of the
economy to the lower demand for money resulting from high interest
rates, inflationary expectations, and the development of new money
substitutes. In these circumstances policy must be cautious and tenta-
tive and feel its way along.” ® :

't was generally agreed that monetary and fiscal policy would have
to- shoulder the primary burden of stabilizing the economy during
1970. However, there was a growing consensus among students of the
economy that the dual objective of relative price stability and relative
full employment could not be met unless the Administration adopted
an activist wage-price policy as well. In their view, cost-push pres-
sures—reinforced by the existence of widespread inflationary expecta-
tions—were intensifying throughout the economy,*” despite a cyclical
downturn in economic activity. Accordingly, the Joint Economic
Committee in its 1970 FEconomic Report repeated its long standing
contention that—‘“a consciously enunciated price and incomes policy
must become a standard part of the policy mix.” Specifically it
recommended that: ‘

The Council of Economic Advisers should at once initiate’ consultations with
labor and business regarding appropriate price and income behavior. Following
such consultations, the Council should publish promptly a set of specific quantita-
tive standards for price and income changes. The standards should be such that
voluntary compliance by business and labor will contribute to restoration of
greater price stability.% : :

However, the Nixon Administration remained firm in its opposition
to such proposals, expressing full confidence that the “game plan”
would succeed in meeting its objectives.

Faced with the problem of mounting inflation and unemployment
the President, in what might be termed a minor concession to his
critics, announced three actions in June of 1970 designed to enable
the government to monitor more closely inflationary conditions in the
economy. First, he created a National Commission on Productivity,
composed of representatives of business, labor, the general public, and
the Federal Government. Its basic function was to make studies of
productivity problems in the cconomy and recommend to the President
policies to speed up the rise in national productivity. Second, he
announced the creation of a Regulations and Purchasing Review
Board which was charged with reviewing the impact of inflation on

8 U.S. President. Economic Report of the President; transmitted to the Congress January 1970; together
with the Annual Report of the Council of Economic Advisers, 1970, p. 60.

8 For a description of cost-push patterns during this period, see p. 393 of this survey.

8 U.S. Congress. Joint Economic Committee. 1970 Joint Economic Report. Report of the Joint Economic
Committec on the January 1970 Economic Report of the President together with Statement of Committee
Agreement, Minority, Supplementary, and Dissenting Views. March 25, 1970. 91st Congress, 2nd Sess.
(House Report No. 91-972), p. 21. :
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federal procurement practices. Third, he instructed the Council of
Economic Advisers to prepare periodic inflation alerts to spotlight
“specific cases or general features of exceptionally inflationary wage
and price behavior.”

The Council published two alerts during the second half of 1970.
The first, issued in August 1970 stressed the importance of increasing
productivity as the means of reducing cost and price pressures in the
economy. The Council expressed particular concern over the alarming
rate of increase in wages in the construction industry. The second alert,
issued in December 1970, criticized wage increases granted auto and
railroad workers and price increases in certain industriss, particularly
autos and fuels. Of major concern, however, was the 22.1 percent
wage adjustment in construction union settlements in the third
quarter. Meanwhile, in the industry as a whole, which includes »
substantial nonunion element, the seasonally adjusted unemployment
rate was 11.9 percent in October.

During the first half of 1970 consumer prices continued to rise at a
annual rate of 6 percent, with no signs of improvement on the horizon.
ot ! - A
This prompted the Congress in August 1970 to enact legislation grant-
ing the President blanket authority to control wages, prices, rents and
salaries. This authority, contained in the Defense Production Act
Amendments of 1870, was signed into law by the President in August
1970, despite his strong disapproval of the measure. He made it clear
that he had no intention of using the authority to freeze wages and
prices because such aétion “simply does not fit the economic condi-
tions which exist today.”

This attitude of the President did not however deter those who were
becoming more convinced that additional action was needed. In No-
vember 1970, the Committee for Economic Development (CED) is-
sued a policy statement of its Research and Policy Committee which
concluded that:

The adoption of voluntary wage-price or “incomes’” policies in our view con-
stitutes the most promising approach to the problem at this time. Such policies
are directed only at firms and labor groups with some market discretion, and are
particularly concerned with dealing with “cost-push’” when there is no excess in
total demand. They should not be confined to the manifacturing sector but can
extend to other important areas where some leeway in wage or price setting
exists, including industries which are not predominantly unionized. Under such
policies, the government or a government-sponsored group defines the wage and
price behavior that is conducive to or consistent with overall price stability;
seeks to enlist the voluntary cooperation of business and labor in exercising the
needed restraint; and calls the public’s attention to significant instances of ex-
cessively inflationary behavior.

