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In recent nonths, forecasts of nmjor |abor shortages and
fears of an inpending wage-led inflation have appeared wth
increasing frequency in the popular press. Despite considerable
evidence that these worries are both exaggerated and prenature,
the potential policy response threatens to stifle sorely needed
growth in enploynment, incone, and productivity.

The concerns are typified by a Business Wek article that
highlights Boston's surge in hel p-wanted signs, predicts a
scarcity of workers, and warns of an explosion in |abor costs.

As evi dence of the crisis that I|es ahead, the article cites the
followng "alarmng statistics"

[Ulnemployment has fallen below 4% in 31 nmjor
metropolitan areas in 19 states . . . In suburbs across
the country, gas stations, fast food outlets, and
retailers are already offerlng up to $6.50 an hour for
[obs that el sewhere pay the $3.50 an hour m nimum
wage.

Simlar worries are echoed by wel|-known Brooki ngs
Institution econom st Barry Bosworth:

Labor markets in sone parts of the country -
particularly New England, the Md-Atlantic states, and
California - are gett|ng quite tight . . . In the first
8 months of 1987, prices outpaced Wage increases by 2
percent age poi nts.  Previ ously, workers m ght accept
those |losses in fear of losing their jobs;  but, as

| abor markets tighten, there will be inevitable
pressures to catch up.2?

Recent unenpl oyment rel eases have pronpted further warnings,
such as this one from Data Resources econom st Roger E. Brinner:



"Tt’s Wi shful thinking to believe that we can avoid

accel erating wages at an unenpl oynent rate of about 5.5%."

[ The April rate of 5.4%] "is a sign that we are bordering on
an over-heated situation in the | abor market."3

Yet econom sts of equal stature suggest that the |abor
market statistics are not cause for alarm In Novenber the New
York Tinmes quoted econom st Janes Tobin as fol | ows:

we have nothing to fear about inflation in the econony
today. There are no production bottlenecks and no
shortages of labor to drive up prices.*%

Even Fed Chairman Al an Geenspan, according to articles in
Fortune Maaazine and the WAIl Street Journal, argues that the
overal | unenployment rate could fall to about 5 percent before
w despread | abor shorta%es begin to appear.® Likew se, Beryl
Sprinkel, Chairman of the President's Council of Economc
Advi sers, suggests that "people in the market are overenphasi zing
fears of inflation" and Labor Departnment econom st, George
Stiluto, reports "we look at a ot of material, but we aren't
finding a wage build-up."®

Despite these nore optimstic inflation forecasts, and
despite the fact that real wages have been stagnant in recent
years (real wages are still nearly 7 percent below their 1978
level), the Fed has nudged interest rates upward in recent
months, seemng to contradict G eenspan's own anal ysis of actual
inflationary pressures. The absence of inflationary conditions
in the real economy, however, is not enough to calmthe anxieties
of many policy makers. In defending one recent episode of
monetary tightening, Fed Governor H Robert Heller expl ained that
even a fear of inflation is cause enough for monetary tightening:

A lot of people were worried about a resurgence of
inflation, even if the data did not showit . . . we had
to act to prevent that from becom ng a general reality.
These erectations, t hey can becone reality very

qui ckly.

Policy makers are legitimately concerned that they not be
caught off-guard by renewed inflation. Yet the evidence
revi ewed bel ow rai ses serious doubts about the |ikelihood of a
wage-led surge in inflation. Factors outside the |abor narket,
such as the falling value of the dollar, drought-induced food
price increases or a reversal in costs of inported raw materials,
are the nore likely sources of inflation in the near future.
Moreover, any inflation arising fromthese factors outside of the
| abor market will be only partially transmtted to the |abor
market and only after a considerable Iag.



The distinction between inflation that originates in the
| abor market and inflation that stems from nonlabor sources is

critical. If tight |abor nmarkets are the source of inflationary
pressures, then slowed econom c growth can danpen wages W t hout
maj or |osses in enploynment, incone, and output. However, if the

econony is not near its full enploynent |evel, then the policy of
restricting growth can be quite costly in ternms of |ost 1ncone,
out put, and enﬁloynﬁnt while having a mniml inpact on prices.
Qver time, such a poIicK can, in fact, conpound the problem by
contributing to a shrinkage in productive capacity. In this way,
ti%ht noney policy in the early 1980s produced a nassive | oss of
jobs and incone and left a | egacy of econom c dislocation that
still afflicts our economc system The trade inbal ance and the
inflation risks that we face today stem in large part, fromthe
expansi on of inports driven by the higher dollar and the
subsequent Cﬁpacity shrinkage and | ackl uster investnent
performance of the early and m d-1980s.

