
CHAPTER 4

Inflation and Unemployment

THE HISTORY OF INFLATION during the past 10 years has been
dominated by two major episodes. In each of them a series of events set

off a burst of inflation, followed by a period of economic slack during which
the rate of price increase subsided only partially. The end result in both in-
stances was a persistently higher rate of inflation. For the last 3 years, the
underlying rate of inflation has remained in the 6- to 6^-percent range
despite very high rates of unemployment.

Since 1970 similar developments have characterized the economies of
other industrial nations. Throughout the industrial world, economic policy
is now confronted with the simultaneous existence of substantial unemploy-
ment and strong inflationary momentum.

It is not difficult to identify the sources of the two inflationary episodes
during the past decade, nor is it surprising that the resulting inflations were
serious, given the magnitude of the initiating forces. What does pose major
problems for both economic theory and policy is the persistence of inflation:
why it keeps its momentum long after the initial shocks have disappeared
and in the face of idle plant and unemployed workers.

Over the next several years, even as recovery proceeds, some slack will
remain in our economy. The central task in dealing with inflation in the
period immediately ahead will be to find ways to reduce the persistence
of the inflation inherited from earlier years. Looking further ahead, a sec-
ond major task will be to avoid a renewal of inflationary pressures or shocks
as we regain a high-employment economy.

The two tasks are related. Unless we succeed in reducing the current rate
of inherited inflation over the next several years—while some slack remains
in the economy—any tendency for price and wage increases to accelerate
in later years will raise the inflation rate from an already high base. If that
should occur, prospects for maintaining a stable rate of economic growth
with high employment would be endangered.

The problem of inflation amidst unemployment is dealt with here in three
parts. The first reviews the two inflationary episodes of the past 10 years
and emphasizes the distinction between the initiation and the perpetuation
of inflation. The second addresses the particular problem of the present and
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the immediate future: the momentum of inflation inherited from the past.
In doing so, it discusses the forces producing that momentum in the face of
economic slack, reviews alternative ways of reducing the inflation rate,
points up the advantages and disadvantages associated with each alterna-
tive, and outlines a "deceleration standard" for reducing inflation. The
third part of the chapter looks farther ahead to the task of preventing the
recurrence of renewed inflationary pressures as high employment is ap-
proached, focusing on the role of structural employment policies to improve
the operation of the labor market and thus to reduce the inflationary pres-
sures associated with an economy near capacity. This section also discusses
the need for rapid investment growth to avoid inflationary bottlenecks and
scarcities as industrial capacity utilization increases.

A REVIEW OF THE PAST 10 YEARS

EPISODE I: EXCESS DEMAND IN THE LATE 1960s

The current inflation had its roots in the late 1960s. During this period
the economy reached very high levels of employment and resource uti-
lization. The unemployment rate was less than 4 percent in every year
from 1966 through 1969, when it reached 3.5 percent, the lowest rate
since the Korean war. The major factor initiating inflation was the tra-
ditional one of excess demand. The economic stimulus from expenditures for
the Vietnam war was added to an economy already approaching high
employment. The rate of inflation in consumer prices rose from less than
2 percent in 1965 to over 6 percent in 1969.

If the Vietnam war had been financed out of increased taxes, the eco-
nomic consequences of the added war expenditures would have been less
serious. But the temporary increase in taxes in 1968 came well after strong
demand pressures had already triggered a significant acceleration in price
and wage inflation. Moreover when taxes were raised, monetary policy be-
came more expansive for a brief period, offsetting some of the contractionary
impact of the tax increase.

The 1970 Recession

The recession which began in late 1969 undid much of the reduction in
unemployment that had been achieved over the prior decade, as the unem-
ployment rate rose to 6 percent by the end of 1970. Yet inflation continued
at a rapid pace. The advance of consumer prices did slow, but much of this
reduction was due to the impact of declining mortgage interest rates on the
consumer price index (CPI). If mortgage interest is excluded, the consumer
price index showed little deceleration—from 5.7 percent in 1969 to slightly
over 5 percent in 1970 and the first half of 1971 (Table 19). The increase in
average hourly earnings in the private nonfarm sector actually accelerated
during this period.
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TABLE 19.—Changes in consumer prices} all items and selected components, 1970—77
[Percent change 1]

Component

All items

Food
Energy 3

Mortgage interest.
Other items

Medical care

Relative
impor-
tance,

December
1977

(percent)2

100 0

24 0
7.4
4.3

64.3

6.9

1970

5.5

2.2
4.5
6.9
6.0

7.3

1971

3 4

4 3
3.1

- 1 1 . 0
3.8

4.8

1972

3 4

4 7
2.8

- . 9
3.1

3.3

1973

8 8

20.1
16.8
14.7
3.8

5.2

1974

12 2

12 2
21.6
10.5
10.7

12.4

1975

7.0

6.5
11.6

- 3 . 1
6.7

9.9

1976

4.8

.6
6.9

- 4 . 8
6.6

10.1

1977

6.8

8.0
7.2
1.9
5.9

8.8

1 Change from December to December, not seasonally adjusted.
2 Detail may not add to total due to rounding.
3 Gas and electricity, fuel oil and coal, and gasoline and motor oil.

Source: Department of Labor, Bureau of Labor Statistics.

The inflation would not have persisted during the 1970 recession if wages
and prices were very sensitive to economic slack. On the basis of the experi-
ence of that period, and the similar one more recently, estimates of the size
and duration of the demand restraint and output loss that it takes to slow
inflation have been revised sharply upward.

Wage and Price Controls

In reaction to the failure of inflation to abate, a wage and price freeze
was announced on August 15, 1971, and was followed by wage and price
controls. The initial price freeze and the subsequent Phase II of controls did
reduce the rate of inflation during the final months of 1971 and throughout
1972. The rise in consumer prices moderated substantially, to about 3
percent in the last half of 1971 and throughout 1972. But the controls had
no lasting effect on the rate of inflation. Their relaxation in 1973 coincided
with the beginning of a series of developments that inaugurated a new round
of inflation. And the increase in business profit margins, which had been
squeezed during the control period, contributed to the renewed upsurge in
prices.

EPISODE II: THE ACCELERATION OF INFLATION IN 1973-74

The second inflationary episode stemmed in part from excess demand.
Between the fourth quarter of 1971 and the first quarter of 1973 the econ-
omy grew very rapidly—real gross national product (GNP) increased at an
annual rate of 7% percent. Among other reasons for this growth was the
expansive economic policy pursued. The high-employment budget moved
from a $2.7-billion deficit in 1970 to an $11.8-billion deficit in 1972;
monetary policy was also eased significantly and remained easy through
1972. Unemployment dropped sharply in 1972, and capacity utilization
reached high levels, especially in the materials sector. The phased disman-
tling of controls during 1973 coincided with and contributed to the opening
of a new episode of inflationary events.
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The major inflationary pressures in 1973 and 1974, however, were not
caused by domestic monetary and fiscal policy. The fall of over 20 percent in
the value of the U.S. dollar from mid-1971 to mid-1973 helped to cause a
rapid rise in exports. Demand for U.S. goods was also increased by the simul-
taneous economic expansion in all industrial countries. The high operating
rates in the rest of the world accentuated the problem of tight domestic
capacity, as imports were not available to augment domestic supplies. The
most obvious result of this expansion was a rapid rise in prices of industrial
commodities. On world markets, prices of basic industrial commodities other
than oil more than doubled between mid-1972 and mid-1974. Prices of inter-
mediate products such as primary metals and chemicals also rose sharply
in response to worldwide demand.

Other special factors were also at work. Food prices surged in 1973
and 1974 as a consequence of conditions that had been evolving slowly,
but were brought into prominence by a series of poor world harvests begin-
ning in 1972. The steep increase in oil prices put into effect by the Orga-
nization of Petroleum Exporting Countries (OPEC) in late 1973 caused
the energy component of the CPI to rise by nearly 22 percent in 1974 alone;
from the end of 1972 through 1975 it rose by nearly 60 percent.

Although each of these special events was sufficiently important to exert a
marked impact on the overall price level, the dominant influence was the
rise in fuel and food prices. Its force was not limited to direct effects. The
pass-through of cost increases into other prices broadened the inflation, and
the rise in consumer prices led to efforts by wage earners to recover lost real
incomes. The inflation in prices for consumer items other than food, energy,
and mortgage interest accelerated from 3.1 percent in 1972 to 3.8 percent in
1973 and to 10.7 percent in 1974. The rate of increase in hourly earnings
remained relatively stable at around 6 to 7 percent until controls were re-
moved in April 1974, but then rose sharply to .an annual rate of about 10 per-
cent during the remainder of the year. While the rise played a part in spread-
ing the initial shocks through the rest of the economy, it was less than the
increase in prices and represented a loss in real wages for workers.

The 1973-74 experience provided vivid evidence of the potential infla-
tionary effects of factors other than aggregate demand pressures. It was, as
well, an example of the effects of the downward insensitivity of prices and
wages. Price increases in one sector exerted upward pressures in others,
rather than leading to a readjustment of relative prices around a stable
overall rate of inflation.

THE CURRENT SITUATION
Inflation has moderated substantially from the 12-percent rate of 1974.

Improved weather and agricultural production reduced prices of agricul-
tural products at the farm. Despite higher processing costs, the rise in retail
food prices during 1976 was limited to less than 1 percent. Energy prices are
no longer rising at the extreme rates of earlier years. The rapid growth in
prices of other materials has also moderated.
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The slowing or reversal of price increases in these sectors, together with
the severity of the 1974—75 recession, did result in a significant moderation
of other price increases and wage gains. In 1973 and 1974 compensation
per hour rose less than prices, but still climbed sharply. The rate of increase
subsequently declined from an annual rate of almost 11 percent in 1974 to
about 8 percent in 1975, but has not receded further.

After initial moderation in 1975, the rate of inflation remains high and
relatively stable. The rate of increase of consumer prices fell from 1975
to 1976, but then rose again in 1977. These fluctuations were principally
due to erratic variations in food and energy prices. Excluding those two
categories, consumer prices rose at almost the same 6- to 6 J/i-percent rate in
each year from 1975 through 1977 (Chart 9).

Even allowing for delays in the response of wages and prices to underly-
ing changes in demand, the failure of prices and wages to decelerate over
the past several years starkly illustrates the strength of the forces that support
inflation in the face of substantial economic slack.

THE MOMENTUM OF INFLATION

An inflationary momentum becomes built into the structure of the econ-
omy in several ways. Expectations of inflation and workers' desires to main-
tain their real wages lead to indexing of wage rates to price increases in both
a formal and an informal fashion. Workers as well as their employers are
concerned with their wages relative to other workers'. As a result, a wage
increase won in one sector of the economy can generate demands for equiva-
lent increases elsewhere, even though economic conditions in individual labor
markets may vary significantly. Since an acceleration of inflation is usually
uneven in its initial stages, the wage structure becomes distorted, intensifying
the conflict over relative wages. The normal reaction is larger wage gains
in lagging sectors rather than smaller increases in leading sectors. This
process of adjustment makes it difficult to stop the inflation, even after the
initiating forces have disappeared.

Widespread belief that inflation will continue also leads businesses to ac-
cede to cost increases in the expectation of being able to pass the costs for-
ward into higher prices. These price increases become the basis for still
further rounds of wage increases.

