
CHAPTER 2

Inflation Control Under the Economic

Stabilization Act

Public Law 92-210, the Economic Stabilization Act Amendments
of 1971, requires that the Economic Report of the President include a
section "describing the actions taken under this title during the preceding
year and giving his assessment of the progress attained in achieving the
purposes of this title." This chapter and the supplement included in
Appendix A of this Report are intended to fulfill that requirement.
There is, however, no intent to represent the description of the control
regulations contained herein as legally binding interpretations.

THE UNITED STATES has had general price and wage controls
before, during both World War II and the Korean war. But 1972

marked the first full year in American history that comprehensive wage
and price controls were in effect when the economy was not dominated by
war or its immediate aftermath. Judged by any expectations one could
derive from history, either in the United States or abroad, the system was
successful. Nevertheless, by the end of the year it was plain that although
continuing controls could make a further contribution to economic stabiliza-
tion, the system would have to be modified. As the year ended the Adminis-
tration was developing a revision of the system that would make its operation
more effective and at the same time lay the groundwork for its termination.

THE SITUATION IN AUGUST 1971

To understand what is meant by the "success" of the controls one must
go back to the conditions which existed in the summer of 1971. By then
the rate of inflation had declined from its 1969 peak, and output and
employment were expanding. Neither the decline in the inflation rate
nor the expansion of the economy had been as marked as people had hoped
for or as the Administration had forecast. A more rapid expansion and a
further slowdown of inflation in the months ahead were high on the list
of the Nation's goals.
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The true probabilities for the future behavior of the economy—as distin-
guished from what people thought might happen—were not known. How-
ever there were several reasons why the rate of inflation might still continue
to decline after August 1971. First, prices and wages would be responding,
with a lag, to the slowdown in the economy that had occurred earlier. Sec-
ond, the prospective recovery of the economy, even according to an opti-
mistic view of its pace, would still leave the economy in a situation of excess
capacity rather than excess demand throughout 1972. Third, more rapid
recovery would accelerate the rise of productivity and hold down the rise
of unit costs.

On the other hand, there were reasons why the inflation rate, which had
been declining since 1969, might not only stop falling but might accelerate.
For one thing, the decline might already have ended. The Economic Report
of 1972 summarized the evidence of the price indexes at mid-1971:

(1) Most of the indexes show a peak rate of increase at some time
in 1969; (2) most of the indexes show a trough at some time in 1970;
(3) in the second quarter of 1971, the last full quarter before the freeze,
we find that the rate of increase is above the trough in all instances
but below the peak in all but one instance—wholesale industrial prices.
That, of course, is a serious exception. Although it does not negate
the improvement shown in the other indexes, the exception was impor-
tant enough and the other improvements small enough to leave un-
certainty about the future decline of inflation.*

By August 1971 the recovery of the economy was in its ninth month.
At that point in earlier recoveries the rate of inflation had begun to accel-
erate, rather than continue to decelerate. This might have happened again
after August 1971: inflationary expectations and the effort of some workers
to catch up with the cost of living and with the wage increases of other
workers had not been eliminated during the period of economic slowdown.
Such price-raising forces might have been suppressed only to break out
again when the pressure of deficient demand was relaxed. Indeed, as workers
and businessmen became more aware of the continued expansion, especially
expansion produced by Government action, their belief that rapid inflation
was inevitable would be reinforced and might even tend to generate the
feared result.

Although the feared acceleration of inflation was associated with the
prospect of economic expansion, it should be clear that the price rises
then envisaged for the period ahead would not be the direct result of excess
demand. The price and wage increases would not be equilibrating in the
sense that they would be necessary to raise output into balance with demand
and attract workers. Firms would have been willing to produce more at
existing prices, and workers would have been willing to supply their labor
at existing wages, if they could not raise them. But both groups preferred

"^Revision of seasonal factors since the above was written has slightly altered the
wholesale industrial price pattern so that it is now consistent with the other indexes.
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raising wages and prices, because others had been doing so and because, with
expansion underway, they anticipated that their production costs or living
costs would be rising and that the market would absorb their products or
labor at higher prices or wages. How probable this more pessimistic scenario
was could not be known, but it was not a negligible possibility.

Moreover, even if the more pessimistic outcome was actually unlikely,
there was widespread fear of it, and this fact was itself important. Anxiety
about inflation among consumers was believed to be holding back a revival
of consumer spending. Long-term interest rates had been rising in the spring
and summer of 1971; this may have been a sign of renewed inflationary
expectations. An opinion common in the financial community was that stimu-
lative actions by the Government would intensify the fear of inflation, cause
a more rapid increase of interest rates, and finally hurt rather than help the
economic expansion. Also, the idea that the American inflation was endless
and uncontrollable was undermining confidence in the U.S. dollar and
aggravating the balance-of-payments problem. These fears inhibited the
Government from taking steps to expand the economy.

In this situation then, the purposes of the controls were threefold:
1. To reduce the risk that the rate of inflation would rise again and to

increase the probability of further decline;
2. To reduce the fear that the rate of inflation would rise or not decline

further; and thus,
3. To strengthen forces for expansion in the private economy and free

the Government to follow a more expansive policy.
The controls were to be used to help achieve these goals subject to the

conditions that they:
1. Should not interfere with the expansion of the economy. For example,

they should not discourage private investment.
2. Should not impair the rise of productivity by reducing incentives to

hold down costs or by precipitating strikes.
3. Should be fair in the sense that they should not adversely affect some

groups or individuals and favor others.
4. Should not impose heavy administrative costs either on the Govern-

ment or on private citizens.
5. Should not create or perpetuate a situation in which termination of

the controls would be highly disruptive.