The key question then is whether current conditions in the
| abor market warrant these fears of inflation and justify
nonetary restraint or whether the | abor nmarket today has room for
further expansion. Wth this debate in mnd, this paper
eval uates the |ikelihood of a wage-led surge in inflation. It
concludes that in toda¥'s econony, the risks that higher wages
Wil ignite serious inflation are quite low. In general,
bargaining factors and slack |abor markets have been working
strongly against major wage gains in the 1980s. As a result,
wage i ncreases have decelerated in the early 1980s, creating room
for considerable nonetary expansion free of inflationary
pressures. Furthernore, there is reason to believe that the
| evel of unenploynent attainable wi thout setting off inflationary
pressures is significantly lower in the 1980s than it was thought
to be in the 1970s. This suggests that unenploynment could fall
further without risk of serious inflation

Section 1 reviews several possible causes of wage based
inflation. Section 2 provides a review of recent wage behavior
inthe US, and section 3 assesses the current outlook for wages.

1. CAUSES OF WAGE | NCREASES

In general, wage increases can arise fromthe follow ng
events: a) increased demand pressures that nove the econony
close to or beyond full enploynent, b) a change in the bargaining
environnent that favors workers, and c) attenpts by workers to
catch up with increases in past or expected inflation



Demand- Inflation

An "overheated" econony can produce wage increases. Thi s
source of inflation, sonmetinmes called "demand-pull” inflation
occurs when a rapidly grow ng demand for goods and services
strains productive capacity and creates |abor market shortages.
When the unenpl oyment rate falls to ver% low |l evels, firns
conpete nore fiercely for workers thus idding up the wages t hat
workers are offered. In theory, the closer the econony Is to
full enploynent, the nore sensitive wages are to changes in the
unenpl oynent rate.

This does not nean that |ow unenploynent rates automatically
produce inflation. Firns often have alternatives to raising
wages even when the demand for labor is high. As a result, wages
can be fairly insensitive to changes in the unenpl oynent rate.

For exanple, in tight labor markets, firms can fill the extra
demand for |abor by increasing overtine hours, noving workers
from part-time to full-time enploynent, or reducing their hiring
and pronotion standards. That is, jobs are upgraded during boons
and downgraded during slunps. This upgradi ng and downgradi ng
process hel ps keep wages stable while enpl oynent opportunities
shrink and expand.® As a result, boons can produce major gains
in output, incone, and enploynment while having only a nodest

I npact on wages.

Wase- Push I nflation

Uni on bargai ni ng power can raise prices by spurring wage
hi kes that are not offset by cost reductions (e.g. productivity

gains) and that therefore inflate production costs. "Wage-push"
Inflation, as this |ink between wage hikes and price hikes iIs
called, tends to increase under the follow ng conditions: if a

change in the economc and | egal environment favors unions, if
nonuni on wages respond stron?Iy to union patterns, if union
organi zation increases, or it wage agreenents closely follow
maj or industry settlenents.

Catch-up, the Cost of Livins, and Expected |nflation

Price inflation that originates outside the |abor market can
al so produce wage increases. If inflation in the cost of living
exceeds wage growth, this can notivate workers to try to "catch-
up" in order to recoup their purchasing power. This catch-up in
wages, neanwhile, may feed back into the costs of production.
Thus, inflationary wage increases can occur in the wake of nmjor
"supply" shocks (e.g. an increase in energy costs, food costs or
inport costs) particularly if a mechanismexists for translating
price increases into higher wages. COLA (cost-of-living
adj ustnent) clauses are such a nechani sm
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Despite the existence of COLA cl auses, many econom sts argue
t hat | abor nmarket nechani sns prevent immedi ate and ful
adj ustnment of wage increases to price changes. Milti-year
contracts, partial rather than full cost-of-living adjustnents,
and wage agreenents that reflect past rather than future price
nmovenents all inply sluggish and I nconplete catch-up of wages to
prices. In fact, the evidence below indicates that even in the
inflation-prone 1970s, there was only gradual and partial catch-
up to najor energy and food price shocks.

2. WAGE BEHAVIOR: THE 1960s AND 1970s

Current fears of wage increases stem in part, from
msinterpretations of recent history. These fears are based on
t he assunptions that an overheated econony was responsible for
our bouts of inflation since the |ate 1960s, that wages have
traditionally been highly sensitive to reductions in the
unenpl oynent rate, and that price increases have been rapidly and
fully matched by increases in wages. A review of the recent past
contradicts these assunptions. The evidence shows that externa
price shocks, rather than internal demand pressures, fueled our
nost recent inflation, that wages in the US have typically been
quite insensitive to changes in the unenpl oynent rate, and that
the adjustnment of wage increases to price inflation has been far
from inmmedi ate or conplete.

