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MONITORING INFLATION

TUESDAY, SEPTEMBER 25, 1979

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITrEE,

Washington, D.C.
The committee met, pursuant to notice, at 10:05 a.m., in room 6226,

Dirksen Senate Office Building, Hon. Lloyd Bentsen (chairman of
the committee) presiding.

Present: Senators Bentsen and Proxmire; -and Representative
Wylie.

Also present: John M. Albertine, executive director; William R.
Buechner, professional staff member; Mark Borchelt, administra-
tive assistant; and Mark R. Policinski, minority professional staff
member.

OPENING STATEMENT OF SENATOR BENTSEN, CHAIRMAN

Senator BENTSEN. Well, Commissioner Norwood, we'll get started
this morning.

It looks like we've got a downer up here from what I have seen from
this chart. I understand the numbers you're going to give us this
morning show that inflation is going at an annualized rate of 14 per-
cent and that last month, of course, it was at an annualized rate of 13
percent. That means that the dollar since 1967 has gone down to 45

cents in 1979. The Joint Economic Committee, in a staff study, has

also found that if things continue as they are now, in another 10

years the value of the dollar will be down to one-fourth of what it

was in 1967, and that's a pretty depressing set of numbers.
For the last 8 months inflation in this country has averaged 12

percent. It's a little bit like having Hurricane David and Hurricane

Frederick hit at the same time. The number of jobs decreased in

August, while housing prices were going up at an annual rate of 18

percent; transportation costs up 20 percent; and energy costs up 46

percent.
Did you read Art Buchwald's column on housing? If you didn't,

that was last Sunday, you ought to read it. The topic of conversation
now is how much you sold your house for and what you had to pay

for it.
Senator BENTSEN. We are looking for answers for some of these

problems, but in order that we might seek those answers we would

like you to report to us now on what the numbers tell us, Commissioner
Norwood.

[The chart referred to follows:]
(1)
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STATEMENT OF RON. JANET L. NORWOOD, COMMISSIONER, BUREAU
OF LABOR STATISTICS, DEPARTMENT OF LABOR, ACCOMPANIED
BY W. JOHN LAYNG, ASSISTANT COMMISSIONER, OFFICE OF
PRICES AND LIVING CONDITIONS

Ms. NORWOOD. Thank you, sir.
I am pleased to present to the Joint Economic Committee a few brief

comments to supplement our Consumer Price Index press release issued
at 9 a.m. this morning.

Prices paid by consumers for goods and services continued to in-
crease at a rapid pace in August. Overall, the CPI rose 1.1 percent-
seasonally adjusted-last month, about the same as the rates of increase
in each of the months since the beginning of this year.

In August, prices of homeownership and energy items continued to
rise sharply and accounted for about 70 percent of the 1.1 percent rise
in the CPI. Prices also increased sharply in several other areas of
consumption. For example, public transportation, partly as the result
of large increases in jet and diesel fuel, rose 2 percent in August.
Prices for such other items 'as automobile maintenance and repair,
tobacco products, and education also rose.

Despite the large price increases in these items, the data for August
showed improvement in some other areas. The most important of these
is food. Overall, prices of food and beverages were unchanged in
August. Following sharp increases in the early months of this year, the
grocery store food index has actually declined in each of the last 3
months. This recent moderation in food prices has, however, been
almost entirely due to price reductions for meats. As the index for
beef and veal fell 5.4 percent and that for pork declined 4.6 percent,
most other categories of food included in the CPI continued to rise in
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August. This was especially true of the indexes for cereal and bakery
products, dairy products, fruits and vegetables, and nonalcoholic
beverages, each of which rose by about 1 to 2 percent. In addition to
the moderation in the overall food index, automobile prices in the CPI
moderated in August as automobile manufacturers instituted a system
of rebates to consumers. The increases of 0.4 percent was the smallest
increase in the automobile index so far this year.

The 1.7-percent increase in homeownership costs in the August CPI
continues the pattern of large monthly increases in this component
that have been taking place most of this year. The increase in resi-
dential mortgage interest rates as well as the rise in the prices of the
houses purchased continue, of course, to be the major causes for these
large rates of price change.

PRICES IN 1979

The August rise of 1.1 percent brought the increase in the CPI for
the 8 months so far this year to an annual rate of 13.1. This is the
largest number for many years. It can, in fact, be compared to the 12.4
percent annual rate registered during the first 8 months of 1974, a
period in which the rate of inflation was the largest that it had been
in more than 20 years.

Although, of course, a large number of items are priced each month
for the CP1, and changes in the prices of each of them can affect the
overall index, the data do show that the largest increases and effects
on the index have been as we would expect in the food. housing, and
transportation components. This can be seen quite readily from the
table attached to my testimony.

The price of energy has been receiving increasing attention, and I
think it is important to understand that the traditional CPI classifi-
cation structure includes particular kinds of energy consumption
under different components. Residential electricity, natural gas, and
home heating oil prices, for example, are included in the housing
component of the index, whereas expenditures on gasohol purchases
are included in the CPI weight for private transportation.

In view of the special interest in energy issues today. I thought it
might be useful for me to bring together as a single group all of the
energy items directly purchased by consumers that are priced for the
CPT. As you can see from table 2, energy items in the total CPI
market basket account for 8.5 percent of the total index weight.