The controls were part of a larger program, which had the twin objec-
tives of economic expansion and inflation reduction. The broader program
included a fiscal and monetary policy which would initially be strongly
expansive but would become less so as the economy reached higher levels
and as the danger of excess demand became greater. One of the major
concerns of the Administration when it instituted controls was that the
country would come to rely on the controls and feel relieved of the necessity
to exercise restraint in Federal spending when restraint became appropriate.
This concern was related to the belief that controls would not in fact be
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able to hold down prices and wages when there was a strong excess of de-
mand, and that the effort to do so would result in shortages and distortion
of production.

Another program element, which became more significant as the year
progressed, was the attempt to use the policies of Government to hold prices
down in situations of shortage by promoting expansion of supply. The food
sector provided the leading instance of this approach.

The controls program was intended to be temporary. This was true not
only of the freeze, but also of Phase II and its modifications as they developed
during 1972. Some believe that the United States faces a permanent prob-
lem of serious inflation beyond the capacity of prudent fiscal and monetary
policy to control. In contrast, the Administration expected that if the total
package of policies were well managed it would be possible to enter a period
of reasonable price stability without controls. In any case the control sys-
tem of 1972 was not designed to last forever. If a means of dealing with a
more prolonged problem were needed, it would have to be created especially
for that purpose.

In the following pages of this chapter, after a very brief description of
the program, we review how far its objectives were achieved by the end
of 1972 and, what is much more difficult, to what extent they were in fact
achieved by the program itself.

THE NATURE OF THE PROGRAM

The supplement to this chapter, included in Appendix A, contains a
description of the controls program. Further details may be found in the
Quarterly Reports of the Cost of Living Council and in the regulations
issued by the Council, the Pay Board, and the Price Commission. Here we
summarize only the most salient points.

1. Goals. The goal of policy was to get the rate of inflation, as measured
by the consumer price index (CPI), down to 2-3 percent by the end of
1972. The upper end of the range was considered to be not far below what
might have been optimistically expected without controls; but at the same
time it would represent significant progress from the earlier rate of inflation.
The goal was set in the expectation that food prices would not rise sig-
nificantly more than other prices.

2. Pay standard. To achieve this goal the Pay Board (initially consisting
of five members each from labor, management, and the general public) set a
basic standard of 5^2 percent for permissible pay increases. This figure was
related to the inflation goal through a "normal" or trend productivity in-
crease of 3 percent, which would yield a 2 l/i -percent increase in unit labor
costs. A number of exceptions, some formulated by the Board and some
imposed by Congress in the Economic Stabilization Act Amendments of 1971,
permitted increases beyond 5 / 2 percent. But the standards only set maximum
limits; they did not set a floor.
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3. Price standard. The Price Commission specified that prices could
increase above their August 1971 level no more than would be proportional
to the increase of costs over the same period, subject to the further proviso
that, if prices were raised, a firm's profit margin in relation to sales could not
exceed the average rate of the best 2 of the 3 fiscal years preceding August
1971. Again a number of exceptions were made, generally further limiting
permissible price increases.

4. Term limit pricing (TLP). Agreements were worked out indi-
vidually by the Price Commission with many of the largest companies,
specifying the maximum amount by which they could raise their average
prices during the coming year. Thus the companies were relieved of the
necessity to obtain advance approval for individual price increases and
the Price Commission was relieved of a considerable administrative burden.
The agreement usually specified a maximum amount by which any indi-
vidual price could be raised. For example, the agreement might provide
that a company's average price could not rise more than 1.8 percent and
that no single price could rise more than 8 percent. The TLP did not relax
the profit-margin limit for the firm.

5. Firm-by-firm control. Price and wage control was exercised on a firm-
by-firm basis, and on the basis of collective bargaining units. The control
agency did not set ceiling prices at which specified commodities could be
sold by any seller. It did not set ceiling wage rates for particular individuals
or occupations. Instead it laid down rules by which the individual company
could determine its ceiling prices, and these might differ from the ceiling
price at which a different company sold the same commodities. Similarly the
rules limited the average wage increase for the workers covered by a single
company or bargaining unit, and these increases might permit different
pay for the same occupation in different firms. Such a system kept the ad-
ministrative burden on the Government small and was probably the only
feasible way to make a rapid transition from the freeze to the
more flexible controls of Phase II. On the other hand, the firm-by-firm
approach may have raised the costs of compliance for the private sector.
The variations that the system allowed in different firms' prices for the
same product might have been a source of inefficiency and inequity in a
situation of excess demand, but, under the conditions prevailing in most
industries during 1972, competition tended to bring about uniform prices
despite differences in ceilings.

