
Monetary Policy and Relative Prices
in an Incomes Policy

by R. ALTON GILBERT

MONETARY policy will have an important influ-
ence on the effectiveness of the President’s program
for achieving price stability through direct controls of
wages and prices. Lasting price stability requires a
prudent course of monetary action.

The prospects for achieving price stability and full
employment sooner with wage and price controls than
with traditional monetary and fiscal actions alone de-
pend on the ability of the wage and price controls to
dampen expectations of inflation. Until expectations of
inflation are substantially reduced, inflationary pres-
sures \vill remain strong evcn though measured prices
are constrained by government controls. The role of
monetary policy is to keep the expansion of aggregate
demand in line with the expansion in productive
capacity.1 Given an excessive rate of monetary expan-
sion, inflation will break into the open as soon as
government controls are removed.

Besides the rate of monetary expansion, the viabil-
ity of a system of price and wage controls may depend
upon how closely the individual prices and wages
fixed by administrative decisions correspond to the
relative prices and wages that would exist without
controls. A program for slowing the rate of inflation
through direct controls is implemented through con-
trols on wages and prices in individual industries,
whereas under traditional stabilization policies the
structure of wages and prices among industries is

iThis statement about the role of monetary policy does not
imply that price stability is the only objective of monetary
policy. Full employment is also a policy objective. There is
assumed to be no long-run trade off between the rate of
inflation and the unemployment rate, and therefore, price
stability and full employment can be achieved simultane-
ously if the rate of monetary expansion remains moderate.
For a discussion of the inflation-unemployment trade off, see
Roger W. Spencer, “The Relation Between Prices and Eni-
ployment Two Views,” this Review (March 1969), pp.
15-21.

determined by the price system. The rate of eco-
nomic recovery will probably be influenced by the
impact the decisions of the pay board and price com-
mission will have on the profit and labor shares of
income. The allocation of output among industries
will be influenced by the structure of wages and
prices established by •the control boards.

The role of monetary policy in an incomes policy of
wage and price controls is analyzed in the first part of
this article. Inflation is analyzed as a response to rapid
monetary expansion. The prospects for achieving price
stability through wage and price controls are dis-
cussed in terms of the monetary explanation for
inflation, The prospects for economic expansion and
an efficient allocation of resources under wage and
price controls are discussed in the second section of
the article. The issues analyzed are:

(a) the relation between economic recovery and the
profit share of income, and

(b) the effects of individual wage and price deci-
sions on the allocation of investment, employ-
ment, and output among industries.

Monetary Policy and Inflation
Two View’s on inflation and Controls

The success that wage and price controls can be
expected to have in dampening inflationary pressures
depends upon the type of forces that initiate inflation
and tile reasons for persistent inflation when resources
are no longer fully utilized. In one view, inflation is
the result of increases in the market power of firms
and labor over the prices they charge. Inflation
due to rising market power is considered relatively
insensitive to traditional monetary and fiscal policies.
According to this vie\v of the inflationary process, one
means of dealing directly with inflationary forces is
wage and price controls.
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An alternative explanation for inflation, the explana-
tion followed in this article, is that the rate of inilation
is determined by the trend of aggregate demand.2

The rate of increase in aggregate demand has been
observed to be directly related to the rate of growth
of the money stock.3 With the economy at full em-
ployment, the rate of inflation is related to the rates
of increase in aggregate demand and productive ‘ca-
pacity. If aggregate demand increases faster than
productive capacity, prices will rise to clear the
markets for output.

After prices have been rising for some time clue to
excessive growth in aggregate demand, expectations
of continued inflation begin to affect negotiations for
wages and prices. Even as the rate of output expan-
sion declines because of a reduction in the rate of
monetary expansion, prices may continue to rise due
to the general expectation of inflation and the wage
and price demands of the workers and firms who have
not yet adjusted their wages and prices to the inflation
that has already occurred. Inflationary pressures can
be gradually eliminated through moderate monetary
expansion. With a moderate expansion of the money
stock, aggregate demand does not rise fast enough to
purchase full—employment output at the price level
that is generally expected to exist. Wages and prices
then gradually respond to the emergence of excess
capacity.

Slowing inflation as an Adjustm.ent Process

The emergence of inflation since 1965 can he an-
alyzed in terms of the monetary explanation for infla-
tion. From the second quarter of 1965
quarter of 1969, the money stock rose at a
annual rate, compared to a 2.9 per cent
previous 5 years. In the three and a half
the second quarter of 1965 to the fourth
1969, total spending rose at about an
annual rate, compared to a 6 per cent
previous 5 years. The rate of gro\vth in
stock slowed in 1969, rising at a 2.8 per
rate from the first quarter to the fourth quarter of
1969, compared to a 7.9 per cent growth in the previ-
ous year. Due to the lag in the effects of a change in
the rate of money growth on spending, the growth
rate of aggregate demand did not slow significantly
until tile fourth quarter of 1969.

