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ABSTRACT

This paper reviews evidence,regardiﬁg the disﬁributional impact
of inflation‘on purchasing power, income, and wealth, and analyzes the
iﬁpact of ‘anti-inflation poliqy and its inferaction with-distribution
poiicy. The evidence suggests thét recent inflation has worsened rela-
tive economic.position of low-income faﬁiliés. A contractionary fiscal-
monetary policy, which seemé likely to be the keystope.of the anti-inflation
program to be followed in the foreseeable fﬁture, would subsfantially worsen

the economic position of low-income families unless major redistributional

policies are enacted at the same time.




THE.DISTRIBﬁTIONAL”IMPACTLOF
INFLATION AND  ANTI-INFLATION POLICY

In the. not so.distant past, high rates of inflation were associated
with high rates.of growth of GNP. and low unemplOymént; One sometimes
heard if‘remarked that inflation was the best anti=~poverty program—-andi
thié made‘sense. Currently, with high rates:. of inflation’ coupled with.
increasing.unemployment, we need to reexamine our understanding of what
affects the distribution of income and fo evaluate the. impact on distri-
bution of proposed anti-inflation' policies.

The first part,of.this.paper examines the distributional‘impact
of inflation on purchasing-power, on total income. and its major: components
(1abor ‘income, transfer income, and other income), and on wealth. The
second- part. examines: the distributionai'impact of?anti—inflatioﬁ policy
‘and 'its interaction with distribution policy: The impacts of fiscal-
monetary restraint, Wage'and price controls, welfare and tax reform, and
long=run anti-inflation policy are considered. A variety of evidence is
put forward indicating that inflation generally does not have beneficial
effects-on ﬁhe~relative incomes of the poor and that' it has:had an adverse
impact in recent- years. It would not be.in the. interests. of the poor,
howevér, to follow a new policy. solely bécauseAit‘promises,to léessen
inflation. 1In fact, the program of anti-inflation:policies mést‘likely
to be followed in.the.next two years will probab1y~place'its‘ﬁeaviest
burden on low-income families. It is imperative that anti-inflation
-policy be. coordinated with distribution policy. if equity and economic

justice are not to be sacrificed.




Throughout, the distributional impact of any particular action is
measured in terms of the propoitional changes in income (or wealth) that
are or would be experienced by persons and families of various ianme
levels. For éxample, if a certain action were to result in the income
of families at all income levels being reduced by 10 percent, there would
be no distributional impact; the incidence of the action would be uniform.
Measurements of proportional changes in income readily allow a restatement
in terms of changes in relative incomes—-i.e., the change in one family's
income, or a group of families' incomes, relative to the mean income in
the population. This characterization of changes in the distribution of
income does not measure the changes in the distribution of well-being or

welfare, but these may be inferred.

I. THE DISTRIBUTIONAL IMPACT OF INFLATION

Analyzing the distributional impacts of inflation is a complex task
Because inflation and the distribution of income are determined simulta-
neously by that complex interaction of individuals and organizations we
call the economy. At least to a first approximation, it is possible to
examine the short-run impacts of changes in the aggregate economy on
the distribution of income by characterizing or measuring the performance
of the economy along just two dimensions. The first is the price dimension,
which measures the inflation or deflation of the average level of prices in
the economy. The second is the real dimension, which measures the expansion
or contraction of output and employment in the economy. Of course, a fuller
understanding of distributional changes would require a more complete charac-

terization of the state of the economy.
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During the 1950s and the 1960s :economists recognized:a fairly
regular relationship between-measures ‘along these two:dimensions.
The inverse but nonlinear relationship between the rate of change in
some index of prices or wages and the level of unemployment is widely
known :as "the Phillips curve. Often "inflation'" has ‘been used to mean
the -simultaneous occurrence of rising prices’and low unemployment, and

"recession" has been-used to mean the simultaneous occurrence of. rela—-

"tively stable prices and high unemployment. The historical. correlations

"recorded "in the Phillips curve sanctioned this terminology, but recent

experience has shown it to be invalid, or ambiguous, and has:given: rise

‘to the awkward:term "stagflation."

Even recently some analyses of ‘the distributional ‘impact of inflation
have failed to separate sufficiently those aspects of the changes in macro-
economic conditions: that should be measured along the price dimension-from
those that should be measured along the real dimens—ion.l In the following
sections, the impact of inflation--holding constant the real performance
of ' the economy——on the distribution of real income is analyzed-as it occurs
through changes in purchasing power, income, and wealth. Where appropriate,

the impacts of changes in real performance -are-also noted..

A. Purchasing Power

In times of general and rapid inflation, nearly everyone perceives

that the purchasing power 'of the dollars he spends are being eroded by

-rising;prices. During-any particular period of inflation, however, some
.prices will rise faster than others. As a consequence,.the 'degree to-which

-any given person's expenditure dollars :are-eroded in real value depends upon

the .composition of the total basket of goods and services that he buys.
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For example, if the price of food rises more rapidly than the prices

of other goods and services, a person whose expenditure budget is food
intensive will tend to be hurt more than a person whose purchases are
concentrated on other items. If the composition of market purchases
depends systematically on income level, the impact of inflation will
vary among income groups. Because of this, we may speak of the distri-
butional effect of inflation on purchasing power.

The most common measure of inflation for considering consumer purchas-
ing power is the Consumer Price Index (CPI), compiled by the Bureau of Labor
Statistics (BLS). This index is scientifically designed to be represen-~
tative of the prices paid for the combination of goods and services
usually purchased by urban wage earners and clerical workers. Generally,
the CPI is used as proxy for the price index that would be appropriate
for other types of families as well. Because price indexes do tend to
move together, this is reasonable. It would be difficult and expensive
to continually calculate a series of indexes-—one for each type of consuming
unit--with the precision and rigor with which the CPI is constructed. How-
ever, any attempt to speak of the distributional effect of inflation on
purchasing power requires specific indexes that are appropriate for the
poor and for other income classes. Unfortunately, the announced plans of
the BLS for an expansion of its CPIL program do not include such indexes.