Figure 1:
8 WAGE AND PRICE INCREASES AND UNEMPLOYMENT
1960 - 1969
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The decade of the 1960s provided the classic exanple of
demand-pul | inflation. Economc growth progressed at a rapid
annual rate of 4 percent in that period. The high levels of
demand, exacerbated by pressures fromthe Vietnamwar, |owered
t he unenpl oynent rate from5.5 percent in 1960 to 3.5 percent in
1969. (See Appendix Table Al and Figure 1.)2 By the end of the
decade, price inflation had increased by 3.8 percentage points
(to 5.4 percent in 1969) and wage increases had risen by 3.3
percentage points to a level of 6.7 percent. Wth wages
continuing to advance at a pace of about 7 percent over the next
two years, the Nixon Adm nistration responded by introducing a
program of wage and price controls in 1971. Thus, strong denand
was the catalyst for the inflation of the 1960s. But it was a
strong demand that continued in the face of unenploynent rates of
3.5 percent and capacity utilization rates in manufacturing of 88
percent. This contrasts with the current climte nmarked by
unenpl oynment above 5 percent in the first quarter of 1988 and
capacity wutilization rates below 83 percent.

In contrast to the inflation of the 1960s, price shocks from
outside the |labor market and a "catch up" effort to protect real
wages were the primary features of the wage increases that began
in 1973. Food prices advanced by nore than 14 percent in bot
1973 and 1974. At the sane tine, energy prices Lunped by 8
percent in the first year and by 29 percent in the second. As a
result, price inflation surged from3 percent in 1972 to double
digit levels with the rel ease of wage-price controls in 1974,

(See Figure 2.)

Figure 2:
I'NCREASES AND UNEMPLOYMENT
1970- 1978
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This was clearly not a wage-led inflation. The price shocks
reversed a 20-year upward trend in real wages (wages corrected
for inflation). From 1951 to 1972, growth in noney wages had
exceeded inflation by an amount approximately equal to the
annual growth in productivity, measured by output per hour. As
a result, real, wages grew. In contrast, from 1973 to 1975, the
| agged and partial adjustment of noney wages to the explosion in
consuner prices produced a severe erosion of the real wage.

In addition to halting the upward trend in real wages, the
performance of the econony in the 1970s al so reversed the
traditional relationship between unenpl oyment and noney wages. In
the past, unenploynment and wage increases had tended to nove in
opposite directions. This inverse relationship was the basis for
the "pPhillips curve" analysis or the "trade-off" vi ew of
inflation which suggested that policy-mkers could select a | ower
unenpl oynment rate by opting for a higher inflation rate. In
1974, wage increases and unenpl oyment rose simultaneously rather
than noving in opposite directions. The trade-off had given way
to stagflation, the simultaneous occurrence of high inflation and
hi gh unenpl oynent. (See Figure 2.)

The apparently neM/reIationshiﬁ bet ween wage growt h and
unenpl oyment | ed some to concl ude that workers' wage denmands had
beconme nore soghisticated in response to inflation and nore
resistant to changes in the unenpl oynent rate.10 According to
this view, only a severe increase in unenploynent could now
reduce wage increases. Furthernmore, strong econonmic growth would
now supposedly involve greater risk, for any rise in inflation
woul d feed rapidly back into wages.

Popul ari zed versions of these theories tended to over-
enphasi ze the extent of the new inflationary bias. Two facts are
rel evant here. First, although statistical studies of this
period did tend to find a reduced response of wages to
unenpl oynent (i.e. wages did not decel erate as expected when
unenpl oynent rose) and an increased response of wages to prices,
the changes were, in fact, slight.ll Second, and of greater
significance, the relationship between wage growt h an
unenpl oynent in the US had always been rather weak. In 1976, a
review of estimates from6 studies (nost exanining the period
from 1953 or 1954 to the early 1970s) concluded that an increase
in the unenpl oynent rate of 1 percentage point produced a
decrease in wage increases of only 1/6 to 1/2 of a percentage
point.12 Estimates fromnore recent studies still lie within
t hat range.l3

- Furthernore, the catch up of wages to inflation has
remai ned gradual and inconplete. As Figure 2 nmakes clear, wages
were much less volatile than prices throughout the

inflation-prone years of the 1970s. Tenporary surges in price
inflation were not fully reflected in higher wage Increases, nor
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were tenporary dips in the inflation rate fully translated into
slower growth in wages. Statistical studies confirmthat short
term adj ustnent of wages to changes in inflation is partial and
occurs with aconsiderable lag. For exanple, Coe, by estimting
equations for a period covering the md 1960s to the early 1980s,
finds that, in the US, only half of current price inflation is
transmtted to wages and that full adjustnment takes about four
years.14 This suggests that the econony is much less prone to
Inflationary wage-price spirals than is comonly believed.