In this process of ongoing wage and price increases, it is fruitless to try
to identify a villain. While there are winners and losers—some groups do
a little better and some a little worse in defending their standard of living—
the actual changes in the distribution of income between profits and wages
have been relatively small lately. The poor performance of real wages in
recent years has been the result of poor productivity gains and the higher
price of imported oil, not of a shift in income away from workers to other
Americans. Poor profits have stemmed principally from low capacity utiliza-
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Chart 9

Price and Wage Trends
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tion and higher energy costs rather than from the pressure of wages on
prices. The principal result of the struggle to defend living standards has
been continued inflation.

Some of the factors that explain the inflexibility of prices and wages in the
face of slack demand can be identified. Complex technology, specializa-
tion, and economies of scale have limited price competition in many
individual markets. Price reductions are not seen as a means of sustaining
revenues and profits during periods of decline in the total market, since each
firm perceives that its competitors will match any price cuts. Competition
tends to concentrate on other strategies than pricing: quality adjustment, for
example, and the introduction of new products. The responsiveness of supply
to changing demands is also reduced by the importance of fixed costs in
many industries; decisions to expand capacity or enter into new markets must
be based on long-term considerations rather than on more immediate
changes in market conditions. The cost of entry into many major industries
by new firms is often great enough to allow some pricing discretion by those
already there.

The existence of formal escalator clauses tends both to increase the speed
with which an inflation spreads through the economy and to perpetuate the
inflation when it becomes established. In 1970 only one-fourth of workers
covered by major collective bargaining agreements were protected by
cost-of-living clauses; today 60 percent are (although virtually none of these
clauses provide an automatic full escalation of wages to prior inflation).
Many employers whose unions have escalator clauses extend the same pro-
tection to their nonunion employees. And employers without such escalators
face strong pressures to grant wage rate increases that protect workers
against inflation to maintain morale and productivity.

The structure of labor markets in modern industrial societies differs
significantly from simple models of competitive behavior. Workers do not
compete freely for all jobs. Some are denied the most attractive opportu-
nities because of discrimination. Unemployment rates show a wide disper-
sion among different subgroups of the population, and the search for jobs by
some workers does not fully restrain wage increases of others. Entry into the
most attractive job markets is also sometimes limited by rules and practices
that have often been successful in preventing increases in overall unemploy-
ment from putting downward pressures on rates of increase of wages or
professional fees. Many firms, because of their interest in maintaining a
stable, high-quality labor force, base wage policy on longer-term considera-
tions. Wage rates are often determined by what is considered equitable,
and prices are often set on the basis of traditional markups over cost,
rather than being based on short-run demand and supply conditions in
individual labor and product markets.

These characteristics of wage and price determination have been with
us for a long time. Several recent developments, however, may have made the
setting of wages and prices even less flexible. The cost of doing business has
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been steadily increased, in good times and bad, by regulations designed to
meet objectives such as clean air and water and improved health and safety
of consumers and workers. Another factor may have been the substantial
growth of the noncompetitive sector of the economy. This sector (govern-
ment and nonprofit establishments) represents about 26 percent of total
employment today as against less than 20 percent in 1960. Although employ-
ment in the regulated industries whose prices are sheltered to a large degree
from competitive forces—electric and gas utilities, communications, and most
forms of commercial transportation—has not grown as rapidly, wage and
price behavior in this sector also differs importantly from the competitive
model. By 1977 the government, regulated, and nonprofit sectors together
accounted for 31 percent of total employment.

Although we cannot measure the extent to which most of these factors
impede the downward flexibility of wages and prices, that flexibility does
appear to have been reduced during the postwar period, especially in the
case of wages. As Table 20 shows, deceleration in wages has been less and
less evident with each succeeding contraction. The table exaggerates the
problem, since there were strong exogenous forces driving price and wage
increases up in the year preceding the cyclical peak in 1948, and even
stronger forces driving them up in the recent recession. Nevertheless, some
longer-term decrease in downward flexibility, especially of wages, seems
evident.

TABLE 20—Wage and price changes and unemployment rates over the business cycle

[Percent!

Cycle

1948-49....
1953-54....
1957-58....
1960-61 — .
1969-70....
1973-75....

Average hourly earnings index,
manufacturing1

At cyclical
peak

2 quar-
ters after

trough
Change

Consumer price index

At cyclical
peak

2 quar-
ters after

trough
Change

Change from 4 quarters earlier

9.1
5.8
5.0
3.1
6.0
6.6

I

1.9
2.4
3.6
2.6
6.8
9.5

-7 .2
-3 .4
-1 .4
- . 5

.8
2.9

4.5
.9

3.5
1.8
5.8
8.4

-0 .6
- . 6
1.9
1.2
4.4
8.7

- 5 . 1
-1 .5
-1 .6
- . 6

-1 .4
.3

Unemployment rate, wage and
salary workers in manufacturing

At cyclical
peak

2 quar-
ters after

trough
Change

4-quarter average

4.2
2.8
4.6
5.8
3.3
4.3

8.2
7.1
9.3
8.0
6.7

10.4

4.0
4.2
4.7
2.2
3.4
6.1

1 Adjusted for ov ertime and interindustry shifts.

Source: Department of Labor, Bureau of Labor Statistics.

At the same time, the acceleration of the inflation rate during the past
10 years cannot chiefly be blamed upon an increasing downward rigidity
of wages and prices. Rather it appears to result from the relatively greater
magnitude and frequency of the inflationary shocks that have occurred
during the recent period, impinging upon an institutional structure of wage
and price setting which, for some time, has allowed only very limited down-
ward flexibility, especially in wage determination.
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OTHER FACTORS AFFECTING THE CURRENT INFLATION

Among the factors contributing to the high inflation rates of the last decade
are changes in the behavior of labor productivity, basic material costs, and
price-cost margins.

Productivity

There has been only a small improvement in real incomes throughout the
economy in recent years. This can be attributed to the slow growth in
productivity (and the large increase in imported oil prices) rather than to a
failure to gain large increases in nominal income. From 1950 through 1968
private nonfarm productivity expanded by about 2.6 percent annually (Chart
10). From 1968 through 1977 it rose by about 1.4 percent per year. Part of
this difference in performance is caused by the incomplete recovery from the
recession: productivity tends to grow faster than its longer-run trend when
the economy is on the upswing of a cycle and slower during the downswing.
But correcting for cyclical factors still leaves a difference: 2.5 percent in the

Chart 10

Productivity in the Private
Nonfarm Business Economy
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earlier period against 1.6 percent in recent years. This slowdown is one of
the most significant economic problems of recent years. Gains in real living
standards must come primarily from improved productivity. Without gains
in productivity, improvement in real incomes for some Americans can come
only at the expense of others.

In the short run, rapid productivity growth also helps to contain inflation.
To the extent that nominal wage gains are determined by the inertia and
expectations discussed earlier, productivity growth provides a margin
between rising money wages and unit labor costs and thus contributes to
lower inflation rates. The substantial growth in productivity was a major
factor in the stable price environment of the 1950s and 1960s. A continuation
of the slower growth in productivity that has prevailed since 1968 would
imply a very stringent limitation on real income growth. It would also
increase the difficulty of achieving moderation in the inflation rate.

The causes of the apparent decline in the rate of productivity growth are
varied and their effects hard to quantify. Some of the decline may result
from the gradual adjustment of the economy to higher energy prices, as
more costly resources are substituted for previously cheap energy inputs.
But this explanation cannot account for the slower growth before 1974.
There is, of course, no reason why productivity should follow a constant
upward trend. Since its growth represents the combined effects of techno-
logical innovations, changes in skills and education of the work force, im-
provements in organizational techniques, and a host of other factors,
changing patterns should be expected.

The change in the demographic composition of the labor force has also
been proposed as an explanation of the slow growth of productivity in recent
years. The rise in the proportion of women and younger workers has been
a factor in the rise of the unemployment rate, and it might be natural to
attribute some slowing of productivity growth to the same phenomenon. But
the facts do not support this conclusion. What is important for the growth
of productivity is not the share of a particular group in employment, but the
growth of that share. Although the percentages of younger workers and of
women in total employment have been growing since 1968, the percentages
were also growing before 1968. The percentage of younger workers (aged
16 to 24) grew by 0.4 percent a year from 1955 to 1968, and at the same
rate since 1968. The growth of the percentage of women in total employ-
ment has also remained virtually unchanged, at 0.4 percent. Since these
increases have been stable, they cannot have accounted for any significant
reduction in the growth rate of productivity.

A more promising explanation may be the behavior of the capital stock.
From 1947 to 1968 the capital-labor force ratio grew at .an annual rate of
about 3 percent. Since then it appears to have grown more slowly, by about
1 percent a year. If one adjusts for the proportion of capital required to meet
pollution abatement and safety regulations, the capital-labor ratio would
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show even less growth. This apparently explains at least some of the slower
growth in productivity since 1968.

The accelerated introduction of governmental regulations dealing with
environment, health, and safety may also have been responsible for some of
the slowdown in official measures of productivity growth. To the extent that
additional resources are devoted to specific identifiable activities required to
meet environmental, safety, and other social regulations, the effects on pro-
ductivity are, at least conceptually, measurable. But much of the effect may
have come indirectly, through increased limitations on the choice of sites
and raw materials, delays in construction, and constraints on production
processes. The effect of these is virtually impossible to quantify. Increased
regulation has undoubtedly had an impact, but its magnitude remains a
matter of conjecture. Insofar as these programs result in improvements in
public well-being, we may simply have taken part of our productivity gains
in forms that are not measured in GNP.

Much of the low recent growth in productivity may come from the
effect the extreme instability of the economy since 1968 has had on invest-
ment. Sustained balanced growth may make a substantial contribution
toward restoring a more rapid growth of investment, and thus of produc-
tivity.

Profit Margins

Firms seemed to absorb part of their cost increases during the late 1960s
and the early 1970s, rather than passing them on fully to purchasers. Con-
sequently profit margins declined substantially. Profit margins, adjusted for
the effects of inflation, have improved since 1974, however, and appear to be
close to their post-World War II average when allowance is made for capacity
utilization. (See Chapter 1.) This situation does not characterize all indus-
tries, of course, and some movements in prices relative to costs will take place.
But as far as the economy as a whole is concerned, attempts to increase profit
margins by increases in prices relative to costs should not seriously affect
inflation in the near future.

Costs of Materials

From the end of the Korean war until the late 1960s the prices of raw
materials declined relative to the general price level. This was an important
factor in moderating inflation during this period. The decline was due to a
variety of factors, including a large overhang of excess processing and mining
capacity, the discovery of large low-cost oil fields abroad, expansion of capac-
ity in foreign countries, major technological improvements in agriculture and
mining, ,a more extensive global search for raw materials, and a major reduc-
tion in overseas transport charges. For example, yields per acre of corn in the
United States increased by 125 percent from 1950 to 1969, largely because
of improved hybrid seeds, better fertilization and pest control, and improved
cultural practices.
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This downward trend in relative prices of materials came to an abrupt
end in 1973. In that year alone raw materials prices rose 40 percent. This
explosive rise can be attributed to lagging growth of capacity during prior
years, a series of crop failures in several areas of the world, the enormous
growth in demand created by the simultaneous economic expansion in the
industrial countries, the development of speculation and a "shortage mental-
ity," and above all the actions of OPEC. This explosion appears to have
ended. Although there is no reason to believe that prices of raw materials
will climb as abruptly in the near future as they did in 1972-74, neither
should one expect them to decline relative to other prices, as they did prior
to 1970.

