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Author's Preface 

This i s , as the cover i n d i c a t e s , a working paper. There has 

been considerable discuss ion at the Federal Reserve Bank of Minneapolis 

concerning appropriate post-freeze p o l i c i e s . These notes were put together 

with two purposes in mind: (1) to summarize some of the more popular guidepost 

proposals and (2) to compare these proposals i n the context of a simple 

model of aggregate supply. We have found t h i s exercise h e l p f u l and hope 

that i t s l imi ted d i s t r i b u t i o n might motivate someone to carry on the work 

in greater d e t a i l that i s necessary for the proper formulat ion, and more 

importantly now, evaluation of guidepost p o l i c i e s . 

The various proposals have been gathered e i ther from the press 

or v e r b a l l y . Each p a r t i c u l a r author may disagree completely with the kind 

of model I have chosen to analyze the i r proposals, and no attempt has been 

made to confirm the analys is with them. 



Guidepost p o l i c i e s of the ear ly s i x t i e s dealt b a s i c a l l y with wages. 

Since wage increases were to be l i m i t e d to product iv i ty growth, p r i c e s , on 

average, were to be unchanged. Recognizing the f u t i l i t y of administering 

such a low rate of growth in wages in the present i n f l a t i o n a r y s i t u a t i o n , most 

current proposals for post-freeze p o l i c i e s involve both a guidepost for wages 

based on i n f l a t i o n and p r o d u c t i v i t y , and a guidepost for pr ices based on unit 

labor costs. For example, the Okun proposal involves a pr ice guidepost 

wherein business absorbs the f i r s t one percent increase in unit labor 

costs while labor gives up one-half of the past year's increase in p r i c e s . 

This proposal ra ises the question of equity between the s a c r i f i c e s of business 

and labor . The purpose of these notes i s to evaluate these proposals i n the 

context of a simple aggregate supply model. 

Several elementary models are developed and examined from two points 

of view — (1) how do the proposals a f fect the rate of change in pr ices 

( i n f l a t i o n ) , and (2) how do the proposals a f f e c t the r e l a t i v e shares of 

labor and c a p i t a l (income d i s t r i b u t i o n ) . The fo l lowing notat ion i s common 

to a l l the models presented below: 

L t = labor input in manhours 

w t • money wage rate 

w t 
= percent change in the money wage rate 

p t 
= pr ice l e v e l 

z t i n f l a t i o n , i . e . percent change in pr ices 

x t 
= rea l income (output) 

N t 
= nonlabor share of output 

xt 
M t 

= output per manhour, i . e . M • -z— 
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g f c = growth i n p r o d u c t i v i t y , i . e . percent change i n output 
per manhour 

L W 
U = unit labor cost , i . e . — — 

Z t 
hj_ = percentage change in unit labor cost 

We f i r s t present a basic wage-price model, and then discuss 

s p e c i f i c proposals as deviations from the basic model. Okun's proposal 

for pr ice determination i s given with two i n t e r p r e t a t i o n s . 

1. The Basic Model 

The basic guidepost proposals involve a wage r u l e and a var iant of 

a pr ice markup equation. Without adjustment these may be w r i t t e n as: 

(1) w t « z t _ 1 + g t _ 1 

and 

(2) P t = c U t 

where c > 1 i s the markup f a c t o r . Note that since wages are determined 

independently of the l e v e l of economic a c t i v i t y there i s no tradeoff a ' l a 

P h i l l i p s in t h i s model. Equation (1) may be interpreted as a labor supply 

funct ion; and, with P f i x e d , equation (2) could be interpreted as a labor 

demand function since i t i s i d e n t i c a l to the marginal product iv i ty condit ion 

implied by a Cobb-Douglas production function.^" From t h i s point of view, i t 

—^Write the production function as 

X = A L a K 1 _ a . 

With the f i rm a pr ice taker , labor w i l l be demanded to the point where the 
marginal product equals the rea l wage, i . e . 

aX _ W 
L P ' 

Solving for P y i e l d s (2) with c = 
a 
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i s somewhat paradoxical that pr ice markup equations are often j u s t i f i e d i n 

models because of monopolist ic elements when they are implied by a com

p e t i t i v e model. Of course, P i s the dec is ion var iab le in t h i s model and i s 

not f ixed — i t i s , however, independent of aggregate output i f the labor/ 

2 

output r a t i o is constant. Furthermore, in the context of a guidepost p o l i c y , 

the parameter c need not be interpreted as something derived from p r o f i t 

maximizing theory of the f i rm — i t i s administered by the government to be 

unchanged from period to per iod. 

