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TIP: The Wrong Way to Fight Inflation

Preston Miller
Associate Director of Research
Research Department
Federal Reserve Bank of Minneapolis
Most economists agree that the only proven way to
fight inflation is with fiscal and monetary restraint.
Still, an auxiliary weapon has recently been proposed
and enthusiastically discussed as worth trying: a Taxbased Incomes Policy (TIP). In its basic form, this
policy levies a tax on wage increases and counts on
lower wage increases turning into lower price increases. Arthur Okun of the Brookings Institution
and Henry Wallich of the Board of Governors of the
Federal Reserve System have urged adoption of their
own versions of T I P in speeches and articles carried
prominently in the media, 1 the Council of Economic
Advisers discussed TIP plans in their 1978 annual report, 2 the Ford Foundation gave the Brookings Institution $75,000 for a one-day seminar on TIP in April, 3
and the Senate's Banking, Housing, and Urban Affairs Committee held two days of hearings on TIP in
May. 4
In this article we examine the case for TIP and
explain why this policy is the wrong way to fight inflation. Looking closely at how TIP would affect the
economy, we find that it would be counterproductive.
A major flaw in TIP is its reliance on the stability
of the relationship between wages and prices. T I P
proponents argue that the relationship is so close that
lower wage inflation turns directly into lower price inflation. Economic theory and empirical evidence
show, however, that while wages and prices may be
closely related in normal times, the relationship
changes when government policies disrupt the wage
process. With TIP, the relationship would change
enough to actually result in higher prices with lower
wages.
Another big flaw in TIP is the side effects it
would have. Contrary to what its proponents believe,

TIP would cause all the distortionary and administrative problems of other incomes policies; the difference between TIP and explicit wage controls is just a
matter of degree.

The Mechanics of TIP
Although T I P has many variants, they all reduce to
being a tax on wage increases. They would work
something like this: Each year the government would
announce a wage increase guidepost for the next
calendar year. It would also announce a T I P tax
schedule. At the end of the year firms would pay a tax
according to the schedule if the wage increases they
granted exceeded the government's guidepost; they
would receive a subsidy (a negative tax) according to
the schedule if the wage increases were below the
guidepost.
As an example, suppose the government announced a wage increase guidepost of 6 percent and a
tax rate of 3 percent. That would mean that for each
'Henry C. Wallich, "Stabilization Goals: Balancing Inflation and
U n e m p l o y m e n t , " A m e r i c a n Economic Review, May 1978 (Papers and
Proceedings of the Ninetieth Annual Meeting of the American Economic Association, New York, D e c e m b e r 28-30, 1977), pp. 159-164;
Arthur M. Okun, "The Great Stagflation Swamp," Challenge, November-December 1977, pp. 6-13; Lindley H. Clark, Jr., "The Outlook:
Review of Current Trends in Business and Finance," Wall Street
Journal, February 6, 1978, p. 1; Gardner Ackley, "Okun s New TaxBased Incomes-Policy Proposal," Economic
Outlook
USA (Survey
Research Center, Institute for Social Research, University of Michigan), Winter 1978, pp. 8-9; "Another W e a p o n Against Inflation: Tax
Policy," Business Week, October 3, 1978, pp. 94, 96.
2
U.S., President, Economic Report of the President
The Annual Report of the Council of Economic Advisers
D.C.: Government Printing Office, 1978), pp. 151-2.
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percentage point of wage increase a firm granted
over (or under) 6 percent, 3 percentage points would
be added to (or subtracted from) its corporate profits
tax rate. If a firm granted a 10 percent wage increase—4 percentage points more than the guidepost—the firm would have 12 percentage points (the
4 excess points times the 3 percent tax rate) added to
its profits tax rate (see illustration). If a firm actually
granted a 6 percent wage increase, it would pay no tax
and receive no subsidy. But if a firm granted a wage
increase of, say, 4 percent, that would come under
the 6 percent guidepost by 2 percentage points, so the
firm would have 6 points (the 2 points short times the

3 percent tax rate) subtracted from its profits tax rate
(a subsidy).
TIP, as presently described, could affect output
and prices through two channels:
1. It would change firms' employment costs since
each dollar of wage increase would cost firms
more than a dollar when the tax was included.
2. It could change federal revenues and thus alter
the federal deficit.
T I P proponents have proposed that the tax rate and
guidepost be set so that the taxes and subsidies bal-

Here's how TIP could affect a corporation's profits
and employment costs.
Effect of a 6 percent T I P guidepost and a 3 percent T I P tax for e a c h
percentage point of w a g e increase over the guidepost