Since the wage-price policies described here are based on voluntary coopera-
tion, they involve far less extensive and detail intervention in economic decision-
making processes than direct controls. Those who favor such voluntary policies
regard them as a means of avoiding eventual imposition of compulsory wage and
price restraint, rather than as a step in this direction.®

In making this proposal, the CED was quick to add that such a
policy should also take into account the need for concerted govern-

mental action against a number of longer term structural obstacles

to price stability which are not readily affected by changes in aggre-
gate demand: These would include, for example, the effects of undue

67 Committee for Economic Development. Further Weapons Against Inflation: Measures to Supplement
General Fiscal and Monetary Pollcies. A Statement by the Research and Policy Committee, November
1970, p. 53.
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economic concentration in certain areas of the economy, costly oiit-
dated features of laws relating to labor-management relations, other
outdated government economic regulations, inadequate job training
and placement programs supported by public and private interests
and unnecessary lags in productivity advancement in many of the
nation’s important mdustnes including services.

In a similar vein, Feder al Reserve Board Chairman Arthur M.
Burns, declared in a major policy address in December of 1970: “In
a society * * * which rightly values full employment, monetary and
fiscal tools are 1nadequate for dealing with sources of price inflation
such as are plaguing us now * * ¥ Accordingly, he recommended that
“* % * 1t would be desirable to supplement monetary and fiscal policies
with an incomes policy, in the hope of thus shortening the period be-
tween suppression of excess demand and the restoration of reasonable
relations of wages, productivity and prices.” * Though Chairman
Burns differed officially with the Administration on this issue in May
of 1970,% this was the first time he presented a detailed outhne of his
proposed wage-price policy.

By the end of the year, it was clear that the “game plan” had failed
In its mission to produce tangible improvements in the economy. In-
stead of a recovery in the second half, as was expected, real output
declined. This mild economic recession was due largely to widespread
cutbacks in business and consumer spending. The extended General
Motors strike in the late suinmer and fall of 1970 also had a dampening
influence on economic activity in the latter part of the year. Reflecting
the effects of this economic slowdown, including the impact of massive
defense worker layoffs resulting from the winding down of the Vietnam
conflict after 1968, unemployment rose sharply to a seasonally adjusted
rate of 6.1 perpent, by December, compared to a 3.5 percent rate one
vear earlier. Business investment, 'in real terms, was little'changed from
1969, and consumers expressed a growing lack of confidence in the
économy’s ability to cope with rising uneniployment and inflation.
This was demonstrated by a marked slowdown in consumer buying
and a consequent sharp rise in personal savings to a rate of 8.3 percent
of total disposable personal income—the hxghest rate since 1945.

A period of ease in monetary policy did have a favorable impact on
credit markets during 1970. The rate of expansion in the money supply
over the year was relatively high. Moreover, the Federal Reserve dis-
count rate and commercial bank prime interest rates were reduced in
stages, and-short and long term interest rates fell sharply over the year.
However, these deve]opments were not enough to prevent the economy
from experiencing mild recession diring the year. Hence, by any
standard 1970 was a poor year for Administration policy. .

Desplte the disappointing performance of the economy in 1970, the
1\Tl‘<on Administration expressed confidence that the economy would
rebound strongly during 1971. In its Economic Report to the Congress
in January 1971, it projected that the nation’s total output would
increase to a- Jevel of about $1,065 billion for the year. In its view this
sharp rise in current dollar GNP would be conslstent with its stated
goal of reducing the uneémployment rate to a ‘“‘zone of 4% percent”’
and the rate of inflation to 3 percent by the middle of 1972. The Admin-

% The Basis for Lasting Prosperity. Address given at Pepperdine College, December 7, 1970.
8 New York Times. May 19, 1970, p. 1. .
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istration acknowledged that this was a more ambitious goal than the
$1,045 billion to $1,050 billion range in GNP being forecast by most
students of the economy at the time.”” Nevertheless, it felt that this
9 percent gain in total output ‘“was feasible, and its realization with
the proposed budget and complementary monetary policy is a reason-
able expectation.” ™

There was general agreement among economists in and out of
Government that fiscal and monetary policies should be expansionary
during 1971. Accordingly, the Nixon Administration presented a
budget calling for a $16.4 billion increase in total Federal outlays
during the coming fiscal year (fiscal year 1972). This increase, given a
more modest rise in total revenue, would yield a deficit amounting to
about $11.6 billion.” Administration policy makers reasoned, however,
that this deficit would not be inflationary since spending would not
exceed the revenues the economy could generate under the existing tax
system at a time of full employment. Hence the budget for fiscal 1972
was estimated to be in balance under full employment conditions. In
officially adopting the full employment concept as a measure of fiscal
impact, the President noted: “The full employment budget is in the
nature of self-fulfilling prophecy: by operating as if we were at full
employment, we will help to bring about that full employment.” He
went on to say, “The 1972 budget reaflirms the determination of the
Federal Government to take an activist role in bringing about the
kind of prosperity that has rarely existed in the American economy—
a prosperity without war and without runaway inflation.” ? :

In setting the tone for monetary policy, Federal Reserve Board
Chairman Arthur F. Burns, testified before the Joint Economic
Committee in February 1971 that monetary policy should provide
for continued expansion. He noted that the money supply, narrowly
defined (i.e., demand deposits plus currency outside banks), expanded
by 5.5 percent during 1970, a rate exceeded in four other years since the
end of World War II. He cautioned, however, that rates of increases
in the money supply above the 5 to 6 percent range—if continued
for an extended period—had served to intensify inflationary pressures
in ‘the past. He also noted that modest increases in the money supply
had played a major role in the past in promoting a strong cyclical
recovery in production and employment. Nevertheless, he did ac-
knowledge that: '

We cannot, of course, be confident that history will repeat itself. If the income
velocity of money does not rise in 1971, in line with past cyclical patterns, then
relatively larger supplies of money and credit may be needed. One of the great
virtues of monetary policy is its flexibility, so that adjustments can be made
rapidly to unexpected developments. The Federal Reserve will not stand idly
by and let the American economy stagnate for want of money and credit. But
we also intend to guard against the confusion, which sometimes exists even in
intellectural circles, between a shortage of confidence to use abundantly available

money and credit, on the one hand, and an actual shortage of money and credit,
on the other.