Government Policies

Government policies directly affect the price level. The most obvious
examples are increases in sales or payroll taxes, since they add to prices and
costs. A rise of 1 percentage point in the sales tax rate shows up fairly directly
in prices. Changes in payroll taxes have a similar effect by raising labor costs,
which are then passed on in higher prices. The employer's share of social
insurance contributions (including social security and unemployment insur-
ance) has risen from only 2.7 percent of total employee compensation in
1950 to over 6.8 percent in 1977, and to over 7 percent in 1978, when higher
unemployment insurance and social security taxes take effect.

The government may also add to prices through other forms of legisla-
tion or through regulation. A change in the minimum wage law is an ex-
ample. Mandating an increase in the wage paid by the employer raises the
cost of production and increases prices. Expenditures that are required to
meet environmental and safety regulations add to costs. The environmental
benefits or added safety may be well worth the resources devoted to them,
but the rate of inflation is affected. Government regulations may also have
an unfavorable effect on prices by restricting competition. When interna-
tional competition is restricted through tariffs or quotas, domestic producers
are able to raise their prices. Domestic competition is also restricted by
various regulatory agencies that set uniform rates and hamper the entry
of new firms. Some of these issues are discussed further in Chapter 5.

GROWTH AND INFLATION

In the traditional view, the cure for inflation is a dose of fiscal and mone-
tary restraint designed to reduce aggregate demand and thereby eliminate
the conditions generating the inflation. When inflation is being fed by excess
demand—tight labor markets and intensive use of industrial capacity—
elimination of that excess is indeed a prerequisite to controlling inflation and
preventing it from accelerating further. Moreover, if the rate of increase in
wages and prices responded readily to excess supply, a reduction in demand
sufficient to produce a modest and short-lived amount of economic slack
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would eliminate the inflation quickly. As we have seen, however, the essence
of the present inflation problem is that the rate of wage and price increase
reacts very slowly to idle resources and excess supply. Given this fact, an
attempt to purge inflation from the system by sharp restrictions on demand
would require a long period of very high unemployment and low utiliza-
tion of capacity.

Most current estimates of the reaction of inflation to economic conditions
indicate that a continuation of the current degree of slack (an unemploy-
ment rate near 6^2 percent) would reduce inflation by amounts that at the
upper end of the range are no more than one-half percentage point a year. In
the absence of future inflationary shocks (for example, a rise in world
materials prices), it would take at least 6 years of the current degree of
economic slack to cut the inflation rate from 6 to 3 percent. To achieve the
same results in less time would require even higher unemployment rates.

Not only would this policy entail a prolonged effort, it would also be ex-
tremely expensive in terms of lost output. Maintaining the current level of
economic slack means producing approximately $100 billion a year less
than the potential output of the economy.

To cut the current inflation rate in half, the lost output would amount to
at least $600 billion (at 1977 prices). Moreover, to the extent that such
a policy kept the rate of investment low, any attempt to restore high
employment promptly, after the slack had disappeared, would probably
soon encounter inflationary shortages of plant capacity.

USING THE TAX SYSTEM TO REDUCE THE MOMENTUM OF INFLATION

Various proposals have been offered in recent years to utilize changes
in taxes to influence wage and price behavior directly. One set of proposals
involves an attempt to break the momentum of the current inflation through
one-time reductions in sales taxes or employer payroll taxes. Since the
persistence of inflation during periods of economic slack stems partly from
the sequence in which price increases induce wage increases that induce
still further price increases, even a one-shot slowdown in the rate of price
increase might halt the momentum and start unwinding the spiral.

The Federal Government has no general sales tax. It does have a series
of specific excise taxes. Eliminating those on alcohol and tobacco hardly
seems an appropriate measure to combat inflation, if only because the initial
impact would be so unevenly distributed across the population. Most of the
other excise taxes are earmarked for particular purposes, such as the high-
way and airport trust funds. The only sizable excise that remains, the tax
on telephone service, is marked for elimination in fiscal 1979 under the
President's proposed tax program.

State governments are the principal units that levy general sales taxes.
Conceivably, the Federal Government could make grants to the States
conditioned on their using the funds to reduce sales taxes. Serious prob-
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lems of equity and administration must be solved before such an approach
could be made to work. Five States have no sales tax. The taxable base
varies widely among the States—some, for example, include food while
others do not. Unless the grants were permanent, their cutoff could lead to
a sudden return of sales tax rates to higher levels with the consequent addi-
tion to inflation. And even if the grants were continued indefinitely, the States
could hardly be asked never to raise sales taxes once they had been lowered.

Payroll taxes are levied by the Federal Government, and the receipts
flow into several trust funds to pay for various social insurance programs.
That part of the taxes that is levied on employers is a direct addition
to payroll costs and tends to be passed on in the form of higher prices.

Reducing employer payroll taxes would lead to a one-time reduction
in costs and prices. The President has proposed, as a modest step in this
direction, reducing the Federal portion of the unemployment insurance tax
from 0.7 to 0.5 percent of covered payrolls. This reduction would lower tax
liability by $800 million per year. But a cut large enough to produce a sig-
nificant reduction in costs and prices would require a substantial change in
national policy with respect to large-scale general revenue financing of the
social insurance trust funds. While such a change in national policy might
indeed be worth considering, it cannot be made without lengthy debate and
appraisal encompassing far more than its merits as an anti-inflation tool.

One-time reductions in sales or payroll taxes to combat inflation need
careful evaluation with respect not only to their administrative and related
aspects, but also to their efficacy as anti-inflation measures. Roughly speak-
ing, a $15- to $18-billion permanent reduction in sales taxes or payroll taxes
would be needed to reduce the level of costs and prices by 1 percent. Would
such a one-time reduction be enough to turn the momentum of inflation
downward? That is, would the secondary effects—the effect of lower prices
in slowing wage increases that in turn lead to still smaller price increases—
be sufficient to affect the rate of inflation during subsequent periods? In
part the answer would depend on what happened to expectations about
future price and wage increases. No answer can be made with confidence,
however, so long as we cannot quantify the strength of the various mecha-
nisms that perpetuate inflation.

Another quite different set of proposals would use taxes as an incentive
for workers and business firms to moderate wrage and price increases. In
one variant the government would levy a special tax upon wage increases
in excess of some standard, and—in some versions—upon increases in price-
cost margins of business firms. In another variant, instead of levying a tax
increase, the government would offer a tax reduction to firms and groups
of workers whose wage increases were held at or below the standard.
Given the recent history of inflation, the chosen standard would not be
expected to result in an immediate return to price stability, but would be
sufficiently far below recent increases in wages to produce a significant decel-
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eration in inflation. To continue the deceleration the tax (or subsidy) could
be repeated, at least for a few years, with a lower standard each year.

Significant administrative problems are obviously entailed in any such
proposal. How are wage rates (and fringe benefits) to be measured? What
about multiyear union contracts, with low increases in the first year to avoid
the tax or reap the subsidy, followed by large increases in the second year?
Important economic questions also arise. Would a tax on the wage increases
that are considered excessive simply be passed along by firms with substantial
market power and strong unions and thus actually increase inflation? (The
tax reduction variant would not suffer from this particular problem.) If
carried on for a number of years, such measures could place a penalty on
needed changes in relative wages and prices and could impede the
restoration of equitable wage relationships for those who had been lagging
in the adjustment to inflation. If imposed for only 1 year, they might not be
sufficiently effective to break the momentum of inflation. And from the
standpoint of labor and management, such measures might be viewed as
giving the Internal Revenue Service some of the characteristics of a separate
wage and price control agency.

It is not difficult to find administrative and equity problems and to raise
unanswered questions about all these proposals. They are relatively novel
and have not been fully evaluated or widely discussed. It would be impru-
dent to propose introducing any of them on a major scale before subject-
ing them to a much more complete evaluation and wider discussion with
respect to their economic effectiveness, administrative feasibility, and social
equity. On the other hand, the momentum of inflation is so strong,
and the consequences of either allowing it to continue or trying to
wring it out with excessively slow economic growth are so serious, that they
should not be dismissed out of hand. Further economic evaluation and a
much broader public debate would be very healthy, whatever its outcome.

A DECELERATION STRATEGY

While the forces at work in the economy are not likely to produce an
acceleration of inflation in the next year or two, neither are they likely to
lead to a deceleration. Supplies of labor and industrial capacity will be
ample, but unemployment and excess capacity will be less than in the past
2 years, during which the underlying inflation rate did not diminish
significantly. Bringing inflation down gradually in the next several years
will clearly require a special effort.

If inflation is to decelerate, reliance cannot be placed on sharply lower
price increases in one or two markets. The acceleration of inflation has been
pervasive across all major sectors of the economy. Significant variations in
rates of price increase have occurred among the various sectors—reflecting
differences in productivity growth rates and underlying cost trends. But all
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of the major components of the consumer price index have experienced a
large rise in the rate of increase since the early 1960s.

Progress in moderating overall inflation must involve deceleration of
wages and prices simultaneously. To bring this process about the President
has asked business and labor to undertake voluntarily a program of price
and wage deceleration.

This new program starts from the presumption that significant decelera-
tion should be achieved in each market. Individual industries are asked to
aim in 1978 at smaller price and wage increases than the average for the
past 2 years. The amount of deceleration that can be achieved will vary
from situation to situation, however, because individual industries face
different circumstances. The accumulated experience of the recent past—
high unemployment and sharp inflation—has distorted the structure of
wages, prices, and profits compared to what they would have been in a
period of price stability. Deceleration must be widespread, but allowances
must be made for variations in the degree of moderation.

On the wage side, there has been a wide dispersion of wage rate increases
in recent years. In those sectors of the economy characterized by large enter-
prises and union organizations, rates of increase in wages and private fringes
typically have been in the range of 8 to 9 percent annually, with little
change since 1975. On the other hand, the high level of unemployment has
had a moderating influence on wage settlements in more fragmented labor
markets composed of smaller firms, smaller unions, and unorganized labor.
As a consequence, there has been a significant widening of wage rate differ-
entials among groups in the labor force.

These wage differentials would under normal circumstances result in
larger wage increases in the more competitive labor markets and a gradual
narrowing of these wage differences. But such an outcome would imply a
higher overall rate of wage inflation. Thus, an equitable effort to moderate
the average rate of wage increase must be based on a greater degree of decel-
eration by those who have received the largest increases in recent years.
There may be very special situations in which wage gains have lagged so
far behind the rest of the economy that deceleration is not possible.

Some guidance in analyzing recent shifts in the wage structure can be
obtained from an examination of historical trends in relative wages. But
variations in the wage structure should be expected in response to evolving
market conditions. Such changes in the structure will be associated with
skill changes, locational shifts of firms, changes in productivity trends, and
other factors that affect the competitive position of a specific industry.
Deceleration in the rate of price inflation will contribute to moderation of the
increase in employment costs directly through cost-of-living adjustments in
wage contracts and indirectly through its effect on wrage bargains. However,
more than a passive response is needed to achieve significant deceleration of
wage increases.
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On the price side, there are similar reasons why a uniform degree of price
deceleration is not feasible. Firms that previously had lowered their price-
cost margins in response to slack demand must restore them to more normal
levels as the economic recovery continues. But in those cases where profits
have declined primarily in response to a low level of sales and capacity
utilization, improvements in profits should come from higher volume rather
than increased prices. The degree of price deceleration that is achievable in
individual situations also will be affected by variations in raw material prices,
by costs mandated by government—for example, changes in payroll taxes,
minimum wages, or regulatory programs—and by the magnitude of cost in-
creases incurred under labor and material contracts signed in prior years.
Adherence to the goal of price deceleration can contribute to improved
productivity by intensifying efforts to reduce costs.

