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FALSE FEARS OF WAGE-LED INFLATION

In recent months, forecasts of major labor shortages and
fears of an impending wage-led inflation have appeared with
increasing frequency in the popular press. Despite considerable
evidence that these worries are both exaggerated and premature,
the potential policy response threatens to stifle sorely needed
growth in employment, income, and productivity.

Wendy Rayack
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Wesleyan University

The concerns are typified by a Business Week article that
highlights Boston's surge in help-wanted signs, predicts a
scarcity of workers, and warns of an explosion in labor costs.
As evidence of the crisis that lies ahead, the article cites the
following "alarming statistics":

[Ulnemployment has fallen below 4% in 31 major
metropolitan areas in 19 states . . . In suburbs across
the country, gas stations, fast food outlets, and
retailers are already offering up to $6.50 an hour for
jobs that elsewhere pay the $3.50 an hour minimum
wage.I

Similar worries are echoed by well-known Brookings
Institution economist Barry Bosworth:

Labor markets in some parts of the country -
particularly New England, the Mid-Atlantic states, and
California - are getting quite tight . . . In the first
8 months of 1987, prices outpaced wage increases by 2
percentage points. Previously, workers might accept
those losses in fear of losing their jobs; but, as
labor markets tighten, there will be inevitable
pressures to catch UP.~

Recent unemployment releases have prompted further warnings,
such as this one from Data Resources economist Roger E. Brinner:



"It's wishful thinking to believe that we can avoid
accelerating wages at an unemployment rate of about 5.5%."
[The April rate of 5.4%] 'Iis a sign that we are bordering on
an over-heated situation in the labor market.l13

Yet economists of equal stature suggest that the labor
market statistics are not cause for alarm. In November the New
York Times quoted economist James Tobin as follows:

we have nothing to fear about inflation in the economy
today. There are no production bottlenecks and no
shortages of labor to drive up prices.4

Even Fed Chairman Alan Greenspan, according to articles in
Fortune Maaazine and the Wall Street Journal, argues that the
overall unemployment rate could fall to about 5 percent before
widespread labor shortages begin to appear.5 Likewise, Beryl
Sprinkel, Chairman of the President's Council of Economic
Advisers, suggests that "people in the market are overemphasizing
fears of inflation" and Labor Department economist, George
Stiluto, reports "We look at a lot of material, but we aren't
finding a wage build-up.t'6

Despite these more optimistic 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, seeming to contradict Greenspan's own analysis of actual
inflationary pressures. The absence of inflationary conditions
in the real economy, however, is not enough to calm the anxieties
of many policy makers. In defending one recent episode of
monetary tightening, Fed Governor H. Robert Heller explained 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 show it . . . we had
to act to prevent that from becoming a general reality.
These ex ectations,7

they can become reality very
quickly.

Policy makers are legitimately concerned that they not be
caught off-guard by renewed inflation. Yet the evidence
reviewed below raises serious doubts about the likelihood of a
wage-led surge in inflation. Factors outside the labor market,
such as the falling value of the dollar, drought-induced food
price increases or a reversal in costs of imported raw materials,
are the more likely sources of inflation in the near future.
Moreover, any inflation arising from these factors outside of the
labor market will be only partially transmitted to the labor
market and only after a considerable lag.
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The distinction between inflation that originates in the
labor market and inflation that stems from nonlabor sources is
critical. If tight labor markets are the source of inflationary
pressures, then slowed economic growth can dampen wages without .
major losses in employment, income, and output. However, if the
economy is not near its full employment level, then the policy of
restricting growth can be quite costly in terms of lost income,
output, and employment while having a minimal impact on prices.
Over time, such a policy can, in fact, compound the problem by
contributing to a shrinkage in productive capacity. In this way,
tight money policy in the early 1980s produced a massive loss of
jobs and income and left a legacy of economic dislocation that
still afflicts our economic system. The trade imbalance and the
inflation risks that we face today stem, in large part, from the
expansion of imports driven by the higher dollar and the
subsequent capacity shrinkage and lackluster investment
performance of the early and mid-1980s.