70 Actual GNP for 1971 totalled $1,050 hillion.

1 U.S. President. Economic Report of the President; transmitted to the Congress February 1971; together
with the views of the Council of Economic Advisers, 1971, p. 85.

72 The actual rise in total outlays amounted to $20.5 billion in fiscal 1972, yielding a deficit of $23.2 billion.
. 731U.S. President. The Budget of the United States, Fiscal Year 1972; transmitted to Congress January
971, p. 7.

7 .S, Congress. Joint Economic Comnittee. The 1971 Economic Report of the President. Hearings 92nd
Congress, 1st Session, part 1, p. 244.
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Chairman Burns at the same time assured the Committee that
wik % * the Federal Reserve will not become the architect of a new
wave of inflation.”

' Moreover, because the economy faced the unique problem of
entering a recovery phase while inflation remained exceptionally high,
Chairman Burns reaffirmed his position that expansionary monetary
and fiscal policy should be supplemented by an activist Government
wage-price policy. “If I read the national mood correctly, widespread
public support now exists for vigorous efforts to bring wage settle-
ments and prices in our major industries within more reasonable
bounds. Such efforts should bolster consumer and business confidence,
and thus contribute materially to getting our economy to move
forward again.” ™

The Nixon Administration, however, continued to express firm
opposition to this and other similar proposals, saying that:

There is now a great deal of experience to indicate that the superficially attrac-
tive route of voluntary controls is unlikely to lead to a solution. By “voluntary
controls’’ is meant a system in which the Government, or a quasi-independent
hoard selected by the Government, specifies comprehensive standards of wage-
price policy to be observed voluntarily by labor and business, without any sim-
ilarly comprehensive means of enforcement by Government. The basic deficiency
in this approach is that it counts on a large number of people to acquiesce in
conduct that they find contrary not only to their own interests but also to their
view of fairness, propriety, and efficiency. The great initial attraction of the idea,
that it makes the public think something cffective is being done, is also one of

its adverse consequences because it distracts attention from the real nature of
the problem.™
On the other hand, the Administration in early 1971 did take steps
against three industries whose wages and prices, in its view, were gain-
ing at a rate that could threaten the success of its anti-inflation pro-
gram. First, it sought to increase the supply of oil by relaxing limita-
tions on imported oil from Canada and permitting the production of
oil on Federal offshore leases without restriction by State regulatory
- commissions. Second, it succeeded in encouraging the steel industry to
rescind part of its recent price increases for structural steel. And third,
the President made it clear that the nation would not tolerate a con-
tinuation of runaway labor costs in the construction industry. To assist
in this matter, he met with workers and employers and asked them to
submit a plan for stopping the wage-price spiral in the industry.
Moreover, in February 1971, the Administration modified its posi-
tion with respect to standby wage-price control authority. Treasury
Secretary John. B. Connally, in testimony, before the House Banking
and Currency Committee, stated that the Administration would sup-
port an extension (through March 31, 1973) of such standby authority
provided under the Economic Stabilization Act of 1970. He added,
however, that— * * * we do not believe that a network of general
wage-price controls is needed at this time, nor do we believe that the
American people would long stand for such regimentation, under pres-
ent circumstances.” 78 : :
 Ibid. p. 245, '
1 U.8. President. Economic Report of the President . . . Fehruary 1971, Op, cit., p. 79.
78 U.S. Congress. House. Committee on Banking end Currency. To extend standby powers of the President
to stabilize wages, prices and the authority of the Federal Reserve Board end the Federal Home Loan Bank

Board to establish flexible interest rates on time deposits. Hearings. February 23, 24, 25 and 26, 1971
92nd Congress, 1st Session, p. 5. X
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When it became apparent that the Administration could not get
workers and employers in the construction industry to agree to a
voluntary program of cost restraint, the President in late February
1971 suspended the Davis-Bacon Act, which required contractors on
Government funded, assisted, or insured construction to pay prevail-
ing union wage scales. After further negotiations with labor and man-
agement interests in the industry, the Administration succeeded in
getting the parties to agree to a cooperative proeram of cost restraing.
On March 29, 1971 the President reinstated the Davis-Bacon Act and
issued Executive Order 11588 which formalized the stabilization pro-
gram on which the Administration and industry representatives had
acreed. Using the control authority provided under the Economic
Stabilization Act of 1970, as amended, the President created the Con-
struction Industry Stabilization Committee—composed of twelve
members, four each representing labor, management, and the public.
The Committee was given the authority to take steps designed to
stabilize wages and prices in the construction industry. Specifically,
all changes in the economic provisions of all new collective bargaining
agreements in the industry required approval by the Committee
before they could be put into effect. Before most of the cases were
submitted to the Committee they were subject to review by one of 17
joint labor-management craft dispute boards, representing various
segments of the industry.

