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however, found that the current program has
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Council to shift to longer-run anti-inflation
objectives.
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COMPTROLLER GENERAL'S THE VOLUNTARY PAY AND PRICE
REPORT TO THE CONGRESS STANDARDS HAVE HAD NO DIS-
CERNIBLE EFFECT ON INFLATION

- - —— - — —

. The Council on Wage and Price Stability should
re-focus its anti-inflation efforts. Currently,
the Council's highest priority is to develop and
monitor voluntary standards for pay and prices.
It is doubtful whether these short-run measures
have been effective in restraining inflation
or preventinjy unemployment. The Council has
devoted a small portion of its resources to
lonyjer-run anti-inflation objectives, where the
potential for effective action is jreater and
which could benefit from an increase in resources.

BACKGROUND

The pay and price standards administered by the
Council set guidelines for chanjges in individual
prices and wajes. The purpose of the standards
was to reduce inflation while avoiding a tem-~
porary surje in unemployment.  The trade-off
between inflation and unemployment is a dilemma
that has confronted economic policymakers for

at least 40 years. During this period, ‘when-
ever measures have been taken to restrain infla-
tion, they have normally been accompanied by
increased unemployment, while steps taken to
stimulate employment have usually produced a
higher rate of inflation. An anti-inflation
policy which avoids this trade-off, even at

the expense of minor inefficiencies,; is clearly
desirable.

Although repeated experiments with wage-price
standards have been tried in the United States
and other industrial countries, none has been
completely successful. GAO reviewed the
economic record of five countries: the United
States, the United Kingdom, Canada, Norway, and
West Germany. No evidence exists in this
record to show that waje-price guidelines pro-
duce a permanent reduction in the rate of
inflation at a lower cost in unemployment than
more conventional fiscal and monetary policy
measures. (See pp. 71-86.)
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CREDIBILITY IS AN ESSENTIAL ELEMENT
OF A STANDARDS PROGRAM

To succeed, a waje-price gquidelines program
must changje the behavior of wage and price
setters in the economy. The program must be
credible, especially if it is a largely volun-
tary program such as the current system of
pay and price standards administered by the
Council on Wage and Price Stability. It must
modify expectations about further inflation.
If a widespread conviction exists that the
projram will succeed, then this perception,
when reflected in the actions of wage and
price setters, will in itself lower the rate
of inflation.

However, establishiny and maintaining credi-
bility are extremely difficult and none of

the projrams GAO surveyed has done so, except
temporarily in some cases. Most often, incon-
sistent monetary and fiscal policies have
undermined the programs.

Credibility can also be undermined when outside
events, such as an increase in world oil prices,
drive a wedje between the rates at which wages
and prices are risingy. When this happens, wage-
price guidelines cannot protect real incomes
while reduciny inflation. Such events have
bedeviled the current standards since their in-
ception. The problem of establishing credibil-
ity has not been solved by any of the programs
we have surveyed, including the present stand-
ards. (See pp. 22-26.) .

METHODOLOGY AND CRITERIA FOR
JUDGING THE EFFECTIVENESS
OF WAGE-PRICE GUIDELINES

The real test of wage-price guidelines is
whether they lower the expected rate of infla-
tion. If they succeed at this, the other
desirable consequences expected from such pro-
grams can follow, but it is difficult to test
the guidelines' effect on anticipated inflation
directly since these anticipations cannot be
observed. However, indirect tests are pos-
sible. GAOQ believes the answers to three
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questions can be used to evaluate the effec-
tiveness of the current standards or any
other program of wage-price guidelines.

-~-Did the rate of inflation decline
after the guidelines were established?

--Was a recession avoided during the
program?

--Is there a wide range of econometric
evidence showing a statistically sig-
nificant effect of the program on the
rate of increase in wages and prices?

GAO believes that if the program were effective,
the answer to at least one of these questions
would be yes. If not, then the program's effec-
tiveness is doubtful. GAOQO asked these questions
of the current standards and the answers are all
no. (See pp. 26-30.)

NO EVIDENCE FOUND FOR THE
EFFECTIVENESS OF THE STANDARDS

During the 21 months following the announcement
of the present standards, the price level as
measured by the Consumer Price Index (CPI) rose
24 percent--a 13.1 percent yearly increase. By
comparison, the average yearly increase for the

2 years preceding the establishment of the pay
and price standards was only 7.5 percent. Al-
though the CPI accelerated the most, other broad-
ly-based price indexes showed a similar pattern.
All have been rising more rapidly since the stand-
ards were announced. (See pp. 35-39.)

The break in the accelerating trend of price in-
creases during the second quarter of 1980 did

not reduce the rate of inflation to the levels
achieved in the years immediately prior to estab-
lishing the standards. Moreover, it has been
accompanied, in the usual pattern, by a sharp
increase in unemployment.

The possibility remains that even though infla-
tion and unemployment are now higher than they
were when the standards were established, the
guidelines may have prevented even greater in-
creases in the rates of inflation and unemploy-
ment. The Council has made this claim, and in

iii



a recent study has provided econometric
estimates of the moderating effect of the
guidelines.

GAO does not believe the econometric evidence
supports this claim. A careful examination
by GAO of the work done by the Council's
staff in this area shows that even minor
adjustments in their econometric mo.lel re-
duced the magnitude of their estimates.

When GAO applied the Council's model to an
appropriate measure of prices, it showed

an unexplained acceleration in the rate

of inflation during the period of the
standards even after allowance was made

for the effects of oil prices and interest
rates. When GAO examined individual com-
ponents of the broader indexes using a model
developed by Data Resources Incorporated,

a well known private economic forecasting
service, no evidence of moderation in rates
of price increase was found. (See pp. 53~
62.)

GAO also developed its own models to esti-
mate the effects of the standards. GAO's
specifications of the relevant economic
relationships are closer to those used

by other economists than are those used

by the Council. The statistical properties
of GAO's models are at least as good as
those of the Council. GAO's results show
no effect for the standards at the usual
levels of statistical significance. (See
pp. 63-68.)

Mo single econometric model commands suffi-
cient support among economists to demonstrate
conclusively whether the standards were ef-
fective. However, GAO believes, and its

work shows, that a wide range of econometric
modeling is unable to provide any support for
the Council's claims of effectiveness.

INEQUITIES

The economy of the United States is too couplex

for any system of wage-price guidelines to
anticipate the appropriate rates of change
for all the prices and wages it must cover.

Problems inevitably occur.
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In its investijation of the current pay

and price standards, GAO discovered five
examples of inequitable treatment in which
the standards apply unfairly to different
jroups of firms or workers. (See pp. 88-97.)

--Hospital costs and physician fees
are treated more leniently than
other prices and wajes.

~-Cost-of-1iving adjustment clauses
are valued at an unrealistically
low rate of inflation, understat-
ing, for compliance purposes, the
pay of workers whose contracts
include such clauses.

--Relaxing the pay standard in the
second year of the program has not
been accompanied by a parallel mod-
ification of the price standard,
putting some firms at a disadvan-
taje.

--The profit-maryin limitation calls
for a reduction in the real profits
of complying businesses.

--The standards permit companies with
the appropriate records and account-
ing resources to subdivide into
separate reporting units which could
permit larger increases in prices
and profits than are possible for
firms not similarly situated.

Clearly, it would be desirable to remedy
these problems. Unfortunately, any action
the Council takes is likely to cause addi-
tional problems in other areas. The design
of an equitable and flexible set of wage-
price gquidelines is nearly impossible.

HOW THE COUNCIL USES ITS RESOURCES

During the first 18 months of the pay and
price standards, the Council publicly iden-
tified only 23 violators. The Council
currently plans to monitor all firms whose
yearly gross revenues exceed $100 million.
However, it has never provided an economic
rationale for this approach aside from
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administrative convenience. GAO questions
whether the current pattern of monitorinjg
represents a wise use of the Council's
limited staff. Currently, the purpose

of the Council's monitoring is to detect
noncompliance with the standards. But firms
required to report have a strong incentive to
be less than forthcoming. This has reduced
the Council's usefulness as an information-
jatheriny agency. (See pp. 104-109.)

The Council's legislative mandate expressly
forbids the continuation, imposition, or
reimposition of any mandatory economic
controls. Without this authority, the
Council's power to punish those who violate
the standards is inherently limited.

The law establishing the Council authorizes
it to perform a number of useful activities
includingy productivity encouragement, eco-
nomic data collection, industry study, and
rejulatory review and intervention. Few of
the Council 's present resources are devoted
to these activities. Currently, only 22
staff members are assigned to rejulatory
review and no one has a primary assignment
for productivity improvement. Monitoring
and enforcing the pay and price standards
have absorbed most of the Council's re-
sources. (See pp. 115-120.)

RECOMMENDATIONS TO THE COUNCIL

The Council on Wage and Price Stability
should re-focus its efforts in monitor-

iny the problem of inflation, and it ‘*should
reallocate some of its resources to higher
payoff areas. GAO believes the Council
should place its highest priority on long-
run measures to promote economic efficiency

by pursuiny several initiatives. (See p. 128.)

RECOMMENDATIONS TO THE CONGRESS

The high rates of inflation that the Nation
experienced in the 1970s persist today and
are likely to continue well into the 1980s.
GAO believes the Federal Government must give
specific attention to this severe economic
problem. ' GAO recommends that the Congress
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reauthorize the Council on Wage and Price
Stability for another year to jive specific
attention to the chronic problem of inflation.

However, based on GAO's findings that the
present system of voluntary pay and price
standards have had no discernible effect

on inflation, the Congress should consider
alternatives to the current guidelines. GAO
recommends that the Congress re-focus the
efforts of the Council to those areas where
there are likely to be higher long-term pay-
offs in the effort to reduce inflation.

In devising its anti-inflation program, the
Conjyress needs to consider all the ingredi-
ents as a package. Monetary and fiscal re-
straint are essential ingredients. The
efforts of the Council should complement
those two actions. By shifting its attention
to lonjger~-run concerns, GAO believes the
Council can contribute best to the overall
gsuccess of the anti-inflation projram.

(see p. 128.)

AGENCY COMMENTS

The Council on Wage and Price Stability
and the Office of Manajement and Budjet
reviewed a draft of this report. Both
expressed stronjy disajreement with GAO's
view that the standards have produced

no discernible effect on the rate of
inflation and with GAO's related recom-
mendation (see app. VII). As a result

of these comments and subsequent meetings
with Council officials, GAO modified- the
title and tone of the report to express
more clearly and precisely what it had
learned in its investigation. The basic
conclusions and recommendations of the
report have not changed. GAO's responses
to specific criticism are in appendix VIII
and elsewhere in the report.
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CHAPTER 1

INTRODUCTION

On October 24, 1978, President Carter announced a new
anti-inflation program. It included a promise to restrain
the growth in Federal spending, a commitment to reduce the
cost of Government regulation, and a threat to veto legis-
lation that henefittel narrow special interest groups. As
part of the program, the Council on Wage and Price Stability
was ordered to establish voluntary standards for wages and
prices and to monitor compliance with them.

During the past several months we have conducted an ex-
tensive investigation of the standards and the Council's moni-
toring efforts to determine whether they have had any effect
on the rate of inflation. We also examined the standards to
determine whether they include features which could cause
inequities or inefficiencies, should the standards ever place

a binding restraint on the actions of economic decisionmakers.
Finally, we studied alternative uses for the Council's re-

sources other than the development and monitoring of wage
and price guidelines.

This report, presenting the results of our investigation,
was prompted on our own initiative and subsequently by a re-
quest from the Subcommittee on Commerce, Consumer, and Mone-
tary Affairs of the House Committee on Government Operations.
The subcommittee requested that we examine the Council's ef-
fectiveness "* * * in defining, interpreting, monitoring,
and enforcing wage and price policies, * * * how adequate
these policies are to stem inflation, and whether [the Coun-
cil] is an organization capable of carrying out its role." 1/

In addition, Senator Edward M. Kennedy, on behalf of the
Energy Subcommittee of the Joint Economic Committee, asked
us to look at certain activities of the Council, particularly
the areas of regulatory review and the Council's allocation
of its internal resources. 2/ Our response to this request
can be found primarily in chapter 8.

The main question we try to answer is "How effective
have the Council's wage and price standards been in re-
straining inflation?" This is a difficult question. 1In the

1/See appendix I for the complete text of this letter.

2/The complete text of this request is printed in appendix IT.



end, however, we could find no convincing evidence that the

standards have had any effect on the rate of inflation. 1In
our judgment, inflation would have been no worse during the
past 2 years without the standards.

BRIEF HISTORY OF THE COUNCIL
ON WAGE AND PRICE STABILITY

Public Law 93-387, as amended, established the Council
on Wage and Price Stability in August 1974. The Council's
legislative mandate specifically excluded the continuation,
impogition, or reimposition of any mandatory economic con-
trols. Instead, the Council was established to review, ana-
lyze, and appraise economic developments that affect the rate
of inflation, and to report quarterly to the President its
findings and recommendations.

President Carter's October 24, 1978, announcement Eunda-
mentally changed the nature of the Council and its functions.
From a small staff of 39, responsible for reviewing the econ-
omy's inflationary tendencies, the Council grew to 233,
responsible for administering voluntary pay and price stand-
ards. The staff's first new task was to formulate guidelines
for acceptable increases in wages and prices. Its next task
was to monitor compliance with those increases. The monitor-
ing function has since absorbed most of the Council's re-
sources. Reports are received from approximately 1,200 com-
panies reporting under the price standards and 433 employee
groups reporting under the pay standards.

The pay and price standards

The standards were designed to help monetary and fiscal
policy lower the rates at which wages and prices were rising.
During the first program year (October 1, 1978, to September
30, 1979), the pay standard called for an increase in wages
and fringe benefits equal to no more than 7 percent for each
employee unit. During the second program year, the standard
was relaxed to encompass a band between 7.5 and 9.5 percent.
It is the Council's hope that most pay agreements during the
current year will provide increases near the midpoint of this
band, 8.5 percent, rather than at its upper limit.

The three types of price standards are more complicated.
The basic one sets a maximum permissible rate of increase for
the average price of all the products sold by a firm. In the

first program year the permissible rate equaled either 9.5
percent or one-half percent less than the firm's average price
increase during the base period, whichever was smaller. Thus,
a firm whose prices rose 7.5 percent during the base period

could comply with the standard by holding its increases to



7 percent during the first program year. However, a firm
whose prices rose 12 percent during the base period could
only comply with the basic standard if it held its rate of
price increase to 9.5 percent.

In those cases whevre a firm could not calculate an aver-
age price for its products or where it experienced uncontroll-
able cost increases, an alternative standard was available
subject to the approval of the Council. This standard had a
two-part restriction on profits that:

--limited a firm's profit margin to the average profit

margin obtained during the best 2 of its 3 fiscal years
prior to October 2, 1978; and

--limited the firm's dollar profit to the base year
profit plus 6.5 percent and any positive percentage
growth in physical volume.

Finally, the Council established various modified price
standards for specific industries where the basic price stand-
ard was not applicable. Generally, these standards set limits
for gross margins, fee increases, or dividend payments rather
than prices or profits. For example, standards have been
established for retailers, wholesalers, petroleum refiners,
and electric and gas utilities that set limits on the permis-
sible growth in the spread between their selling prices and
the prices they paid their suppliers for their raw materials.
By limiting these gross margins, the Council hoped to restrict
price increases in these industries to only those needed to
cover uncontrollable increases in costs.

During the second program year, the basic price standard
was relaxed to allow an additional 1 percent increase in
prices. The profit margin limitation and the various modified
price standards were essentially unchanged.

After the standards were established, inflation accel-
erated. By the first quarter of 1980, the rate of increase
in the consumer price index (CPI) had reached 18 percent. On
March 14, 1980, the President announced a series of proposals
to strengthen his anti-inflation program. They included:

--continued monetary restraint;

~-~-gelective credit controls;
-~a balanced budget for fiscal year 1981;

-~a gasoline conservation fee;



--continued efforts to reduce the cost of
regulation; and

--a major increase in the breadth and intensity
of the Council's monitoring effort.

Although the standards were intended to apply very
broadly, the Council had few resources with which to monitor
the behavior of prices and wages. Prior to March 1980, only
companies with annual sales in excess of $250 million were
required to report to the Council. The President's proposal
lowered the reporting threshold to include all firms with
yearly sales over $100 million.

This proposal will require a substantial increase in
staff. The Council has requested that its overall staff al-
most triple, from 233 to 637, and that its price monitoring
staff increase almost fivefold, from 89 to 436 (see figure 1).
If the Congress approves the staffing increase, it would also
provide for a more comprehensive review of the reports, in-
cluding a limited audit capability which the Council has
lacked until now.

Most of the proposals the President made in March have
not been implemented. The Congress has rejected the gasoline
conservation fee. The Administration's current forecast is
that the Federal budget will not be balanced in fiscal 1981,
but that instead there will be a deficit. The Federal Reserve
lifted the selective credit controls even before they were
fully established. Both the Senate and the House Committee
on Banking, Finance, and Urban Affairs have rejected the pro-
posed staff increase for the Council on Wage and Price
Stability.

At the same time the rate of inflation has declined.
The economy is currently in the midst of a recession. Unem=-
ployment has risen precipitously and the Nation's output of
goods and services has fallen. However, prices continue to
rise at rates that are high by historical standards. Although
the emergency posed by an 18 percent rate of inflation has
passed, the long-run problem of rising prices remains.

The extent to which a voluntary program of wage and price
guidelines can contribute to solving this problem remains

questionable. In this report we examine the evidence to see
how effective the standards have been so far. We believe an

answer to the question of the standards' effectiveness will
be useful in framing appropriate policies to deal with infla-
tion in the years ahead.



Figure 1
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OBJECTIVES, SCOPE, AND METHODOLOGY

This report examines the effect that the Council's wage
and price standards have had in restraining inflation. Many
perspectives exist from which one could evaluate the effective-
ness of the Council's anti~inflation efforts. Wage-price
guidelines appear to offer a way to reduce the rate of infla-
tion without paying the usual costs of lost jobs and decreased
output. This "case for wage-price guidelines" is discussed
at length in chapter 2. Wage-price guidelines are seen to
be as much an anti-unemployment program as they are an anti-
inflation policy. One crucial test of their effectiveness
is their success in preventing the usual short-run tradeoff

between lower inflation and higher unemployment.



Such a program must be credible to moderate this
tradeoff, even for a short period. Shortly after the volun-
tary pay and price standards were in place, Alfred Kahn said,
"The President's anti-inflation program will work only if
the public believes it can. 1/ If wage-price guidelines
are not credible, they will be ineffective.

No action, policy, or program can be assessed without
a criterion against which effectiveness can be measured. For
wage-price guidelines in general, and the Council's voluntary
pay and price standards in particular, we suggest effective-
ness can be evaluated on how the following questions are
answered:

--Did inflation decline?
--Was a recession avoided?
--Is there a substantial body of econometric

evidence to suggest that the program restrained
inflation?

A positive answer to any of these questions would indicate
possible success, but a negative answer to all is substantial
evidence that the program had no effect.

We examined other domestic and foreign incomes policies.
From these experiences, we detected a number of common
threads. First, in almost every case, wage—-price programs
have failed to produce a long-term reduction in the inflation
rate. Second, in those cases where the inflation rate did
decline while the guidelines were in effect, it did so only
in the early months of the program. In no case did an appar-
ently ineffective program become effective later. Finally,
in those cases where inflation declined following the estab-
lishment of the guidelines, they were accompanied by restric-
tive fiscal and monetary policies, and their combined effects
produced the usual recession. ’

Applying our criteria to the Nation's experience of the
past 2 years shows that the Council's pay and price standards
have not been effective. Clearly, inflation has not fallen
since the program began. The recent reduction of inflation
from the 18 percent level of early 1980 has been accompanied

1/U.s. Congress, House of Representatives, Amendments to the

Council on Wage and Price Stability Set: Hearings before
the Subcommittee on Economic Stabilization of the Committee

on Banking, Finance, and Urban Affairs, 96th Congress, First
“ession, February 6 and 7, 1979, p. 21.




by recession and a substantial increase in unemployment. Ex-
amination of both our own and the Council's econometric analy-
sis in chapter 4 does not support the Council's contention
that inflation has been lower than it would have been had

the wage-price program not existed.

When wage-price guidelines are effective, economic prob-
lems may result. Programs of mandatory controls on wages and
prices often cause serious economic disruptions, such as
shortages and strikes. Voluntary programs may avoid such
problems, but only if the standards do not actually require
a change in economic behavior, or if the programs' sanctions
are not strong enough to induce firms to comply with the
guidelines.

The Council's wage-price program cannot be immediately
classified as either binding or nonbinding. Although the
program is described as voluntary, noncompliers are threat-
ened with sanctions. Moreover, the pay and price standards
are as detailed and comprehensive as most mandatory controls
programs. However, the program's failure to produce a dis-
cernible effect on the rate of inflation leads us to believe
that the program has been largely nonbinding. Nonetheless,
the present standards include certain features which could
cause market distortions or distributional inequities.

These features are discussed in chapter 6.

In chapter 7 we examine the design and implementation of
the Council's monitoring and enforcement efforts which also
suggests that the program is nonbinding. Barry Bosworth,
during his tenure as Director of the Council, said, "I do not
think we can deal with the problem of inflation by exempting
out half of the workers or half of business or anything
else." 1/ Nevertheless, a substantial number of workers,
and products such as import and raw materials, as well as
interest rates, are excluded either from the standards' cover-
age or the Council's monitoring effort. Other products and
services are partially or totally excluded from monitoring
because of the reporting threshold used by the Council to
determine which firms are required to submit regular reports.

Although the Council's limited resources preclude it
from monitoring all firms, the decision to monitor only large

1/u.s. Congress, Senate, The President's New Anti-Inflation
Program: Hearings before the Committee on Banking,
Housing, and Urban Affairs, 95th Congress, Second Session,

November 31, 1978, p. 25.




firms has never been justified except on the basis of adminis-
trative convenience, nor has the relationship been clearly
defined between the intensity of the monitoring effort and

the resulting degree of compliance. The Council has not
clearly explained the mechanism through which its isolated
actions to restrain individual prices can be expected to
affect the general rate of price increase.

Only two sanctions can be applied against firms who vio-
late the standards. The Council can publicly identify vio-
lators and Government contracts can be denied to those firms
who either do not comply or are unwilling to stipulate their
compliance to the Office of Federal Procurement Policy. It
is difficult to assess the impact of adverse publicity as a
deterrent to noncompliance, although it is not likely to be
great for those firms who do not have a national image or
do not deal extensively with the public.

The procurements sanction can be avoided in at least
three ways. The sanction applies only to contracts in excess
of $5 million. Noncomplying firms can receive contracts below
this amount. In addition, the sanction can be applied only
to that division of a firm actually found in noncompliance.
Since many firms are divided into two or more separate units
for purposes of reporting to the Council, this division may
provide another means of avoiding the sanction. Finally, the
Government can for reasons of national security, public
safety, or extreme urgency, waive the requirement that firms
be in compliance with the pay and price standards. While
there are no known instances where a violator has been denied
a Government contract, 20 waivers have been reported to the
Office of Procurement Policy, most granted by only one
procurement agency and reported after our inquiry. l/

Although we found that the pay and price standards and
the associated monitoring effort have not produced a discern-
ible effect on the rate of inflation, the Council's enabling
legislation includes several other activities that could
yield long-term economic benefits. Because of the resources
needed to administer the pay and price program, relatively
little emphasis has been given to many of these activities.
Among the Council's mandates, three, we think, should be
emphasized. First, the Council can resume its original role

1/Most of these waivers have been granted, not to firms al-

ready identified by the Council as violators, but to firms
that refuse to sign a statement stipulating that they are

in compliance.



as an agency for collecting and analyzing data on inflation.
In this role the Council's unique relationship with industry
will facilitate indepth studies of problem industries.
Second, the Council can allocate additional resources to the
study of productivity and the ways Government can encourage
productivity improvement. Finally, the Council's effort to
review Government regulations and to intervene in rulemaking
proceedings can be expanded substantially. Given the number
and costs of Federal regulations, there is a need for the
kind of outside review that can and is being provided by the
Council. While we do not believe that these activities will
affect the rate of inflation in the near term, they could
provide a real contribution to the country's long-term eco-
nomic health.

To determine the effectiveness of the Council's pay and
price standards in restraining the rate of price increase,
we used a number of different techniques to collect and
analyze relevant information, including econometric models
explaining how wage-price guidelines affect a rising price
level, comparative examination of other domestic and foreign
experiences with wage~price guidelines, and a management and
systems audit of the Council's organization and activities.

Econometric analysis

That inflation has risen sharply over the past 2 years
does not, in itself, constitute proof that the Council has
been ineffective. Many things, including OPEC price increases
and rising interest rates, have occurred outside the Council's
control, resulting in higher prices for certain products.
Whether these events have caused most of the observable in-
crease in the general price level and whether the rate of
inflation would have increased even more than it has without
the standards cannot be determined by casual observation.

Econometrics, a set of statistical procedures widely used
to analyze economic relationships, is the most systematic way
to estimate what the rate of inflation would have been without
the standards. Before econometrics can be used, however, it
is necessary to choose, from all of the events happening in
an economy as complex as ours, those factors or variables
most likely to be related to changes in inflation. This
choice depends on economic theory as well as judgment, and,
in chapter 2 we develop a theoretical framework to help iden-
tify and define the correct relationships.

The framework shows that for wage-price guidelines to

be truly effective, they must reduce inflation without as
large an increase in unemployment as usually occurs. We



tested several models developed within this general frame-
work. The results are discussed in chapter 4 and appendix III.

While the econometric tests and procedures are gquite
objective, developing a model is, to a large extent, a matter
of judgment. Choices have to be made about the theoretical
framework, the variables to be included, and even the form
of the chosen variables. 1/ Because of this element of
choice, no single model can provide conclusive evidence of
the effectiveness of the Council's wage-price guidelines pro-
gram. Confidence in the results of econometric analysis can,
however, be greatly increased by testing a number of alterna-
tive formulations of the model. A pattern of general agree-
ment clearly enhances the reliability of the conclusions that
can be drawn from the analysis.

Comparative analysis

Wage-price guidelines have been tried before both in
the United States and in many other countries. While the
full range of this experience is too extensive to review
in this report, we have examined recent U.S. experiments as
well as the recent experiences of four foreign countries.
Three of these countries, the United Kingdom, Canada, and
Norway, have used wage-price guidelines extensively, but the
other, West Germany, has not used this approach to deal with
inflation during the past 30 years.

Programs to influence directly the level of wages and
prices can vary substantially. Nevertheless, there are many
similarities and much can be learned even from the differ-
ences. We discussed contemporary experiences with embassy
officials from each of the foreign countries. We also re-
viewed their respective records for inflation and unemploy-
ment and, where possible, econometric evidence.

1/For example, unemployment is likely to be important in
explaining changes in the rate of inflation. It can be
included as the rate of unemployment, the inverse of the
unemployment rate, or any of a number of other possibili-
ties. Moreover, the unemployment rate chosen could be that
for the total civilian population, for full-time workers
25 to 64 years old, or for some other alternative.
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Management and systems audit of the

Council on. w age and Prlce Stablllty

Since October 1978, the Council has been charged with
developing and administering pay and price standards as part
of the President's anti-inflation program. We have examined
the Council, its functions, the standards, and the operations
of the pay and price program by reviewing both publicly avail-
able and internal Council documents. In addition, we inter-
viewed Council officials concerning the development and
implementation of the standards. We also met with officials
of the Department of Health and Human Services, the Office
of Federal Procurement Policy, and the Congressional Budget
Office.

We were unable to evaluate the Council decisions and
the effects of specific exclusions and exceptions to the
standards because we were refused permission to review any
documents containing data that could be attributed to an in-
dividual company. This restriction was imposed by the Council
based on section 4(f) of the Council on Wage and Price Stabil-
ity Act, which states that no person other than Council offi-
cials shall have access to individual company documents which
the Council deems confidential. 1/ We were also unable to
obtain certain aggregate company data because the Council
had not completed the development of its automated management
information system. These restrictions did limit our ability
to examine the effects of the standards at the level of in-
dividual companies and employee units, but they did not pre-
vent us from examining their effect in the aggegate.

{/The complete text of P.L. 93-387, as amended, is found in
appendix 1IV.
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CHAPTER 2

JUDGING THE EFFECTIVENESS

OF THE PAY AND PRICE STANDARDS

CONCEPTUAL BASIS
OF THE STANDARDS

When President Carter announced the pay and price
standards in October 1978, he expressed the hope that they
would contribute to a gradual deceleration in the rate of
inflation. However, in the months that followed, inflation
did not decline; it increased. Did the acceleration of infla-
tion mean the standards were ineffective?

Spokesmen for the Council on Wage and Price Stability do
not think so. They claim that the standards have done a good
job in controlling those prices which were reasonably expected
to be controlled. According to the Council, inflation in-
creased because the economy was subjected to a series of
shocks. The standards were not designed to restrain cattle
prices, crude o0il prices, or interest rates. TIf these had
not risen so rapidly, the Council believes little if any ac-
celeration in inflation would have occurred. Indeed, the
Council claims that even with the shocks, inflation would have
been higher had the standards not been in place. In short,
the standards worked. Inflation was higher than expected but
due to factors beyond the control of the Council on Wage and
Price Stability.

In this report, we examine these claims. In particular,
we are concerned about the assertion that the standards were
effective despite the obvious increase in the rate of infla-
tion since they were first announced. To evaluate the Coun-
cil's claim and to judge the effect of the standards, it is
first necessary to lay some groundwork. If success does not
depend on lowering the overall rate of inflation, then we
must determine on what basis success does depend. This de-
termination requires some understanding of how the Council's
wage and price program is expected to work.

THE CASE FOR
INCOMES POLICY

The Council's standards are a good example of an incomes
or wage-price policy. Determining the effectiveness of such
a policy can best be approached by examining why such a policy
is needed, how it is expected to work, and what its limita-
tions might be. Understanding these matters will help frame

12



reasonable criteria for judging the effectiveness of the
Council's wage and price standards.

: The case for a policy of controlling wages and prices
' rests on the proposition that no other way exists to end

- inflation except at the cost of lost jobs, decreased incomes,
and bankrupt businesses. Incomes policy promises an end to
inflation without recession. Critics agree that this is a
desirable goal, but doubt that it can be achieved through
wage-price policy. 1In short, they claim the policy cannot
work. However, before we can consider their arguments, we
need to know what incomes policy is and how it is expected

to function.

When the Government acts directly to influence a broad
range of prices in the private sector of the economy, it is
pursuing a wage-price policy. Since 1940, the Federal Govern-
ment has adopted such a policy on five separate occasions.
The features that distinguish incomes policy from other eco-
nomic policies are its purpose and its method. Its purpose
is to stabilize the cost of living by curbing inflation--the
persistent upward movement in the general level of prices.
Although all major Federal actions probably have some effect
(whether intended or not) on wages and prices somewhere in
the economy, only incomes policy, in the form of wage-price
guidelines or standards, is designed to control directly the
overall rate of inflation.

Incomes policy tries to stabilize prices by limiting, if
not reducing, the overall rate of price increases, as measured
by one of the broad indexes, like the consumer price index
(CPI). The Government intervenes directly in the determina-
tion of individual wages, salaries, and prices. Intervention
usually takes the form of explicit rules setting permissible
limits on the rate of increase in wages, prices, and profits.
For example, the Kennedy-Johnson Administration set 3.2 per-
cent a year as its "gquidepost" for the appropriate rate of
increase in hourly compensation. 1/ During phase II of the
Economic Stabilization Program under the Nixon Administration,

1/Initially the Guideposts called for wage increases in line
with the average trend of productivity growth in the econ-
omy. This was approximately 3 percent in the early 1960s.
Only in 1966 was the widely cited 3.2 percent figure spe-
cifically recommended in the President's Economic Report.
See Economic Report of the President together with the
Annual Report of the Council of Economic Advisors: 1967,
(Washington, D.C.: United States Government Printing Of-
fice, 1967), pp. 120-125.
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the standard for increases in compensation was 5.5 percent. 1/
The rules for prices and profits are usually more complicated
and not always spelled out so clearly, but they also involve
specific guidelines and numerical standards that complying
firms and individuals must follow. This method of directly
influencing prices is different from monetary and fiscal poli-
cies, which also influence the average level of prices, but
do so indirectly.

By this definition the voluntary wage and price standards
administered by the Council on Wage and Price Stability con-
stitute an incomes policy. The standards set a numerical
limit on acceptable increases in hourly compensation. In the
first program year, the limit was 7 percent. The standards
also provide detailed formulas for acceptable rates of price
increase, and they are designed to directly restrain the rate
of price inflation as measured by the CPI, or other broadly
based price indexes.

A short history of inflation since 1939

We concentrate here on the experience of the United
States. However, similar trends have emerged in many other
countries during the 40 years from 1939 to 1979. 1In 1939 the
consumer price index stood at 41.6. In 1979, it was 217.4,

a fivefold increase in prices. A dollar put aside during
World War II is worth less than 25 cents today in real terms.
Even a dollar invested in a long-term bond paying an annual
interest rate of 3 percent, a high rate in the 1940s, would
have lost more than a third of its purchasing power by now.

Since 1939 inflation has been a fact of life for consumers
and a persistent problem for policymakers. As measured by the
CPI, the average rate of price inflation was 4.2 percent a
year from 1939 to 1979. However, the severity of the problem
has not been the same at all times during these 40 years.

Most of the inflation occurred at the beginning and at the end
of this period. The average annual increase in the CPI from
1939 to 1952 was 5.1 percent; from 1952 to 1965, it was 1.3
percent; and from 1965 to 1979, it was 6.1 percent.

Inflation normally accompanies and follows a major war as
taxes fail to rise sufficiently to finance war expenditures.

1/Economic Report of the President together with the Annual
Report of the Council of Economic Advisors: 1973, (Washing-
ton, D.C.: United States Government Printing Office, 1973),
p. 54.
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- The Government finances its deficit by adding to the supply
- of money and prices rise. Therefore, the inflation of the
1940s and early 1950s, while unwelcome, was not surprising.
Similarly, some increase in the rate of inflation during the
late 1960s was predictable as a result of the war in Viet
Nam. However, following the end of American involvement in
Viet Nam, inflation did not abate-—-it accelerated. By the
end of the 1970s inflation had reached a postwar peak. Only
in the immediate aftermath of World War II had prices risen
more rapidly. There is no immediate prospect of a return

to the relatively stable conditions of the 1950s.

Economists have long debated the magnitude of the social
costs of a sustained rate of price inflation. Perhaps sur-
prisingly, they have sometimes concluded that the social costs
are relatively insignificant, consisting essentially of the
effort needed to economize on the use of money when its value
is falling steadily and predictably. Whatever the merits of
this conclusion, it is essentially academic. Inflation has
not occurred at a steady, sustained rate. Continuing infla-
tion has meant unpredictable changes in the price level. The
costs to society of such inflation are far from trivial; they
have contributed substantially to the unwelcome economic
developments of the past decade.

The side effects of restrictive
monetary and fiscal policies

Historically, governments have curbed inflation by re-
straining the growth of demand for goods and services. This
action requires restrictive monetary and fiscal policies. To
pursue these policies a government must be willing and able
to limit the growth in the money supply to a rate no greater
than the growth of the nation's productive capacity plus an
adjustment for any long-run trend in the rate at which money
is changing hands. Such monetary discipline is usually pos-
sible only if the government is simultaneously practicing
fiscal restraint.

Together, monetary and fiscal policies can stop inflation.
They have done so in the past both here and abroad. 1In the
1950s and 1960s the United States achieved more than a decade
of price stability primarily by adopting these policies.

Table 1 shows that this period was also characterized by a
slow growth in the money supply and a small deficit in the
Federal budget.

However, such policies will work only if they are main-
tained. Twice in the past 12 years, 1969 and 1973-74, poli-
cies to restrict the growth of demand have been temporarily
pursued. Although each occasion was followed by a temporary
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Table 1

Monetary Expansion and
the Federal Deficit

Average ratio
Annual growth of the federal

in currency budget deficit Average annual
and checking to gross increase in
deposits national product the CPI
1939-52 9.0% 6.7% 5.1%
1953-65 2.4% 0.3% 1.3%
1966-79 5.9% 1.4% 6.1%

Sources: FEconomic Report of the President: 1980, Tables B-1,
B-58, and B-72. U.S. Department of Commerce, Bureau
of the Census, Historical Statistics of the United
States, Colonial Times to 1957, (Washington, D.C.,
U.S. Government Printing Office, 1960). Series X
285, p. 648.

decline in the rate of inflation, a further acceleration
followed within a few years. For the period as a whole, the
average rate of monetary expansion did not decline but instead
increased markedly.

Perhaps the major obstacle to effective policies of demand
management are the initial effects of a shift to restraint.
When monetary growth and government budget deficits are sud-
denly reduced, there is usually an immediate fall in output
and an increase in unemployment, which was what happened in
1970 and in 1974~1975. Only gradually aré the effects of such
a policy shift reflected in slower rates of price increase.

In the meantime, unemployment is higher than normal, business-
es incur losses, and bankruptcies increase. If the restric-
tive policies are abandoned in an effort to stimulate the
economy, the stage is set for a reacceleration in the rate

of inflation.

Demand management through the conventional tools of mon-
etary and fiscal policy places Government in a dilemma. If
Government acts to lower the long-run rate of inflation, it
is very likely to produce a recession in the short run. If
it then reverses course to end the recession, it will not
achieve a permanent reduction in the rate of inflation. De-
mand management can end inflation only if the Government is
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willing to adopt policies that have high costs and few
visible accomplishments in the short run. This dilemma has
been summarized by economists as a tradeoff between reducing
inflation and increasing unemployment.

The Phillips Curve and the
tradeoff between unemployment
and inflation

Wages, or payroll costs, have a central place in any dis-
cussion of inflation in industrialized economies. In the
United States, labor compensation accounts for 75 percent of
the national income. 1/ If the percentage mark-up firms
charge on unit costs is stable and if the cost of imported
raw materials is rising at the same rate as wages, then the
rate of price increase for nonfarm products is roughly equal
to the difference between the rate of wage increase and the
percentage change in labor productivity. Under normal eco-
nomic conditions mark-ups tend to be stable and, until the
1970s, the cost of raw materials tended to lag behind the
average increase in wages. Therefore, economists observed
a strong correlation between the rates of increase in wages
and prices.

Many economists and business analysts have interpreted
this correlation as a cause and effect relationship in which
inflation is driven by rising wages. The policy implication
of this interpretation is that inflation can be reduced only
by taking steps to lower the rate of wage increase. Even
those who reject this interpretation agree that successful
measures to curb inflation must lower the rate of increase
in wages. Consequently, the process of wage determination
is widely recognized as a crucial factor in understanding
the causes of inflation.

The short-run tradeoff between unemployment and inflation
and the determinants of the rate of wage increase have been
closely studied by economists. One of the earliest empirical
studies was published by A.W. Phillips in 1958. 2/ Using
British data, Phillips discovered an inverse relationship be-
tween unemployment and wage increases. He drew a diagram to
illustrate his discovery and ever since the relationship has
been called the Phillips Curve. Following Phillips' example,
similar relationships were estimated for the United States,

1/Economic Report of the President: 1980, Table B-19.

2/A.W. Phillips, "The Relationship between Unemployment and
the Rate of Change of Money Wage Rates in the United King-
dom: 1861-1957," FEconomica, Vol. 26 (1958), pp. 283-99.
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which generally showed that the rate of unemployment needed
to maintain price stability was higher here than in Britain.

The Phillips Curve formalizes the notion that there is
a tradeoff between unemployment and inflation in the short
run. As shown in the hypothetical Phillips Curve depicted in
figure 2, when the unemployment rate is low, there is a pos-
itive rate of increase in wages. As unemployment increases

that rate declines. 1In this diagram, there is a rate of unem-
ployment at which the rate of wage increase falls to zero, or

in other words, the curve crosses the horizontal axis. At
higher rates of unemployment wages decline.

Figure 2

The Phillips Curve

proportionate rate

of wage increase
A

Phillips Curve

Rate of change in
labor productivity

\\\\\\\ —>Unemployment rate

I1f labor productivity is rising at some positive rate
and if the other conditions (constant mark-ups and stable
nonlabor costs) needed to link wages and prices are met, the
Phillips Curve can also be used to predict price inflation.
The rate of price increase equals the rate of wage increase
determined from the Phillips Curve less the rate of increase
in labor productivity. Alternatively, the rate of unemploy-
ment consistent with any given rate of price inflation is
predicted by adding the rate of change in labor productivity
to the rate of inflation to determine the rate of wage in-
crease. The Phillips Curve is then used to predict the un-
employment rate associated with that rate of change in wages.

S
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o

The horizontal line in figure 2 represents the rate of
change in labor productivity. Where this line intersects
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the Phillips Curve, wage increases are just offset by
productivity gains. This is the only point on the curve con-
sistent with price stability, and the associated unemployment
rate, Uy, is the unemployment rate needed to maintain stable
prices. If this level of unemployment exceeds what is gener-
ally regarded as the full employment rate of unemployment,
then price stability and full employment cannot be achieved
simultaneously.