2For a more thorough discussion of the market power and
monetary expansion explanations for inflation, see Keith M.
Carlson, “Slowing in Money Growth: The Key to Success in
Curbing Inflation,” this Reuietc (October 1971), pp. 2-5.

3See Leonall C. Andersen and Keith NI. Cnrlson, “A Mone-
tarist Model for Economic Stabilization,” this Review (April
1970), pp. 7-21.

The economy had reached full employment by
1965, so that increases in output were constrained by
the growth of productive capacity, estimated at about

4 per cent per year. The general price level rose at
about a 4 per cent annual rate from the second quarter

of 1965 to the fourth quarter of 1969, compared with
a 1.4 per cent rate of increase in the previous 5 years.

The money stock rose 5.1 per cent from the fourth
quarter of 1969 to tile fourth quarter of 1970. Due to
restrictive monetary policy in 4969 and moderate mon-
etary expansion in 1970, spending rose 4.3 per cent
during the 1.969-70 recession, compared with &5 per
cent in the previous year. The general price level rose
5.7 per cent from the fourth quarter of 1969 to the
fourth quarter of 1970, compared with a 5.1 per cent
increase during the previous year. The decline in the
rate of economic activity in late 1969 failed to retard
price increases because of cost pressures and the ex-
pectations of continued inflation. The continued cost
pressures resuitecl from demands for higher nominal
wages by workers who had their real wages reduced
by unanticipated inflation and the inflationary an-
ticipations of workers gradually fonnulated during

the 1965-69 period.

Total spending in the economy has increased 7.7
per cent since the third quarter of 1970, a signifi-
cant acceleration from the 4.6 per cent rise in the
previous year. The expansion in aggregate demand
is partially a response to the rapid growth in the
money stock in the first half of 1971. Due to the
continuing adjustments outlined above, however, most
of tile increase in total spending has been translated
into price increases, The 4.7 per cent annual rate of
increase in the general price level from the fourth
quarter of 1970 to the second quarter of 1971, com-

pared with a 5.7 per cent increase in the previous
year, shows the rate of inflation started to slow before

the price freeze was initiated.

The Current Role of Monetary Policy

The success of the goveninient’s program for re-
ducing inflationary pressures through direct controls
on wages and prices is now discussed ill terms of the
monetary explanation for inflation. One condition for
success of the program is a faster reduction in infla-
tionary expectations than with traditional stabiliza-
tion policies alone. If expectations of inflation can
he reduced more quickly through wage and price
controls, the economy call attain full employment and
price stability sooner. The success of the New Eco-
nomic Program also depends upon the rate of expan-
sion in aggi-egate demand during the period of con-
trols. If aggregate demand expands rapidly, consum-

to the first
5.6 per cent
rate in the

years from

quarter of
8 per cent
rate ill the
tile money

cent annual
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ers will demand more goods and services than firms
wish to supply at the officially established prices. In
such a situation, there would be pressures to evade
the wage and price controls. Inflation could take
such forms as quality deterioration and the develop-
ment of black markets,

The role of monetary policy in controlling inflation
under an incomes policy is the same as the role with-
out an incomes policy — to keep the expansion of
aggregate demand in line with the growth of poten-
tial output. If the relations observed in the past be-
tween changes in the money stock and aggregate
demand continue to hold during the New Economic
Program, the rate of increase in aggregate demand in
the near future will be partially determined by past
monetary actions. The rate of monetary expansion
was rapid earlier this year. The money stock increased
at a 10.5 per cent annual rate between December and
June and has increased at a 1.6 per cent rate since
June. With the lagged effect of changes in the money
stock on total spending, the near term outlook is for
expansion of total spending in the economy. Current
monetary expansion will influence how rapid the ex-
pansion in aggregate demand will be in the near
tenll.

Incomes Policy and the Adjustment Process

In attempting to deal with overall wage and price
inflation through direct controls, the pay board and
the price commission will influence the allocation of
income between wages and profits and the relative
wages and prices among industries. The allocation of
income between wages and profits and relative ~vages
and prices were in a process of change through the
price system before the wage and price controls were

established. This allocation of income in the near
future is likely to affect the rate of economic recovery
through the effect the profit share has on investment.
The degree to which changes in relative wages and
prices among industries in the near future replicate
the changes that would have occurred without wage
and price controls will determine the degree to which
resources will be allocated efficiently. Resources are
allocated efficiently if they are used to produce the
combination of goods and services that yields the
greatest consumer satisfaction. An incomes policy that
allows for changes in wages, prices, and income dis-
tribution consistent with the goals of overall price sta-
bility, economic recovery, and efficient allocation of
resources will be difficult to design.