6. Exemptions. The most important exemption from the controls system
applied to farm products, defined to include timber and unprocessed fishery
products also. The reason for the exemption was that pricing of these
products took place in extremely competitive markets and adjusted quickly
to changing market conditions; repressing price increases by controls would
therefore cause shortages and require rationing. Interest rates were not sub-
ject to mandatory controls for the same reason, although voluntary restraint
was sought in raising administered interest rates (mortgage rates, con-
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sumers' credit rates, and the banks' prime lending rate). Imports
and exports were also exempt. The Economic Stabilization Act
exempted wages of low-income workers from control, and the subsequent
definition of this class excluded about 40 percent of all private nonfarm
workers. After the Phase II system had been in operation for some months,
firms, collective bargaining units, and landlords, below certain size limits,
were exempted from control. This removed from control the largest pro-
portion of all economic units in the country, permitting administrative re-
sources to be concentrated on the remaining units, which still accounted for
most of the economic activity and which, by their competition, restrained
price increases in the uncontrolled sector.

7. Administration and reporting. For checking compliance with the price
standards, firms were divided by size into three tiers. The largest, Tier I
firms, were required to notify the Price Commission and obtain approval in
advance of price increases, unless they had a prior term limit pricing agree-
ment. Tier II firms submitted quarterly reports, as did the Tier I firms; but
the Tier II firms were not required to submit advance notification of in-
creases. Tier III firms were not required to submit reports but were expected
to maintain records which would permit auditing of compliance. Some-
what comparable procedures were established for monitoring pay increases.

PRICES AND WAGES DURING THE CONTROLS PERIOD

According to the indexes which provide comprehensive measures of the
movement of prices in the United States, the rate of inflation has declined
significantly during the controls period (Table 15 and Chart 7). Price beha-
vior has been dominated by two facts: The rate of increase of prices other
than farm prices declined markedly compared with the precontrol period;
and the rate of increase of farm prices increased markedly compared with
the precontrol period. The decline in the rate of inflation obviously is there-
fore smaller in indexes which accord a heavy weight to farm and food prices
than it is in more comprehensive indexes like the consumer price index, the
gross national product (GNP) deflator, the private output deflator, and the
personal consumption expenditure deflator. Only the wholesale price index
(WPI) fails to show this slowdown in the rate of inflation. However, the
WPI reflects the prices of only about half the output produced or purchased
in the United States, and it gives considerably more weight to farm products
than is present in family budgets or in the national economy.

The broad price indexes clearly show the sharp decline of the inflation
rate during the freeze, the rise during the bulge after the freeze, and a de-
cline thereafter to a rate below that of early 1971. The sole exception is
farm products.
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TABLE 15.—Changes in price measures, 1968 to 1972

[Percent; seasonally adjusted annual rates]

Price measure

Consumer price index:

All items

Food
All items less food

Commodities less food
Services^

Wholesale price index:

All commodities

Farm products and processed
foods and feeds

Industrial commodities . . .

Fixed weight GNP price deflators:

Total GNP...
Gross private product
Personal consumption expenditures..

Implicit GNP price deflators:

Total GNP...
Total U.S. purchases *
Private business GNP:

Nonfarm
Farm

Pre-freeze

Dec. 1968
to

Dec. 1969

6.1

7.2
5.7

4.5
7.4

4.8

7.5
3.9

1968 IV
to

1969 IV

5.4
5.1
5.0

5.3
5.3

4.7
10.4

Dec. 1969
to

Dec. 1970

5.5

2.2
6.5

4.8
8.2

2.2

- 1 . 4
3.6

1969 IV
to

1970 IV

5.1
4.5
4.3

5 3
5.5

5.1
- 7 . 3

Dec. 1970
to

Aug. 1971

3.8

5.0
3.4

2.9
4.5

5.2

6.5
4.7

1970 IV
to

1971 II

5.9
5.0
4.5

5.1
5.0

4.3
12.1

Freeze

Aug. 1971
to

Nov. 1971

1.9

1.7
2.3

.0
3.1

- . 2

1.1
- . 5

1971 II
to

1971 IV

3.0
2.6
2.4

2.2
2.3

1.2
16.3

Bulge

Nov. 1971
to

Feb. 1972

4.8

9.7
2.9

2.4
4.7

6.9

14.7
4.0

1971 IV
to

19721

6.1
4.5
3.6

35.1
35.3

3.6
20.1

Post-bulge

Feb.1972
to

Dec. 1972

3.0

3.6
3.0

2.5
3.3

6.5

14.7
3.4

1972 1
to

1972 IV «

3.2
2.9
2.8

2.3
2.6

1.5
21.5

1 Based on unadjusted indexes as these prices have little seasonal movement.
2 Preliminary.
3 Increase in pay of Federal Government employees accounted for about \\i percentage points of the total increase.
* Total GNP less net exports of goods and services.

Sources: Department of Commerce, Bureau of Economic Analysis, and Department of Labor, Bureau of Labor Statistics.

Since most nonfarm prices were subject to controls and farm prices were
not, it is theoretically possible that the controls generated pressures which
increased farm prices. This possibility is significant because food prices are an
important part of consumer budgets. However, there is no evidence to in-
dicate that the increase of farm prices was stimulated by the control of
prices in other sectors.

There is, on the contrary, considerable evidence which points to domestic
supply conditions and an increase in foreign demand as the main contribu-
tors to the rise in farm prices, and these two factors would have had much
the same effect even in the absence of a controls system. The supply of food
for domestic consumption not only failed to rise but actually declined on a
per capita basis, for two reasons. First, domestic food production declined
because of unfavorable natural conditions, including the earlier corn blight
and bad weather in 1972; hence, despite a rise in imports and a reduction
in carryover stocks, the supply available for domestic use and exports fell.
Second, food exports increased significantly because of bad growing weather
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Chart 7

Changes in Prices
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abroad. These exports were facilitated by U.S. arrangements to permit the
financing of grain exports to the U.S.S.R.