The Phillips Curve illustrates one channel through which
monetary and fiscal policies can work to reduce inflation.
1f restrictive policies of demand management raise the rate
of unemployment, they will also lower the rate of increase
in wages and, consequently, reduce the rate of inflation. In
this way, higher unemployment can be traded off to attain a
lower rate of price inflation. Alternatively, expansive de-
mand management policies can be used to reduce unemployment
in the short run. But the consequences of expansive policies
will be to raise the rate of increase in wages, which will
lead to a higher rate of price inflation.

In 1979 the unemployment rate averaged 5.8 percent for
the year. 1/ Twenty years ago the original estimates of the
Phillips Curve for the United States predicted a zero rate
of inflation given this level of unemployment. 2/ 1In the
years since those original estimates were made, “the relation-
ship between inflation and unemployment as revealed histori-
cally and estimated statistically has repeatedly broken down.
Economists say the curve has shifted, which means that at
any given level of unemployment experienced in the 1970s,
the rate of increase in wages will be much higher than would
have been observed given the same rate of unemployment in
the 19508 or the 1960s.

Two reasons are usually given for this change in economic
behavior. First, the composition of the labor force has al-
tered since the 1950s. Today, more workers change jobs or
periodically leave the labor force than has been the case in
the past. This behavior raises the average level of unemploy-
ment throughout the course of the business cycle. Such demo-
graphic changes can explain some but not all, or recently
even most, of the shift in relationship between unemployment
and wage increases.

1/Economic Report of the President: 1980, Table B-29.

z/Paul A. Samuelson and Robert M. Solow, "Analytical Aspects

of Anti-Inflation Policy, "American Economic Review,"
Vol. 50 (May 1960), pp. 177-94.
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The other reason for the shift is the persistent inflation
experienced since the mid 1960s. When inflation is expected,
workers demand a higher rate of wage increase, and employers
are willing to grant it since they expect their prices to
rise as well. Once this process has been going on for some
time, inflation acquires a momentum of its own that makes
any attempt to control it more difficult and costly.

An increase in the expected rate of inflation causes the
Phillips Curve to shift out, and thus a higher rate of wage
increase is associated with any given level of unemployment.
The main reason why a 5.8 percent rate of unemployment is
accompanied by "double digit" inflation today, rather than
stable prices, is that people expect a high rate of inflation
and set wages and prices on that assumption. Over the long
run the Federal Government has accommodated those expectations
by pursuing fiscal and monetary policies inconsistent with a
stable price level.

The Phillips Curve illustrated in figure 2 is essentially
a short-run relationship. It holds true only as long as
workers expect a particular rate of inflation to prevail.
When that expectation changes, the curve shifts. In the long
run there is no tradeoff between lower unemployment and higher
inflation. By stimulating the economy, expansionary monetary
and fiscal policies can temporarily push unemployment below
the level that is consistent with price stability at the ex-
pense of moderate increases in the rate of inflation, but as
time passes the tradeoff worsens, and the inflationary price
of lower unemployment rises sharply. 1/

The long-run instability of the Phillips Curve does not al-
ter the fact that a tradeoff between lower inflation and higher
unemployment exists in the short-run. In figure 3, rates of
inflation and unemployment are shown for the 5-year period since
1975. During this time unemployment gradually fell while the
rate of inflation increased. The pattern of economic behavior
in figure 3 is consistent with a short-run Phillips Curve, in
which stimulative demand management policies lower unemployment
while pushing up wages+and prices at accelerating rates. This
is especially true for the period since 1977 when inflation
accelerated as unemployment dropped below 7 percent.

the Phillips Curve tradeoff

Wage-price guidelines offer the hope that price stability
can be achieved without a recession. A successful incomes
policy shifts the Phillips Curve inward making possible a

l/See the references cited in the footnote on p. 64.
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reduction in the rate of wage increase without the usual
increase in unemployment. If price stability is accomplished
through wage-price policy rather than through increases in
unemployment, the high short-run social costs of recession
can be avoided. It is this promise which is the heart of the
case for incomes policy.

Whether this promise can be translated into performance
and at what cost are the main points of controversy between
advocates and critics of incomes policy. The next two sec-
tions of this chapter discuss the problems incomes policy
must overcome if it is to succeed and the criteria that can
be applied to judge whether such a policy is successful.

PROBLEMS INCOMES

POLICY MUST OVERCOME

Incomes policy must solve a difficult set of problems
if it is to succeed. An effective incomes policy must do
more than set numerical standards. A voluntary program must
be credible. Those who are expected to comply must believe
it can work. If the Government does not pursue monetary and
fiscal policies consistent with the goals of its incomes
policy, this will not be possible. The Council on Wage and
Price Stability has been consistent and persuasive in making
this point. However, the main purpose of incomes policy is
to avoid the highly restrictive demand management policies
that would otherwise be needed to stabilize the price level.
It has been difficult in the past for governments to strike
a balance between policies that avoid excessive restraint
and those needed to ensure the credibility of an incomes
policy.

Obtaining compliance: the

problem of credibility

In the United States few prices are determined in the
competitive auction markets of classical economic theory. 1In
most markets price setters exercise some discretion over the
prices they charge. However, even in highly concentrated
markets prices respond to economic forces. Although large
firms and unions have some control over the prices and wages
they set, they do not choose them arbitrarily. The prices
they set reflect their estimate of current and prospective
economic conditions and their self interest. An incomes
policy will succeed only if it shapes or changes these judg-
ments. If it attempts to override them, it will fail. An
effective incomes policy must lower the rate of inflation
wage and price setters expect.
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Therefore, a voluntary program must be credible. If it
convinces price setters that the rate of inflation will de-
cline, they will find it in their self-interest to restrain
price increases, thus producing the decline they expect. How-
ever, establishing credibility is extremely difficult. Fre-
quently, a controls program must demonstrate some success
before people will believe that further success is possible.
This is why some incomes policies begin with a temporary
freeze on all wages and prices.

It is possible, of course, to compel compliance, and an
incomes policy that imposes mandatory controls on pay and
prices has the apparent virtue of solving the compliance prob-
lem. However, given our political institutions and constitu-
tional guarantees, any incomes policy requires a high degree
of voluntary compliance even if it is a mandatory program.

The main advantage of mandatory controls is that they may con-
vince the majority who are willing to comply that the minority
who are trying to evade the controls will be detected and
punished. This is the main function of the sanctions in the
current program. However, if the majority are not willing

to comply, the program will be overwhelmed.

Once an incomes policy is in place, maintaining credi-
bility can be very difficult as well. In a market economy,
changes in supply and demand are continuously shifting the
prices of particular products relative to other products.
Similarly, changes in labor markets upset the relative struc-
ture of wages and salaries. No incomes policy can completely
stifle this process, nor would it be economically efficient
for it to do so. However, this means that the policy inevi-
tably causes apparent changes in real income. Some groups may
feel victimized by the wage and price controls, and this ap-
parent sacrifice may turn into a genuine loss in real income
if one group has complied while another has not.

Table 2 presents gquarter-by-quarter changes in wages,
labor productivity, unit labor costs, and prices for the seven
quarters since the Council's current standards were announced.
The rate of increase in the CPI rose by several percentage
points during this period. Until the most recent quarter,
little of this increase can be attributed to hourly earnings.
By the end of the period, wages were rising at a rate only
1.4 percentage points greater than their rate of increase at
the beginning of the period. Because compensation per hour
rose more rapidly than hourly earnings and because productiv-
ity declined, unit labor costs accelerated more than wages,
but the increase in unit labor costs lagged behind the accel-
eration in the rate of price inflation by a wide margin for
most of 1979. The explanation for this phenomenon is not
mysterious. The price of oil exploded in 1979. The home
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Table 2

Wages, Productivity, Prices: 1978:4 to 1980:2
(Seasonally Adjusted, Quarter over Quarter Percentage
Changes at Annual Rates)

1978:4 1979:1 1979:2 1979:3 1979:4 1980:1 1980:2

Hourly

earnings 8.2 8.5 7.1 8.5 8.5 9.6 9.6
'Hourly compen-

sation a/ 8.8 10.3 7.9 8.6 9.4 10.2 9.3
Labor produc-

tivity 0.7 -3.0 -4.,4 -1.4 1.0 -1.7 -5.0
Unit labor

costs 8.0 13.9 12.6 10.0 8.5 11.9 15.3
CPI 9.5 11,2 12.8 13.4 13.6 16.9 13.7

a/Includes fringe benefits and payroll taxes.

Source: Data Resources, Inc., derived from data produced by
the U.S. Department of Labor, Bureau of Labor
Statistics.

purchase component of the CPI, which is heavily influenced by
changes in mortgage interest rates, also rose very rapidly.

A divergence between price inflation and the rate of wage
- increase was not surprising.

When the current standards were announced, real-wage in-
surance was proposed as a means of fostering compliance by
assuring workers that their real incomes would be protected
if they complied and the program did not succeed in reducing
inflation. Although the Congress rejected the proposal, it
is worth reviewing because it reveals some of the difficulties
involved in trying to make a voluntary program credible.
Real-wage insurance promised to pay complying workers the dif-
ference between 7 percent and the actual rate of increase in
the CPI up to a limit of 10 percent. However, real-wage in-
surance can be very costly if workers comply and inflation
fails to decline, as was the case in 1979.

In its 1979 report, the Council of Economic Advisors es-

timated that for each percentage point of inflation in excess
of 7 percent real wage insurance would cost the Treasury $5
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billion if three quarters of the workers covered by the pay
standard complied. 1/ According to the Council, well over
three quarters of the covered workers did comply with the pay
standard last year. Therefore, real wage insurance would have
cost nearly $15 billion in fiscal 1979 when the CP1 rose by
more than 10 percent, and it would still have failed to fully
protect the real incomes of complying workers.

Demand management: the
problem of consistency

In the current business climate incomes policy can work
only if it succeeds in changing people's inflation expecta-
tions, and it can succeed at this only if the other elements
of Federal policy that influence wages and prices, primarily
monetary and fiscal policies, are revised to accommodate a
slower rate of inflation. They must be consistent with the
wage price guidelines.

Spokesmen for the Council on Wage and Price Stability have
frequently made this point. As Alfred Kahn put it in describ-
ing the "real genius" behind President Carter's program before
a House subcommittee, "It does not impose controls while con-
tinuing to inflate the money supply and increase the Federal
budget deficit. On the other hand, it does not rely solely on
monetary and fiscal restraints, let alone try to slam on the
monetary and fiscal brakes." g/ Kahn contrasted the Presi-
dent's policy mix with that followed during the Economic Sta-
bilization Program in the early 1970s when, "One of the reasons
controls did not work * * * was that they were accompanied
by a highly expansionary monetary and fiscal policy." 3/

Report of the Council of Economic Advisors: 1979,
(washington, D.C.: United States Government Printing Of-
fice, 1979), p. 83. This is an optimistic estimate. Others
put the figure as high as §$11 billion. See Thomas Suppel,
"Last Fall's Policy Changes: A Sound Program for Reducing
Inflation," Federal Reserve Bank of Minneapolis Quarterly

Review, winter 1979, pp. 7-9.

2/U.S. Congress, House of Representatives, The Administra-
tion's Voluntary Wage-Price Guidelines: Hearings before the

Subcommittee on Economic Stabilization of the Committee on

Banking, Finance and Urban Affairs, 95th Congress, 2nd ses-
sion, November 22, 1978; p. 9.

3/1bid., p. 8.
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These observations command wide agreement among
economists. Even in 1973 the Council of Economic Advisors
realized that "controls would not be able to hold down prices
and wages when there was a strong excess of demand, and that
the effort to do so would result in shortages and distortion
of production." 1/ Unfortunately, it is easier to identify
expansionary monetary and fiscal policies in retrospect than
it is to calculate precisely when demand stimulus will result
primarily in inflation.

Whether the Federal Government is cautiously expanding or
merely refusing to slam on the monetary and fiscal brakes is
a distinction difficult to perceive by wage and price setters
as they try to gauge future inflation by Government pronounce-
ments and past experience. If they are not convinced, expec-
tations of inflation will not be lowered and wage and price
setters will not modify their behavior. There is also danger
that inflation will worsen if the Government bases its mone-
tary and fiscal policies on a mistaken assumption that incomes
policy is reducing inflationary expectation. Ultimately the
short-run costs of demand restraint may increase if the re-
quired adjustments in monetary and fiscal policies are post-
poned in the hope an incomes policy will work.

Previous experience within the United States shows a re-
peated pattern. Even when incomes policy temporarily suc-
ceeds in reducing inflation, it is followed by outbursts of
inflation (see ch. 5). This indicates that the monetary and
fiscal policies needed to convert a short-term reduction in
the rate of inflation into a long-term decline have not been
sustained.

An effective incomes policy--one that succeeds in lowering
the rate of inflation--requires a high degree of voluntary
compliance and demand management policies that support it.
When these conditions are not satisfied, incomes policy will
not reduce inflation. .

OUR CRITERIA FOR JUDGING THE
EFFECTIVENESS OF THE STANDARDS

No single criterion exists for judging whether or not an
incomes policy has been effective. In part this is because
the term effectiveness can be interpreted in various ways.

1/Economic Report of the President together with the Annual
Report of the Council of Economic Advisors: 1973
(Washington, D.C.: U.S. Government Printing Office, 1973},

pp. 53-54.
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This is a reasonable argument, but it presumes that it is
actually possible to determine what would have happened if the
standards had never been implemented. As R. Robert Russell,
Director of the Council, explains, "There is only one way to
do this, and that is by building an econometric model to
represent the structure of the wage-price process and hence
estimate how much wages and prices would have gone up in the
absence of this program." 1/

We agree with the following provisions. First, the model
must accurately reflect the true structure of the relevant
economic relationships. Unfortunately, there is no single
model that does this to everyone's satisfaction. The Coun-
cil's staff has developed one model, whose deficiencies we
discuss in chapter 4 and appendix III. We present other
models that give different answers. Many other alternatives,

besides ours, also exist. ‘

S5econd, the most common econometric models take as given
the Federal Government's monetary and fiscal policy. They
are capable of testing what the rate of inflation might have
been without the standards only on the assumption that mone-
tary and fiscal policy were not altered as a result of the
program. This is a strong assumption. For example, if the
program of wage-price guidelines encouraged policymakers to
undertake more restrictive measures than they would have
otherwise pursued, then its contribution to the restraint of
inflation went beyond whatever independent effect it had on
wage and price increases. On the other hand, if the existence
of the standards reduced the willingness to undertake more
restrictive actions, then it is arguable that they contributed
to higher inflation. At any rate, the overall impact of the
program cannot be judged purely on the basis of the econo-
metric evidence produced by the usual models.

We believe a fair and reasonable judgment concerning the
effectiveness of the standards can be reached. However, it
should be based not on the answer to any single guestion but
rather on the answers to a combination of three questions.

1. Did the rate of inflation decline after the guide-
lines were established?

1/U.S. Congress, House of Representataives, To Authorize Ex-

tension of the Council on Wage and Price Stability:
Hearings before the Subcommittee on Economic Stabilization
of the Committee on Banking, Finance and Urban Affairs,
96th Congress, 2nd session, March 19, 26, and May 6, 1980,
p- 374.
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next few years to a tolerable level without forcing the
economy to relapse into recession." 1/

A second question to ask in evaluating the effectiveness
of wage-price guidelines is, "Was a recession avoided during
the program?"”

Although the answers to both questions presented here
are useful and revealing, neither can be absolutely decisive
in judging effectiveness. Other events and policies also in-
fluence the rates of inflation and unemployment, and it is
possible that these influences are responsible if inflation
declines following the announcement of an incomes policy.
Some economists claim that the apparent effectiveness of the
first two phases of the Nixon Administration's Economic
Stabilization Program is accounted for in this way. 2/ Simi-
larly, outside events may create a false impression of
ineffectiveness when a program is effectively restraining
inflation.

The Council on Wage and Price Stability claims that its
standards were effective in holding the rate of inflation be-
low the level it would otherwise have reached during the 18
months after they were announced. 3/ The standards' effec-
tiveness is masked, according to the Council, by the increase
in most price indexes for this period. Outside events, in
particular increases in the price of crude oil and home pur-
chase costs, pushed up the rate of inflation, but their
effect was partially muted by the standards. 1In other words,
the Council believes, inflation would have been even higher
if there had been no standards, and argues that this means
they were effective.

1/Amendment to the Council on Wage and Price Stability Act,

Hearings before the Subcommittee on Economic Stabilization

of the Committee on Banking, Finance, and Urban Affairs,

House of Representatives, 96th Congress, first session,
February 6 and 7, 1979, p. 73.

2/Edgar L. Feige and Douglas Pearce, "Inflation and Incomes
Policy: An Application of Times Series Models, "The Econo-

mics of Price and Wage Controls, eds., Karl Brunner and

Allan H. Meltzer, (Amsterdam: North Holland Publishing Co.,
1976), p. 295.

3/Council on Wage and Price Stability, "Interim Report on the
Effectiveness of the Pay and Price Standards," May 6, 1980,
processed.

28



curve or to lower the levels of unemployment
associated with particular inflation rates
(i.e., to shift the Phillips curve toward the

origin).

The third and final question--whether econometric
evidence indicates a restraining effect--articu-
lates the best criterion, one that the Council
has advocated. Unfortunately, econometric

tests are typically inconclusive and often are
matters of professional contention. There are
other criteria that can be used to evaluate

the program. For example, the Council recently
presented an analysis of company-specific pay

and price data (The Pay/Price Standards Program:
Evaluation and Third-Year Issues, July 8, 1980)
to ascertalin whether companies were constrained
by the standards. Nevertheless, nowhere in the
GAO report is the Council's analysis of company
data treated, although other sections of the

July 8, 1980 document are cited explicitly. * * *
The program could also be evaluated on theoretical
grounds if a more balanced assessment of the
analytical literature were provided.

We agree that by itself our first question--did infla-
tion decline~-~should not be decisive in judging the effective-
ness of the standards. However, we do believe it is a useful
starting point for examining their effectiveness. The Coun-
cil, on occasion, has used the same starting point itself.

We are told for example in The Pay/Price Standards Program:
Evaluation and Third Year Issues, "The pattern of changes

of wages and other measures of labor compensation suggest
that the pay standard has had a definite restraining influ-
ence. Wage inflation during the first year of the program
was slightly below the rate in the preceding year, despite
the sharp acceleration that took place in the cost of living
and concomitant decline in real wages" (p. 11, stress
supplied).

The stated goal of anti-inflation policy is to lower
the rate of inflation, not merely to prevent it from rising
as high as it possibly could. Different policies could have

produced even higher inflation than the Nation has experienced
during the past 2 years, but this is scarcely evidence that

the policies actually followed were effective in restraining
inflation. Of course, there are "myriad factors" other than
the standards which affect the rate of inflation, but this
is beside the point. The test of an anti-inflation program
ought to be its success in coping with these factors. If it
fails to do so, for whatever reason, then it is properly
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2. Was a recession avoided during the program?

3. 1Is there a wide range of econometric evidence
showing a statistically significant effect of
the program on the rate of increase in wages and
prices?

If only one or perhaps two of the answers to these ques-
tions is no, it might be claimed that the incomes policy had
some limited effect. However, if the answers to all three
are no, then we believe this is sufficient reason to judge
the program ineffective. An incomes policy that has not re-
duced the rate of price increase, that has failed to prevent
a recession and for which there is little reliable econometric
evidence of restraint should be judged ineffective.

It is of course possible that a program judged ineffec-
tive by these three questions may still have exerted some
small but currently undetectable effect on the rate at which
prices are rising. The effects of the current standards have
not yet been widely tested using econometric methods. It is
conceivable that future studies using more refined techniques
may show a modest effect for the program. We would only con-
tend that if a judgment is desired concerning the effects of
the program based on what is currently known, then our proce-
dure is a reasonable way of arriving at such a conclusion.

AGENCY COMMENTS AND OUR EVALUATION

The Council on Wage and Price Stability was given the
opportunity to review and comment on this report. In refer-
ence to the criteria we describe above, the Council states
in its letter of September 15, 1980:

The first question--whether inflation declined--is
overly simplistic, since it ignores the fact that
the inflation rate is affected by myridd factors
other than the standards. * * * The valid question
is whether the inflation rate was lower than it
would have been in the absence of the standards
program.

The second question--whether the inflation/
unemployment tradeoff has been avoided--is unduly
demanding. No sensible economist contends that
this fundamental tradeoff can be avoided by an
incomes policy; the objective is to change its
nature~-to make fiscal and monetary restraint work
relatively more on inflation, as opposed to employ-
ment (i.e., to change the slope of the Phillips

30



However, it believes such evidence will be inconclusive.
Although economists are notorious for their disagreements,
this outcome is not inevitable. Whether future econometric
studies of the pay and price standards will produce mixed
results or whether a consensus will emerge concerning their
effects remains to be seen. Nor do we regard our own efforts
along these lines, described in chapter 4, as inconclusive.

We did not consider the company specific pay and price
data presented in the Council's third year issues paper, be-
cause it is irrelevant to a judgment about the standards
effectiveness. Whether or not companies and unions complied
with the standards is relevant only if the standards changed
their behavior and if that changed behavior was in turn re-
flected in the general price level. This is the point our
three suggestions are designed to address. The data presented
by the Council is no help in judging whether this occurred.

Finally, we are puzzled by the statement that the pro-
gram can be evaluated on theoretical grounds. Our under-
standing of the relevant theory is that it was possible,
theoretically, for the standards to produce an effect on
inflation, but that there were serious practical difficulties
confronting the program. Therefore, empirical analysis was
needed to reach a judgment about their effectiveness.

SUMMARY

An incomes policy is an attempt by the Government to
stabilize the price level by setting rules or standards to
determine pay and prices. The goal of such a program is to
reduce inflation while avoiding the usual short-run costs
of higher unemployment and falling output. When conventional
demand management policies are used alone to lower the rate
of inflation, a recession is normally the result. This trade-
off Between lower inflation and higher unemployment is graphi-
cally depicted in the Phillips Curve. The goal of incomes
policy is to shift this curve in a way that permits lower
inflation without a recession.

The most difficult task for incomes policy is to establish
its credibility. It cannot work if wage and price setters
do not helieve it will work. This requires demand management
policies consistent with the goals of the program. If demand
management is lax, the policy will fail to hold down infla-
tion.

These requirements are difficult to meet. As explained
in chapter 5, most previous incomes policies have not met
them--they have failed either immediately or after some
limited success. This record is relevant in judging the
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judged ineffective. 1/ This is a simple test but that does
not mean it is either unreasonable or unfair.

The test is not decisive for judging the effectiveness
of the standards not because it is simplistic but because
the standards are only one element in the anti-inflation pro-
gram. To judge whether, by themselves, they have had a re-
straining effect on inflation, other evidence is needed.
However, the evidence provided by the answer to our first
question is still relevant since the overall anti-inflation
program was affected by the existence of the standards. The
other elements in the program might have been different had
the standards not been established.

Our second question is directed towards one of the
explicit goals of the standards program. It may be that no
sensible economist believes that the fundamental tradeoff
between lower inflation and higher unemployment can be
avoided, but it is surely the case that the Council believed
that if the standards were effective a recession could be
avoided while inflation was reduced. We have guoted Chairman
Kahn and Barry Bosworth to this effect. The current Director
of the Council, R. Robert Russell, has also stated the same
belief, "If our anti-inflation efforts are not successful,
there is the clear danger of moving into a recession. If our
anti-inflation efforts are not successful, there is the clear
danger of moving into a period with higher unemployment and
an exploding underlying inflation. This is what we are
seeking to avoid in part through the application of the volun-
tary pay and prlce standards." 2/ Since the standards were
designed to avoid recession, we continue to believe that a
fair test of their effectiveness is whether they did so.

The Council agrees with us that econometric methods can
be useful in evaluating the effectiveness of the standards.

1/Many economists believe that the appropriate response to
an external shock like the o0il price increase in 1979 is
to permit a temporary increase in the rate of inflation.
A reasonable argument can be made to support this position.
However, this is essentially an argument against pursuing
an effective anti~inflation policy, not about whether an
apparently ineffective policy is in some arcane sense truly
effective.

2/Inflation Situation, Hearings before the Subcommittee on

Economic Stabilization of the Committee on Banking, ggqq{qg
and Urban Affairs, United States Senate, 96th Congress,

lst session, October 11, 1979, p. 26, stress supplied.
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CHAPTER 3

THE INFLATION RECORD RAISES QUESTIONS ABOUT

THE EFFECTIVENESS OF THE CURRENT STANDARDS
The inflation objective for the first year of the pay
and price standards (October 1, 1978 to September 30, 1979)
was 6.5 percent. 1/ Had the objective been achieved, the rate
of inflation would have returned to approximately the level
reached in 1977 following the recession of the mid-1970s.

In the months that followed the establishment of the
standards, inflation did not decline. From September 1978
through March 1980, the price level as measured by the CPI
rose 24 percent--a 13.1 percent yearly increase. By com-
parison, the average yearly increase for the 2 years pre-
ceding the establishment of the pay and price standards was
only 7.5 percent. Figure 4 shows the pattern of monthly in-
creases in the CPI for the past 3 years. 1In the last 3 months
of 1978 the CPI rose at an annual rate of 7.4 percent. 2/

In the first 3 months of 1979 the rate jumped to 12.8 percent.
"Double digit" inflation had returned. Over the next 6 months
inflation continued at a yearly rate of 14.1 percent. By

the time the first program year of the standards had ended,
the CPI had risen 12.1 percent, nearly double the Council's
inflation objective.

Inflation continued at this high rate as the program's
second year began. Then, in the first guarter of 1980, infla-
tion accelerated again. From December 1979 to March 1980, the
CPI rose 4.3 percent. 3/ This increase during one gquarter was

;/See, for example, the prepared statement of Barry Bosworth,
Executive Director, Council on Wage and Price Stability,
in U.S. Congress, House of Representatives, Adequacy of
the Administration's Anti-Inflation Program, Part 1:

Hearings before a Subcommittee of the Commlttee on Govern-

ment Qgeratlons, 96th Congress, lst session, February 5,

6, and 7, 1979; p. 385.

2/Inflat10n rates are calculated using data from the Economic

ort of the President together with the Annual Report of
H Council of'Economlc Advisers: 1980, Table B-49, (Wash-

lngton, D.C. United States Government Printing Office,
1980).

g/U.S. Department of Labor, Bureau of Labor Statistics, News
Release, "The Consumer Price Index--May 1980."
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Council's current pay and price standards. Since similar
efforts in the past have usually failed, the evidence should
be compelling if effectiveness is claimed for the current
program. We believe the answers to three questions can be
used to determine whether or not the wage-price guidelines
have been effective:

1) Did inflation decline? (See ch. 3.)
2) Was a recession avoided? (See ch. 3.)

3) 1Is there a substantial body of econometric evidence

to suggest the program restrained inflation? (See
ch. 4.

If the answers to all three of these questions are no, we
believe it is reasonable to judge the program ineffective.
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Although the CPI is probably the most widely publicized
measure of inflation for the United States economy, it is
not always the most revealing. Other measures, featuring
different combinations of goods and services, should be con-
sidered in arriving at a balanced judgment concerning the
magnitude of current inflation. One such index, compiled by
the Bureau of Labor Statistics, is the producer price index
(PPI), which measures wholesale prices. Generally, the PPI
tends to be more volatile than the CPI, but over time the
two indexes move together closely. During the first program
year of the standards, the PPI for finished goods rose 11.8
percent and for industrial goods, 14.7 percent. 1/ The latter
was considerably above the Council's inflation objectives
for these commodities. 2/ During the next 6 months the rate
of increase accelerated, reaching a peak in the first quarter
of 1980. 3/ At seasonally adjusted rates, the producer price
index rose 19.3 percent from December 1979 to March 1980. As
with the CPI, the producer price index rose more slowly in
the second quarter of 1980. Table 3 shows the pattern of
quarterly increases in the PPI since 1977.

Wholesale prices thus reveal a pattern similar to the
CPI. Inflation rose substantially during the first 18 months
of the standards. It peaked at rates well above any recently
experienced in the United States and after declining in the
spring is still proceding at very high rates.

The Bureau of Economic Analysis also compiles a wide

variety of different price indexes. Two of these are partic-
ularly useful in analyzing the record of inflation since the
establishment of the pay and price standards.

The personal consumption deflator is an index of the
prices paid for the goods and services included in the Com-
merce Department's measurement of personal consumption ex-
penditures. It is an alternative measure of the increase in
consumer prices. Although it is highly correlated with the
CPI, the two indexes are constructed differently, and at
times, they diverge. During the first year of the standards,

1/Economic Report of the President: 1980, Table B-54.

2/Adequacy of the Administration's Anti-Inflation Program,
Part 1, p. 386.

3/Rates of increase during 1980 are calculated using data
from various Bureau of Labor Statistics news releases.
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Figure 4

INFLATION IN THE UNITED STATES AS MEASURED
BY THE PERCENTAGE CHANGE IN THE CONSUMER PRICE
INDEX, JUNE 1978 TO JUNE 1980
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greater than the increase in any year from 1952 to 1967. At

an annual rate the CPI was increasing by more than 18 percent.
This is apparently the peak rate of increase for the current

business cycle. 1In the spring of 1980 inflation declined.
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the personal consumption deflator rose 9.1 percent. 1/ This
was 2 percentage points higher than its rate of increase dur-
ing the preceding 12 months. In the fourth guarter of 1979,
it rose at an annual rate of 9.8 percent, and then, in the
first guarter of 1980, it accelerated to a yearly rate of
12.4 percent. 2/ 1In recent months the rate of increase in
the personal consumption deflator has declined modestly from
the first quarter peak, but current forecasts predict it will
average approximately 10 percent for the remainder of 1980.
This is a less dramatic profile than that presented by the
CPI, but the pattern is similar. The rate of inflation in-
creased following the October 1978 announcement of the stand-
ards, and it continued at a high rate throughout 1979, peaking
in the first 3 months of 1980. It then declined somewhat,
but failed to fall much below the rates experienced in 1979.
(see table 3.)

Another useful price index is the implicit price deflator
for the nonfarm business sector. Of the indexes discussed
so far, it most closely parallels changes in unit labor costs.
Therefore, it is a good measure of the responsiveness of
prices to changes in pay. 1In the first year of the standards
the implicit price deflator rose 8.8 percent. After declining
to 7.5 percent in the fourth quarter of 1979, its rate of
increase rose to 10.4 percent in the first quarter of 1980,
and in the second quarter it rose again to 12.9 percent.
(See table 3.)

Taken together, these various measures of inflation show a
similar pattern. All of them reveal increases in the rate of
change in prices in the 18 months following the establishment
of the current program of wage price standards. Except for
the nonfarm deflator, the measures all peak in the first
quarter of 1980. Currently, they are still rising at very
high rates. We believe the evidence is conclusive that the
pay and price standards have not produced a decline in the
rate of inflation. Inflation has been more rapid since they
were announced.

The Council's underlying rate of
inflation is inappropriate

According to the Council on Wage and Price Stability,
"* % * the aggregate price data do not support the contention

1/Economic Report of the President: 1980, Table B-3.

2/The Data Resources Review of the U.S. Economy - July 1980,
po II—44v
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Table 3

Alternative Measures of Inflation
at Annualized Rates

Implicit price Underlying rate
deflator for (as calculated

Conguner  Producer Personal the nonfarm by the Council
price price consunption business on Wage and
index index deflator sector Price Stability)

(1) (2) (3) (4) (5)
1977: 1 8.0 7.9 7.3 4.5
2 7.2 8.1 5.6 8.7
3 5.8 4.6 5.0 6.4
4 5.8 6.6 4.9 4.9
1978: 1 7.7 7.8 8.1 4.5
2 9.5 10.0 8.5 10.3

3 9.2 8.3 6.9 6.9 6.6

-Pay/Price Standards Begin

4 9.5 8.9 6.8 7.9 7.2
1979: 1 11.2 13.6 10.8 7.7 7.5
2 12.8 9.7 9.2 10.8 7.2
3 13.4 12.6 9.8 8.9 8.1
4 13.6 15.0 9.8 7.5 - 8.6
1980: 1 16.9 17.1 12.4 10.4 12.7
2 13.7 9.5 10.0 12.9

Source: Columns 1 through 4 are calculated by Data Resources, Inc., based on data
provided by the Bureau of Labor Statistics and the Bureau of Econamic
Analysis. Colum 5 is from the Council on Wage ard Price Stability,

The Pay/Price Standards Program: Evaluation and Third-Year Issues,
July 8, 1980, Table 1, p. 5, processed.
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In testimony before a House subcommittee last year, Barry
Bosworth, then Executive Director of the Council, claimed that,
"When you add up farmers' prices, used home prices, and other
exempt items, you will find about 15 percent of the CPI is not
explicitly covered by the standards." 1/ If this is a valid
estimate, then the overall CPI would appear to be a more accu-
rate gauge of the standards' coverage than the "underlying
rate of inflation," which excludes approximately 50 percent
of the CPI,

The CPI-based "underlying rate of inflation" index is a
misnomer. The commodity prices included in it are for final
goods and services--entertainment, apparel, household fur-
nishings, and new cars, for example. The prices of these
commodities do not underlie or determine the prices of other
goods. In fact, the prices of the goods and services ex-
cluded from the CPI in calculating the "underlying rate"
probably bear a closer relationship to some elements of pro-
duction costs than the "underlying rate" itself. Farm prices
are correlated with the prices of many crude materials--plant
and animal fibers, and hides and skins, for example. Mortgage
interest rates move in tandem with the cost of business capi-
tal, and the prices consumers pay for energy are closely tied
to the prices paid by manufacturers and other businesses.

The Council claims that its "underlying rate" is essen-
tially a reflection of changes in production costs. 2/ How-
ever, according to its own econometric work, less than 15
percent of any increase in current unit labor costs is re-
flected in the "underlying rate." 3/ (See chapter 4 and
appendix III.) 1If this is the case, then the "underlying
rate" is no more responsive to changes in current production
costs than any of the broad-based measures of inflation dis-
cussed earlier, including the CPI. In fact, since the third
quarter of 1978, the quarterly increases in the "underlying
rate" are actually negatively correlated with changes in

1/U.S. Congress, House of Representatives, Adequacy of the
Administration's Anti-Inflation Program, Part 1l: Hearings
before a Subcommittee of the Committee on Government Opera-
tions, 96th Congress, lst session, Feb. 5, 6, and 7, 1979,
p. 339.

2/Council on Wage and Price Stability, "Inflation Update,"
June 12, 1980, processed, p. 24.

3/Council on Wage and Price Stability, "Interim Report on

Effectiveness of the Pay and Price Standards," May 6, 1980,
processed, Tables 7 and 8.
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that the standards were ineffective." 1/ Given the evidence
in the preceding section, the Council's conclusion is
puzzling. 2/ Apparently, the Council believes that the aggre-
gate measures of inflation we have summarized here are a mis-
leading picture of the "fundamental inflationary pressures

in the industrial and service core of the economy." 3/ To
measure these pressures more accurately, the Council has con-
structed a CPI-based measure of the "underlying rate of
inflation." It consists of the portion of the CPI remaining
when the components for food, energy, homeownership, and used
cars are deleted. The Council describes the index as a proxy
for the behavior of prices in those sectors of the economy
covered by the standards.

In fact, the individual components of the CPI cannot be
broken out in a way that will parallel the coverage of the
standards. For example, the Council's measure of the "under-
lying rate of inflation" excludes food prices. Although the
standards do not cover the prices farmers receive for their
products, neither does the CPI include farmers' prices in its
food component which consists of the prices of food products
sold at grocery stores around the country. Most of the costs
of food products are accounted for by transportation, process-
ing, and marketing rather than by farm prices. And these
costs are most definitely covered by the Council's standards.
Similarly, gasoline and home heating oil are excluded from
the "underlying rate of inflation."™ The cost of crude oil
is an important element in the cost of these products. While
crude o0il is not covered by the standards, the prices of gas
and heating oil depend on processing and distribution costs,
and these are covered by the standards. Those products whose
prices are included in the "underlying rate of inflation” also
require raw materials, the prices of which are not covered
by the standards. Apparel is included, but it could not be
produced without raw cotton or synthetic fabrics produced
from petroleum.

1/Council on Wage and Price Stability, The Pay/Price Standards
Program: Evaluation and Third Year Issues, July 8, 1980,
processed, p. 1ll.

2/This conclusion is apparently based simply on an examination
of aggregate price data and is unrelated to the claim that
econometric models show the standards were effective.

3/Council on Wage and Price Stability, The Pay/Price Standards
Program: FEvaluation and Third Year Issues, July 8, 1980.

p. 9.
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changes in individual markets, which affect the prices of
particular goods or services, should be analyzed as devia-
tions from the average, not as its determinants. The Iranian
Revolution and the consequent developments in world oil mar-
kets raised the price of petroleum products and their sub-
stitutes, such as coal and natural gas, relative to the
averaqge level of all prices. At the same time, the increase
in 0il prices lowered the demand for and thereby lowered the
relative prices of automobiles and other products that people
consume in conjunction with petroleum products. 1/ These
events were hoth "inflationary" and "deflationary" in that
they caused both positive and negative deviations from the
average level of all prices. To the extent that the depress-
ing effects of the o0il price increase were initially reflected
in slower growth in real output, the effects did contribute
to an increase in the average price level. However, this
level cannot be measured simply by calculating how much

the CPI's energy component increased.

The Council's "underlying rate of inflation" measures
the rate of price increase for only a limited selection of
goods (about half the components of the CPI). The "under-
lying rate" is incapable of distinguishing between changes
in the relative prices of these goods and the broader trends
in the average level of all prices, which is the usual defini-
tion of inflation. In the broader indexes, changes in rela-
tive prices offset one another so that the average price
reflects broad macroeconomic trends. Because it is so nar-
rowly defined, the "underlying rate" lacks this property.
Movements in it may come about either because of changes
in the rate of inflation or because microeconomic events
alter the relative prices of the products composing it. The
"underlying rate" is an inappropriate measure of inflation
because this confusion between relative and absolute price
changes is built into it.

If the standards have not lowered the overall rate of
inflation as necessarily measured by a broad-based index of
prices, then those standards have not been effective. If
they have only created additional deviations from the aver-
aqe level of prices, then their only effect has been an
arbitrary redistribution of income among different groups
in the economy. On the other hand, if the standards were

1/The relative price of new cars fell 5.2 percent in 1979
while the relative price of gasoline rose 34.4 percent.
Calculated from their respective components of the CPI
presented in The Economic Report of The President: 1980,
Table B-49, B-50.
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current unit labor costs. 1/ The Council has not supported
its assertion that the "underlying rate" is closely related

to changes in production costs. How, then, should the "under-
lying rate" be interpreted?

During a period of inflation almost all prices increase,
but some rise more rapidly than others. The differences among
the rates of increase for the various prices depend on chang-
ing market conditions for the individual goods and services.
A bumper crop holds the rate of increase in agricultural
prices below the average, while a drought raises it above
the average. Changes in taste, technology, market power, and
resource availability cause changes in these differentials.
However, it is a mistake to assume that any particular price
change is wholly explained by such factors. Such an assump-
tion may be plausible only when the average level of prices
is stable. When it is not, changes in particular prices de-
pend not only on the microeconomic factors just mentioned but
also on macroeconomic trends that affect all prices equally.

With respect to changes in the level of prices, the most
important of these macroeconomic trends is the rate of growth
in total spending. The rate of inflation is equal to the
difference between the rate at which total spending is rising
and the rate of increase in the total output of goods and
services. From the third quarter of 1978 through the first
quarter of 1980, total spending in the United States grew at
an averade yearly rate of 10.9 percent. 2/ This growth far
exceeded the economy's capacity to increase its total output
of goods and services. Inflation was inevitable. Had real
output grown between 1.5 and 2.5 percent, an average rate
of price increase between 8 and 9 percent was unavoidable.
Even this amount of growth would have meant an acceleration,
rather than a deceleration, in the rate of inflation. 1In
fact, real economic growth was less than this and conse-
quently inflation was higher.

The fundamental point is that macroeconomic trends
largely determine the average rate of price inflation. Thus,

1/The correlation coefficient is -0.17. It is calculated
using the percentage rates of change given in the Council's
Inflation Update - June 12, 1980, p. 29.

2/This rate is calculated using figures for gross national
product (GNP) from the Economic Report of the President:
1980, Table B-1 and The Data Resources Review of the U.S.
Economy, July 1980, p. II-33. The rate of increase for
calendar year 1979, 1978:4 to 1979:4, was 10 percent.
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oil. If the size of the 0il price increase is completely
beyond the influence of changes in other prices or wages

(that is, if it does not depend on the overall rate of infla-
tion), then increases in these other prices will not contribh-
ute to further increases in oil prices. If rising oil prices
were simply a cause and not also, in part, a consequence of
inflation, their most devastating effects on the economy could
he avoided by high inflation. Neither the Council nor we be-
lieve that this is possible, because even o0il prices depend to
some extent on macroeconomic trends.

Therefore, we conclude that the only measures of infla-
tion relevant to judge the effectiveness of the standards
are the broad measures of prices discussed in the preceding
section. The various "underlying rates" developed by the
Council for this purpose are inappropriate.