Several years ago, Robinson Hollister and John Palmer [7] calculated
price indexes that were relevant for the poor, the rich, and for other
income groups, by reweighting the component indexes of the CPI. Underlying
their Poor Price Index (PPI) is a market basket that has heavier weights

assigned to food and to housing than does the CPI; underlying their index
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for the rich (RPI) is a market basket that has.a heavier weight assigned .,
to those goods and services on which the higher income groups concentrate:
their spending.

Over ‘the period 1947-1967, Hollister and Palmer.found that pricés
rose about as fast as measured by the PPI as by-the CPI, and that prices:
for the rich rose even faster. Hence, relative to other groups the poor.
were not hurt by inflation over that long period. Some further -disaggre-
gation showed that the PPI might have risen more slowly than the CPI
during this period, indicating that rising price levels bore less heavily
on-the poor than on other income groups.

What about the period since 1967, and especially the recent period
of rapid inflation? An updating of the Hollister-Palmer results, using
monthly as well as . annual data, answers this question. It appears that:
the pattern of the previous two decades continued .through 1971: the PPI
and CPI remained close in value, although rises in the RPI were less than
would be expected . from the previous experience:. Since 1971, however, the
situation has reversed from that of the previous twenty-five years: Prices
for the poor have been rising.faster than the CPI, and -prices. for the'pich
have been rising more slowly. A disaggregated analysis shows clearly that
it is the rapid rise in the prices of food and housing that leads to this
result.2

Table 1 shows an excerpt from these calculations, stating the price
indexes relative to their value in August of 1971--the month wage and
price controls were inaugurated. By June 1974, prices facing the poor
had risen a total of 22.8 percent, while the CPI had risen by 20.5 percent.

The bulk of this gap has opened up during the rapid inflation of the last




TABLE 1

Comparative Price Indexes
(August 1971 = 100)

PPI CPI RP1
August 1971 100.0 100.0 100.0
June 1972 102.6 102.4 102.4
December 1972 104.6 104.3 104.1
June 1973 109.9 108.4 108.3
December 1973 115.9 113.4 113.0
June 1974 122.8 120.5 120.1

Source: See text.



two years. While the differences. are: not ovérwhelming,_it does: mark..
the recent. inflation experience as different .in effect fromfthe,gradﬁaih
inflation of the 1950s: and.-the 1960s..

It should be emphasized.that no price index,. not even:the.CPI, is
aétually?a'costrof—livinguindexm This.-is. so. because none of them: take: .
into.account. the: responses of consumers to. changes: in. relative prices.
The: normal.. response. would. be to. buy. less -of thevitems:whoseupriceswhave-
gone up .the fastest and. more of the others.. The ability to make these
substitutioné among.items actually purchased causes.all of the- indexes.
discussed here to overstate the .true inflationary impact on people's
purchasing. power.. . In considering the problems: involved in constructing .
indexes for specialhclasses,ofvconsumerS4.Eleanor’Snyderm[l?]'suggested»
that .the. poor have. somewhat less:freedom to make substitutions among
the: commodities -they purchase; because. they spend. such.a large percentage
of: their budgets. on necessities. and: lowest priced items. Thus. it is
likely that. the increases :in the cost.of living for:the populations.
represenﬁed.by the CPI and. the RPI are overstated, but. that the. increases:.
for. the. poor represented.by the PPL are not. This. reinforces: the impli-
cations. of the data examined here: . the rapid. inflation of the last few
years has borne more:heavily. on the purchasing power: of the poor. than on.
that. of: others..

Whether: this new development will continue. during the anticipated
wind-down of inflatiom is difficult to predict. The answer will depend.
on. the:basic causes .of the,continuingxinflation. The:. more.one: expects:
that continued.adverse conditions in commoedity énd.raw‘materials markets

will contribute to: future: inflation, the more one would predict that the




distributional impact of inflation in the future will be similar to that
of recent years.

Inflation also bears heavily on the poor through its effects on
capital markets. Increases in the rate of inflation normally lead to
increases in short-term interest rates. While data are not readily
available, it seems likely that poor and low-income families have less
flexibility in their budgets and are less likely to escape the higher
interest charges on consumer credit and installment loans than others.
These higher interest charges may be considered part of the purchase
cost of commodities, and thus effective prices for the poor might be
expected to rise faster than for other groups. In addition, if there
exists some degree of capital rationing, it is the poor who are likely

to get squeezed the most.

B. Total Income

Inflation and other changes in macroeconomic conditions will affect
the incomes of various families and individuals differently., If the
changes in income resulting from alterations in macroeconomic conditions
are systematically related to the original levels of income, rather than
being randomly scattered through the population, then the distribution of
income will be affected. Just what these effects have been in the past
and what they are likely to be in general has been the subject of consider-
able research in recent years.

A number of studies have measured the distribution of income in each
of several years by an index of equality or by the parameters of a specific

statistical distribution, and then have attempted to relate changes in these
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'measures of distribution to both inflation and real economic variables.
T. Paul Schultz [16] used the Gini coefficient to descriBe income equality
and found that decreased unemployment as well as inflation led to increased
incomé equality, but not in a statistically significant way.  Employing
similar data for the post-World War II period, Lester Thurow.[18] used
the two-parameter Beta function to describe the income'distribution, and
concluded that both expansion and inflation, separately-considered, led -
to greater income-equality. ﬁollister and Palmer [7] focussed on the .
percentage of the population that was poor in any year as an index of the
distribution, and found. that-both decreases in unemployment and increases
in inflation.led to a decrease: in the proportion of the population classified
as poor. Finally, Charles Metcalf [ll] analyzed changes in the:distribution
of income among six demographic-economic groups in the population, measuring
each distribution by the three parameters:of a displaced logﬁormal form.
He found that low-income families with a labor force orientation benefit
from: tight employment and inflationary situations, while-bther'low-income.
households tend to be harmed during inflationary periéds; Restrictive
policies, which would tend to decrease inflation and increase5unemployment,'
were found to increase the numbers of the poor and.to decrease income.
equality. With general consistency, these studies have indicated fhat
inflation has tended to increase incdme equality and reduce the incidence
of poverty.