I n f l a t i o n : Using the d e f i n i t i o n of U t , we may rewrite (2) as 

W L 
(3) P = c -P. 

t x t 

Taking logarithms, and f i r s t dif ferences we have 

(4) In P - In P = In W - In W - In M + In M . 

And recognizing that l o g - f i r s t - d i f f e r e n c e s are approximations to percent 

changes,"^ we may rewrite (4) as 

(5) z t = w t - g t . 

2/ 
— Monetary and f i s c a l p o l i c i e s determine the l e v e l of aggregate 

demand. I f the labor/output r a t i o i s constant, then the aggregate supply 
curve i s hor i zonta l so that prices (as w e l l as wages) i n t h i s model are 
independent of current output and p o l i c y . The pr ice l e v e l i s determined 
e n t i r e l y by the supply sector . 

3/ 

— For small y, i t i s approximately true that 

In (1 + y) = y. 

Exact percentage change may be w r i t t e n as 

X - X 
-1 X 

X - l X - l 
- 1. 

Subst i tut ing into the approximation formula, we have 

C - l In X - In X , = y. 
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Subst itut ing (1) into (5), we have 

(6) zt " Vl " ( g t " 

Thus, according to th is model i n f l a t i o n can be dampened only when there i s 

an ever increasing rate of growth in p r o d u c t i v i t y . Th is , in e f f e c t , i s a 

kind of accelerator mechanism — a slowdown i n the rate of growth in product iv i ty 

(not necessar i ly an outr ight decl ine in output per manhour) i s s u f f i c i e n t to 

cause an acce lerat ion in the rate of growth of p r i c e s . Assuming that p r o d u c t i v i t y 

growth i s constant, then the steady state rate of i n f l a t i o n i s simply determined 

by the pr ice i n i t i a l cond i t ion . 

Income d i s t r i b u t i o n : In this , model, c a p i t a l gets the res idua l product 

a f ter labor gets i t s share so that the d i s t r i b u t i o n of income i s determined 

e n t i r e l y by the markup parameter c. Thus 

(7) I - P X t - Wt L t . 

Sub s t i t u t i n g for P̂  from (3), c a p i t a l ' s share i s given by 

(8) N t - (c - 1) Wt L t . 

As long as c i s unchanged from period to per iod , the r a t i o of c a p i t a l 

income to labor income equals c - 1 in each period regardless of what happens 

to p r o d u c t i v i t y . 

Lagged p r i c i n g r u l e : The time path of factor shares i s independent 

of product iv i ty because pr ices are establ ished on a current rather than a lagged 

unit labor cost bas is . Perhaps a more relevant model i s one wherein p r i c e 

guideposts are establ ished with the same timing as are wage guideposts. 

To make the timing comparable, modify (2) to read 

(9) P f c - c U t _ r 
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This means that (5) must be modified to read 

(10) z t = V l - g t _ x 

and (6) then becomes 

C1D \ = V2 " ( g t - l " «t-2 )-

Except for the t e c h n i c a l i t y that the order of the d i f ference equation has i n 

creased by one degree, the i n f l a t i o n impl icat ions are e s s e n t i a l l y the same as above. 

This modi f i cat ion , however, does lead to a fundamentally d i f f e r e n t 

impl icat ion for income d i s t r i b u t i o n . Subst i tut ing (9) into (7), and solv ing 

for the r a t i o of factor shares, we have 

(12) f t - c !g=l - 1 

where f i s the r a t i o of nonlabor to labor income. The r e l a t i v e shares of 

c a p i t a l and labor now depend on unit labor costs. I f unit labor costs are 

dec l in ing (U t

 < U t _^), then c a p i t a l ' s share i s increas ing , and v i c e versa . 