If a program for deceleration of inflation is to succeed, it will require
strong efforts and cooperation at the level of individual industries. Thus,
early discussion between government and individual industry and labor
groups with respect to specific inflation problems would be an important
part of the deceleration effort. On the price side, the staff of the Council
on Wage and Price Stability will undertake an analysis of the outlook for
market conditions and cost trends in those specific situations where difficul-
ties can be anticipated in achieving the deceleration objective over the
course of the year. Members of the Administration will participate in in-
formal private discussions with firms or industry groups based upon staff
review of the price-cost outlook and major problems of the industry. The
discussions would seek to identify problem areas in such matters as costs,
capacity, productivity, regulatory measures, and government policies, and
would examine specific actions the parties could take to help in the modera-
tion of price and cost increases. Implicit criteria for selecting industries for
such study and discussions would include their broad impact on costs, their
potential for setting wage or price patterns, and the occurrence of other
major developments affecting prices or costs.

Similar informal discussions with union leaders should occur well before
the beginning of bargaining. They would focus on a review of past trends in
relative wages, effects of the previous settlement, productivity, and other
economic conditions. These discussions would provide an opportunity to
emphasize the importance of deceleration and improvements in productivity,
and to review potential barriers to achieving deceleration.

Developments with regard to food prices are likely to be helpful
to the deceleration process. As noted in Chapter 2, the rise of food prices is
likely to be considerably smaller in 1978 than it was in 1977. Also, if present
indications of no change in world petroleum prices during 1978 are borne
out, the prices paid by consumers for energy will continue to reflect a gradual
adjustment of domestic prices to world levels. If a one-half percentage point
annual deceleration could be achieved in the rate of price increase for
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consumer prices excluding food and fuel, then the reduction in the infla-
tion rate for the consumer price index as a whole would be larger if food
and fuel prices move as expected.

Table 21 traces the history of changes in broad categories of the consumer
price index, and in the major components of unit labor costs since 1960.
The table shows separately the rate of increase in consumer prices for all
items other than food and energy since short-run changes in the volatile
farm component of the retail food basket and in energy prices are not an
indication of longer-term trends.

TABLE 21.—Annual rate of change in selected components of the consumer price
index and employment costs, 1960—77

[Percent]

Item

Consumer prices

All items

Food
Energy
All items less food and energy _

Commodities . _ - _ __
Services

Private nonfarm business

Compensationper hour

Contribution of:

Wages and private fringes . . .
Employment taxes

Productivity

Unit labor costs

Relative
impor-
tance,

December
1977

(percent)1

100.0

24.0
7.4

68.6

33.7
35.0

1960
to

1965

1.3

1.5
.4

1.4

.8
2.2

4.0

3.8
.2

4.0

.0

1965
to

1970

4.5

3.7
2.5
5.0

3.7
6.4

6.5

6.0
.5

1.2

5.2

1970
to

1975

6.9

9.4
10.9
5.7

5.1
6.4

7.9

7.1
.8

1.4

6.4

1976

4.8

.6
6.9
6.1

5.3
6.9

9.2

8.5
.7

3.2

5.8

1977 2

6.8

8.0
7.2
6.4

4.7
7.9

8.6

8.1
.5

2.7

5.7

1 Detail may not add to total due to rounding.
2 Preliminary.

Note.—Changes are measured from December to December for prices and frcm fourth quarter to fourth quarter for
employment costs.

Sources: Department of Labor (Bureau of Labor Statistics) and Council of Economic Advisers.

For all items except food and energy, the inflation rate was stable at just
over 6 percent during 1976 and 1977. If an average deceleration of one-half
a percentage point could be achieved in 1978 for this broad category of
consumer prices, the decline in the rate of inflation for the CPI as a whole
could be somewhat larger because of developments in food and energy
prices. Food prices in 1978 should rise by significantly less than in 1977, more
than offsetting a possible faster rise in energy prices. Excluding used cars,
whose prices fell sharply in 1977, the degree of achievable deceleration for
the consumer commodity group should be roughly similar to that of services.
Actual rates of price increase would, of course, vary among major categories,
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as they normally do. Prices of consumer commodities should rise by less
than prices of services because of the larger productivity gains.

Since the degree of deceleration will not be the same in all cases, the
achievement of one-half percentage point deceleration for the underlying
rate of inflation will require that a larger deceleration occur in most situa-
tions. Unless that is done, the end result will be a deceleration substan-
tially less than the one-half percentage point.

Determining the degree of deceleration in costs consistent with the
assumed deceleration of prices requires consideration of what has hap-
pened to profit margins. Profit margins, adjusted for capacity utilization,
are close to the postwar average. Without that adjustment, profits are
below average. Cyclical deviations in productivity from the long-run trend—
which are closely related to rates of capacity utilization—are typically re-
flected in variations in profits rather than in prices, actual unit labor costs
rising relative to prices in recession and falling in recovery. On average,
standard unit labor costs should decelerate at about the same rate as the
underlying rate of inflation, since a greater deceleration of prices than costs
would reduce profit margins below long-run average levels.

Payroll taxes for social security and unemployment insurance will increase
sharply in 1978 and 1979. Achieving a one-half percentage point deceleration
in unit labor costs will therefore require a larger moderation of increases
in wages and private fringe benefits. At the same time, however, because
of the larger than average deceleration in food prices, the rise in the overall
consumer price index would slow down more than the underlying rate of
inflation. As a consequence, significant gains in real wages and fringes would
be achieved.

A focus upon the objective of decelerating inflation at the level of indi-
vidual markets has several advantages. First, it is an explicit and easily under-
stood standard for individual price and w7age situations, set forth well in ad-
vance of any specific decision. It recognizes that basic rates of price increase
must vary among markets because of differences in productivity growth and
material cost trends. Yet virtually all should be able to achieve some deceler-
ation. This objective does not interfere unduly with normal market functions.
Individual firms continue to be responsible for their own cost increases
rather than being subjected to some vague concept of cost pass-through.
Finally, it provides a conceptual basis as a guide in identifying the specific
sectors where efforts to reduce inflation should focus. For regulated indus-
tries and governmental operations, it would provide a framework for eval-
uating and coordinating a wide range of government policies that affect
prices and costs. On the wage side, it recognizes that recent increases have
varied substantially among different groups of workers, but it seeks to mod-
erate distortions in the wage structure principally by different degrees of
deceleration rather than by a speeding up of wage increases in lagging
sectors.
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CAPACITY UTILIZATION

Reduction of the ongoing rate of inflation during the expected economic
slack in the next few years would do much to prolong the recovery. But we
must also deal with another challenge—ensuring that we do not incur a
new round of inflationary pressures as we return to high employment and
capacity utilization.

In 1973, shortages of capacity, principally in materials-producing indus-
tries, contributed to the acceleration of inflation. At present, capacity rela-
tive to output is ample in virtually every industry; but as unemployment
declines between now and 1981, output and employment will rise faster than
trend. And since 1973 the labor force has grown more rapidly than the
stock of fixed business capital. Will industrial capacity be sufficient to
prevent shortages from setting off a new round of inflation as the economy
approaches high employment?

The capacity shortages in 1973 developed at the end of a period in which
industrial capacity had increased fairly rapidly. Between 1965 and 1973 the
net real stock of fixed business capital excluding pollution abatement equip-
ment grew at 4.4 percent per year. During the same period, the labor force
(minus employment in the government sector) grew at a 1.9-percent annual
rate. Even with this difference between the growth rates of labor and capi-
tal in the private sector, a number of industries experienced shortages in
capacity in 1973. By contrast, in the 1973-76 period the annual growth
rate of fixed capital stock, excluding that part devoted to pollution abate-
ment, decreased substantially to 1.9 percent, while the private labor supply
grew at 2.3 percent annually. This comparison of growth rates of labor and
capital and the observed capacity shortages in 1973 are in themselves enough
to arouse concern about capacity constraints in 1981 or even sooner.

The capacity shortages in 1973 were made more critical, however, by two
factors that are not likely to recur in the next 4 years. First, output in
virtually all industrial countries reached a peak simultaneously in 1973. This
meant that substantial pressure was placed on world markets for many
different industrial products and raw materials. Shortages in the United
States could not be relieved by imports at existing or only slightly increased
prices. Second, the price rise associated with the simultaneous surge in de-
mand generated speculative building of inventories across a wide range of
commodities both here and abroad. This inventory accumulation remained
a profitable activity as long as prices rose faster than the sum of storage
costs plus the nominal rate of interest. Economic growth is now below trend
in all industrial countries. This slow growth and the worldwide persistence
of excess capacity in most major industries make a recurrence of worldwide

capacity problems unlikely. In steel, for example, the capacity utilization
rate in 1973 was 97 percent in the United States, 92 percent in Japan, and
85 percent in Europe. Currently the average of these rates is less than 75
percent, and there is little chance that levels similar to those in 1973 will be
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reached by 1981, even under optimistic assumptions about the growth of
demand in Europe and Japan. The availability of many basic commodities
from foreign sources to supplement domestic output when it approaches
capacity reduces the probability of price-raising shortages and speculative
inventory accumulation.

PAST TRENDS IN THE UTILIZATION OF CAPITAL

Table 22 summarizes capacity utilization estimates prepared by the Fed-
eral Reserve Board for manufacturing and major industrial groupings. In
general the current capacity utilization measures indicate sufficient industrial
capacity to accommodate above-trend growth in output for at least 2 years.

TABLE 22.—Capacity utilization in manufacturing and materials industries, selected
periods, 1955-77

(Percent; seasonally adjusted]

Period

1955: 1
II
III
IV

1966: 1 . . .
II
III
IV..

1969: 1 . . .
II
III
IV

1973: 1 . .
II
IIL
IV

1976: 1
II
III.
IV

1977: 1 . . .
II
III..
IV

Manufacturing

Total

84.5
87.4
87 5
88.6

91.1
91.6
91.2
90.6

87.2
86.5
86.4
84.8

87.1
87 6
87.8
87.7

79.1
80.3
80.8
80.6

81.2
82.7
83.0
82.8

Advanced
processing

82 4
84.6
84 3
85 6

91 0
91.5
91 0
90.9

86 3
85.4
85.2
82.9

84.5
85 2
85.0
85 0

78.0
79.1
79.5
79.7

80.5
81.4
81.9
81.8

Primary
processing

88.3
92.4
93 4
93.9

91.8
92.0
91.9
90.1

88.9
88.4
88.6
88.4

91.8
92.1
92.7
93.0

81.0
82.5
83.1
82.2

82.3
85.1
84.9
84.8

Industrial materials

Total

89.4
89.6
90.4
89.6

92.1
92 5
92.9
92.1

79.3
80.7
81.2
80.3

80.4
82.6
82.3
82.3

Durable
materials

87.9
87.7
89.4
88.2

90.6
91 6
92.3
91.4

73.8
76.7
78.4
76.5

76.5
79.4
79.2
79.6

Nondurable
materials

91.0
91.2
90.7
89.8

93.9
93.6
93.4
93.7

85.6
86.0
84.8
84.4

85.1
87.2
86.3
86.3

Energy
materials

91.1
92.4
92.2
93.2

93.8
93.4
94.1
92.0

85.6
84.1
83.8
84.8

84.5
84.8
85.0
0)

i Not available.
Source: Board of Governors of the Federal Reserve System.