In sum the evidence indicates that the relationship between
wages and unenpl oynent did not undergo a major change in the
1970s. Rather, the new wage and unenpl oynent behavior reflected
a change in the source of and the extent of price inflation.
Wil e past inflation had ori?inated i n demand-si de pressures that
si mul taneously reduced unenploynment rates, the new Inflation
resulted from severe supply-side price shocks that increased the
costs of production, reduced output and increased the
unenpl oynent rate. Gven the traditionally weak response of
wages to unenpl oynent and given the severe explosion in consuner
prices, the increase in wages that occurred in the 1970s is not
surprising.

WACE BEHAVIOR  THE EARLY 1980s

The econony was bonbarded with a second set of price shocks
in 1979 and 1980. Energy prices rose by 25 percent 1n 1979 and
31 percent in the followng year. This contributed to a rise in
consuner prices of 11 percent in the first year and 14 percent
in the second. (See Table 1 and Figure 3.) Despite the external
source of the inflation, nonetary authorities chose to battle the
inflation b% restraining domestic consunption and investnent
using a tight nonetary policy that produced a major leap in
interest rates. The interest rate on three-nonth treasury bills
nearly doubled, noving from?7.22 percent in 1978 to 14.03 percent
in 1981. The result was a period of back-to-back recessions
whi ch rai sed the unenpl oyment rate to a post-war high of 10.7
percent in the fourth quarter of 1982. At the sane tine, the
high interest rates attracted funds from abroad, causing the
value of the dollar to soar. The inflated value of the dollar
reduced exports and opened the econony to greater inport
conpetition. As a result, the nerchandise trade deficit swelled
from$28 billion in 1979 to $113 billion in 1984.

Workers sought to protect their real wages against the new
set of price shocks. \Wages rose 7.9 percent in 1979 and 9.0
percent in 1980. This acceleration of wage increases in the face
of rising unenpl oynment appeared, at first, as further evidence of
the supposed intransigence of wages. However, this wage behavi or
Is nmore accurately explained by the |agged and partial response
of wage increases to price increases. |n fact, wages failed to
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Table 1: Econom c¢c Indicators, 1978 - 1988

Percent Chanse: 3-Mont h Mer chandi se
Aver age Treasury Real Trade
Hour |y Consuner Bill GNP Unenpl oynent Deficit

Earnings Prices Rat e Gowth Rat e (billions)

8.2% 7. 7% 7.2% 5.3% 6.1% $-33.9

7.9 11.3 10.0 2.5 5.8 -27.5

9.0 13.5 11.5 -2.0 7.1 -25.5

9.1 10. 4 14.0 1.9 7.6 -28.0

6.9 6.1 10.7 -2.5 9.7 -36. 4

4.6 3.2 8.6 3.6 9.6 -67.1

3.2 4.3 9.6 6.8 7.5 -112.5

3.1 3.6 7.5 3.0 7.2 -122.1

2.5 1.9 6.0 2.9 7.0 -144. 3

2.5 3.6 5.8 2.9 6.2 -159. 2

2.8 3.2 5.8 2.3 5.7

Econom ¢ Report of the President, 1987 and Econom c Indicators,
April 1988. The trade figure for 1987 is prelimnary. The
quarterly percent change and real growth figures are seasonally
adj usted annual rates.



keep pace with inflation and real wages fell in 1979, 1980, and
1981. The supposed "intransigence" of nomi nal wage growth during
this period was sinply another exanple of a nodest wage response
to rising unenploynment conbined with a partial catch up of wages
to record increases in the inflation rate.

Al though the inflation had originated from external sources,
the Fed was conmtted to squeezing inflation out of the system by
cl amping down on domestic spending. The theory guiding this
policy clainmed that, by presenting a "credible" stance agal nst
Inflation, the Fed could halt inflationary eé ectations w thout
much loss in incone, output, and enploynent. 3 Instead the
policy created a double-barreled recession with a massive |oss of
jobs and incone. WAge increases did eventually fall from?9
percent in 1981 to 3.2 percent in 1984. (See Figure 3.)