An additional factor which retarded the decline of some of the indexes
was the behavior of import prices. Because of the devaluation of the U.S.
dollar and rapid inflation abroad, the dollar prices of imports rose more
rapidly than U.S. prices. As a result, indexes which reflect prices of U.S.
purchases, such as the CPI and the personal consumption expenditure de-
flator, rose more rapidly than indexes which reflect the prices of U.S. output,
such as the GNP deflator and the private output deflator. This difference in
behavior is reflected in the comparison, near the bottom of Table 15, of
the price deflator for GNP and the price deflator for total U.S. purchases
(GNP plus imports minus exports).

Statistics on wage increases also showed a marked deceleration during the
controls period. Here too there is an initial sharp decline associated with the
freeze, followed by a brief upsurge in the months after the freeze, and then
a settling back to a rate below the level prior to the freeze. Several measures
of wage change are shown in Table 16 and Chart 8.

Chart 8

Changes in Compensation in the

Private Nonfarm Economy
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SOURCE: DEPARTMENT OF LABOR.
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TABLE 16.—Changes in wage measures, 1969 to 1972

[Percent; seasonally adjusted annual rates]

Wage measure

Average hourly earnings, private nonfarm econ-
omy 2 _. _

Average hourly compensation, all employees:

Total private economy

Nonfarm

Average hourly earnings, private nonfarm econ-
omy 2

Pre-freeze

Aug. 1969
to

Aug. 1970

6.9

1969 II
to

1970 II

7.2

7.1

6.5

Aug. 1970
to

Aug. 1971

6.9

1970 II
to

1971 II

7.6

7.6

7.4

Freeze

Aug. 1971
to

Nov. 1971

3.1

1971 II
to

1971 IV

5.2

5.1

5.7

Bulge

Nov. 1971
to

Feb. 1972

9.5

1971 IV
to

1972 1

8.9

8.9

8.0

Post-bulge

Feb.1972
to

Dec.19721

5.6

1972 1
to

1972 IV1

5.7

5.9

6.0

1 Preliminary.
2 Adjusted for overtime (in manufacturing only) and interindustry employment shifts.

Source: Department of Labor, Bureau of Labor Statistics.

Additional evidence of the decline of the inflation rate is provided by the
substantial reduction in the size of negotiated increases in collective bar-
gaining agreements covering 1,000 or more workers; the typical wage in-
crease negotiated for the first year of a contract had been 11.8 percent for
the first 9 months of 1971 and 11.9 percent during all of 1970. In contrast,
this first-year increase declined to 7.6 percent for all of Phase II and to an
even more moderate 6.6 percent during the last 3 quarters of 1972. For
manufacturing alone, the first-year increase was 8.1 percent in 1970, 11
percent during the first 9 months of 1971, and 6.9 percent during Phase II.
Construction first-year wage increases, which had averaged 18.1 percent in
the 4 quarters prior to the establishment of the Construction Industry
Stabilization Committee in early 1971, slowed to 12.5 percent during the
first year of the CISC's operation and to 5.8 percent during the last 3
quarters of 1972.

Did Controls Reduce the Inflation Rate?

The fact that the rate of increase of both prices and wages declined during
the controls period does not prove that the controls themselves reduced the
rate of inflation. There are, naturally, two views on this subject: one is that
they were effective and the other is that they were not.

Those who say the controls were not effective rely primarily on the ob-
servation that the rate of inflation was declining before the controls began
and that no sharp discontinuity in the decline of the rate of inflation can be
dated from the beginning of the controls. Although a sharp cut in the in-
flation rate accompanied the freeze, and a bulge followed the relaxation
of the freeze, these can be regarded as only briefly displacing in time the
trend of prices that would otherwise have occurred.
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The difficulty with this argument lies in the absence of any assurance
that the decline in the inflation rate which had occurred before the freeze
would have continued without it. The controls were imposed largely be-
cause there was no such assurance. Some of the reasons for the fear that the
inflation rate would not continue to decline have been given earlier in this
chapter.

The facts are that some price and wage increases were below the per-
mitted amounts and that there have been few if any cases of shortages at
ceiling prices. But the first of these points is not inconsistent with the
controls having held down the average rate of inflation by holding down a
significant number of price and wage increases. And the second point is
consistent with the underlying rationale of the controls, which is that the
price and wage increases to be restrained were not increases necessary to
avert shortages.

The case for the effectiveness of controls rests in part on econometric
study of the relation between the rate of inflation and other variables,
such as unemployment, prior inflation rates, and growth of demand.
The relations derived from past experience are used to project what
the inflation rate would have been in the absence of controls. Since, as has
turned out in several studies, the projected inflation rate was larger than the
rate actually experienced in 1972, the conclusion is that the controls reduced
the inflation rate, and by the amount of the difference. Although these
studies ask the right question—What would the inflation rate have been
without the controls?—the poor record of this technique in predicting the
rate of inflation prior to controls does not inspire confidence in their answer,
and evidence from this source must be regarded as inconclusive.