Capacity utilization for all manufacturing industries was 82.8 percent in the
fourth quarter of 1977, 5 percentage points below the level attained in 1973
and nearly 9 percentage points below the 1966 peak. Capacity utilization in
materials, a category that contains mining and utilities as well as unfinished
manufacturers, was almost 11 percentage points below its previous peak in
1973.

The interpretation of capacity utilization statistics is complicated, how-
ever, by a number of factors. First, no measure of the utilization of capital
covers the entire economy. The broadest-based measure obtainable is for the
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manufacturing sector, which in 1977 accounted for only about 25 percent of
private GNP and 20 percent of the fixed private nonresidential capital stock.
While it is reasonable to assume that capacity utilization outside of manufac-
turing is strongly correlated with the manufacturing capacity utilization rate,
substantial variation between disaggregated measures of capacity utilization
does exist. For example, between 1962 and 1966 capacity utilization rose
more rapidly than might have been expected because the share of manu-
facturing output in the total increased. Between 1966 and 1968 the manu-
facturing share fell and capacity utilization declined, even though GNP
remained high relative to potential. Only tentative conclusions about the
adequacy of aggregate capital formation can be reached from relatively
narrow measures of capacity utilization.

In industries except those with continuous processes (like chemicals, paper,
and steel), the possibility of adding a second or third shift to increase output
without adding to the physical capital stock creates additional ambiguity.
In many sectors of the economy, particularly ones producing finished goods,
production is relatively labor-intensive; in a given plant, output can be in-
creased by adding employment with very little deterioration in productivity.
In these sectors, measured capacity utilization may rise very slowly in relation
to output when output is high.

Advanced-processing Versus Materials-producing Industries

The data in Table 22 show a sharp difference between the advanced-
processing industries and the primary-processing and materials industries.
During the fourth quarter of 1977 capacity utilization rates in advanced-
processing industries were only 3 percentage points below those reached in
1973. But in 1973 capacity shortages were not apparent in such industries,
nor did price pressures originate in those areas; indeed, utilization rates
were substantially lower, by about 6 percentage points, than they had been
in 1966. Capacity utilization in primary-processing and materials industries,
however, which was quite high in 1973, was well below those levels in late
1977, by about 8 points for primary-processing industries and 11 points
for materials. Many of these industries created additional capacity in
response to the high utilization rates of 1973. The 4/2-point difference in
capacity utilization for manufacturing as a whole between 1973 and late
1977 thus understates the extent that capacity is available to accommodate
above-trend gains in output in the next several years without generating
inflationary shortages. Most advanced-processing industries should be able
to add extra shifts to expand capacity without extraordinary price increases.

Labor Utilization Versus Capital Utilization

While the growth in domestic output now in prospect for 1978 and 1979
and projections of excess capacity in other industrial nations make wide-
spread capacity bottlenecks unlikely in the next 2 years, a longer-run imbal-
ance between capital and labor resources remains a question. The relation
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of unused labor services to unused capital services is illustrated in Chart 11.
The capacity gap is the difference between the Federal Reserve Board
capacity utilization index and 87.5 percent, the level attained at times
when the unemployment rate was close to high employment. The em-
ployment gap is the difference between the overall unemployment rate and
the high-employment benchmark. During the 1960s very large investment
expenditures increased the capital stock substantially. As a consequence, in
1967-69, when the labor market became very tight, with a negative employ-
ment gap, the capacity utilization rate remained at or below 87 percent.
Since then, however, the employment gap has drifted upward relative to
the capacity gap; for any given unemployment rate the observed capacity
utilization rate has increased.

A related measure of this capital-labor imbalance is the high-employment
capacity utilization rate shown in Chart 11. By estimating the average rela-
tion between changes in the unemployment rate and changes in the
capacity utilization rate, one can obtain the capacity utilization that would
be achieved in any period if unemployment were at its high-employment

Chart 11
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benchmark. The concept of high-employment capacity utilization is
an attempt to provide a cyclically adjusted measure of the balance between
capital and labor resources. As Chart 11 indicates, high-employment capac-
ity utilization for manufacturing, currently at 90 percent, is significantly
higher than it has been in the past; the postwar average is 86 percent.

For materials, data prior to 1967 are not available. The high-employment
capacity utilization rate did move up between then and 1973. After some
fluctuations, the rate in the fourth quarter of 1977 was at about the 1973
level. In general, the rise in the high-employment capacity utilization rate
suggests that there could be pressures on capacity as the economy returns
to high employment if business fixed investment does not increase
substantially.

The estimates in Chart 11 also provide some comfort. In the early 1960s
the high-employment capacity utilization rate was also high. The prior period
of slack demand and underutilized resources had resulted in poor investment
performance and the slowing of growth in the capital stock relative to the
labor force. But the subsequent period of high investment did succeed in
increasing the availability of capacity, so that by the second half of the decade
the high-employment capacity utilization rate had fallen significantly.

CAPACITY UTILIZATION THROUGH 1981

The fact that measures of existing capacity utilization cover only part of
the capital stock, and the conceptual problems noted earlier, mean that only
tentative conclusions about the adequacy of the capital stock can be drawn
from available utilization statistics. A rough indication of the rise in manu-
facturing capacity utilization that may accompany the projected real GNP
growth of 4.8 percent per year between 1977 and 1981 can be obtained by
observing the capacity utilization growth experienced in 1962-68, when real
output grew steadily at above-trend rates, and real investment grew more
rapidly than real output. If the relation between real GNP growth and
capacity utilization in 1962-68 is matched in 1977-81, an annual 4.8 per-
cent growth in real GNP would raise the manufacturing capacity utiliza-
tion rate by 1.5 percentage points a year. By 1981 the utilization
rate would reach 89 percent, slightly above 1973 but less than the 1966
level. In view of the current capacity utilization differences among indus-
tries and particularly the current large unused capacity in materials indus-
tries, such an outcome should be consistent wTith the avoidance of inflation
stemming from capacity shortages. If, on the other hand, investment and
capacity growth proceed at a significantly lower rate, capacity utilization
would rise to levels previously associated with inflation.

THE LABOR MARKET

Monetary and fiscal policies can provide the conditions under which eco-
nomic growth proceeds fast enough to reduce the overall unemployment
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rate. Such policies alone, however, cannot reduce unemployment to accept-
able levels without a significant risk of accelerating inflation.

The incidence of unemployment differs widely throughout the popula-
tion. In both good and bad times, youth, minorities, women, and those with
less education face a much greater likelihood of being unemployed than
white male adults with good education. As a consequence, when the overall
unemployment rate declines to low levels, unemployment among the more
favored groups becomes very small, labor shortages occur, and the rate of
wage and price increase accelerates. Yet less favored groups continue to
suffer high though diminished unemployment.

The uneven incidence of unemployment requires that monetary and fiscal
policies to deal with aggregate unemployment be accompanied by structural
policies to deal directly with the labor market problems of groups with per-
sistently high unemployment.

THE STRUCTURE OF UNEMPLOYMENT

Although unemployment rates have recovered to a great extent from the
1975 recession, they have not yet reached the levels normally associated with
high employment. As is seen in Table 23, all of the unemployment rates
by age, race, and sex were higher in 1977 than in 1956, 1965, and 1973—
years of low overall unemployment in which labor markets were apparently
close to balance. It would thus be wrong to conclude that all of the
current high rate of unemployment is frictional or structural (i.e.,
that the present unemployment rate could not be lowered through an in-
crease in aggregate demand without increasing the rate of inflation).
There are, however, a number of structural problems revealed in Table
23, and it is useful to examine each of them in detail.

Unemployment differentials have been persistently observed in our econ-
omy. They exist between blacks and whites, teenagers and adults, and
women and men. Part of the explanation of such differentials has to do
with different patterns of turnover, skill level, labor market attachment,

TABLE 23.—Unemployment rates by race, sex, and age, selected periods, 1956-77

[Percent*]

Group

Total

White:
Males 20 years and over
Females 20 years and over . . . - __
Teenagers

Black and other: 3
Males 20 years and over
Females 20 years and over
Teenagers. .. .

1956 2

4.2

2.7
3.9
9.1

6.7
9.4

16.6

1965 2

4.6

2.6
4.2

12.3

5.4
9.0

24.6

1968

3.6

2.0
3.4

11.0

3.9
6.3

25.0

1973
III

4.8

2.8
4.4

12.2

6.0
8.1

31.5

1975
II

8.9

6.5
8.0

18.3

12.0
11.8
36.7

1977
IV

6.6

4.2
6.0

14.1

10.1
11.8
38.3

1 Percent of civilian labor force in group specified; quarterly data seasonally adjusted.
2 Data adjusted for change in definitions in 1967.
s Blacks comprise about 89 percent of total black and other in the labor force.

Source: Department of Labor, Bureau of Labor Statistics.
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location, and other factors that may be quantified. Differentials may also
be due to factors, such as discrimination, that are less quantifiable but
also important in understanding the structure of unemployment.

Youth Unemployment

Teenagers comprised only 10 percent of the labor force in the fourth
quarter of 1977, but they accounted for 24 percent of all unemployment.
This problem is better understood by examining two separate questions:
Why is teenage unemployment different from adult unemployment? And
why is black teenage unemployment much higher than white teenage
unemployment ?

White teenagers, like other groups, still suffer from cyclical unemploy-
ment, but there is less structural unemployment than would appear simply
from a comparison of white teenage unemployment rates with those of white
adults. During periods of general economic prosperity much of the unem-
ployment of white teenagers results from decisions to leave and reenter
the labor force. For most younger teenagers—those 16 to 17 years old—em-
ployment is a secondary (or tertiary) activity, and jobs are considered only as
temporary. For older teenagers there also is much turnover in the trial and
error process of finding a long-term career job. A recent study has shown
that between 1967 and 1973 the average number of teenagers who left em-
ployment and withdrew from the labor force in any given month ranged for
different race-sex groups from 12 to 20 percent of total teenage employment.
The corresponding figure for males aged 25 to 59 was 0.4 to 1.1 percent.

The higher labor force turnover rates for teenagers are shown in Table
24, where unemployment rates of teenagers and adult males and females
are classified according to the reason for unemployment. The proportion of
the total teenage labor force that is unemployed because they lost their last
job is not much higher than for adults, but the fraction unemployed as a
result of either leaving their last job or entering or reentering the labor force
is a great deal higher than for adults. The data in Table 24 may to some
extent understate the relative importance of unemployment among adult
females and teenagers associated with job loss. Some of those in the re-
entrant category may have been discouraged workers who previously dropped
out of the labor force after losing their last job.

TABLE 24.—Unemployment rates by reasons for unemployment, 1977

[Percent]

Group

Total
Job losers
Job leavers
New entrants to the labor force
Reentrants . . _..

Total *

7.0
3.2
.9

1.0
2.0

Vlales 20 years
and

over2

5.2
3.4
.6
.2

1.0

Females 20
years and

over2

7.0
2.8
1.2
.4

2.6

Teenagers 2

17.7
3.4
1.7
7.6
5.1

1 Percent of civilian labor force.
2 Percent of civilian labor force in sex/age group specified.
Source: Department of Labor, Bureau of Labor Statistics.
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If labor markets were tighter, as in the late 1960s and 1973, the duration
of job search, and therefore the unemployment rate of teenagers, would
fall. The instability of the teenage labor force, however, would prevent the
rate from falling to a level comparable to that of adults. Thus, the white
teenage unemployment rate was 12.2 percent during the 1973 boom and
averaged 11.0 percent in the midst of the Vietnam war boom of 1966-69.