The recent rise in the rate of unemployment

The second main objective of the incomes policy announced
in October 1978 was to prevent a recession while lowering the
rate of inflation. The goal was to avoid the usual short-run
tradeoff bhetween lower inflation and high unemployment. The
Council's program also failed to achieve this objective.

In the summer of 1978 the rate of unemployment dropped
below 6 percent for the first time in more than 3 years. 1/
During the first 15 months of the standards, the rate was
virtually constant, fluctuating in a narrow band bhetween 5.7
and 5.9 percent. 2/ During the first quarter of 1980, it
edged above 6 percent, and then, as inflation declined in the
spring, unemployment rose dramatically. In April and May
1980, the Rureau of Labor Statistics recorded the larqgest
monthly increases in unemployment since monthly records began
(see figqure 4). For the second quarter, the unemployment rate
averaged 7.6 percent. Current forecasts call for further in-
creases throughout the rest of the year. 3/°

In recent months, the rate of inflation has fallen, bhut
this drop has been accompanied by a recession. The normal
business cycle pattern represented by the Phillips Curve, in
which a reduction in the rate of inflation is accompanied by

1l/Economic Report of the President: 1980, Table B-29.

2/1bid.

3/The Data Resources Review of the U.S. Economy - July 1980,
p. 166.
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working to lower inflation, their effect would be felt even’
in those sectors of the economy that the standards did not
explicitly cover.

A good example of such a sector of the economy is the
mortgage interest component of the CPI. Interest rates
are not covered by the standards, but if the standards had
lowered the rate of inflation people expected, that change
in anticipated inflation would be reflected in lower interest
rates. 1/ That mortgage interest rates rose markedly during
the first 18 months following the announcement of the stand-
ards is an indication that the program lacked credibility.
The restrictive monetary policy followed by the Federal Re-
serve System, especially during the winter of 1979-80, also
contributed to rising interest rates. One of the main objec—
tives of the standards was to lower inflation without requir-
ing such drastic measures. 2/ That such measures were taken
and interest rates rose even further is another indication
that the standards were not effective.

Another example illustrating a sector of the economy
not explicitly covered by the standards yet affected by them
involves the dramatic increase in oil prices during 1979 and
the first quarter of 1980. The standards do not cover the
price of crude oil and the Council could not do anythlng to
prevent a substantial increase in the relative price of
petroleum products. However, the size of the actual increase
in the prices of gasoline and home heatlnq 0oil was only partly
determined by this change in relative prlces. It was also
partly determined by the overall rate of price inflation in
the U.S. economv.

In analyzing inflation, the Council often ignores the
contribution of the overall rate and treats the entire in-
crease in oil prices as if it were independently determined.
Surely this is a mistake. If the absolute magnitude of the
increase in oil prices is given, then an appropriate response
to it is an inflationary increase in other American prices to
recapture the real income lost to the foreign suppliers of

l/see "Inflation Update," June 12, 1980, p. 13, and Irving
Fisher, The Theory of Interest (New York: The Macmillan
Company, 1930), Chapter XIX.

2/See for example the statement of Alfred Kahn in U.S. Con-
gress, House of Representatives, The Administration's
Voluntary Wage—Prlce Guidelines: Hearings before the Sub-
committee on Economic Stabilization of the Committee on
Banking, Finance and Urban Affairs, 95th Congress, 2nd
Session, November 22, 1978, pp. 4-12.
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CHAPTER 4
ECONOMETRIC EVALUATION OF THE

EFFECTIVENESS OF THE PAY AND PRICE

STANDARDS

As we explained in chapter 3, the standards did not
achieve their original intent, to slowly decelerate inflation.
Instead, inflation accelerated following announcement of the
standards. Recently, as inflation has declined from its peak
in the first quarter of 1980, unemployment has risen and the
economy has entered a recession. One objective of the stand-
ards was to break this pattern. Clearly, they have not done
so.

The possibility remains that the standards may have
prevented the rate of inflation from reaching even higher
levels than it did during the past year and a half. Spokes-
men for the Council on Wage and Price Stability have made
this claim, and a recent study by the Council's staff pro-
vides empirical estimates of the standards' moderating
effect. 1/ 1In this chapter we examine the evidence for this
claim. The first section discusses the econometric methods
used by the Council and by us to calculate the standards'
effect on the rates of wage increase and price inflation. 2/
The second section discusses the Council's report and presents
our assessment of its methods and conclusions. The third
section describes an alternative set of estimates by us, con-
trasts these with the Council's results, and compares them
to previous work by other economists.

The Council study mentioned above provides no direct
econometric evidence of the effect of the standards on the
overall rate of inflation. Instead, it offers indirect evi-
dence based on calculations of the effects of the pay standard
on wages and the price standard on what the Council calls
the "underlying rate of inflation." 3/ The assumption that

1/Council on Wage and Price Stability, "Interim Report on
the Effectiveness of the Pay and Price Standards," May 6,
1980, in process.

2/Appendix III of this report gives a more detailed explana-
tion of the econometric methods used.

3/0ur criticism of this index as a measure of inflation
is presented in chapter 3.
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a recession, has not been avoided. The summary statistics
for inflation and unemployment reveal no evidence that the
standards were effective.

The Council on Wage and Price Stability, in response
to our draft report, justified excluding food prices fron
the "underlying rate of inflation" on two grounds. First,
farm prices account for most of the variation (about 70 per-
cent) in retail food prices; second, the CPI cannot exclude
the farm price component from other components. Therefore,
one must include either the entire food component or no
food component at all.

Although farm prices are volatile and account for much
of the month to month variation in the food component of the
CPI, most of these changes quickly reverse themselves with
little effect on the overall trend. Over longer periods,
the increase in retail food prices cannot be attributed pri-
marily to rising farm prices. For example, from September
1978 to August 1980, farm prices rose at an average yearly
rate of 11.2 percent. This would account for approximately
3.7 percent of the 9.5 percent yearly increase in food prices
as measured by the food component of the CPI, since the cost
of farm products accounts for only a third of retail food
prices. The remaining 5.8 percent of the increase in food
prices must be due to other factors, most of which were
covered by the standards. Therefore, the short-run volatil-
ity of food prices fails to alter our finding that the "under-
lying rate of inflation" is not superior to the CPI as a
proxy for the coverage of the standards.

SUMMARY

Two of the questions we posed in chapter 2 regarding the
Council's wage-price guidelines have now been answered.
First, a decline in the rate of inflation has not occurred
since the program was announced. If anything, inflation has
increased. Second, the voluntary pay and price standards
have not avoided the usual tradeoff between inflation and
unemployment. When the accelerating trend of price increases
finally broke in the second quarter of 1980, the unemployment
rate sharply rose.

The third criterion for judging the effectiveness of in-
comes policy is the evidence from econometric modelling of the
policy's effect on the Phillips Curve. We analyze that evi-

dence in chapter 4.
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relationships suggested by economic theory. In most cases,
theory suggests only the direction of change in one economic
variable in response to changes in another. It does not
indicate the magnitude of the response. To determine that,
econometric techniques are needed.

With respect to the problem at hand, econometrjcs can
simultaneously test for the existence of the restraining
effect of the standards and measure the size of that effect.
The first step is to specify precisely the economic processes
that generate inflation in the U.S. economy. But specifica-
tion is a major problem because there is considerable dis-
agreement about what those processes micht be. Illowever, there
is a group of models which, although not accepted by all
econonists, has been widely used to analyze inflation.

Each of these models of the inflationary process consists
of two relationships. The first relates the rate of wage
increase to the level of unemployment, as represented by the
Phillips Curve described in chapter 2. 1In more recent work,
this relationship is usually augmented by a term that tries
to capture the expected rate of future inflation, since the
rate of wage increase appears to respond directly to these
expectations, independently of the level of unemployment.
The second relationship in this model relates the rate of
price inflation to the rate of change in unit labor costs,
which consists primarily of wages adjusted for changes in
labor productivity. This relationship is often augmented
by additional variables such as the rates of price increase
for o0il or crude materials that do nct depend on changes in
wages.

These two relationships can be expressed in two simple
equations as follows:

(1) w a + bU + cpe

d + e(w - g) + fx

(2) p

Fquation (1) says that the rate of increase in money
wages, w, depends on an unemployment rate, U, and the
expected rate of price inflation, pe. The constant term,
a, is added to the equation to capture the influence of all
other variables that might contribute to the average rate
of increase in money wages, but are not explicitly allowed
for in the equation. The values of b and ¢, determined
statistically, will measure the contribution of U and p€ to
w. For example, should the value of b be calculated as -0.8,
it would mean that for each 1 percent rise in the unemployment
rate, the rate of increase in wages would fall by 0.8 percent.
Similarly, should ¢ be equal to 1, it would mean that for
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restraining wages and the "underlying rate of inflation"
necessarily reduces inflation as measured by the broader
indexes of prices is just that, an assumption. Without fur-
ther evidence that this assumption is sound, we feel that

our direct examination of the standards' effect on the aggre-
gyate price level is a more reliable indication of their re-
straining effect on inflation.

METLODLOLOGY

To determine the effectiveness of any economic policy
or program, economists must first form a judgment about what
would have occurred if the policy or program had not been
in effect. Any such judgment is necessarily probabilistic
since there is no way to test economic policy by controlled
experinent. Often the judgment is made simply by comparing
the past and the present. In the case of the standards, we
conpared the rate of inflation before their announcement with
the rate after they were in effect. On this test the stand-
ards were clearly ineffective. Inflation has been much worse
since they were announced. However, such a comparison, by
itself, would ke an unfair test, since the rate of inflation
prior to the announcement of the standards is a weak indicator
of what inflation would have been had the standards not been
established. Inflation last year could have been even worse
than it was. The CPI, which rose by 13 percent in 1979, might
have risen by 15 or 20 percent.

It is possible that the standards may have been effec-
tive in holding down inflation relative to what it would have
been without standards, and it is this kind of effectiveness
that is currently being claimed for them. If the standards
had this kind of effect, they would have made an important
contribution to controlling inflation, even though the
rate of price increase rose last year. The proktlem, of
course, is discovering what inflation would have been without
the standards. The only systematic way to do this is through
econolietrics.

Lconometrics is a method for statistically testing and
empirically estimating economic relationships. For example,
economic theory predicts that when the price of gasoline
rises relative to other prices and incomes, the quantity con-
suned will decline, other things being equal. Econometric
modeling is a way of examining the data on gasoline prices,
consumption, and other relevant economic variables to de-
termine whether, in fact, this happens and, if so, by how
much. Thus, econometrics can be used for two related pur-
poses. First, it is a way of testing economic theory, of
confronting that theory with economic experience. Second,
it is a way of estimating the numerical properties of the
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This is the choice made in equation (1). Others prefer the
reciprocal of the rate, 1/U. Although both specifications
have been widely used, many other reasonable alternatives
exist.

The third choice to be made is to select an gbservable
counterpart for the expected rate of inflation, pe. Here too,
various alternatives exist and no single choice is clearly
superior. Finally, a decision must be made about the addi-
tional variables, if any, to include in the price equation
(the counterparts of the x's).

The final step in testing the effectiveness of the
Council's standards econometrically is the choice of a method
to measure their effect. 1In its study, the Council used two
different methods. Either is acceptable econometrically, and
both have been used in similar studies. In the first of these
methods, a variable, called a dummy because it represents
no actual data series, is used to measure the effect of the
standards. For each period the standards are in effect, the
dummy variable takes a value of 1. For each period they were
not in effect, it takes a value of O. 1In this way an artifi-
cial data series is constructed that distinguishes the periods
following the establishment of the standards from those pre-
ceding it.

Equations (1) and (2) can thus be rewritten as:
(1') w=a + bU + cp® + nz

d + e(w=-q) + £fX + m2Z

(2') p

In equations (1') and (2'), the new variable Z represents

the dummy variable, and n and m measure its contribution to

w and pe. The calculated values of n and m can be interpreted
as the direct effects of the standards on the rates of wage
increase and inflation. If n and m are indistinguishable from
0, this would be evidence that the standards were ineffec-
tive. 1/ If either of them has the "wrong" sign, indicating

an unexplained acceleration in inflation during the period

the standards were in effect, this too would suggest that

the standards were ineffective.

The alternative method of testing the effectiveness of
the standards is to estimate the parameters (i.e., the values
of a, b, ¢, 4, e, and f) in equations (1) and (2) using data
only from the period prior to the announcement of the

1/This point is developed more fully in appendix III.
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each 1 percent rise in the expected rate of inflation, the
rate of increase in wages will also rise by 1 percent (i.e.,
expected inflation is fully incorporated in the rate of wage
increase).

As with equation (1), equation (2), the price equation,
says that the rate of inflation depends on the rate of in-
crease in money wages, w, less the rate of increase in labor
productivity, g. The variable x is initially left unspecified.
In recent years the rate of increase in o0il prices has been
a candidate for the variable x. Changes in crude materials
prices, farm prices, and interest rates might also be appro-
priate candidates. Often a measure of excess demand for final
qgoods and services is included in the list of variables.
Should more than one of these variables be used in equation
(2), additional x's would be added and their influence on
the price level independently calculated.

As above, the values of e and f measure the influence
of (w - q) and x on the rate of inflation. A constant term,
d, is also allowed to pick up the influence of other vari-
ables on the average rate of price increases.

The values of a, b, ¢, 4, e, and f can be estimated
statistically, using past data on unemployment, expected
inflation, the rate of increase in money wages, the rise in
labor productivity, and the variables represented by the x's.
Before these computations can he made, other choices must
be made.

First, we must choose from among the many available
measures of unemployment, inflation, and wage increase, those
which will be used to estimate the equations. For example,
considerahle evidence shows that the economic significance
of the measured rate of unemployment has changed in recent
vears as the demographic composition of the. labor force has
altered. The total unemployment rate for all workers, there-
fore, may not be the best choice to include in equation (1),
at least in the simple forms suggested above. Even those
economists who place great confidence in the model of the
inflationary process represented by equations (1) and (2)
do not agree about how these choices should be made. The
choices are matters of judgment that are generally settled
by trial and error. Although the general framework repre-
sented by the two equations has wide acceptance, the detailed
specification and interpretation, crucial to econometric
analysis, is frequently disputed.

Second, a choice must be made about the exact form in

which the unemployment rate will enter the equation. Several
possibilities exist. Some researchers use the rate itself.
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can be placed in the evidence than if effectiveness is

demonstrated under a wide variety of reasonable specifica-
tions.

Another shortcoming of these techniques is that they
are only capable of predicting what inflation would have been
on the assumption that the other elements of the anti-infla-
tion program were unaffected by the existence of the standards.
For example, if monetary and fiscal policy were more restric-
tive because the standards were expected to reduce the employ-
ment and output losses usually associated with such measures,
this effect of the standards will not be recognized by these
econometric techniques. Alternatively, if monetary and fiscal
policy were less restrictive because the standards were ex-
pected to check inflation without resorting to harsher meas-
ures, then this effect will also be overlooked by the econo-
metric techniques discussed above.

Before going on to discuss our results, we caution
the reader about the use and interpretation of econometric
evidence. Econometric techniques are the methods economists
have used to predict inflation, unemployment, and economic
growth in recent years. That these models have often failed
to predict accurately should warn anyone against relying
on them too much as a means of simulating the affects of
different policies. This is as true of our own modeling
as it is for the Council's. It is true that retrospective
simulation is easier than forecasting because events such
as the OPEC (Organization of Petroleum Exporting Countries)
oil price increase, which upset conventional forecasts,
are known. However, even with this advantage, any estimate
of what inflation would have been last year without the
standards is at best a well-informed guess. This reinforces
the point that other evidence of their effectiveness is
crucial to a full evaluation of them.

THE COUNCIL'S ECONOMETRIC .

EVALUATION OF THE EFFECTIVENESS
OF THE PAY AND PRICE STANDARDS

In a recent report, the Council on Wage and Price
Stability claimed that the standards have had a moderating
effect on wages and prices during the first year and a half

following their announcement. 1/ The Council's claim rests
on two distinct steps. First, it depends on the accuracy

1/See "Interim Report on the Effectiveness of the Pay and

Price Standards," Council on Wage and Price Stability,
Washington, D.C., 1980.
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standards. The estimated equations can then be used to
project or simulate the behavior of wages and prices during
the 18 months following October 1978, using the actual data
for the explanatory variables during this period. 1/ If this
retrospective forecast predicts wage increases and price in-
flation substantially greater than the actual experience,
this would be evidence to support the Council's claim that
the standards were successful in holding down inflation. On
the other hand, if the simulated values for the rate of wage
increase and price inflation are close to or less than the
actual values, then this suggests the standards were
ineffective.

Eoth methods are capable of revealing useful information
about the effect of the standards, but both have shortcomings.
The major shortcoming is that neither method can discriminate
between the effect of the standards and any other shocks that
are not fully reflected in the explanatory variables chosen
for equations (1) and (2). 1If something other than a change
in unemployment or a change in the proxy chosen to represent
expected inflation causes the rate of wage increase to vary,
this will be reflected in the estimated coefficient of the
dummy variable or in the deviation of the simulated rate of
wage increase from the actual value. That such shocks are
possible will come as no surprise to anyone who has followed
the recent record of econometric forcasting where similar
methods are used to predict future economic developments.

Thus, even if these methods show strong evidence for
the effectiveness of the standards, that evidence cannot be
viewed as absolutely conclusive because the possibility would
remain that something other than the standards caused wages
or prices to diverge from their historic pattern of behavior.
This shortcoming is also present in our own modeling. One
implication of this shortcoming is that any claim for the
effectiveness of the standards should be supported by more
than a single specification of the relevant-relationships--
that is, by more than one specific formulation of a wage
equation such as equation (1), in which all of the choices
mentioned above have been made. If the evidence of effective-
ness is contingent on a specific model, then less confidence

1/For example using the estimated values of a, b and c,

~ the actual values for U and p® can be inserted in
equation (1) for the period of the standards. This
will permit the value of w to be calculated by simple
multiplication. The computed value of w is compared
to its actual value to judge the effectiveness of the
standards.
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The basis for the Council's claim is an estimated wage
equation of the general form discussed in the previous sec-
tion. Specifically, the wage equation takes the form:

(3) w = a + b[(1/U) - (1/U_{)] + cp®

which says that the rate of increase in money wages, w,
depends upon the change in the reciprocal of the unemployment
rate, 1/U, between the current quarter and the preceding
quarter, and the expected rate of inflation, p€. Because the
expected rate of inflation is not observed directly, it must
be estimated. In the Council's estimate, p® is obtained by
taking a weighted average of the current rate of inflation,
po. and the rate of the four previous quarters, P_y+ Pp:

Po3¢ Poyg+ OF
(4) p® = copg *+ ©1P_) *+ cyp_p * Cc3p_3 + Cg4pP_4-

In equations (3) and (4), the Council uses the unemploy-
ment rate for male workers aged 25 to 54 to represent unem-
ployment and the rate of increase in the CPI to measure price
inflation. The equation is augmented by a variety of dummy
variables to capture the effects of previous incomes policies.
The equation is estimated in two ways. In one estimation the
Council includes a dummy variable to represent the effect
of the pay standard. This yields an estimate of -1.6 percent-
age points for the effect of the standard on the average rate
of wage increases. The second estimate uses data only from
the period prior to the announcement of the standards. This
equation is then simulated for the period of the standards
and the average overprediction is 1.7 percentage points.

Thus, the Council concludes the pay standard has lowered the
average rate of wage increase by 1.6 to 1.7 percent.

We began our investigation by considering slight vari-
ations on the specification of equation (3). None of our
specifications is inferior in terms of its statistical
properties to the equation formulated by the Council's staff.
Each is a reasonable alternative, and most fit the data as
well or better than the Council's equation.

our first variation was to use a seasonally adjusted
index of hourly earnings for nonfarm production workers.
The Council uses nonseasonally adjusted data and corrects
for this by including seasonal dummy variables in its
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of the econometric estimates of the effects of the standards
on wages and the "underlying rate of inflation." Second,

it depends on the appropriateness of the Council's method

for translating a change in the "underlying rate of inflation"
into a change in the CPI. 1In chapter 3, we discussed the
flaws in the second step. The Council's "underlying rate"”

is a misleading measure of inflation. Changes in it do not
necessarily reflect changes in the fundamental trends that
determine the rate of inflation. The section that follows
discusses the flaws in the first step.

The Council claims that without the standards, the rate
of increase in the CPI would have been one-half to three-
gquarters of a percentage point higher than the 13.1 percent
which actually occurred. This claim is based on econometric
estimates of the effect of the standards on the Bureau of
Labor Statistics (BLS) index of average hourly earnings and
what the Council calls the "underlying rate of inflation."

To our knowledge, the Council has made no attempt to estimate
econometrically the effect of the standards on the CPI, or
any other broad index of prices. 1Instead, the overall effect
of the standards is calculated by scaling down their estimated
effect on the "underlying rate of inflation." The Council
estimates that the total effect of the standards on the
"underlying rate of inflation" lay between 1.05 and 1.48 per-
centage points. Since the "underlying rate" is constructed

by selecting about half the components of the CPI, the Council
calculates that it lowered the rate of increase in the CPI by
0.53 to 0.74 percentage points, or one half of the calculated
effect on the "underlying rate."

The Council's estimates of the
effect of the pay standard are

d1 Quted

The Council estimates that the pay standard directly
lowered the rate of wage increase by 1.6 to 1.7 percentage
points during the program's first 18 months. Wages as meas-
ured by the BLS index of hourly earnings for nonfarm produc-
tion workers rose at an average annual rate of 8.4 percent
a year during this period. Thus, the Council's estimate im-
plies that wages would have risen at annual rates close to
10 percent without the pay standard. Looking at it another
way, the Council claims to have reduced the rate of wage in-
crease by about 16 percent from what it would have been with-
out the pay standard. This is a substantial effect, and it
is compounded if the indirect effect on wages of lower price
increases, which the Council also claims to have produced,
is considered. It deserves careful scrutiny.
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to -0.2 percent. The results of our calculations are
summarized in table 4.

Table 4

Various FEstimates of the
Effect of the Pay Standards

Percentage reduction in
the average annual rate
of wage increase:
1978:4 to 1980:1

Council's estimate ~-1.58

Our variations:

Seasonally adjusted
wage index -1.43

Alternative measures of
inflation:

--Personal consumption deflator -0.92
--Gross domestic product of
nonfarm business deflator -0.31 a/
Alternative unemployment -1.07 a/

measurement: AU replaces A(1l/0)

Nonfarm business deflator replaces -0.17 a/
CPI and A" replaces A(1l/1)

i a/Statistically insignificant at the 5 percent level (one-
tailed test)

Our results show that the econometric evidence for
the Council's claim that the pay standard restrained wage
increases is shaky. Minor variations in the specification
of the equation used by the Council to estimate the effect
of the standard cause dramatic changes in that estimate.
All of the equations we examined fit the data as well as
the equation the Council analyzes, but the equations uni-
formly show a smaller effect of the standard than the Coun-
cil claims. 1In several, the estimated effect is essentially
zero. Similar results were obtained when we used a simula-
tion to estimate the effect of the pay standard. 1/ When

l/See appendix III in this report.
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estimated equations. 1/ The effect of this substitution
is to marginally reduce the estimated effect of the pay
standard from -1.6 percent to -1.4 percent. 2/

Our second variation was to substitute the change in the
rate of male unemployment (U-U_,) for the change in the
reciprocal of this unemployment rate. Thus we estimate

(3') w=a + b(U - Uml) + cpe

rather than (3). The effect of this change is to lower the
estimated effect of the pay standards to -1.0 percent.

Although the CPI is a commonly used measure of infla-
tion, alternatives to it exist. Moreover, in recent months
the substantial weight given to increases in mortgage interest
rates in the CPI has provoked considerable criticism. The
alternatives we consider are the implicit price deflators
for personal consumption expenditures and for gross domestic
product of nonfarm business. We consider the first as an
alternative proxy for changes in the cost of living. When
it is substituted for the CPI in equation (4) and the result-
ing estimate of expected inflation is included in equation
(3), the estimated effect of the pay standard on wages falls
to -0.9 percent. We used the nonfarm deflator because wages
depend on both the price of goods workers expect to buy and
the price of goods that employers expect to sell. The latter
is better captured by the nonfarm deflator. When this index
is used in equations (3) and (4), the estimated effect of
the pay standards falls to -0.3 percent.

The final variation we considered was a combination of
the two previously discussed. The nonfarm deflator was used
to derive a measure of expected price inflation and the
change in the rate of unemployment was substituted for the
change in the reciprocal of the unemployment rate. This
variation reduced the estimated effect of the pay standard

1/The data used in the Council's study are quarterly. As
such, they are likely to contain a seasonal factor. For
example, unemployment would rise in the summer if it were
not seasonally adjusted. Several methods exist for season-
al adjustment that are generally accepted by statisticians.

2/The two estimates are essentially equivalent even though
ours is slightly lower (see appendix III). The remaining
estimates cited in this chapter were obtained using the
seasonally adjusted series for hourly earnings.
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Aside from the inherent ambiguity in the concept of the
"underlying rate of inflation," discussed in Chapter 3, this
equation is probably misspecified, although it fits the data
for the period under consideration. The Council has used only
a fraction of the CPI to calculate the "underlying rate of
inflation," but it uses economy-wide data for unit labor costs
and crude materials costs. It makes no attempt to tailor its
cost measure to the particular segments of the economy in-
cluded in the "underlying rate of inflation." The Council's
explanatory variables would be appropriate in an equation
predicting an economy-wide measure of price inflation, but
they are inappropriate in an equation predicting the rate
of price increase for only a segement of the economy. If one
is interested in the "underlying rate of inflation," we be-
lieve the explanatory variables should correspond to the sec-
tors of the economy for which it is calculated.

In our investigation, we estimated equations similar
to equation (5), in which the rate of increase in the CPI
replaces the "underlying rate of inflation." In our equations
we explicitly allowed for the three major exceptions to the
price standard: farm prices, crude oil, and mortgage interest
rates. These variables enter the equation directly. If they
are responsible for all of the increase in inflation since
1978, that responsibility will be reflected in a close fit
between our estimated rate of inflation and the actual in-
crease in the CPI. What we find, in fact, is an unexplained
acceleration of 2.1 percent in the rate of inflation. This
acceleration appears if we include a dummy variable for the
period of the price standards. The acceleration also occurs
if we estimate the equation for the period prior to the
standards and forecast inflation for the period since October
1978.

In this case, our predicted rate of increase in the CPI
falls short of the actual rate of increase in each quarter
(see table 5). The average overprediction is 1.8 percent.

Thus, on both approaches, there is an unexplained
increase in the overall rate of inflation even after allowance
is made for the effects of rising oil prices, mortgage inter-
est rates, and volatile farm prices. What our results show
is that the standards failed to restrain inflation last year,
even after allowance is made for the effects of rising prices
in the sectors of the economy not covered by the standards.

We have also examined rates of price increase in individ-
ual sectors of the economy. To do this carefully and accu-
rately requires a separate specification of the relation be-
tween price and its determinants for each sector. We used
the Data Resources Incorporated (DRI) model for this purpose.
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we make further adjustments in equation (3) to bring it
more in line with previous attempts to model this relation-
ship, our conclusion is strengthened. Before discussing
that work, we consider the Council's claim to have re-
strained the "underlying rate of inflation."

The Council's estimates of the
effect of the price standard
are disputed

The Council furnishes no direct econometric evidence
that its standards have restrained the rate of price infla-
tion as measured by the CPI or any other broad aggregate
of prices. Instead, it calculates the effect of the price
standard on the so-called "underlying rate of inflation,”
which consists of selected components from the CPI. During
the first 18 months of the standards, this measure of infla-
tion increased much less rapidly than the CPI. This is not
surprising. 1In any period of rapid inflation some prices
will increase less rapidly than others. The lower rate of
increase in the "underlying rate" is no evidence for the ef-
fectiveness of the standards. (See chapter 3.)

To predict the effect of the price standards on the
"underlying rate of inflation," the Council estimates the
following equation:

(5) p* =c+ e (w=-q) + £1X; + x5 + «o0 + £ X

where p* represent the "underlying rate of inflation,"” c and

e are constant, (w - g) is the increase in unit labor costs
(the rate of wage increases less the increase in labor produc-
tivity), x;, Xp,...x, are additional variables, and f,, f5,...f)
are constants. The additional variables the Council considers
here are the current and lagged values of the rates of price
increase for crude materials and energy. The Council also
includes the incomes policy and seasonal dummy variables that
it used in the wage equation.

The Council estimates this equation (using a dummy vari-
able to capture the effects of the price standards), and it
also estimates the equation for the period prior to October
1978 and then simulates it for the period of the standards.
On the first approach the estimated effect of the standards
is a reduction of -0.8 percent in the rate of increase in
the "underlying rate of inflation." Using the second ap-
proach, the average overprediction of the rate of increase
in the "underlying rate of inflation" is 1.2 percent, which
the Council takes as an alternative estimate of the effect
of the standards.
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Table 6

Unexplained Accelerations in the
Prices of Industrial Commodities, 1979

Council's DRI's unexplained
target Actual acceleration in
percentage percentage percent at
change change quarterly rates
Textile products
and apparel 6.1 5.6 0.1 a/
Chemical and allied -
products 2.4 17.7 1.2
Rubber and plastic
products 5.3 14.5 0.3 a/
Luwber and wood -
products 9.5 0.4 0.4 a/
Pulp, paper, and
allied products 3.6 12.6 0.6 a/
Metal, and metal
products 6.3 15.6 0.9 a/
Machinery and -
equipment 5.8 9.4 0.3 a/
Transportation
equipment 6.3 8.1 -0.1 a/

a/Statistically insignificant at the 10 percent level (two-
tailed test).

bconomic Analysis of the U.S. Department of Commerce. Table 7
shows the actual rate of increase for the najor components

of this price index in 1979. It also shows the unexplained
accelerations and decelerations in these components as esti-
nated using the DRI model. The only statistically significant
unexplained consumer price decelerations occurring during

the period of the standards are for other ncndurable goods

and other household operations. In all other categories

there are either unexplained accelerations or prices do not
depart in a statistically significant way from predicted price
behavior.

Looking at the broad range of consumer and producer
prices, we find that the econometric evidence does not support
the Council's claim that its wace and price standards have had
a moderating effect on prices. On the average the DRI model
slightly underpredicts (by about 0.1 percent) the rate of
inflation as measured by the aggyregate personal consumption
deflator for the period of the standards. The actual and

predicted values for this index are shown in table 8.
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Table 5

Actual and Predicted Rates of
Increase in the CPI - 1978:4 to 1980:1
(in percent at annual rates)

Actual minus

Actual Predicted predicted
1978:4 9.5 7.8 1.7
1979:1 11.2 9.0 2.2
1979:2 12.8 9.6 3.2
1979:3 13.4 12.3 1.1
1979:4 13.6 13.3 0.3
1960:1 16.6 14.1 2.5

LRI estimates prices for a broad range of products and indus-
tries. We had them reestimate their model, including a dummy
variable, to reflect any possible price deceleration during
the period of the Council's standards. Table 6 presents their
estimate of the coefficients of this dummy variable in a vari-
ety of equations for industrial prices. These coefficients
can ke interpreted as the unexplained changes in the prices

of these products during the period of the standards. For
comparison, we include the actual rates of price change in
197% and the targeted percentage changes called for under the
standards. 1/

In all cases but two, the actual rates of price increase
exceeded those called for under the standards. More important,
in all cases but one, the equations estimated by DRI showed
no unexplained price deceleration relative to the historical
pattern of price change in these sectors of the economy. The
only cases in which there was a statistically significant
break with previous patterns of explanation show unexplained
accelerations in the rate of price change. 2/ There is no con-
vincing statistical evidence that the standards had any effect
in lowering the rate of price change for industrial commodi-
ties.

We also had DRI conduct a similar experiment with the
euations it uses to predict consuner prices. These equations
are based on the components of the implicit deflator for per-
sonal consumption expenditures compiled by the Bureau of

1l/See Bosworth's prepared statement in Adequacy of the
Administration's Anti-Inflation Program: Hearings, p. 386.

2/We applied a two-tailed t-test at the 10 percent signficance
level in reaching this conclusion.
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Table_§

Actual and Predicted Values
for the Consumer Deflator
(in percent at annual rates)

Actual less

Actual Predicted predicted
1978:4 6.8 7.7 ~-0.9
1979:1 10.8 9.7 1.1
1979:2 9.2 8.8 0.4
1979:3 9.8 10.8 -1.0
1979:4 9.7 10.4 -0.7
1980:1 12.6 11.0 1.6

ALTERNATIVE SPECIFICATIONS

In the preceding section we showed that the econometric
evidence presented by the Council to justify its claim that
the standards have been an effective restraint on inflation
is flawed. 1In this section we present further evidence of
the ineffectiveness of the pay and price standards.

Although the equations the Council uses to estimate the
effectiveness of the standards resemble the equations econo-
mists often use to model inflation, the Council's equations
depart from conventional models in certain key aspects. We
believe those departures may explain why the Council £finds
evidence for the effectiveness of the standards where we can-
not. Consequently, we have formulated two alternative equa-
tions, one for wages and one for prices, which are closer
to the usual specifications of these relationships. We use
our equations in this section to investigate the possible
effects of the standards.

The wage equation

The Council's wage equation is based on the Phillips
Curve, relating wage increase to unemployment (see chapter
2). However, unlike most other specifications of this rela-
tionship, the Council's equation relates the rate of change
in wages to the change in the unemployment rate rather than
to the level of the unemployment rate. The implication of

the Council's specification is that if unemployment is un-
changing, so is the rate of wage increase, other things being

equal. However, this implication is probably incorrect for
either very high or very low levels of unemployment. When
unemployment is very low, wages will not only rise, but they
will rise at an accelerating rate. If unemployment is high,
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Table 7

Unexplained Accelerations in
Consumer Prices in 1979

Unexplained
acceleration in
Actual percentage percent at
change in 1979 quarterly rates
Implicit price deflators
for personal consumption
expenditures by major
type of product
Durable goods
Motor vehicles and parts 6.5 -0.3 a/
Furniture and household
equipment 4.6 0.1 a/
Other 9.2 1.2
Nondurable ¢goods
Food 8.8 -0.1 a/
Clothing and shoes 4.1 -0.2 a/
Gasoline and oil 50.5 3.2
Fuel oil and coal 62.3 1.0 a/
Other 6.6 -0.3
Services
Housing 8.4 0.2
Household operations
Electricity and gas 15.1 -
Other 3.5 -0.5
Transportation 10.1 0.5 a/
Other 10.2 . 0.6

a/Statistically insignificant at the 10 percent level (two-
tailed test).

If the Council's standards were effective in restraining
inflation, there should have been a break in normal patterns
of pricing brought about the standards. We have no econo-
metric evidence that any such break occurred.
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in the labor market by using the difference between the
current rate of unemployment for all workers and the normal
rate of unemployment adjusted for changes in the demographic
composition of the labor force. 1/ Second, we increase the
number of periods over which expected inflation is calculated.
This is a simple way of increasing the probability of obtain-
ing a higher and, thus, more plausible estimate of the coeffi-
cient for expected inflation. However, any attempt to model
expectations of inflation by taking averages of past experi-
ence while neglecting other relevant information has been
severely criticized. The most appropriate way to use past
information to construct the expectation variable is subject
to question as is the appropriateness of relying on past in-
fornation at all. However, until these questions are settled,
some choice must be made. Our choice has been to include

a fairly long lagged effect of previous inflation on current
expectations. Finally, we add the difference between the
current increase in the nonfarm business deflator and the
rate of increase in the CPI, and the rate of increase in the
minimum wage. Both have been used in previous studies as
explanatory variables in the wage equation.

When this respecified wage equation is estimated for
the period from 1964 to 1980, the equation explains 77 percent
of the variation in the rate of wage increase. An increase
of 1 percent in the expected rate of inflation leads to a
0.85 percent increase in the wage rate. Although this is
still less than a full adjustment, it is closer to full adjust-
ment than the Council's equation. The remaining difference
may be explained by the problems involved in this method of
predicting expected inflation. Finally, and most important,
our wage equation gains nothing in explanatory power when
dunmy variables are introduced to reflect past incomes poli-
cies and the Council's pay standard. This result implies that
neither previous policies nor the current pay standard have
had any measurable effect on the rate of wage increase.

The fitted rates of wage increase during the first 6
quarters of the pay standard are displayed in table 9. Actual
rates of wage increase are shown for comparison.

1/This formulation is patterned on that used by Michael
wachter, in "The Changing Cyclical Responsiveness of
Wage Inflation," Brookings Papers on Economic Activity,
No. 1, 1976, pp. 115-159.
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the rate of wage increase will eventually decelerate. To
reflect this behavior, an alternative specification of the
effect of unemployment on wages is needed.

Another problem with the Council's wage equation is the
low weight it gives to past rates of price inflation, which
have a bearing on the expected rate of inflation. Recent work
suggests that increases in the expected rate of inflation are
fully reflected in the rate of increase in wages. 1/ The
Council's equation implies that only half the increase in
expected inflation is reflected in wages. Thus, when price
inflation accelerates, wages fall behind and never catch up.
In a sense, workers are permanently fooled by inflation. A
more plausible specification attributes a greater weight to
expected inflation.

A final shortcoming of the Council's wage equation 1is
its heavy reliance on dummy variables. Econometricians
normally prefer to model the underlying structure of economic
relationships and try to avoid stopgap measures like dummy
variables to reflect fundamental shifts in those structures.
This problem would be less serious if the Council used dummy
variables only to capture the effect of its own standards.
However, it also uses these variables to reflect previous
incomes policies. (In fact, a positive dummy is present in
ncre than half the quarters used to estimate the equations.)
That dumnmy variables may be not only reflecting the effects
of previous policies but also other shocks to the wage deter-
miniation process as well is strongly suggested by the Coun-
cil's estimate of the effect of the Economic Stabilization
Program followed during the Nixon Administration. Previous
studies of this episode indicate that its most effective
period occurred during Phases I and II in 1971 and 1972. The
Council estimates that the opposite occurred, that Phases
1 and II had no discernible effect on wages, but that Phases
111 and IV had a substantial moderating influence. We find
this conclusion implausible. )

Our preferred specification takes each of these problems
into account. First, we introduce the effect of excess demand

l/Anthony M. Santomero and John J. Seater, "The Inflation-
Unemployment Trade-off: A Critique of the Literature,”
Journal of Economic Literature, vol. XXVI (June 1978),
Ep. 499-544; David Laidler and Michael Parkin, "Inflation:
A Survey," The Economic Journal, vol. 85 (December 1975),
pp. 741-809; and Robert J. Gordon, "Recent Developments
in the Theory of Inflation and Unemployment," Journal of

Monetary Economics, vol. 2 (1976), pp. 185-219.
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formation, remains the subject of dispute. Whatever the
cause, a decline in trend productivity depresses wages rela-
tive to prices. Finally, to the extent that the treatment

of housing costs has exaggerated the rise in the CPI relative
to the average increase in the cost of living, the current
disparity between inflation and the rate of wage increase is
exaggerated.

We believe factors such as these account for the relative
noderation in wages during the past 2 years. If the pay
standard did exert some additional restraint, we were unable
to detect it.

The price eguation

A basic premise of the standards is that a tight link
exists between unit labor costs and prices. Occasionally
this relationship breaks down, but over longer periods it
tends to re-establish itself. Therefore, it was surprising
to us to discover that the equations the Council uses to
predict the "underlying rate of inflation" attribute very
little weight to changes in unit labor costs. These equations
imply that the imnmediate effect of a 50 percent increase in
unit labor costs is an increase of less than 4 percent in
the rate of inflation as measured by the CPI. 1/ If these
results were taken seriously they would destroy the usual
rationale for wage-price guildelines.

A further implication of this feature of the Council's
econonietric work is that the price standard accounts for most
of the reduction in the rate of inflation claimed for the
standards. The Council estimated that the standards' total
effect on inflation was to reduce the rate of increase in
the CPI by 0.5 to 0.75 percentage points. It also estimated
that the effect of the price standard alone was a reduction
in the CP1 of 0.4 to 0.6 percentage points. . Conseguently,
the pay standard, which the Council claims restrained wages
by 1.6 to 1.7 percent, lowered the rate of inflation by less
than 0.2 percentage points. If this is true, the Council has
little to fear from a further acceleration in wages. It will
contribute little to the "underlying rate of inflation." 1In
fact, if all of the above were true, the main effect of the
pay standard would have been to reduce real wages.