The key question then is whether current conditions in the
labor market warrant these fears of inflation and justify
monetary restraint or whether the labor market today has room for
further expansion. With this debate in mind, this paper
evaluates the likelihood of a wage-led surge in inflation. It
concludes that in today's economy, the risks that higher wages
will ignite serious inflation are quite low. In general,
bargaining factors and slack labor markets have been working
strongly against major wage gains in the 1980s. As a result,
wage increases have decelerated in the early 198Os, creating room
for considerable monetary expansion free of inflationary
pressures. Furthermore, there is reason to believe that the
level of unemployment attainable without setting off inflationary
pressures is significantly lower in the 1980s than it was thought
to be in the 1970s. This suggests that unemployment 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
in the US, and section 3 assesses the current outlook for wages.

1. CAUSES OF WAGE INCREASES

In general, wage increases can arise from the following
events: a) increased demand pressures that move the economy
close to or beyond full employment, b) a change in the bargaining
environment that favors workers, and c) attempts by workers to
catch up with increases in past or expected inflation.



An "overheated" economy can produce wage increases. This
source of inflation, sometimes called "demand-pull" inflation,
occurs when a rapidly growing demand for goods and services
strains productive capacity and creates labor market shortages.
When the unemployment rate falls to very low levels, firms
compete more fiercely for workers thus bidding up the wages that
workers are offered. In theory, the closer the economy is to
full employment, the more sensitive wages are to changes in the
unemployment rate.

This does not mean that low unemployment rates automatically
produce inflation. Firms 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 unemployment rate.
For example, in tight labor markets, firms can fill the extra
demand for labor by increasing overtime hours, moving workers
from part-time to full-time employment, or reducing their hiring
and promotion standards. That is, jobs are upgraded during booms
and downgraded during slumps. This upgrading and downgrading
process helps keep wages
shrink and expand.8

stable while employment opportunities
As a result, booms can produce major gains

in output, income, and employment while having only a modest
impact on wages.

Wase-Push Inflation

Union bargaining power can raise prices by spurring wage
hikes that are not offset by cost reductions (e.g. productivity
gains) and that therefore inflate production costs. "Wage-push"
inflation, as this link between wage hikes and price hikes is
called, tends to increase under the following conditions: if a
change in the economic and legal environment favors unions, if
nonunion wages respond strongly to union patterns, if union
organization increases, or if wage agreements closely follow
major industry settlements.

Catch-un, the Cost of Livins, and Exoected Inflation

Price inflation that originates outside the labor market can
also produce wage increases. If inflation in the cost of living
exceeds wage growth, this can motivate workers to try to "catch-
up" in order to recoup their purchasing power. This catch-up in
wages, meanwhile, may feed back into the costs of production.
Thus, inflationary wage increases can occur in the wake of major
"supply" shocks (e.g. an increase in energy costs, food costs or
import costs) particularly if a mechanism exists for translating
price increases into higher wages. COLA (cost-of-living
adjustment) clauses are such a mechanism.
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Despite.the existence of COLA clauses, many economists argue
that labor market mechanisms prevent immediate and full
adjustment of wage increases to price changes. Multi-year
contracts, partial rather than full cost-of-living adjustments,
and wage agreements that reflect past rather than future price
movements all imply sluggish and incomplete catch-up of wages to
prices. In fact, the evidence below indicates that even in the
inflation-prone 197Os, there was only gradual and partial catch-
up to major energy and food price shocks.

2. WAGE BEHAVIOR: THE 1960s AND 1970s

Current fears of wage increases stem, in part, from
misinterpretations of recent history. These fears are based on
the assumptions that an overheated economy was responsible for
our bouts of inflation since the late 196Os, that wages have
traditionally been highly sensitive to reductions in the
unemployment rate, and that price increases have been rapidly and
fully matched by increases in wages. A review of the recent past
contradicts these assumptions. The evidence shows that external
price shocks, rather than internal demand pressures, fueled our
most recent inflation, that wages in the US have typically been
quite insensitive to changes in the unemployment rate, and that
the adjustment of wage increases to price inflation has been far
from immediate or complete.