By mid-year it became clear that the Administration’s efforts to
reduce inflation and unemployment were actually yielding progres-
sively poorer results. Despite a sharp cyclical decline in unit costs in the
private sector of the economy during the first half of the year, con-
sumer prices—following moderate gains in the first three months of the
vear—rose by a 4.8 percent annual rate (seasonally adjusted) during
the second quarter of 1971. Wholesale prices, spurred on by a strong
recovery in farm prices rose by a seasonally adjusted rate of 5.0 percent
during the first six months of the year. Moreover, the GNP price
deflator increased by a rate of 5 percent from fourth quarter 1970
through second quarter 1971. These disturbing price trends served
once again to reinforce inflationary expectations in the economy.

Unemployment, despite a respectable rise in real GNP, remained
fixed at about a 6 percent rate (seasonally adjusted) during the first
six months of 1971. Meanwhile, business investment in real terms
grew little, though profits, cash flow and credit availability had all
improved markedly. The lack of business confidence of which this
gave evidence was reinforced by consumer uncertainty about the
outlook for inflation and unemployment. Instead of saving less and
buying more as the Administration had expected, the consumer
increased his rate of savings. By the second quarter of 1971 savings as a
percent of total disposable personal income had risen to a seasonally
adjusted rate of 8.6 percent. When compared to other years in the
postwar period, this rate was exceeded only by the 9.5 percent rate
recorded in 1946, which was actually a vear in which consumers were in
the process of reducing their savings rate from peak levels reached
during the war years.

Given these circumstances, Chairman Burns of the Federal Reserve
Board in testimony before the Joint Economic Committee in late
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July 1971 expressed a. view which .seemed to reflect the feeling of
many at the time: :

- A year or two ago it was generally expected that extensive slack of resource
use, such as we have been experiencing, would lead to significant moderation in the
inflationary spiral. This has not-happened, either here or abroad. The rules of
economics are not working in quile the way they used to. Despite extensive unem-
ploynient in our country, wage increases have not moderated. Despite much idle
capacity, commodity prices continue to rise sharply. And the experience of other
industrial countries, particularly Canada and Great Britain, shouts warnings that
even a long stretch of high and rising unemployment may not suffice to check the
inflationary process. [Ltalics added.] ™
Hence, in the view of Chairman Burns, the Administration’s “game
plan” for the economy over the past 2} years had not succeeded 1n its
objective. New tools were needed, to be used in conjunction with the
appropriate management of monetary and fiscal policy, to restore the
economy to reasonably fuil employment and relative price stability.

Subsequently, the President in a news conference on August 4, 1971
stated that he still opposed the idea of an activist wage-price policy, '
but he indicated that “we have an open mind”’ on the subject. How-
ever, the President had to. deal with a severe balance-of-payments of
crisis which had begun to develop in early summer, and with height-
ened speculative attacks on the dollar in world markets. So, 11 days
later, after consultation with his Economic Advisers (including Arthur
Burns), he ordered a bold shift in the nation’s economic policy. In a
special address to-the nation on August 15, 1971, the President an-
nounced the adoption of a New Economic Policy which called for:

1. An immediate 90-day freeze on prices, wages, salaries and
rents to be monitored by the Office of Emergency Preparedness,
and to be subject to the policy direction of a newly established
Cost of Living Council... . = =~ . . . -

2. The temporary suspension of full convertibility of U.s.
dollars into gold for foreign treasuries and central banks, pending
needed reforms in international monetary arrangements.

3. The imposition of a temporary 10 percent surcharge on
imports into the U.S., as a means of reducing domestic demand
for imports and stimulating increased world demand for U.S.
exports.” o ’ ' '

In addition to these measures which were instituted under existing
statutory authority, the President recommended that Congress:

1. Establish a Job Development Credit—an accelerated in-

-~ vestment tax credit at the rate of 10 percent for one year effective
August 15, 1971, to be followed by a permanent credit of 5 per-
cent for subsequent years. : o

2. Repeal the existing 7 percent excise tax on automcbiles,
effective August 15, 1971. -

3. Advance to January 1, 1972 the increase of personal income
tax exemptions scheduled to take effect January 1, 1973.

The program package also provided for a planned reduction in

Federal expenditures in fiscal 1972 by $4.7 billion, to be derived

mainly from a 5 percent cut in Federal employment, a six months

freeze on the Federal pay increase scheduled for January 1, 1972, and
delays in the institution of general revenue sharing and welfare reform.