By contrast, studies by Edward Budd and,Dévid\Seiders [3] and by
myself [13] do not find. that inflationm haS'a'beﬁeficial effect on the
poor. In addition; they provide measures of the distributional importance

of inflation. Budd and Seiders simulated the distributional impact of an
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increase in the rate of inflation by calculating the adjustment of each
of many typés of aggregate income and allocating these income adjustments
to a sample of families on the basis of the composition of the families'
incomes. Their results show that, on average, the poorest 40 percent of
the population and the richest 5 percent are made worse off by increased
inflation, while all those in between are made better off. Especially
with regard to the poor, this pattern of inflation—induced income redis-
tribution is at variance with the findings of the previous studies. Also,
Bqdd and Seiders show that the quantitative importance of this redistribu-
tion is small.

While my work was similar to Budd and Seiders's, there were several
important differences and some improvements. The portion that is of
interest here is a simulation of moving down the Phillips curve, presumably
as a consequence of restrictive monetary-fiscal policy (the exogenous
variables were not actually specified). The effects of the resulting
decrease in inflation and contraction were analyzed separately, and then
combined. The distributional effects of the decrease in inflation were
comparable to Budd and Seiders's results. In terms of changes in relative
incomes, the very rich benefitted from disinflation, the poor tended to
be unaffected or possibly benefitted somewhat, and the rest of the popula-
tion tended to be adversely affected. However, the magnitude of the
disinflation-induced redistribution was swamped by the effect of\the
associated contraction. The combined effect of the two was to make the
rich and the working poor and near poor worse off relative to the upper
middle class, while the very poor appeared to be left about as well off
as average or maybe even.a bit better off; the very rich seemed to bear

the greatest proportional loss of income caused by moving down the Phillips

curve,
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. The-question :of ‘the impact .of “inflation -on the relative incomes

sof the poor would 'seem to be unresolved. Statisticdlly, .disentangling
‘the .real and the price effects remains tricky:business. +On“the ‘theo-
'<reticalhside,;nowone*haSrprovided a convincding :discussion as :to why-the
‘rincomes of ‘the poor should rise -faster--or ‘slower——than:others' as a
c:resultof (irflation. ' In my.own :view, it -is hard to-see how:the paor
“would -come-out rahead: :surely -it is-not:the:poor.who :are-the victors
~.Ain “the-recurring struggle for-increased relative incomes, .nor is it

©.likely: that-they lead the wage-price spiral.

-Some - of “the :differences between the conclusions -of the last .two

:.stqdies”and those .of ‘the previous ones may lie din the statistical
-.methods used ;to characterize or measure the :disttributionof -income -and
-the equality of distribution. In any.situation, 'if the.rich:are made
worse off to a.considerable degree then most measures .of income equality
..Will<indicatetanrincrease“inaéquality.even:if%the poor -have:not been
.affected :at all-or havée-been affected .adversely:to aszsmall:degree.
“‘Perhaps reconc¢iliation:of these studies demands..only:that.we recognize

v “that ;inflation may increase -income equality without increasing the

-relative~incomes 'of ~the poor.

C. Labor Income

" “The-ways .in which inflation and other macroeconomic conditions

‘affect the amount .and .distribution.of labor income ultimately.depend

on the economic :behavior of labor markets. Holding constant the real

.performance-of -the .economy, .if inflation is to affect labor incomes

then it would. be necessary to view inflation not .as'a uniform increase
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in prices and wages, but as an increase in the average level of prices
brought about by the competitive struggle of factors for an increased
share of total income, or by shifting demand and supply conditions
among the many sectors of the economy.

The ways in which increased unemployment or a worsening of the real
performance of the economy affect labor incomes is easier to envision.
As production and employment fall off, total labor income decreases,
thereby affecting the overall distribution of income. If, for economic
or other reasons, the decreased employment is concentrated among particu-
lar types of workers, such as the low skilled, then there will be an
effect on the distribution of labor incomes also. The decreased employ-
ment opportunities in a contracting economy may take the form of shorter
work ﬁeeks, involuntary part—-time employment, and unemployment. These
effects of contraction on the distribution of income will be considered
again in a later section.

There has long been the proposition that wages lag behind prices
bduring a period of inflation, until workers or their unions are able
to regain the initial equilibrium. In general, if real wages rise
more slowly in a period of inflation than they otherwise would, there
occurs a redistribution of income from workers to owners of capital--
from the working poor and the middle class to the rich, While some of
the old evidence has been found wanting under reexamination, recent
econometric analyses of wage and price dynamics consistently show the
feedback of price inflation onto wages to be less than unity.5

In recent years, the indexing of wages to the Consumer Price Index

in escalator clauses of labor contracts has become more common, and
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may have lessened the lag of wages behind: prices. - It should be noted,
however, that very few of the,escalator clauses lead. automatically to
full adjustment of wage rates to the CPI. The trend toward indexing is
likely to continue into the future. Indeed, some of the: adverse.distri-
butional ‘effécts of inflation might be ameliorated if Federal government
leadership spreads this inflation protection to low wage workers.

The degree'to-which price increases have been anticipated will also
hélp determine the adjustment of wages to price-inflation. Since many
workers -are -covered by contracts negotiated months or years before the
current experience, their wages reflect the bargains.made-with~a specific
set-of expectations in mind. If the rate of price inflation turns out
higher than expected then wages will tend to lag behind.prices, and if
actual inflation is less than éxpected, the opposite would occur.. Cursory-
examination of the -evidence suggests that;in the last two years labor unions
must have underestimated the rate of price inflation that occurred subse-
quently.

Inflation will bring-about changes in the distribution. of labor income ‘
among workers when some are better able to exert market power than others.
The existence of escalator clauses in union contracts and. the general success
of .unions in raising wages suggest that unionized workers will be better able
to keep up with inflation than nonunionized workers. The traditionally sticky
wages in the public sector make.it likely that private-sector wages will
rise more rapidly in inflationary periods. Both of these phenomena would
tend. to result.in the wage. rates of the lowest skilled.workers rising slower
than average,. and hence:in inflation having relatively adverse .effects on

the:poor. However, these propositions about. union and. publi¢-sector behavior -

deserve scrutiny.
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Some evidence regarding changes in the relative wage structure in
the last few years may be gleaned from examining changes in the median
wage and salary incomes of full-time, full~-year workers among various
occupations. For men, wages have risen less rapidly for generally well-
paid professional and managerial workers than for others; wages for low
paid service workers and general laborers also seem to have risen somewhat
more slowly than average. Among women no such pattern emerges clearly
from the data. This evidence can only be suggestive, because the data
reflect not only the impact of increasing inflation, but the impact of
gradual expansion through 1973 as well. A full examination of changes in
the relative wage structure would be interesting.