Figure 1:

1
WAGE AND PRICE INCREASES AND UNEMPLOYMENT

1960 - 1969
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The decade of the 1960s provided the classic example of
demand-pull inflation. Economic growth progressed at a rapid
annual rate of 4 percent in that period. The high levels of
demand, exacerbated by pressures from the Vietnam war, lowered
the unemployment rate from 5.5 percent in 1960 to 3.5 percent in
1969. (See Appendix Table Al and Figure l.)g 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. With wages
continuing to advance at a pace of about 7 percent over the next
two years, the Nixon Administration responded by introducing a
program of wage and price controls in 1971. Thus, strong demand
was the catalyst for the inflation of the 1960s. But it was a
strong demand that continued in the face of unemployment rates of
3.5 percent and capacity utilization rates in manufacturing of 88
percent. This contrasts with the current climate marked by
unemployment above 5 percent in the first quarter of 1988 and
capacity utilization rates below 83 percent.

In contrast to the inflation of the 196Os, price shocks from
outside the labor market and a l'catch up" effort to protect real
wages were the primary features of the wage increases that began
in 1973. Food prices advanced by more than 14 percent in both
1973 and 1974. At the same time, energy prices jumped by 8
percent in the first year and by 29 percent in the second. As a
result, price inflation surged from 3 percent in 1972 to double
digit levels with the release of wage-price controls in 1974.
(See Figure 2.)

Figure 2:
WAGE AND PRICE INCREASES AND UNEMPLOYMENT

1970-1978

Prices

1970 1971 1972 1973 1974 1975 1976 1977 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 money 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
lagged and partial adjustment of money wages to the explosion in
consumer prices produced a severe erosion of the real wage.

In addition to halting the upward trend in real wages, the
performance of the economy in the 1970s also reversed the
traditional relationship between unemployment and money wages. In
the past, unemployment and wage increases had tended to move in
opposite directions. This inverse relationship was the basis for
the llPhillips curve" analysis or the "trade-off" view of
inflation which suggested that policy-makers could select a lower
unemployment rate by opting for a higher inflation rate. In
1974, wage increases and unemployment rose simultaneously rather
than moving in opposite directions. The trade-off had given way
to stagflation, the simultaneous occurrence of high inflation and
high unemployment. (See Figure 2.)

The apparently new relationship between wage growth and
unemployment led some to conclude that workers' wage demands had
become more sophisticated in response to inflation and more
resistant to changes in the unemployment rate.1° According to
this view, only a severe increase in unemployment could now
reduce wage increases. Furthermore, strong economic growth would
now supposedly involve greater risk, for any rise in inflation
would feed rapidly back into wages.

Popularized versions of these theories tended to over-
emphasize the extent of the new inflationary bias. Two facts are
relevant here. First, although statistical studies of this
period did tend to find a reduced response of wages to
unemployment (i.e. wages did not decelerate as expected when
unemployment 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 growth and
unemployment in the US had always been rather weak. In 1976, a
review of estimates from 6 studies (most examining the period
from 1953 or 1954 to the early 1970s) concluded that an increase
in the unemployment rate of 1 percentage point produced a
decrease in wage increases of only l/6 to l/2 of a percentage
point.12 Estimates from more recent studies still lie within
that range.13

Furthermore, the catch up of wages to inflation has
remained gradual and incomplete. As Figure 2 makes clear, wages
were much less volatile than prices throughout the
inflation-prone years of the 1970s. Temporary surges in price
inflation were not fully reflected in higher wage increases, nor
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were temporary dips in the inflation rate fully translated into
slower growth in wages. Statistical studies confirm that short
term adjustment of wages to changes in inflation is partial and
occurs with a considerable lag. For example, Coe, by estimating
equations for a period covering the mid 1960s to the early 198Os,
finds that, in the US, only half of current price inflation is
transmitted to wages and that full adjustment takes about four
years.14 This suggests that the economy is much less prone to
inflationary wage-price spirals than is commonly believed.