1/The effect of a 50 percent increase in unit labor costs
on the "underlying rate of inflation" is approximately 7.3
percent, according to the Council. Since the "underlying
rate accounts for only half the overall rate of increase
in the CPI, this translates into the low rate cited above.
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Table 9

Actual and Fitted
Rates of Wage Increase
(in percent at annual rates)

Actual Fitted
1978:4 8.2 7.9
1979:1 8.5 8.6
1979:2 7.1 8.5
1979:3 8.5 8.3
1979:4 8.5 8.6
1980:1 9.5 9.6

The only quarter in which the equation overpredicts
the rate of wage increase by more than 0.1 percent is the
second one of 1979. This is also the only quarter in which
the rate of wage increase is close to the 7 percent rate
called for by the pay standard. However, this quarter also
saw the only decline in real output during 1979. Many be-
lieved a recession was beginning. Fear of recession may have
had more to do with the moderate wage increases in this quar-
ter than the pay standard. In any event, a single quarter's
deviation provides no econometric evidence either for or
against the effectiveness of the standards. However, 6 quar-
ters over which the average overprediction was only 0.2 per-
cent, is strong evidence that no break in the normal pattern
of wage determination occurred as a result of the Council's
activities.

The rate of wage increase did not accelerate in 1979
as much as the rate of price inflation did. What evidence
there is for the effectiveness of the pay standard rests on
this fact. Historically, wages have risen more rapidly than
prices, but sometimes this pattern is broken. At business
cycle peaks, prices usually race ahead of wages for a time
since wage adjustment tends to be slower than price adjust-
ment. This pattern occurred before the recessions of 1970
and 1974-75, as well as in 1979, before the current reces-
sion. 1/ Moreover, in both 1979 and in 1973, at the peak of
the previous business cycle, real wages were depressed by
the shock of rapid increases in the price of o0il. Labor pro-
ductivity fell in 1979 as it did in 1974. How much of this
fall is a result of jumps in oil prices or the result of other
economic trends, such as a declining rate of capital

1/This pattern is even clearer if wages are adjusted to re-
flect the changing long-run trend in the growth of labor
productivity.
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specification, in only two of our tests is the coefficient
on the dummy variable significantly different from zero,
according to the usual statistical tests.

This point is also important in relation to a comment
the Council makes concerning the wage equation, which we
specify and test at the end of this chapter. The Council
found that when it varied the specification of this equation,
estimates were obtained "showing that the standards reduced
inflation."” What the Council actually discovered was that in
these tests of our equation, the coefficient of the dummy
variable used to represent the standards was negative. How-
ever, this observation, by no means, is evidence that the
standards reduced inflation (even relative to what inflation
would have been in their absence). The negative sign of this
coefficient is only one part of a two-part requirement; both
parts must be satisfied before such a claim can be made. The
second part of this requirement is that the coefficient must
pass a test to prove that it is significantly different from
zero, in a statistical sense. The coefficients estimated by
the Council fail to pass this test. In none of the varia-
tions on our equation shown to us by the Council staff in
support of their claim is the coefficient of the dummy vari-
able representing the standards different from zero at the
usual levels of statistical significance.

Finally, the Council claims that if our "preferred" wage
equation is estimated over the interval from 1964:2 to 1977:3,
and then used to forecast inflation over the next 10 quarters,
it underpredicts the rate of wage increase more before the
standards were established than it does during the period
after they were announced. In making this test, the Council
did not use the equation we actually prefer as the best spe-
cification of the structural relationships governing the rate
of wage increase. That equation includes no dummy variables.
We estimated the equation over the period from 1964:2 to
1977:1, so as to be able to forecast periods of comparable
length before and after the establishment of the standards
(up to 1980:1). We found that it overpredicted the rate of
wage increase from 1977:2 to 1978:3 by an average of 1.2 per-
cent. However, during the period of the standards it only
overpredicted the rate of wage increase by an average of 0.3
percent. The interpretation of this test is not entirely
clear to us, but it certainly provides no evidence for an
inflation-restraining effect of the standards. If anything,
this test suggests that a special hypothesis is needed to
explain wage behavior for the period before the standards
were established, not afterwards.

In our judgment, the Council has yet to provide con-
vincing econometric evidence that the standards affected the
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Wwe find these estimates implausible. They are at
variance with most of the other research in this area. If
correct, they would cast grave doubt on this entire approach
to the analysis of inflation. 1/ Therefore, we have estimated
an alternative equation that predicts the rate of increase
in the implicit deflator for the gross domestic product of
nonfarm business. As we estimate it, our alternative equation
attributes a substantial fraction of the changes in the rate
of inflation to changes in unit labor costs. A sustained in-
crease in the latter will be largely reflected by an increase
in inflation over a period of 2 years.

Our equation is patterned on one developed first by
Robert J. Gordon. 2/ It explains more than 75 percent of the
variation in inflation from 1964 to 1980. We added energy
prices to the list of explanatory variables Gordon used and
extended the period over which the equation is estimated to
include the first 18 months of the standards.

We find that the fit of our estimated relationship is
not significantly improved by including the dummy variables
the Council uses to measure the effect of previous incomes
policies. 1In fact, when we included them, our equation's
explanatory power declined marginally. The result furnishes
no evidence that the standards lowered the rate of price in-
crease. There is an unexplained acceleration in inflation
from October 1978 to March 1980, bhut it is small and statis-
tically insignificant. Mo evidence exists here of a break
with previous patterns of price determination.

AGENCY COMMENTS AND OUR RESPONSE

In response to our draft report, the Council on Wage and
Price Stabhility noted that even though the wage equation pre-
sented in the Council's Interim Report is not robust, that
"GAO's tests continue to indicate that the.program restrained
inflation, although the estimated effect is smaller and less
significant." This statement is not correct. It is true
that our tests of the Council's equation presented in table 4
show a negative coefficient on the dummy variable used to
represent the effect of the standards. These results are,
however, derived from relatively minor variations in the Coun-
cil's equation. Even with the model's remaining errors of

1/The grave doubts that many economists do have about this
approach stem from other sources.

2/Robert J. Gordon, "Inflation in Recession and Recovery,"
Brookings Papers on Economic Activity, No. 1, 1971,
pp. 105-166.
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CHAPTER 5

RECENT DOMESTIC AND FOREIGN EXPERIENCES WITH

INCOMES POLICY DO NOT DEMONSTRATE MUCH SUCCESS

The United States is not the only country that has
established standards for wages and prices as a part of an
anti-inflation program. History provides numerous examples
of similar efforts. They have been tried in ancient Rome,
the Middle Ages, and in modern totalitarian countries. If
these experiences had been successful, one could place more
confidence in another attempt. On the other hand, evidence
of repeated failure suggests that new efforts are likely to
encounter problems with a lower probability of success. This
chapter describes recent domestic programs and a limited num-
ber of contemporary foreign examples. All the evidence avail-
able is too extensive to review in this report. However, we
examined the historical and statistical record as well as
discussed contemporary experience with embassy officials of
Canada, West Germany, Norway, and the United Kingdom. Taken
together, the evidence is an indirect test of the probable
effectiveness of the Council's current standards.

THE UNITED STATES EXPERIENCE

Over the past 40 years, the United States has experi-
mented five times with some explicit form of wage-price pro-
gram or incomes policy. The first two times programs of wage
and price controls were tried occurred during World War II
and the Koreah conflict. These two experiences were different
from the programs of the 1960s and 1970s in several ways.
They were mandatory programs, administered by large bureau-
cracies, and they were largely effective. These wage and
price controls were crucial elements in the war effort and
were perceived as such. Their success was possible because
wage and price setters were usually willing to comply even
though compliance sometimes entailed a perceived loss of real
income. Indeed, one of the purposes of the controls was to
hold down real income so as to release resources for the war
effort. (Patriotic citizens are often willing to make such
sacrifice to win wars.)

By contrast, the announced purpose of peacetime incomes
policy is to protect real incomes by stabilizing prices with-
out creating a recession. This purpose is a desirable goal
but one for which people find it hard to sacrifice. If the
program's goal is to protect real incomes, it is impossible
to justify sacrifices in real incomes to achieve that pro-
tection. If everyone is called upon to sacrifice equally,
then the program makes no sense. How can real incomes be
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overall rates of increase in wages and prices. The Council
did not comment on our econometric investigation of the stand-
ards' effect on prices. Its tests of our suggested wage equa=-
tion do not show an effect for the standards which passes the
usual statistical tests. If the standards had an effect on
the rate of wage increase, that effect remains to be dis-
covered.

SUMMARY AND CONCLUSIONS

Econometric methods make it possible to compare the
actual record of price inflation to what might have occurred
if there had been no pay and price standards in 1979 and 1980.
The Council's staff have used these methods, and so have we,
in trying to determine the effectiveness of the standards.
The Council asserts that its econometric work provides evi-
dence for its claim that the standards were effective. We
dispute this claim.

We have carefully examined the Council's methodology
and find it inadequate. In setting out the fundamental
relationships governing pay and prices, the Council has made
errors of specification. Results obtained using models with
such errors conflict with theory and experience. Even minor
modifications in the Council's model change the conclusions
about the effectiveness of the standards. Our investigations
show no evidence to support the claim that the standards were
effective. Historical patterns of wage and price determina-
tion prevailing since the mid-1960s apparently have not
changed fundamentally during the last 2 years. We found it
unnecessary to make any adjustment in the usual models to
reflect the existence of the pay and price standards.

The popular impression that the standards have been in-
effective is not refuted by the evidence produced by econo-
metric techniques. We conclude that the Council's pay and
price standards have had no discernible effect on the rate
of inflation.
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After 1961, consumer price increases accelerated. By
1966, the year-to-year change in the CPI was almost 3 percent.
During this same year some major unions publicly flouted the
Guideposts with wage settlements in excess of allowable limits
despite personal intervention by President Johnson. Settle-
ments in the construction, metropolitan transit, and airline
industries all broke the Guideposts. The rejection of the
standards signalled the end of the program, even though its
official demise did not occur until after the election of
President Nixon in 1968, by which time the rate of inflation
had reached 5 percent.

There are many criticisms of the Guideposts. Their ulti-
mate failure has been attributed to the lack of a broad con-
sensus and the nonparticipation of the private sector and
the legislative branch in creating, monitoring, and enforcing
the standards. Other criticisms include inflexibility, and
the very limited, and in many ways, haphazard monitoring and
enforcement procedures. While each criticism is valid, it
is difficult to attribute the program's demise to any one,
or even all of them. The fact is that the program appeared
to work when there was relatively high unemployment and excess
capacity, and thus little upward pressure on prices. As the
economy tightened in response to expansionary fiscal and mone-
tary policies, prices increased, firms and unions ignored
the Guideposts, and the program was abandoned.

The question of whether the Guideposts had a short-run
effect on the rate of inflation is difficult to answer. There
is little doubt that prices and wages in certain industries
were held, temporarily, to a lower level than might have pre-
vailed without the Guideposts (e.q., the steel settlement
in the fall of 1965), but this does not necessarily mean a
moderation in the rate of inflation occurred. It may only
indicate a change in the relative structure of prices (e.q.,
cheaper steel but more expensive food), without a change in
the average level of all prices. Even if there was a modest
temporary effect on the price level, the effect was probabhly
dissipated during the "post-program catch-up." Arthur Okun
has stated that some of the acceleration in inflation during
1969 may have resulted from earlier Government attempts to
repress inflation in the private sector. 1/

How successful were the Guideposts? The actual rate of
inflation rose from about 1 percent to 5 percent over the

1/Arthur Okun, "The Controlled Experiment of 1969," Appendix
to Inflation: The Problems and Prospects Before Us (Charles
C. Moskowitz lecture, 1970), Brookings Reprint.
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raised by lowering them? If only some people are required

to accept cuts in real income, the program would be inequit-
able. In either case, obtaining compliance, and hence credi-
bility, is much more difficult than when sacrifices can be
justified as needed war measures. Therefore, instead of
looking extensively at the war-time efforts, we concentrate
on the two most recent experiences with incomes policies in
the United States.

Some form of wage~-price policy, broadly defined to in-
clude all Government attempts to influence the general level
of wages and prices, has existed continuously in the United
States since 1961. From mild Government pressure on business
and labor to cooperate in restraining prices and wages, the
Government has moved on three occasions to formal rules de-
signed to obtain acceptable price or wage increases. Before
the current anti-inflation program was announced, the two main
attempts at incomes policy in the United States were the
kennedy-Johnson Guideposts and the Nixon Administration's
Economic Stabilization Program.

The Kennedy-Johnson Guideposts, 1962-67

The Kennedy-Johnson Guideposts were the least formal in-
cones policy in recent U.S. history. No new agency was
established to administer the guidelines. The Council of
Economnic Advisors took care of such administrative and staff
requirements that existed, while the President and other Ad-
ministration officials engaged in "jawboning" businesses and
unions to observe the Guideposts. In 1961, the year before
the Guideposts were announced by the Council of Economic Ad-
visors, the rate of increase in the CPI was 1 percent and
the producer price index (PPI1) showed no change at all. The
purpose of the Guideposts was not to reduce inflation, but
to permit the Government to pursue expansionary fiscal and
monetary policies without increasing inflation. The objective
was to shift the Phillips Curve to the left by reducing unem-
ployment without raising the price level.

The Guideposts were voluntary. The only enforcement tool
was "jawboning" by public officials, including the President
in important cases. The standard for wage increases was
linked to average productivity increases in the economy; by
1906, the standard had become fixed at 3.2 percent. Accept-
able price changes depended on the behavior of unit labor
costs, which depended, in turn, on each industry's productiv-
ity growth relative to the national average. For example,
an industry with lower-than-average productivity growth would
experience increasing unit labor costs, which would justify
an increase in prices. Productivity growth just equal to
the national average required stable prices.
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for an anti-inflation program, with the rate of inflation

at 3.9 percent and falling, and a more dismal end, after
almost 2 years of persistently rising prices and an inflation
rate of 12.9 percent.

The wage and price controls did not cause this tremendous
inflationary spurt, but there is every reason to believe that
the controls did little to restrain the inflationary impact
of expansionary fiscal and monetary policies, particularly
when these policies were coupled in 1973 with shortages and
rising prices for food, crude oil, and a number of other im-
portant raw materials. The econometric evidence of the pro-
gram's short-run effects is mixed. Even for Phase II, early
in the program, most estimates of the reduction in the infla-
tion rate range from zero to about 2 percent. Some studies
even show that inflation was about 2 percent higher during
Phase II than would have been predicted without the program. 1/

In 1974, as the program was ending, the Council of Eco-
nomic Advisors concluded that:

"Despite the uncertainty about whether controls had
affected inflation in 1973, no uncertainty exists
about another and possibly more relevant proposi-
tion. The controls did not prevent a rate of in-
flation which was large compared to our past his-
tory, to the previous year, to our expectations
for 1973, and to the goals of the program.” 2/

Neither the Guideposts nor Nixon's wage and price con-
trols supports the conclusion that incomes policies can
effectively restrain inflation when expansionary demand
management policies are simultaneously used to lower the
rate of unemployment. After both programs ended, inflation
was eventually reduced, but this required monetary and fiscal
restraint, which was accompanied by an increase in unemploy-
ment and recession. At the end of each program, the short-run
Phillips Curve was farther from the origin than when the
program began.

The success of these programs is difficult to evaluate.
Both programs attempted to lower the rate of increase in the

1/See John Kraft and Blaine Roberts, "Wage and Price Controls:
Success or Failure," in Wage and Price Controls. The U.S.
Experiment, edited by J. Kraft and B. Roberts, Praeger
(1975).

2/Economic Report of the President: 1974, p. 103.
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course of the program. The econometric evidence of the
program's short-run effects is mixed. George Perry, in a 1967
article, claimed that the program had a moderating effect

on wage increases, but subsequent work has challenged this
conclusion. 1/

The Nixon Economic Stabilization Program, 1971-74

While there are obvious differences between the wage and
price controls imposed by President Nixon and the Guideposts
of the Kennedy and Johnson Administrations, there are also
some fundamental similarities. Both programs attempted to
relate allowable wage changes to productivity changes, and
both were based firmly on the concept that inflation would
be controlled if wages were controlled and prices allowed
to increase only to permit costs (mainly wage costs) to be
passed through. Both programs were developed to permit the
Government to pursue expansionary monetary and fiscal policies
while avoiding the usual tradeoff between reduced unemployment
and higher inflation.

The Economic Stabilization Program went through a series
of stages known generally as Phase (or Freeze) I, Phase II,
Phase III, Freeze II, and Phase IV. Of greatest interest
here is assessing whether the program met its objectives and
gaining a perspective on its success through all of its
phases. The stated objectives of the program were to eradi-
cate inflationary expectations and maintain a constant or
falling rate of inflation. More specifically, the target
rate of increase in the average level of prices was 2.5 per-
cent per year.

This specific price goal was never reached except during
Freeze I, when the annual rate of increase in the CPI was 2.3
percent. Figure 5 shows that from the second quarter of 1972
the rate of inflation accelerated almost without interruption
throughout the remainder of the program, reaching almost 13
percent by the first quarter of 1974, when the controls were
abandoned. It is hard to imagine a more auspicious start

1/George L. Perry, "Wages and the Guideposts,”" American
Economic Review, September 1967; Paul S. Anderson, "Wages
and the Guideposts: Comment," American Economic Review,
June 1969; Michael L. Wachter, "Wages and the Guideposts:
Comment," American Economic Review, June 1969; Adrian W.
Throop, "Wages and the Guideposts: Comment," American
Economic Review, June 1969; Robert J. Gordon, "Wage and
Price Controls and the Shifting Phillips Curve," Brookings
Papers on Economic Activity, 2, 1972.
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For example, the current pay and price standards are part

of a broader anti-inflation effort involving many Federal
agencies. The announced goal of that effort is to reduce

the rate of inflation, and surely the relevant criterion for
judging its effectiveness is what happens to the overall rate
of price increase. Since the standards are a significant
part of this program, a review of the inflation record since
they were established is relevant to judging their effective-
ness. This is especially true since the standards were de-
signed to complement the other elements in the anti-inflation
program, particularly monetary and fiscal policy.

As emphasized in the preceding section, the standards'
credibility depends in large part on the public perception
of the probable success of the anti-inflation effort. Credi-
bility in turn is crucial to the effectiveness of the stand-
ards. Since public perceptions are undoubtedly influenced by
actual experience, the inflation record since the standards
were announced is relevant for this reason also. Therefore,
we believe a reagonable starting point in judging the effec-
tiveness of the standards is the question, "Did the rate of
inflation decline after the standards were established?"

An effective incomes policy can minimize the short-run
costs of a shift to more restrictive demand management poli-
cies. The normal pattern, when monetary and fiscal restraint
are used to lower inflation, is a drop in real output and
employment. An effective incomes policy minimizes these costs
by lowering the inflation people expect in a way consistent
with the change in demand management. The normal losses re-
sulting from mistaken anticipations of continuing inflation
can be avoided by a policy which successfully modifies these
expectations.

One of the main goals of the current pay and price stand-
ards was to avoid recession. As Alfred Kahn said in November
1978, "Philosophically, I find it totally unacceptable to
throw millions of people out of work in order to curb wage and
price increases." 1/ Similarly, Barry Bosworth, then Director
of the Council, stated, "The central objective of the anti-
inflation program is to lower the inflation rate over the

1/The Administration's Voluntary Wage-Price Guidelines, Hear-
ings before the Subcommittee on Economic Stabilization of
the Committee on Banking, Finance, and Urban Affairs, House

of Representatives, 95th Congress, second session,
November 23, 1978, p. 6.

27



U.S. INFLATION RATE (PERCENT PER YEAR)

Figure 5

Inflation in the United States as Measured
by the Percentage Change in the Consumer Pricn
Index, 1970-75
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FIGURE 1 INFLATION IN THE UNITED STATES AS MEASURED BY THE
PERCENTAGE CHANGE IN THE CONSUMER PRICE INDEX,
1970-1976
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cost of living without bringing on a recession, but their
effectiveness in doing so is open to question. According
to the evaluation criteria we discussed in chapter 2, the
Guideposts and the Economic Stabilization Program showed
some temporary effectiveness. However, neither produced

a permanent reduction in the rate of inflation. At the end
of both programs, inflation was higher than when they were
announced.

FOREIGN FEXPERIENCE

Since the end of World War II, many foreign countries
have experimented with incomes policy. Wide differences
exist in the structure and application of these policies.
In this section we briefly survey the experiences of four
countries: the United Kingdom, Canada, Norway, and West
Germany. The first three have all used incomes policy to
control inflation; West Germany has not. A comparison of
their relative successes in achieving price stability, full
employment, and economic growth is instructive.

Of course, foreign experience provides no conclusive
proof that incomes policy either can or cannot work in the
United States. Labor markets differ, and foreign governments
are frequently more active than the U.S. Government in the
wage-setting process. All of the countries we surveyed par-
ticipate more in international trade in proportion to their
size than does the United States. Before the 1970s, fixed
exchange rates limited considerably the variation in rates
of inflation among them. However, even with these caveats
we feel their experiences are useful in giving perspective
on the potential for success of incomes policy. 1/

United Kingdom

Every British Government between 1961 and 1979 pursued
some form of incomes policy during its tenure in office.
Table 10 shows that both voluntary and statutory programs
have been adopted. Wage restrictions have varied from a com-
plete freeze to complete indexing, in which wages rise in
lock step with the cost of living. There is little evidence
that any of these programs permanently lowered the rate of
inflation or significantly improved the tradeoff between un-

1/We were surprised to learn from the Council's staff that
they have never made a systematic study of this experience.
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Table 10

A Summary of United Kingdom Income Policies

Actual a/ Actual

Voluntary/ wage price
Period Name compulsory Wage norm increases increases
Jul 61- Selwyn- Voluntary Zero for new 4.3% 4.6%
Mar 62 Lloyd's pay but imposed agreements
pause in public
sector

Apr 62- Guiding Voluntary 2-2-1/2% p.a. 4,3% 2.7%
Oct 64 light adjusted to

3-1/2% p.a.

in 1963
Dec 64- Statement Voluntary 3-3-1/2% p.a. 7.4% 4.2%
July 66 of intent
Jul 66- Freeze Statutory Zero, roll 0.1% 3.5%
Dec 66 back of pre-

vious agree-

ments
Jan 67- Severe Statutory "Continued 8.6% 4.9%
Jun 67 restraint restraint”
Jun 67~ Relaxation Statutory 3-1/2% plus 7.1% 5.4%
Apr 68 productivity

agreements
raised to
3-1/2-4-1/2%

at end 1969
Apr 68- Jenkins: Statutory
Jun 70 renewed
restraint
Nov 72- Stage I Statutory Zero 1.1% 7.3%
Jan 73 Freeze
Feb 73- Stage I1I Statutory £1 per week 14.1% 11.0%
Oct 73 plus 4%
Nov 73- Stage III Statutory 7% plus par- 12.8% 18.9%
Feb 74 tial indexation
Mar 74- Social Voluntary Wages to move 32.0% 24.4%
Jul 74 Contract in line with
cost of living
index
Aug 75- £6 Compulsory £6 per week 17.5% 12.9%
Jul 76 (not
statutory)
Aug 76- 4-1/2% Compulsory  £2.50-£4
{not per week
statutory)

a/Increase in the Index of Basic Hourly Wage Rates.

Source: Brittan and Lilley, The Delusion of Incomes Policy.
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employment and inflation. As two disillusioned British
econonists have concluded, "The simplest lesson of all is
that they have failed." 1/

The most striking aspect of the British experience is
the sheer number of different policy initiatives. Brittan
and Lilley count 13 in a period of less than 20 years. As
one incomes policy followed another, inflation and unemploy-
ment tluctuated around rising trends. Table 11 shows aver-
age rates of price inflation, wage increases, and unemploy-
nent at 5-year intervals since 1960.

Table 11

British Inflation, Unemployment, and
Hourly Compensation: 1960-78

Average Average percen-
Rate of percentage tage increase
unemployment increase in in hourly
(percent) consumer prices compensation
1960-64 2.7 3.2 6.0
1965-09 2.8 4.2 4.1
1970-74 3.3 9.6 14.2
1974-~78 5.5 le.1 12.4

Source: Economic Report of the President: 1980, Tables
B-107 and B-108.

During this 1l8-year period, the United Kingdom tried
repeatedly to obtain the support and compliance of labor
organizations with the pay restraint programs. Despite these
efforts, the most common reason the programs failed was the
disaffection of labor unions. Repeatedly, workers' outrage
over the redistributive consequences of incomes policy was
the catalyst for wage settlements that broke the guidelines.

Michael Parkin, in an article that applies the lessons of
the British experience to Canada, claims that:

l/Samuel Brittan and Peter Lilley, The Delusion of Incomes
Policy, (London: Temple Smith, 1971) p. 177.
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Whatever their superficial attractiveness, they sim-
ply do not work. They do not control inflation. At
best, they are evaded by the skillful use of legal
and financial talent--talent which is scarce and
could, more importantly should, be put to productive
use. At worst, they distort the allocation of scarce
economic resources, they produce arbitrary and in gen-
eral unjust redistributions of income, they generate
a deterioration in industrial relations and they en-
gender a disregard for the rule of law." l/

Elsewhere, Parkin and others have estimated statistically
the effects of the numerous British incomes policies. They
concluded:

"Finally * * * the failure of incomes policy to exert
any direct effect on wage changes warrants emphasis.
None of the episodes considered even registered a
significant and correctly signed coefficient. [*]In-
deed the pay pause of 1961-62 never picked up a
negative sign. The second experiment examined pro-
duced little more in the way of positive results:

the estimated average effect was a reduction in the
rate of change of the weekly wage index of 0.54 per-
centage points per annum. Apart from the dubious
statistical properties of this estimate, and ignor-
ing any undesirable repercussions on the allocation
of the labor force and all practical problems of en-
forcement in the long run, an impact of this magnitude
on the wage inflation rate is derisory." 2/

Canada

Canada's most recent experience with incomes policy was
one of the most effective programs we studied. During the

{/Michael Parkin, "Wage and Price Controls: The Lessons From
Britain," in The Tllusion of Wage and Price Controls, 1976,
p. 102,

*This is the usual test for whether an incomes policy has an
effect on wages; see chapter 4 and appendix III.

2/Michael Parkin, Michael Sumner, and Robert Ward, "The Ef-
fects of Excess Demand, Generalized Expectations and Wage-
Price Controls on Wage-Inflation, in the U.K.: 1956-1971,"
in The Economics of Price and Wage Controls, eds. Karl
Brunner and Allan Meltzer (Amsterdam: North Holland, 1976),

p. 213.
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years (1975-78) in which the program was in effect, the rate
of inflation actually declined. The Canadian plan was ex-
plicitly designed to cushion the effects of restrictive mone-
tary and fiscal policy, a feature that distinguishes it from
many of the other programs we surveyed. However, like them,
the Canadian controls were intended to shift the Phillips
Curve. The difference was that the Canadians wished to use
the policy to lower inflation without raising unemployment,
whereas in Britain and in the United States, the intention
was to lower unemployment without raising inflation.

In 1975, the year the program was announced, consumer
prices in Canada were increasing at 10.5 percent a year and
wage increases were exceeding annual rates of 20 percent. As
a result, the authorities decided to implement a policy of
gradual demand restriction together with a wage-price progran.
The objective of the program was to reduce inflation to about
4 percent over a 3-year period while reducing increases in
unit labor costs to roughly the same rate. In 1976, the rate
of inflation fell to about 7.5 percent, before the monetary
and fiscal measures had affected the high growth rates in
ontput. By 1978, however, unemployment had risen from 6.9
percent to 8.4 percent. At the same time, inflation for 1977
was about 8 percent, and for 1978, about 8.9 percent. Both
rates were substantially above the program's target, but below
the 1975 rate of inflation. Table 12 shows the annual rates
of unemployment and inflation in Canada from 1975 to 1978.

Table 12

Unemployment and Inflation
in Canada: 1975 to 1978

Rate of Percentage
unemployment increase in
Year (percent) consupmer prices
1975 6.9 10.8
1976 7.1 7.5
1977 8.1 8.0
1978 8.4 8.9

Source: Economic Report of the President: 1980, Tables
B-107 and B-108.

The coordinated anti-inflation program in Canada did
lower the rate of inflation, although it failed to achieve
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the program's qgoals. Inflation continued at a high rate,
nearly double the average yearly rate of increase in Canadian
consumer prices from 1960 to 1974, Moreover, the reduction
in the rate of inflation was accompanied by a sharp increase
in the rate of unemployment. The aggregate data provide no
evidence that the Canadians were successful in avoiding the
tradeoff hetween lower inflation and higher unemployment.

A study commissioned by the Canadian Anti-Inflation Board
on the effectiveness of the program concluded:

"The moderate results obtained in most of the
analyses presented in this paper are not surpris-
ing in retrospect. They appear to reflect the
rather limited ambitions of the Anti-Inflation
Program from the outset.

Further:

"The Program was modest and apparently made a
modest contribution to reducing the rate of in-
flation, and also served the useful purpose of
allowing politicians to be seen to be doing some-
thing about inflation." 1/

We should note that the close ties between the Canadian
and United States economies seriously constrains the Cana-
dians' ability to pursue independent policies of economic
stabilization. If the Canadians try to maintain a stable
exchange rate, their price level will closely follow the
price level in the United States. From 1975 through 1978,
the period of the Canadian incomes policy, the simple cor-
relation between rates of inflation in the two countries is
0.98. During this time there was no incomes policy in effect
in the United States, but inflation did decline following
the recession in the mid-1970s. .

Norway

Norway's experience is interesting because, until 1978,
its incomes policy was unlike any of the other programs we
examined. We learned from an official at the Norwegian
Embassy that the Government of Norway began in 1973 to par-
ticipate in the annual wage negotiations between the Congress
of Unions and the National Organization of Employers. The

1/Wilson, Thomas A. and Gregory V. Jump, The Influences of
the Anti-Inflation Program in Aggregate Wages and Prices:
A Simulation Analysis, 1979, pp. 42-43.
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Government's purpose was to shift the negotiations from a
discussion of nominal wage increases to a settlement based
on an agreeable increase in real wages. The Government then
undertook to guarantee this increase in real wages through

a number of actions that constitute the most serious attempt
we know of to gain credibility for a voluntary program of
pay restraint.

If the real wage increase agreed upon during the annual
meetings was 2 percent while the Norwegian Government pre-
dicted inflation would be 5 percent, then the nominal wage in-
crease would equal 7 percent. This increase would be Jjust
large enough to produce a real increase of 2 percent if the
inflation forecast proved to be correct. If the forecast was
wrong, the Norwegian Government promised to ensure that real
wages increased by the guaranteed amount. This was accom-
plished through tax reductions or increases in social bene-
fits. Clearly, the Norwegian Government preferred that its
inflation forecast be accurate, and to the extent that in-
creases in nominal wages lead, through labor costs, to in-
creased prices the Government was in a position to assure that
its forecast was correct. However, if the forecast underesti-
mated inflation, the Government was committed to protect real
wages.

Policymakers hoped that the lower nominal wage increases
accepted by labor under this program would break the wage-
price spiral and eliminate inflationary expectations. Labor
costs would rise more slowly and businesses could restrain
prices without threatening their profit margins. If all this
happened, inflation should have declined. 1In the event that
prices still rose faster than expected, however, the Govern-
nent was expected to maintain the agreed-upon real wage.

The record shows that inflation rose in Norway from a
low of 6.4 percent in 1971, to 7.6 percent in 1973, to 11.7
percent in 1975. Prices rose at about 9 péercent per year
in 1976 and 1977, and about 8 percent in 1978. Thus, for
the first years of the program (following 1973), inflation
actually rose substantially and, by 1978 the rate of price
inflation was still higher than at the beginning of the ex-
periment. Consequently, the Norwegian Government was com-
pelled to fulfill its promise to protect real wages. It cut
taxes and increased social benefits. It was able to undertake
such policies without running substantial deficits because
of North Sea 0il revenues. Without this additional revenue,
it i1s unlikely that the Norwegian Government could have con-
tinued the program.

Nevertheless, by 1978, the Government was seeking an
alternative strategy for reducing inflation. Too much of
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the 0il revenue was being consumed and too little invested.
In December of 1977 interest rates were permitted to increase;
during the early part of 1978 both fiscal and monetary policy
were tichtened, particularly in the areas of consumer and
installment c¢redit. The Government did not participate in
the annual wage negotiation for 1978, although the resulting
wage agreements were quite restrained--negotiated wage in-
creases averaged less than 2 percent in the unionized indus-
trial sector. However, wage drift and higher settlements in
tlie service and public sectors meant that average hourly
earnings were still increasing at an annual rate of more than
7 percent during the first half of 1978.

A temporary price freeze was imposed in February 1978,
extended and tightened in June, and converted to a general
freeze on wages and prices on September 12, 1978. The stated
objective of the yeneral freeze was to reduce inflationary
expectations and improve the export sector, with a specific
target of 4 percent for nominal wage and price increases in
1979. Actual performance was close to the target. The rate
of increase in the CPI for 1979 was 5.1 percent and growth
in hourly compensation per employee was about 4.5 percent.

The freeze ended January 1, 1980, although a structure
of price and wage controls remained. Despite these controls,
consumer prices increased at an annual rate of 12.1 percent
during the first quarter of 1980. The final success of the
hNorwegian price freeze depends on the duration and extent
of this post-freeze catch-up. Nevertheless, the combination
of tightening monetary and fiscal policy, together with the
freeze, appears to have had a moderating effect on inflation
in Norway.

West Germany

The Federal Republic of Germany has not experimented with
an incomes policy in the post-war years. Nevertheless, it
has had an inflation rate and level of employment that makes
it the envy of many countries. Yet, given the factors fre-
quently cited as influencing inflation, West Germany should
have fared no better than its neighbors. West Germans must
import 100 percent of the petroleum products they consume
and, in recent years, they have had a larger deficit in their
national budget relative to national income than has the
United States. However, since 1965, the average rate of
change in west German consumer prices has been 4.2 percent,
with a maximum of 7 percent in 1973 and 1974. From this peak,
the rate of inflation fell each year to 2.7 percent in 1978,
rebounding somewhat in 1979 to 4.1 percent. Given price in-
flation in the world today, this is a remarkable record. It
is all the more remarkable since the West German unemployment
rate was very low during this period.
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The West Germans' success in maintaining price stability
can he attrihuted to a combination of favorable circumstances
and intelligent government policies. Although West Germany
today possesses one of the world's strongest currencies, this
has not always been the case. Twice in this century the Ger-
mans have seen the value of their money destroyed by hyper-
inflation. Today the fear of inflation lingers and shapes
public opinion. Because they know what can happen when in-
flation truly goes out of control, West Germans have been more
willing than most to support government policies of demand
restraint even when those policies are accompanied by short-
run losses of jobs and output. This theme was repeatedly
emphasized to us by officials at the West German Embassy.

Although the budget deficit of the West German Government
is large in proportion to the size of its economy, it is fi-
nanced mainly by borrowing from the West German pubhlic rather
than by expanding the money supply. An extremely high savings
rate has permitted the West German Government to engage in
this kind of deficit financing without completely crowding
private investors out of the West German capital markets.

A high savings rate and a strong commitment to monetary
stabilitv have made the West German mark one of the world's
strongest currencies. In turn this has cushioned the West
German economy from the full effects of the increase in world
0il prices. 0il prices are quoted in dollars and since the
mark has appreciated against the dollar, the increase has
been less for the Germans than it has for Americans.

Finally, West Germany has relied heavily on foreign labor
during its period of rapid growth following World War II. In
earlier years, foreign workers bore the brunt of unemployment
when the West German economy slowed down. Since many of them
returned to their home countries when business conditions were
slack, unemployment in West Germany was lower than it would
have been otherwise. However, we learned at the West German
Embassy that this pattern has changed recently. Today, far
fewer of the foreign workers leave West Germany when they
lose their jobs. As a result, West German unemployment has
risen somewhat in the last 5 years.

The West German success in controlling inflation is
composed of several elements. The key element to achievement
appears to be a firm commitment to cautious policies of demand
management, particularly a slow rate of monetary expansion.
Ungquestionably, other factors have made it easier for the
West Germans to pursue these policies than has been possible
in other countries, but West German history shows that stable
prices are not simply a national characteristic that some
countries are fortunate enough to possess while others do
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not. Germany had the worst inflation record of all the major
industrial countries in the first half of the 20th century.
West Germany may well have the best when the second half ends.

SUMMARY

Price stability is the product of government policy. The
one common characteristic in this brief survey is that those
countries willing to pursue policies of demand restraint have
had some success in reducing, if not ending, inflation. This
is the case whether such policies were accompanied by formal
programs of wage price control, like Norway and Canada, or
whether, like West Germany, they were not. Those unwilling to
practice demand restraint, like Britain, were not able to
control inflation regardless of the number and variety of
incomes policies they adopted.

Moreover, those countries that combined demand restraint
with incomes policy had less success in controlling inflation
than West Germany, which did not, and no better success in
avoiding the short-run tradeoff between lower inflation and
higher unemployment. This suggests, although of course, it
cannot prove, that even when incomes policy is not used as
a substitute for demand restraint, it weakens the commitment
to the firm policy that must be followed if such measures
are to work.
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CHAPTER 6

WAGE AND PRICE STANDARDS ARE

ARBITRARY AND POTENTIALLY INEQUITABLE

In chapter 2 we posed three questions that serve as our
criteria for judging the effectiveness of incomes policy in
general and the Council's voluntary standards in particular.
After reviewing the recent record of inflation in the United
States and the Council's econometric data, we concluded that
the standards have produced no discernible effect on the rate
of inflation. Our review of past experience with this type
of policy in the United States and elsewhere also suggests
that prospects for final success of the current standards
are not good. Previous programs have failed for a variety
of reasons:

~-Limitations in coverage, compliance, and enforcement
leave economic agents free to set prices without ref-
erence to the policy. The policy is ineffective be-
cause it does not require a change in economic
behavior.

--Market distortions, resulting in shortages and strikes
force the abandonment of the policy. The policy may
have some effect on inflation, but fails because it
puts the economy in a straitjacket.

-~Inflation declines because demand management policies
depress total spending but unemployment rises in the
short run. The policy is ineffective because it does
not prevent the recession that normally accompanies
a decline in the rate of inflation.

Our point here is that wage and price policjies can fail for
different reasons, depending on 1) whether the program is
voluntary or mandatory; 2) the extent of the program's
coverage--general guidelines or detailed monitoring of in-
dividual firms; and 3) prevailing economic conditions, and

in particular, the monetary and fiscal policies pursued while
the guidelines are in effect.

In general, it will be difficult if not impossible to
remedy the shortcomings of any particular program by trying
to alter the details of its design. A voluntary program,
which is ineffective because it is being ignored, or because
its standards do not require a change in behavior can be made
more effective by increasing the program's monitoring and
enforcement powers but only at the risk of encountering the
problems which normally bedevil a mandatory program.

l
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Similarly a mandatory program that causes serious inefficien-
cies in the market can be made more flexible by relaxing the
standards and penalties but only at the risk of losing its
effectiveness.

In chapter 7 we concentrate on the problems of coverage,
compliance, and enforcement in the current program of volun-
tary standards. The remainder of this chapter focuses on some
potential inequities in the current wage-price standards and
on the general problem of establishing equitable guidelines
for wages and prices. Our analysis here and in chapter 7
shows that the Council's standards suffer from some diffi-
culties. However, these difficulties do not justify strength-
ening the Council's monitoring and enforcement powers unless
this can be done in a way that avoids more serious problems
normally encountered by a mandatory program. We believe the
prospects of such a transformation are slim.

Because our economy is complex, any administrative system
that tries to substitute the market's price setting and re-
source allocation functions will be inadequate in some ways.
Despite a genuine effort on the part of the Council to make
its standards more flexible and less restrictive than previous
programs, many weaknesses remain in the standards.

The Council's standards were first issued on December 28,
1978, 2 months after the President announced his anti-infla-
tion program. Based on experience and public comments, the
Council rade a series of changes culminating with the second-
year pay and price standards effective October 1, 1979. Since
the standards were first published, the Council has resolved
a number of technical problems, established several gross
margin criteria for specific industries, and redefined the
acceptable level of pay, price, and profit increases. Com~
ments were recently requested by the Council on a proposed
set of price standards for the third program year.

Since this report is primarily a study of the effective-
ness of the standards in restraining the overall rate of
price inflation, we do not present a comprehensive review
of the Council's structure or operation. We do not attempt
a detailed, line-by-line, analysis of the standards. However,
our investigation has revealed five areas in which the current
standards are, at least potentially, inequitable.

FIVE PROBLEM AREAS IN THE COUNCIL'S
WAGE AND PRICE STANDARDS

The five problem areas we have identified are:
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--the inadequate standards and monitoring procedures for
hospital services and physician fees;

--the inequity of the evaluation of cost of living pro-
visions;

--the basic price and pay standards, which are no longer
related;

-~the inability of firms using the profit margin limi-
tation standard to maintain real profits; and

-~the use of separate reporting units and variable
standards.

Medical care costs are not covered

Although medical care costs constitute a significant por-
tion of the consumer budget, they were not adequately covered
by the President's anti-inflation program. 1/ The responsi-
bility for controlling hospital and physician costs was
assigned to the Department of Health, Education, and Welfare
(now the Department of Health and Human Services) in October
1978, At that time the Department was developing legislation
to establish voluntary limits for hospital expenses. This
legislation, introduced in March 1979, has thus far remained
in committee. Anticipating the passage of this legislation,
the Departmnent chose not to develop its .own standard. In-
stead, it endorsed a voluntary guideline drawn up by a na-
tional private coalition, that limits hospital cost increases
to 11.6 percent. However, there are no enforcement provisions
in this voluntary guidelines and individual hospitals are
not monitored. Moreover, the guideline is 22 percent higher
than the maximum price increases allowed for other segments
of the economy under the Council's basic price standard.