Overall, the evidence suggests that the relative labor incomes of
low skill workers suffer during inflations in general and have suffered
recently in particular because of an aggregate shift in income from labor
to capital and because of a shift in the distribution of labor income

toward more skilled workers.

D. Transfer Income

The bulk of the income transferred by govermment to individuals
accrues primarily to the poor and to other families with low and modest
incomes. Because these income flows are largely dependent on legislative
decisions, they would be expected to react to inflation only with some
lag. As a result of this process, the relative incomes of low-income
families would be expected to suffer during inflationary periods. However,
the transfer system is a very complex one with quite varied adjustment

processes, As a consequence, these a priori expectations should be given

careful scrutiny.
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Until;recentiy, no-major transfer income program granted: automatic -
adjustments to..changes:»in the: cost of ‘living::; payment:schedules remained~
fixed until Congress or-the state:legislatures chose.to alter them.: .
Although it may be fruitless to search-for:a fixed structure: in- the :
behavioral response of legislatures:to inflation,. it may:be possible .
to.infer. some systematic behavior from- examining trends over many years.

Bollister and Palmer [7] show that over the decades:of the" 19505
and. the:1960s average: payments in Federally.rélatedztransfer'programSﬁ
not-only kept up with the slow-but continuing inflition of that period
but:grew in real  terms at roughly the same rate as.per capita disposable
income: . Thus one might infer-that . legislatures-sought:to adjust:transfer
incomernot to take into  account:inflation,- per se;=but -to keep: the" stan=
dards:of:1iving.of those depending -on transfer income-at:their: original
positions. relative to: those who -depend on their current:earnings. One
should recall:that during: this.long period, inflation occurred simultan-
eously. with real growth in the" economy, and therefore with increases in -
the average standard of living. ..

It has .been the habit of legislatures to make the necessary adjust—
ments in benefit’ schedules:only; fromtime to time, rather than'on a
fréquent basis.. .In a period of. continuously rising prices, each recipient.::
senses: that-he is'being hurt by dinfldtion from:the moment -just after:one:
benefit. increase is put: into -effeéct until: the moment when the next:one-
takes effect. And, in‘'a very true  sense; he .is being hurt by: inflation.
Howevery one need not interpret the'legislatures' &lowness to act-as =
neglect of -the recipients:. Thé historical record is consistent with':

legislatures'. guiding. transfef benefits along-a real:growth path=-not
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neglecting them. Regardless of the generosity of a benefit schedule,
if the schedule is adjusted only periodically then in a period of
continuous inflation recipients will feel they are being victimized.

In periods of more rapid inflation, the sense of victimization
is clearly increased. Perhaps because of this, recent legislative
action has established mechanisms to increase benefits automatically
in response to inflation for three major programs--Social Security,
Supplementary Security Income, and Food Stamps.

Under the 1972 amendments to the Social Security Act, monthly
benefits will increase automatically in response to inflation starting
in 1975. The adjustment will be annual, if at least 3 percent inflation
occurs, and will be calculated on a twelve-month inflation experience
with a six-month lag. For example, the relative increase in the CPI
from second quarter of 1974 to second quarter of 1975 will be used to
adjust benefits beginning January 1, 1976. Thus, a spurt of inflation
in the third quarter of 1974 would not be reflected in increased retire-
ment benefits for fifteen months. In addition, if the general benefit
is increased through new legislation, future cost-of-living adjustments
would be based from the date of enactment.

The new Supplementary Security Income program, which replaced a system
of aids similar to AFDC for the aged, the blind, and the disabled, recently
was amended to include an automatic cost-of-living adjustment fog Federal
government payments. However, it is not clear whether states that are
supplementing SSI will pass this cost-of-living adjustment onto the program
recipients, or whether some will reduce their supplements by an equal
amount. Even before this change, the actual benefit levels in the program

had been increased twice since the initial legislation.
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The Food. Stamp program, only ébout one decade old, is perhaps the
fastest giowing transfer program--both in terms of coverage and size of
benefit. The bonus, or net benefit, per month. to a family of four with
no net income increased from $50 per month in fiscal 1968 to $150 per
month in’fhe second half of 1974. CUrrently; the law requires the face
value of a family's food stamp allotment to be adjusted semi-annually,
in response to recent changes iﬁ a special fbdd price index of the
Department.df Agriculture. This semi-annual adjustment superseded an -
annual automatic adjustment, which in turn superseded adjustment by
administrative discretion.
Aid to Families with Dependent Children is a Federally supported
set of programs with independent decision-making at the state level.
In the period from July 1970 to July 1973, when prices were rising at
historically high rates, eighteen states made no increase in the largest
amount paid fér basic needs, which can be used as a proxy for the
generosity of benefit schedules. The largest increases.in'thatvperiod
were 46 percent, in both Oregon and Hawaii. .Among states. with large
programs,VCalifornia‘and Michigan increased benefits generously in that
period. Illinois, Pennsylvania, Ohio, Texas, and New Jersey did not
increase-thé value of benefits, and New York increased its benefit
slightly. (Since July 1973, there have been further changes, but the
data are not yet available.) Clearly, the‘response of AFDC to. inflation
haé,beenwspotty.8
" Nonme of the other transfer programs funded by the Federal government
are. indexed to the cost of living, although there is pressure on Congress

to do. so. Given the facts (1) that not all programs. are indexed, (2) that
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indexing with the CPI may understate the true cost-of-living adjustments

needed by low-income families, and (3) that indexing occurs only with
a lag, it seems fair to conclude that inflation hurts the relative income
position of the poor, but not by so much as the "fixed-income" stereotype

would suggest.

E. Other Incomes

Each of the various nonlabor factor incomes have their own peculiar
responses to inflation and to changes in the real performance of the
economy. In the following paragraphs, only the effects of inflation on
these flows and the resulting distributional impacts will be discussed.