I f un i t labor costs were to approach some equi l ibr ium va lue , then 

the steady state d i s t r i b u t i o n of income would be the same as that r e s u l t i n g 

from using current unit labor costs in the markup equation. However, the 

model does not guarantee an equiLbrium value for unit labor costs . Using 

the l o g - f i r s t - d i f f e r e n c e procedure, the growth in unit labor costs may be w r i t t e n 

as 

(13) h t = w t - g ( . 

Subst i tut ing from (1), we have 

(14) h t - z ^ - < g t - g t - 1 ) . 
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Since there i s nothing in the model to guarantee that h t approach zero, there 

need not be a steady state d i s t r i b u t i o n of factor shares. Indeed, i f p r o 

d u c t i v i t y growth i s constant and there i s i n f l a t i o n , the model implies that 

c a p i t a l ' s share i s cont inua l ly below the l e v e l implied by c a lone. I f there 

i s a constant rate of i n f l a t i o n as i s implied by constant product iv i ty growth, 

then ^ t _ ^ / U t i s constant, and c a p i t a l ' s share i s lower the higher the rate of 

i n f l a t i o n . 

2. Lerner's ru le 

Lerner has proposed a wage guidepost that i s e s s e n t i a l l y (1) , but 

with some amount (e > 0) subtracted in order to achieve a decelerat ing rate 

of i n f l a t i o n . Together with the markup ru le the Lerner model i s 

(15) w t = V l + g t _ 1 - e 

(2) P t - c U t . 

I n f l a t i o n . Subst i tut ing (15) into (5), the rate of i n f l a t i o n in the 

Lerner model i s given by 

(16) z t - V l - (g t - g ^ ) - e. 

The rate of i n f l a t i o n i s lower by e than in the basic model. In p a r t i c u l a r , i f 

the rate of growth of product iv i ty i s constant through time, there i s a con

t i n u a l slowdown in i n f l a t i o n which, a f ter some point in t ime, becomes an 

actual d e f l a t i o n . No equi l ibr ium z e x i s t s . 

Income d i s t r i b u t i o n : On the income d i s t r i b u t i o n quest ion, the Lerner 

model has prec i se ly the same impl icat ions as the basic model. As long as 
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current unit labor costs are used in the markup formula, the r e l a t i v e c a p i t a l / 

labor factor shares are equal to (c - 1 ) . 

Lagged p r i c i n g r u l e : Introducing the lagged pr i c ing ru le into the 

Lerner model by replacing (2) with (9), has the ef fect (as in the basic model) 

of s h i f t i n g the order of the differnec*. equation that determines the i n f l a t i o n 

rate , i . e . 

( 1 7 ) Z t = Z t - 2 " ( g t - l " *t-2> " 6 -

The formula for r e l a t i v e factor shares (12) also holds for the Lerner model, 

and the formula for the rate of growth in unit labor needs only to be modified 

s l i g h t l y to read 

(18) h t = z t _ 1 - ( g t - g ^ ) - e. 

As long as changes in the rate of growth of product iv i ty don't dominate e in 

(17) and (18), there w i l l be (on average at least) a continual slowdown in 

the rate of i n f l a t i o n and in unit labor costs — both rates of growth becoming 

negative at some point i n time. As long as h t i s p o s i t i v e , labor i s benef i t ing 

r e l a t i v e to c a p i t a l v i a r e l a t i o n (12), but when h f c turns negative, c a p i t a l ' s 

share becomes larger than would be the case i n the basic model or the Lerner 

model without lagged p r i c i n g . 

3. Nelson's r u l e 

Because of the b e l i e f that i t i s a more marketable product, i t has 

been suggested that workers be granted a l l of the past increase in pr ices plus 

some part (k) of the past increase in p r o d u c t i v i t y . The Nelson r u l e together 

with the markup formula might read as: 
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(19) w t = z t l + k g t _ 1 , 0 < k < 1 

and 

(2) P t = c U t . 

I n f l a t i o n ; Subst i tut ing (19) into (5), we have the rate of i n f l a t i o n 

given by 

(20) z t - z t _ 1 - (g t - k g ^ ) . 

The factor k serves to increase the p r o b a b i l i t y that i n f l a t i o n i s dece lerat ing . 

In p a r t i c u l a r , i f the rate of growth of product iv i ty is constant, there w i l l be 

a continual slowdown in the rate of i n f l a t i o n with eventual d e f l a t i o n . 