During the first 8 months of this year-December 1978 to August
1979-the CPI as a whole rose 8.6 percent. But various energy items
increased much more: Natural gas, 14 percent; electricity, 11.6 per-
cent; gasoline, 38.5 percent; and fuel oil, 48.5 percent. The combined
effect of natural gas, electricity. gasoline, and fuel oil, which is what
we include in the CPI as energy, has been an increase of 29.8 percent
for the first 8 months of 1979. Although these energy items constituted
only 8.5 percent of the CPI market basket-December 1978-they
have accounted for about 28 percent of the total increase in the CPI
since December. The greatest impact, as I'm sure you have suspected,
has come from increasing gasoline prices. Gasoline prices alone have
pushed the CPI up 1.6 percent-or almost one-fifth of the total
change-in the last 8 months.
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This information, of course, is based only on the direct effect of the
prices of energy items in the CPI that is, an increase in the price of
gasoline is used directly only in the calculation of the gasoline com-
ponent of the CPI. We have no effective way to measure the secondary
or indirect effect of that change in price for a gallon of gasoline-on,
for example, increases in taxicab fares or of increases to retailers in
shipping charges from carriers using gasoline.

Even with this caveat, however, we can get some idea of the direct
impact of energy on the CPI by calculating the index without fuel
oil, natural gas, electricity, and gasoline. Had these items not been
included in the CPI, the'December to August increase in the CPT
would be 7 percent instead of the actual 8.6-percent increase. On an
annualized basis, the CPI rose 13.1 percent; energy items rose 47.9
percent, while items other than energy rose 10.7 percent.

This is not to suggest that rising prices of energy are not essential
elements of family consumption. They are. But in looking at the
causes of inflation and at policies for dealing with the issues pre-
sented, I think it is useful to see the effect that the prices of energy
have on the CPT.

I would also like to call your attention to another BLS release is-sued this morning announcing a set of new data on average retail
prices of gasoline, fuel oil, natural gas, and electricity. These data will
be available each month for the Nation as a whole as well as for
selected geographic areas.

Assistant Commissioner Layng and I will now be glad to answer
any questions.

'[The tables attached to Ms. Norwood's statement, together with thepress release referred to, follows:]

TABLE 1.-CONSUMER PRICE INDEX

Relative December 1978 to August 1979

aegr D ancem Percent Effect on allCategory 1978 change'I Items

All items- -100.00 8.6 8.6
Food and beverages --------------- 19 24 6.2 1.2Housing ---------------------------- 44.26 9.5 4.2Apparel and upkeep -5.49 3.1 .2Transportation -17.81 12.9 2.3Medical care - -- -- - - - --- - - - - - - - - - - - - - - 4.96 5.7 .3
Entertainment, -------------------------------------------- - 3.96 5.0 .2Other goods and services - 4.29 5.0 .2

5Seasonally adjusted,

TABLE 2.-CONSUMER PRICE INDEX

Relative December 1978 to August 1979importance,
Cate yDecember Percent Effect on allCategory 1978 changes itemsa

All items - 100.00 8.6 8.6
Ener&gy8.50 29.8 2.4uel oil _ (48.~~~~~~~~~~~~~(.4 5) (.4Naturit gas(1. 31) 14.O) 42)

Gasoline-( ~ 4.1°8) B8 (1.6)All Items aess energy--91.---------- 250 7.0 6.2

t Seasonally adjusted
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THE CONSUMER PRICE INDEX--AUGUST 1979

The Consumer Price Index for All Urban Consomers (CPI-U) increased 1.0 percent before

seasonal adjustment in August to 221.1 (1967=100), the Bureau of Labor Statistics of the U.S.

Departeent of Labor announced today. The Consumer Price Index for Urban wage Earners and

Clerical Workers (CPI-W) also increased 1.0 percent before seasonal adjustment in August to

221.5 (1967-100). The CPI-U was 11.8 percent higher and the CPI-W was 12.0 percent higher

than in August 1978.

CPI for All Urban Consumers (CPI-U)--SeasonallY Adiusted Changes

On a seasonally adjusted basis, the CPI for All Urban Consumers rose 1.1 percent in

August, the eighth consecutive monthly increase of about 1.0 percent. For the third

consecutive month, about two-thirds of the increase was due to higher energy and homeowner-

ship prices. On the other hand, food and beverage prices were, on average, unchanged in

August, continuing the slowdown evident since June. Among other major categories of consumer

spending, both the index for apparel and upkeep, which had declined over the previous 3-month

period, and the index for other goods and services rose noticeably in August. The indexes for

Table A. Percent changes in CPI for All Urban Consumers (CPI-U)

Seasonally adjusted Unadjusted
Compound

Changes from preceding month annual rate 12-ios.

Expenditure 1979 3-mos. ended ended

category Feb. Mar. Apr. May June July Au. -Au.. 79 Aug. '79

All items 1.2 1.0 1.1 1.1 1.0 1.0 1.1 12.7 11.8

Food and beverages 1.6 1.0 .9 .7 .2 .1 0 1.4 9.6

Housing 1.3 1.0 1.1 1.2 1.3 1.2 1.4 17.0 12.8

Apparel and upkeep .3 1.5 .5 0 -.1 -.1 .7 1.9 4.2

Transportation 1.1 1.2 2.0 1.8 1.7 1.8 1.5 22.1 16.7

Medical care .6 .6 .6 .6 .7 .7 .8 8.9 9.2

Entertainment .4 .9 .8 .0 .1 .7 .7 6.3 7.2

Other goods and service .7 .6 .5 .5 .5 .5 1.0 7.8 7.1

(Data for CPI-U are shown in tables 1 through 3.)

-4pI
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nedical care and entertainment registered price changes in August similar to the previous

eonth.