Physicians' services are subject to the Council's pro-
fessional fee standard. However, at the time of our reviews
neither the Council nor the Department of Health and Human
Services planned to monitor individual physicians' fees for
compliance with this standard.

Price increases in the health care areas have histori-
cally exceeded the general rate of inflation. From 1967 to
September 1978, increases in the cost of medical care were
23 percent larger than the increase in the consumer price

1/The relative importance of medical care in the CPI is 4.959
percent.
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index. 1/ During the first program year, hospital costs
increased 13.4 percent and physician fees increased 9.5
percent. These increases exceeded both the basic price
standard (maximum price increase of 9.5 percent) and the
professional fee standard (maximum fee increase of 6.5
percent).

In response to our draft report the Council noted that
on August 1, 1980, it and the Department jointly called
upon the hospital industry to slow voluntarily hospital
expenditure increases by 1.7 percent from a current projected
increase of 15.1 percent in 1980. 1If all hospitals comply,
hospital expenditure increases would be held, by Administra-
tion estimates, to 13.4 percent. The Department plans to
monitor expenditures of individual hospitals annually, and
national, State, and regional hospital cost increases
guarterly.

The evaluation of
the cost-of-living
provisions 1s inequitable

The Council's second-year pay standard limits overall wage
increases to 7 percent in the first program year and 2.5 per-
cent in the second program year. When computing the value of
cost-of-living increases over the life of a contract, the
Council assumes an inflation rate of 6 percent (7.5 percent
in the second program year). This assumed inflation rate
is substantially less than the 12.1 percent inflation rate
that occurred during the first program year of the standards,
and the 14.5 percent inflation rate that occurred during the
first 9 months of the second program year. While inflation
rates may be lower during the next few years, most current
forecasts anticipate higher rates than the estimates used
by the Council.

Since the Council uses a low estimate of the rate of in-
flation, employees with escalator clauses in their work con-
tracts can exceed the maximum allowable pay raise without
violating the standard.

Although most employees protected by cost-of-living ad-
justments normally do not receive a full adjustment for
changes in the CPI they did, on average, receive one-half
of the increase in consumer prices during 1979 and the first
guarter of 1980. Assuming the inflation rate during the

1/Economic Report of the President: 1979, Table B-49.
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second program year equals the average maintained over the
first 9 months, 14.5 percent, the average worker could receive
a 13 percent pay increase in 1980, 3.5 percentage points more
than the 9.5 percent pay standard. 1/ Unions with better
escalator clauses, such as the autoworkers and steelworkers
who recover up to 90 percent of the changes in the CPI, could
of course receive substantially higher raises.

As of April 1, 1980, escalator provisions covered about
5.4 million workers, or 58 percent of the workers in large
bargaining units. Additionally, the second-year pay standard
allows employees without escalator clauses to exceed the 9.5
percent standard, if that is necessary to maintain historic
relationships with other employees having cost-of-living
clauses. Thus, more than 5.4 million workers may be exceeding
the pay standard.

The Council's unrealistic evaluation of escalator clauses
is inequitable. Complying workers who do not enjoy cost-of-
living protection are limited to a 9.5 percent pay raise in
the second program year. To comply with the price standard,
business firms in industries with escalator clauses must
either reduce their profits or deny pay increases to those
employees without cost-of-living protection. This occurs be-
cause the price increases permitted under the price standard
were directly related to the assumed increase in labor costs
under the pay standard in the first program year. Finally,
the Council's unrealistic method of computing the cost of
escalator clauses permits firms using the profit margin limi-
tation standard to raise prices more rapidly than firms on
alternative standards. This occurs because all labor costs in
compliance with the pay standard can be passed through to
prices under the profit limitation standard, but the alter-
native standards assume labor costs will not rise by more
than 7 percent (9.5 percent in the second program year).

In his March 17, 1980, testimony before the Senate Com-
mittee on Banking, Housing and Urban Affairs, the Council
Chairman candidly noted that the escalator provision was part
of the bargain developed and unanimously recommended by the
Council's Pay Advisory Committee, a group of public, business,
and labor representatives. In approving the combined

1/With contracts which allowed employees to recover one-half
of the consumer price index increase, the maximum pay raise
could be: pay standard less one-half of the Council esti-
mated inflation rate plus one-half of actual inflation rate
or (9.5 percent - 7.5 percent) + 14.5 percent = 13.0 percent.
2 2
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standard, the Council accepted the risk of substantially
higher increases obtained by employees with escalator clauses
in return for labor's acceptance of the pay standard.

The Council's bargain, however, continues to place the
primary burden of restraining wage increases on workers with-
out escalator clauses. If the standards have any effect at
all, they will cause distortions in relative wages that are
unrelated to market conditions and that are unfair to a por-
tion of the labor force. As a result, the standards' treat-
ment of cost-of-living adjustments provisions may also create
an incentive for unions, and under certain conditions, firms,
to negotiate contracts which index pay to the rate of infla-
tion. Such escalator clauses insulate the labor force from
other anti-inflationary pressures and potentially work against
the good of inflation restraint.

Basic price and pay standards
no longer related

During the first program year, the Council's pay and price
standards were based on the assumption that the long estab-
lished historical relationship between prices and unit labor
costs would prevail. Throughout the economy, both were ex-
pected to increase an average of 6.5 percent after adjust-
ments for the effect of alternative standards, exceptions,
exclusions, legally mandated benefit increases, and antici-
pated productivity increases. The Council assumed only a
moderate increase in the price of oil would occur in 1979.

If its assumptions had proved correct and if everyone had
complied with the standards, businesses could have held their
price increases to about the same rate as their increases

in labor costs, without incurring losses.

In the second program year the basic price and interim
pay standards were raised by 1 percent. However, the final
pay standard allowed pay increases of up to 9.5 percent, or
2.5 percentage points more than the first-year standards.
Since the price standard was not revised at this time, busi-
nesses that complied with the pay standard could experience
nonrecoverable increases in unit labor costs of 1.5 percent.
Recognizing this problem, the Council's Price Advisory Com-
mittee recommended that the Council restore the relationship
between the basic price standard and the pay standard.

Anticipated productivity growth was one of the key
elements relating the price standard to the pay standard in
the first program year. However, the productivity estimate
used by the Council was not realized. The Council assumed
that increases in unit labor costs would be restrained by
a 1.75 percent increase in labor productivity--the average
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increase during the last 10 years. In fact, productivity
declined significantly during the first program year and has
continued to decrease during the second program year. The
trend rate of increase in labor productivity was probably
substantially lower than the Council originally estimated.

On May 5, 1980, in response to a question submitted
by us concerning the relationship of the pay and price
standards, the Council Director told the Subcommittee on
Economic Stabilization, House Banking Committee, that the
basic price standard should not be modified for two reasons.
First, the upper limit for pay increases under the pay stand-
ard is a band from 7.5 to 9.5 percent. The Council uses the
midpoint, 8.5 percent, to calculate increases in unit labor
costs. In the absence of mandated employment tax adjustments
in the second year program, the Council believes that the
8.5 percent midpoint will result in increases in unit labor
costs that continue to be equitably related to allowable price
increases. Second, the Council argues that "slippage" in the
standards allows prices to exceed the standards by a higher
percentage than wages.

We do not understand the Council's reasoning on this
point. The pay standard permits a maximum pay increase of
9.5 percent (exclusive of the cost of living adjustments
discussed above). Although the Council has chosen to express
the standard as a range (7.5 to 9.5 percent), the only pos-
sibly binding restriction is the upper limit. What purpose
does the lower end of the range serve? We do not see the
basis for using the midpoint in justifying the relationship
to the price standard. Regardless of the average rate of
pay increase throughout the economy, the individual business
which pays the maximum increase cannot, if it complies with
the price standard, raise its prices sufficiently to cover
the increase in pay. That this happens strikes us as unfair.

The Council's response to our draft réport noted that
trend productivity, rather than current productivity, influ-
ences prices. While it is certainly debatable what that trend
is, it is also clear that most firms last year did not achieve
the productivity offset assumed by the Council.

On May 7, 1980, 2 days after the Director's response
to our questions, a press release from the Chairman of the
Council indicated agreement that the price limitation stand-
ard should be liberalized. However, rather than modify the
standard, the Chairman stated the Council would be "very
receptive" to individual exception requests to adjust a com-
pany's price limitation because of increases in pay.
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Profit margin limitation standard
decreases real proflts

The Council's initial standards recognized that some
firms with uncontrollable cost increases could not comply
with the base price standard. Consequently, it developed an
alternative profit margin limitation standard to allow a firm
to maintain its profit margin with a maximum dollar profit
increase of 6.5 percent plus any positive percentage growth
in physical volume. The dollar limitation was supposed to
prevent significant profit increases simply because of large
cost increases. At the same time, the standard maintained
real profits by allowing increases at the then assumed infla-
tion rate of 6.5 percent.

Unfortunately, firms using this standard have had sub-
stantial decreases in their real profits because inflation
markedly exceeded the Council's 6.5 percent estimate. While
the Council partially recognized this higher inflation rate
in developing the second-year pay standard, it actually re-
stricted the profit margin limitation standard by redefining
base year profits. During the first 18 months of the Coun-
cil's program, a company using the profit margin standard
could increase its profits 10 percent. During that same 18
months the CPI rose 20.7 percent. Therefore, measured in
constant dollars, profits fell for firms who complied with
this standard. 1If continued, the standard will eventually
prevent a company from replacing its plants and equipment
and from attracting investment capital.

In response to our draft report, the Council makes two
observations. First it claims that we overlooked the purpose
of the limitation on absolute dollar profits--to prevent firms
from profiting from uncontrollable cost increases. Second,
the Council notes that a basic objective of the standards
was to be neutral with respect to the 1ncome shares of workers
and employers and that this was achieved.

The Council misunderstands our comment. It is the size
of the limitation rather than its purpose which we critize as
unfair. A firm following the profit margin limitation must
limit increases in profits to 6.5 percent even in the face of
9.5 percent pay increases. This is not neutral. If inflation
exceeds 9.5 percent both pay and profits will decline in real
terms. However, for a company in this situation the decrease
is not shared proportionately.

The Council has presented evidence that in the aggregate
the distribution of income between wages and profits has not
been affected by the standards. The Council interprets this
evidence as showing that, in spite of their modest effect on
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inflation, the standards have been neutral with respect to

the distribution of income. However, another interpretation
of this evidence, and one we find more plausible, is that the
standards have not been effective at all. If our econometric
findings that the standards failed to restrain wage or price
increases are valid, then no effect of the standards on income
distribution would be expected.

Using separate reporting units
and variable standards can

increase both prices and profits

Any wage/price policy for our large and complex aconomy
must be flexible. Recognizing this objective, the Council
developed a basic price standard to gradually decelerate the
average rate of price increase, and it offered several al-
ternative gross margin and profit margin standards to allow
companies to recover uncontrollable cost increases while main-
taining profits. The Council also allowed companies to sub-
divide into separate reporting units, which were to be treated
as independent units for compliance purposes. The only re-
strictions on this provision were the existence of records
that were, or could be, disaggregated for each reporting unit;
the reasonable allocation of overhead; and the use of gener-
ally accepted accounting principles.

While both provisions helped maintain flexibility, a com-
pany could substantially increase both profits and prices by
using different standards for each reporting unit. Table 13
shows the results for a hypothetical company.

Even though this hypothetical company had an average cost
increase of about 10 percent for the five reporting units,
it increased prices 14 percent and overall profits 42 percent
(over six times the amount allowed by the profit margin
limitation standard). While the separation jnto compliance
units seems reasonable for a conglomerate of distinct busi-
nesses merged into a single corporation, it would clearly
give some companies an advantage that is unrelated to the
demand for their products, the efficiency of their operations,
or any other factor relating to normal market behavior. This
is both a distortion and a potentially inequitable advantage
for some firms.

In its response to our draft report, the Council notes

that separate reporting units within the same firm were per-
mitted to provide flexibility and avoid economic distortions.
This is a commendable purpose, one we support. Certainly,
reporting flexibility is desirable if a standards program
is continued. Nevertheless, this provision is potentially
inequitable since a firm's ability to benefit from it depends
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Table Lﬁ

Assumed Cost First program

Reporting _base period average increase /ear average

unit Price Cost Profits (decrease) Price Cost Profit
A a/ $100 §$ 90 §$ 10 $ (5) $109.50 § 85 $24.50
B a/ 100 20 10 5 109.50 95 14.50
C b/ 100 90 10 10 110.65 100 10.65
D b/ 100 90 10 15 115.65 105 10.65
E b/ 100 90 10 25 125.65 115 10.65
Company
total  $500 $450  $50 $50 $570.95 $500 $70.95

a/Units A and B increase prices by the maximum 9.5 percent
allowed by the basic price standard. Because costs did
not increase, profits almost double.

b/Units C, D, and E, faced with large uncontrollable cost
increases, elect to use profit margin limitation standard,
thus allowing a 6.5 percent increase in profits. 1979 prices
equal profit plus base period cost plus cost increase.

on its accounting skills and practices. A firm with the
necessary accounting records can report separately and, as a
result, earn higher profits, economic conditions permitting.
Without the necessary records, it is limited to a single
standard. In trying to increase flexibility and avoid eco-
nomic distortions, the standards have created a potential
inequity.

A perverse incentive of
wage-price guidelines

Inequities can arise in a program of wage-price guide-
lines whenever one group is treated more favorably by the
standards than another. Most of the examples we describe
above are of this general type. Another type of inequity oc-
curs when only some firms or workers comply with the standards
while others do not. In this case, the complying groups are
penalized by cooperating with the program. As Professor J.
Kenneth Galbraith stated in recent testimony before the House
Subcommittee on Economic Stabilization:
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Voluntary compliance with wage and price ceilings
is not only imperfect, but it provides a forthright
pecuniary reward to the firm or organization that
evades or refuses to go along. The firm that goes
along, in contrast, gets less. There can be no
more perverse application of the principle of
pecuniary reward." 1/

GENERAL PROBLEMS OF WAGE
AND PRICE STANDARDS

whether voluntary or mandatory, Government standards for
- wage and price changes can have undesirable side effects.

. These can be usefully classified as: market distortions,
distributional inequities, and social or political repercus-
- sions. The severity of these problems is usually related to
! the effectiveness of the standards in restraining wage and

. price increases. However, even an ineffective program may

- produce some of these problems.

Market distortions

Prices and wages are signals in a market economy. They
indicate changes in the demand for or availability of the
products and services that make up the economic system. To
the extent that wage-price policy successfully controls
prices, it stops these signals from transmitting correct in-
formation. Businessmen, who rely on price signals to make
decisions, are left uncertain. Actions become more risky:
investment capital becomes more expensive. Too much of some
products is produced and too little of others. Shortages can
occur, and attempts to escape the controls lead to black
markets.

Besides the uncertainty resulting from faulty signals,
businesses face the additional uncertainty of not knowing
how the controls will be modified and interpreted. They must

1/Hearings before the Subcommittee on Economic Stabilization,
of the House Committee on Banking, Finance and Urban Af-
fairs, March 19, 26, and May 6, 1980, p. 232. Professor
Galbraith is, of course, a long-standing proponent of per-
manent mandatory controls on prices and wages in the more
concentrated sectors of the economy. He does not point
out that without draconian penalties even a mandatory pro-
gram will create perverse financial incentives. Instances
will always arise in which it pays firms to evade the
controls.
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predict the future evolution of the program--will the controls
be tightened, lifted, or something in between? Uncertainty
about the future increases the risks associated with capital
formation and may also reduce industrial innovation. Finally,
there is the direct cost of complying with the information
requirements of the controls program. (The Council estimates
the reporting burden on private companies for the first

6 quarters of the anti-inflation program at $20 to $25
million.)

The result of all these market distortions is that
resources are misallocated and inefficiently used, and the
economy does not produce those things which society needs and
wants. Of course, substantial distortions are also created
by accelerating inflation. It may be worth accepting the
costs of the distortions associated with a wage-price pro-
gram which effectively reduces inflation.

Distributional inequities

A reason often given for the failure of wage-price poli-
cies is the public's perception that the controls may be
unfair. Whenever an industry, union, or other group appears
to be treated differently from others, or whenever one group
seems to be gaining an advantage over another, these percep-
tions occur. Any program of controls on pay and prices
necessarily involves a host of arbitrary decisions as the
complexities of an entire economy are reduced to a manage-
able system of regulation. Hence, there is no way to avoid
inequities, whether real or perceived.

Distributional inequities are the inevitable result of
an effective controls program. The very choice of a date
to begin wage-price controls results in unequal and poten-
tially unfair treatment of some groups. At the time of the
program's inception, some labor contracts will have just been
re-negotiated while others will be close to expiration. Some
businesses will have recently raised prices, while others will
not yet have done so. Whatever base period is chosen, some
firms will find themselves locked into a period of low profits
and others will be allowed higher-than-normal returns.

To be sure, these and other problems can be dealt with
through exceptions. But widespread use of exceptions creates
its own problems. The requesting and granting of exceptions
is an additional drain on the resources of both the controls
agency and the requesting firms. A liberal exceptions program
impairs the credibility of the standards because exceptions
are granted to some firms and not to others. The result is
a whole new set of perceived inequities, even though the
original intent was to redress existing problems.
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Some of the consequences of wage and price controls extend
.beyond the life of the program. These consequences may cause
or reinforce changes in social attitutes that can affect both
short- and long-run economic and political behavior.

Most wage-price policies must control profits if they are
to be perceived as equitable. For example, if rapidly in-
creasing materials costs make price ceilings untenable,
some restriction on profit is needed. Because controls exist,
it is only natural that many people will conclude that some-
one's misbehavior is responsible for inflation. The culprits
"may be greedy businessmen, workers grasping for something,

' or any of a number of other more or less plausible villains.

' The problem with such a conclusion is that it contributes

' to social rancor and distrust and, most important, it is

- false. Such a conclusion conflicts with the best under-
standing economists currently possess as to the fundamental

causes of inflation. Inflation is not the result of sinful

conduct.

Social enmity is not the only long-term effect of wage
and price controls. To persuade special interest groups
to abide by the controls, a government may be forced to make
uneconomic and inequitable concessions. This has been partic-
ularly true in the United Kingdom. Labor unions there have
successfully used the Government's need for cooperation to
protect unproductive labor practices and to increase their
bargaining power. Recently, the Carter Administration was
forced to accept an unrealistically low estimated cost-of-
living adjustment for evaluating wage-settlement compliance
with the pay standard. This means that workers with esca-
lator clauses can get higher pay increases than other workers
and still comply with the standards, creating an obvious in-
centive for more indexed labor contracts. 1In these cases,
wage/price policies will have made wages more resistant
to market forces and have aggravated the problem they set
out to solve.

Wage and price standards can appear to be a simple and
relatively painless way to fight inflation. When such a solu-
tion is available, the temptation is great to avoid restric-
tive monetary and fiscal policy whose short-run costs are
high and whose benefits occur only in the longer run. How=-
ever, as spokesmen for the Council have pointed out repeatedly,
a program of wage and price controls treats only the symptoms
of inflation. They are not a real alternative to measures
that restrict demand. 1In fact, as the Council has often
emphasized, they are at best a complement to the appropriate
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demand management policies. However, the repeated problem
with wage and price guidelines has been that their use post-
pones the policies needed to deal with the fundamental prob-
lem. It remains to be seen whether a similar judgment will be
passed on the current program.

SUMMARY

A major factor contributing historically to the ineffec-
tiveness of wage/price policies is the perception of inequit-
able treatment when standards are applied differently to
different groups. We have discussed five examples of such
inequitable treatment and the distortions they could cause
if the standards were mandatory.

--The Council currently calculates the value of cost-of-
living adjustment clauses at an assumed inflation rate
of 7.5 percent--far below the current rate of infla-
tion. This calculation allows employees with escalator
clauses to exceed substantially the Council's wage
standard. It is unfair to businesses and employees
vithout escalator clauses and provides a strong incen-
tive for increased indexing in labor contracts.

--During the first program year, firms using the basic
price standard could raise prices at the same rate as
the anticipated increase in unit labor costs. During
the second year, the pay standard was significantly
relaxed compared to the basic price standard. 1If the
price standard was an effective restraint, it could
force firms to absorb rising wage costs, arbitrarily
decreasing profit margins and investment incentives.

-~The profit margin limitation standard was initially
designed to allow firms with uncontrollable cost in-
creases to maintain inflation-adjusted profits. Al-
though inflation was substantially higher than the
Council originally expected, the standard was not re-
vised during the second program year. If the stand-
ard was effective, the resultant decrease in allow-
able real profits could eventually prevent a firm from
replacing plant and equipment and from attracting in-
vestment capital.

--The standards provide the potential for a company with

skillful accountants and appropriate records to rapidly
increase both prices and profits by subdividing into

separate reporting units, each using different price
standards. This practice is unfair to firms not simi-

larly situated.
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--The cost of health care was treated more leniently
than other prices. Hospital costs were subject to
an industry-developed standard which was neither
monitored nor enforced. Physicians' fees, which are
subject to the professional fee standard, were not
monitored.

These five points do not represent a comprehensive review
of the design and structure of the standards. It is not our
intent in this report to present such a review. Our purpose
is only to present some examples of inequities and distortion
which can exist even in a carefully designed system of wage-
price guidelines. It should be pninted out that any action
taken by the Council to remedy these problems may well lead
to problems in other areas. We believe this is one of the
lessons from previous wage-price policies. 1Indeed, some
of the problems with the second-year standards resulted from
attempts to resolve first-year difficulties. The design of
an equitable and flexible wage and price controls program is
dificult in the short run and the difficulty increases with
time.
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CHAPTER 7

THE PROBLEMS OF MONITORING, COMPLIANCE, AND ENFORCEMENT

During the first 18 months of the Council's program,
only 23 violators were identified but prices increased by
20.7 percent. One reason for this discrepancy was because
many products whose prices rose rapidly, such as interest
rates, crude oil and other raw materials, and about one-half
of all labor costs, were not covered by the wage and price
standards. We are not suggesting that the Council could have
or should have controlled these items, but the limited coverage
of the standards is a principal reason why few violators have
been identified during a period of high inflation. Even for
the items covered by the standards, the Council only moni-
tors those firms whose gross revenues exceed an arbitrary
dollar threshold. 1Initially the threshold was set at $500
million. 1In April 1979, it was lowered to $250 million, and
in March 1980 the threshold was lowered again to $100 million.
The extent to which industries are monitored varies consider-
ably, depending on the average size of the firms in a particu-
lar industry. If most firms are large, the industry is moni-
tored. If most are smaller it is not. Thus, the Council's
threshold means that some industries are fully monitored,
while others are not. To our knowledge, the Council has not
justified this pattern of monitoring except on the basis of
administrative convenience. It certainly did not parallel
the pattern of most rapidly increasing prices during 1979.

Even after a violator has been identified, it is debat-
able whether the Council can effectively enforce compliance.
The Council's sanctions may be effective on companies who
are concerned with their public image or who deal extensively
with the Government. Other firms, however, are less likely
to modify their behavior because of the standards.

MANY PRODUCTS NOT COVERED
BY THE STANDARDS HAD
RAPIDLY RISING PRICES

The Council claims that compliance has been widespread
in spite of the rapid acceleration of inflation. If this
is true, it reflects the limited coverage of the standards
and the fact that only some of the prices and wages covered
were monitored by the Council's staff.

An effective anti-inflation program affects all prices

and wages by uniformly lowering the rate of increase in
prices. However, since it is impractical to apply standards
to some prices, the Council did not set guidelines for:
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--products whose prices are determined by competitive
market forces, including many raw materials and
items sold on organized exchanges;

--imported raw materials and products;
--new or custom products and all exports;

--intracompany transactions and previously contracted
products; and

--interest rates and taxes.

In some of these cases, standards would have been super-
fluous. Other Government agencies were already regulating
some prices and interest rates. In still other cases, the
prices were determined before the standards went into effect
or they were set in foreign markets beyond the Council's in-
fluence. In the case of products sold on organized exchanges,
competition could be relied on to lower the rate of price
increase if the other elements in the anti-inflation program
were effective.

As it turned out, the prices of some of the excluded
goods and services rose very rapidly following the establish-
ment of the standards. The wage-price guidelines were not
designed to prevent this change in relative prices, and they
obviously did not. Table 14 shows the increase in some of
the excluded products during 1979.

Table 14

Percentage Increases for Selected Items
Excluded from the Standards in 1979

Excluded items Percentage increase
Mortgage interest rates 34.7
Crude oil price 58.5
Farm prices 11.1
Vehicle finance charges 16.3

For comparison, the overall increase in CPI during 1979
was 13.3 percent. Although most excluded items rose more
than the CPI, farm prices did not. Food prices actually
declined slightly relative to the other goods and services
included in the CPI.

Only a fraction of the prices and wages covered by the
standards were monitored. No one is certain exactly how
many companies complied with the standards in 1979.
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Moreover, we did not have access to the reports submitted
to the Council by those companies who were monitored.
Therefore, we could not determine whether any of them vio-
lated the standards but were not publicly identified.

MANY WORKERS' PAY EXCLUDED

FROM THE STANDARDS

The Council's pay standard limited pay and benefit
increases to 7 percent during the first program year and
9.5 percent during the second program year. The pay standard
does not apply to three broad areas of labor costs. First,
it excludes low income workers, employees whose pay is es-
tablished by contract agreements signed prior to the develop-
ment of the guidelines on October 25, 1978, and employees
whose wages are traditionally or contractually tied to the
latter, provided this can be demonstrated to the Council's
satisfaction. Together these employees account for at least
43 percent of the total private work force.

Second, specific types of labor costs are not counted
against the pay standard. Examples include the increased
costs of legally mandated benefit programs such as Social
Security, certain increased costs to maintain existing pension
funds or health benefit plans, and pay increases resulting
from changes in contractual work rules that improve pro-
ductivity.

Third, the Council allows certain employee groups to
exceed the pay ceiling when the increase is necessary to
attract or retain employees during an acute labor shortage,
or to avoid an "undue hardship" or a "gross inequity." Undue
hardship is a situation that seriously threatens a company's
financial viability. Gross inequity is any situation which,
in the Council's opinion, is manifestly unfair. During the
program year, the Council granted 570, or 90 percent, of the
613 exception requests. These exceptions allowed 1.7 million
employees to obtain pay raises averaging 2.36 percent above
the pay standard. During the first 5 months of the second
program year, the Council rejected only one of the 183 com-
pleted exception requests. The number of employees involved
and the amount by which they exceeded the pay standard were
not available at the time of our review.

THE COUNCIL'S REPORTING THRESHOLD
LACKS AN ECONOMIC RATIONALE

When it started the wage and price program in late 1978,

the Council used a two-pronged approach to monitor a large
and complex economy. First, it required firms with sales

of $500 million or more to file compliance reports.
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In criticizing this chapter of our draft report, the
Council states that this chapter

"* * * purports to criticize the administration of
the standards program, but, in fact, it rarely dis-
cuses [sic] actual program operation and pays little,
if any, attention to the typical measures used by
GAO to evaluate the administration of a program
(e.g., the number and quality of decision or the
number and usefulness of reporting forms processed)."

What the Council neglects in raising this issue is that we
were denied access to virtually all information about either
Council decisions or the reports submitted to the Council
except for a limited amount of highly aggregated data. We
were, therefore, unable to evaluate such things as the "qual-
ity of decisions," although our investigation has not been
materially affected. Our purpose has been to evaluate the
overall effectiveness of the standards in restraining infla-
tion, rather than to evaluate their administration. Never-
theless, this criticism by the Council is unwarranted.

SUMMARY AND CONCLUSIONS

We conclude that the Council has failed to justify its
choice of a reporting threshold except as an administrative
convenience. It has not related this choice to its infor-
mation gathering responsibilities under the Council on Wage
and Price Stability Act. There is no evidence that the firms
it monitors are responsible for inflation nor that compliance
with the standards is correlated with the pattern of monitor-
ing. By using monitoring to identify firms that do not comply
with the standards, the Council has possibly reduced the quality
of the information it collects with no noticeable reduction
in the rate of inflation. The Council has never explained
how it expects isolated intervention, based on the information
its monitoring effect produces, will help lower the rate of
inflation throughout the economy.

The Council is also limited in its ability to enforce
the standards. While the Council publicly identified some
violators, press coverage was limited, and many companies
have stated publicly that their sales were unaffected.
Recently, the President has begun identifying violators
and conducting "jawboning" sessions with problem industries.
Although this may have had a sobering effect on soune potential
noncompliers, the evidence of significant changes in pricing
behavior remains to be seen.

The effect of the other enforcement tools is difficult
to assess. We could find no case where a major contract (in
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Table 15

Proportion of Total Corporate Revenues
Provided FX-S%%RQEéiions with Sales in Excess of
$250 MilTion and $T100 MilTlion, 1975

Percentage of business

1975 business receipts provided by
receipts corporations with
for active annual revenues of:
Economic sector corporations $250 million $100 million
All industrial
sectors $2,961,730 48.2% 54.7%
Manufacturing 1,258,339 66.7 73.2
Transportation
and public
utilities 234,689 69.8 77.6
Construction 143,413 8.2 12.5
Retail and
wholesale 951,464 28.1 33.8
Finance, insurance,
and real estate 157,127 57.4 67.9
Services a/ 125,747 9.0 14.8

g/Underestimates size because tax-exempt institutions are
not included.

Administered pricing is sometimes offered as a reason for
monitoring on the basis of firm size. Administered pricing
is a way of describing the price setting practices of large
firms. These firms have the market power to raise their prices
more rapidly than small firms facing similar economic condi-
tions. This observation has often been used to justify the
opinion that large firms are responsible for inflation, although
it is not well established that large firms actually do behave
this way. In fact, the evidence suggests that large firms in
highly concentrated industries, where a few firms account for
most of the sales, raise their prices more slowly when the
economy expands than firms in less concentrated industries.
It is also true that they are somewhat slower to reduce their
prices when the economy enters a recesion. 1/ In a study un-
dertaken for the Council on Wage and Price Stability in 1975,
Professor Ralph Beals, after surveying the available theoretical
and empirical evidence, concluded that, “For most of the past
20 years average BLS [Bureau of Labor Statistics] wholesale
prices in the concentrated industries have risen less rapidly

1/Phillp Cagan, Persistent Inflation: Historical and Policy
Essays, (New York: Columbia University Press, 1979),
PP- -28.
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than prices in the unconcentrated industries.”" This conclu-
sion was strongly endorsed by Dr. Albert Rees, then Director
of the Council, who added:

“Although it is probably true that concentrated
industries charge higher prices than they would
charge if they were more competitive, it does

not appear to be true that prices in these in-
dustries rise more rapidly than other prices.” 1/

In its response to our draft report, the Council states
that a reporting threshold was chosen because large firms
are no more difficult to monitor than small firms. Thus, con-
centrating on large firms permits more extensive monitoring
with a minimum of the Council's resources. Larger firms also
have more discretion over the prices they charge according
to the Council. The Council also notes that the scrutiny
reports received depends on economic considerations and that
some smaller companies have been required to report.

We do not dispute thse points, but taken altogether they
still do not constitute an economic rationale for the pattern
of monitoring pursued by the Council. Large firms do have
some discretion over the prices they charge, but so do many
smaller firms. We are unaware of any systematic studies the
Council has conducted which relate sellers' discretion to
firm size. Moreover, the Council does not claim that large
firms have used their power to set prices to cause inflation.
Yet, unless this is the case, we fail to see why the Council
has devoted so much of its resources to monitoring their prices.

We conclude that aside from administrative convenience,
the Council's arbitrary reporting threshold lacks an economic
rationale. The threshold fosters a pattern of monitoring
that is unrelated to those sectors of the economy that have
experienced (1) rapidly rising prices in recent years, and
(2§ other problems requiring special study by the Government.

At the time our report was written, the Council had
lowered its reporting threshold (from $250 to $100 million)
and planned to double its staff primarily to review the in-
creased number of reports. The issue at that time was whether
these additional resources should be used to monitor all com-
panies with sales between $100 and $250 million or whether
they should be allocated to industries where coverage had
been more limited under the former $250 million threshold.

1/Hearings before the House Committee on Banking, Currency,

and Housing, Subcommittee on Economic Stabilization,
June 17, 19, and 20, 1975, p. 27.
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Recently, the Congress rejected the Council's proposed
staff increase. At the same time, the Council has taken steps
to use its existing resources more effectively. For example,
the Council is automating its initial desk audit of the re-
porting forms it receives. Steps such as this allow the staff
to concentrate on problem cases rather than on routine review
of reporting forms. While these steps will help direct the
staff effort more quickly to potential violations by large
firms, the overall patterns of monitoring is still dictated
by the arbitrary reporting threshold.

MORE INTENS1VE MONITORING
IS NOT LIKELY TO INCREASE THE
EFFECTIVENESS OF THE STANDARDS

The purpose of monitoring is to gain information, which
can be used in two different ways. It could be used simply
to identify where economic problems are occurring, thereby
helping the Council to formulate recommendations for new
policies. Alternatively, monitoring can be used to publicly
identify violators of the standards. 1In this case, monitor-
ing and the associated sanctions are an attempt to encourage
compliance by making a violation of the standards costly.

In the first case, monitoring poses no threat to those
monitored because it does not require any modification of
behavior. In the second case, when it is used to detect non-
compliance with the standards, monitoring clearly poses a
threat.

The Council currently requires monitored firms to submit
a brief quarterly report containing a small amount of highly
aggregated financial information. For example, companies on
the price standard are required to submit percentage changes
in the prices charged for each product line and two summary
statistics—--a sales weighted price change for the 2-year base
period and the actual price change through the reporting
quarter, both averaged over all products sold by the reporting
unit. Reporting units under one of the margin standards are
only required to submit figures for total revenue and total
cost in the base period and in the current quarter.

Because the financial information submitted to the Coun-
cil is highly aggregated, honest differences about how the
standards should be interpreted as well as differences in
the application of generally accepted accounting procedures
could lead to a variation in the numbers submitted. In many
cases, the information provided to the Council is not compar-
able to published financial information such as annual re-
ports. Thus, it is more difficult to check the reports sub-
mitted to the Council for accuracy. Even if the companies
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submitting reports 4o not misrepresent their financial posi-
tion, the possibility would exist that the data they submit
are different from that which would be furnished by an indepen-
dent audit. Even if the companies represent their position,
the Council has only a limited capacity to detect such behavior.

For these reasons, we believe using its monitoring to
detect noncompliance may have reduced the quality of the infor-
mation the Council receives from firms. Its ability to detect
trends and predict future problems may have been hampered
by how it uses the information it currently collects.

The Chairman of the Council has recently testified that,

"In the critical months ahead, it seems to us essential to re-
double our surveillance of prices particularly, in order to
assure to the fullest extent possible compliance with the
voluntary standards." However, little evidence exists to sug-
gest that compliance in the first program year was related

to the intensity of the monitoring effort. We know of no
evidence which suggests that compliance with the standards

was greater among those who were monitored than among those
who were not.

The continued existence of any wage-price program,
whether mandatory or voluntary, depends on the program's cred-
ibility. If business and labor believe that adhering to the
standards will lower inflation without raising unemployment,
there will be a much greater willingness to comply. If, how-
ever, business and labor think the program will not accomplish
its objectives, they will have little incentive to change
their behavior. 1In this case, monitoring to catch all noncom-
pliers would require resources far beyond any the Council
now has or is requesting. Even if all noncompliers could be
identified, their future compliance would depend on the sever-
ity of the sanctions that could be applied to them. Since
the program is voluntary, its sanctions are limited. We be-
lieve the Council's current monitoring procedures have reduced
its ability to collect meaningful economic information, while
at the same time producing no noticeable restraint in the
overall rate of inflation.

THE COUNCIL HAS LITTLE

AUTHORITY TO COMPEL COMPLIANCE

The Council has two mechanisms to encourage compliance

with its standards. First, the Council can publicly identify
violators. Second, the Office of Federal Procurement Policy

does not allow violators to receive Federal contracts over
$5 million. These sanctions may have some effect on companies

that are concerned with their public image or have extensive
sales to the Government. However, their effect is much more

limited to firms that:
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--do not receive Government contracts or deal directly
with the public;

--receive Government contracts through subsidiaries
or separate reporting units;

~--receive Government contracts under $5 million, or
obtain a waiver for contracts over $5 million.

the Government or the public

Our review of the 23 violators reported as of April 2,
1980, identified 18 (78 percent) who had little or no dealings
with the Government or the public. The Council's enforcement
powers are relatively ineffective against these companies,
consisting primarily of manufacturers, wholesalers, and trade
associations. Over one-fourth of the violators did not bother
to respond to the Council's notice of probable noncompliance.
Many of them stated publicly that they are unconcerned about
the Council's decision. Representatives of a large gypsum
manufacturer, which rarely bids on Government contracts and
does not sell directly to the public, stated that the company
was not concerned about the Council's ruling. Representatives
from a fried chicken company, which does sell directly to
consumers but does not have any major Government contracts,
stated that the Council's decision had not adversely affected
sales.

During the first program year, there was little high-level
criticism or extended press coverage of the violators. One
exception was a highly published decision by Sears, Roebuck
and Company to reduce its catalog prices after being advised
that it would be ruled out of compliance with the standards.

As inflation accelerated in early 1980, the President began

to identify violators in his press conferences and speeches.

In April 1980, he identified six violators--three of whom had
been publicly identified by the Council over 2 months earlier.
One of these violators, Mobil 0il Corporation, was accused

by the Administration of exceeding allowable price increases

by $45 million. While Mobil denied the accusation, the company
eventually agreed to hold its revenues $30 million below what
it could otherwise receive in the second and third quarters

of this year. 1/

1/Mobil's net income was slightly above $2 billion in 1979.
Its sales exceeded $44 billion. Retail gasoline prices,
after rising steadily for more than a year, fell 0.6 per-
cent in May. Mobil was only one of several companies to
reduce prices slightly in recent months.
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Violators can sell to the Government
through separate reporting units

Executive Order 12092, dated November 1, 1978, emphasized
the use of Federal procurement to encourage compliance with
the standards, and gave the Office of Federal Procurement
Policy (OFPP) responsibility for implementing this policy.

The Office's February 15, 1979 regulations require companies
to certify to the contracting agency that they have complied
with the standards before bidding on Federal contracts over
$5 million. The contracting agency is then required to deny
contracts to firms that do not certify compliance unless a
waiver is granted.

Nevertheless, some firms can continue to deal with the
Government even though they may not be complying with the wage
and price standards. The Council allows a firm to report the
prices, profits, or margins of its subsidiaries, or even parts
of its integrated operations, as separate units for compliance
purposes. Only the individual noncomplying units are considered
in violation and placed on the contract debarment list, which
means that subsidiaries or separate reporting units can continue
to receive Government contracts even if the parent company
is in violation of the standards.

We were unable to determine directly the potential sig-
nificance of this procedure because at the time of our review,
centralized listings of Federal contracts were available only
through September 30, 1979. By that time only four violators
had been identified, none of whom had extensive Federal con-
tracts either before or after they were listed as noncompliers.

However, several recent violators had Government contracts
during fiscal year 1979. For example, on March 25, 1980, Ford
Motor Company was listed as a violator and barred from receiving
large Government contracts. The sanction, however, did not
apply to Ford' s aerospace subsidiary, which negotiated or
modified hundreds of Government contracts during 1979. Seven-
teen of Ford's contracts, totalling about $240 million,
exceeded the $5 million threshold. Because centralized listings
of fiscal year 1980 Federal contracts were not available, we
could not find out how many contracts Ford's aerospace sub-
sidiary received while Ford was in violation of the Council's
pay standard. Any such contracts would be acceptable under
the current regulations. Ford has since come back into com-
pliance after a $10.4 million contract was threatened. Ford
has agreed to hold management benefit increases to 7.5 percent
or less to offset the substantially higher increases received
by its other employees.
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Viclators can sell to the Government
through small contracts or waivers

Violating companies have two other methods of escaping
the procurement sanction. First, OFPP's prohibition applies
only to contracts over $5 million, about one-half of the fiscal
1978 expenditures by major Federal procurement agencies.
Several of the 23 violators reported as of April 2, 1980, had
Federal contracts of less than $5 million.

Second, agency heads can waive the procurement prohibition
for reasons of national security, public safety, or extreme
urgency. While there are no known instances of a violator having
been denied a Federal contract, 20 waivers have heen reported to
the Office of Federal Procurement Policy. Most of them granted
by one procurement agency were reported after our inquiry. It
is possible that even more waivers have been granted but have
not been reported to the Office of Federal Procurement Policy.

The Council's comments and our response

In its response to our draft report, the Council notes
that a number of companies have taken corrective actions to
avoid the adverse publicity which public identification as
a violator of the standards would generate. In the Council's
opinion these actions demonstrate the effectiveness of the
sanctions.

Je do not claim that the Council has never influenced a
pricing decision. Our finding was only that the standards
did not have a discernible effect on the overall rates of wage
and price increase. This is perfectly consistent with a
finding that in some isolated cases prices were restrained.