Income d i s t r i b u t i o n : Formula (19) in no way modifies the income 

d i s t r i b u t i o n conclusions of the basic model as given in equations (7) and (8). 

Lagged p r i c i n g r u l e : In the i n f l a t i o n context, appending the lagged 

pr i c ing r u l e (9) to the Nelson r u l e simply s h i f t s the order of the d i f ference 

equation determining the i n f l a t i o n rate so that 

(2D z t = z t _ 2 - ( g t _ 1 - k g t _ 2 ) . 

From the income d i s t r i b u t i o n point of view, formula (12) s t i l l holds, but the 

rate of growth in unit labor cost i s now 

(22) ht- Vl-fet-^t-l*' 

The impl icat ions are b a s i c a l l y the same as for the Lerner r u l e with lagged 

p r i c i n g . 

I t might be noted that we have run experiments imposing the Nelson 

wage r u l e on the Wharton model. Those experiments ind icate that when k i s c lose 

to zero, i n f l a t i o n moderates and there i s a substant ia l s h i f t in favor of c a p i t a l 
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share. Considering product iv i ty changes, these resu l t s seem general ly consistent with 

equations (21) and (22) — which should not be too surpr i s ing since the Wharton 

pr ice equations are b a s i c a l l y forms of (9) with more complex lag s t ructures . 

4. Okun's wage rule 

Okun has proposed guideposts for both prices and wages. In t h i s 

sect ion we consider only the wage guidepost which says that wages should be 

permitted to grow at a rate equal to product iv i ty growth plus some part (k) 

of past i n f l a t i o n . Together with the markup equation the model i s 

(23) w t = g t _ 1 + k z t _ 1 , 0 < k < 1 

and 

(2) P t = c U t . 

I n f l a t i o n : Subst i tut ing (23) into (5), the rate of i n f l a t i o n i n 

th is model i s given by 

(24) zt - k z f c _ 1 - ( g . - g ^ ) . 

The rate of i n f l a t i o n again depends c r i t i c a l l y on p r o d u c t i v i t y ; but assuming a 

constant trend rate of growth for th is f a c t o r , i n f l a t i o n w i l l cont inua l ly decay, 

but w i l l not become an actual d e f l a t i o n . The steady state rate of i n f l a t i o n i s 

zero. 

Income d i s t r i b u t i o n : Income d i s t r i b u t i o n i s unchanged by th is wage 

adjustment formula. 

Lagged pr i c ing r u l e : The i n f l a t i o n formula r e s u l t i n g from replac ing 

(2) with (9) i s now 
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(25) z f c = k z t _ 2 - ( g t - 1 - g t _ 2 ) 

and unit labor costs grow at a rate of 

(26) h t = k V l -^t -St - l^ 

With product iv i ty growing at a constant trend rate of growth, i n f l a t i o n approaches 

a steady state of zero while c a p i t a l ' s share v i a r e l a t i o n (12) approaches the 

steady state value of the current p r i c i n g ru le from below. 

5. Okun's pr ice ru le I 

Okun has suggested that business "absorb" some part (b) of the increase 

in unit labor costs . Di f ferent interpretat ions of "absorb" lead to d i f f e r e n t 

formulations of the markup r u l e . In t h i s sect ion I discuss my i n t e r p r e t a t i o n of 

"absorb," and in the next sect ion I present an a l t e r n a t i v e i n t e r p r e t a t i o n . 

The markup r u l e (2) in the basic model implies that the percent change 

in pr ices i s exactly the same as the percent change i n un i t labor costs . I 

interpret Okun to be suggesting that under the guideposts the percentage change 

i n prices i s b less than the percentage change in unit labor costs , i . e . 

(27) z t = h t - b. 

Subst i tut ing (13) and (23) into (27) we have the rate of i n f l a t i o n in the Okun 

model given by 

(28) z t = k z t _ 1 - ( g t - g ^ ) - b 

which i s simply b lower than the Okun wages only guidepost model. However, in the 

case of constant product iv i ty growth, the addi t ion of the "absorption" ru le 

eventual ly leads to d e f l a t i o n rather than to a steady state of zero i n f l a t i o n . 