Corporate profits have been declining gradually since 1950, with the
decrease in the period 1966 to 1970 a substantial one. Since 1970, how-
ever, profits have increased as a share of national income. From 1972 to
1973, corporate profits, after adjustment for inventory revaluation, rose
from 9.8 to 10.3 percent of national income, despite the sluggishness of
the economy overall. Because depreciation charges are allowed only on
the basis of book-valued, uninflated investment, rising prices tend to
boost paper_profits. Profits may also be increasing because inflation
causes or is caused by widening profit margins. In any case, because
profit income accrues primarily to those in the upper tail of the income
distribution, increases in profits tend to be unequalizing on the income
account.

Interest income does not respond fully to unanticipated changes in
the price level because a large proportion of interest payments are a
return on long term contracts. Very short term interest rates do get

adjusted by the market in response to inflation. By and large, higher
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income groups:are recipients' of-interest:-income;.rand. to:the+extent -that
‘interest- income accrues to-the poor; .it is primarily'towthéﬁaged"poor.

In general,winterest'income,received“by“the*aged,doeS”notwget\adjusted
:'so much as it might.because' the aged:tend- to:put theirsavings-in insti-
- tutions that are subject ‘to deposit' rate ceilings.
.Rental.income is-derived from:activity-in-which a:large proportion
itof'the”costS“ére fixed, in nominal terms;vhence‘onefwouldvnétzexpect
“:rentalr-income to. be adjusted upward: fully: in response to:inflation.
“Not.unexpectedly, then, the share of ‘rent-in-national income has dropped
~somewhat .in -recent-years. - Because the bulk of rental income flows accrue
. to higher . income classes; this effect of-inflation would-tend.to be
- equalizing.
Proprietors' income-is a. return to .both-capital and labor services
~-of ~the-owners of unincorporated businesses;. and -shares the properties
. of both during an inflation. In the very recent:period, -farm proprietors’
:rincomes+-a large component “of proprietors' income~-have~increased drama-
outically, largely-in response to-the inflationary process. ""The special
waceounting provisions-available- to farmers- often make- theiridincomes appear
~.unwarrantedly 'small, ~hence'making ‘difficult a-distributional :interpretation
rof this: income shift.

- Private-pension income is generally.fixed in- nominal:.terms, but is
«.gometimes increased through negotiation in response to:rinflation. In
r.contrast, Federal government employee pensions are now fully adjusted to
sinflation. .  Since:pension recipients:tend: torhave:low:incomes; "inflation
zgtendscto-benunqualizing‘onﬁthis item.lo* However,hamongvthe:aged,:thoSe
wﬁwithvﬁrivate,or-governmentxemployee*pensions tendto-be:-better off than

those without them.
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F. Wealth

How does inflation affect the net worth of families of various
income levels? During any short period of rising prices the holding
of fixed price assets such as bonds will dampen the rate of increase
in value of a portfolio of assets and liabilities, while the holding
of fixed price debt will accelerate the increase in value. Since it
is usually assumed also that variable price assets such as stocks or
real estate will keep up with inflation, the greater is the proportion
of these assets in net worth, the greater will be the increase in value
in response to inflation.ll Over a longer period of time, persons have
the option of adjusting their portfolios in accordance with their antici-
pations about future prices. Also, short-term financial assets and debts
may be renegotiated at different interest rates. Whether these adjustments
are in fact carried out is a question on which there is little evidence.
G.L. Bach and James Stephenson [1] have recently examined sample

survey data gathered for the Survey of Consumer Finances series. On

the basis of households' reported asset and debt holdings, they computed
a leverage ratio indicating the elasticity of net worth with respect to
the general price level, under the assumptions noted above. Table 2
reproduces some of their calculations. On average, families with incomes
below $5,000 in 1968 and those with incomes above $50,000 had portfolios
that would be expected to increase in value at a rate less than the rate
of inflation, and families with incomes in between had portfolios that
would dincrease at a greater rate.

While the poor as a group would tend to be hurt by inflation, the

situation is more complicated than the simple poor-to-nonpoor comparison



The Impact on Inflation on Net Worth

TABLE" 2

2L

Percent of All

Leverage

Householdé Ciéséified:byv
1968 Money Income Households Ratio
under $3,000 17 .87
$3,000 - $4,999 14 .94
$5,000 - $9,999 33 1.06
$10,000 - $14,999 24 1.22
$15,000 - $24,999. 9 C 1.1
$25,000. = $49,999 2 1.05
$50,000 and over .91

Source: G.L. Bach and James Stephenson [1].
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suggests. Poor families with aged heads have portfolios that differ
markedly from those with younger heads, because they were not necessarily
poor before retirement. About 70 percent of aged married couples who
are poor are homeowﬁers, as are 30 percent of the aged nonmarried poor.
Among the aged the other major assets are financial items, and there is
little debt. Thus, the aged are fairly exposed to inflation. It seems
probable that the younger poor are debtors to a greater extent than the
older poor, as are all young families in general. This indicates that
their portfolios would fare relatively well in inflation, but of course
their net worth is likely to be small.

The very rich probably fare even less well than these calculations
indicate. The authors infer from various sources that the rich grossly
understate their monetary assets in the survey; thus, their true leverage
ratio would be lower than that reported..“Also, the paper profits generated
by inflation throughnfﬁe'iax5%féatmentfbfmdepreciation results in a greater
tax burden on corporations. This should be’reflected in lower equity
values. Moreover, the current experience of the economy does not show
stock values responding positively to increases in the general price
level; if this fact were incorporated into Bach and Stephenson's study,

it would adversely affect mostly the very wealthy,

IT. DISTRIBUTION POLICY AND ANTI-INFLATION POLICY

A. Fiscal-Monetary Restraint and Unemployment

At this time, the anti-inflation program which appears most likely

to be followed is a fiscal and monetary plan aimed at reducing aggregate
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demand. ’The anticipated result would be a decrease in the rate of
inflatioﬁ acconpanied by én incredse in the rate of unemployment. At
least for the short run, this combination resembles the discussion of
the Phillips curve tradeoff that was popular ip'the late 1960s. However,
even believers of Phillips curve orthodoxy do not consider that the |
current situation represents a point on the long-run tradeoff curve.