9 U.8. Congress. Joint Economic Committee. The 1971 Midyear Review of the Economy. Hearings . . . July
7,8, 20, 21, 22, and 23, 1971, v2nd Congress, 1st Session, p. 253.
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In subsequent statements, Administration policy makers explained
that the President had opposed earlier action on a number of economic
problems facing the nation because he did not want to deal with these
problems in a piecemeal fashion. Instead, he chose to wait until it was
economically and politically feasible to adopt a policy approach which
enabled the Government to attack its domestic and international
problems in a comprehensive and integrated manner. Such an ap-
proach, in his view, would provide the most effective means of assuring
a gradual return to relative price stability and reascnably full em-
ployment, and of instilling renewed confidence in the American dollar
in world markets.

Thus, in retrospect, there were several reasons why the ‘“game
plan” had to be scrapped. Instead of maintaining relatively full
employment, joblessness rose from 3.6 percent in January 1969 to a
peak of 6 percent during the first half of 1971. The Administration had
mitially asserted that monetary and fiscal policies by themselves could
restore relative price stability to the economy. However, during 1969
and 1970, price Increases accelerated and then only moderated shghtly
during the first half of 1971. The game plan produced too much slack
in the economy, and businesses gradually lost confidence in the
economy’s ability to cope with rising unemployment and continued
inflation. Consumers, on the other hand, demonstrated a growing lack
of confidence in the economy evidenced by widespread inflationary
expectations and concern over rising unemployment. With a bad
psychological climate at home and a sharp decline in world confidence
in the soundness of the dollar, the Administration by August 1971
realized that a new plan of attack was needed.

Economic Controls, August 1971-August 1972

As noted above, the Nixon Administration had been under intense
pressure during the first half of 1971 to adopt a noncompulsory wage
and price program to combat inflation. However, by early August 1971
the Administration came to the conclusion thaf economic circum-
stances called for more stringent action against inflation. Hence, the
decision was made to impose a 90-day freeze on wages, prices and rents
effective August 15, 1971 to (1) bring a temporary halt to practically
all wage and price increases, (2) place an effective damper on inflation-
ary expectations, and (3) provide the Government time to prepare and
set in motion a more flexible and selective system of mandatory controls.

To assure maximum impact the Administration felt that the fresze
should be comprehensive in scope and that exemptions from coverage
should be kept to a minimum. During the freeze period nearly 6,000
requests for exemptions and exceptions to freeze regulaticns were
considered by the newly created Cost of Living Council (CLC),
which was given the responsiblitiy of establishing the overall policies
of the stabilization program. Aside from the limited number of
exemptions allowed under the original freeze order, only 5 individual
exemptions were granted by the (%ouncil during the freeze period. In
choosing to administer the freeze strictly, policy makers conceded
that there would be numerous inequities, and h ardships, but regarded
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these difficulties as endurable by most economic interests for the brief
90-day period during which the freeze would be in force.®0

On the whole, the freeze showed a significant impact on wage and
price patterns from August through November. Consumer prices rose
by a seasonally adjusted annual rate of 1.9 percent, compared to a
greater than 4 percent rate in the 3 months preceding the freeze. The
modest gain in consumer prices was due largely to price changes of
items not subject to controls—in particular raw agricultural products.
Meanwhile, wholesale prices actually declined at an annual rate
of 0.8 percent in contrast to a 5.3 percent annual rate of increase
recorded during the three month period preceding controls. Likewise,
wages and salaries increased slightly, with average hourly earnings
rising by a seasonally adjusted annual rate of about 1.8 percent
between August and November, compared to a 7 percent increase
during the previous three-month interval.

Several weeks before the end of the freeze, President Nixon unveiled
on October 7, 1971 the basic framework of the Phase II stabilization
program (hereafter referred to as the postfreeze program) which
would go into effect immediately after the freeze ended on
November 13. This new program was designed to provide a “flexible
and selective’” system of economic restraints on wages, prices and
rents so as to prevent a resumption of excessive rises in the cost of
living. As an interim goal, the Cost of Living Council announced that
the postfreeze stabilization program would be designed to reduce the
rate of inflation ‘to a range of 2 to 3 percent by the end of 1972.

Administratively, the CLC was assigned the responsibility of

-coordinating the anti-inflation efforts of the postfreeze program—

including the setting of basic goals, the determination of program
coverage, and the functions of oversight and enforcement. Two official
bodies were created to develop standards and make decisions on
changes in all prices (including rents) and compensation (wages,
salaries, and fringe benefits) ; these bodies wére, respectively, the Price
Commission, composed of seven public members, and the tripartite
Pay Board consisting.of 15 members, divided equally among business,
labor and public representatives.® In addition, several advisory com-
mittees were created to promote voluntary restraints on interest and
dividends; to elicit state and local government cooperation; to suggest;
means to curtail price increases in the health services industries; and
to promote productivity growth throughout the economy. The opera-
tion of the pre-existing tripartite Construction Industry Stabilization
Committee, for the regulation of wages in the construction industry,
was placed under the authority and supervision of the Pay Board.

In the hope of avoiding the development of serious administrative
bottlenecks in the postfreeze program, the CLC decided at the outset
that the stabilization effort should concentrate mainly on the largest
economic units in the economy, which it believed would more-or less

8 For a more detailed description of the freeze program see: the first Quarterly Report of the Cost of Liv-
ing Council, covering the period August 15 through December 31, 1971.