The indem for grocery store foods declined 0.3 percent in August, following declines

of 0.1 percent in both June and July. The decrease, as in the previous 2 months, was due

primarily to a sharp decline in the indes for meats, poultry, fish, and eggs. Beef prices

declined for the third consecutive month and pork and poultry prices for the fifth con-

secutive month, following substantial increases during the fourth quarter of 1978 and earlier

this year. Egg prices declined 10.2 percent, following seasonal adjustment. These declines

were partially offset by increases in prices for moat other grocery store foods. Prices for

cereal and bakery products and dairy products registered their largest increases of the year in

August. Prices for fruits and vegetables also rose substantially, but by less than in July.

Restaurant meals rose 0.7 percent in August, about the same as in July, but considerably less

than the average monthly rate of increase in the first half of the year.The 0.3 percent

increase in the index for alcoholic beverages was the smallest increase this year.

The housing indes rose 1.4 percent in August, the seventh consecutive month of large

increases. Rising homeownership costs and household fuel prices continued to account for most

of the increase. In August, house prices rose 1.5 percent. Home financing costs rose 3.0 per-

cent, reflecting increases in both mortgage interest rates and house prices. Fuel oil prices

rose 7.1 percent and have increased 56.4 percent in the 12 months ended in August. The index

for gas and electricity also rose substantially in August, but by less than in each of the pre-

ceding 3 months.

The index for apparel and upkeep rose 0.7 percent in August, compared with a decline of

0.2 percent in the 3-month period ended in July. Increased prices for women's and girls'

apparel, reflecting the introduction of fall and winter wear, were primarily responsible for the

rise. Charges for apparel services rose 1.0 percent in August, compared with 0.4 percent in

July.
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The transportation component advanced sharply for the tenth consecutive month in

August. Gasoline prices rose 4.0 percent and accounted for over two-thirds of the trans-

portation increase. In the 12 months ended in Auoust, gasoline prices increased 46.1 per-

- -cent -Ne car prices rose 0.4 percent on a seasonally adjusted basis in August, compared

with 0.8 percent in July. The rise in new car prices was moderated somewhat by manufacturers'

rebates offered on some models. Used car prices declined for the sixth consecutive month.

Charges for automobile insurance rose 1.4 percent in August. The index for public transporta-

tion rose 2.0 percent in August, following a 1.5 percent advance in July. Airline fares,

intercity train and bus fares, and taxi fares all showed substantial increases for the second

consecutive month.

The medical care index rose 0.8 percent in August, about the samne as in July. Charges

for physicians' services and hospital rooms rose 0.8 and 1.2 percent, respectively,

following increases of 1.2 and 1.0 percent in July. The index for medical care commodities

continued to increase at about the same rate as during June and July.

The index for entertainment rose 0.7 percent in August, the same as in July. The index

for other goods and services rose 1.0 percent in August. following increases of 0.5 percent in

each of the preceding 4 months. Higher prices for tobacco products, tuition and other school

fees, and bank services were primarily responsible for the rise.

CPI for Urban Wage Earners and Clerical Workers (CPI-W)--Seasonally Adjusted Changes

On a seasonally adjusted basis, the CPI for Urban Wags Earners and Clerical

Workers rose 1.0 percent in August, the eighth consecutive monthly increase of 1.0 per-

cent or more. For the third consecutive month, about two-thirds of the increase was due

to higher energy and homeownership prices. On the other hand, food and beverage prices were,

on average, unchanged in August, continuing the slowdown in evidence since May. The inden for

entertainment rose 0.3 percent in August compared with 0.7 percent in July. Among other

major categories of consumer spending, the index for other goods and services rose sub-
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stantially in August. Apparel prices also rose more in August than in July while the

increase in the medical care index was the same as in July.

The indea for grocery store food declined 0.3 percent in August, following no change

in July and a 0.1 percent decline in June. The decrease was primarily due to a 3.7 percent

decline in the index for meats, poultry, fish, and eggs. Beef, pork, and poultry prices all

declined by more than 4.0 percent, and egg prices declined 10.5 percent, following seasonal

adjustment. These declines were partially offset by increases in prices for most other grocery

store foods. Prices for cereal and bakery products and dairy products registered their largest

increases of the year in August. Prices for fruits and vegetables also rose substantially in

August, but by less than in July. Both the indexes for food away from home and alcoholic

beverages showed smaller increases in August than in the preceding month.

The housing indes rose 1.4 percent in August, the seventh consecutive month of large

increases. Rising homeownership costs and household fuel prices continued to account for most

of the increase. In August, house prices rose 1.6 percent and home financing costs rose 3.1

percent. Fuel oil prices, up 7.1 percent, rose sharply in August for the seventh consecutive

month. The index for gas and electricity also rose substantially in August but by

less than in each of the preceding 3 months.

The index for apparel and upkeep rose 0.5 percent in August compared with an increase

of 0.2 percent in July and declines in May and June. Increased prices for women's and girls'

apparel, reflecting the introduction of fall and winter wear, were primarily responsible for

the increase.

The transportation component advanced sharply for the tenth consecutive month. Gaso-

line prices rose 4.1 percent in August and accounted for over two-thirds of the transportation

increase. Gasoline prices in the past 12 months have increased 46.9 percent. New car prices,
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rose 0.3 percent on a seasonally adjusted basis in August, compared with 1.0 percent in July.

The rise in new car prices was moderated somewhat by manufacturers' rebates on some models.

Used car prices declined in August for the sixth consecutive month. The index for public

transportation rose 1.6 percent in August, following a 1.2 percent increase in July, as airline

fares, intercity train and bus fares, and taxi fares all showed substantial increases.