This is not to say that such search is a necessary characteristic of the
teenage labor market. Improved labor market information and job counsel-
ing programs for teenagers might reduce search time as well as job turnover.
The evidence does not rule out the existence of some structural unemploy-
ment among white teenagers. But a large part of the differential between
white teenagers and adults clearly reflects a high rate of voluntary job
mobility prior to settling on a stable career.

The differential between unemployment rates of black and white teen-
agers cannot, however, be explained by turnover behavior. The proportion
of black teenagers who quit jobs and leave the labor force is only slightly
higher than for whites. Instead, the evidence suggests that black teenagers
(as well as black adults of both sexes) have a much more difficult time
finding jobs than their white counterparts do. Moreover, this relative dif-
ficulty in finding employment has apparently increased during the past 4
years.

Large numbers of black teenagers are very likely not to be in the labor
force because they were unable to find jobs within a reasonable period of
time. As evidence of that fact, the civilian labor force participation rate of
black teenagers (the "black" category refers throughout this chapter to the
"black and other" grouping in Bureau of Labor Statistics data) was only
40.8 percent in the fourth quarter of 1977, compared with 60.0 percent for
white teenagers. A "discouraged wrorker" effect may explain a large part of
this difference. Black teenagers have slightly higher school attendance rates
than white teenagers, a fact that would tend to reduce their labor force par-
ticipation rate, while the much lower average family income for blacks than
for whites should increase participation rates among black youth. If these two
factors balance each other, then the percentage of black teenagers who are
actually available for work would equal that of white teenagers, and the true
rate of black teenage unemployment might approach 57 percent instead of
the reported 38 percent. This would represent an additional 500,000 unem-
ployed persons, or an increase in the overall unemployment rate of
0.5 percentage point.

An alternative index of the economy's success in providing jobs for teen-
agers is the ratio of employment to the teenage population. At the peak of
the 1973 boom the employment-population ratio was 49.0 percent for white
teenagers and 28.2 percent for black teenagers. These ratios fell to 46.2 and
25.1 percent, respectively, in the trough of the 1975 recession. From 1975 to
the fourth quarter of 1977 the employment-population ratio for white teen-
agers increased to 51.5 percent, but for black teenagers it continued to fall
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in 1976 and did not increase until 1977, returning to 25.1 percent in the
fourth quarter. Thus, by this measure white teenagers are doing better than
at the peak of the last business cycle, but black teenagers are doing no better
than before the current upswing began.

The gaps between black and white teenage unemployment rates and
employment-population ratios have been increasing steadily for the past
30 years. Even in 1968, at the height of the boom induced by the Vietnam
war, the black teenage unemployment rate was 25 percent, compared with
11 percent for whites. This worsening coincides with what was until 1975 a
general improvement in adult black unemployment rates relative to those of
whites—especially for males—as well as a general increase in the relative
incomes and skill levels of adult blacks.

Several plausible explanations of why black youth have fared so badly in
the labor market during the current upswing have been advanced by econ-
omists. A popular hypothesis is that blacks reside in central cities in pro-
portionately greater numbers than whites and that central cities have not
shared in the recovery. This, however, cannot explain very much of the
failure of the employment-population ratio of black teenagers to increase
during the recovery. From 1975 to 1977 the proportion of black teenagers
living in central cities held constant at 55 percent; for whites the pro-
portion fell from 23 to 22 percent. The employment-population ratio of
black teenagers residing in central cities fell by 0.9 percentage point, but for
white teenagers in central cities it increased by 3.0 points. Moreover, whereas
the employment-population ratio of white teenagers residing in suburbs
increased by 3.8 percentage points, the ratio for black teenagers in suburbs
fell by 0.8 point. In nonmetropolitan areas the white teenage employment-
population ratio rose by 3.9 percentage points while the ratio for blacks
decreased 1.5 points. Thus, the worsening situation for black teenagers does
not appear to be urban-specific. The black unemployment problem is an
urban problem, but principally because so many blacks live in cities.

Another explanation of why the black teenage labor market has been
deteriorating both relatively and absolutely is the large increase in the poten-
tial labor force of black teenage labor relative to other kinds of labor.
From 1964 to 1976 the black teenage population grew at an annual rate of
4.3 percent compared with 2.3 percent for white teenagers and 1.7 percent
for all adults. To the extent that the wages of teenagers relative to those of
adults are fixed through institutional arrangements such as legal minimum
wages, collective bargaining agreements, custom, or a tailoring of jobs to a
particular mix of worker skills and characteristics, an increase in the rela-
tive supply of teenagers will lead to an increase in their relative unemploy-
ment. Black teenagers would be especially affected because black adults have
generally been attached to low-paying, low-skill occupations in which they
are more likely to compete with teenagers than is the case with white adults.
This explanation also rests on the proposition that the labor markets for

165

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



black and white youth are to a large extent separated, perhaps because of a
geographical separation within particular areas or because of labor market
discrimination against black youth.

The recent worsening of the black teenage labor market, both absolutely
and relative to the labor market situation of white teenagers, is consistent
with this explanation. From 1972 to 1976 the annual rate of growth of the
white teenage population was 1.3 percent, while the black teenage popula-
tion grew at the rate of 3.2 percent annually. The combination of a slow
growth in demand and a rapid growth of supply caused a rise in the unem-
ployment rate and a decline in the employment-population ratio.

Some economists suggest that the black teenage unemployment rate is
high because the unemployed are reluctant to accept available jobs at the
relevant prevailing wage levels. According to this view, a large increase in
the number of teenage jobs at approximately the minimum wage in black
communities would have little impact on either employment or unemploy-
ment among black teenagers. There is no evidence to warrant acceptance
of this hypothesis.

We can identify some of the reasons for the high and worsening unem-
ployment rates for black youth, but we know these reasons do not constitute
a full explanation. It is clear, however, that most of the differential unem-
ployment between black and white youth does not reflect different search
and turnover patterns. It is a major structural problem.

Unemployment of Women

One of the more positive facts about the performance of the labor market
is that it continues to accommodate the rapid increase in the female labor
force that has occurred over the past two decades. In 1956, women com-
prised 31.5 percent of the adult labor force and 31.3 percent of adult
employment, but by the third quarter of 1973 these percentages had risen
to 38.4 and 37.9, respectively. From the third quarter of 1973 (the peak of
the previous cycle) to the fourth quarter of 1977, employment of adult
women increased by 15 percent compared with a 5-percent increase for men.

While more women have entered the labor force, unemployment dif-
ferentials between men and women persist. One reason for the sex differen-
tial in unemployment rates is that married women with children, a signifi-
cant part of the female labor force, have historically been less attached than
men to a career outside the home. (Single women's labor market behavior
and attachment are not markedly different from the record for single men.)
Whether their children are old or young, mothers whose husbands are
present tend to have much lower participation rates than those without
husbands present. But attachment to the labor force is not the sole explana-
tion for the sex differential in unemployment rates. Inflexibility in labor
market arrangements, that is, the relative scarcity of part-time work, may
also be a factor. So may skill differentials between men and women. Finally,
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the "statistical discrimination" that once associated women with secondary
labor market habits, while possibly a factor, is no longer as important as it
once was.

From 1967 to 1973 the proportion of women aged 25 to 59 who left the
labor force from a job averaged between 4.3 and 4.8 percent per month.
This is much less than the corresponding figures for teenagers, mentioned
above, but much higher than the labor force turnover rates for men, 0.4 to
1.1 percent. In 1977, as shown in Table 24, of the 7.0 percent of adult
women in the civilian labor force who were unemployed, three-fifths were
unemployed because they had either left their jobs or were entering the labor
force; only a third of the adult male unemployed were in the same category.
Subject to the qualification made earlier about the nature of unemployment
among reentrants, the difference in turnover appears to account for most
of the difference in total unemployment rates between the sexes.

Part of the reason why women are less attached to the labor market
than men is that husbands commonly have been regarded as the "prin-
cipal" earners in husband-wife families, and wives as the "secondary" earn-
ers. In 1977, 21 percent of all unemployed persons were wives with husbands
present, and 79 percent of these were in family units where at least one per-
son was employed full time. For unemployed husbands the figure was only
37 percent. The proportion of unemployed wives in families with at least
one full-time earner was 81 percent for whites, compared with 73 percent for
blacks. The burden of a given level of unemployment is thus greater for black
than for white women. The unemployment burden is also made heavier for
black females than for whites because black women have historically had
significantly higher labor force participation rates than white women.
(The gap has been narrowed somewhat since the late 1960s with the rise
in white women's participation.) Despite this stronger attachment to the
labor force, black women experience unemployment rates that are over
one and one-half times those of white women.

In general, a significant part of the unemployment differential between
adult women and men is explained by high labor force turnover, as is the
case for teenagers. Institutions seem to be changing, however, in a manner
that should reduce this differential in the future. The large increase in
the labor force participation rates of younger married women implies that
women will have a greater average degree of labor force attachment in the
future, and this should lower their unemployment rate over time as their
turnover rate decreases.

Unemployment of Adult Males

The unemployment rate of adult black men has clearly not recovered
from the 1975 recession as much as w7ould be expected. Between 1954 and
1973 their unemployment rate, when adjusted for definitional changes,
averaged 7.2 percent, compared with 3.3 percent for adult white males, a
ratio of 2.2 to 1. After adjustment for cyclical factors (the black rate is more
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cyclically sensitive than the white rate), this ratio declined steadily over
time, by approximately 0.4 percentage point from 1954 to 1973. In the
fourth quarter of 1977, however, the black-white adult male unemploy-
ment ratio was 2.4 instead of the 1.8 that would be predicted on the basis
of trend and cycle. Had this earlier trend continued, the adult black male
unemployment rate would have been 7.6 percent in the fourth quarter
of 1977 instead of its actual value of 10.1 percent. Not only did the unem-
ployment rate of adult black males increase sharply over the past 4 years,
but also their civilian labor force participation rate fell by 2.8 percentage
points, compared with a drop of only 1.3 points for white males. This drop
itself may have been caused by the increase in relative unemployment
rates for black males.

It is possible that part of the cause of the high unemployment rates
of adult blacks is related to the black youth unemployment problem. The
fact that black youth face such enormous difficulties in obtaining steady
employment may establish a pattern that is difficult to break. Table 25

TABLE 25.—Unemployment rates of black and white men by age, 1977
[Percent *]

Age White
men

18-19 years,
20-21 years..

22-24 years.
25-34 years.

35-44 years.
45-54 years.

55-64 years
65 years and over.

13.0
10.7

8.3
5.0

3.1
3.0

3.3
4.9

i Percent of civilian labor force in group specified.
Source: Department of Labor, Bureau of Labor Statistics.

shows the pattern of average unemployment for black and white men by
age in 1977. The extremely large differential in unemployment rates between
blacks and whites in the 18 to 24 age range implies that whites are able to
find secure jobs much more easily than blacks. As they get older, black males
are more likely than whites to be in jobs that are subject to termination.

UNEMPLOYMENT AND INFLATION
How well wre deal with structural aspects of unemployment has important

implications for the equity with which the benefits of prosperity are dis-
tributed. In addition, it will play an important part in determining how far
we can go in reducing unemployment without risking a new episode of
inflation. Large increases in aggregate demand and production cause a rise
in the demand for labor. Initially the resultant job vacancies are filled from
the ranks of the unemployed. But as unemployment falls below some point
the number of job vacancies begins to exceed the number of qualified
job seekers. Firms increasingly try to meet their labor force needs by large
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wage increases, a process that causes the overall rate of wage advance to
rise and thus leads to a rise in the rate of inflation.