The Council claims that $170 million in corrective actions
have heen taken as a result of the sanctions. While $170
million is a large sum, it is a trivial amount relative to the
total size of the economy or even relative to the overall
reductions in the cost of consumer goods also claimed for the
standards by the Council (see chapter 4). Moreover, the
Council has not demonstrated that these actions represent
anything other than a change in the timing of an ordinary
husiness decision. For example, the recent contract nego-
tiated by the United Auto Workers violated the pay standard.
To avoid being found in noncompliance, General Motors agreed
to limit its price increases. However, in view of conditions
in the automobile market in which large discounts from list
prices and other inducements are available, it is unclear
whether the prices actually paid by consumers were affected
by this action.
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In criticizing this chapter of our draft report, the
Council states that this chapter

"* * * purports to criticize the administration of
the standards program, but, in fact, it rarely dis-
cuses [sic] actual program operation and pays little,
if any, attention to the typical measures used by
GAO to evaluate the administration of a program
(e.g., the number and quality of decision or the
number and usefulness of reporting forms processed)."

What the Council neglects in raising this issue is that we
were denied access to virtually all information about either
Council decisions or the reports submitted to the Council
except for a limited amount of highly aggregated data. We
were, therefore, unable to evaluate such things as the "qual-
ity of decisions," although our investigation has not been
materially affected. Our purpose has been to evaluate the
overall effectiveness of the standards in restraining infla-
tion, rather than to evaluate their administration. Never-
theless, this criticism by the Council is unwarranted.

SUMMARY AND CONCLUSIONS

We conclude that the Council has failed to justify its
choice of a reporting threshold except as an administrative
convenience. It has not related this choice to its infor-
mation gathering responsibilities under the Council on Wage
and Price Stability Act. There is no evidence that the firms
it monitors are responsible for inflation nor that compliance
with the standards is correlated with the pattern of monitor-
ing. By using monitoring to identify firms that do not comply
with the standards, the Council has possibly reduced the quality
of the information it collects with no noticeable reduction
in the rate of inflation. The Council has never explained
how it expects isolated intervention, based on the information
its monitoring effect produces, will help lower the rate of
inflation throughout the economy.

The Council is also limited in its ability to enforce
the standards. While the Council publicly identified some
violators, press coverage was limited, and many companies
have stated publicly that their sales were unaffected.
Recently, the President has begun identifying violators
and conducting "jawboning" sessions with problem industries.
Although this may have had a sobering effect on soune potential
noncompliers, the evidence of significant changes in pricing
behavior remains to be seen.

The effect of the other enforcement tools is difficult
to assess. We could find no case where a major contract (in
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excess of $5 million) was actually denied. To be sure,

some violators may have chosen not to bid on Government con-
tracts, but there is no way to find out whether this has, in
fact, occurred.

In any case, as we have explained, the contract sanction
can be avoided in three ways. It might be possible to elimi-
nate these options, but the benefits of doing so must be
balanced against the administrative burden of monitoring
numerous small contracts and the problems of obtaining criti-
cal items from alternative sources. In any case, such changes
would affect only a relatively small number of firms. Thus,
even if the Council had the resources and the power to identify
all noncompliers, there is little reason to believe that the
existing "voluntary" structure provides adequate sanctions to
compel compliance.
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CHAPTER 8

ALTERNATIVE USES FOR THE COUNCIL'S RESOURCES

The enabling legislation of the Council on Wage and

Price Stability directs the Council to carry out a number
of activities: 1/

~-to conduct industry studies;

~-t0o work with labor and management to improve
the structure of competitive bargaining;

~-to improve wage and price data bases;

~--to conduct public hearings on specific
inflationary problems;

~--to focus attention on the need to increase
productivity;

~-to monitor the economy as whole;

--to review programs, policies, and activities
of the Federal Government for unwarranted
inflationary impact;

--to intervene and participate in rulemaking and
other procedures of the Federal Government; and

--to review and analyze the effect on the United
States economy on a number of domestic and
international economic issues.

Since October 1978, the Council has devoted the majority
of its resources to developing a set of pay and price stand-
ards and to monitoring the behavior of indjvidual firms. For
example, only 22 staff members are assigned to evaluate Gov-
ernment regulations and no one is primarily responsible for
evaluating the methods to increase productivity. Moreover,
even if the staff were to be increased to 637 as proposed,
the Council does not plan any increase in either the Govern-
ment regulation or productivity area. )

As we have already noted, the voluntary wage and price
program has had no perceptible effect on inflation. On the

1/ The complete text of the Council on Wage and Price
Stability Act, as amended, is found in appendix 1IV.
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other hand, the Council can make a genuine contribution to
the Nation's economic health by pursuing several of the other
mandates given it by the Congress. For example, an important
service the Council can provide to the Administration is to
gather information necessary for enlightened decisionmaking.
The Council's studies of particular industries, as well as
the overall state of the economy, can provide valuable infor-
mation. In addition, improving wage and price data bases
would benefit analysts and policymakers alike. Other areas
where the Council's resources would be employed usefully are
productivity and Federal regulation. Although none of these
measures promise much short-run relief from recent high rates
of inflation, they would contribute significantly to the kind
of long-run policies needed to restore price stability.

IMPROVING PRODUCTIVITY HAS
RECEIVED LITTLE EMPHASIS

Since 1960, productivity has grown less in the U.S. than
in any other major developed country. In the 1970s, the in-
crease in U.S. productivity fell far below the post-World
War II trend. Recognizing the situation, the Congress, when
it established the Council in 1974, included a requirement
that the Council focus attention on the need to increase pro-
ductivity. This requirement was reemphasized in the 1979
aniendments, which directed the Council to:

--consider the need to stimulate productivity; and

--review its policies on promoting productivity
growth and report the results to the Congress.

Our report to the Congress 1/ discusses the Council's
limited efforts to meet this mandate. The report noted that
the Council believes its principal contribution to improving
productivity should be restoring a stable, noninflationary
business environment through an effective anti-inflation pro-
gram and, in addition, commenting on the cost of proposed
Government regulations. As a result, the Council's efforts
center on monitoring wages and prices and reviewing a limited
sample of Federal regulations. Our report indicates that the
Council has done little to stimulate productivity growth in
formulating pay and price standards, identifying specific
productivity problems, or preparing reports recommending par-
ticular solutions to these problems.

l/U.S. General Accounting Office, "The Council on Wage and
Price Stability Has Not Stressed Productivity in its Efforte
to Reduce Inflation," FGMSD-81-08, October 16, 1980.
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The importance of improving productivity was recently
reemphasized by the House Committee on Banking, Finance and
Urban Affairs in its May 15, 1980 report (no. 96-972) on the
extension of the Council's authorization. That committee
proposed a requirement that the Council establish a group
primarily responsible for evaluating productivity problens.
Whether or not this provision is eventually established in
law, we believe the Council should consider expanding its
efforts in this area.

EVALUATING GOVERNMENT REGULATIONS--
A VALUABLFE SERVICE THAT SHOULD BE
EXPANDED

The Council is responsible for evaluating the cost-
effectiveness of Government programs and regulations. As
only 22 staff members are assigned to this area, the Council
must allocate its resources on a highly selective basis,
limiting indepth analyses to regulations that appear most
likely to have a detrimental effect on the economy. 1In
addition to regulations which set precedents or involve
barriers to competition, the Council targets, for review,
regulations that have estimated compliance costs in excess
of $100 million. These high-cost regulations are generally
accompanied by a cost-benefit analysis prepared by the pro-
posing agency.

In addition, the Council provides analytical support
for the Regulatory Analysis Review Group, an interagency
group composed of representatives from all executive branch
economic and requlatory agencies, which is responsible for
improving the quality of Federal regulations. While the
Council may alert the Review Group to developments on partic-
ularly important proposals from independent agencies, the
two groups never intervene in the same proceeding. During
the 17-month period ending June 3, 1980, the.Council and the
Regulatory Analysis Review Group analyzed 76 regqulatory pro-
ceedings, 36 of which involved high-cost regulations. A
complete list of these regulatory reviews is included as
appendixes V and VI of this report.

Although high compliance costs were an important criter-
ion for review in 36 cases, the remaining requlations were
selected because they:

--gset a noteworthy precedent that will influence
subsequent rulemakings;

--involved barriers to competition, such as rate or entry
restrictions; or
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--had other potential problems, such as effects on
productivity, inadequacies in the proposing agency's
cost analysis, or significant impacts on a certain
industry.

Using these criteria, the Council tries to cover a wide
spectrum of Federal regulations, from environment to inter-
national trade. Table 16 shows the regulatory proceedings
reviewed by the Council and Regulatory Review Group during
the 17 months ending June 3, 1980, by subject area and reason
for intervention.

Table 16

Breakdown of the Regulatory Interventions by
the Council and the Regulatory Analysis Review Group
January 1, 1979 to June 3, 1980

Main reason for intervention

Subject Cost Precedent Competition Other Total
Agriculture 1 1
Communications 1 1 2 4
Energy 15 2 17
Environment 15 3 5 23
Financial 2 1 3
International

trade 1 1 2
Transportation 16 2 18
Product safety

and quality 2 2
Other 2 . 2 2 _6

TOTAL 36 4 2 13 76

As shown in the table, high compliance cost was the
selection criterion for 36 regulatory interventions, 9 of
which were the responsibility of the review group. Staffing
and other factors limited the Council's interventions to
27 (18 percent) of the estimated 150 new Federal regulations
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having compliance costs in excess of $100 million. Addition-
ally, the Council either does not evaluate (or conducts very
limited evaluations of) existing regulations, those with
estimated compliance costs less than $100 million, and those
developed by several important agencies, including the Internal
Revenue Service and the Securities and Exchange Commission.

While the Council did not comment on about 80 percent
of the new, high-cost regulations (compliance costs over
$100 million) issued during the 17-month period, representa-
tives of the Council indicated that it does perform at least
a cursory review of all these regulations. Generally, this
review consists of an analyst examining the regulatory analy-
sis accompanying the proposed regulation. If the reviewer
does not identify a major problem or a more cost-effective
alternative, no further analysis is performed.

For example, the Council has not been extensively
involved in the decontrol of domestic crude oil prices and
the supporting series of regulatory steps imposed by the
Department of Energy. The President's decision to phase out
controls over a 2-year period and to request a windfall prof-
its tax was made after extensive consultations among all of
his key advisors, including the Council chairman. Because
the Council believes that decontrol is less inflationary than
continued controls in the long run, it has not intervened
in most of the long series of regulations designed to imple-
ment this policy.

Another example is the motor gasoline "tilt" rule, which
increased the allowable costs refiners could include in cal-
culating the cost of gasoline production. Since the ceiling
price for gasoline is determined on the basis of a cost pass-
through, this permitted refiners to charge a higher price
for gasoline than would have been possible using the previous
formula for calculating such costs. Thus, under Department
of Energy regulations, the "tilt" rule allowed firms to in-
crease their profitability because, while the price of gaso-
line was tied to its costs of production, the prices of other
refined products such as residual and distillate fuels were
not. The "tilt" rule is completely independent of the Coun-
cil's standards. The introduction of the "tilt" rule in-
creases a refiner's allowable profit under the Department
of Energy price regulations, but not under the Council's price
and profit standards. After reviewing the Department of
Energy's regulatory analysis, the Council staff chose not
to comment on the proposed rule.

The Council helped develop the President's proposed oil
import fee earlier this year. Under this proposal, the
President wanted to shift the burden of that fee entirely
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onto gasoline production, through an "entitlements system”
similar to the crude o0il entitlements system for price-
controlled domestic crudes. The Council believed that al-
though, in the short run, gasoline prices would have increased
and inflation would have been slightly exacerbated, reduced
imports over the long run would have made the economy more
resistant to the inflationary effects of OPEC price increases.

In its response to our draft report, the Council claimed
that we erroneously implied that developing and monitoring
the standards resulted in de-emphasizing regulatory interven-
tion and economic analysis. The Council noted that it cur-

rently devotes more resources to these areas than it did prior
to establishing the standards. However, prior to the an-

nouncement of the standards, the Council had a staff of only
39. Our draft did not imply that these functions have been
de-emphasized. We only pointed out that relative to its cur-
rent size, the Council devotes only a small percentage of its
resources to these areas.

CONCLUSIONS AND RECOMMENDATIONS

Since the October 1978 inception of the voluntary wage
and price program, the Council has devoted most of its re-
sources to developing the standards and to monitoring individ-
ual pay and price decisions for compliance. Even in the case
of regulatory review and intervention, the activity other
than the wage and price standards most energetically pursued
by the Council, only 22 staff members out of the more than
230 full-time staff currently work in this area.

We continue to believe that a larger portion of the Coun-
cil's resources should be reallocated to its mandated activi-
ties besides the voluntary standards. Although the Council's
mandate is broad and includes several productive avenues of
endeavor, three stand out because of current interest and
long-term usefulness. We do not recommend these changes in
the belief or expectation that they will provide a substantive
reduction in inflation in the near term, but rather because
they are worth doing and, to a large extent, are not the direct
responsibility of any other Government agency.

First, we feel that the Council should continue to col-

lect and analyze information about specific industries and
the economy as a whole. Such information is invaluable for

policy decisionmaking. The Council, with its experience and
industry contacts, is uniquely capable of carrying out this

assignment.
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Second, the Council should devote more of its resources
to studying productivity. The Council staff should expand
its study of current productivity trends, their causes, and
ways in which the Government can encourage increased pro-
ductivity growth.

Finally, the Council's excellent efforts to review
Federal regulations and to intervene where appropriate in
rule-making proceedings should be expanded. We believe,
along with the Council chairman, that an important contribu-
tion has been made in this area, and that an expanded effort
will yield greater results in the future. With the increasing
complexity and size of both the economy and the Government,
it is vitally important that some group other than the issuing
agency be involved in the regulatory review process. In addi-
tion to reviewing a larger selection of new regulations, in-
creasing resources devoted to this activity may allow the
Council to begin examining some existing regulations as well.

By rechanneling and refocusing its efforts into these
three areas, we believe that the Council can both satisfy
its legislative mandate, and provide a significant contri-
bution to the economic health of this Nation.
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CHAPTER 9

CONCLUSIONS AND RECOMMENDATIONS

This report addresses the question, "Have the pay and
price standards administered by the Council on Wage and Price
Stability been effective in restraining inflation?" To answer
the question we reviewed the case for wage-price guidelines
to learn how the policy was expected to work and the problems
which it needed to overcome to be effective. This review sug-
gested criteria which were useful in evaluating the effective-
ness of the standards. Our conclusion, based on carefully
examining the evidence, is that the standards have had no
discernible effect on the rate of inflation.

The Council on Wage and Price Stability lacks the statu-
tory authority to impose mandatory controls on pay and prices.
Its standards are voluntary. However, the Council has used
sanctions to encourage compliance with the standards. Although
we were unable to detect a restraining effect of the Council's
guidelines on economy-wide measures of wages and prices,
there are a number of cases in which actions by the Council
have influenced the pricing decisions of individual business
firms. For this reason, and because the Council devotes
the bulk of its resources to monitoring compliance with the
guidelines, we also investigated the design of the standards,
the administration of the monitoring effort, and the sanctions
available to encourage compliance.

We believe the Council on Wage and Price Stability can
perform valuable services in several areas related to the long-
run policies needed to end inflation. Most notable are its
efforts at regulatory review and intervention. These efforts
could be strengthened and extended if additional resources

were allocated to it.

The Council is only one agency involved in the anti-
inflation effort. Monetary and fiscal restraint are essential
ingredients of an effective anti-inflation policy, as the
Council itself has often stated, but some activities of the
Council could provide a useful complement to conventional
demand management policies. By monitoring prices and related
economic developments, the Council can focus public attention
on various economic problems while helping to maintain the
pressure to arrive at the best policies to deal with inflation.
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THE PAY AND PRICE STANDARDS
HAVE YET TO PRODUCE A DISCERNIBLE
EFFECT ON THE RATE OF INFLATION

When the standards were announced in October 1978, the
goal of the program was to assist monetary and fiscal policies
to lower the rate of inflation gradually. During the first
year of the program, the inflation objective was 6.5 percent,
a modest reduction compared to the actual rate of inflation
in 1978. An explicit inflation objective was not announced
for the second year of the program, but universal compliance
with the second year price standard would have produced a rate
of inflation no higher than that prevailing at the beginning
of the program.

Another announced goal of the standards was to prevent
the recession that normally accompanies a decrease in the rate
of inflation. The initial effects of monetary and fiscal re-
straint normally fall more heavily on output and employment
than on prices and wages. If the standards had been effec-
tive, this normal pattern would have been avoided. Inflation
would have been restrained without recession.

The main requirement for an effective program of volun-
tary wage-price guidelines is a public conviction that the
guidelines, in concert with the other elements of anti-infla-
tion policy, will actually produce a break with previous in-
flationary trends. In short, the program must be credible.
If it is not, wage and price setters will have little in-
centive to modify their pricing decisions.

A lack of credibility can be masked by an appearance of
compliance. If the standards are sufficiently flexible to
permit wage and price setters to continue in their normal pat-
terns of behavior while appearing to comply, then compliance
does not produce a modification in prices ot wages. However,
if the program has been effective, evidence of that fact
should be present in the statistics measuring prices, wages,
and unemployment.

We believe three questions are useful in analyzing the
statistical evidence to determine whether a program of wage
and price guidelines is effective:

--Did the rate of inflation decline after the guidelines
were established?

--Was a recession avoided during the program?
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~--Is there a wide range of econometric evidence showing
a statistically significant effect of the program on
the rate of increase in wages and prices?

The first two questions relate both to the announced
goals of the program of voluntary pay and price standards and
to the effect the standards may have had on inflation expec-
tations. If the answer to either question is yes, that would
indicate that the program had been effective. If the answers
are no, then the prospect that a decisive shift in inflation
expectations has occurred is much less. Without such a shift,
the program's credibility, and hence its ultimate effective-
ness, is doubtful.

Since the standards were established, there has been a
marked acceleration in the rate of price inflation. The
Consumer Price Index has risen at an average yearly rate of
approximately 13 percent. By comparison it rose an average of
7.5 percent a year during the 2 years prior to the announce-
ment of the standards. Other broadly based price indexes re-
veal a similar pattern. All have been rising more rapidly
since the standards were announced.

In the second and third quarters of 1980, the rate of
inflation declined compared with the peak rate of increase
in prices reached during the first 3 months of 1980. However,
this decline was accompanied by a sharp drop in output and
a large increase in unemployment. The standards have not
prevented the recession that normally accompanies a break
in the upward trend of inflation.

Thus, the answers to the first two questions posed above
are no. However, the possibility remains that inflation might
have been still higher than it was. The Council claims that
because of the standards, inflation was somewhat lower than it
otherwise would have been, and that in this sense the stand-
ards were effective. As one might expect, such estimates are
sensitive to the assumptions embodied in their construction.
The only systematic way to make such estimates is through
econometrics, a set of statistical techniques for measuring
and analyzing economic activity. The Council bases its claim
that the standards had a modest effect on inflation on econo-
metric estimates.

In our own work we studied variants of the econometric
models used by the Council and other models that we believe
better represent both economic theory and actual experience.
On the basis of generally accepted statistical tests, we found
no significant deviation from historical patterns of wage and
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price determination during the period of the voluntary stand-
ards. We believe a careful sifting of the econometric evi-
dence provides no basis for the Council's claim that the
standards were effective.

On all three criteria we found no evidence that the
Council's pay and price standards made any contribution to
the reduction of inflation. Although the standards have

been in place for 2 years, and they have been supported by
the President and revised by the Council, their effective-
ness has not noticeably increased. It might be argued, if
this were the first experiment with wage price guidelines,
that additional time was needed to realize their potential,
but this is not the first experiment. Similar policies have
been tried many times before both in the United States and
elsewhere. The record shows clearly that whenever such pro-
grams appear to be effective, it is in the earliest phases

of their existence. Their effectiveness does not increase
with time. 1If the standards are extended for a third program
year, it is highly unlikely that they will be any more effec-
tive than they have been until now.

INEQUITIES IN THE
DESIGN OF THE STANDARDS

Although the standards administered by the Council on

Wage and Price Stability are voluntary, they have been spelled
out in great detail. The only comparable body of detailed

peacetime regulations governing pay and prices is the program
of mandatory controls adopted in the early 1970s. As is true
of any set of regulations that attempts to control prices and
wages in our complex economy, the standards contain a number
of potential inequities.

In our investigation, we discovered five examples of in-

equitable treatment in which the standards apply unfairly to
different groups of firms or workers:

--Hospital costs and physician fees are treated more
leniently than other prices and wages.

--Cost-of-living adjustment clauses are valued at an

unrealistically low rate of inflation, understating,
for compliance purposes, the pay of workers whose

contracts include such clauses.

--Relaxing the pay standard in the second year of the

program has not been accompanied by a parallel mod-
ification of the price standard, putting firms at a

disadvantage.
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--The profit margin limitation calls for a reduction
in the real profits of complying businesses.

--The standards permit companies with the appropriate
records and accounting resources to subdivide into
separate reporting units which could permit larger
increases in price and profits than are possible for
firms not similarly situated.

A voluntary program of wage-price guidelines is not likely
to produce the shortages and strikes which frequently occur
when wage and price standards are mandatory. However, even a
voluntary program can produce some of the negative side ef-
fects of wage and price controls. Guidelines, especially when
they are revised at frequent intervals, make investment plan-
ning more uncertain. If the guidelines are monitored, the costs
of monitoring are incurred. Real inequities arise when some
firms and unions comply with the standards while others do
not. Also, the possibility exists that policymakers may mod-
ify other elements of anti-inflation policy in the hope that
the standards will be effective. If that hope is misplaced,
inflation may be worse as a result of the program. The stand-
ards may also create incentives that threaten the long-term
prospects of effective anti-inflation policy. For example,
the current standards create a clear incentive for unions
to bargain for cost-of-living-adjustment clauses in their
contracts. Because such indexing makes inflation more diffi-
cult to control, the standards embody a perverse incentive.

MONITORING THE STANDARDS
AND SANCTIONS TO ENCOURAGE

COMPLIANCE

The Council on Wage and Price Stability does not have the
resources to monitor the compliance of all the business firms
and employee groups covered by the standards., It has concen-
trated its monitoring efforts on large firms. Originally,
only firms with over $500 million in annual sales were moni-
tored routinely. The threshold has since been lowered to $100
million. However, aside from administrative convenience, the
Council has never presented an economic rationale for this
method of allocating its monitoring resources. For example,
it has never presented any evidence that firms with sales in
excess of the threshold are more responsible for inflation
than those whose sales fall below it. Moreover, there is no
Clear link between monitoring and compliance in the absence
of a more vigorous enforcement effort.

Only two sanctions have been used to encourage compliance

with the Council's standards. Firms and employee groups which
the Council identifies as out of compliance are publicized,
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and firms wishing to do business with the Government are
requested to sign a statement indicating their intention to
comply with the standards. Firms which fail to comply can be
denied Government contracts in excess of $5 million, but we
were unable to discover any firm which was denied a contract
for this reason.

The sanction of bad publicity has surely had an effect on
certain firms, but there is no evidence to indicate that its
use has produced significant changes in the way the vast ma-
jority of business firms price their products. Only 23 firms
were identified as noncompliers in the first 18 months of the
program, and only a limited amount of publicity attended their
disclosure. Several firms stated they were unconcerned by the
publicity resulting from their identification as noncompliers.

Also, little evidence exists that the procurement sanc-
tion has been effective in restraining price increases. Even
if a firm is out of compliance, a number of features of the
procurement sanction would still permit the firm to continue
doing business with the Government.

--The sanction only applies to that division of the
company out of compliance with the standards. Other
divisions of the same company may continue to receive
Government contracts.

—--Contracts for less than $5 million are not affected
by the sanction.

-~-The firm can receive a waiver for reasons of national
security, public safety, or extreme urgency.

Considering the limitations on the sanctions available
to the Council to encourage compliance with the standards, it
is difficult to believe that many firms have felt the neces-
sity of behaving in a way contrary to their own perceived best
interest.

OTHER ACTIVITIES OF THE COUNCIL

The public law establishing the Council mandates several
activities, among them industry studies, productivity encour-
agement, the review of Government activities, and regulatory
intervention. Since the introduction of the wage and price
program in October 1978, only a small fraction of the Coun-~
cil's resources has been devoted to these activities. Twenty-
two staff members are assigned to regulatory review activities
and none has a primary assignment in the area of productivity.
Other activities of the Council are carried out only as ad-
juncts to the monitoring effort.
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RECOMMEMDATIONS TO THE
CHAIRMAN OF THE COUNCIL

ON WAGE AID PRICE STABILIPY

We recommend that the Council re-focus its efforts in
monitoring inflation and reallocate some of its resources
to higher long-term payoff areas. Currently, the Council's
highest priority is on short-run measures designed to tempor-
arily restrain increases in prices and wages. We were unable
to discover any convincing evidence that the Council has been
effective in pursuing this short-run objective. 1In addition,
the Council has devoted a small fraction of its resources to
longer-run objectives. We believe its potential for success
here is much greater and could benefit substantially from an
increase in resources. We believe the Council should place
its highest priority on long-run measures to promote economic
efficiency by pursuing several initiatives enumerated below.

First, the Council should continue to collect and analyze
information about the economy and, where appropriate, about
particular industries. Such information can be helpful in
many areas of policymaking. The Council's lndustry contacts
should provide a valuable resource in economic policy deliber-
ations.

Second, a greater portion of the Council's resources
should be devoted to the study of productivity, including the
analysis of current trends and ways in which the Government
can have a positive effect on productivity growth.

Finally, the Council should substantially increase the
portion of its resources allocated to the review of Federal
regulations, programs, and policies. The real contribution
the Council has made in this area can be increased by expand-
ing its efforts. Given the size and complexity of both the
economy and the Government, it is very important that some
qroup, other than the issuing agency, be involved in the
regulatory review process.

RECOMMENDATIONS TO THE CONGRESS

Inflation has been a severe problem throughout the 1970s.
The problem persists today and is likely to continue well into
the 1980s. We believe that it is important that specific
attention be given by the Federal Government to this serious
economic problem. We recommend that the Congress reauthorize
the Council on Wage and Price Stability for another year to
- give specific attention to the chronic inflation problen.
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In recent testimony before the Congress, a number of ex-

- perts, including a former Director of the Council on Wage and
- Price Stability, discussed the possibility of abolishing the

voluntary pay and price standards. Most recently, the Council
itself, when it requested comment on the extension of the
voluntary wage and price program into a third program year,
raised the possibility of letting the voluntary standards
lapse. Based upon our findings that the Council has had no
discernible effect upon inflation, we believe that the Congress
should consider alternatives to the present system of voluntary
standards.

Some may fear that such a step would be a signal that the
Government is no longer serious about ending inflation. 1If
the standards were the only or even the primary policy instru-
ment available to the Government for controlling inflation,
this fear might be justified. But the standards are not. The

~major responsibility for controlling inflation rests with the

Federal Reserve System's monetary policy and with Government's
fiscal policy. The Council's standards have a supporting role.
There is no convincing evidence that they have bheen effective
in this role, and there is no reason to believe that if the
program is extended they will become more effective. Not
extending the voluntary controls might be seen as a signal of
greater realism in the struggle against inflation, rather than
an indication that the struggle hal been abandoned.

Based upon the findings of this study, we recommend that
the Congress re-focus the efforts of the Council to those areas

- where there are likely to be higher long-term payoffs in the

fight against inflation. 1In particular, we recommend that
Congress should have the Council do the following:

~-continue to collect and analyze economic data about
inflation and industry problems;

~-devote resources to the study of productivity; and
~-increase the resources devoted to regulatory review.

In devising its anti-inflation program,/ the Congress
needs to consider all the ingredients as partE of a package.
Monetary and fiscal restraint are essential ingredients of such
a package, and the efforts of the Council should complement
those two activities. By shifting its efforts to longer-run
concerns, we believe that the Council could better contribute
to the overall success of the anti-inflation program.
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AGENCY COMMENTS

The Council on Wage and Price Stability and the Office of
Management and Budget (OMB) formally reviewed a draft of this
report. In his letter to us, the Council's Chairman stated
that the draft was essentially an ideological polemic against
all forms of incomes policy based on the preconception that
changes in aggregate demand are the sole determinant of the
behavior of the price level.

According to the Chairman, it was inappropriate for us to
consider whether the rate of inflation declined in evaluating
the effectiveness of the pay and price standards. Ile believes
this is an example of the post hoc ergo propter hoc fallacy. 1/
e describes our discussion of determining the price level
through the interaction of aggregate demand and aggregate
supply as mistaking tautology for causation. At various
other points he characterizes our analyses as casual, sopho-
moric, and simple-minded. The Chairman's letter to us is in
appendix VII.

‘The Chairman misrepresents our report. At no point do we
argue that the Council's standards were destined to fail be-
cause incomes policy can not deal with the fundamental causes
of inflation. Our discussion of the macroeconomic determi-
nants of the price level referred only to the shortcomings in
the Council's preferred measure of inflation, the so-called
"underlying rate of inflation." It was not intended nor does
it imply that the voluntary pay and price standards were un-
able to produce an effect on the rate of inflation. Our posi-
tion is that the standards could have been effective if they
overcame certain intractable problems.

The most important of these problems is gaining credi-
bility for the anti-inflation program. As the Chairman has
pointed out on a number of occasions, the voluntary pay and
price standards can only be effective if the 'public believes
they can. The evidence we reviewed provides no indication
that this problem has been solved. MNeither the Chairman's
letter nor the detailed comments we received from the Council
and OMB address this fundamental issue. However, without a
strategy to gain credibility, the program's prospects for
eventual success are highly doubtful.

l/Literally, "after this, therefore necessarily because of
this." To assume causation when two events happen to-
gether is to commit this fallacy.
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As a result of the Council's comments, subsequent meet-
ings with Council officials, and the comments of our outside
reviewers, we modified the title and tone of the report. We
revised our statement that the Council's standards had been
ineffective to state that we had found no evidence that the
standards had been effective.

The detailed comments of the Council are in appendix IX.
Our responses are in appendix VIII and at various points

throughout the report.
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APPENDIX 1T APPENDIX I

SENJAMIN .. W FHTHAL, NY., CHANIMAN LYLI WILLIAMY ON10
BODOMY o MAY L, AR, JIM SEY PR G, LANS,
AGCE Y AN o d b, JOLL LI 7 AND, IND.

VERMANG 011 fataARIn AL NINETY-SIXTH CONGRESS —

Mo COMYE O, B e,
ELLIOTT M. LLViTah, GA,

Congress of the @Wuited States

Thouse of Repregotatives

COMMERCE, CONSUMER, AND MONETARY AFFAIRS
SUBCOMMITTEE
OF THE
COMMITTEE ON GOVERNMENT OPERATIONS

RAYBURN HOULE OFFICE BUILDING, ROOM B-377
WASHINGTON, D.C. 20518

December 20, 1979

Hon. Elmer B. Staats
Comptroller General
General Accounting Office
441 G Street, N.W.
Washington, D. C., 20548

Dear Mr, Staats:

The subcommittee is continuing its investigation into the administration
by the Council on Wage and Price Stability (COWPS), of its price guidelines and
related programs pertaining to petroleum and petroleum products. We are aware
of your ongoing work concerning COWPS based on several discussions between my
staff and the GAQ staff. We are interested in that effort and hope that your
final report will be available in the summer of 1980 in time for consideration
with the renewal of the COWPS legislation in the fall.

The GAO report should fully discuss whether COWPS has been effective in
defining, interpreting, monitoring, and enforcing wage and price policies. It
should examine how adequate these policies are to stem inflation, and whether
COMPS is an organization capable of carrying out its role.

It is especially urgent that GAO look into the effectiveness of the guide-
lines, regulations, and standards issued by COWPS in limiting the rapid price
increases of crude o0il and petroleum products. It would serve the needs of the
subcommittee if GAO could prepare to testify on the following questions early in
the next session, not later than the end of February:

1.  Which phases of an oil company's operations are covered by COWPS standards;
which are excluded? Can an o0il company's operations in other (non-oil)
areas be included for reporting purposes under COWPS standards? Are the
lack of distinctions or adequate definitions practical in attempting to
carry out a wage-price stability program?

2. Are the COWPS guidelines and monitoring of energy firms adequate to
identify and contain inflationary pressures brought about by energy
firms?

3. How strong is the COWPS cormmitment to holding down petroleum and petro-
Teum product prices as evidenced by (a) COWPS policy statements, (b)
effective guidelines, (c) strict enforcement, (d)} timely action, (e)
effective communication with the o1l companies, () imposition of COWPS
sanctions, and (g) other indicators?

132

MasomiTy-- {207) £28-4437



APPENDIX I APPENDIX
Hon. Elmer B. Staats 2 December 20, 1979
4. What alternatives to current COWPS procedures exist that might be more

effective in containing inflationary pressures due to energy firms? What
are the strengths and weaknesses of these alternative methods?

Does the Department of Energy's and COMPS' authority with respect to the
pricing of petroleum and its products overlap in words and practice? What
are the distinctions between the Department of Energy's and COWPS authority,
practice and operations? Compare the effectiveness and omissions of both
operations and determine whether it would be advisable to have all such
price controls and guidelines centralized in one agency?

I

If you have any questions, kindly contact subcormittee chief counsel, Herschel
F. Clesner.

Sincerely,

BenJ min S Rosentha]
Cha rman

BSR:bb
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EDWARD M. KENNEDY
MASSACHUSETTS

Alnifed Diates Denafe

WASHINGTON, D.C. 20310

June 19, 1980

The Honorable Elmer B. Staats
Comptroller General

General Accounting Office

441 G Street

Washington, D.C. 20548

Dear Mr. Staats:

It has come to my attention that the General Accounting
Office is conducting a comprehensive analysis of the activities
of the Council on Wage and Price Stability. Several aspects
of the Council's work which particularly concern me are, ac-
cording to conversations at the staff level, not directly ad-
dressed by your study in its current form. I, therefore, am
requesting that you include answers to the following questions
as part of your report on COWPS:

1) What criteria does the Council follow in allocating
its resources?

In answering this question, please include the following:

-- A list of all the major activities of the Council.

-- The Council's estimate of the personnel, funds, and
other resources assigned to conducting each of those
activities.

-- The Council's estimate, if any, of the amount of inflation
attributable to the problem addressed by each activity.

2) With respect to the activities of the Council's
Regulatory Analysis Review Group in particular, what criteria
does this group follow in allocating its resources?

In answering this question, please include the following:

-- A list of all the regulatory proceedings that the
Council has targeted for comment, categorized so that
one can compare the amount of Council time spent ad-
dressing health and safety with the time spent addressing
economic regulations (rate-setting, e.g.).
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-- The Council's estimate of the personnel, funds, and other
resources assigned to preparing each of these comments.

-- The Council's estimate of the amount of inflation attri-
butable to the regulatory proceeding addressed by each
comment,

-- The Council's explanation of why it does not comment on
various regulatory decisions that have significant infla-
tionary impacts -- e.g., DOE's gasoline TILT rule, DOE's
proposed use of the entitlements system in support of an
0il import fee, or DOE's decision to decontrol various
categories of oil and gas.

3) Does GAO believe that the Council's criteria for allocating
its resources, if any, results in the assignment of the most
resources to addressing problems with the most significant infla-
tionary impact? ‘

I strongly believe that a thorough analysis of the Council
should include answers to these critical questions. Please contact
Mr. Jim Cubie (224-2993) or Mr. David Moulton (same) if Yoy have

-
-

any questions about this request.

Edward M. Kennedy
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STATISTICAL APPENDIX

This appendix describes in detail the econometric
techniques employed and discusses the technical problems en-
countered in attempting to obtain statistical estimates of
the effectiveness of the standards. The regression results
underlying the discussion in chapter 4 are presented, as well
as some additional tables and regression results to further
substantiate our claims. A detailed description of the data
used in our statistical analysis is also included.

ECONOMETRIC TECHNIQUES

The statistical estimates in chapter 4 are the result
of applying ordinary least squares to wage and price equa-
tions of the general form given by equations (1) and (2).
The principle of ordinary least squares estimation involves
estimating the parameters of a linear equation by minimizing
the sum of squared deviations of the observed values of the
dependent variable from their mean. In simpler terms, this
means fitting a line through the observed values of the data
to obtain the "best" fit of the relationship between the
dependent variable, such as w in equation (1), and the explan-
atory variables such as U and pe.

The estimates of the coefficients obtained by ordinary
least squares are probabilistic in nature. The equations we
are estimating are not mathematical identities or physical
laws of nature but rather behavioral economic relations for
which some randomness or unpredictability is inherent. Spe-

"cifically, this means that the relationship embodied in an

equation such as (1) is actually:
W=a+bU + cp© + E (1)

where E is an unobservable random disturbance term. Hence,
there is a probability distribution associatéd with each of
the estimated coefficients. The statistical inference under-
taken in this appendix involves using the estimates of the
coefficients along with the estimates of the probability
distribution of the coefficients (in particular, the standard
error) to determine whether particular coefficients are sig-
nificantly different from zero, and to provide confidence
intervals for the estimated coefficients to indicate the
reliability of any given point estimate. Valid statistical
inference can only be undertaken if E is truly random and
this will not be the case if the systematic part of the
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equation is misspecified and/or erroneous data are used. 1/
Thus, when one suspects that there are problems with both
specification and data, as with the wage and price equations
discussed in chapter 4, one must be cautious in interpreting
the results of the statistical analysis.

Testing for the Effectiveness of the Standards

As mentioned in chapter 4, two related techniques are
used to test for the standards' effectiveness: the use of a
dummy variable designed to pick up the influence of the stand-
ards and the simulation of equations estimated with pre-
program data for the period in which the standards were in
effect. The dummy variable technique involves fitting the
relevant wage and price equations by adding an explanatory
variable that has a value of zero for all pre~program periods
and 1 for all periods during the program. An equation such as
(1) would become:

W=a+ bUu + cp® + a4z (2)

where Z is dummy variable representing the effect of the stand-
ards. Technically, the use of the dummy variable to estimate
the influence of the Council hypothesizes that the standards
shifted the intercept term such as "a" in (2). Thus, if one
suspects that the standards may have influenced the magnitude
of coefficients other than the intercept, then the dummy vari-
able technique is inappropriate. The interpretation of the
sign and magnitude of the coefficient d is that if the stand-
ards held down the rate of wage inflation, then d must be
negative, and if 4 is, say, -1.0, then this indicates that the
standards have reduced the rate of wage inflation by one per-
cent on average since their inception. The test of whether
the standards had any measurable negative effect involves

a one-tailed t-test of the hypothesis that the coefficient

of the dummy variable is equal to zero. This presupposes

that the dummy variable only reflects the influence of the
standards, and therefore, the only two meaningful hypotheses
are that the coefficient is equal to zero or it is negative.
However, as is apparent from tables 3, 4 and regression
synopsis 15, the coefficient is at times positive and sig-
nificant at the 10 percent level using a two-tailed test.

l/This is not a rigorous definition of the conditions under
which the regression estimates of the coefficients and
standard errors are consistent. Essentially what is re-
quired is that the disturbance term must be independently
and identically distributed with zero mean and be con-
temporaneously uncorrelated with the explanatory variables.
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This is not to imply that the standards are responsible for
any unexplained acceleration in inflation, but rather that
the variable representing the standards may be picking up
other influences. This suggests that the appropriate test
may be whether there was a significant break (positive or
negative) with past behavior. Nevertheless, in our statis-
tical revnorting we primarily use a one-tailed test but occa-
sionally report two-tailed test results, when of interest.

The simulation technique involves fitting the relevant
wage and price equations with pre-program data and then using
the estimated equations to predict the rates of wage and price
inflation based on the actual observations of the explanatory
variables. By calculating the predicted rates of inflation
one may be able to ascertain what would have occurred in the
absence of the standards. By comparing the actual versus
the predicted rates of inflation, one can obtain a measure
of the Council's effectiveness. However, since in general
there will be a difference between the actual and predicted
rates of inflation, to test whether the standards were effec-
tive we must determine whether this difference is signifi-
cantly different from zero.

A final word of caution is needed in using either the
dummy variable technique or the simulation technique. Each
is only valid if the original model is properly specified
so that insofar as there are missing or mis-specified explan-
atory variables, the results will be bhiased.

DATA

All regression results use quarterly time series data.
Data were collected for the relevant variables from 1964:2
to 1980:1. The significance of the base date 1964:2 is that
the Council in its own econometric investigation estimated
its wage equation with data from the interval 1964:2 to 1980:1
and its price equation for the interval 1967:2 to 1980:1.
To allow for comparison our regressions are estimated for
the same time period. The following alphabetical list of
data includes a brief description and source.