One interesting set of facts bearing on the effectiveness of the controls sys-
tem is the distribution by size of wage adjustments in collective bargaining
agreements. The data are shown in Table 17. The reduction from 1970 and
1971 to 1972 in the percentage of workers receiving increases of 10 percent
or more is striking, and it may reflect the curtailment of big increases
by the controls. In 1968, when there were no controls and the average in-
creases were about the same as in 1972, the percentage of very large in-
creases was also much less than in 1970 and 1971. Still, the 1972 distribution
is more compressed than that of 1968, at least in manufacturing: the pro-
portion of very large adjustments was below the 1968 level. The group of
industries negotiating increases in 1972 was different from that in 1968,
however, and this may help explain the difference in the distribution.

We believe it is probable that the controls did reduce the rate of inflation,
but the magnitude of the reduction is uncertain. There are a number of
individual cases in which the controls seem to have restrained price and
wage increases, and it is hard to find cases in which the controls have stimu-
lated increases. The slowdown of wage increases and of the private GNP
deflator is more pronounced during the controls period than before it. But
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TABLE 17.—First-year wage rate changes in collective bargaining agreements covering 1,000
workers or more, 1968 and 1970-72

Type of wage-rate action i

All wage actions.

No wage increase..
Increase in wages..

Under 1 percent
1 and under 2 percent...
2 and under 3 percent...
3 and under 4 percent—
4 and under 5 percent...
5 and under 6 percent...
6 and under 7 percent...
7 arid under 8 percent...
8 and under 9 percent...
9 and under 10 percent..
10 percent and over
Not specified

Number of workers (thousands).

Mean adjustment (percent)

Median adjustment (percent)

Percent of workers affected

All industries

1968 1970 1971 19722

100

4,589

7.4

7.2

100

4,675

11.9

10.0

100

3,978

11.6

12.5

100

2,092

7.0

6.3

Manufacturing

1968 1970 1971 1972

100

100

2,277

7.0

6.9

100

2,184

8.1

7.5

100

8

1,913

10.9

10.1

100

99

2
2
6

23
24
19
16
2
4

792

6.6

6.2

1 Percent of estimated average hourly earnings excluding overtime.
2 Preliminary.

3 Less than 0.5 percent.

Note.—Detail may not add to totals because of rounding.

Source: Department of Labor, Bureau of Labor Statistics.

one cannot be sure that the controls had an effect on the rate of inflation.
Still less can the size of the effect be gauged.

However, this uncertainty does not imply an equal uncertainty about the
value of the controls. As we said at the outset, the controls were intended to
deal with the risk that inflation would again accelerate. To reduce that
risk substantially, as we believe the controls did, was a very significant con-
tribution, but one that would not necessarily show up in a reduction of the
inflation rate below what would most probably have occurred without the
controls.

Reducing Inflationary Expectations

The goal of policy in 1971 and 1972, as we have pointed out, was not only
to reduce the probable rate of inflation but also to reduce the general fear of
continued or rising inflation and thus to increase confidence in the achieve-
ment of price stability. A change in the perception of the U.S. inflation
prdblem has taken place. The controls have made a substantial contribu-
tion to this.

There are no completely satisfactory measurements of people's ex-
pectations and fears about inflation. But everyone who has examined his
own thinking and the thinking of other people in 1970, 1971, and 1972 can
see that a change has occurred since the controls were imposed, and these
changes are reflected in available public attitude surveys. For example, the

62
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



proportion of people surveyed in a poll who said they thought there was a
current danger of inflation declined from about 85 percent just before the
freeze to about 60 percent in December 1972. The proportion who said
they feared inflation at that time more than a year earlier fell from 70 per-
cent to about 35 percent. Any other outcome would be strange. For a great
many people the idea that inflation could be reduced by fiscal and monetary
restraint is unreal and abstract. Disbelief on this score was reinforced by the
disappointing contrast between the many forecasts that inflation would
decline markedly in 1970 and 1971 and the actuality. On the other hand,
nothing seems more obvious than that the imposition of controls should curb
inflation. Moreover, the controls had a symbolic value as evidence of the
Government's determination to take whatever steps might be necessary
to check inflation.

Concern about inflation did not, of course, disappear. From time to time
in 1972 it was even fairly acute. Nevertheless, one has only to recall the tone
in which the problem was usually discussed in the summer of 1971 to see
how far we have come.

One of the most striking changes has been in the attitude of the interna-
tional economic community toward the American inflation; before August
1971 it was the major concern of foreign observers and investors. By the
end of 1972 the American anti-inflation policy had become the marvel of
the rest of the world (Table 18). Largely because of this change the rest
of the world is willing to hold increasing amounts of dollars.

TABLE 18.—Changes in consumer prices in the United States and OECD countries, selected
periods, 1958 to 1972

[Seasonally adjusted annual rates]

Country

United States

Other OECD countries:

Canada
Japan
France
Germany
I ta ly . . . .
United Kingdom
All other OECD countries L .