The precise details of this process are not fully understood, partly because
it does not always work the same way. For example, the responsiveness of
wages to changes in the degree of labor market tightness depends upon
how long the inflationary process has been under way, and how expectations
about future inflation have been affected. There is considerable controversy
about how important unions are in initiating and perpetuating wage in-
creases. Some evidence suggests that in the early stages of a new inflationary
process union wage increases lag those in the nonunion sector. Despite our
ignorance about many specific parts of the process, there is no question but
that low unemployment rates imply a high degree of labor market tightness
and that this eventually results in a strong upward pressure on wages and
prices.

From the point of view of dealing with the relationship between inflation
and unemployment there are two major questions:

1. What is the overall rate of unemployment at which wage increases
accelerate?

2. Is this level changing over time?
These questions are difficult because there are several "submarkets" for

labor rather than a single market. Job seekers in one market are only partly
competitive for vacancies in another. The boundaries of these individual
markets are determined by a number of factors: geographic, demographic,
occupational, and those arising from discrimination. If some groups have
very high unemployment rates but cannot be drawn upon to fill certain jobs,
wage pressures and inflationary problems can begin to arise even when there
is high unemployment.

Three alternative measures of labor market tightness for selected years
from 1956 to 1957 are shown in Table 26 and illustrate the major issues
associated with these questions.

The overall rate of unemployment receives the most public attention
because it is often interpreted as a major index of the economy's perform-
ance. The problem with its use as an index of labor market tightness is that
during the past 20 years the composition of the labor force has shifted
toward those demographic groups that experience the highest labor force
turnover and unemployment. For example, because of the turnover behavior
discussed above, a 10- to 12-percent rate of unemployment among teenagers
may be roughly equivalent, in terms of labor market tightness, to a 3-percent
rate for adult males. Thus, if the share of young persons in the labor force
increased, the overall unemployment rate associated with a given degree of
labor market tightness would also increase. In fact, from 1956 to 1977, the
proportion of the civilian labor force under age 25 did increase from 15 to
24 percent. This implies that the overall rate of unemployment corresponding
to any degree of labor market tightness is higher now than it was two decades
ago.
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TABLE 26.—Alternative unemployment rates, selected years, 1956—77

Period

19562

1965 2..

1968

1970
1971
1972
1973
1974

1975 . .
1976
1977: Fourth quarters _ .

Overall rate Fixed-weight
rate

Prime-age
male rate

Percent l

4.0

4.4

3 6

4.9
5.9
5.6
4 9
5.6

8.5
7 7
6.6

4.0

4.1

3 3

4.4
5.2
4.8
4. 1
4.8

7.4
6 7
5.8

2.6

2.3

1 7

2.8
3.5
3.1
2.5
3.1

5.7
4.9
3.9

Overall less
fixed-weight

Overall less
prime-age male

Percentage points

0.0

.3

.3

.5

.7

.8

.8

.8

1.1
1.0
.8

1.4

2.1

1.9

2.1
2.4
2.5
2.4
2.5

2.8
2.8
2.7

1 Percent of civilian labor force.
2 Data adjusted for change in definitions in 1967.
3 Seasonally adjusted.

Source: Department of Labor, Bureau of Labor Statistics.

One way to adjust the overall unemployment rate for changes in the
demographic composition of the labor force is to use the same set of weights
for each group over time. This is reported in Table 26 as the fixed-weight
unemployment rate, for which it is assumed that the composition of the
labor force with respect to seven demographic groups (teenagers, and males
and females aged 20-24, 25-54, and 55 4-) remained identical to the com-
position in 1956. Because of the long-term increase in the relative number
of young persons and adult women in the labor force, the fixed-weight unem-
ployment rate has fallen relative to the overall rate. Thus, if in the fourth
quarter of 1977 the composition of the labor force were the same as it was
in 1956, and each group had its unemployment rate of the fourth quarter
of 1977, the overall unemployment rate would have been 5.8 rather than
6.6 percent.

Adjusting the unemployment rate for changes in the demographic com-
position of the labor force implies that the value of the overall unemploy-
ment rate at which wage changes tend to accelerate has increased by
1 percentage point during the past two decades. On the other hand, the shift
in the demographic composition of the labor force toward high unemploy-
ment groups has slowed and is expected to turn in the other direction in the
mid-1980s.

Another way to adjust the overall unemployment rate is based on the
hypothesis that the wage rates of some demographic groups are relatively
insensitive to their own unemployment rates. According to this view in its
most extreme form, unemployment rates of experienced workers with a
history of continuous labor market attachment are likely to offer the best
explanation of the rates of change of all wage rates. For example, because of
union bargaining or for reasons of equity, firms might adjust wage rates by a
uniform percentage for all skill levels even though some of these are in excess
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supply. Another source of relative wage rigidity is legal minimum wages.
Because the high-skill, short-supply jobs in the economy have historically
been held by men between the ages of 25 and 54, the (so-called) prime-
age male unemployment rate has often been used as an index of labor mar-
ket tightness. As seen in Table 26, however, the prime-age male rate is
closely correlated with the fixed-weight rate with respect to cyclical changes,
so it is next to impossible to discern which is the better index of short-run
changes in labor market tightness through aggregate analysis.

Quantifying the inflationary effect of changes in the unemployment
rates of various demographic groups is nevertheless extremely important for
policy purposes. If prime-age males were the only group that mattered in
determining wage inflation, programs could be directed toward increasing
the employment of other groups without any inflationary consequences.
Recent research, however, has shown that over long periods of time the
relative wages of different demographic groups have moved in the direc-
tion that would be expected on the basis of changes in relative supplies.
This finding implies that the unemployment of groups other than prime-age
males does contribute to overall wage changes, but it does not tell us much
about the magnitude of the relationship.

While the prime-age male unemployment rate is closely correlated with
the fixed-weight measure for short-run cyclical movements, it has behaved
differently over the past two decades taken as a whole. Since 1956 it has
fallen by almost I/2 percentage points relative to the overall unemploy-
ment rate, while the fixed-weight index has fallen by only about 1 percentage
point (Table 26). Use of the prime-age male rate as an index of labor
market tightness therefore implies that the overall unemployment rate at
which inflation is likely to accelerate has risen by 1J/2 percentage points rather
than 1 percentage point over the past 20 years.

The unemployment rates of some or all demographic groups associated
with any given degree of labor market tightness may have increased to some
extent because of the growth of income transfer programs. In particular,
many economists have argued that the more liberal provision of unem-
ployment insurance, food stamps, and other such programs, while achieving
the desirable end of mitigating the hardship of unemployment, may also
have allowed people to search more carefully for the jobs they will accept.
This would cause vacancies to rise relative to the number of unemployed
persons, causing greater inflationary pressures at a given rate of overall
unemployment. The evidence on the quantitative importance of these pro-
grams is mixed and controversial. But the direction of their effect on the
unemployment rate at which inflationary pressures emerge is clear.

A number of forces have been at work over the past several decades to
raise the overall unemployment rate at which inflationary pressures begin
to appear above the neighborhood of 4 percent that seemed to prevail
during the mid-1950s. Because of the complexity of the problem, there
are no precise answers to the question of where the zone now lies. Demo-
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graphic changes that reduce the proportion of teenagers in the labor force
should begin lowering the inflationary threshold during the early 1980s.
For institutional reasons, the speed with which inflationary problems
develop as the threshold is crossed is relatively sluggish. Nevertheless, it is
clear that achievement of the Administration's long-run goals for unem-
ployment in 1981 and later years cannot rely solely upon monetary and
fiscal policies. These policies, which affect aggregate demand, will have to
be supplemented by effective employment and training policies targeted to
reduce structural unemployment if socially desirable levels of overall unem-
ployment rates are to be reached without the appearance of inflationary
pressures in the labor market.

Measures that are successful in improving the operation of the labor market
can reduce the overall unemployment rate at which inflationary pressures
arise. The general object of such policies should be to provide a better
matching of the unemployed with available job vacancies. In principle,
this can be accomplished by three major types of actions: training; find-
ing jobs for groups with very high unemployment; and improving infor-
mation and career choices for new entrants into the labor force.

POLICIES TO REDUCE STRUCTURAL UNEMPLOYMENT
Reaching a low rate of unemployment without initiating increases in

the rate of inflation will require effective structural programs as well as over-
all monetary and fiscal policy. Programs that increase access to jobs for
groups with high unemployment not only serve the interests of economic
justice, but help us avoid the excessively tight labor markets and inflationary
pressures that might otherwise arise in a period of high unemployment.

Policies designed to alleviate structural unemployment include the fol-
lowing: (1) Manpower training; (2) public service employment (PSE) ;
(3) labor market information; (4) incentives for private industry to hire
the disadvantaged; and (5) elimination of restrictive practices in the labor
market. The primary focus of labor market policy in the United States
over the past several years has been on the first two. We also spend about
$700 million per year on the U.S. Employment Service, an example
of the third approach, and we have made some limited attempts to institute
policies of the fourth kind. Equal employment opportunity programs, which
are currently in the process of being strengthened and improved, are an
example of the fifth policy.

Since the achievement of our long-term economic objectives depends
partly on the success of these structural policies, it is useful to review the
major Federal programs that are in operation, the changes that have re-
cently been made in them, and the effect that these policies are likely to
have.

Manpower Training Programs

A wide range of programs designed to increase the labor market skills of
persons who have chronic difficulties in finding or holding jobs has been
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offered since the early 1960s. During 1978 approximately $1.9 billion will
be spent on classroom and on-the-job training programs (Table 27). To
the extent that training programs can raise the skills of the unemployed so
that they correspond more closely to those needed in vacant jobs they should
lower the unemployment rate at which excessive labor market tightness
begins to appear. Since the benefits of these programs accrue for some time
after the training period, it is difficult to find out whether they are having
their intended impact until the work experience and earnings of trainees
have been observed for many years. Scattered evidence based on the pro-
grams of the 1960s, however, suggests that the return on classroom training
programs is approximately comparable to returns on other types of invest-
ment in our economy. Moreover, the training programs do appear to be
moderately well targeted to the least skilled participants in the labor force.

TABLE 27.—Estimated Federal outlays and participation in training and
employment programs during fiscal year 1978

Program

Total training and employment.

Training

Institutional.
On-the-job. .

Public service employment (PSE).

Regular PSE
Work experience (principally youth).
Summer youth
Older Americans...

Outlays
(millions of

dollars)

10,317.0

1, 890. 7

1, 345. 7
545.0

8, 426. 3

5, 809.1
1, 794.9

672.0
150.3

Person-
years

(thousands)

1, 865. 3

487.8

350.2
137.6

1, 377. 5

681.4
403.5
255.0
37.6

Source: Office of Management and Budget.

The extent to which these programs do in fact improve the inflation-
unemployment tradeoff is not known. The observed increases in the earnings
of participants in these programs arise from a combination of reduced
unemployment and increased productivity, but the evidence necessary to
determine the importance of each factor is lacking. Under the assumption
that half of the benefits to training come in the form of increased employ-
ment and the other half from increased productivity, an additional $1 billion
spent each year on training would, ignoring population growth, lower the
unemployment rate, for a given degree of labor market tightness, by about
0.05 percentage point after 5 years and slightly more thereafter. Accordingly,
the scale of training programs would need to be many times greater than
it now is before it would have a significant impact on the unemployment rate.
Moreover, it is likely that the average effectiveness of these programs in
terms of reducing unemployment would decline as they were expanded to
reach a much wider portion of the population.