Symbol Definition of Source
CHAHEINDEX Percentage rate of change in average

hourly earnings of production and non-
supervisory workers, adjusted for over-
time and interindustry shifts in employ-
ment (seasonally adjusted excepnt for
COWPS equation - Regression Synopsis

1l). Bureau of Labor Statistics.
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Symbol
CHNDEVPROD

CHFARMPRICES

CHFUELPRICES

CHMINWAGE

CHMORTINTRATE

CHPC

CHPGDPNF

CHTRENDULC

APPENDIX III

Definition of Sources

Percentage rate of change in the ratio
of actual output per manhour to the
trend value of output per manhour,
using seasonally adjusted data for

the private, nonfarm economy. This
variable is based on a construction

by Robert J. Gordon.

Percentage rate of change in whole-
sale price index for farm products
(seasonally adjusted). Bureau of
Labor Statistics.

Percentage rate of change in whole-
sale price index for fuel prices
(seasonally adjusted). Bureau of
Labor Statistics.

Percentage rate of change in Federal
minimum wage. Employment Standards
Administration.

Percentage rate of change in effective
conventional mortgage interest rate
(new homes - combined lenders). Fed-
eral Home Bank Board (not seasonally
adjusted).

Percentage rate of change in the
implicit price deflator for personal
consumption expenditures (seasonally
adjusted). Bureau of Economic
Analysis.

Percentage rate of change in the
implicit price deflator of the gross
domestic product-nonfarm business
sector (seasonally adjusted).

Bureau of Economic Analysis.

Percentage rate of change in standard
unit labor costs. Standard unit labor
costs are found by dividing a fixed
weight gross index of gross wages,
including fringe benefits and adjusted
for interindustry shifts and overtime
by the trend value of output per man-
hour. This variable is based on a
construction by Robert J. Gordon.
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Symbol
CHULC

CHWCMH

DUMMYCOWP S

Dt

ESP1

ESP2

GUIDEPOSTS

INFENERGY

INFUND

INVRU

MPDOT

APPENDIX ITI

Definition of Source

Percentage rate of change in the
index of unit labor costs for the
nonfarm sector (seasonally adjusted).
RBureau of Labor Statistics.

Percentage of change in the ratio
of the fixed weight gross wage index
to compensation per manhour. This
variable is based on a construction
by Robert J. Gordon.

Dumnmy variable for the standards
(1 for 78:4 to 80:1, 0 otherwise)

t =1,2,3. Seasonal dummy variables.

Dummy variable for phases 1 and 2
of Economic Stabilization program
(1 for 71:3 to 72:4, 0 otherwise)

Dummy variable for Phases 3 and 4
of Economic Stabilization Program
(1 for 73:1 to 74:2, 0 otherwise)

Dummy variable for Kennedy-Johnson
guideposts.

Percentage rate of change in the
consumer price index for energy.
Bureau of Labor Statistics.

Percentage rate of change in the
"underlying rate of inflation"--
consumer price index ‘excluding
food, energy, used cars, and home
purchase, finance, insurance, and
taxes. Calculated by Council on
Wage and Price Stability.

Inverse of the unemployment rate
for males, 25 to 54 years of age
(seasonally adjusted). Bureau of
Labor Statistics.

Percentage rate of change of producer
price index for crude materials for
further procesing. Bureau of Labor
Statistics.
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Symbol Definition of Sources

PDOT Percentage rate of change in consumer
price index (seasonally adjusted).
Bureau of Labor Statistics.

POSTCONTROL Dummy variable for post-Nixon con-
trols catch-up period (1 for 74:3
t0 75:2, 0 otherwise)

RUM25054 Unemployment rate for males, ages
25 to 54 (seasonally adjusted).
Bureau of Labor Statistics.

(UFK/PUFK) UFK is the ratio of real unfilled
orders to capacity in manufacturing
and PUFK is the trend value of this
ratio. This variable is based on
a construction by Robert J. Gordon.

ULC%TR Percentage rate of change in unit
labor costs; i.e., rate of change in
average hourly earnings minus the trend
rate of increase in productivity.
Calculated by the Council on Wage and
Price Stability.

UN Normalized rate of unemployment.
‘ This variable is based on a con-
struction by Michael Wachter.

REGRESSION RESULTS

The regression results underlying tables 4-9 and the
other estimates reported in chapter 4 are presented and
discussed in this section. A few supplementary tables and
regression results are included to further substantiate our
claims.

COWPS estimate of the effectiveness
of the pay standard

The estimates of the effect of the pay standard in table
4 are the result of estimating various wage equations based
on slight changes in specification of the wage equation esti-
mated by the Council. The equations are fitted for the
interval 1964:2 to 1980:1 with a dummy variable added to each
equation designed to pick up the influence of the standards.
The relevant regression results are in regression synopses
1-6 (all regression synopses are at the end of the appendix).
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Regression synopsis 1 reports the results obtained by
the Council in its own econometric investigation. In re-
gression synopsis 1, the Council used data that are not sea-
sonally adjusted for its dependent variable, but included
seasonal dummies to take account of seasonal effects. It was
our hypothesis that the use of seasonally adjusted or not
seasonally adjusted data would not matter very much and this
seems to be confirmed by our attempt at reproducing the Coun-
cil's estimates as seen in regression synopsis 2. The esti-
mated coefficients of regression synopses 1 and 2 are very
similar and both equations explain about 75 percent of the
variation in wage inflation. It is worth noting that the
hypothesis that the coefficients of the dummy variable in the
two equations are not significantly different from each other
is accepted at the 10 percent level.

The signs of almost all of the estimated coefficients in
regression synopses l-6 are as hypothesized and the equations
range from 74 to 79 percent in explaining the variation in
the rate of change in wages. The Durbin-Watson statistics
show no evidence of first order autocorrelation [this state-
ment is true about all of the regression synopses in this
appendix (see table 21) and hence will not be repeated].

The objections raised in the text of chapter 4 with re-
gard to the measures of labor market tightness and price
expectations used in this specification become clearer upon
inspection of the equations and the estimated coefficients.
The notion that the rate of change of wages only responds
to changes in the rate of unemployment and not to some meas-
ure of the level of the unemployment rate itself is not con-
sistent with either economic theory or previous empirical work
in this area. It is true that the rate of change of the rate
of unemployment has been used in recent research as an ex-
planatory variable in wage equations to account for the clock-
wise type loops observed in the data but noét as the sole meas-
ure of labor market tightness. 1/ 1In addition, the low sum
of the coefficients from the polynominal distributed lag used
to model price expectations for each of the equations in
regressions 1-6 (the sums range from .40 to .52) is not con-
sistent with either recent theoretical or empirical research.
This research suggests that the coefficient for price expecta-
tions should be much closer to unity. To the extent that

1/For a discussion of using the rate of change of the unem-
ployment rate is an explanatory variable in wage equations.
See J. Seater and A. Santomero, "The Inflation-Unemployment
Trade-off: A Critique of the Literature" Journal of
Economic Literature (June 1978).
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they sum to less than unity, it means that expected inflation
is only partially reflected in money wages.

To indicate the nrecision of the estimates, Table 17
presents 90 percent confidence intervals for the various
point estimates of the Aummy shown in Table 4. As should
hbe immediately apparent, the confidence intervals are rela-
tively wide which suggests that not too much emphasis should
he placed on the actual magnitude of the point estimates.
These confidence intervals cast further doubts on the claim
that the pay standard directly lowered the rate of wage in-
crease by 1.6 to 1.7 percent. Using the Council's own equa-
tion, a claim can be made that the pay standard appeared to
have an effect significantly different from zero but how much
of an effect remains unclear, given the standard error of
their estimate. It should be noted that for the variations
on the Council's equation embodied in regressions 3, 5, and
6, the coefficient of the dummy variable is not significantly
different from zero at the 5 percent level using a one-tailed
test (coefficients from 5 and 6 are not significantly differ-
ent from zero at the 10 percent level). Using a two-tailed
test, the coefficient is not significantly different from
zero at the 10 percent level for regressions 3, 5, and 6.

The simulation of the same six specifications as those
in regrssions 1-6 resulted in similar findings to those in
table 4. The estimated equations used for simulation are
reported in regression synopsis 7-12 with regression synopsis
7 being a copy of the equation the Council used for simula-
tion. The average overpredictions from the simulations are
summarized in table 8. The Council claims that all of the
average overprediction can be attributed to the standards.
However, since in general there will always be some difference
between the actual and the predicted values due to the random
disturbance term, at least part of the overprediction may be
due to the variance of the random disturhance.

The pattern of the average overprediction estimates in
Table 18 follows that of the dummy variable coefficient esti-
mates in Table 4. With each slight change in specification,
the average overprediction diminishes and, in several cases,
the average overprediction is essentially zero.

The Council's estimate
of the effectiveness
of the price standard

The estimates of the direct effects of the price standard
as given by the Council are the result of fitting a price
equation to the interval 1967:2 to 1980:1. A copy of their
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Table 17

APPENDIX III

Confidence Intervals for Estimates of Table 4

Point estimate

90% confidence
interval

Council's estimate
Seasonally adjusted wage index

Alternative unemployment meas-
urement: AU replaces A(1l/U)

Alternative measures
of inflation:

Personal consumption
deflator

Gross domestic product
of nonfarm business
deflator

Nonfarm business deflator
replaces CPI and AU
replaces A(l/U)

Table 18

.17

[—2.68'

[-2.5,

[-2.15,

[-1.75,

[-1.11,

["c96,

Various Estimates of the Effect of

the Pay Standard-Simulation Technique

Council's estimate
Variations:
Seasonally adjustel wage index

Alternative unemployment

measurement: AU replaces A(1/U)

Alternative measures of inflation:

Personal consumption deflator

nonfarm business deflator

Nonfarm business deflator

replaces CPI and AU replaces A(1/U)

144

.95
.25

.03

-.48]

-.36 ]

",20 ]

-.103]

.48 ]

.63 ]



APPENDIX 1I1 APPENDIX 111

regression results is given in regression synopses 13 and 14.
The estimate of the coefficient of the dummy variable in
regression synopsis 13 is significantly different from zero
at the 10 percent level using a one-tailed test.

As mentioned in the text, we found the Council's price
equation using their own construction of an "underlying rate
of inflation" to have serious problems. 1/ There are cer-
tain sectors of the economy which the standards do not cover.
The three most important of these are food prices at the farm,
mortgage interest rates, and crude oil prices. However, for
reasons discussed in chapter 4, we object to the manner in
which the Council attempted to "net out" those sectors. Our
nethod is to estimate the direct effect of the price standards
on the total CPI rather than some "underlying rate of infla-
tion" and to explicitly allow for the major exceptions to
the price standard. The regression results from this analysis
are summarized in regression synopses 15 and 16. Our equation
is fitted for the interval 1967:2 to 1980:1, the same interval
used by the Council, although we did estimate the equations
for the longer time period, 1964:2 to 1980:1. These regres-
sions produced similar results. The equation estimated in
regression 15 explains 92 percent of the variation in the
CP1 and, as hypothesized, the farm price, mortyage interest
rate, and fuel price variables all have positive and signifi-
cant coefficients. The coefficient of the dummy variable is
positive (it should be negative if the standards were effec-
tive) and significant (using a two-tailed test) indicating
that the standards had no direct effect on the CPI even after
allowance is made for the effects of rising prices in the
sectors not covered by them. If anything, this estimate sug-
gests that there is an unexplained acceleration of the rate
of inflation during this period. The equation estimated in
regression synopsis 16 is used to produce the simulation re-
sults in Table 5. The average underprediction in this simula-
tion is 1.8 percent. This again implies that the standards
had no direct effect on the CPI. :

Before proceeding, it is worth discussing a few of the
troubling aspects of the estimates of the Council's price
equation and our similar formulation. First and foremost,
the hypothesized strong link between unit labor costs and
prices that underlies this type of price equation is not
confirmed by the estimates. The estimated coefficients for

1/We also had some difficulty reproducing their "underlying
rate of inflation" because it is a variable of their own
construction and not available in any published source for
the entire period.
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the unit labor costs variable in these equations have a
range from .11 to .14 while the theoretically hypothesized
value is unity. Another distressing aspect of these equa-
tions is that the estimates for the constant term are rela-
tively large in magnitude and significant. This is contrary
to previous theoretical and empirical research which indi-
cates that the constant term should be close to zero. 1In
total, the link between economic theory and these empirical
estimates is weak indicating that, although the fit of both
of these equations is good, considerable caution should be
used in interpreting the results.

We also examined rates of price increase in individual
sectors of the economy by using the D.R.I. macroeconomic
nodel's price equations to estimate the direct effect of the
standards on each of the broad components of the producer
price index and the personal consumption deflator. The re-~
gression results from this analysis do not appear in this
appendix because of the number of regression equations in-
volved. However, the results of this analysis are summarized
in Tables 6, 7, and 8, and discussed in the text of chapter 4.

Alternative specifications: the wage eguation

The regression results for our alternative (and pre-
ferred) specification of the wage equation are summarized
in regression synopses 17, 18, and 19. Our equation differs
from the Council's equation primarily by using a different
measure of disequilibrium in the labor market and in the
modeling of price expectations. The unemployment variable
we use is the difference between the current rate of unemploy-
ment for all workers (and the "normal" rate of unemployment
adjusted for changes in the demographic composition of the
labor force). The normal rate of unemployment is calculated
by a procedure that determines the normal rate of unemploy-
ment for different subgroups of the population and then
aggregates on the basis of actual labor force participation
rates. The calculated normal unemployment rate for all groups
changes from 4.17 in 1955 to 5.5 in 1980 which is consistent
with similar calculations by other economists. Our modeling
of price expectations differs from the Council's primarily
by increasing the number of periods over which expected infla-
tion is calculated. It has generally been necessary in recent
empirical work to allow for long lags if an auto-regressive
scheme is used to model price expectations. Other differences
between the Council's wage equation and ours include a vari-
able that takes into account the effect of a difference between
the rate of change of producer prices and consumer prices
(which is expected to have a positive influence on wages)
and one that measures the impact of increases in the Federal
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minimum wage (which is also expected to exert a positive
influence on wages).

The basic equation is that embodied in regression
synopsis 17. The estimated equation explains 77 percent of
the variation in wage inflation and all coefficients have
the hypothesized sign and all are significant. We find a
significant relationship between the rate of wage inflation
and a more standard measure of disequilibrium in the labor
market, and that the estimated coefficient for the price ex-
pectations variable is much closer to unity than is the Coun-
cil's estimate. The actual and fitted rates of wage inflation
from this equation are reported in Table 16. They indicate
the precision of the equation during the program period and
show that the residuals (actual minus fitted) have no pattern
that would indicate that a dummy variable is needed to explain
the variation in wage inflation during this period. To rein-
force this claim, the estimates from regression synopsis 18
indicate that the addition of all of the various incomes
policy dummies contribute nothing to the fit of the equation
(R-bar squared is equal to .7654 for both equations and the
coefficient of the dummy variable representing the standards
is not significantly different from zero at the 10 percent
level using a one-tailed test). Finally, the results of the
simulation of the equation estimated with pre-program stand- .
ards data are presented in Table 192 (based on equation in
regression synopsis 19) and show an average overprediction
of only .4 percent. In summary, our estimated wage eguation
which is closely alined with much of the recent research
in this area and which fits the data at least as well as the
Council's equation (R-bar squared of .77 for our equation
compared to .75 for their equation) shows no direct effect
of the pay standards on wage inflation.

Table 19

Actual and Predicted Rules of Wage Inflation,
Based on Simulation of Equation in Regression Synopsis 19

Actual Predicted
1978:4 8.2 7.8
1979:1 8.5 8.7
1979:2 7.1 8.7
1979:3 8.5 8.5
1979:4 8.5 8.9
1980:1 9.5 10.1
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Alternative specifications - the price equation

As discussed in Chapters 2 and 4, the arguments used
to justify incomes policies rely heavily on the hypothesis
that unit labor costs are the main driving force behind
prices. Thus, it is surprising that the Council's estimated
price equation is one which attributes very little of the
variation in prices to changes in unit labor costs. Con-
trary to this, our alternative price equation is a good
representative of the type of price equations whose theoret-
ical underpinnings are based on a markup of prices over unit
labor costs.

The regression results from estimating this alternative
price equation are summarized in regression synopses 20, 21,
and 22. The basic equation is that estimated in regression
synopsis 20. The theory behind the basic equation is that
the rate of change in prices (in this case the nonfarm busi-
ness deflator) is primarily a function of standard unit labor
costs but is allowed to vary in the short run in response
to deviations in productivity from trend levels, changes in
demand, changes in the ratio of wage to nonwage compensation
and changes in the fuel prices. All but the last variable
were included in the original R. Gordon specification. 1/

The estimated coefficients as reported in regression
synopsis 20 all have the hypothesized sign and almost all
are significantly different from zero at the 10 percent level
(the exception being the demand variable UFK/PUFK). A key
finding is that the estimated coefficient of standard unit
labor costs is .77 which is still less than a complete markup
but is considerably closer to one than the corresponding esti-
mate of the Council's equation. Also of importance, the con-
stant term is not significantly different from zero at the
10 percent level.

To test for the effectiveness of the standards, both
the dummy variable and simulation techniques are used. The
results from regression 21 indicate that the estimated co-
efficient of the dummy is positive (contrary to the Council's
claims) but not significantly different from zero (using a
two-tailed test). The simulation results are reported in
table 20 (based on regression synopsis 22) and show no con-
sistent pattern either of over- or underprediction. In total,
the estimates from this alternative price equation offer no
support for the Council's claim that the price standards had
a direct effect on inflation.

l/Gordon, R. J., "Inflation in Recession and Recovery,"
BPEA, 1:1971.

148



APPENDIX

III

20

Table

APPENDIX III

Actual and Predicted Rates of Increase

in the Nonfarm Business Deflator,

Based on

Simulation of Equation in Regression Synopsis 22

1978:4
1979:1
1979:2
1979:3
1979:4

1980:1

Actual

149

7.9
7.7

10.8

Predicted
6.3
7.7
9.0

10.1
10.4

11.4
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Table 21

Regression Results for Alternative Specifications
of the Council's Wage Equation

Part A: Dummy Variahle Approach
Quarterly (1964:2 to 1980:1) 64 Observations

Regression Synopses - Dependent Variable: CHAHEINDFEX

Independent
Variable 1 2 3 4 5 6
CONSTANT 4.81 4.6 4,75 4.5 4,96 5.0
(8.29) a/ (8.83) (9.06) (9.56) (10.4) (10.5)
! INVRU - 11.02 10.37 8.11 8.33 -
i INVRU/1 (2.65) (2.63) - (2.28) (2.2)
‘ RUM25@54 - - - -.94 - - -.95
RUM25054/1 (-2.03) (-2.13)
PDL(PDAT,2, 45 .45 41 - - -
5,MNONE) (5.1) (5.2) (4.7)
PDL(CHPC,2, - - - .53 - -
5 ,NONF) (5.8)
PDL(CHPGDPNF, - - - - .43 .41
2,5,NONE) (4.98) (4.76)
GUIDEPOSTS -1.82 -1.8 -1.8 -1.83 -2.16 -2.13
(-3.89) (-4.02) (-3.9) (-4.61) (-5.16) (-5.1)
£ESP1 -.04 .027 .018 -.23 -.09 -.07
(~.08) (.06) (.04) (-.6) (-.21) (=.16)
ESP2 ~1.86 -1.12 -.93 -1.57 -.85 -.78
| (=3.26) (-2.25) (-1.8) (-3.4) (-1.94) (-1.77)
POSTCONTROL -.425 -.35 .21 -.59 -1.12 -.58
‘ (-1.6) -5 (.26) (-.81) (-1.48) (-.71)
‘ DUMMYCOWPS ~1.58 -1.43 -1.07 -.92 -.31 -.17
i (-2.37) (=2.2) (-1.61) -1.85- (-.65) (-.34)
: Dl .195 - - - - -
! (.58)
D2 ~-.94 - - - - -
(-2.3)
D3 ~-.006 - - - - -
(-.12)
2
R .75 .75 .74 .79 .77 .77
Durbin-
Watson 2.08 2.13 2.14 2.32 2.19 2.16

a/t values in parentheses.
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Table 21 (cont.)

APPENDIX

IIX

Regression Results for Alternative Specifications

of the Council's Wage Equation

Part B: Simulation Approach
Quarterly (1964:2 to 1980:1) 58 Observations
Regression Synopses - Dependent Variable: CHAHEINDEX
Independent
variable 7 8 9 10 11 12
CUNSTANT 4.55 4.37 4.6 4.43 4.96 5.02
(7.4)a/ (7.73) (8.04) (9.1) (10.34) (10.48)
1INVRO - 10,98 10.77 8.3 8.71 -
INVRU/1 (2.7) (2.7) - (2.31) (2.3)
RUM25@54 -~ - - -.97 - - -1.03
RUM25054/1 (-2.03) (-2.27)
PLL(PD@T, 2, .49 .49 .43 - - -
5, NONE) (5.2) (5.1) (4.5)
PDL(CHPC, 2, - - - .54 - -
5,NONE) (5.78)

PDL (CHPGOPNF, - - - - .43 .40
2,5,NONE) (4.9) (4.66)
GUIDEPOSTS -1.64 -1.66 -1.7 -1.78 -2.15 -2.13

(-3.4) (-3.5) (-3.5) (-4.4) (-5.11) (~5.08)
ESP1 -.08 .11 .07 -.19 -.073 -.06
(-.17) (.24) (.16) (~.5) (-.18) (-.15)
ESP2 -1.93 -1,22 -.97 -1.67 -.88 -.81
(-3.44) (-2.38) (-1.86) (=3.55) (-2.02) (-1.84)
POSTCONTROL -.42 -.46 .16 -.49 -.95 -.35
(-.59) -.64 (.19) (~.65) (-1.24) (-.42)
Dl .26 - - - y - -
(.73)
b2 -.89 - - - - -
(-2.43)
D3 -.08 - - - ~ -
(=.22)
_2
R .75 .74 .75 .78 76 76
Durbin-
Watson 2.02 2.09 2.11 2.3 2.24 2.21

a/t values in parentheses,
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Table 22

The Council's Price FEquation

Regression Synopses - Dependent Variable: CHAHEINDEX

13 14
Independent Quarterly (1964:2 to 1980:1) Quarterly 1964:2 to 1978:3)
variable 64 Observations 58 Observations
CONSTANT 5.13 5.25
| (14.9) a/ (lo.08)
! PDL (NPDOT, 11 .09
: 2,7,NONE) (3.91) (3.08)
INFENERGY/1 ~-.001 017
(~.13) (1.63)
INFENERGY /2 .039 042
(4.64) (4.3)
INFENERGY /3 .012 .015
(1.32) (1.52)
ULCETR .14 12
(2.9) (2.6)
LSP1 -2.76 -2.74
(-6.74) (-7.15)
ESP2 -4 .58 -4,37
(-4.81) (-4.73)
POSTCONTROL .30 .39
(.51) (.68)
| DUMMYCOWPS -.81 -
} (-1.69)
| D1 -1.83 ] -1.89
j (-6.47) (-6.68)
! L2 -.51 -.61
(-1.6) (-2.0)
D3 -1.84 -1.85
; (~6.01) (-6.11)
| _2
R .92 .93
f Durbin-
Watson 1.80 1.84

a/t values in parentheses.
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Table 23

Regression Results for Percentage Changes in
the Consumer Price Index

Regression Synopses

15 16
Independent Quarterly (1967:2 to 1980:1) Quarterly (1967:2 to 1678::
variable 52 Observations 46 Observations
CONSTANT 3.42 3.50
(10.47) a/ (10.45)
CHULC 0.14 0.11
(3.03) (2.02)
CHMORTINTRATE 1 0.055 0.056
(3.26) (3.06)
PDL (CHFARMPRICES, 0.081 0.09
1,4,NONE) (3.39) (3.65)
0.17
PDL (CHFUELPRICES, 0.16 (7.61)
1,8,NONE) (9.09)
ESP1 -2.08 -2,21
(-4.34) (-4.56)
ESP2 -2.58 -3.00
(-2.35) (-2.67)
POUSTCONTROL -2.05 -2.32
(-2.68) (-2.64)
DUMMYCOWPS 2.07
(3.18)
2
R 0.92 .
' 0.87
Durbin-
Watson 2.04 1.94

a/t values in parentheses.
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Table 24

Regression Results for Percentage Changes

in Wages

Regression Synopses

17 18 19
Independent Quarterly (1964:2 to 1980:1) Quarterly (1964:2 to 1978:3)
variable 64 Observations 58 Observations
CONSTANT 2.53 3.51 3.61
(7.24) a/ (3.94) (3.88)
UN=-RU 0.77 0.65 0.65
(4.65) (2.39) (2.32)
PDL(PDOT 1, 0.85 0.67 0.66
4,16 ,NONE) (10.49) (3.98) (3.75)
CHPGDPNF~- 0.13 0.10 0,12
PDLOT (2.15) (1.37) (1.42)
CHMINWAGE 0.014 0.016 0.016
(2.16) (2.42) (2.12)
GUIDEPOSTS -0.88 -0.95
(-1.37) (-1.42)
ESP1 -0.073 -0.11
(-0.169) (-0.24)
ESP2 0.087 0.19
(0.164) (0.34)
POSTCONTROL 0.87 0.93
(1.05) (1.03)
DUMMYCOWPS 0.16 :
(0.24)
_2
R 0.77 0.77 0.75
Durbin-
Watson 2.09 2,32 2.32

a/t values in parentheses.
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Table 25

APPENDIX III

Regression Results for Percentage Changes in

the Implicit Price Deflator of the

Gross Domestic Product - Nonfarm

Business Sector

Regression Synopses

20

21

22

Independent Quarterly (1964:2 to 1980:1) Quarterly (1964:2 to 1978:3)
variable 64 Observations 58 Observations
CONSTANT 0,74 0.45 0.71
(1.39) (0.33) (0.49)
PDL (CHTRENDULC, 0.77 0.85 0.74
4, 9 FAR) {(5.87) (3.14) {(2.43)
PDL (CHDEVPROD, -0.64 -0.63 -0.61
4, 7, FAR) (-4.26) (-2.85) (=2.65)
CH{UFK/PUFK) 0.006 -0.008 -0.011
(0.28) (-0.25) (-2.65)
CHWCMH -0.71 -0.46 -0.059
(-2.40) (-1.08) (-1.26)
PDL (CHFUEL 0.042 0.024 0.072
PRICES, 1, (1.83) (0.74) (1.18)
4, NONE)
GUIDEPOSTS 0.88 0.48
(0.64) (0.33)
ESP1 -0.71 -0.51
{(-0.81) (-0.53)
ESP2 1.87 0.63
(0.96) (0.26)
POSTCONTROL -1.03 -2.15
(-0.56) (-0.92)
DUMMYCOWPS 0.70
(0.53)
_2
R 0.78 0.77 0,75
Durbin-~
Watson 2.54 2.43 2.51

a/t values in parentheses.
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THE COUNCIL ON WAGE AND PRICE STABILITY ACT,

AS AMENDED, 12 U.S.C.A. 1904 NOTE

Sec. 1 That this Act may be cited as the "Council
on Wage and Price Stability Act."

Sec. 2(a) The President is authorized to establish,
within the Executive Office of the President, a Council on
Wage and Price Stability (hereinafter referred to as the
"Council").

(b) The Council shall consist of eight members
appointed by the President and four adviser-members also
appointed by the President. The Chairman of the Council
shall be designated by the President.

(c) There shall be a Director of the Council who
shall be appointed by the President by and with the advice
and consent of the Senate. The Director shall be compensated
at the rate prescribed for level IV of the Executive Schedule
by section 5315 of title 5, United States Code. The Director
of the Council shall perform such functions as the President
or the Chairman of the Council may prescribe. The Deputy
Director shall perform such functions as the Chairman or
Director of the Council may prescribe.

(d) The Director of the Council may employ and fix
the compensation of such officers and employees, including
attorneys, as are necessary to perform the functions of the
Council at rates not to exceed the highest rate for grade 15
of the General Schedule under section 5332 of title 5, United
States Code. Except that the Director, with the approval
of the Chairman may, without regard to the provisions of
title 5, United States Code, relating to appointments in the
competitive service, appoint and fix the compensation of not
to exceed five positions at the rates provided for grades
l6, 17, and 18 of such General Schedule, to carry out the
functions of the Council.

(e) The Director of the Council may employ experts,
expert witnesses, and consultants in accordance with the pro-
visions of section 3109 of title 5, United States Code, and
compensate them at rates not in excess of the maximum daily
rate prescribed for grade 18 of the General Schedule under
section 5332 of title 5, United States Code.

(f) The Director of the Council may, with their con-
sent, utilize the services, personnel, equipment and facili-
ties of Federal, State, regional, and local public agencies
and instrumentalities, with or without reimbursement there-
for, and may transfer funds made available pursuant to this
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Act to Federal, State, regional, and local public agencies
and instrumentalities as reimbursement for utilization of
such services, personnel, equipment, and facilities.

(g) The Council shall have the authority, for any
purpose related to this Act, to --

(1) require periodic reports for the submission
or information maintained in the ordinary course
of business; and

(2) 1issue subpoenas signed by the Chairman or
the Director for the attendance and testimony of
witnesses and the production of relevant books,
papers, and other documents, only to entities
whose annual gross revenues are in excess of
$5,000,000;

relating to wages, costs, productivity, prices, sales, prof-
its, imports, and exports by product line or by such other
categories as the Council may prescribe. The Council shall
have the authority to administer oaths to witnesses. Wit-
nesses summoned under the provisions of this section shall

be paid the same fees and mileage as are paid to witnesses

in the courts of the United States. In case of refusal to
obey a subpoena served upon any person under the provisions
of this section, the Council may request the Attorney General
to seek the aid of the United States district court of any
district in which such person is found, to compel that person,
after notice, to appear and give testimony, or to appear

and produce documents before the Council.

Section 3 (a) The Council shall --

(1) review and analyze industrial capacity,
demand, supply, and the effect of economic concen-
tration and anticompetitive practices, and supply
in various sectors of the economy, working with
the industrial groups concerned and appropriate
governmental agencies to encourage price restraint;

(2) work with labor and management in the
various sectors of the economy having special eco-
nomic problems, as well as with appropriate govern-—
ment agencies, to improve the structure of collec-
tive bargaining and the performance of those sectors
in restraining prices;

(3) improve wage and price data bases for the

various sectors of the economy to improve collec-
tive bargaining and encourage price restraint;
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(4) conduct public hearings necessary to
provide for public scrutiny of inflationary prob-
lems in various sectors of the economy for the
purpose of controlling inflation;

(5) focus attention on the need to increase
productivity in both the public and private sectors
of the economy, focus attention on the need to
move toward full employment and take into considera-
tion the need to stimulate productivity in monitor-
ing wages and prices to determine compliance with
promulgated standards;

(6) monitor the economy as a whole by acquir-
ing as appropriate, reports on wages, costs, pro-
ductivity, prices, sales, profits, imports, and
exports;

(7) review and appraise the various programs,
policies, and activities of the departments and
agencies of the United States for the purpose of
determining the extent to which those programs
and activities are contributing to inflation;

(8) intervene and otherwise participate on
its own behalf in rulemarking, ratemaking, licen-
sing and other proceedings before any of the de-
partments and agencies of the United States, in
order to present its views as to the inflationary
impact that might result from the possible out-
comes of such proceedings; and

(9) review information about and analyze
the effects on the United States economy of --

(A) the participation of the United
States in international trade: and commerce;

(B) the changing patterns of supplies
and prices of commodities in the world market:

(C) the investment of United States
capital in foreign countries;

(D) short- and long-term weather changes
in the world;

(E) interest rates;

(F) capital formation; and

158



APPENDIX 1V APPENDIX IV

(G) the changing patterns of world energy
supplies and prices.

(b) Nothing in this Act, (1) authorizes the
continuation, imposition, or reimposition of any mandatory
econonic controls with respect to prices, rents, wages,
salaries, corporate dividends, or any similar transfers, or
(2) affects the authority conferred by the Emergency Petroleum
Allocation Act of 1973.

(c) The Council is directed to review its policies
with respect to the national interest in promoting greater
productivity growth and shall submit a report of its findings
and recommendations to the Congress by July 1, 1979. Such
review shall include, but not be limited to, the need for
flexibility in determining compliance with pay and price stand-
ards based upon documentable productivity gains resulting from
improved efficiency of the workforce.

Section 4 (a) Any department or agency of the United
States which collects, generates, or otherwise prepares or
maintains data or information pertaining to the economy or
any sector of the economy shall, upon the request of the
Chairman of the Council, make that data or information avail-
able to the Council.

(b) Disclosure of information obtained by the Coun-
cil from sources other than Federal, State, or local govern-
ment agencies and departments shall be in accordance with the
provisions of section 552 of title 5, United States Code.

(c) Disclosure by the Council of information ob-
tained from a Federal, State, or local agency or department
must be in accord with section 552 of title 5, United States
Code, and all the applicable rules of practice and procedure
of the agency or department from which the information was
obtained.

(d) Disclosure by a member or any employee of the
Council of the confidential information as defined in section
1905 of title 18, United States Code, shall be a violation of
the criminal code as stated therein.

(e) Consistent with the provisions of section 7213
of the Internal Revenue Code of 1954, nothing in this Act
shall be construed as providing for or authorizing any Federal
agency to divulge or to make known to the Council the amount
or source of income, profits, losses, expenditures, or any
particular thereof, set forth or disclosed solely to the pro-
visions of the Internal Revenue Code of 1954, thereof, to be
seen or examined by the Council.
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(£)(1) Product line or other category information
relating to an individual firm or person and obtained
under section 2(g) or submitted voluntarily pursuant to
a Council request and judged by the Council to be con-
fidential information shall be considered as confidential
financial information under section 552(b)(4) of title
5 of the United States Code. Neither the Director nor
any member of the Council may permit anyone other than
sworn officers, members, and employees of the Council
to examine such data.

(2) Periodic reports obtained by the Council under
section 2(g) or submitted voluntarily pursuant to a
Council request and copies thereof which are retained
by the reporting firm or person shall be immune from
legal process.

Section 5. The Council shall report to the President
and through him to the Congress, on a quarterly basis and not
later than thirty days after the close of each calendar quar-
ter, concerning its activities, findings and recommendations
with respect to the containment of inflation and the mainte-
nance of a vigorous and prosperous peacetime economy.

Section 6. There is authorized to be appropriated
to carry out the provisions of this Act not to exceed --

(1) $6,952,000 for the fiscal year ending
September 30, 1979; and

(2) $8,483,000 for the fiscal year ending Septem-
ber 30, 1980,

Section 7. The authority granted by this Act
terminates on September 30, 1980. .

Section 8. Notwithstanding any other provision
of this Act, no payment under this Act may be made except to
such extent, or in such amounts, as are provided in advance
in appropriation Acts.
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APPENDIX V

INFORMAT1ONAL LISTING OF THE COUNCIL'S

REGULATORY INVERVENTIONS

JANUARY 1979 TO JUNE 1980

Subject
AGRICULTURE

Council submits comments to U.S.
Department of Agriculture on
reconstituted milk

COMMUNICATIONS

Council comments on Federal
Communications Conmission's cable
television rules (number 341)

Council submits comments to Federal
Conmunications Commission on non-
dominant common carriers

Council submits comments to Federal
Communications Commission on
radio deregulation

Council submits comments to Federal
Communications Commission on
cellular mobile communications

ENERGY

Council endorsed Department of Energy
plan to reduce the $1.1 billion in
Federal subsidies now paid to small
petroleum refiners

Council submits a staff report to

Department of the Interior on the
proposed coal management program

Letter to Tennessee Valley Authority
on electricity rates

Council comments to Department of
Energy on the residential conser-
vation service program

l61

Date

2/29/80

10/05/70

2/14/80

3/25/80

5/01/80

2/05/79

5/19/80

6/13/79

9/04/79

Estimated
compliance
cost a/

$1.1 billion

$2.5 billion
over 5 years
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Subject
ENERGY (cont.)

Council comments to Federal Energy
Regulatory Commission on integrat-
ing incremental pricing and cur-
tailment policies

Council comments to incentives for
producing natural gas

Council opposes extra entitlement
benefits

Letter to Department of the Interior
on coal lease target for Green
River Area

Council comments to Department of
Energy on sequential bidding
system for outer continental
shelf oil and gas

Letter to Department of Energy on
importation of LNG by Columbia
LNG Corporation

Letter to Department of Energy on
gasoline pricing rules for re-
sellers and resellers-retailers

Letter to Federal Energy Regulatory
Commission on incremental pricing
for industrial users of natural gas

Council submits comments to Depart-
ment of Energy on proposed profit-
sharing bidding system for outer
continental shelf oil and gas
leases

ENVIRONMENT

Council opposes a "local coal"
determination by Environmental
Protection Agency for Ohio coal
under section 125 of the Clean

Air Act
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Date

9/05/79

10/15/79

10/26/79

11/08/79

11/14/79

11/24/79

2/01/79

3/07/80

3/07/80

2/26/79

APPENDIX V

Estimated
compliance
cost a/

$100 million

$2.0 to 2.4
billion
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Subject
ENVIRONMENT (cont.)

Council submits to Environmental
Protection Agency comments on the
proposed "Bubble Concept" for
controlling air pollution

Council submits staff report to
Environmental Protection Agency on
premanufacture notification require-
ments

Council comments on proposed diesel
particulates regulation

Council comments on Environmental
Protection Agency's proposed
water quality criteria

Council comments on Environmental
Protection Agency's proposed
heavy-duty truck emission standards

Council comments on proposed rail-
road noise standards

Staff report on economic incentives
in the control of air pollution

Council comments to Department of
Interior on areas of critical
environmental concern

Council comments to Environmental
Protection Agency injection
control program

Council submits letter to Environ-
mental Protection Agency on
light-duty truck emission
standards

Council comments to Environmental

Protection Agency on Ohio's
water quality standards
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Date

3/23/79

3/26/79

4/19/79

6/13/79

6/29/79

7/02/79

8/30/79

9/05/79

9/12/79

10/10/79

10/19/79

APPENDIX V

Estimated
compliance
cost a/

D

$86 to $237
million

$2.5 billion
$118 billion

A

$800 million
over 5 years

$1.97 billion
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Subject
ENVIRONMENT (cont.)

Letter to Department of the
Interior on sediment control
at coal mines

Letter to Environmental Protection
Agency on toxic effluent standards
for timber processing plants

Letter to Environmental Protection
Agency on toxic effluent standards
for textile mills

Council submits comments to U.S. De-
partment of Agriculture on the pro-
posed watershed protection program

Letter to Environmental Protection
Agency on toxic effluent standards
for ink formulating industry

Letter to Environmental Protection
Agency on toxic effluent standards
for the petroluem refining industry

Council submits comments to Environ-
mental Protection Agency on listing
of ammonia as a toxic pollutant

FINANCIAL

Council submits to the Federal Home
Loan Bank board comments on a pro-
posal to allow statewide bank
branching

Council comments on Federal Reserve
Bank, Federal Deposit Insurance
Corporation, and Federal Home Loan
Bank board proposals to create new
deposit categories

Letter to Department of Labor on pro-
posed definition of plan asset under

Employee Retirement Income Security
Act of 1974

l64

Date

11/19/79

2/15/80

2/15/80

2/19/80

3/31/80

4/19/80

6/03/80

3/16/79

5/04/79

2/27/80

APPENDIX V

Estimated
compliance
cost g/

$126 million

$186.1
million



APPENDIX V

Subject
INTERNATIONAL TRADE

Council Comments to International
Trade Commission regarding carbon
steel plate from Poland

Council submits comments to the
International Trade Commission
on dumping of steel by European
producers

TRANSPORTATION

Council filing before the Interstate
Commerce Commission on new procedures
in motor carrier revenue proceedings

Council supports efforts by Inter-
state Commerce Commission to relax
its standards for entry into trucking
and intercity bus industries

Council comment before the Interstate
Commerce Commission on upward rate
flexibility for intercity buses

Council comments on proposed truck
rate increases

Council comments on Interstate
Commerce Commission's expedited
procedures for recovery of fuel
costs

Council protests additional charges
by steel carriers tariff association

Council supports proposal to expand
bus service

Council comments on railroad car
service orders

Council comments to Interstate
Commerce Commission on railroad,
truck, and bus industry rate
increases
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Date

6/04/79

4/23/80

1/26/79

2/05/79

2/16/79

3/20/79

5/17/79

5/21/79

6/13/79

7/02/79

9/12/79

APPENDIX V

Estimated
compliance
cost a/
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Estimated
compliance

Subject Date cost a/

TRANSPORTATION (cont.)