1] 

Because the nonlabor share i s a r e s i d u a l , we must have the pr ice l e v e l 

to determine income d i s t r i b u t i o n . To maintain the s p i r i t of the markup model, 

we assume that f irms observe the markup r u l e by adjust ing the markup factor 

in each per iod, i . e . we now date the c factor of (2) so that 

(29) P t = c t U t . 

But to have a time path of c

t ' s that makes (29) consistent with (27), we f i r s t 

use the l o g - f i r s t - d i f f e r e n c e approximation of (29) to estab l i sh 

(30) z t = C t + h t 

where i s the approximation to the percent change i n c^. Since the r ight hand 

side of th is equation must also s a t i s f y (27) we have that 

(31) C t = - b . 

That i s , the markup factor i s dec l in ing at a constant r a t e . 

Subst i tut ing (29) into the d i s t r i b u t i o n formula (7) , r e l a t i v e shares 

are given by 

(32) f t = c t - 1. 

And, u t i l i z i n g (31), we conclude that the Okun proposal involves an ever dec l in ing 

c a p i t a l share of income. 

Lagged pr i c ing r u l e : To impose the lagged p r i c i n g r u l e on the Okun model, 

we rewri te (29) as 

(33) P t - c t U t _ r 

S i m i l a r l y the pr ice guidepost (27) must be rewr i t ten as 

(34) z t = h t - 1 - b. 
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Subst i tut ing (13) and (23) into (34), the i n f l a t i o n rate i s 

(35) z t = k z t _ 2 - ( g t _ x - g t _ 2 ) - b 

which again i s simply the previous resu l t with a higher order d i f ference equation. 

Subst i tut ing (33) into (7) we have the r a t i o of factor shares given by 

(36) f t = c t ^ - 1. 

Equation (31) s t i l l holds in th is case by v i r t u e of (33) and (34). Equation 

(26) also s t i l l holds , but i t s in terpretat ion i s a l tered by the fact that now be

cause of (28) the i n f l a t i o n rate becomes negative af ter some point i n time (assuming 

changes i n the growth of product iv i ty do not confound the i s sue) . Thus, in the 

early stages of t h i s model c a p i t a l ' s r e l a t i v e share i s d e c l i n i n g ; but once 

def la t ion sets i n , unit labor costs are act ing to ra ise the r e l a t i v e share of 

c a p i t a l . Without completely solv ing these d i f ference equations, my guess i s that 

the markup ef fect dominates the unit labor cost ef fect so that c a p i t a l ' s r e l a t i v e 

share i s cont inual ly d e c l i n i n g . 

6. Okun's pr ice rule II 

An a l ternat ive i n t e r p r e t a t i o n of Okun's pr ice r u l e i s to make the 

"absorption" factor m u l t i p l i c a t i v e rather than a d d i t i v e . The model, with current 

p r i c i n g , i s then 

(23) w t = g t _ 1 + k z t_ x 

and 

(37) z = d h , 0 < d < 1. 
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Subst itut ing (13) and (23) into (37), the rate of i n f l a t i o n in t h i s model i s given 

by 

(38) z t - d (k z t - 1 - ( g t - g t _ 1 ) ) 

which i s proport ional to the rate of i n f l a t i o n in the wages only Okun model. Thus 

the factor d serves to damp the di f ference equation, but does not a l t e r the steady 

state when product iv i ty growth is constant. 

To examine the income d i s t r i b u t i o n question, we again must f ind a time 

path for the c t ' s which makes (29) consistent with (37). Combining (30) and (37) 

we see that Ĉ  i s no longer a constant but i s given by 

(39) C t = (d - 1) h t 

where the sign of Ĉ  i s opposite to that of h^ since d < 1. Since r e l a t i v e factor 

shares are determined by (32), c a p i t a l ' s r e l a t i v e share decl ines over time when 

unit labor costs are r i s i n g and r i s e s when unit labor costs are f a l l i n g . 

Lagged pr i c ing r u l e : To impose the lagged p r i c i n g ru le we use equation 

(33), and rewrite the p r i c e guidepost as 

(40) z t = d h t _ r 

Subst itut ing (13) and (23) unto (40), we have i n f l a t i o n given by 

(41) z t - d (k z t _ 2 - ( g t _ 1 - g t _ 2 ) ) 

which has b a s i c a l l y the same impl icat ions as (38). 