Training programs are a good investment, but on the basis of present
evidence their potential role is modest in relation to the total unemploy-
ment problem.
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Public Service Employment

Since 1971 the principal emphasis of manpower policy has shifted from
training toward the direct provision of federally funded employment through
State and local government. This shift resulted partly from the slack labor
markets of most of the 1970s and partly from the lack of definitive evidence
concerning the impact of training programs.

This Administration's first major economic action on taking office was to
propose legislation, which the Congress enacted by mid-1977, calling for a
substantial expansion of PSE. During fiscal 1978 approximately $8.4 billion
will be spent on various forms of PSE. Under the enlarged programs an
average of 1.4 million people will be employed over the year, a 60-percent
increase over the previous year. These jobs are supposedly targeted primarily
toward the low-income, long-term unemployed and unemployed youth.

The stated goals of PSE programs have been quite varied: countercyclical
stimulus, reduction of structural unemployment, and fiscal relief for hard-
pressed local governments. For the present purposes, however, the second
of these objectives is of major interest. Can PSE programs help improve the
inflation-unemployment tradeoff?

Two factors are involved in answering this question. First, in order to
be an effective instrument for mitigating structural unemployment, PSE
programs must concentrate on individuals who would have special diffi-
culty obtaining employment in the private sector. If, for example, a city
hired accountants or registered nurses with its PSE funds, it would only
be bidding them away from other jobs. Prior to the recent program expan-
sion, adult participants in PSE programs came from approximately the
middle of the skill distribution. Relatively few of the structurally unem-
ployed were reached.

Under the new programs for adults, eligibility is being progressively re-
stricted to individuals who have been out of work for 15 of the last 20 weeks,
and to those with low incomes prior to participating in the program. Taken
in combination with the special projects requirement, these new eligibility
conditions are changing the PSE programs in such a way that they should
now serve more of the disadvantaged than formerly. Ignoring loop-
holes in the law (for example, a local government can hire recent college
graduates whom it would have hired anyway and still be within the pro-
gram regulations), these eligibility requirements should also help to reduce
substitution of PSE funds for regular government revenues.

In periods of generally high employment, PSE programs for youth
can more easily be directed toward increasing public employment without
tightening the labor market for private employment. This is certainly true
for minority youth, who suffer extremely high unemployment rates. It may
be less true of programs for youth administered in largely white communi-
ties, for the labor market for most white teenagers appears to work reason-
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ably well. The proportion of participants in the PSE youth programs who
are black or belong to other minority groups is close to 50 percent, a show-
ing that favors a positive judgment of these programs.

A second requirement if PSE programs are to reduce longer-term struc-
tural unemployment is that they provide a work experience that prepares
participants for subsequent transfer to regular jobs. Programs that satisfy
this condition can instill good working habits in their participants and
possibly lower structural problems in the long run. PSE jobs must be real
tasks rather than make-work activities, for it would be difficult to main-
tain discipline in a particular project if the work had little intrinsic
value. This requires that PSE jobs be characterized by adequate supervision
and on-the-job training. At present there is little evidence on this point for
either adult PSE or for youth wrork experience. As the total number of
PSE slots increases during 1978, much can be learned about the absorptive
capacity of the State and local sector with respect to the provision of mean-
ingful jobs to disadvantaged persons.

Do PSE programs have a significant effect on the inflation-unemployment
tradeoff? This question is difficult to answer because the various PSE
programs in existence have different effects on the rate of unemployment
as well as on wage rates.

Suppose, for example, that participants in PSE programs w ôuld otherwise
have been in the labor force but unemployed, and that the projects would
not have been financed from regular State and local sources—that is, there
is no "fiscal substitution." Unemployment would then be reduced by the
number of persons working in PSE jobs. To the extent that those workers
come from among the structurally unemployed, tightness in the labor
market and inflationary pressures would not increase, and the improvement
in the unemployment-inflation tradeoff would be substantial. If, on the other
hand, the wage on PSE jobs is relatively attractive and the skills required to
perform PSE jobs are about average for the work force in general, the pro-
grams are likely to attract persons who are not structurally unemployed or
others who are not in the labor force.

In general, therefore, the effect on the unemployment-inflation tradeoff
will be favorable if PSE programs are targeted toward persons whose skills
are below those of the average person in the labor force, and if the wage
rates on PSE jobs are not strongly competitive with those paid in the
private sector.

The youth programs, especially those in which minorities participate sig-
nificantly, probably offer more possibility of lowering the overall unemploy-
ment rate for a given amount of general labor market tightness than those
geared toward adults. PSE can be an efficient method of introducing individ-
uals into a structured work environment who would otherwise be passed
over by the private sector.
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Recognizing particularly this last potential of PSE, the Administration has
proposed that a jobs program be made an integral part of the reformed
welfare system under the Program for Better Jobs and Income (PBJI).
The Administration proposal calls for 1.2 to 1.4 million PSE jobs designed
to provide an alternative to total reliance on cash assistance. Eligibility
for these new PSE jobs would be restricted to principal earners in families
with children, who cannot be placed in private sector jobs. The jobs would
last for no more than 1 year. The rate of compensation for the jobs under
PBJI would generally be no more than 10 percent above the Federal mini-
mum wage, but families without sufficient additional income could receive
a cash supplement, and hence their total income could significantly exceed
that which they would receive solely with the cash assistance they might
qualify for without a PSE job.

The PSE component of this new program can do much toward reducing
the cycle of poverty by introducing welfare recipients and other poor people
into a structured work environment from which they can subsequently
advance to steady private sector jobs. One key element in the program is
that it proposes to pay wages at or slightly above the Federal minimum.
If such a program offered higher wages (as does the current counter-
cyclical PSE program, which pays an average wage about 60 percent
above the minimum), the jobs would be attractive to persons with higher
skills and greater ability to find private jobs. Many, perhaps most, partici-
pants would come from outside the welfare system, and the jobs com-
ponent of PBJI would lose much of its ability to mitigate poverty.

Side Effects of Other Programs

In addition to these programs that are intended to lower the unemploy-
ment rate for a given amount of labor market tightness, the government
runs several programs that are designed to accomplish other social objectives
but have the additional, unintended consequence of increasing the unem-
ployment rate. While the other objectives may be desirable, it is useful to be
aware of their potential effects on unemployment.

As seen in Table 28, the Federal minimum wage relative to average
hourly earnings has fluctuated widely over time, but at the points at which
the Fair Labor Standards Act (FLSA) has been amended the minimum
wage has in recent years averaged approximately 45 percent of the average
manufacturing wage. The 1977 changes in the minimum wage through 1981
would roughly maintain this ratio if the average manufacturing wage
grew by 7 percent annually. However, FLSA coverage has increased sub-
stantially, especially beginning in the mid-1960s. The major impact of
minimum wages is on the employment of teenagers, for the market wages
of most adults are considerably above the legislated minimum. There is,
however, no conclusive evidence on how much of the youth unemployment
problem is directly attributable to FLSA. As pointed out earlier in the chap-
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TABLE 28.—Federal minimum wage and average hourly earnings in manufacturing,
selected years, 1938-81

1938
1939

1945

1950
1956

1961
1963
1967
1968

1974
1975
1976

1978
1979
1980
1981 . .

Year Minimum
wage

$0.25
.30

.40

.75
1.00

1.15
1 25
1.40
1.60

2.00
2 10
2.30

2.65
2.90
3 10
3.35

Average
hourly

earnings in
manufac-
turing l

$0.62
.63

1.02

1 44
1.95

2.32
2 46
2.83
3.01

4.41
4.81
5.19

2 5.94
2 6.36
2 6.80
2 7.28

Minimum
wage as

percent of
manufacturing

average
hourly

earnings

40.3
47.6

39.2

52 1
51.3

49.6
50 8
49.5
53.2

45.4
43 7
44.3

44.6
45.6
45.6
46.0

1 Relates to production workers.
2 Assumes a 7 percent growth rate.

Source: Department of Labor, Bureau of Labor Statistics.

ter, most of the unemployment of white teenagers during periods of pros-
perity is caused by their high rates of labor force turnover. But it is quite
possible that minimum wages are a contributing cause of the black youth
unemployment problem.

The unemployment insurance (UI) system has both a real effect and a
measured effect on the overall unemployment rate. The real effect occurs
because the reduced cost of job search leads to an increase in both the
duration and frequency of spells of unemployment. The measured effect
occurs because some workers report themselves as unemployed in order
to obtain UI benefits when, without the benefits, they would have dropped
out of the labor force. Some form of unemployment insurance is, on equity
grounds, absolutely necessary to mitigate the hardship of involuntary
unemployment. Moreover, UI increases economic efficiency by making it
possible for the unemployed to search for jobs for which they are well
suited rather than being forced to take the first job that becomes available.
But it does tend to increase the overall unemployment rate. In the past
two decades, liberalizations in coverage, benefits, and benefit durations have
caused the officially measured unemployment rate to increase, although an
accurate estimate of the magnitude is uncertain. Some of the most notable
changes in benefit duration and coverage have occurred in the 1970s.

Directions for Improvements

To reach substantially lower unemployment rates without initiating a
new round of inflation, structural programs will have to be continually
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improved. The first priority is better targeting of the programs so
that they more effectively improve long-term job opportunities for those
groups with the most severe structural unemployment problems. Although
the record is far from perfect, the training and employment programs for
youth have been fairly successful in this regard. Until recently, however,
regular PSE programs for adults have not focused significantly on the struc-
turally unemployed to the extent that they should. As the overall unem-
ployment rate declines, employment and training programs should be care-
fully directed demographically and geographically toward this goal.

Some demographic groups have high unemployment rates, even in periods
of generally tight labor markets, because many employers seek to hire new
employees only from among those applicants with prior experience and a
history of job stability. The high cost of labor turnover to business firms
and the existence of wage floors or other barriers to hiring the inexperi-
enced are major factors behind this tendency. Accordingly, one approach
to reducing unemployment is to provide incentives for private employers
to hire from among those groups with the most severe incidence of structural
unemployment. This approach is sometimes criticized because it would
cause a substitution of low-skilled youths for highly skilled adults and thus
raise the unemployment rates of adult males. This criticism, however,
ignores the fact that such a program, if successful, could induce a greater
increase in aggregate demand and thus lower the overall unemployment
rate. Moreover most occupations composed primarily of highly skilled adults
have very low unemployment rates in the first place and tend to adjust
very quickly to excess supply.

This country's experience with incentive schemes to hire the structurally
unemployed is not very extensive—although similar programs are quite
common in Western Europe. Since five out of every six jobs in the economy
are in the private sector, a successful labor market policy must rely prin-
cipally on the private sector to enlarge job opportunities for the structurally
unemployed. To this end the Administration is currently designing a set of
options for programs under which employers will have incentives to hire
persons with severe unemployment difficulties.

A third priority for the improvement of labor market policy is the col-
lection of better data that will permit an assessment of the extent to which
its component programs are actually having a beneficial impact. At present
our ability to lower unemployment without adding to inflation is severely
hampered by uncertainty about the effectiveness of various approaches.
Evaluative research is not easy, but without such information it is difficult
to justify major expansions of incumbent programs. A principal goal of
new labor market programs, like those provided under the Youth Employ-
ment and Demonstration Projects Act of 1977, is to find out which
approaches are successful. This emphasis should be extended to other
programs.
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