The medical care index rose 0.8 percent in August, the same as in July. Charges for

physicians' services and hospital rooms rose 0.8 and 1.1 percent, respectively, following

increases of 1.3 percent in July.

The index for entertainment rose 0.3 percent in August compared with 0.7 percent in July.

The index for other goods and services rose 1.2 percent in August, compared with increases of

0.5 percent or less in each of the 5 preceding months.

Table B. Percent changes in CPI for Urban Wage Earners and Clerical Workers (CtI-W)

Seasonally adjusted C Unadjusted

Expenditure Changes from preceding month a annual rate 12-ios.

category 1979 3-ins. ended ended

Feb. Mar. Apr. May June July Any. Aug. '79 Aug. '79

All Items 1.2 1.1 1.1 1.0 1.0 1.0 1.0 12.7 12.0

Food and beverages 1.7 1.2 .8 .4 .3 .2 0 1.9 9.7

Housing 1.3 1.0 1.1 1.3 1.3 1.2 1.4 17.0 13.0

Apparel and upkeep .2 1.3 .4 -.1 -.2 .2 .5 2.2 4.1

Transportation 1.1 1.2 2.0 1.8 1.8 1.7 1.5 22.0 17.0

Medical care .7 .6 .7 .6 .9 .8 .8 10.6 9.6

Entertainment .2 .9 .5 .8 .1 .7 .3 4.6 7.0

Other goods and

services .8 .5 .5 .5 .4 .4 1.2 8.1 7.0

(Data for CPI-W are shown in tables 4 through 6.)
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Technical Notes

Brief Explanation of the CPI

The Consumer Price Index (CPI) is a measure of the
average change in prices over time in a fixed market basket
of goods and services. Effective with the January 1978
index, the Bureau of Labor Statistics began publishing Cpi'rs
for two population groups: (I) a new CPI for All Urban
Consumers (CPI-U) which covers approximately 80 percent
of the total noninstitutional civilian population; and (2) a
revised CMi for Urban Wage Earners and aerical Workers
(CPI-W) which represents about half the population covered
by the CPI-U. The CPI*U includes, in addition to wage
earners and clerical workers, groups which histosicelly have
been excluded from CPI coverage, such as professional,
managerial, and technical workers, the self-employed, short-
term workers, the unemployed, and retirees and others not
in the labor force.

The CA is based on prices of food, clothing, shelter, and
fuels, transportation fares, charges for doctors' and dentists'
services, drugs, and the other goods and services that people
buy for day-to-day living. Prices are collected in 85 urban
areas across the cauntry from over 18,000 tenants, 18 000
housing Units for property taxes, and about 24.000 establishs
rneets-grocery and department stores, hospitals. filling sta-
tions, and other types of stores and service establishments.
All taxes directiy associated with the purchase and use of
items are included in the index. Prices of food, fuels, and a
few other itents are obtained every month in all 85 locations.
Prices of most other commsodities and services are collected
every mprth in the rive largest geographic areas and every

other month in other areas. Prices of most goods and services
are obtained by personal visits of the Bureau's trained repre-
sentatives. Mail questionnaires are used to obtain public
utility rater. some fuel prices, and certain other items.

In calculating the index, prce changes for the various
items in each location are averaged together with weights

e which reprment their importance in the spending of the
appropriate population group. Local data are then comn
bined to obtain a US. city average. Separate indexes are
also published for 28 local areas. Area indexes do not mea-
sure differences in the level of prices among cities; they
only measure the average change in prices for each area
since the base period.

The index measures price changes from a designated re-
ference date-1967-wthich equals 100.0. An increase of
22 percent, for example, is shown as 1220. This change
cant also be expressed in dolltn as follows: The price of a
base pedod "marker basket" of goods and services in the
CPI has risen from S1O in 1967 to 512.20.

For further details see the following: The Consumer
P1ce Indexx: Concepts and Conrenr Over the Years,
Report 517, revised edition (Bureau of Labor Statistics,
May 1978); The Reaisuon of rhe Consumer Price Index,
by W. John Layng, reprinted from the Statistical Reporrer,
February 1978, No. 78-5 (U.S. Dept. of Commerce),
and Revnisns in thre Mediccl Care Sevice Component
of the Consumer Price Index, by Daniel H. Ginsburg,
Monthly Labor Review, August 1978.

A Note About Calculating Index Changes

Movements of the indexes from one month to another
are usually expressed as percent changes rather than Ine, ,

changes in index points because index point changes are
affected by the level of the index in relation to its base CP'
period while percent changes are not. The example in the tanal enden aoeu n nase
accompanying box illustrates the computation of index
point and percent changes. Pe.-n

Percent changes for 3-month and 6-month periods
are expressed as annual rates and are computed accord- Ina .. oim ditffs-ee

ing to the standard formula for compound growth rates. OWidd by th. sinua itd
ThMe data indicate what the percent change would be Rlu etnstitlid by -oe h
if the current rate were maintained for a 12-month Etits a e heeng:
period.
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A Note on Seasonally Adjusted and Unadjusted Data

Because price data are used for different purposes by
different groups, the Bureau of Labor Statistics publishes
seusonally adjusted as well a unadjusted changes each
month.