Council comments to Interstate
Commerce Commission on bus
fare flexibility 9/20/79 C

Council comments to the Interstate
Commerce Commission on revenue
need standards for the motor
carrier industry 11/19/80 C

Council submits comments to Inter-
state Commerce Commission on bus

entry 1/07/80 C

Council submits comments to Inter-
state Commerce Commission on the
entry of a second rail carrier
into the Powder River Area 1/21/80 C

Council submits comments to Inter-
state Commerce Commission on
incentive per diem charges for
box cars and gondolas 2/11/80 C

Council submits comments to Federal
Aviation Administration on aircraft/
airport security requirements 2/11/80 D

Council submits comments to the
Interstate Commerce Commission .
on market dominance for railroads 4/02/80 C

Council submits comments to the
Interstate Commerce Commission on
seasonal or regional rate flexibility
for railroads 4/21/80 C

Council submits comments to the
Interstate Commerce Commision on
direct-route authority for motor
carriers 4/24/80 C
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Subject Date
PRODUCT SAFETY AND QUALITY

Letter to National Highway Traffic

Safety Administration on bumper
standard 1/25/80

OTHER

Council comments on the Postal
Service's classification
of extremely urgent letters 8/10/79

Council comments to Federal Trade
Commission on alternative forms
of price advertising 8/29/79

Council comments to health and human
services on day care 9/21/79

Council submits comments to Depart-
ment of Labor on proposed nondis-
crimination on the basis of
handicaps 3/04/80

Letter to the Department of Energy
on improving their implementation
of Executive Order 12044 4/25/80

Council sends letters to Federal
Trade Commission on medical .
prepayment plans 5/19/80

APPENDIX V

Estimated
compliance
cost a/

$96 million

$128 million

a/The estimated compliance costs were not available for many

of the regulatory interventions listed above.

For those

regulations which are not accompanied by a cost figure,
the Council's main reason for intervention is indicated by

the appropriate letter which can be interpreted as follows:
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A = actual figures were not available: however, compliance
costs are estimated to exceed $100 million.

BE = the regulation sets a noteworthy precedent which will
influence subsequent rulemakings.

C = the regulation involved barriers to competition, such
as rate and entry restrictions.

L = the regulation had other problems such as effects on

productivity, inadequacies in the agency's cost-benefit
analysis, or a large impact on a certain industry.
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INFORMATIONAL LISTING OF THE REGULATORY

ANALYSIS REVIEW GROUP'S INTERVENTIONS

JANUARY 1979 TO JUNE 1980

Estimated
compliance
Subject Date cost
ENERGY

Department of Energy's proposed

regulations to implement the

Powerplant and Industrial Fuel $1.2-51.6

Use Act of 1978 3/12/79 billion
Department of Energy's interim rules

to implement the Powerplant and In- $§1.2-51.6

dustrial Fuel Use Act of 1978 10/31/79 billion
National Highway Traffic Safety

Administration's proposed light

truck average fuel economy stand- $3.9~-54.8

ards for model years 1983-93 3/31/80 billion
Department of Energy's energy

performance standards for

new buildings 4/30/80 A a/

ENVIRONMENT

Environmental Protection Agency's

proposal for the revision of the

new source performance standards .

for electric utility steam gene- $3.3

rating units 1/15/79 billion
Environmental Protection Agency's

proposed hazardous waste guidelines $900

and regulations 3/16/79 million
Environmental Protection Agency's

proposed policy and procedures for

identifying, assessing, and regulat-

ing airborne substances posing a

risk of cancer 2/21/80 A a/

a/Actual figures were not available; however, compliance cost
is estimated to exceed $100 million.
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Estimated
compliance
Subject Date cost
ENVIRONMENT (cont.)
Environmental Protection Agency's
proposed effluent limitation guide-
lines for the leather tanning and $99
finishing industry 2/25/80 million
PRODUCT SAFETY AND QUALITY
|
t Food and Drug Administration's pro-
} posed rules for patient labeling $90
requirements for prescription drugs 11/05/79 million
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EXECUTIVE OFFICE OF THE PRESIDENT
COUNCIL ON WAGE AND PRICE STABILITY
WINDER BUILDING, 600 - 17TH STREET., NW.
WASHINGTON, D.C. 20506

SEP |5 1980

Dear Mr. Staats:

1 regret to say that the draft GAO report, "The Pay and
Price Standards of the Council on Wage and Price Stability Have
Been Ineffective in Controlling Inflation," is, essentially an
ideological polemic against any and all incomes policies, on
principle, rather than an objective analysis of the effectiveness
of the President's present standards or of CWPS' administration
of them, in terms of what they were designed to accomplish.

The principal theme of the report is that no incomes policy
has ever worked or can ever be successful., The review of the
mixed evidence on our recent experience is clearly dominated by
this ideological preconception, and the review of foreign
experience, leading to a similar dismissal, can be deseribed only
as casual.

I recognize that opposition to incomes policies is a
perfectly defensible intellectual position; many economists,
particularly monetarists, share the views expressed in this
paper. Many other economists, however, have a different view.
Since econometric evidence in this area is typieally
ineconeclusive, these controversies tend to be resolved on the
basis more of conjecture than demonstrable faect. What is
disturbing is that the GAO report represents so clearly and
essentially the adoption of a particular set of preconceptions,
representing the position of one segment of the economiecs
profession, and tthat this predisposition has precluded a fair
characterization of what the standards might reasonably have been
expected to accomplish, let alone an objective appraisal of their
success or failure.

In our attached comments we address ourselves to the details
of the argument and the draft's assessment of the evidence. In
this covering letter, I want to document briefly the foregoing
summary judgments.

The most obvious reflection of these preconceptions is the
persistence with which the draft repeats the simple question:

*Note is in appendix VIII.
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"did the rate of inflation diminish after institution of the
standards?" and the associated proposition that if it did not,
then clearly the standards were a failure. The report
periodically recognizes that the only pertinent question is how
prices behaved under the program as compared with how they would
have behaved in the program's absence. But the persistent return
to the initial refrain is unmistakable evidence of an underlying
post hoe ergo propter hoec fallacy.

That this is not accidental is demonstrated even more
econclusively by the theoretical discussion of the proper measure
and significance of the underlying rate of inflation, on pp. 3-
11-15, and the dismissal of the Council's overview that the
program's success is properly measured against the behavior of a
portion of the general price level. That discussion begins with
the undeniable assertion that the behavior of individual prices
depends not merely on the changes in conditions of demand and
supply for those individual products, "but also on the
macroeconomie trends that affect all prices equally." (3-11)
That "affect"” in this context means '"cause" or "determine" is
demonstrated by the restatement of the propositon on the next
page: "The fundamental point is that the average rate of price
inflation is largely determined by macroeconomie trends" (stress
supplied), and the summary conclusion: "If the standards have
not lowered the overall rate of inflation as measured,
necessarily, by a broad-based index of prices, then they have not
been effective"” (3-13). So we are returned to the simple post
hoc ergo propter hoc fallacy.

More important, this reasoning simply mistakes tautology for
causation:

"The rate of inflaton is equal to the difference between the
rate at which total spending is rising and the rate of
increase in the total output of goods and services. From
the third quarter of 1978 through the first quarter of 1980,
total spending in the United States grew at an average
yearly rate of 10.9 percent. This growth far exceeded the
economy's capacity to increase its total output of goods and
services. Inflation was inevitable."” (3-11, stress
supplied)

My point here is not to argue with the view that changes in
aggregate demand are the primary causal determinant of the
behavior of the price level: the President's anti-inflation
program is based on that same premises. What I do quarrel with
is the flat assertion, based on the foregoing reasoning, that
they are sole determinant, and that incomes policies, directed at
only some prices and not others, are irrelevant.

The relation between total spending and the value of total
sales in the economy is a sheer tautology; they are different
ways of looking at the same phenomenon. There is no question
that to the extent an increase in spending exceeds an increase in
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the physical quantum of sales, the difference must be the measure
of changes in average prices. When the first exceeds the second,
it means that average prices have increased by definition. It
does not mean that "inflation is inevitable" -- in the sense that
whenever it occurs it is always caused exclusively by increases
in total spending exceeding the economy's capacity to supply.

Reasoning by that tautology automatically, and by
definition, excludes the possibility that the behavior of
individual prices -- under the influence of such exogenous shocks
as the Iran revolution or bad harvests, or as a result of
increases in wages that can not possibly be explained purely in
terms of changes in competitive market conditions (like the
increase in the wages of steel workers when steel unemployment
was mounting rapidly) -- could have a causal influence on the
general price level -- by definition, because what happens to
total spending is, by this reasoning, a complete and sufficient
"determinant."”

Incomes policies are premised on the view -- which the
foregoing, simple-minded reasoning is incapable of refuting --
that micro-behavior also has a causal influence; that in
imperfectly competitive markets wage and price policies can have
an effect on the way in which & given increase in total spending
is distributed between increases in aggregate output and in
average prices. To take a specific example, one cannot explain
the increase in the wages either of teamsters, automobile or
steel workers or of all workers taken together in 1980 on the
basis of a discrepancy (see the quotation from p. 3-11, above)
between the rate of growth of total spending and "the economy's
capacity to increase its total output of goods and servieces."

The notion that a sufficiently restrictive macroeconomic
poliey could force other wages and prices down enough to offset
such administered micro-increases is not incorrect, but simply
ignores the costs of such measures -- which are the reason for
attempting instead to influence those micro-decisions. And the
report's simple-minded dismissal of the possible contribution of
the standards to improving the terms of the trade-off hetween
those costs and inflation control -- the Phillips curve -- by
simply pointing out that in 1980 inflation abatement was
accompanied by an increase in unemployment (pp 3-16-17) is as
sophomoric as the post hoc delinquency I have already desceribed.

The report is filled with remarks that betray an approach to
this appraisal on the basie of preconception. I offer the
following gratuitous observation as only one example among many:

"if restraint occurred, surely its consequences were
preverse, since the evidence that the price standard failed
to moderate the cost of living is overwhelming. The goals
of the Council's standards surely do not include a declining
real wage for the American worker. Yet, i1{f the Council's
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estimates are valid, that is what they have acecomplished.”
(4-32, stress supplied)

True, it is not a direct goal of the standards to reduce real
wages. On the other hand, an explicit goal of the standards is
to leave unaltered, in so far as possible, the distribution of
national income among various claimants. 1In a period in whiech
real national income declines, perforce, because of sharp
increases in the price of imported oil and a decline in per
capita productivity, it is indeed a goal of the standards to
attempt to ensure a fair sharing of that decline. There is
nothing "perverse" about a pay standard that attempts to prevent
particular groups of workers from successfully recouping in wages
the real increases in the price of oil: that increased real cost
is one that all Americans must and should share, and success of
any one group in avoiding that burden only means a
proportionately greater burden -- via inflation -- on the rest of
us.

Enclosure

Mr. Elmer B. Staats

Comptroller General of the United States
General Accounting Office

441 G Street, N. W,

Washington, D, C, 20548
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EXECUTIVE OFFICE OF THE PRESIDENT
COUNCIL ON WAGE AND PRICE STABILITY
WINDER BUILDING, 600 - 17TH STREET, NW.
WASHINGTON, D.C. 20506

SEP 15 1980

L

Morton A. Myers

Director

Program Analysis Division

United States General Accounting Office
Washington, D. C, 20548

Dear Mr. Myers:

Please find enclosed four copies of the Council's comments
on the draft of GAO's proposed report to the Congress on the
voluntary wage and priee standards program and Chairman Kahn's
cover letter to Comptroller General Staats. The original has
been delivered to Mr. Staats.

Our conmments mainly are limited to a general critique of the
analytical approach of the draft report; we have not attempted to
note every statement that raises questions or concerns. We
believe that it would be useful for our staffs to meet as soon &s
possible to disecuss the details of the report and to exploere
further our general criticism,

Please feel free to contact me if you have any questions or
reactions to our comments. I appreciate your consideration in
extending our deadline for commenting on the draft.

Sincerely,

R. Robert Russell
Director

Enclosures
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——Note B*

COUNCIL ON WAGE AND PRICE STABILITY

COMMENTS ON GAO DRAFT REPORT,

"THE PAY AND PRICE STANDARDS OF THE

COUNCIL ON WAGE AND PRICE STABILITY

.

HAVE BEEN INEFFECTIVE IN CONTROLLING INFLATION"

The GAO report does not represent a balanced and
objective assessment of the effectiveness of the Council's
voluntary pay and price standards. Since the report is quite
long and repetitive, we will restrict our comments to its
major themes, using illustrative examples, and will not refer
to each point in the text where we disagree with a particular
argument. Our disagreements with the report are both general
and specific; however, we believe that the most efficient
way to explore specific problems is through a meeting with
the staff, in which we can discuss individual passages or
sentences.

1. Overview. The most basic problem with the report is its
obvious bias against the potential effectiveness of any in-
comes policies. Its fundamental premise -- that the average
price level is determined solely by aggregate demand --
guarantees the conclusion that the standards programs is in-
effective in restraining inflation, and that, if it has any
effect, it would only influence relative prices (and hence
can only cause distortions in the economy). This contention
embraces -- without serious justification -- one side of a
debatable issue in the economics profession and ignores the
substantial body of literature pertaining to this debate.

This preconception might account for the fact that the
first two of the three criteria used to assess the effect
of the program are specious. It might also gccount for the
report's misrepresentation of Council objectives: it mis-
construes the Administration's position with respect to the
relationship of the voluntary pay/price standards of fiscal
and nonetary policy -- as complements rather than as sub-
stitutes; it overstates the Council's goals -- a modest im-
provement in the inflation rate and a modest change in the
Phillips curve tradeoff (rather than its avoidance); and it
ignores the numerous caveats pertaining to the achievement of
the Council's objectives -- for example, the absence of ex-
treme shocks to the economy. It also misunderstands the
Council's rationale for using the underlying rate of inflation
to gauge the program's effect on prices.

*Notes are in appendix VIII; page numbers refer to the text of
our report.
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The report shows that the Council's preliminary econo-
metric results on the effect of the program are sensitive to

minor and reasonable changes in specification -- at least with
respect to magnitude. We have shown, on the other hand, that
GAO's conclusion of no effect is also not robust -- with

respect to both magnitude and sign. These sensitivity
analyses reflect the general problem of nonrobustness of esti-
mated wage and price equations.

Finally, the report's discussion of the design and ad-
ministration of the standards program is at best superficial.

2. Failure to Justify the Basic Supposition.

The supposition that the average price level is deter-
mined solely by aggregate demand implies that incomes policies
can affect relative prices but will necessarily be ineffective
in restraining inflation. The report doesn't even discuss the
economic literature supporting the view that microeconomic
behavior and events can affect the distribution of aggregate-
demand changes between changes in output and changes in prices.
Nor does it consider the extent to which fiscal and monetary
policies respond to microeconomic forces. The views espoused
in this literature provide a rationale for incomes policies,
since such policies may affect microeconomic behavior. Both
this position and GAO's are defensible, but neither should
be used as the principal basis for evaluating this program
without providing a compelling reason for adopting it to the
exclusion of the other. Nevertheless, GAO's defense of this
argument -- and hence the bulk of its report -- rests essen-
tially on a single table (Table 2-1) that presents numbers
on the annual growth in the money supply, the average ratio of
the federal budget deficit to GNP, and the average annual
increase in the CPI for the periods 1939-52, 1953-65, and
1966-79. Without raising some obvious questions about whether
this table even supports this conclusion, we simply note that
the pretense that these nine numbers demonstrate that aggre-
gate demand polices are the sole determinants of inflation
| can only be termed sophomoric.

Note B*

3. GAO's Criteria. The three questions used in evaluating
the pay and price standards are repeated throughout the report
and serve as the basis for the analysis. The first question
-- whether inflation declined -- is overly simplistic, since
it ignores the fact that the inflation rate is affected by
myriad factors other than the standards. If, for example,
world oil prices had plummeted rather than escalated, the

U.S. inflation rate might have declined irrespective of any

| beneficial effect of the standards. The valid question is

30-33*

PP-

*Notes are in appendix VIII; page numbers refer to the text of
our report.
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whether the inflation rate was lower than it would have been
in the absence of the standards program. This question can
be answered only by statistical inference -- by building
econometric models; this is the content of GAO's third
question (which is never raised in assessing the sample of
foreign incomes policies in Chapter 5).

The second question -- whether the inflation/unemployment
tradeoff has been avoided -- is unduly demanding. No sensible
‘ economist contends that this fundamental tradeoff can be
! avoided by an incomes policy; the objective is to change its
nature -- to make fiscal and monetary restraint work rela-

tively more on inflation, as opposed to employment (i.e., to
change the slope of the Phillips curve) or to lower the levels
of unemployment agsociated with particular inflation rates
(i.e., to shift the Phillips curve toward the origin).

! The third and final question -- whether econometric evid-
i ence indicates a restraining effect -- articulates the best

! criterion, one that the Council has advocated. Unfortunately,
! econometric tests are typically inconclusive and often are
matters of professional contention. There are other criteria
that can be used to evaluate the program. For example, the
Council recently presented an analysis of company-specific
pay and price data (The Pay/Price Standards Program: Evalua-
tion and Third-Year Issues, July 8, 1980) to ascertain whether
companies were constrained by the standards. Nevertheless, no-
where in the GAO report is the Council's analysis of company
data treated, although other sections of the July 8, 1980
document are cited explicitly (e.g., p. 3-7). (We do acknowl-
edge that these data support the view that the program was
effective in restraining inflation only under the maintained
assumption that it is possible to lower wage and price in-
creagses in the covered sector without the inevitability of
offgetting increases elsewhere.) The program could also be

‘ evaluated on theoretical grounds if a more balanced assess-
ment of the analytical literature were provided.

30-33*

pPp.

4. Misrepresentation of the Administration's Objectives.

y a. The relationship of the program to fiscal and mone-
tary policy. The report implies that this program was in-
tended to substitute for restraint of aggregate demand. See
for example, the language in "The Case for Incomes Policy"”
(p. 2-2) that "the case for a policy of controlling wages
and prices rests on the proposition that no other way exists
to end inflation except at the cost of lost jobs, falling
incomes, and bankrupt businesses.” In fact, the standards
have consistently been characterized by the Administration
as complementary to macroeconomic policies. For example,

— Note C*

*Notes are in appendix VIII; page numbers refer to the text of
our report,
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in the same testimony cited by GAO (p. 3-1), the Council
Director said, "The voluntary standards for noninflationary
pay and price decisions are an important complement to the
more regtrictive monetary and fiscal policies. The central
Objective of these standards is to create an economic envi-
ronment in which monetary and fiscal restraint work as much as
possible toward moderating inflation and as little as possible
toward reducing aggregate demand" (emphasis added).

b. The rate of inflation. The GAO report states that
the Council’'s "inflation objective" for the first program
year was 6.5 percent (p. 3-1), but this ignores numerous
caveats that linked this objective to the absence of price
shocks to the economy. See, for example, the Council's first-
year Compendium, which states that “full compliance with the
price standard, including this (profit-margin) exception,
inflation would be about 6-1/2 percent in the absence of raw-
material shortages or external supply shocks" (p. 1-1, em-
phasis added).

—Note D*—— —Note C*——

5. The Relevance of the Underlying Rate of Inflation. The
primary measure used by the Council to assess the program's
effect on prices is the CPI-based underlying inflation rate =--
the CPI excluding the volatile prices of food, energy, and
used cars and the cost of home purchase, finance, insurance,
and taxes. This a crude proxy for the prices covered by the
standards; the Council has repeatedly explained the rationale
for the use of this index (see, for example, The Pay/Price
Standards Program: Evaluation and Third-Year lIssues, July 8,
1980, pp. 4-11).

The report notes correctly that, to the extent that the
program has been effective in constraining prices in the cov-
ered sectors, one would expect secondary restraining effects
in uncovered areas such as mortgage interest costs (p. 3-13).
Nevertheless, these spillover effects are difficult to discern
statistically because of the multiplicity of economic factors
that influence these excluded components of -the CPI.

Finally, the exclusion of all food prices rather than
just farm-level prices from the underlying rate of inflation
(criticized by GAO on pp. 3-7 and 3-8) can be justified on
two grounds: (1) although farm prices -- which are excluded
from coverage -- account for only one-third of retail prices,
most (about 70 percent) of the variation in retail food prices
is accounted for by variations in farm prices alone; and (2)
a since the CPI doesn't disaggregate changes in retail food
L prices into farm prices and other components, one must choose

46 *

between excluding or including the entire component; the former
is less misleading. '

*Notes are in appendix VIII; page numbers refer to the text of
our report.
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68-70*

PP-

6. Econometric Analysis

The Council agrees with GAO's position that the effective-
ness of the standards in reducing inflation should be evaluated
using econometric techniques. The report we issued in May,
1980, presented a set of preliminary results that tended to
indicate that the standards had a depressing effect on wages
and prices. Our estimate that the standards restrained infla-
tion by approximately 1.5 percentage points was consistent
with the Council of Economic Advisors' estimate (see the Eco-
nomic Report of the President, 1980, p. 38). We specifically
labelled this report interim because we anticipated that re-
visions would be necessary after others reviewed our work.

In fact, we have received several helpful comments, including
the ones from GAO, and are currently revising the Interim

Report.

A widely used method of evaluating econometric results
is sensitivity analysis. This technique, employed by GAO in
analyzing our reported wage equation, tests the robustness of
an estimated equation to changes in the way variables are
measured, the sample of observations, and the structure. Un-
fortunately, sensitivity analyses have shown that econometric
models that attempted to explain the inflationary process --
wage and price equations -- are generally not very robust.
Not surprisingly, GAO's sensitivity test shows that our pre-
liminary estimates of the effect of the standards are not
robust. At the same time, however, all of GAO's tests con-
tinue to indicate that the program restrained inflation, al-
though the estimated effect is smaller and less significant.

GAO also presented their preferred wage and price equa-
tions, and these equations indicate no restraining effect of
the program; indeed, they indicate that the effect is positive
-~ but statistically insignificant. Our own sensitivity
analysis of GAO's equations shows that this estimated effect
of the standards is unstable; minor and theoretically reason-
able changes in the specifications result in estimates showing
that the standards reduced inflation, using GAO's basic equa-
tions. We also estimated GAO's preferred wage equation up
to 1977:3 and forecasted 1977:4 to 1980:1. The equation under-
predicted wage inflation by more before the standards (1977:4
to 1978:3) than during the standards period. Thus, even
GAO's wage equation gives modest support for an inflation-
restraining effect for the program.

7. Evaluation of the Design of the Standards. Although
the bulk of the report 1s essentially a criticism of the
Administration's decision to have an incomes policy, a modest

amount of attention is devoted to the particulars of the

*Notes are in appendix VIII; page numbers refer to the text of

our report.
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Note G*

program. The title of Chapter 6, "Wage and Price Standards
are inevitably arbitrary and potentially inequitable" (em-
phasis added) signals the fact that the report's analysis

of the design of the standards is not and cannot be objec-
tive. Rather the chapter begins (p. 6-1) by asserting that
"it is not possible to remedy the shortcomings of any par-
ticular incomes policy by trying to alter the details of

its implementation." Possibly because the result is assumed,
the report made no mention of Council advances in the design
of the standards to minimize the distortions created by
previous programs.

The discussion of potential inequities again reflects
a one~sided view, for it nowhere discusses the distortions
created by inflation itself, or the costs of lost output and
unemployment associated with a policy that relies solely
on fiscal and monetary measures to combat inflation. Accord-
ingly, it completely avoids the hard truth that decision-
makers confront -- all policy choices have associated costs
as well as benefits. Given the general condemnation of the
standards program, it is curious that only five problem areas
are identified and that only one -- the third -- can fairly
be characterized as a design question.

Note E*

— a. The absence of Council standards or monitoring
procedures for hospital services and physician fees. The
report correctly notes that, early in the program, respon-
8ibility for monitoring this sector was assigned to HHS (then
HEW); but the decision was made, not because that Department
was developing hospital cost containment legislation, but
rather because it has the staff, resources, and technical
expertise to administer such a program. There is nothing
unique about this delegation of responsibility: for example,
monitoring of public utilities has been delegated to state
public utility commissions.

In addition, the report is in error in saying that
"neither the Department nor the Council has established a
hospital care cost standard". The Department issued a volun-
tary expenditure guideline for the hospital industry in
December 1978 -- an 11.7-percent increase for calendar year
L 1979 -—!and on August 1980 HHS and the Council issued an ex-

e standard for calendar year 1980 -- a deceleration
of 1.7 percentage points in the rate of increase in hospital
expenditures. Compliance with this voluntary guideline is
: ?eing monitored by HHS's Health Care Financing Administration
L HCFA).

P- 89*——T —Note F*

90*

*Notes are in appendix VIII; page numbers refer to the text of
our report.
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Note G*

(P 95*— ——p. 94*———— [p. 93*yNote H*; [—pp. 91-92*—— p. 90%

b. The COLA assumptions. The report correctly notes
that, for purposes of evaluating cost-of-living clauses, the
Council assumed an inflation rate of 6 percent in the first
program year and 7.5 percent in the second program year.
wWhile the actual rates of inflation for these years were sig-
nificantly higher, the report fails to mention that most COLA
clauses are part of three-year contracts, and that most econo-
mists have been and are projecting declining rates over the
next several years.

The report also fails to mention that the 7.5-percent
assumption was unanimously recommended by the Pay Advisory
Committee, which consists of representatives of business,
labor, and the public. Although the Administration recog-
nized that 7.5 percent was probably too low, it concluded
that this underestimate was acceptable in exchange for con-
tinued cooperation with the program. In all fairness, the
report should have cited Chairman Kahn's candid explanation
of the COLA issue before the Senate Committee on Banking,
Housing, and Urban Affairs on March 17, 1980.

c. The nexus between the pay and price standards. The
report's analysis contains several misstatements. For ex-
ample, the Council never stated (see p. 6-14) that it expected
wages, after various adjustments, to average 6.5 percent (see
e.g., p. 1-1 of the first-program-year's Compendium). Also,
the report's very brief mention of the productivity assumption
({p. 6~16) ignores the fact that there is general agreement
among economists that it is trend productivity, not actual
productivity, that influences prices.

d. The Effect of the profit limitation on real profits.
Despite elsewhere asserting that the price standards have had
no effect, this section of the report asserts that firms using
the profit-margin exception have suffered a decrease in real
profits. Such a summary statement overlooks both the basis
for the limitation =~ that firms faced with uncontrollable
costs should not profit thereby -- and, more important, the
basic intent of the program -- to be neutrdl with respect to
income shares. Because a number of shocks to the economy
caused real incomes (for both workers and business) to fall,
and because there has not been a systemdtic shift in income
shares during the program, it follows that both real profits
and real wages fell.

e. Choice of organizational structure and standards.
If this section is intended as a criticism of the program,
it is inconsistent with the overall complaint that incomes
programs create distortions. It was precisely to avoid these
distortions, as well as to offset some of the economic effi-

*Notes are in appendix VIII; page numbers refer to the text of
our report.
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95*"

—p. 1l13*—— rp.

Note I*-‘"

107*

P.

ciency losses and administrative costs (particularly for de-
centralized firms) that such flexibility was built into the
standards.

8. Evaluation of the Council's Administration of the
Program. Chapter 7 purports to criticize the administration
of the standards program, but, in fact, it rarely discuses
actual program operation and pays little, if any, attention
to the typical measures used by GAO to evaluate the adminis-
tration of a program (e.g., the number and quality of deci-
sions or the number and usefulness of reporting forms
processed).

The report's criticisms of the Council's policy of ex-
cluding certain sectors of the economy from coverage seems to
be yet another concomitant of the GAO's basis preconception of
the inflation process (discussed above). It should be noted
that the report confuses exceptions (which entail Council
scrutiny and approval) with exclusion. For example, the re-
port (p. 7-4) misstates that "employees whose wages are tradi-
tionally or contractually tied to [others]" are "exclude[d]"
from the program. In fact, such employees may, under an ex-
ception, maintain their historical relationship with another
group, but may not improve on that relationship (as would
be true if they were excluded from the pay standard).

A second criticism relates to the Council's decision to
concentrate (although not exclusively) on large firms. Coun-
cil officials have repeatedly stated that the decision to
monitor large firms is based on a desire to use the Council's
resources cost-effectively. Large firms are no more difficult
-- indeed easier ~-- to deal with than smaller ones, and the
1200 companies with sales above the $250 million threshold
account for 32 percent of value added. (Indeed, the Report
admits that the reporting universe captures a majority of
total transactions). Moreover, as the Council has stated
repeatedly, the effectiveness of standards is related to
the degree of seller discretion in setting prices, which most
economists agree is in turn correlated with company size.
(Contrary to the Report's insinuation (p. 7-9), industries
that engage in administered pricing are monitored not be-
cause of any culpability for inflation but because standards
work best where there is substantial discretion over pricing
actions.) Company size is not, of course, a foolproof cri-
terion; for that reason, the Council has monitored compliance
of smaller companies (with as little $1 million in sales) in
selected problem industries. Moreover, a distinction should
be drawn between reporting thresholds and the targeting of
monitoring activities:; some reports are analyzed more
thoroughly than others.

*Notes are in appendix VIII; page numbers refer to the text of

our report.
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re. 120*— [Note Jr—p. 112*

Finally, the report criticizes the program because the
Council has little authority to compel compliance. Here too,
whatever the merits of the philosophical debate about volun=
tary vs. mandatory, the report jumps too readily to the con-
clusion that the program is ineffective. The report ignores
evidence that the publicity sanction is an effective deter-
rent -- for example, the large number of formal corrective
actions (totaling almost $170 million) and numerous informal
corrective actions -- agreed to by companies in order to avoid
adverse publicity. The prototypical case involving Sears
Roebuck and Co. was fully discussed with GAO staff, but is not
mentioned in the Report.

9. Alternative Uses for the Council's resources. The report
erroneously implies (without any documentation) that the stand-
ards program has caused the Council to deemphasize its programs
of reqgulatory intervention and economic analysis. In fact,

the Council commits more resources to these areas now than it
did before the standards program was begun.

*Notes are in appendix VIII; page numbers refer to the text of

our report.
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GAO RESPONSES TO AGENCY COMMENTS

A, Because the substance of Chairman Kahn's letter is
repeated in the comments from the Council staff, we have not
responded separately to the issues raised in the letter.

B. In its comments on our draft report, the Council charges
us with an "obvious bias against the potential effectiveness of
any incomes policies." According to the Council, we hold the

view "that the averaye price level is determined solely by
aggregate demand." Since the Council standards do not affect
aggregate demand, they would necessarily be ineffective if
this supposition were correct.

Frankly, we are puzzled at how the Council came to this
conclusion. There is absolutely no basis for it in our draft
report. If our "basic supposition" was that incomes policy
could never be effective, our report would have been much dif-
ferent; at the very least, it would have been much shorter.

I1f no incomes policy can work, then there is no need to review
the evidence to evaluate its effectiveness—--no need to explain,
as we do in chapter 2, how the policy might produce an effect
on the aggregate price level. In fact, we could have answered
the question about the effectiveness of the standards in a
letter.

Our basic position is that an incones policy such as the
Council's standards can be effective if it overcomes certain
problems. This view is stated explicitly on pp. 20-22, 25,
26, in the conclusion of chapter 2, and at other points through-
out the report. Our position is straightforward, but given
the Council's misrepresentation it is worth repeating here.
There is no theoretical reason why an incomes policy cannot
succeed in lowering inflation with less unemployment than
would occur if demand restraint alone was used to do the job.
As we state in chapter 2, there is a case for incomes nalicy.
However, to be effective an incomes policy must overcome
serious practical difficulties. 1/

1/0ur finding, reported in chapter 5, that most peacetime
incomes policies in the United States and abroad have
failed to overcome these difficulties in the long term
is consistent with our basic position. By no means does
it imply that the policies were doomed to fail because
they flew in the face of economic theory. They could
have been effective if they had solved the problems we
identify.
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The most important of these difficulties is establishing
credibility for the program, convincing business and labor that
there will actually be a change in the rate of inflation. As
expectations are modified, prices and wages will be restrained
because wage and price setters will find it in their self-
interest to practice restraint. The Phillips Curve will have
shifted. However, without credibility of this kind, a volun-
tary progran will not be able to alter behavior in the aggre-
gate. We doubt that the standards were effective because
we were unable, after an extensive investigation, to discover
any convincing evidence that the current program had succeeded
in solving this problen.

The Council did not choose to comment on our discussion
of this crucial problem. Had it done so, instead of attacking
us for an imaginary bias, we may have finally learned what its
strategy for dealing with this problem is.

Since the "basic supposition” the Council claims to find
in our report is not there, the criticism of our failure to
justify it is beside the point. However, here too there are
striking inaccuracies in the Council's characterization of
our work.

The Council states that "The report does not even dis-
cuss the economic literature supporting the view that micro-
economic behavior and events can affect the distribution of
aggregate demand changes between changes in output and changes
in prices." This statement is simply untrue. The Phillips
Curve has been for many years the main theoretical tool econo-
mists have used to analyze the differential short-run effects
of a shift in aggregate demand on output and prices. Our
report discusses the Phillips Curve at length in chapter 2
and it is the basis for the econometric estimates of the ef-
fect of the standards in chapter 4. It should be emphasized
that our analytical approach to this issue is essentially the
same as that employed by the Council in its "Interim Report
on the Effectiveness of the Pay and Price Standards."”

The Council claims to find in our Table 1 evidence for
its assertion that we believe that "aggregate demand policies
are the sole determinants of inflation." This is a startling
assertion since nowhere in the discussion of this table is
such a statement made. The purpose of table 1 is not, as the
Council contends, to demonstrate that monetary and fiscal
policies are the sole causes of inflation, but simply to
illustrate that they can be used to stop inflation. The
table, of course, cannot prove this but then we did not
expect it to be controversial, perhaps because it is one
of the points usually made in the sophomore economics
course. As Dornbusch and Fisher said in a recent textbook,
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"If a country wants to reduce the average inflation rate, it
has to somehow reduce the average growth of the money
stock." 1/ This has no bearing on whether incomes policy
can be effective in the short-run in helping reduce the rate
of inflation when combined with the appropriate monetary and
fiscal policies.

In criticizing our draft report for an imaginary bias
the Council is attacking a strawman of its own devising. The
question is not whether the standards could have had an effect
on inflation but whether, in fact, they did so. The latter
can only be settled by exanining the evidence. Our reading
of the evidence for the current program is presented in
chapters 3 and 4. It is on this basis that we doubt the
standards produced an effect on the rate of inflation.

C. The Council criticizes our draft report for implying
that the pay and price standards were "intended to substitute
for restraint of aggregate demand." There is no basis for
this criticism. The Council refers to a passage from the
report to support its charge, but this passage merely states
that wage-price policy is often justified as the only way

to lower inflation without recession. It is silent about

the other policies that may be pursued in conjunction with

an incomes policy. The passage certainly does not imply that
wage-price quidelines preclude a restrictive demand manage-
ment policy. Later in the same chapter we quote the Chairman
of the Council on the cautious demand management policies
announced simultaneously with the standards.

It is also true, however, that the Council has no direct
responsibility for either monetary or fiscal policy. Less re-
strictive policies might have been pursued as a result of the
standards program because of congressional or Federal Reserve
actions, independent of the Administration's intentions when
the standards were announced. The Council has never spelled
out precisely what it means by restrictive policies in
terms of numerical goals for policy instruments such as
the monetary base or the deficit in the Federal budget.

There have been several pronounced changes in demand manage-
ment policy since the standards were established, and appar-
ently the Council has found all of them complementary to

the standards program. With this degree of looseness hetween
the standards program and demand restraint, we believe caution
is appropriate in evaluating the Council's claim that the

- - ———— s

1/Rudiger Dornbusch and Stanley Fischer, Macroeconomics, (New
York: McGraw-[1ill Book Company, 1978), p. 379.

187



APPENDIX VIII APPENDIX VIII

standards were an important complement to more restrictive
policies. That caution is reflected in our report, but it
cannot be reasonably construed to imply that the Administra-
tion deliberately used the standards to avoid a cautious
policy of demand restraint.

D. The Council criticizes our draft report for ignoring
"numerous caveats" that linked the Council's inflation ob-
jective for the first year of the standards to the absence

of price shocks to the economy. 1It cites the Council's

first year Compendium which was issued i1 June 1979, 9 months
after the standards were announced. These caveats do not
seem to us to alter the fact that when the program was an-
nounced its goal was to reduce the rate of price increase

to 6.5 percent. Clearly, there were many factors which pre-
vented the goal from being reached. The Council's caveats

in various places identify the most significant of these.

The 6.5 percent figure was not a forecast, but we do believe
it is fair to describe it as an objectiva or gnal since this
is clearly what the Council hoped to achieve when the program
was first announced. See, for example, the Council's Fact
Book: Wage and Price Standards issued on October 31, 1978,
which states:

"3ome exceptions to the strict numerical stand-
ards have been adopted to ensure the degree of
flexibility required to avoid gross inequities
and inefficiencies. Some competitive markets--
especially farm product markets--could continue
to be sources of inflationary pressures. Wide-
spread compliance with the wage/price standards
is likely, however, to reduce inflation to the
range of 6 to 6-1/2 percent over the next year.
This would represent significant progress over
1978. In future years, as success is achieved,
the wage/price program will achieve price
stability over a period of several years while
simultaneously avoiding recession and main-
taining real incomes."

E. That inflation creates distortions is, of course, true.
If, as a result of our investigation, we had concluded that
the wage and price standards were a significant restraining
influence on inflation, it would then have been appropriate

to weigh the costs of the program relative to the costs of
alternative policy options (one of which is, clearly, to do
nothing). However, given our finding that the standards had
no discernible effect, such a comparison would be superfluous.
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F. The implication that the responsibility for hospital and
physician costs was assigned to the Department of Health,
Education, and Welfare because of the hospital containment
legislation that was being developed by the Department was
deleted.

G. We added that cost-of-living increases are computed
"over the life of a contract" (p. 90).

H. The word "wages" was changed to "unit labor costs"
{p. 92).

I. The use of "exceptions" and "exclusions" has been
corrected.

J. The Sears, Roebuck and Company case is included on
p. 110.
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, D.C. 20503

October 25, 1980

Mr. Morton A. Meyers
Director, Program
Analysis Division
United States General
Accounting Office
Washington, D. C. 20548

Dear Mr. Meyers:

GAO's draft report 'The Pay and Price Standards of the Council

on Wage and Price Stability Have Been Ineffective in Controlling
Inflation" does not appear to us to represent an objective and
balanced evaluation of the effectiveness of the pay and wage
standards. We have serious objections to the criteria used in
assessing the effectiveness of the program. We also question
whether the analytical approach taken by the report is appropriate.

The report sets the following criteria in evaluating the
Administration's voluntary wage and price program:

1) "pid inflation decline?"

2) "Was the tradeoff between lower inflation and
higher unemployment avoided?"

3) '"Is there a substantial body of econometric
evidence to suggest that the program re-
strained inflation?"

The first criterion is logically flawed. The rate of inflation
has been affected by many factors other than the pay and price
standards. The oil price explosion of 1979 and early 1980, which
was unexpected, had a major impact on the inflation rate. The
sharper-than-expected increases in mortgage interest rates also
raised the rate of increase in the CPI. The relevant question is
not whether the rate of inflation declined following the introduc-
tion of the program but whether the inflation rate was lower than
it would have been in the absence of standards. That question is
addressed by the third criterion. The report notes all of this on
page 1-19, but then proceeds as if it had no relevance.

The second criterion sets up a straw man. No one would claim that
incomes policies allow the economy to avoid the tradeoff between
inflation and unemployment. The relevant question would be whether
the inflation-unemployment tradeoff was improved. Again, that ques-
tion is addressed by the third criterion listed above.
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With respect to the third criterion, econometric techniques have
been used to evaluate the Kennedy-Johnson guideposts, Phases I-

IV of the Economic Stabilization Program of the early 1970's,

and the current wage and price standards. The evidence regarding
the effectiveness of these various programs is relatively incon-
clusive. The present GAO work confirms what much of the earlier
work has shown -- that the results depend, among other things, on
the theoretical framework used, the specification of the relevant
wage and price equation, the choice of explanatory variables, and
the period covered. One cannot reasonably conclude from such evi-
dence that CWPS's pay and price standards have been ineffective in
controlling inflation.

Consequently, the basic conclusions of the report, the title of
the report, and the chapter headings are inappropriate and should
be modified.

The analytic approach taken by the report also appears to us
inappropriate. This is most apparent in the discussion of the
relationship between price changes in major commodities, such as

petroleum and its products, and changes in aggregate price indexes.

No doubt price increases in important individual markets have
income effects which may, especially over a longer period, have
secondary price effects in other markets. This commonplace ob-~
servation hardly warrants the conclusion that "...changes in
individual markets, which affect the prices of particular goods
or services, should be analyzed as deviations from the average,
not as its determinants..." (page 3-12). Using this analytical
approach the report appears to conclude that inflation is wholly
demand-determined, and that demand restraint should be viewed as
a substitute for incomes policies. A more careful and balanced
analysis, we believe, would view demand restraint and incomes
policy as complementary weapons in the battle against inflationm.
It would not argue that incomes policy is largely a futile attempt
to "avoid" demand restraint.

A number of more detailed comments are provided in the margins of
the report, which is enclosed.

urs sincere

an Dogyn Oom
Assistant Director for
Economic Policy

Enclosure

NOTE: The criticism of the draft report in this letter
repeats the criticism made by the Council. Our response
to these comments is on pages 31-33, 68-70, and in appen-
dix VIII.

(971753)
191

IX









AN EQUAL OPPORTUNITY EMPLOYER

UNITED STATES
GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20548

OFFICIAL BUSINESS
PENALTY FOR PRIVATE USE,$300

POSTAGE AND FEES PAID . ,

 S—
U. S. GENERAL ACCOUNTING OFFICE | & UFgwese
N

SPECIAL FOURTH CLASS RATE
BOOK