However, the high unenployment rate was not solely responsible.
In 1982, fuel prices collapsed, bringing inflation in the energy
sector down fromits high of 31 percent in 1980 to less than 1
percent by 1983. This contributed to a drop in consunmer price
inflation from 14 percent in 1980 to 3 percent in 1983. The
lower inflation allowed a deceleration of wage increases.

~The dramatic fall in wage increases during this period did
not indicate that wages respond stronslv to nodest changes in
unenpl oynent . Rat her, the wage decel eration was the result of

drastic reductions in energy prices, a deceleration of prices
because of inport conpetition and, of course, record high
unenpl oynent rates. Statistical studies found that wages did
indeed fall slightly nmore than predicted by past experience.
However, according to these studies, this fall did not result
froman increased sensitivity of wages to either unenploynent or
i nflation. In other words, this unpredicted portion of the wage
decel eration was independent of the short-run novenents in
unenpl oyment and inflation and occurred only after dramatic
changes” had taken place in the econonm ¢ environment.l1®
Consequently, the major deceleration in wage in the early 1980s
was not a sign that wages are highly sensitive to unenpl oynent.
This point is critical in evaluating the current outlook for
wage-led inflation. Just as wages responded weakly to
unenpl oyment in the 1970s and early 1980s, wages W || nost likely
?how only a weak response to falling unenploynent in the near

ut ure.
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3. THE CURRENT OUTLOCK

The legitimacy of today's fears of wage-led inflation
depends upon current risks fromthe sources of wage-based
inflation discussed earlier: demand pressures from unenpl oynent
rates that are too | ow, ‘wage-push pressures from a bargal ni ng
environnent that favors l|abor, and adjustments to past or
expected inflation.

Al t hough current unenpl oynent rates are now bel ow the
aver age unenPonnent rate experienced in the 1970s, a sinple
conpari son of today's unenploynent rates with the unenpl oynent
rates of the 1970s is not very useful. In fact, evidence
suggests that the unenpl oynent rates of the late 1970s do not
provide a neaningful standard for the 1980s. Three factors in
particular are relevant.

First, the unenploynent rates of the 1970s reflected the
weak economic growth of that period (average annual real GNP
growm h of less than 2.8 percent) and they consequently represent
an extrenely pessimstic benchmark.

Second, enploynent in the current period includes
consi derably nore "underemployment" than was present in 1979.
According to prelimnary data, workers who worked part-tine for
econom c reasons (i.e. involuntarily) made up 4.7 percent of the
nonagricul tural labor force in 1987, up from 3.5 percent in 1979
Current unenpl oynent rates thus mask substantial potential for
noni nflationary upgrading of enploynment opportunities.

Third, in the 1970s, | arge nunbers of young workers and
femal e workers swelled the |abor force. Being newto the |abor
market, they tended to have difficulty finding enploynent and
tended to change jobs nore often than other workers. Many
econonmi sts believed that, as a result, the unenploynent rate
associated with full enployment increased in the 1970s. Some
econom sts al so argued that expanded access to transfer programs
in the 1970s contributed to increases in the unenploynment rate.
The denographic trends that were blamed for raising unenpl oynent
in the 1970s have now | argely reversed and, according to several
estimites, wll continue to Inprove in the comng years.
Furthernore, many analysts cite the tightened eligibilit
standards for transfer programs, the |ow real value of the
m ni num wage, and the decline in unionization in the 1980s as
factors allow ng | ower unenpl oyment w thout inflation.l7 In
other words, to the extent that the full-enploynent |evel of
unenpl oynment rose in the 1970s, it has fallen in the 1980s.
Conparisons of the wsand 80s thus suggest that slack stil
exists in today's |abor nmarket allow ng considerable scope for
expandi ng the nunmber of jobs and further |owering the
unenpl oyment rate.
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Recent evidence also indicates that today's bargaining
environment presents little risk of wage-push inflation. The
set backs experienced by workers in the 1980s altered the
bar gai ni ng at nosphere and | owered bargai ni ng demands. As a
result, the early 1980s were characterized by wage concessions,
early contract reopenings, deviations from nmajor union wage
settlements, and reduced uni on membership.l® " This experience
created a new weakness in worker security that has, so far, shown
few signs of reversal. |In fact, the current recovery has been
characterized by a very weak wage response.

Al t hough the various nmeasures of wages presented in Figure 4
and Table 2 show slightly different estinates of recent wage
gains, they all agree that wage increases have sl owed
dramatically since 1981 and have renmi ned noderate at
aﬁproxinately 3 to 4 percent since 1984. In fact, union wages,
the source traditionally blanmed for wage-push inflation, have
shown sl ower growth than nonunion wages since 1983.