The Allocation of Income

One of the most prominent effects of the rapid
economic expansion initiated in 1965 was a relatively
large shift in income distribution of the private sector
between labor income and returns to capital. The ac-
companying charts show after-tax corporate profits
and compensation of employees as portions of total
private product. Both the profit and labor shares of in-
come have varied cyclically. The labor share tends to
rise, and the profit share tends to fall during a period
of economic expansion; the pattern is reversed during
pemiods of recovery.4 Since 1965 labor compensation

4For additional information on the cyclical pattern of the
profit share of income, see Thor Hultgren, Cost, Prices, and
Profits: Their Cyclical Relations, (New York: National Bu-
reau of Economic Research, 1965), pp. 78-97. There is an
inconsistency in the tax treatment of the income shares used
in this article in that profits are measured after taxes and labor
compensation is measured before the taxes workers pay. Both
corporate profits before taxes and corporate profits after taxes
could be used to measure the profit concept in this article.
Profits after taxes are used as a better estimate of the re-
turns on investment. These two measures of profits as a
fraction of income have similar cyclical patterns.
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has accounted for a rapidly increasing portion of
piivate income rising from 52.8 per cent in 1965
to 56.7 per cent in 1970. During the same period
corporate piofits after taxes changed little on aver-
age and accounted for a sharply decreasing portion
of private income from 7.5 pet cent to less than
5 per cent.

The patterns of change in wages, prices, and pro
duetivity demonstrate the fore ‘s behind the recent
decline in the profit shan. Productivity mereased
slowly in the 1965-70 pe iod relative to the rate of
increase in previous ycar (see Table I). With a rapid
increase in \v’lges unit labor cost rose at a o.0 per
cent annual rate in priv-ntc industries during the 1965-
70 period while output prie rose at a 3.7 per
cent rate in the private sector.5 Since labor eo t per

5
Un’mt labor cost equals labor compensation div ded by physical
output, or the labor cost per unit of output.

unit of output rose faster than
the 1965-70 period, the share
revenues allocated to ~vages
smaller share of revenue was
income categories.

If adjustments in the profit and wage
shares are allowed to continue in accord
with free market forces, and if historical pat-
terns prevail, the profit share will tend to
rise over the near term, and labor’s share of
income will tend to fall, With the economy
monitored by wage and price boards, a rise
in the profit share and a decline in the labor
share in the near future may be interpreted
by some observers as an undue concession
to business. However, such a reallocation is
to be expected during the recovery phase of
a business cycle in an economy without con-
trols on wages and prices. Any attempt to
thwart such a change in income shares
might hamper economic recovery.

Income Shares by Industry

The degree to which the labor share of
output rose between 1965 and 1970 varied
significantly among industries. As shown in
Table I, the relations between the rate of
change in prices and the rate of change in
unit labor cost varied among industries dur-
ing the 1965-70 period. The labor shares for
individual industries in 1965 and 1970 are
given in Table 11.6 The rates of increase in

labor shares were highest in the finance and com-
munication industries, the industries in which the
rates of increase in employment were highest between
1965 and 1970 (see Table I). The rates of increase
were lowest in the trade and agriculture industries.
The annual rates of increase in the labor shares varied
from 2.6 per cent for the finance industry to 0,4 per
cent for the trade industry.

prices during
of the firms’
increased; a

left for other

Some of the variation in the rates of change in
labor shares may be due to differences among in-
dustries in the degrees to which the labor shares
fluctuate over the business cycle. Trends in the labor
shares vary among industries due to such factors as
changes in the labor intensity of production. The rates
of decrease in labor share can be expected to vary

6
Only labor shares are given by industry and not profit shares
since the profit shares that would correspond to the overall
profit share in the accompanying chart are not available by
industry.
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Table U

Labor Share of Income Among Industries

Anrti,et Rote

1965 t970 of Change
Construdwn 732 77.8 1 2!

Service 60 0 44.9 1 3

Trod 56 5 576

20! 220 24

Mee~actunn9 657 713 13
Consuiucnpsn 43,8 48 4 20

Iron pertoton 43.7 707 15

Utvhdet 318 340 19

356 389 18

A9t.colture 14 1 14 8 1 0

Private S (tsr 32 8 56.7 1.4
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among industries during the current recovery because
of the cyclical and trend effects if xvages and prices
change as they ivould without wage and price controls,

The allocation of investment expenditure is directly
related to the relative rates of return on capital among
industries. The control boards will influence this allo-
cation to the extent that they influence the rates of
increase in the profit shares among industries. An in-
comes policy that is neutral with respect to the allo-
cation of investment seems difficult to design.