In sum, the evidence indicates that the relationship between
wages and unemployment did not undergo a major change in the
1970s. Rather, the new wage and unemployment behavior reflected
a change in the source of and the extent of price inflation.
While past inflation had originated in demand-side pressures that
simultaneously reduced unemployment rates, the new inflation
resulted from severe supply-side price shocks that increased the
costs of production, reduced output and increased the
unemployment rate. Given the traditionally weak response of
wages to unemployment and given the severe explosion in consumer
prices, the increase in wages that occurred in the 1970s is not
surprising.

WAGE BEHAVIOR: THE EARLY 1980s

The economy was bombarded with a second set of price shocks
in 1979 and 1980. Energy prices rose by 25 percent in 1979 and
31 percent in the following year. This contributed to a rise in
consumer 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, monetary authorities chose to battle the
inflation by restraining domestic consumption and investment
using a tight monetary policy that produced a major leap in
interest rates. The interest rate on three-month treasury bills
nearly doubled, moving from 7.22 percent in 1978 to 14.03 percent
in 1981. The result was a period of back-to-back recessions
which raised the unemployment rate to a post-war high of 10.7
percent in the fourth quarter of 1982. At the same time, 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 economy to greater import
competition. As a result, the merchandise 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 unemployment appeared, at first, as further evidence of
the supposed intransigence of wages. However, this wage behavior
is more accurately explained by the lagged and partial response
of wage increases to price increases. In fact, wages failed to
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Figure 3:
WAGE AND PRICE INCREASES AND UNEMPLOYMENT

1978 - 1987
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I I I 1 I / I , I

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

Table 1: Economic Indicators, 1978 - 1988

Percent Chanse: 3-Month Merchandise
Average Treasury Real Trade
Hourly Consumer Bill GNP Unemployment Deficit

Year Earnings Prices Rate Growth Rate (billions)

1978
1979
1980
1981
1982
1983
1984
1985
1986
1987

1988:1

SOURCE:

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

Economic Report of the President, 1987 and Economic Indicators,
April 1988. The trade figure for 1987 is preliminary. The
quarterly percent change and real growth figures are seasonally
adjusted annual rates.
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keep pace with inflation and real wages fell in 1979, 1980, and
1981. The supposed llintransigencetq of nominal wage growth during
this period was simply another example of a modest wage response
to rising unemployment combined with a partial catch up of wages
to record increases in the inflation rate.

Although the inflation had originated from external sources,
the Fed was committed to squeezing inflation out of the system by
clamping down on domestic spending. The theory guiding this
policy claimed that, by presenting a "crediblet' stance against
inflation, the Fed could halt inflationary ex ectations without
much loss in income, output, and employment. 13 Instead the
policy created a double-barreled recession with a massive loss of
jobs and income. Wage increases did eventually fall from 9
percent in 1981 to 3.2 percent in 1984. (See Figure 3.)
However, the high unemployment rate was not solely responsible.
In 1982, fuel prices collapsed, bringing inflation in the energy
sector down from its high of 31 percent in 1980 to less than 1
percent by 1983. This contributed to a drop in consumer 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 modest changes in
unemployment. Rather, the wage deceleration was the result of
drastic reductions in energy prices, a deceleration of prices
because of import competition and, of course, record high
unemployment rates. Statistical studies found that wages did
indeed fall slightly more than predicted by past experience.
However, according to these studies, this fall did not result
from an increased sensitivity of wages to either unemployment or
inflation. In other words, this unpredicted portion of the wage
deceleration was independent of the short-run movements in
unemployment and inflation and occurred only after dramatic
changes had taken place in the economic environment.16
Consequently, the major deceleration in wage in the early 1980s
was not a sign that wages are highly sensitive to unemployment.
This point is critical in evaluating the current outlook for
wage-led inflation. Just as wages responded weakly to
unemployment in the 1970s and early 198Os, wages will most likely
show only a weak response to falling unemployment in the near
future.
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3. THE CURRENT OUTLOOK

The legitimacy of today's fears of wage-led inflation
depends upon current risks from the sources of wage-based
inflation discussed earlier: demand pressures from unemployment
rates that are too low, .wage-push pressures from a bargaining
environment that favors labor, and adjustments to past or
expected inflation.