& 1t should be noted that four of the five labor members resigned from the Board on March 22, 1972, charg-
ing that the stabilization program offered ‘‘no fairness, no equity [and] no justice.”” On March 23, President
Nixon issued an Order providing for the reorganization of the Pay Board. Membership on the Board was
reduced to 7 public members, consisting of 1 labor and 1 business member, and the five existing public

memb’ers. It was stressed, however, that all of the old Board’s rules and regulations would “remain in full
force.’
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set the general pattern for wages and prices. Accordingly, it con-
structed a three-tier classification system for firms and employee
groups subject to economic stabilization regulations. The largest eco-
nomic units were required to receive advance approval from the Price
Commission and Pay Board before price and pay increases could be
implemented. Intermediate size firms and employee units could in-
crease wages and prices in accordance with program stabilization
guidelines and regulations; however, reports had to be made to the
Price Commissions or Pay Board following such action. On the other
hand, small economic units were not required to give notice of wage
and price increases, but such increases—subject to monitoring and
spot checks—could be made only if they were consistent with pro-
gram guidelines and regulations. The specific classification criteria for
the three-tier system cited above are shown below.

REQUIRED REPORTING OF PRICE AND WAGE INCREASES

Wage increases {(number of

Tier Action required Price increases (size of firm) workers
| (a) Prengtification of Frice Sales of $100 million and over Affecting 5,000 or more workers
- Commission or Pay Board (1,500 firms with 45 percent of (10 percent of all employees).
(increase to be effective with all sales).
approval of Commission or
Beard).

(b) Tier | firms to submit
quarterly price, cost, and profits
report to Price Commission.

L] D (a) Report to Price Commission Salesof $50 miltion to $100 million  Affecting 1,000 to 5,000 workers
or Pay Board. (1,000 firms with 5 percent (7 percent of all employees).
of .all sales).

(b) Tier 11 firms to submit
quarterly price, cost, and profits
report to Price Cemmission.

W . No reports (but increases to be Sales of less than $5C million Affecting less than 1,000 workers
made only in actordance with (10 million enterprises.with 50 (83 percent of all employees).
Price Commission and Pay percent of all sales).

Board regulations and to be
subject to monitoring and spot
checks). .

Source: Cost of Living Council.

Finally, the Cost of Living Council exempted certain sectors of the
economy which, in its view, did not merit direct control. To extend
the scope of control would serve only to complicate the administrative
machinery of the postfreeze program. For this reason, the following
were exempted from control: prices that are not wholly U.S. transac-
tions such as export prices, import prices, and international shipping
rates; prices that are self-assessed such as dues of nonprofit organiza-
tions; prices without a clear basis of valuation, such as prices of art
and handicraft objects; prices of raw agricultural products sold in
markets in which there is a large number of both buyers and sellers,
and in which prices are subject to frequent fluctuations; and certain
transactions which cannot be clearly characterized as prices, wages,
salaries, or rents—e.g., taxes, workmen’s compensation, welfare
payments, child support payments, and alimony.

It should be noted, too, that the Cost of Living Council in Decem-
ber 1971 ruled that the issuance of mandatory regulations and orders
providing for the stabilization of interest rates and finance charges
would not be necessary, given the fact that short and long term rates
were steadily declining. Nevertheless, it was expected that lenders
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would comply with the spirit and intent of the program, since they
were aware that controls could be readily applied.®

In subsequent decisions désigned to further streamline the operation
of the postfireeze program, the Cost of Living Council exempted a
major segment of the small business community from economic
controls. The most sweeping exemption covered business firms of
60 or fewer employees. This was applied to all industries except health
care and construction, and to all small firms except those in which
more than 50 percent of the employees are affected by a master con-
tract covering more than 60 workers. As a result, more than 5 million
firms -and 19 million employees: were freed from the control system),
leaving 1.5 million firms with $1,300 billion (72 percent of the total)
annual sales and 53 million employees (74 percent of the total) under
the control program. An exemption was also given to 378,000 em-
ployees of 67,500 small local government units.*® Controls, however,
were reimposed in July on all firms in the lumber industry with sales
of $100,000 or more, because of a rapid run-up of lumber and plywood
prices. The economic justification for the small business exemption
was the premise that prices charged by smaller firms were markedly
influenced by behavior of larger firms remaining under controls.

The price and wage ‘guidelines designed to meet the objectives of
the postfreeze stabilization program were set respectively by the
Price Commission and the Pay Board. : -

The policies and tegulations adopted by the Price Commission were
designed to hold average price increases across the economy to a rate
of no more than 2% percent per yvear. Such-a guideline was regarded as
consistent with the Cost of Living Council’s objective of reducing the
rate of inflation to not more than 2-3 percent by the end of 1972. As
a general rule, price increases in excess of the base price were not to
be allowed unless it could be demonstrated that such increases could
be justified solely on the basis of allowable cost increases in effect on or
after November 14, 1971; these cost increases were to be reduced to
reflect gains in productivity or output per hour of work. Also, price
increases justified. by cost increases, were required not to yield a pre-
tax profit margin (as a percent of total sales) on a particular product
or service, higher than that.recorded in the base period. Base-period
profits were the weighted average of a firm’s profits earned during the
best two of the firm’s last 3 fiscal years ending prior to August 15,
1971. . .