Before
w a g e increase

After 10 percent w a g e increase
Without T I P
With T I P

Profits before taxes
and salary e x p e n s e s

$2,000,000

$2,000,000

$2,000,000

LESS salary e x p e n s e s

-1,000,000

-1,100,000

-1,100,000

E Q U A L S profits before taxes

$1,000,000

$

$

PLUS T I P surcharge

—

62%

50%

500,000

LESS profits taxes
(profits before taxes X tax rate)

+ 12*

-

50%

E Q U A L S effective profits tax rate

E Q U A L S profits after taxes

$

Total e m p l o y m e n t costs
(salary expenses +
T I P surcharge)

$1,000,000

500,000

558,000

450,000

$

450,000

$1,100,000

900,000

50%

50%

50%

Corporate profits tax rate

900,000

$

342,000

$1,208,000

•Computation of T I P surcharge: Wage increase of 10 percent — 6 percent guidepost = 4 excess percentage points
4 X 3 percent tax rate = 12 percentage points surcharge
(.12 X $900,000 = $108,000)
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ance out. 5 TIP is intended, then, to have no direct effect on the federal deficit. 6
The goal of TIP is to reduce inflation at given
levels of employment. According to Wallich and
Sidney Weintraub:

The claim that TIP will improve the tradeoff
between unemployment and inflation is built on three
arguments:

The twin goals of price level stability and full
employment have so far eluded conventional
monetary and fiscal techniques . . . . [TIP] is
conceived as a supplement to the familiar
monetary-fiscal policies so that the economy
might operate closer to full employment
without the inflationary danger of excess demand and "overheating." 7

According to its proponents, TIP will do this by
stiffening employers' resistance to labor's wage demands. Since TIP makes larger wage settlements
even more expensive to employers, they will be more
willing to hold out for smaller settlements.

Two features of TIP distinguish it from previously implemented incomes policies.
First, although the goal of TIP, like that of all incomes policies, is to slow the rate of price inflation,
TIP would act directly only on wage inflation. Previous incomes policies have coupled wage constraints
with price constraints. Thus, TIP's effectiveness relies on the closeness and stability of the actual relationship between wage increases and price increases.
The other and perhaps most novel feature of TIP
is that it would allow wage increases in excess of the
government's guidepost; it would, however, penalize
excessive wage settlements with a tax. Business and
labor would still be free to reach their own bargains,
though the costs of settling could be different for
firms under TIP. Wage constraints applied in the past
have treated guideposts as ceilings and prohibited
wage settlements above them. In this respect TIP is
intended to be less repressive and more reliant on
market forces than previous wage constraint policies.

1. TIP will lower the rate of wage inflation.

2. Lower wage inflation resulting from TIP will be
translated directly into lower price inflation.
This argument is based on one observation and
one claim. The observation is that for the economy as
a whole, prices tend to be a constant markup of unit
labor costs (the total wage bill divided by total output). A constant markup implies that the rate of
growth in prices is equal to the rate of growth in
wages less the rate of growth in output per hours
worked (productivity). The claim is that while productivity growth may vary due to cyclical factors
such as employment and structural factors such as
technological innovation, it will not be affected by
the introduction of an incomes policy such as TIP.
Since TIP will not affect productivity growth, it will,
according to the growth rate relationship, lower the
rate of price inflation by the same amount that it
lowers the rate of wage inflation.
While TIP proponents' first two arguments build
a case why TIP will reduce the rate of inflation, they
do not imply by themselves that TIP will improve the
existing tradeoff between unemployment and inflation. It is logically possible that TIP will lower inflation by creating more unemployment and so result in

The Case for TIP
Arguments in favor of incomes policies generally
reduce to the claim that they improve the Phillips
curve relationship between inflation and unemployment—at least in the short run. That is, they allow at
least temporarily a lower inflation rate at any given
rate of unemployment. Indeed, Wallich and Weintraub state:
An incomes policy projects a direct attack
[on wage and price increases] and can thus
improve such a tradeoff between inflation
and unemployment as may exist in the short
run. 8
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One version of TIP would tax wage increases above the guidepost
but would not subsidize increases below it (the "stick" approach), while
another version would subsidize but would not tax (the "carrot" approach). Each version is a special case of the policy examined in the
text. Each one would increase the cost of hiring an extra unit of
labor—the stick version due to the increase in tax, the carrot version
due to the decrease in subsidy. T h e actions needed to neutralize the
effect of TIP on the federal budget, however, would be different for the
two versions.
7
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