Figure 4:
15 UNI ON AND NONUNI ON WAGE | NCREASES
1976 — 1987
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Table 2: Annual Wage Increases in the 1980s

Aver age

Hour |y Conpensati on Wages and Salaries***
Year Ear ni ngs* Per Hour** All Uni on Nonuni on
1978 8.2% 8. 6% 7. 7% 8. 0% 7.6%
1979 7.9 9.5 8.7 9.0 8.5
1980 9.0 10.5 9.0 10.9 8.0
1981 9.1 9.4 8.8 9.6 8.5
1982 6.9 7.8 6.3 6.5 6.1
1983 4.6 4.3 5.0 4.6 5.2
1984 3.2 3.9 4.1 3.4 4.5
1985 3.1 4.4 4.1 3.1 4.6
1986 2.5 3.9 3.1 2.0 3.5
1987 2.5 2.8 3.3 2.6 3.6
1988: 1 2.8 3.4 3.3 2.6 3.5

* Average hourly earnings index (for private, nonagricultural workers).
Quarterly figures are seasonally adjusted annual rates.

** Conpensation per hour for the nonfarm business sector. It includes
enpl oyers' contributions for social insurance and private benefit plans
plus estinmates of wages, salaries and supplenental paynents for the

sel f-enpl oyed. Quarterly figures are seasonally adjusted annual rates.

*** \Wages and sal aries of workers in private industry (excluding farm and
househol d workers) from the BLS Enpl oyment Cost Index. Figures are
Decenber to Decenmber percent changes. Figures for 1988 are for the 12
months ending in March 1988.

Real wages, neanwhile, have continued to stagnate. (See
Figure 5 and Table 3.) After advancin% at an average rate of
about 2 percent per year from 1960 to 1973, real wages | ost
ground in the price shocks and recessions of the md 1970s and
early 1980s. Consequently, in 1987, real wages were nearly 7.0
percent below the levels they had reached in 1978. Real
conpensation, which includes enPoners' contributions for social
i nsurance and private benefit plans, also stagnated in the
1980s. In 1987 it was still 1 percent below the level it had
reached in 1978. Prelimnary figures suggest that real wages and
real conpensation have again suffered setbacks in the first
quarter of 1988. G ven this weakness in wage growh, the
inflation risks fromlowering the unenploynent rate further seem
small, and certainly outweighed at this tine by the risks of
recession from allow ng continued stagnation in real wages.
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Year
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1981
1982
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1984
1985
1986
1987

1988:1
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Figure 5:
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Table 3. Real Wages in the 1980s
| ndex (1977=100) Annual Chance Price Inflation

Aver age _ Aver age _ _

Hour | y Conpensation Hourly Conpensation All Under | yi ng

Ear ni nss Per Hour Ear ni nss Per Hour [ tens Rat e Enersv
100. 5 100. 9 0.5% 0.9% 7.7% 5.7% 6. 3%
97.4 99'. 2 -3.1 -1.7 11. 3 6.9 25.2
93.5 96. 6 -4.0 -2.7 13.5 8.8 30.9
92.6 95. 8 -1.0 -0.8 10. 3 9.6 13.6
93.4 97.2 0.9 1.5 6.2 7.7 1.5
94.9 98. 3 1.6 1.1 3.2 5.2 0.7
94.6 97.9 -0.3 -0.4 4.3 5.0 1.0
94. 1 98.7 -0.5 0.8 3.6 3.8 0.7
95.0 100. 6 1.0 2.0 1.9 3.4 -13.2
94.0 99. 8 -1.1 -0.8 3.6 3.8 0.5
93.6 99.7 -0.4 0.4 3.2 3.8 -5.7

Data from CPl. The underlying inflation rate is the consumer price



The | abor market conditions described above shoul d di spel
the inflation fears stemmng fromlocalized | abor shortages in
cities such as Boston and Atl anta. I n other words, these
shortages exist in a national setting that is still characterized
by considerable slack. Furthernore, the current |abor shortages
noted by the popular press are not in the manufacturing sector,
the sector that nost often leads in setting wages. Rather, these
shortages are centered in the | owwage service sector and
therefore present little national risk of a wage-led surge in
inflation. They represent, instead, a msmatch between enpl oyer
desires for | ow wage service workers and worker desires for
enpl oyment at non-poverty wage rates. This msmatch is
aggravated by the lack of lowcost child care, transportation and
housing that woul d nake these jobs nore accessible. Gven the
unenpl oynent that remains in the inner cities and in regions
outside of these high-growth islands, it would be counter-
productive to put on the brakes at the national level. A nore
appropriate solutionis to let the local wage rates and
enpl oynent benefits in these |owwage sectors rise. Such wage
i ncreases would be a sign that the [abor markets are functioning
properly in providing workers with incentives to nove to these
] obs.