For analyzing generis price trends in the economy.
seasonally adjusted changes are usually preferred since
they eiiminate the effect of changes that normally occur
at the same time and in about the same magttitude every
year-such as price movements resulting from changing
climatic conditions, production cycles, model change.
overs, holidays, and sales

The unadjusted data are of primary interest to con-
umenrs concerned about the prices they acustally pay.
Unadjusted data ar also used extensively for escalation

purposes. Many collective barganing contract agreements
and pension plans, for example, tie compensation changes
to the Consumer Price Index unadjusted for seasonal

variation.
Seasonal factors used in computing the seasonally

adjusted indexes are derived by the X-l1 Variant of the
Census Method li Seasonal Adjustment Program. The
updated seasonal data at the end of 1977 replaced data

from 1967 through 1977. Subsequent annual updates
wil replace 5 years of seasonal data, eg., data from 1974
through 1978 will be replaced at the end of 1978. The
seasonal movement of all item and 35 other aggregations
is derived by combining the seasonal movement of 45

selected components.
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24 Hour CPI Mailgram Service

Consumer P.ice Index data now are available by mail-
gram raithia 24 hours of the CPI release. The new-eraice
rs being offeced by the Sureau of Labor Statistics thmough
the NatiorDl Technical Informar'on Service of the U.S.
Depaurmcent oa Commerce.

The CPI MAILGRAM service provides unadjusted aind
seasonaily adjusted data both for :he All Urban Coansrners

(CPI-U) and for the Lrban Wage Earners and Clencal
Workers (CPI.W) Indexes as 5hown an the CPI-U sample
page below. The unadjusted data include the current
month's ndcx and the percent rhanges fcom 12 months
ago and one month ago. The seasonally adjusted data are
the percent changes from orne moath-ago.
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CHART 1: CPI for Urban Wage Earners and Clerical Workers
All Items and major components by expenditure class, 1968-79
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CHART 2: CPI for Urban Wage Earners and Clerical Workers:
All Items and major components by expenditure class, 1968-79
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CHART 3: CPI for Urban Wag. Earners and Clerical Workers
All Items and major components by expenditure claus. 1968-79
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CHART 4: CPI for Urban Wage Earners and Clerical Workers:
All Items and major components by expenditure class, 1968-79

Entertainment
Index, 1967=100
(Seasonally adjusted)

Setl-
let
- 2I
-1220
- 200
- 180
_ 160
_ .140

- 120

100

Perot
. - 40

- 30
1 20

_ 10
_ O

-10

log
- 240

- 200
_ loo
_ 160

_ 140
- 120

- 30
- 20

_ 10
_ 0
_ -to

1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979
* Unadjusted data used to calculate 12-month percent change. Percent
changes over 1-month spans are annual rates-calculated from seasonally
adjusted data.

I



23

Senator BENTSEN. Thank you, Commissioner Norwood.
I think that new breakout of data will be very helpful to us in

our evaluation.
Can you identify any specific service or commodity that costs less

than it did 1 year ago?
Ms. NORwOOD. We can certainly go through the records and see.

I cannot offhand identify any. Apparel prices have in general been
less than many others.

Senator BENTSEN. I would be glad to hear about something.
Ms. NORWOOD. Pork prices are less than they were 1 year ago.
Senator BENTSEN. All right.
Ms. NORWOOD. Poultry. There may be some others, too. We can

submit a small list. I'm sure it will be small.
Senator BENTSEN. Well, standard economic theory, of course,

teaches that a recession is supposed to cut the inflation rate. The fig-
ures indicate we have been in a recession now for a while. Do you
see any impact of that recession on inflation?

Ms. NORWOOD. I think, Senator, that we really, in looking at the
period of price change that we are in now, how to divide this into
several parts. There are certainly some elements of the rate of infla-
tion that are affected by policies that may be taken for cyclical pur-
poses and interest rates are certainly one thing that are included
in the CPI. There are also a whole set of elements in the CPI that
might be considered exogenous to any steps that are taken in the
economy. They therefore might not be expected to reflect the defla-
tionary effects of some of the events that occur normally in a cyclical
downturn. Energy, for example, is affected by outside forces. Then
I think there is a third element that is exceedingly important and one
which I know you and many others have been trying to address, and
that is the whole question of inflationary expectations.

So I think it gets to be rather a complex set of issues when one
looks at how prices would be affected by any particular turning
down or up in the economy.

Senator BENTSEN. One of the things that has been referred to as
a dissimilarity between the 1973-75 period and this recession is that
business merchants have better control of inventories. Then in July,
as I recall, inventories went up 1.9 percent, which is certainly a matter
of concern, and began to give a little more resemblance to what hap-
pened in 1974-75. Do you have any current numbers on what hap-
pened to inventories in August?

Ms. NORWOOD. No; I don't have any August data, Senator Bentsen.
There was certainly in the second quarter of 1979 some increase in
inventories and, as you know, there have been some economists who
have argued that there are difficulties in the measurement of inven-
tories. I may be able to find here-

Senator BENTSEN. That was a big problem in 1974-75. The inven-
tory buildup slipped up on business and they didn't find out about it
until after the fact, and supposedly they have made some advances
in trying to understand inventory buildup.

Ms. NORWOOD. The inventory situation now is not in the serious con-
dition that it was in 1973-75, as I understand it.
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Senator BENTSEN. Well, in 1973-75 businesses didn't think they
were in serious shape either. It wasn't until afterward that they
found out that their numbers were wrong.

Now, do we have any harder numbers than we did then?
Ms. NORWOOD. I can supply those numbers for the record. Those are

published as you know by I believe the Census Bureau. They are not
our numbers. I try to keep up with them, but I don't seem to have the
list with me.