1958-59
average

to
1968-69
average

2.1

2.3
5.1
3.9
2.4
3.5
3.3
3.8

Percent change

From previous year

1970

5.9

3.3
7.8
5.5
3.8
5.0
6.4
5.3

1971

4.3

2.9
6.1
5.6
5.2
4.9
9.4
7.4

From previous half-year

1971
first
half

4.2

2.5
6.6
5.1
5.4
4.8

10.3
7.2

1971
second

half

3.5

4.9
5.9
6.4
6.1
4.9
9.1
8.8

1972
first
half

3.1

4.3
3.0
4.9
4.7
4.9
5.1
6.6

1972,
second

to
third

quarter

3.6

7.4
6.1
9.0
8.7
8.7

10.5
8.2

11970 private consumption weights and exchange rates used. Includes Austria, Belgium, Denmark, Finland, Greece,
Iceland, Ireland, Luxembourg, Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, Turkey, and Yugoslavia.

Sources: Department of Labor, Bureau of Labor Statistics, and Organization for Economic Cooperation and Development

One objective indicator of inflationary expectations is the behavior of
interest rates, particularly those on long-term obligations. When increased
inflation is generally expected in the economy, lenders demand higher
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interest rates to compensate them for the depreciation of the real values
of their loans. Borrowers are willing to pay higher rates because their
resources are expected to appreciate in nominal terms. Interest rates,
therefore, tend to rise and. fall in direct relation to changes in inflationary
expectations. The expected rate of inflation is, however, by no means the
only factor determining the behavior of interest rates, nor is it easy to
distinguish its effect from the effects of other factors operating at the
same time.

The behavior of interest rates after August 15, 1971 strongly suggests that
inflationary expectations receded abruptly as a result of the imposition of
the Economic Stabilization Program. On August 16 the yield on seasoned
3-5 year Treasury securities fell 40 basis points from August 13 levels,
and the Moody's Aaa long-term bond yield fell 20 basis points. By the end
of August these yields had fallen 75 and 26 basis points, respectively, from
the levels on August 13.

The declines in these yields were very sudden. Because they took place
so quickly, they cannot be explained by any fundamental force except
expectations. Hence a strong presumption exists that people believed the
effects of the freeze would not be completely reversed and that they ex-
pected the inflation rate to follow a lower course after August 15 than before.

While long-term interest rates rose early in 1972, they generally followed
a downward path after April, although scattered increases occurred, par-
ticularly in September. The declines took place in a period in which the
economy was expanding rapidly, at a pace seldom equaled, and short-term
rates were rising. Both of these forces are normally associated with in-
creases in long-term rates as credit demands increase and expectations of
future short-term rates are revised upward; only twice in the past 26 years
had long-term rates declined over such a long period in such circumstances.

The fact that long-term interest rates declined on balance during 1972
even in the face of strong economic expansion suggests that long-term in-
flationary expectations which influence such rates were also revised. While
short-term expectations appear to have been quickly revised in 1971 after
the imposition of controls, investors in long-term securities took longer
to become convinced that inflation would remain on a lower path for a
considerable period to come.

The Fairness of Controls

In the development and management of the controls system, a great effort
has been devoted to achieving fairness, both in justice to those directly
affected and because belief that the system is fair is necessary to ensure the
voluntary support without which the system could not function. Accord-
ing to the concept of fairness underlying the controls, the system itself should
not substantially alter the distribution of income that would have occurred
in an expanding, noninflationary economy without controls.

Fairness in the controls system can be understood in small or large terms:
through the impact that controls exert on particular individuals and busi-
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nesses or the effect on such large classes, as wage earners and stockholders.
In particular instances there was undoubtedly some arbitrariness. The regu-
lations were inevitably broad and general; case-by-case handling of inequi-
ties was slow. As the year passed, feeling grew that individual treatment
by the system had not always been equitable.

Public discussion and complaint about the fairness of the system have
related chiefly to the larger aggregates, however, especially to the relation
between wages and profits. In these terms it is hard to see that the controls
system has changed the distribution of income. If there has been any change
compared to what would have happened in a strong expansion without con-
trols, it seems to have been favorable to wages. Employees' compensation
rose from 75.1 percent of the national income in the second quarter of 1971
to 75.3 percent in the third quarter of 1972, despite the normal tendency
of the labor share to decline when output expands rapidly. Related to
gross national product, the employee compensation percentages are 61.3
and 61.0, respectively. As is shown in Table 12, Chapter 1, employees' share
of the gross product of nonfinancial corporations declined insignificantly
(from 66.4 percent to 66.1 percent) over the same period. Also shown in
Chapter 1 (Table 11), the rise in profits relative to the rise in GNP has
been much smaller in the current recovery than in earlier business recov-
eries; a related fact is the modest increase in corporate dividends, which
have risen much less than employee compensation.

It seems quite clear that the share of labor in the national income has
not suffered at the expense of profits during the controls period. Yet it
is also true that real hourly labor compensation (compensation adjusted
for the cost of living) in the private nonfarm sector has not risen as fast
as output per hour in the private nonfarm sector. It is a well-known prop-
osition of economics that if real compensation per hour does not rise as
fast as productivity, labor's share declines. However, this proposition holds
only if the prices used to deflate hourly money compensation and convert
it into real compensation are the prices of the workers' products. In the
present case, prices in the private nonfarm sector rose much less than the
consumer price index because of the large influence of farm prices and
import prices on the latter index. Therefore, real hourly compensation in
terms of the things workers produced rose much more than real compensa-
tion in terms of the CPI market basket (and it is the former which is rele-
vant for the proposition about shares). From the second quarter of 1971 to
the fourth quarter of 1972 the purchasing power of the compensation for
an hour of work in the private nonfarm sector rose at an annual rate of 2.8
percent in terms of the items included in the CPI, but at 4.2 percent in
terms of the goods produced in the private nonfarm sector.