U t i l i z i n g (33) and (40) the growth rate of which makes these two 

equations consistent i s given by 

(42) C t - (d - 1) h t _ r 



14 

Relat ive factor shares are given by (36), and unit labor cost growth i s 

determined by (26). When unit labor costs are r i s i n g , c a p i t a l ' s r e l a t i v e 

share i s dec l in ing and v ice versa. With constant rates of product iv i ty 

growth, the model implies a steady state zero rate of i n f l a t i o n , so that 

the r e l a t i v e share of c a p i t a l approaches a new equi l ibr ium value from above. 

At the new equ i l ib r ium, c a p i t a l ' s share i s lower than i t was i n i t i a l l y . 

7. Summary 

On i n f l a t i o n : Although the focus of t h i s paper has been on wage 

and pr ice gu idel ines , the impl icat ions of the models depend c r i t i c a l l y 

on p r o d u c t i v i t y . If decl ines i n product iv i ty growth are serious enough, 

i n f l a t i o n can s t i l l accelerate in spite of guidepost p o l i c i e s short of 

a freeze. 

Assuming that product iv i ty fol lows a constant trend rate of growth, 

then a l l of the guidepost models e n t a i l decelerat ing rates of i n f l a t i o n . 

In models 4 and 6, the steady state rate of i n f l a t i o n i s zero; while models 

2, 3, and 5 imply a continual reduction in i n f l a t i o n , and, eventual ly , 

actual d e f l a t i o n . 

On income d i s t r i b u t i o n : In the f i r s t four models with pr ices 

based on current labor costs , r e l a t i v e factor shares remain constant no 

matter what happens to product iv i ty . In the l a s t two models plus the f i r s t 

four with prices based on lagged unit labor costs , r e l a t i v e factor shares 

depend c r i t i c a l l y on product iv i ty growth. Generally speaking, increases 

in the rate of growth of product iv i ty s h i f t the d i s t r i b u t i o n of income 

in favor of the nonlabor f a c t o r s . 

Assuming that product iv i ty fol lows a constant trend rate of growth, 
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then models 2 and 3 imply a s h i f t i n favor of c a p i t a l ( in the long run 

at l e a s t ) ; but model 4 implies a s h i f t against the r e l a t i v e share of c a p i t a l 

which diminishes as the steady state i s approached. Model 5 implies a 

dec l in ing r e l a t i v e share of c a p i t a l as long as there i s p o s i t i v e i n f l a t i o n — 

a f t e r that the resu l t i s not c l e a r . And model 6, under th is product iv i ty 

assumption, implies that there i s a continuing s h i f t against c a p i t a l ' s 

r e l a t i v e share which diminishes as the steady state zero rate of i n f l a t i o n 

i s approached. 

Which to choose? While there have been many forms of guideposts 

suggested, there has been l i t t l e discussion of what spec i f i c c r i t e r i a to 

use to choose among them. There has, of course, been a great deal of rhetor ic 

large ly centering on the nebulous concepts of "workabi l i ty" and " e q u i t y . " 

The guideposts of the ear ly s i x t i e s were formulated on what i s e s s e n t i a l l y 

model 4 with k = 0. Under th is condi t ion , product iv i ty considerations 

as ide, t h i s model i s unique among those presented here in that the rate 

of i n f l a t i o n i s reduced to zero, and r e l a t i v e factor shares remain unchanged. 

But, i t i s argued, for any k < 1, r u l e 4 i s not equitable and hence not 

workable because labor i s g iv ing up something while business is g iv ing 

up nothing. I f r e l a t i v e factor shares i s not an appropriate equity c r i t e r i o n , 

then what is? It appears that i t i s th is kind of c r i t i c i s m which has led 

to pr ice guidepost proposals such as models 5 and 6 — which, i r o n i c a l l y , 

have the greatest impact on income d i s t r i b u t i o n . The point i s that there 

seems to be l i t t l e economic reason to c l u t t e r model 4 with pr ice guideposts 

as long as there i s assurance that markup factors w i l l not be a l t e r e d . 