Although current unemployment rates are now below the
average unemployment rate experienced in the 197Os, a simple
comparison of today's unemployment rates with the unemployment
rates of the 1970s is not very useful. In fact, evidence
suggests that the unemployment rates of the late 1970s do not
provide a meaningful standard for the 1980s. Three factors in
particular are relevant.

First, the unemployment rates of the 1970s reflected the
weak economic growth of that period (average annual real GNP
growth of less than 2.8 percent) and they consequently represent
an extremely pessimistic benchmark.

Second, employment in the current period includes
considerably more llunderemployment II than was present in 1979.
According to preliminary data, workers who worked part-time for
economic reasons (i.e. involuntarily) made up 4.7 percent of the
nonagricultural labor force in 1987, up from 3.5 percent in 1979.
Current unemployment rates thus mask substantial potential for
noninflationary upgrading of employment opportunities.

Third, in the 197Os, large numbers of young workers and
female workers swelled the labor force. Being new to the labor
market, they tended to have difficulty finding employment and
tended to change jobs more often than other workers. Many
economists believed that, as a result, the unemployment rate
associated with full employment increased in the 1970s. Some
economists also argued that expanded access to transfer programs
in the 1970s contributed to increases in the unemployment rate.
The demographic trends that were blamed for raising unemployment
in the 1970s have now largely reversed and, according to several
estimates, will continue to improve in the coming years.
Furthermore, many analysts cite the tightened eligibility
standards for transfer programs, the low real value of the
minimum wage, and the decline in unionization in the 1980s as
factors allowing lower unemployment without inflation.17 In
other words, to the extent that the full-employment level of
unemployment rose in the 197Os, it has fallen in the 1980s.
Comparisons of the 70s and 80s thus suggest that slack still
exists in today's labor market allowing considerable scope for
expanding the number of jobs and further lowering the
unemployment rate.

11



Recent evidence also indicates that today's bargaining
environment presents little risk of wage-push inflation. The
setbacks experienced by workers in the 1980s altered the
bargaining atmosphere and lowered bargaining demands. As a
result, the early 1980s were characterized by wage concessions,
early contract reopenings, deviations from major union wage
settlements, and reduced union membership.18 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.

Although the various measures of wages presented in Figure 4
and Table 2 show slightly different estimates of recent wage
gains, they all agree that wage increases have slowed
dramatically since 1981 and have remained moderate at
approximately 3 to 4 percent since 1984. In fact, union wages,
the source traditionally blamed for wage-push inflation, have
shown slower growth than nonunion wages since 1983.

Figure 4:
UNION AND NONUNION WAGE INCREASES

1976 - 1987

Union

1976 1977 1978 1979 1980 1981 1982 1983 198.4 1985 1986 1987
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Table 2: Annual Wage Increases in the 1980s

Average
Hourly Compensation Waces and Salaries***

Year Earnings* Per Hour** All Union Nonunion
-_-_________________~~~~~~~~~~~~~~~~~-~~~~~~~~~~~~~~~~~~~~~~~~~~~------
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.

** Compensation per hour for the nonfarm business sector. It includes
employers' contributions for social insurance and private benefit plans
plus estimates of wages, salaries and supplemental payments for the
self-employed. Quarterly figures are seasonally adjusted annual rates.

*** Wages and salaries of workers in private industry (excluding farm and
household workers) from the BLS Employment Cost Index. Figures are
December to December percent changes. Figures for 1988 are for the 12
months ending in March 1988.

Real wages, meanwhile, have continued to stagnate. (See
Figure 5 and Table 3.) After advancing at an average rate of
about 2 percent per year from 1960 to 1973, real wages lost
ground in the price shocks and recessions of the mid 1970s and
early 1980s. Consequently, in 1987, real wages were nearly 7.0
percent below the levels they had reached in 1978. Real
compensation, which includes employers' contributions for social
insurance and private benefit plans, also stagnated in the
1980s. In 1987 it was still 1 percent below the level it had
reached in 1978. Preliminary figures suggest that real wages and
real compensation have again suffered setbacks in the first
quarter of 1988. Given this weakness in wage growth, the
inflation risks from lowering the unemployment rate further seem
small, and certainly outweighed at this time by the risks of
recession from allowing continued stagnation in real wages.
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Figure 5:
REAL COMPENSATION AND REAL EARNINGS