In a larger sense, workers gained much more from the controls program
than can be shown by calculations of their proportionate share in the na-
tional income. The confidence engendered by the program was an important
ingredient in the economic expansion which greatly increased employment,
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hours of work, and productivity, and thus the real incomes of workers.
Real weekly earnings of private, nonfarm production workers (adjusted for
the CPI) rose at an annual rate of 3-4 percent from August 1971 to Decem-
ber 1972 compared to 3.0 percent in 1971 prior to the freeze and to an
average of 0.4 percent per year from 1965 to 1970. Total employment, in-
cluding the Armed Forces (which declined), rose by 3.2 million from the
second quarter of 1971 through the fourth quarter of 1972, and the total
real compensation of employees rose at an annual rate of 5.7 percent.

THE COSTS OF CONTROLS

The actual or potential benefits of price and wage controls in reducing
both the inflation rate and the fear of inflation must be balanced against
their actual and potential costs. Several kinds of costs may be involved;
almost all are difficult or impossible to measure. An impressionistic review
suggests that these costs were probably not large in 1972, relative to the role
that the system played in the national economy, but that they were growing
as the year progressed.

1. Administrative costs. The controls program was designed to be carried
out with a staff of less than 4,000 people. The annual rate of expenditure
of the Cost of Living Council, the Pay Board, the Price Commission, and
related agencies was about $80 million. The cost of administering the pro-
gram, however, even within the Federal Government, amounted to more
than this. The program was a demand on the time of the President and
of the heads of many Government departments and agencies. This cost
is to be measured in diversion from attention to other problems.

The administrative costs outside the Government were undoubtedly much
larger than those borne by the Government. Many more man-hours were
required to prepare applications and reports than to review them, and to
maintain records than to check them. There is no calculation of what this
cost amounted to in dollars, but it was probably substantial.

By the end of 1972 it appeared that the administrative costs would in-
crease substantially if the program continued without modification. In a
continuing program, companies and workers would insist on more equitable
procedures that they did not demand when the system was considered to be
short-lived, and they would have more recourse to the courts to get their
full rights.

2. Industrial disputes. Previous experience, both in the United States and
elsewhere, suggested the danger that wage and price controls might lead to
exceptionally bitter industrial disputes and loss of time due to strikes. The
disinflationary process would in any case require a slowdown in the rate of
wage increases and thus carried with it the possibility of long strikes. This
possibility might be aggravated if the Government entered the picture by set-
ting standards for maximum pay increases. In such a situation, wage disputes
could become tests of policy and power between Government and labor,
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each party being unwilling to compromise and local cases threatening to
explode into nationwide stoppages.

Despite the danger, 1972 turned out to be a year of unusual industrial
peace. Time lost through strikes as a proportion of time worked was at its
lowest level in nearly 10 years. This outcome was a consequence of the
public's strong support for the program and the cooperative attitude among
workers and the leaders of organized labor.

3. Effects on productivity. Price control systems tend in greater or less
degree to be cost-plus systems which reduce the incentive to hold down costs
and may even create an incentive in the other direction. The basic price
standard in the 1971-72 controls program had this feature. Prices were gen-
erally permitted to be raised in proportion to costs, so that an increase of
costs also permitted an increase of profits. This effect was at least limited
by the requirement, adopted in May, that firms use an historical, industry-
wide productivity factor in calculating costs, rather than their own actual or
estimated productivity. However, firms would again be in the cost-plus situ-
ation if they reached their profit-margin limit, because an increase of costs
would then permit an increase in profits.

Productivity rose sharply in 1972. The cyclical conditions for such a rise
were highly favorable. Any adverse effect that the controls system may have
had on productivity is not visible in the statistics, although this does not
mean such effect was absent or negligible. Nevertheless, even anecdotal evi-
dence of antiproductivity effects is rare. There were probably several rea-
sons for this. Relatively few firms were up to their profit-margin standard
in 1972. Even those which were at the profit^margin limit felt restraint on
cost-raising tendencies because of competition from firms that were not.
Moreover, the expected short life of the controls made businesses especially
wary of falling into managerial practices that would be harmful when con-
trols ended. All of these reasons suggested dangers as the controls continued,
particularly in an economy operating closer to its potential.

4. Effects on investment. The price control system posed certain threats
to the vigorous expansion of business investment. Profits were restrained by
the cost pass-through rules as well as by the profit-margin standard. Further-
more, in the calculation of costs to justify price increases no allowance was
made for the cost of nonborrowed capital. As a consequence, an increase in
equity capital per unit of output would reduce the rate of return on equity,
even though it permitted saving of other costs.

Despite these inhibiting factors, business investment rose substantially in
1972, and reports of business intentions suggest another substantial increase
in 1973. Since investment is undertaken in expectation of a future stream
of profits, the heavy investment of 1972-73 suggests that business viewed
controls as likely to be of relatively brief duration. The restraint on dividend
payments, which increased the internal funds of corporations, may also have
helped to sustain investment growth.
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5. Distortions and interferences with production and distribution. There
are a number of classic ways in which long-maintained and rigid price con-
trols in the face of excess demand distort the pattern of production and dis-
tribution. Low-margin goods disappear from the shelves, black markets and
informal rationing appear, the quality of goods and services is degraded, and
innovations are discouraged. Very little of this distorting effect showed up
during 1972. There were stories, whose significance was difficult to measure,
of a shift toward high-profit lines in the lumber industry, of favoritism in
the allocation of lumber to dealers, and even of lumber production held back
to await the end of controls. Relative prices under the controls induced
production of more gasoline and less fuel oil than would have occurred in
free markets. The ceilings on service fees charged by hospitals may have led
to the provision of an unnecessarily large amount of services.