Taking into account the long-term productivity trend of a 3 percent
annual increase, and the Price Commission guideline of a 214 percent
average price increase, the Pay Board adopted a 5.5 percent standard
for wage and salary increases. In most instances the 5.5 percent
standard was to be used to ecompute the maximum permissible annual
aggregate -wage and salary increases.®* The Board noted, howeyer, that
the “appropriateness of the standard’’ would be reviewed periodically
to insure that it would be generally fair and equitable, that it would

s2 For additional information on program administration and coverage see: the first two Quarterly Reports
of the Cost of Living Council, covering the periods August 15 through December 31, 1971, and January 1
through March 31, 1972.

8 For additional information see: the third Quarterly Report of the Cost of Living Council, covering the
period April 1 through June 30, 1972. .

54 Because the Economic Stabilization Act, as amended in December 1971, mandated special treatment-
for certain tyres of deferred income fringes, additional “‘qualified” benefit standards were set by the Pay

Board in February 1972. Consequently, average firm increases in the total wage-benefit package could be
up to 6.6 percent of the base ccmpensation, and in scme cases even higher. .
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call for generally comparable sacrifice by business and labor as well as
other segments of the economy, and that it would take into account
changes in productivity and the cost of living, as well as other factors
consistent with the purposes of the stabilization program.

Rents were subject to Price Commission rules and regulations which
were designed to hold average rent increases across the nation to an
increase of no more than 214 percent per year. In general, the rule
provided that no person could increase a rent unless he had complied
with Price Commission rent stabilization regulations, regardless of
whether the increase was otherwise allowable under these regulations.
This rule applied to any transaction after December 28, 1971, involv-
ing a lease or implied contract of occupancy of a residence or other
real property.®

The Pay Board’s analysis of the wage control program from Novem-
ber 14, 1971 through August 15, 1972 concluded that the actual be-
havior of wages had been consistent with the general pay standard of
5.5 percent. In fact, the weighted average Increases In wages and
salaries approved by the Board during this period of the postfreeze
program had amounted to 5.0 percent—involving nearly 13 million
employees.® As for data compiled by the Bureau of Labor Statistics,
both the index of average hourly earnings in the private nonfarm
sector (adjusted for overtime in manufacturing only) and the index
of compensation per man-hour in the private nonfarm sector increased
by annual rates of about 6 percent from November 1971 through Aug-
gust 1972.% Thus, wage and salary gains were apparently not too far
out of line with the Pay Board’s objectives during the first nine months
of the postfreeze program.

In the same period, prices at the consumer level showed improve-
ment. During the early stages of the program, retail prices rose at an
annual rate of 4.8 percent (seasonally adjusted) from November 1971
to February 1972, largely because some postponed wage and price
adjustments were allowed to gc¢ into effect after the freeze. Thereafter
the rate of increase in consumer prices fell to slightly less than 3.0
percent (annual rate) from February through August 1972—the first
anniversary of the Administration’s stabilization program. During
the first year of the economic control program consumer prices
increased by 3 percent, a decided improvement over the 4.4 percent
increase during the previous 12 month period (August 1970-August
1971). _

The record of wholesale prices, on the other hand, was not so im-
pressive. During the period corresponding to the postfreeze bulge in
consumer prices—November 1971-February 1972—wholesale prices
rose at a 6.9 percent annual rate (seasonally adjusted), with farm
products increasing by 21.6 percent and consumer foods by 14.5
percent. Thereafter through August 1972 prices rose by 5.4 percent
(seasonally adjusted annual rate), with farm products increasing by
8.4 percent and corsumer foods by 4.9 percent. Changes in the prices
of raw agricultural products which were exempted from the control
program, directly affected food prices. On the other hand, the indus-
mlformation on Price Commission and Pay Board guidelines and regulations concerning
prices (including rents) and wages see: the second Quarterly Report of the Cost of Living Ceunecil, covering
the period January 1 through March 31, 1972.

% Pay Board Release No. 120, August 14, 1972, Data for the remainder of 1972 were not available at the time

this paper was written. . .
87 Data for compensation per man-hour were for third quarter 1971 to third quarter 1972.
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trial commodities component of the wholesale price index, most of
it subject to centrol, rose at a 4.2 percent anpual rate during February—
August 1972, which was considerably more than the 2.7 percent rise
in the commodities, less food, component of the consumer price index
during this pericd.

Because of the sharp gains in food prices and the possible effect of
future rapid expansion of the eccnomy on the general level of prices,
most observers were unwilling to declare that the economy had
finally turned the corner of inflation. In general it was felt that more
time would beneeded to see whether or not controls had been effective.
In this connection there also arises the questicn: To what extent have
controls been the principal cause of reduced inflation during this
period? There are grounds for arguing that reduced inflation could
be attributed in part, at least, to continuing slack in the economy
and the cyclical rise in productivity during this pericd.