Senator BENTSEN. But they are not your numbers.
Ms. NORWOOD. They are not.
Senator BENTSEN. Well, the prime rate has gone over 13 and 2

years ago it was closer to 7 percent. The interest rate is a major factor
in business costs. Is there any way you can estimate how much of our
current inflation is affected by high interest rates that are built in?
Let me give you an example, Commissioner. Let's suppose you are a
subdivider and you're borrowing some money to put in a subdivision
of new houses. You want to go get your permit commitment, get in-
terim money and your paying 131/4 plus probably 2 points in a floating
prime. Then you ask for your permit and they tell you the estimate
will be 9 points on the front plus whatever rate they arrive at, whether
it's 11 percent or whatever it may be. That 9 percent goes automatically
into the cost of those houses. That's just one example. Plus the monthly
payments that go up because of the high interest rates.

Do you have any measurement of how much of this inflation results
from the high interest rates that we have? We have seen the prime
rate virtually double in 2 years.

Ms. NORWOOD. No; I do not. What I can tell you is that in calculating
and compiling the Consumer Price Index we do have a component
which includes mortgage interest rates. That component is basically
mortgage costs which takes into account the increase in the rate for
mortgages plus, of course, the increase in cost of houses, since the size
of the mortgages become larger and therefore the mortgage interest
costs become higher.

A 10-percent increase in the mortgage interest rate would be re-
flected roughly in about 0.8-percent increase in all items CP1.

Senator BENTSEN. Let me have that again.
Ms. NORWOOD. A 10-percent increase in the mortgage interest rate

currently would result in approximately 0.8-percent increase in the all
items CPI. That's just the direct effect of the mortgage interest rate
on mortgage interest costs of consumers buying houses. It does not in
any way get at some of the other things that you were referring to.
We know of no way of doing that.

Senator BENTSEN. I see. Now, the inflation rate, from January
through July, was about 1 percent a month.

Ms. NORWOOD. Yes, sir.
Senator BENTSEN. Does today's data give you any feel that we have

changed that trend?
Ms. NORWOOD. I think that clearly the big change this month was

in food.
Mr. LAYNG. The only real change I think in the inflation picture

from the beginning of the year to the current situation is in food and
beverages where we had a moderation in the last 3 months. Actually,
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in housing I think we have had an acceleration and in energy we have
had a continuation of a very high rate of inflation. But the story this
year is really going to be energy, housing, and food in the early part
of the year.

Ms. NORWOOD. With the moderation for the end of the period in food.
Senator BENTSEN. I recall when Barry Bosworth was testifying

before us he said in those industries that had guidelines the prices
were going up less than in those industries not under the guidelines.
As I recall, he said they were trying to track those two groups to verify
whether that's correct or not. The way you're flipping through your
charts, I hope that means that you have some numbers.

Ms. NORWOOD. Well, we just thought you might ask us that, Senator.
We do calculate a special index and it shows a 0.7-percent rise this
month, seasonally adjusted. The 3-month seasonally adjusted annual
rate is 7 percent.

Senator BENTSEN. Is that for industries under the guidelines? Is
that what you're saying?

Ms. NORWOOD. Well, it is an index that is as close as we are able to
make it to those things which would be affected by the actions that
the Council on Wage and Price Stability takes. There is no way for us
to develop a specific index because of the way in which the guidelines
are developed, but it tries to take out such things as food and energy
and home purchase and mortgage interest costs which are not affected
by the guidelines, and then it takes the remainder as an index, and
that index is going up at roughly a 7-percent annual rate over the last
3 to 6 months.

Senator BENTSEN. As compared to-if you take those sectors out-
Ms. NORWOOD. Well, there are two ways of looking at it. One is it's

7 percent as compared to the 12 or 13 that we had in August. Another
way of looking at it-

Senator BENTSEN. If you take the 7 percent sectors out, then the
others must be going up even more.

Ms. NORWOOD. Another way of looking at it is to look back, and since
the beginning of the year, there was some acceleration in the spring
and the summer. It's a little bit less than it was. If you go back to
January, this index was 5.5. I'm giving you 3-month annual rates now.
In April it was up to 7.4 percent. It is now in August down to 7.0.

Senator BENTSEN. Well, do I understand that it finally gets to the
point that Barry Bosworth stated to us, that those sectors are affected
by the guidelines are substantially better performers than where in-
dustry is not affected by the guidelines; is that correct?

Ms. NORWOOD. I think that is correct.
Senator BENTSEN. That is correct?
Ms. NORWOOD. I think that is correct, yes.
Senator BENTSEN. Of course, we're talking about things outside the

guidelines like energy and we're talking about housing.
Mr. LAYNG. The statement you made concerning the remainder-

that it has accelerated a great deal more than other things in this
index-is correct.

Senator BENTSEN. That's the point I was trying to make.
Ms. NORWOOD. Yes; you're quite right, sir. I



Senator BENTSEN. I know that in June, gasoline prices rose 5.6 per-
cent. In July, they rose 5 percent, and in August they rose 4 per-
cent. Does that mean a leveling off of gasoline prices?

Ms. NORWOOD. I hope so.
Senator BENTSEN. I note again the price of gasoline and home heat-

ing oil has gone up at an annualized rate of about 75 percent in the
last 6 months and business firms have been paying more for petroleum-
based materials and energy. These costs get passed on to consumers
in higher prices.

Now of our current rate of inflation of about 13 percent, how much
of that can be attributed to the rise in petroleum prices? If you work
around that number, can you figure out how much that actually
affects the CPI increase?

Ms. NORWOOD. Some of that is, of course, the indirect effect that, as
I indicated earlier, there's really no way for us to get at. But I think,
Senator Bentsen, that if you look at table 2 that's attached to my
statement and if we look just at 1979, I think there are really some
rather interesting things that show up, particularly if you look at
the last column, which is entitled "Effect on all items."