The complicated dynamics of fiscal and monetary restraint are likely to
lead us along a path that first leads to decreased employment and decreased
inflation, 'and then to further decreases in inflation without further
decreases: in employmeﬁt. The major unanswered question of such a policy
is whether the benefits of this program are greater than its costs--costs
that can be measured in-té%ms~ofAdu§put and income forgone by the nation
as a whole but borne, inequ;taﬁly, gy'é@ffgction of its citizens. Unemploy-
ment and.éubemployment are ndt casual by-products of this anti-inflation
policy; they are part of the main'mechanism through which it operates.

| The best prediction of the impact of>the unemployment brought .about
by a generally restrictive fiscal and monetary program would be thaf the
resulting income losses would‘fall most heavily on'workérs with low and
modest SEills. The incidence of these losses will be evidenced by
increases in the already-high rates of unemployment among blacks, teen-
agers, women, and all of those who are generally at a disadvantage in
the labor.market.' In.termé of the overall distribution of income, the
poor are not likely to be the hardest hit because such a large proportion
of their income nérmally is derived from sources other than earnings.
However, among the poor, those dependent on the labor market as their

primary source of income-—the working poor--are likely to be the most
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heavily impacted group. Moreover, other families that do suffer unemploy-
ment because of the policy will likely join the ranks of the poor, at least
temporarily.13 The very rich are also likely to suffer a relatively large
proportional loss of income in a period of unemployment, because of the
loss of business profits.14

To help offset the inequities of this process of contraction, some
functioning programs are already in place: unemployment insurance, job
training and replacement, and a limited public employment program, These
programs might be expanded in coverage and generosity. Good distributional
policy would seem to call for additional programs designed to offset the
maldistribution of private losses caused by a public anti-inflation program.
The;ﬁ%ogram most often mentioned is large scale public employment.

‘There is great uncertainty surrounding the economic efficiency and
equity consequences of a mnassive public employment program because of the
limited experience of operatlﬁg éﬁch programs on a national scale.15 Who
will be admitted to the program—~the low skilled who are hurt the most by
unemployment or the skilled who will be.preferred by state and local govern;
ments? What kinds of jobs will be created--make-work or highly productive
ones? How will these jobs match the skills of the participants? Will
there be an incentive for workers to prefer private- to public-sector
employment if both are available? How will participants be terminated?
These are only some of the unanswered questions regarding the public
employment option.

If such an option is chosen, careful attention must be given to
providing incentives for job-taking in the private sector, while at the

same time offering special assistance for those displaced by the
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- anti-inflation policy. This concern for job=taking in the private sector

rests on the need to have laBof markets that operate flexibly, which

means having large nUmbers’of'ﬁeréonS’flo&ingLfrom eméloyment to unemploy—
ment, and vice versa, during any time period; Flexibility in this sense
is a desideratum becéuse'its absence creatés»Bottléﬁébks, which lead to

inflation. One possiblé épproach would be to limit participation in the

" program to ‘those peréOns who ‘have beén unemployed while looking for work

for a certain period--8 or 13 weeks, for example. The mean duration of

normally completed sPells‘df'unemployment might be expected to be less

““than this, and hence fewer than half of the spells of unemployment would
"be ended by participatioh in public.employment.l6 ‘In addition, some

”participati¢n might be offered to ‘those newly entering or re-eéntering

the job market, when, having demonstrated ‘extensive search, no job is

“available.

Even ‘a temporary increase in the unemployment rate will have long-
term impacts ‘that are more difficult to measure, but not necessarily less

important. ~During a period of contraction, privaté and public programs

~aimed at increasing workers' skills ‘and bettering their labor force
“orientation tend to be cut back; marginal workers are the first to be

‘laid off. This occurred ‘most recently during the 1970 recession, when

»training "programs such as JOBS were trimmed because of firms' layoffs.

Clearly, these effects impact most heavily on low-income families,

B. Wage’and Price Controls‘ .

* By their very nature, wage and price controls affectvthé distribution

of income. Their effects in this regard depend on their specification and

on whether the economy is expanding or contracting. If price and wage
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controls were part of the anti-inflation policy program, they could be
structured to achieve distributional goals. At the very least, care
should be taken to avoid adverse distributional effects.

Controls on profits can be positively redistributive if they expand
the share of labor income relativé to capital income in the entire
ecbnomy. The importance of this is surprisingly small, however. For
example, if profit incomes were decreased by 20 percent and this momney
were distributed to the recipients of wage and salary income in proportion
to their actual earnings, the share of total family income received by
the poor would be increased only marginally.

Controlls, or the lack thereof, on certain classes of commodities
can differentially affect purchasing power and can alter the distribution
of real income.. In our last experience with price controls, raw agricul-
tural products were not qpﬁtggll?d, which may well have contributed to
the regressive effect on puréhasingsgéﬁgé nﬁteqnbefore, If selective
controls were to have significant redistributive‘efchts,vfﬁe commodities
and services on which they would have to be imposed would be those that '
form a large share of the budget of the poér relative to that of other
income classes. The difficulty of targeting such controls on the
appropriate items is clear—-especially in face of the dubious general
effectiveness of controls.

It is in the area of wages that controls can likely have their
biggest impact on the distribution of income. Two years ago, when
Congress considered maintaining & system of controls while expanding
the economy, Robert Haveman and I [6] emphasized the importance of

distinguishing between the naturgl rates of wage increase and the
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celling rates allowed by law. -In;an<expanding’eeom@my-mékexpected.that
1theunaturél?cyclical change in ‘the structﬁrEapfzré&ﬁximewwages‘would‘.
cause low.wages to rise more rapidly;than“midirewam& high:wages. In
that circumstance, ceilings thaf-preventedgmageswﬁrnm,gr@wing'faster
than ‘some fixed rate would be regressive. | |

Howewer, If wage controls are applied during anpémiod'of;contraction
.28 & «complement to;ﬁiscalemonetary’restraint;‘thenythEvoppasite would
‘hold. We would expect the natural structure of :wages to become -less equal.
A Fixed rate ceiling in this circumstance would hawve more bite on. high

wages than on.low wages, and the system would be positiwely redistributive.