Relative Prices and Wages

Reallocations of output and employment among in-
dustries will be necessary for efficient production in
the near future due to continuing changes in eon-
sumner tastes and technology. The wage and price
boards should allow wages and prices to rise faster in
some industries than in others to avoid excess demand
for output in some industries and excess supply in
others. As an indication of trends in the reallocation
of output and employment among industries, Table
III shows the distribution of output and employment
among a ten industry breakdown of the private sector
in selected years. Between 1952 and 1970 the shares
of output produced in the agriculture, mining and
construction industries declined most rapidly, while
the shares in the communication, utilities, finance,
and trade industries increased most rapidly. During
the past 18 years, the shares of employment in the

Table UI

Alto abon of Output and Emptoynment Antong
Privote Industhe

Output

1052 11960 1965 1970

Con t octIon 5.3% 50! 4.2/ 3~5i
Services 100 107 03 10.5
Trade 18.2 188 183 lOS
Ponce 129 147 149 140
Msrnrfac eYing 34.3 323 4 1 ~3 3

thmunscntion 1.1 2-3 2 6 3.3
trenspoflatiost 61 52 51 52
Utillitit Zt 18 20 3.

34 30 27 6
Ag cull r 58 5.3 4.5 39

nipleyntetit

1052 1060 1044 1970

Con,St,oa 81 41. 4.3c. 419’
Services 149 177 195 205
ToO 20.5 2 2 21.5 226
Fotanc 44 53 5.5 5?
teen a urmg 37.8 359 334 34.0
Cntnn,ntcukan 1.3 1 3 1 7 1.9
It nspafl4tmOn 6.3 4 1 4.5 4 3
U_IS. 14 13 12 12

1 15 1.3 11
Agricultor. 50 4 1 3.1 24

r a TI. .0 partmn Cosamereem Office of llusines Sem,omn*
,mm,* Cit tTh.t ass.

private sector increased most rapidly in the services
and finance industries and decreased most rapidly in
the mining and agriculture industries.

In a market economy this reallocation of output and
employment is achieved through the price system. Un-
controlled wages and prices respond to such forces as
changes in consumer taste and technology of produc-
tion,7 Table I shows the rates of change in prices and
real wages by industry for the periods 1960-65 and
1965-70 to give an indication of the degree of change
in relative wages and prices among industries during
the last ten years.

Firms and workers in different industries have been
adjusting their prices and wages to inflation at dif-

7
Relative wages and prices also respond to such forces as
changes in the distribution of market power and the applica-
tion of laws, such as the minimum wage law. An examina-
tion of Tables I and Ill indicates that wages did not necessarily
rise fastest in the industries in which employment rose the fast-
est, and prices did not necessarily rise the fastest in industries
in which output rose the fastest.
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ferent rates. Variation in the length and expiration
date of labor and output contracts affects the degree
to which expectations of inflation influence current
transactions, Wages and prices tend to rise faster at
those firms in which both the workers and manage-
ment have higher than average expectations of infla-
tion. For these reasons, the relative prices and wages
that exist at any one point in the adjustment process
of reducing the rate of inflation may not be consistent
in the long run with the existing composition of
demand for output among industries. Maintaining the
relative wages and prices that existed immediately
before the price and wage controls were initiated
could slow an adjustment process necessary for an
efficient allocation of resources, even if there were no
change in the allocation of demand among industries.5

5The economy tends to be in a state of disequilibrium in the
formation of relative wages and prices among industries
and the allocation of resources in response to continuing
changes in the allocation of demand among industries. As
indicated above, there were additional reasons for disequilib-
rium at the time when price and wage controls were initiated.
For a more thorough discussion of price formation in a
changing economy, see Armen A. Aichian and William 11.
Allen, University Economics (Belmont: Wadsworth Publish-
ing Co., 1967), pp. 274-355.

Conclusion

The success of the President’s New Economic Pro-
gram in achieving full employment and price stability
is d~ependentupon several important, and somewhat
neglected, aspects:

1. An effective system of wage and price controls
can reduce inflationary pressures faster than with
traditional stabilization policies alone if it suc-
ceeds in eliminating expectations of inflation
sooner than otherwise.

2. A moderate rate of monetary expansion is essen-
tial to the maintenance of a rate of increase in
aggregate demand consistent with the dampen-
ing of fundamental inflationary pressures.

3. The rate of economic recovery will be influenced
by the increase in the profit share of income
allowed by the pay board and price commission.

Relative wages and prices among industries should
be relatively free to change in response to changes in
consumer tastes and technology if resources are to be
allocated efficiently and the progress of economic re-
covery is not to be hampered.
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