Al though no imedi ate risks of inflation are apparent from
| abor shortages or union bargai ning Pomer, adj ustments to
external price pressures (e.g., the talling dollar, the drought)
are a potential source of higher wage increases in the |ate
1980s.  Yet, given the inconplete and slow adjustnment of wages to
prices, the risk of serious wage increases fromthis source
appear small. Although COLA clauses still exist, in the US they
have traditionally covered onIY a portion of the workforce (about
58 percent), have provided yields of only about 11 cents for
every dollar of inflation, and have typically been based on
prior-year inflation rates.1® These facts help explain the
I nconpl ete and sl ow adj ustnment of wages to prices seen in earlier
years. Moreover, the power to adjust to price inflation has
weakened with the weakening of union bargaining strength and, as
John Dunlop has recently pointed out, many COLA cl auses have been
either elimnated or restricted in recent years.20 Thus, |abor
mar ket inflation pressures from either wage-push or catch-up
effects present little risk at this tine.

Qutside the |abor market, there are both positive and
negative signs. Capacity utilization in manufacturing averaged
83 percent I1n the first quarter of 1988. This contrasts with a
| evel of 88 percent in the latter half of the 1960s. Although
some bottlenecks have been reported by specific conpanies (e.qg.
in alumnum and chem cal production), these capacity constraints
exist in the mdst of substantial overcapacity in other sectors
(e.g. auto and machine tool makers).2l |nflation pressures from
this source will thus be tenpered by the remaining excess
capacity and continued access to inport markets.
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| ndeed, the bottl enecks that do exist can be blaned, in
part, on the tight noney policies of earlier years, policies that
rai sed costs of investnent and caused industrial capacity to fal
bel ow potential. After grow ng at an average annual rate of 4.4
percent from 1960 to 1980, real investnent spending advanced by
only 2.7 percent per year from 1980 to 1986. The current
bottl enecks are thus a rem nder of the harnful side effects from
fighting external price shocks with a nonetarist recession.

Recent data on the underlying rate of inflation also
suggests sufficient capacity for noninflationary growh. The
underlying rate of inflation is a measure of consuner prices that
excl udes the volatile conponents of energy, food, and shelter.
(See Figure 6.) The omtted conponents are products whose prices
have a major inpact on the consumer price index. However, their
prices tend to exhibit tenporary surges and precipitous drops,
novenents that reflect special conditions in specific markets
rather than overall demand pressures. Thus, the underlying
inflation rate gives a better indication of how close the overal
econony is to "overheating." As Figure 6 shows, this neasure of
inflation has been quite stable, at approximately 4 percent over
the past 3 years. (See Figure 6 and Table 3.)

Figure 6:
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Consuner price inflation for all items has been nore
volatile, averaging 3.6 percent in 1985, falling to 1.9 percent
in 1986, and junping back to 3.6 percent in 1987. This
volatility reflects the 13 percent decline in energy prices in
1986 and the nodest recovery in energy prices in 1987. It is too
early to tell whether the 1987 recovery in energy prices was
merely a tenporary correction or the warning of an upward trend.
If it represents a tenporarK correction, this would translate
into a one-tinme change in the price |evel and would not give rise
to sustained inflationary pressures.

Recently, rising inport prices associated with the falling
val ue of the dollar have al so been a source of concern about
renewed inflation. From 1985 to the final nonths of 1987, the
dol | ar dropped by nore than 40 percent agai nst both the Japanese
yen and the Gernman mark. The inflationary inplications of this
dramatic correction in exchange rates, however, have been
frequently overstated. Again, a distinction nust be nade between
a one-tine correction in the price level and a sustained increase
in inflationary pressures. Once the value of the dollar has
stabilized at a new, |ower level, any upward nmovenent in prices
associated with this sector will be conplete. Wges may exhi bit
a catch-up response, but, as shown above, this adjustnent is
likely to be partial and characterized by considerable |ags.
Furthernore, the drop in the value of the dollar has not yet been
transl| at ed fulky into higher prices for a nunber of reasons,
including the desire of foreign firnms to nmaintain market share
and the offsetting inpact of the dollar devaluation on the grices
of raw materials which are conmonly denominated in dollars. 22