-C,'\Welfare Réform and Tax Reform

Although legislativejéé:iV;Ey Pn;pfoad{measures of.welfare and tax
reform has sloweé“;s the nati;n;;“iﬁféﬁéSt-ha§ focussed'onvinflation and
:other matters, the inequities inherenf in the-curnént syétem‘femain,fand
~ithey will be highlighted if.increaséd’uneﬁploymeﬁt=and;cut—backs in sdéial
-programs result from an anti-inflation program.

The inequities:of the welfare system_will ﬁendhto;bé‘more serious
;in a contractionary period than in a period -of fuli“employment. For
'ﬂeiample, the‘unemployedéfather option of thefAFDCpprogram,is available
dn enly 23 étates, and the‘léSS’Of jobs fOr"poor:families Without'this
*éoverage would cause major hardship. While aucompleté:bverhaﬁl of the
welfare system is.not likely, a numbef of increﬁgntalistﬂreformsnremain
bﬁmthe'agehda. These include broadening'coverage»SO-asitnueliminate
 inequi£ies among the poor.and'removingvthe~notchesaamdhworkAdisihcentives

resulting from the current method of program integration.
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A recent study by Joseph Pechman and Benjamin Okner [15] shows

that the Federal tax system is only slightly progressive overall and
in fact is regressive at the very lowest income levels. When state and
local taxes are taken into account, the study shows that the U.S. tax
system is essentially proportional for the vast majority of families,
hence having little effect on the distribution of income. Tax increases
may be asked‘as an initial part of anti~inflation policy, and decreases
may be needed if the contraction is to be turned around. Each time the
tax code is reopened, good distributional policy calls for making the
system as progressive as it is in its ideal form: special provisions
need to be closely scrutinized and erosion of the tax base needs to be
halted and reversed.

In recent months, politicians apd others have suggested small reforms
that would make the tax system more progressive. These include establish~-
ing an earnings exemption system for the Social Security payroll tax and
increasing the value of exemptions under the personal income%;ax. These
reforms would be welcomed by low-income working familie;‘at ény time, but
especially in times of economic hardship.

New programs and idéas also deserve consideration in this period of
searching for policies to control the economic condition. One such plan
could easily sefve as an instrument for both macroeconomic and income
distribution goals. A modest tax credit that would be refundable to
those with low or zero current tax liability might be enacted, with
Congress granting to the President limited power for discretionary changes.
Forvexample, a credit of $200.for adults and $150 for children might be-

financed by substituting it for the current system of exemptions. The



9

29

fPresidentvéould be -empowered t0'increasesor:decreaseJthedcreditnby:up
to.25:percent in any caleﬁdar year, subject7tbireViewrafter&fhe4fact
"iby Congress. The macroeconomic;benefit:éffSuch?anxinstrument“is~Elear:
:the'PreSidentmwould be dn a:muchlbetter:positioﬁ'tchaorﬂinatefde;isions
:on:monetafygand‘fiscalrpolicy:if.he,did?notzhave to. follow: the' lawmaking
-procedure “when -he  felt .a tax. change .was necessary.

"The ‘distributional benefit‘would*be\twoéfald.'?First;ﬂit;would give
:a-trialrrun.to ran important redistributional :program.and . would.allow: the
~public “to .make .informed judgments:about:itsedeSirabilityﬂbased'on‘real
~experience. ~’Second, it could:be-a veh;cle“for;assisting;the.Workingvpoor
"and:near;poor,.who are:excluded .-by many of .the mation's. other income
'SUppPoOTt  programs. The;effigi§g9y~gchieyement:of‘thisqpurpose, however,

gdepends<cruciallyuon:the.specific?rules:by;whiChwthis;credituis.integrated

4ﬁwith:otheraprograms. JIn-a modest.prggram,vit>Would.befdésirable-for most

~other income: transfer programs to treat the .credit:as-unearned income.
“For.example, :a:family receiving AFDC .assistance:would have. its benefit

vreducedidollar for:dollar by the amount:of-the .credit,.leaving its:net

yposition the same, while a poor family receiving.noiinceme -assistance

at: present -would be made better -off than before.

#D. .Long Run Anti-Inflation Policy

'Overxéheslong.run,'the’best:antieinflationapolicy,iswoﬁe?thatxalters
1the»structure4and-functioning»of‘theueconqmy‘inwsuch&aﬁWayxas to-allow
;ﬁs\toaattain-ahd¢maintain”low rates‘qfuunemploymentwandziﬁflation simul-
:ﬁaneouély. ‘In the jargon -of -economics, such:a.policy:approach would aim
ﬂtb”?shift’theJPhillip34curve;”uwhich‘means.creating;more;faVQrable sets

rofitradeoffs.
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Part of this long-run policy must include the reestablishment and
maintenance of free and competitive markets. In noncompetitive markets,
suppliers are hesistant to allow prices to fall even when demand conditions
so indicate. This resistance to downward movements in nominal prices
imparts an inflationary bias to the economy. The efficient allocation
of goods and services in the economy demands that relative prices change
in response to other changes in the economy; if prices are sticky on the
downward side, then the only way for relative prices to change is to have
the average level of prices increase. Specific action in this direction
includes vigorous enforcement of anti-trust laws and removal of certain
government restrictions.

~Another part of the long-run solution to inflation involves manpower

policy. Charles Holt and his colleagues [8] cite four areas- in which
manpower policy can help rgd@ée both vacancies and unemployment, and
thereby shift the long-run Phillips curve: (1) improving the quality
of matches between workers and jobs, to reduce turnover dueﬁto dissatis~
faction, (2) increasing the efficiency of the job search process, to
reduce the length of unemployment spells, (3) decreasing artificial
barriers of discrimination, to increase market efficiency, and (4) facil-
itating the retraining of workers and the redesigning of jobs, to reduce
structural imbalances.