Put another way, abstract ing from product iv i ty changes, the equity 

question seems to be whether or not there ex i s ts a set of values for k 

and b ( in model 5) which causes the i n f l a t i o n rate to be lowered but does 

not change the income d i s t r i b u t i o n . Th is , unfortunately, i s not poss ib le . 



16 

Certa in ly one factor that must be considered in choosing among 

models i s the length of time that the guidepost p o l i c y w i l l be in e f f e c t . 

I f i t i s not too long, then the fact that cer ta in models have undesirable 

steady state properties i s not e s p e c i a l l y re levant . 

F i n a l l y , i t might be argued that whi le the government has cer ta in 

r e s p o n s i b i l i t i e s regarding income d i s t r i b u t i o n , th is need not be a major 

consideration in every a c t i o n . What matters i s the t o t a l i t y of monetary-

f iscal-guidepost p o l i c i e s . On these grounds, since any of the models discussed 

i s l i k e l y to reduce i n f l a t i o n , the choice may be properly l e f t to the p o l i t i c a l 

s c i e n t i s t . This seems to suggest adoption of model 5 or 6. 



Addendum A: Trend Rules 

Since many of the guidepost proposals are based on h i s t o r i c a l 

averages of product iv i ty growth, i t i s important to examine such proposals 

in the context of the basic models. We now assume that an average h i s t o r i c a l 

* 

growth rate (g ) of output per manhour i s g iven. Thus, at any point i n 

time, for purposes of ca lcu lat ing guideposts, computed output per manhour 

i s given by 

* 

(43) M* = g Q e 8 t 

where gg i s a lso known by decree. The basic trend model then becomes 

(44) w t = z j + g 

and 
W t 

(45) P t - c 4 
M t 

Note that once r e l a t i o n (43) i s establ i shed, pr ices and wages are 

independent of output — both current and past . 

Subst i tut ing (44) into the l o g - f i r s t - d i f f e r e n c e form of (45), 

we have the rate of i n f l a t i o n given by 
(46) z t = z t _ r 

I n f l a t i o n i s determined e n t i r e l y by i n i t i a l condi t ions . This r e s u l t d i f f e r s 

from the e a r l i e r basic model only because the ef fect of actual product iv i ty 

growth i s removed. 



Factor shares, however, depend also on the actual outcome of 

product iv i ty and not simply on the trend extrapolated rate used i n the 

guidepost c a l c u l a t i o n . Subst i tut ing (45) into (7), the r a t i o of factor 

shares i s given by 

M 

(47) f - c - l - i . 
Mt 

As long as actual output per manhour i s on i t s trend l i n e , r e l a t i v e factor 

shares are constant. When product iv i ty i s high (low) r e l a t i v e to trend, 

c a p i t a l ' s share increases (decreases) r e l a t i v e to labor ' s share. 

Lagged pr i c ing r u l e : The meaning of a lagged p r i c i n g ru le in 

a trend rules context i s less then c l e a r . Simply lagging (45) seems 

to require that prices be based on what unit labor costs should have been 

rather than what they were. A lso , from an informational point of va lue, 

lagging i s not necessary. 

Models 2_ through 6_: Imposing the trend ru le on models 2 through 

6 has e s s e n t i a l l y the same impact as i t had on the basic model. Formulae 

for i n f l a t i o n in models 2, 3, and 4 are unchanged except for the subst i tut ion 

of g for g t > A l so , in these models, r e l a t i v e shares are determined by 

r e l a t i o n (47). 

Imposing the trend r u l e on models 5 and 6 requires another 

d e f i n i t i o n . Define the percent change in un i t labor costs under the 

trend r u l e as 

(48) h t ' = w t - g t ' 

where g^ is the logarithm approximation to the percent change i n 

product iv i ty assuming that current output per manhour i s determined by 

(43), i . e . g^ = In M t - In M Now i n f l a t i o n i s given by 



(49) z t = k z t l + (g - g p - b 

and 

(50) z t = d [ k z t _ 1 + (g* - g') ] 

in models 5 and 6 r e s p e c t i v e l y . Income d i s t r i b u t i o n in both model 

i s determined by 

(51) 

where c i s establ ished by (31) or (39) with h' subst ituted for h 