The drought has also fueled inflation worries in recent
mont hs. Forecasts fromthe Agricul tural Departnent su?gest t hat
the drought will contribute to arise in food prices of 3to 5
percent in the current year and will add 2 percent to next year's
rise in food prices.23 "~\Wen conpared to the 15 percent increase
in food prices in 1973, the current inflation fears fromthis
sector seem out of proportion to the facts. Furthernore, the
di stinction between changes in the price |level and increases in
inflationary pressures is again relevant. A one-time increase in
the level of food prices wll not produce sustained inflationary
pressures. Moreover, if food prices do cause a noticeable rise
in the overall price level, the recent evidence fromthe |abor
mar ket indicates that the catch-up response in wages is again
likely to be slow and inconplete

At any rate, if inflation fromexternal sources does becone
a problem policy makers need not resort to the nonetari st
m st akes of the past. I ndeed, a "neutral policy"™ toward supply-
side price shocks may be nore appropriate than tight noney.
Al l owm ng the econony to absorb tenporary one-tinme increases in
the price level that stemfrom external sources may prove nuch
less inflationary in the long run than engineering a capacity-
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reducing recession. Cost-reducing strategies ainmed at specific
sectoral trouble spots also may be appropnriate. Tax-based
incomes policies are another  alternative.24 |n the current
environnent, continuation of a clearly accommobdative nonetary
policy that provides an extended period of |ow and stable
interest rates is appropriate. Wth no internal signs of an
overheated econony at present, there is little risk that such a
policy would set off a wage-led surge in inflation.

In fact, real wage rates have not yet recovered froma
decade of price shocks and slow economc growh. Thus, the |abor
market is the last place to look for further sacrifices to price
stability. Msguided attenpts to put on the nonetarist brakes at
this tinme could produce another painful and debilitating period
of low income, high unenployment, and econom c stagnation.

Sept enber 1988
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Appendi x Table Al:
Money (Nom nal) Wages, Prices, and Unenpl oynent, 1960-1987

Percent _Chance
Aver age
Hour |y Consuner Unenpl oynent
Year Earni nss Prices Rat e

. 6%

=3

1960 . 5%
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
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1988: 1

Source:  The Econom c Report of the President, January 1987 and
Econom ¢ Indicators, Cctober 1987.

Notes : ~ The unenployment rate is the rate for all civilian workers.
Consuner prices neasured by the consumer price index (CPl) for
all items. The average hourly earnings is the average hourly

earnings index (for private, nonagricultural workers) adjusted
for overtinme (in manufacturing only) and for interindustry

enpl oyment shifts. Quarterly percentage changes are seasonally
adj usted annual rates.
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Appendi x Tabl e A2:
Real Hourly Earnings and Conpensation, 1950-1987

Aver age
Hourly Compensati on
Year Earnings Per Hour

I ndex (1977=100)

1950 64.0 53.9
1951 63.6 54.3
1952 65.5 56.1
1953 68. 7 58. 8
1954 70.5 60.5
1955 73.3 62.9
1956 75.9 65. 8
1957 76.9 67.2
1958 78.0 68.1
1959 80.0 70. 3
1960 81.4 72.3
1961 83.0 73.8
1962 85.0 76.0
1963 86. 3 77.7
1964 87.5 80. 3
1965 89.0 81.6
1966 90. 3 84.0
1967 92.2 86. 2
1968 94.0 89.0
1969 95.0 90.0
1970 95.7 90. 8
1971 98. 3 92.8
1972 101. 2 95.7
1973 101.1 97.1
1974 98. 3. 95.9
1975 97.6 96. 4
1976 99.0 98. 8
1977 100.0 100.0
1978 100.5 100. 9
1979 97. 4 99. 2
1980 93.5 96. 6
1981 92.6 95.8
1982 93. 4 97.2
1983 94.9 98. 3
1984 94. 6 97.9
1985 94. 1 98.7
1986 95.0 100. 6
1987 94.0 99. 8
1988: | 93.6 99.7

Jan 93.7

Feb 93.6

Mar 93.6

Sour ce: The Econom c Report of the President, 1987 and
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Econom ¢ Indicators, October 1987.

Notes : The real average hourly earnings index (for private,
nonagricul tural workers) is adjusted for overtine (in manufacturing
only) and for interindustry enploynent shifts. Real conpensation
per hour is for the nonfarm business sector. It includes enployers’
contributions for social insurance and private benefit plans ﬁl us
estimtes of wages, salaries, and supplenental paynents for the

sel f - enpl oyed.
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