However, these cases were exceptional. They were kept from becoming
more common by the flexibility of the controls system and by an even more
important factor, the prevalence of unused production capacity during 1972.

WHERE WE STAND

By the end of 1972 the rate of inflation had been clearly reduced
from its level when the freeze took effect. Moreover, what had happened
was not merely a suppression of price increases that would burst out if con-
trols were removed. Although some such increases might occur, a more
durable change had taken place in the conditions underlying wage and price
increases. Expectations of rapid inflation had diminished, and not only be-
cause of controls. Confidence in the Administration's determination to pur-
sue a noninflationary fiscal and monetary policy had been strengthened.

An economic background for wage decisions had been established which
was much more conducive to moderation than had prevailed earlier. Al-
though workers had, on the average, been getting large wage increases
in money terms in 1970 and 1971, they felt very little real improvement be-
cause of the rapid inflation. Consequently there was a strong push, recog-
nized by employers as well as workers, for even larger wage increases. In
contrast, at the end of 1972 workers had been receiving the same or smaller
hourly wage increases, but the increase in their buying power during the
year had been much larger. This contrast is shown in Table 19, which com-
pares the conditions of 1972 with the conditions of 1969, that is, 1 year before
many of the collective bargaining agreements to be negotiated in 1973 were
last negotiated.

Developments during the controls period have thus improved the posi-
tion of workers in the aggregate; they should also have particular rele-
vance for employees in those sectors where bargaining activity in 1973 will
be concentrated. In recent years, before the introduction of controls, wages
in the major industries affected by collective bargaining agreements showed
a persistent tendency to fall behind the rest of the economy during the term
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TABLE 19.—The economic preludes to two major collective bargaining rounds, 1970 and 1973

[Percent change; seasonally adjusted annual rates]

Series
Backdrop to the

1970 negotiations:
19691

Backdrop to the
1973 negotiations:

1972 2

Consumer price index

Earnings in current dollars:3

Hourly*
Gross weekly
Spendable weekly6..

Earnings in constant dollars:3

Hourly*
Gross weekly
Spendable weekly6.

6.1

6.5
6.2
4.9

.4

.1
-1 .1

3.2

6.3
6.7
7.3

3.1
3.4
4.1

i December 1968 to December 1969.
3 August 1971 to December 1972.
3 For production or nonsupervisory workers on private nonfarm payrolls.
* Adjusted for overtime (in manufacturing only) and interindustry employment shifts.
6 Gross weekly earnings, after taxes ,for a worker with three dependents. In annualizing the rates of change, the effect

of the change in tax rates at the beginning of 1972 is taken into account separately.

Source: Department of Labor, Bureau of Labor Statistics.

of a multiyear agreement and then to catch up through larger increases
when new agreements were negotiated. As the accelerating and high infla-
tion rate has receded, however, a fundamental change has occurred in the
manner in which inflation and long-term contracts have affected the relative
position of unionized workers in the wage structure. Workers covered by
many important contracts expiring in the near future appear either to have
maintained or to have improved their relative position in the wage structure.

Thus the economic performance of 1971 and 1972 gave rise to several
factors favorable to price stability in 1973. At the same time, this performance
did not achieve a final liquidation of the extraordinary inflation problem left
behind by the 1965-68 demand surge. The rise of prices, as measured by the
consumer price index, was above the interim target rate set by the Adminis-
tration and above the rate that would be considered permanently satisfactory.
Apprehension about the future inflation rate, although much diminished,
remained. Sensitivity to the vestiges of recent inflationary experience
was heightened by the prospect and need for continued expansion and by
the large number of workers who would be involved in new wage settle-
ments in 1973.

A case could therefore be made for continuing the anti-inflationary in-
fluence of controls in 1973. But the experience of 1972 also suggested a num-
ber of dangers to be avoided. Although the costs of controls in retarding
and distorting economic activity had apparently thus far not been great,
these costs seemed to be rising. They could be much more significant in 1973
as the program aged and as the economy came closer to its potential. The
number of instances of excess demand would multiply, and the relative
price ceilings established by the system would become more potent sources
of distortions. More and more companies would hit their profit-margin
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ceilings, with adverse consequences for cost control and for investment incen-
tives. More insistence on formal and equitable procedures would arise, litiga-
tion would multiply, and administrative costs, public and private, would
increase greatly. Less tolerance of the inevitable delays and red tape of the
system would be forthcoming.

These dangers and difficulties did not mean that continuation of controls
was impossible or undesirable. They did mean that even temporary continua-
tion would require modification of the program. They reinforced the idea
that controls should not be a permanent part of the American economic
system. And they emphasized the need for maintaining general noninflation-
ary economic conditions which would permit the controls to continue for a
while and then to disappear. These considerations were all prominent in the
development of the policy for 1973 which is discussed in Chapter 3.
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