Year

1978 100.5 100.9 0.5% 0.9% 7.7% 5.7% 6.3%
1979 97.4 99'. 2 -3.1 -1.7 11.3 6.9 25.2
1980 93.5 96.6 -4.0 -2.7 13.5 8.8 30.9
1981 92.6 95.8 -1.0 -0.8 10.3 9.6 13.6
1982 93.4 97.2 0.9 1.5 6.2 7.7 1.5
1983 94.9 98.3 1.6 1.1 3.2 5.2 0.7
1984 94.6 97.9 -0.3 -0.4 4.3 5.0 1.0
1985 94.1 98.7 -0.5 0.8 3.6 3.8 0.7
1986 95.0 100.6 1.0 2.0 1.9 3.4 -13.2
1987 94.0 99.8 -1.1 -0.8 3.6 3.8 0.5

1988:1 93.6 99.7 -0.4 0.4 3.2 3.8 -5.7

Table 3: Real Wages in the 1980s

Index (1977=1001
Average
Hourly Compensation
Earninss Per Hour

Annual Chance Price Inflation
Average
Hourly Compensation
Earninss Per Hour

All Underlying
Items Rate Enersv

Notes : Data from CPI.
index minus food,

The underlying inflation rate is the consumer price
energy and shelter. Quarterly percent changes are

seasonally adjusted annual rates.
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The labor market conditions described above should dispel
the inflation fears stemming from localized labor shortages in
cities such as Boston and Atlanta. In other words, these
shortages exist in a national setting that is still characterized
by considerable slack. Furthermore, the current labor shortages
noted by the popular press are not in the manufacturing sector,
the sector that most often leads in setting wages. Rather, these
shortages are centered in the low-wage service sector and
therefore present little national risk of a wage-led surge in
inflation. They represent, instead, a mismatch between employer
desires for low-wage service workers and worker desires for
employment at non-poverty wage rates. This mismatch is
aggravated by the lack of low-cost child care, transportation and
housing that would make these jobs more accessible. Given the
unemployment 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 more
appropriate solution is to let the local wage rates and
employment benefits in these low-wage sectors rise. Such wage
increases would be a sign that the labor markets are functioning
properly in providing workers with incentives to move to these
jobs.

Although no immediate risks of inflation are apparent from
labor shortages or union bargaining power, adjustments to
external price pressures (e.g., the falling dollar, the drought)
are a potential source of higher wage increases in the late
1980s. Yet, given the incomplete and slow adjustment of wages to
prices, the risk of serious wage increases from this source
appear small. Although COLA clauses still exist, in the US they
have traditionally covered only 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.Ig These facts help explain the
incomplete and slow adjustment 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 clauses have been
either eliminated or restricted in recent years.20 Thus, labor
market inflation pressures from either wage-push or catch-up
effects present little risk at this time.

Outside the labor market, there are both positive and
negative signs. Capacity utilization in manufacturing averaged
83 percent in the first quarter of 1988. This contrasts with a
level of 88 percent in the latter half of the 1960s. Although
some bottlenecks have been reported by specific companies (e.g.
in aluminum and chemical production), these capacity constraints
exist in the midst of substantial overcapacity in other sectors
(e.g. auto and machine tool makers).21 Inflation pressures from
this source will thus be tempered by the remaining excess
capacity and continued access to import markets.
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Indeed, the bottlenecks that do exist can be blamed, in
part, on the tight money policies of earlier years, policies that
raised costs of investment and caused industrial capacity to fall
below potential. After growing at an average annual rate of 4.4
percent from 1960 to 1980, real investment spending advanced by
only 2.7 percent per year from 1980 to 1986. The current
bottlenecks are thus a reminder of the harmful side effects from
fighting external price shocks with a monetarist recession.