What that really says is that on the 8.6, 2.4 points came from energy,
and that 1.6 of the 8.6 is gasoline alone.

Senator BENTSEN. Well, let's take another component then. New
car prices are about to be announced. Now, if they increase the new car
prices, say, 6 percent, can you give me a feel of how that would affect
the overall CPI?

Ms. NORWOOD. We can calculate that.
Mr. LAYNG. A few tenths probably. A 6-percent increase in new

car prices, which carries a weight in the index of about 4 percent,
would add up to a couple tenths.

Senator BENTSEN. I wish we could get a better feel for how much
these interest rates are affecting inflation. Is there any way to find
that?

Mr. LAYNG. You can do it in a normative way. You could work it
through an analytical process and get a static or normative estimate.
The unfortunate thing with those estimates is that they don't take
into account the demand and supply situations as they change. I think
it's one of the most perplexing analytical questions we have facing us.
There are a great many different estimates with respect to the impact
of these different things, for example, energy, which are so pervasive
in the economic system.

Senator BENTSEN. It's very frustrating. I'm going right down to
the Senate Finance Committee and we're talking about windfall
profits down there and trying to figure that out, but that's not enough.
We know there's an input coming back and an evaluation of that is
just extremely difficult. So we get estimates all over the lot and most of
those estimates are relatively sincere.

Ms. NORWOOD. Yes, indeed.
Senator BENTSEN. Well, Commissioner, let's hope next month is a

better month. We look forward to seeing you.
Ms. NORWOOD. Thank you, sir.
[Whereupon, at 10:35 a.m., the committee adjourned, subject to the

call of the Chair.]
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FRIDAY, OCTOBER 26, 1979

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The committee met, pursuant to notice, at 10:05 a.m., in room 5302,

Dirksen Senate Office Building, Hon. William Proxmire (member of
the committee) presiding.

Present: Senators Proxmire and McGovern; and Representative
Wylie.

Also present: John M. Albertine, executive director; Kent H.
Hughes and Paul B. Manchester, professional staff members; Mark
Borchelt, administrative assistant; Charles H. Bradford, minority
counsel; and Mark R. Policinski, minority professional staff member.

OPENING STATEMENT OF SENATOR PRONMIRE, PRESIDING

Senator PROXMIRE. This morning we've received the latest release
on the performance of the economy with respect to prices and real
earnings. Inflation last month continued as it has for the past year-
relentlessly. Every month we've had another increase at an annual rate
of between 13 and 14 percent. The Consumer Price Index increased at a
rate of 14 percent, last month. For 9 consecutive months the CPI has
gone up at a rate of about 1 percent a month, an annual rate of more
than 13 percent.

The outlook on inflation remains very bleak. Food prices have been
escalating rapidly. After 3 months of relatively slow increases, fuel
oil prices rose at an annual rate of 92 percent. Gasoline prices rose at
an annual rate of 51 percent. Fruit and vegetable prices rose at an
annual rate of 38 percent. Home financing costs were up at an annual
rate of 34 percent. Housing prices were up at an annual rate of 14 per-
cent. Used car prices declined for the seventh consecutive month. The
only other bright spot in the dismal September report is entertainment
prices. So, you are getting beaten to death on the essentials. At least
you can go to the movies and enjoy yourself, but other items increased
at a pace which no consumer will find entertaining.

Before proceeding, and without objection, I would like to place in
the record at this point the press release entitled "The Consumer Price
Index-September 1979."

[The press release follows:]
(27)
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United StatesNew s Department
of Labor

Bureau of Labor Statistics Washington, D.C. 20212

f.trick Jarkman (202) 523-7827 USDL-79-742
023-.416 TRANSMISSION OF MATERIAL IN THIS RELEASE

Fithryn Hoyle (202) 523-1913 IS E34BARGOED UNTIL 9.00 A.M. (EDT)
523-1208 Friday, October 26, 1979

THE CONSUMER PRICE INDEX--SEPTEMBER 1979

The Consumer Price Inden for All Urban Consumers (CPI-U) increased 1.0 percent before

seasonal adjustment in September to 223.4 (1967=100), the Sureau of Labor Statistics of the U.S.

Department of Lahor announced today. The Consumer Nrice Index for Urban Wage Earners and

Clerical Workers (CPI-W) also increased 1.0 percent before seasonal adjustment in September to

223.7 (1967-100). The CPI-D was 12.1 percent higher and the CPI-W was 12.4 percent higher

than in September 1978.

CPI for All Urban Consumers (CPI-U)--Seasonally Adjusted Chanqes

On a seasonally adjusted basis, the CPI for All Urban Consumers rose 1.1 percent in

September. the ninth consecutive monthly increase of about 1.0 percent. Food and beverage

prices advanced sharply in September following 3 months of very little change. The housing

and transportation componeots of the iden continued to increase substantially as mnrtgage

interest rates and prices of housed and energy items advanced. Prices for apparel and other

goods and services also rose notably in September. The index for medical care rose about the

same as in August. The 0.3 percent increase in the entertainment indes for September, however,

was substantially omaller than in each of the 2 preceding months.

Tabla A. Porcent changes i n CPI for All Urban Consumers (CPI-U)
Seasonall aIdjusted ~Dadjusted

Comound

Changes from preceding month annual rate 12-noS.