Finally, the Nixon Administration declared in January 1972 that
the programs being pursued under the New FEconomic Policy, in
addition to temporary wage and price controls, wculd enable the
nation to reduce unemployment from 6 percent in January to 5
percent by the end of 1972. These efforts would include: An expansive
budget and mcnetary policy to increase private demar d and reduce
the excessive slack in the economy; & major realignment of exchange
rates to improve the U.S. competitive position in world markets;
expanded manpower and unemployment insurance programs to help
reduce structural unemployment ard cushion the burden of unem-
ployment for those out of work; and the further liberalization of
business investment incentives to encourage greater productivity in
the economy. In the Administration’s view, expansicnary economic
policy, supplemented by selective economic controls, could achieve
this reduction in unemployment during 1972 without causing a re-
newal of serious inflaticn or inflaticnary expectations.

The expected growth in output for the year was put at 914 percent
In money terms, or 6 percent in real terms. During the first three
quarters of 1972, real output exceeded expectations——increasirg by a
seasonally adjusted annual rate of 7 percent. Despite this impressive
rate of expansion, unemployment remained close to 6 percent from
January through May and then dipped slightly to 5.5 percent in
June, remaining at about that level through August.

In suny, as of August 1972, economic controls had been a factor in
the marked reduction in the rate of inflaticn, but no victory could
be claimed in the battle against inflaticn, particularly in light of the
ceptinued rise of food prices at the retail and wholesale levels. More-
over, the inflation outlook was still clouded by a number of uncer-
tainties: Cculd contrcls reduce the rate of inflation below 3 percent?
Could the current rapid rate of expansion of the economy cause a
resumption of faster price increases, with or witheut controls? Could
conventional monetary and fiscal policies alone maintain relatively
stable prices, as selective controls were phased out? Finally, was the
centinuation of controls having an adverse effect on-employment,
and making it more difficult to reduce the unemployment rate?

The New Economic Policy during its first year was accompanied
by a marked expansion in economic activity. Total civilian employ-
ment rose by some 2.8 million; however, this rise barely offset the 2.6
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million increase in the total civilian labor force during the same
period, which explained the lack of major improvement in the unem-
ployment situation. It was, however, uncertain whether the persistence
of high unemployment was caused by a lag in the economy’s response
to expansionary economic policies, or by the structure of employ-
ment making it insensitive to the cyclical upswing in economic activity.

As of August 1972, it was apparent that the New Economic Policy,
introduced at a time of sluggish activity and faltering recovery,
created a shock that may have assisted in moderating the inflation
and in spurring the rate of the economy’s growth. On the other hand,
1t was still far short of its main objective of restoring the economy to
reasonably full employment, without inflation.

CoNcLuDING OBSERVATIONS

Since passage of the Employment Act of 1946, Government economic
policy has had to cope with inflationary trends of differing severity
in four periods: 1945-1948; 1950-1951; 1955-1958; and 1965-1972. As
this survey points out, with the notable exception of the Korean
period—1950-1952, economic policy on the whole did not fare well in
coping with inflation during these periods. The inflation which occurred
immediately after World War IT was due not only to the effects of
pent-up demand pressures and postwar readjustment. It was also
reinforced by what proved to be the inappropriate combination of
economic policies in the form of precipitous lifting of economic con-
trols by Congress—despite President Truman’s opposition, the insti-
tutional barriers that prevented monetary policy from playing a
resltrictive role, and the unneeded stimulus of expansionary fiscal
policy.

In contrast, Government policy during the 1950-1951 period re-
sponded quickly and effectively to the sudden emergence of serious
inflation following the breakout of hostilities in Korea in June 1950.
Both monetary and fiscal policy assumed an actively restrictive role,
and economic controls were applied when it became apparent that
wages and prices could not be restrained through voluntary action
by labor and management interests. The fact that the threat of serious
inflation (or near runaway inflation) was ended within one year after
the flare-up of hostilities was a tribute to the responsiveness of makers
of economic policy during this period.

Economic policy during the third period of postwar inflation,
1955-1958, was highly dampening in its impact on economic growth.
But mild or ‘“creeping inflation’” persisted because of a number of
market and structural influences which were largely unresponsive to
restrictive monetary and fiscal action. History has also shown that
economic policy in this instance was overly restrictive in its impact
on the economy, causing the development of excessive slack in the
economy and sharply rising unemployment during the last 12 months
of this period.

From 1965 through 1968 economic policy not only failed to contain
inflation, but indeed was the principal cause of inflation. In retrospect,
policy—especially fiscal policy—should have shifted to active restraint
by early 1966 to compensate for the growing cost of the nation’s
involvement in the Vietnam conflict. However, this was not done until
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late 1968. Following this belated shift to economic restraint, economic
policy maintained 1ts pressure on overall spending through 1970. The
consequence was a mild recession, with unemployment rising sharply
during 1970 and remaining unacceptably high—around 6 percent—
throughout 1971 and the first few months of 1972. The rate of inflation,
furthermore, continued to accelerate in 1969 and 1970. If was not until
after the Government felt compelled to apply economic controls in
August 1971 that prices began to show signs of improvement. In this
instance, the adoption of controls at this stage in the battle against
inflation was an admission that conventional monetary and fiscal
policies had fail