These manpower actions would serve to reduce frictiomns in the labor
market and to increase the utilization of workers' earning capacities.
As recent research has demonstrated, the utilization of this capacity
is substantially lower for workers with low skills than for those with

high skills, even in periods of high employment overall. It is the
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working poor who have the most to gain from this ﬁanpowef policy. 1Im
additioﬁ, making labor marketé more competitive and less discriminatory
will tend to fedude the eﬁﬁloitation of_léﬁ skilled énd,minority:labof,
Long~run anti—inflation.pqlicy_along.thé§e iine§ W§uid improve the
distribution of‘ingqmé and hence would be consiétegt With_éood distri-

bution policy.
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NOTES::

lAnd:rew, Brimmerls,reeentﬂpaperg{21jonuinﬁlaniancandginecmeedieﬁniew~
bution-may be -criticized: on this :point..

2 . ' N
These calculations must be viewed as rough.approximations.to the:

. truexindexes. they~seek to-measure. . They:-hawe sbeen:carriediout ;at ‘a more

aggregated level .than is employed by the. BLS in. censtructing .the CPI, and:

there-are-other ‘technical..difficult ies that:makexthem imperfeéct. . Noénethe= -

less, these. indexes..allow.us. to make -tentative :judgments. about price.
movements,;. .and the:qualitative resulis :ane-hard-to . disbelievesw .

This is so because the poor have smaller -savings than other. families,
and..are-not..able to.:arrange self=financing.. .

4Inmconsidering;thesewresultsgeone-shbuidmnomEﬁthaE:insmhisrmedel;
the original classification of families is according to an .income concept:
clasely related::to. permanent incomej alsoey transférs wereexcluded in
order to. focus on- factor income. I consider the.-inflation results in my.-:
study&to;bew;eSSnreLiabLe5£han;thewreaiﬁsi&efresuitSem

5On the reexamination -of. old ev1dence, see Keéssel..and:Akchian - [9]+
A.geod .collection:of price .and: wage .studies were prepared.for a. Federal_
Reserve conference.on prlce determination:[4].

6. . . . ) ' . .
In recent years, hourly earnings in the executive branch of the-

Féderal govermment have .been rising. -as fdstasy orwfaster-thén, compen- -

sation per man-hour in the private .sector.. Evidence .om.union-nonunion .
differentials shoudd ‘beexamined: alsou: .

7. . . .. . a1
Now that ‘these recipients .are "taken-care of;" one mustwonder :
whether Congress..will find .occasien.to .reconsidér the.benefit schedules.

and-whether transfer payment benefits will increase.in-real.value as
.they have .in the past. .

81n;l967$CongpessJIecngnized;that;state5mwenegneglectingth_adjusta

AFDC ‘benefits.to inflation, .and mandated: ithe :states:sto-increase -cost:

standards.to -account for price rises to that-times . Thé.:states resisted -

. complyingy and most-missed: the-legal deadlires Increases. inAFDC benefits

inrthe‘years;immediately'followinghimplementatianﬂofftheglawpought;to be:
attributed-largely -to.;the::lawwvand. net.considered: voluntdry -responses to-
current inflation. = For a-discussion~of ‘this-and.related.changes  in:AFDC;

seerIrene Lurie :[10]:. . Since.the. 967 amendmentsrthere shas:been- O mandated:

catch—up, and . one . clearly 1is meeded:
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9Removal of the ceilings on savings account interest rates would
benefit the aged poor and other unsophisticated investors., Tobin and
Ross [20] have suggested, in addition, that the government issue
purchasing-power bonds, to protect the real value of interest and
principal. If made available in limited amounts to each family, this
could be especially helpful to the aged poor.

1 , s . . . . ,

OTo ameliorate some of the distributive impact of inflation, the
Federal government might supplement private pension incomes, just as it
adjusts Social Security benefits and Federal pensions.

11 . . . , X s .
This common assumption, which lies behind many studies of inflation's
impact on the distribution of wealth, seems to be at odds with the realities
of the current situation.

12These data are based on Janet Murray's analysis of the 1968 Survey
of the Aged [14].

13A 1 percent increase in the unemployment rate, sustained for a full
year, will result in an increase of up to 900,000 persons in the poverty
population. This projection is based on an unpublished paper by Charles
Metcalf and James Mooney written in 1965 and on some recent work by
Bob Plotnick at the Institute for Research on Poverty. Edward Gramlich
[5] calculates that the incréase would be between 500,000 and 900,000 persons.

14This analysis is based on the accepted truth among economists, on
my own research noted earlier [13], and on recent research by Edward
Gramlich {5]. Gramlich finds that-the transfer system replaces about
40 percent of the income losses arising from unemployment among the poor
and lesser proportions for families that are better off. Even after this
income replacement, the qualitative pattern of the income incidence of
unemployment remains the same. In a study that measured and described
the distributional impact of the 1970 recession [12], I found that the
heaviest burden of that recession was borne by middle-income working
families, with incomes in the $15,000 range (the rich were excluded from
consideration). This high impact group was better off--had higher normal
incomes—-than the high impact group in my simulation model, which was
based on earlier experience. In part, the particular incidence of the
1970 recession can be traced to the special Federal budget cutbacks that
helped create it, namely, the cutbacks in defense and aerospace industries.
Gramlich's study used practically the same data, but for the years 1967
to 1972, and came to different conclusions. These differing measurements
of the impact of the most recent recession have yet to be reconciled.

15In the 1930s, public employment was one successful element in a
concerted expansionary policy program of the Federal government.
Currently we are being asked to consider a public employmént program
as an element of a contractionary policy program. Surely, one must
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1 (Cont')have a good understanding of all the subtle and interacting
effects of govermment economic policy in order to advocate that the
Treasury and the Federal Reserve should create unemployment on one
hand and that Labor should create jobs on the other..

16Under the public employment provisions of the Comprehensive
Employment and Training Act, participants must have been unemployed
about 4 weeks. This is probably less than mean duration of unemploy—
ment spells for low skill workers in a contraction.

17It is often argued that monopoly power is a direct cause of
inflation, in the sense that firms with monopolistic or oligopolistic
market positions raise their prices faster than others. The economic
reasoning behind this argument is not usually spelled out. It is likely
that monopoly power is responsible. for the relatively high levels of
prices and wages in some sectors, but less likely that it can sustain
higher than average rates of 1ncrease of prlces and wages for longer
than a short period of time.
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