Recent data on the underlying rate of inflation also
suggests sufficient capacity for noninflationary growth. The
underlying rate of inflation is a measure of consumer prices that
excludes the volatile components of energy, food, and shelter.
(See Figure 6.) The omitted components are products whose prices
have a major impact on the consumer price index. However, their
prices tend to exhibit temporary surges and precipitous drops,
movements 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 overall
economy is to tVoverheating.tV As Figure 6 shows, this measure of
inflation has been quite stable, at approximately 4 percent over
the past 3 years. (See Figure 6 and Table 3.)
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Figure 6:
UNDERLYING INFLATION
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Consumer price inflation for all items has been more
volatile, averaging 3.6 percent in 1985, falling to 1.9 percent
in 1986, and jumping back to 3.6 percent in 1987. This
volatility reflects the 13 percent decline in energy prices in
1986 and the modest recovery in energy prices in 1987. It is too
early to teil whether the 1987 recovery in energy prices was
merely a temporary correction or the warning of an upward trend.
If it represents a temporary correction, this would translate
into a one-time change in the price level and would not give rise
to sustained inflationary pressures.

Recently, rising import prices associated with the falling
value of the dollar have also been a source of concern about
renewed inflation. From 1985 to the final months of 1987, the
dollar dropped by more than 40 percent against both the Japanese
yen and the German mark. The inflationary implications of this
dramatic correction in exchange rates, however, have been
frequently overstated. Again, a distinction must be made between
a one-time correction in the price level and a sustained increase
in inflationary pressures. Once the value of the dollar has
stabilized at a new, lower level, any upward movement in prices
associated with this sector will be complete. Wages may exhibit
a catch-up response, but, as shown above, this adjustment is
likely to be partial and characterized by considerable lags.
Furthermore, the drop in the value of the dollar has not yet been
translated fully into higher prices for a number of reasons,
including the desire of foreign firms to maintain market share
and the offsetting impact of the dollar devaluation on the

!S
rices

of raw materials which are commonly denominated in dollars. 2

The drought has also fueled inflation worries in recent
months. Forecasts from the Agricultural Department suggest that
the drought will contribute to a rise in food prices of 3 to 5
percent in the current year and will add 2 percent to next year's
rise in food prices.23 When compared to the 15 percent increase
in food prices in 1973, the current inflation fears from this
sector seem out of proportion to the facts. Furthermore, the
distinction between changes in the price level and increases in
inflationary pressures is again relevant. A one-time increase in
the level of food prices will not produce sustained inflationary
pressures. Moreover, if food prices do cause a noticeable rise
in the overall price level, the recent evidence from the labor
market indicates that the catch-up response in wages is again
likely to be slow and incomplete.

At any rate, if inflation from external sources does become
a problem, policy makers need not resort to the monetarist
mistakes of the past. Indeed, a "neutral policy It toward supply-
side price shocks may be more appropriate than tight money.
Allowing the economy to absorb temporary one-time increases in
the price level that stem from external sources may prove much
less inflationary in the long run than engineering a capacity-
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reducing recession. Cost-reducing strategies aimed at specific
sectoral trouble spots also may be appropriate. Tax-based
incomes policies are another alternative.24 In the current
environment, continuation of a clearly accommodative monetary
policy that provides an extended period of low and stable
interest rates is appropriate. With no internal signs of an
overheated economy 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 from a
decade of price shocks and slow economic growth. Thus, the labor
market is the last place to look for further sacrifices to price
stability. Misguided attempts to put on the monetarist brakes at
this time could produce another painful and debilitating period
of low income, high unemployment, and economic stagnation.

September 1988
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Appendix Table Al:
Money (Nominal) Wages, Prices, and Unemployment, 1960-1987

Year

1 9 6 0 3.4% 1.6% 5.5%
1961 3.0 1.0 6.7
1962 3.4 1.1 5.5
1963 2.8 1.2 5.7
1964 2.8 1.3 5.2
1965 3.6 1.7 4.5
1966 4.3 2.9 3.8
1967 5.0 2.9 3.8
1968 6.1 4.2 3.6
1969 6.7 5.4 3.5
1970 6.6 5.9 4.9
1971 7.2 4.3 5.9
1972 6.2 3.3 5.6
1973 6.2 6.2 4.9
1974 8.0 11.0 5.6
1975 8.4 9.1 8.5
1976 7.2 5.8 7.7
1977 7.6 6.5 7.1
1978 8.2 7.7 6.1
1979 7.9 11.3 5.8
1980 9.0 13.5 7.1
1981 9.1 10.4 7.6
1982 6.9 6.1 9.7
1983 4.6 3.2 9.6
1984 3.2 4.3 7.5
1985 3.1 3.6 7.2
1986 2.5 1.9 7.0
1987 2.5 3.6 6.2

1988:1 2.8 3.2 5.7

Percent Chance
Average
Hourly Consumer
Earninss Prices

Unemployment
Rate

Source: The Economic Report of the President, January 1987 and
Economic Indicators, October 1987.

Notes : The unemployment rate is the rate for all civilian workers.
Consumer prices measured by the consumer price index (CPI) for
all items. The average hourly earnings is the average hourly
earnings index (for private, nonagricultural workers) adjusted
for overtime (in manufacturing only) and for interindustry
employment shifts. Quarterly percentage changes are seasonally
adjusted annual rates.
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Appendix Table A2:
Real Hourly Earnings and Compensation, 1950-1987

Year

1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
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

Average
Hourly Compensation
Earnincrs Per Hour

Index (1977=100)
64.0 53.9
63.6 54.3
65.5 56.1
68.7 58.8
70.5 60.5
73.3 62.9
75.9 65.8
76.9 67.2
78.0 68.1
80.0 70.3
81.4 72.3
83.0 73.8
85.0 76.0
86.3 77.7
87.5 80.3
89.0 81.6
90.3 84.0
92.2 86.2
94.0 89.0
95.0 90.0
95.7 90.8
98.3 92.8

101.2 95.7
101.1 97.1
98.3. 95.9
97.6 96.4
99.0 98.8

100.0 100.0
100.5 100.9
97.4 99.2
93.5 96.6
92.6 95.8
93.4 97.2
94.9 98.3
94.6 97.9
94.1 98.7
95.0 100.6
94.0 99.8

1988:I 93.6 99.7
Jan 93.7
Feb 93.6
Mar 93.6

Source: The Economic Report of the President, 1987 and
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Economic Indicators, October 1987.

Notes : The real average hourly earnings index (for private,
nonagricultural workers) is adjusted for overtime (in manufacturing
only) and for interindustry employment shifts. Real compensation
per hour is for the nonfarm business sector. It includes employers'
contributions for social insurance and private benefit plans plus
estimates of wages, salaries, and supplemental payments for the
self-employed.
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Figure 1 and all of the figures that follow are based on the
data in the Appendix tables or in the text tables.

10. For examples and descriptions of this view, see Cagan (1974,
p.48); Nordhaus (1976,p.64); Gordon (1977,pp.276-77);  General
discussion on Gordon's paper (1977,p.278); Perry (1978,p.273,
278); Vroman (1983,p.21).

11. See, for example, Table A in Bell (1986,p.17).

12. Okun (1975,p.348).

13. See, for example, Coe (1985,p.90).

14. Coe (1985,p.102).

15. Fellner (1979).

16. See Mitchell (1985,p.579)  and Perry (1983) for a wage-norm
interpretation of this wage behavior.

17. See Krashevski (1986); Congressional Budget Office, (1987,p.
14-15); Cantor and Wenninger (1987) point to the reduced real
value of the minimum wage and the decline in unionization as
factors lowering the NAIRU (non-accelerating inflation rate of
unemployment) in recent years. However, they place the rate at
about 6%, citing regional and industrial imbalances as factors
which could raise the NAIRU. At the same time, they state that
"we will not know with confidence what the NAIRU is in the
current cycle until we actually see firm evidence of upward
movements in wages."
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18. Perry (1983) and Mitchell (1985).

19. Vroman (1985).

20. Dunlop (1988,p.30).

21. "The Smokestacks Steam Again," Fortune, December 21, 1987,pp.
47-48 and Uchitelle, New York Times, June 3, 1988.
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24. Okun (1975,p.348). Tax-based incomes policies are automatic
tax incentives (either tax rebates or tax penalties) for keeping
growth in wages and prices within guidelines.
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