Expenditure 1979 j 3-mos. ended ended

__ category j Mar. Apr. May June July Aug. Sept. Sept. '79 Sept. '79

All items 1.0 1.1 1.1 1.0 1.0 1.1 1.1 13.2 12.1

Food and beverages 1.0 .9 .7 .2 .1 0 .9 . 4.3 9.8

Housing 1.0 1 1.2 1.3 1.2 1.4 1.2 16.1 13.1

Apparel and upkeep 1.5 .5 0 -.1 -.1 .7 1.3 7.7 4.9
Transportation 1.2 2.0 1.0 1.7 1.8 1.5 1.2 19.5 17.3

Medical care .6 .6 .6 .7 .7 .8 .9 9.9 9.5

Entertainment .9 .e .5 .1 .7 .7 .3 7.2 7.2

Other goods and services .6 .5 .5 .5 .5 1.0 1.6 12.6 7.4

(Data for CPI-U are shown in tables 1 through 3.)
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During the 3 months ended in September, the CPI-U increased at a seasonally adjusted

annual rate of 13.2 percent, about the same as in the first and second quarters of the year.

The September rise of 0.9 percent in the food and beverage component was the largest

increase since April. Prices of grocery store foods increased 1.1 percent. Fruit and

vegetable prices rose 2.7 percent after seasonal adjustment and accounted for about one-third

of the increase. The index for meats, poultry, fish, and eggs, which had declined

substantially in each of the preceding 3 months, rose 0.7 percent in September. A turnaround

in beef and egg prices more than offset the continued decline in prices for pork and poultry.

Indexes for cereal and bakery products and dairy products showed smaller increases in

September. Prices of the other two components of the food and beverage index--restaurant meals

and alcoholic beverages--each rose 0.6 percent in September. The increase in restaurant meals

was about the same as in July and August, but consi4erably less than the average monthly rate

of increase during the first half of the year.

The housing index rose 1.2 percent in September, the eighth consecutive month of large

increases. Rising household fuel prices and homeownership costs continued to account for most

of the increase. Fuel oil prices rose 5.6 percent. The index for gas and electricity also rose

substantially in September, but by less than in each of the preceding 4 months. In September,

house prices rose 1.1 percent. Home financing costs rose 2.5 percent, reflecting increases in

both mortgage interest rates and house prices. Charges for home maintenance and repairs rose

1.0 percent.

The transportation component advanced sharply for the eleventh consecutive month in

September. Gasoline prices rose 3.5 percent and accounted for over four-fifths of the trans-

portation increase. New car prices rose 0.4 percent on a seasonally adjusted basis in

September, the same as in August. The rise in new car prices was moderated somewhat by mnu-

factrers' rebates offered on some models. Used car prices declined for the seventh consecu-

tive month. The index for public transportation rose 1.6 percent in September, following

59-671 0 - 80 - 3
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increaus Of I'S percent in July And 3.0 pereent in August. Airline fares, intercity bus fares,

and taxi. faree all showed subetential increases for the third consecutive month.

The index for apparel and upkeep roe 1.3 percent in September compared with 0.7 percent

in Auguset and a decline of 0.2 percent in the 3-month period ended in July. Prices of moot

apparel commoditiem increased subetantially in September, reflecting the continued introduction

of fall and winter wear. Chargee lor apparel serviese rose 1.2 percent in leptember compared

with 1.0 percent in Auguat.

The medical care index rose 0.9 percent in leptember, about the eame ae in Auguet.

Charges for physicians' ervicese and hoepital roome roes 0.7 and 0.6 percent, respectively,

following increaeee of 0.0 and 1.2 percent in Auguet. The index for medical care commodities

in September continued to increase at about the same rate an during the preceding 3 months.

The index for entertainment roce 0.3 percent in September, compared with increasee of

0.7 percent in both July and August. The index for other goode and services roae 1. percent

in September, following an increaee of 1.0 percent in August. Higher prices for tuition and

other educational expensee accounted for over two-thirds of the increase.

CP! for Urban Nae o arnere and Clerical Worxqre (CpZ-W)--Seeonallv Adlueed Chnce

On a eeasonally adjusted basis, the CP1 for Urban Wage earners and Clerical Workers

rose 1.1 percent in September, the ninth consecutive monthly increase of 1.0 percent or

more. Yood and beverage prices advanced eharply in September following 3 nonths of very

little change. The housing and transportation componente of the index continued to increae

substantially ae mortgage interest ratee and prices of housee and energy items advanced. Most

other major categoriec of consumer epending registered larpgr price increases in September than

in August,.

The September rice of 0.9 percent in the food and beverage index wae the largeat

inoreaee eirce March. Pricee of grocery store foods increased 1.1 percent. The index for

meats, poultry, fieh, end eggs rose 1.0 percent in September. A turnaround in beef and egg
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prices more than offset the continued decline in prices for pork and poultry. Fruit and

vegetable prices rose 2.1 percent after seasonal adjustment, about the same as in August.

Indexes for cereal and bakery products and dairy products showed smaller increases than in

September. Restaurant meals rose 0.5 percent in September, somewhat less than in recent

months.

The housing index rose 1.2 percent in September, the eighth consecutive month of large

increases. Rising household fuel prices and honeownership costs continued to account for most

of the increase. In September, house prices rose 1.2 percent and home financing costs rose

2.5 percent. Fuel oil prices rose 5.7 percent, while the index for gas and electricity rose

1.3 percent in September, the same as in August.

The transportation component advanced sharply for the eleventh consecutive month.

Gasoline prices rose 3.5 percent in September and accounted for over four-fifths of the

transportation increase. New car prices rose 5.5 percent on a seasonally adjusted basis in

September, compared with 0.3 percent in August. Used car prices declined in September for

the seventh consecutive month. The index for public transportation rose 1.1 percent in

September, following increases of 1.2 percent in July and 1.6 percent in August, as

airline fares, intercity bus fares, and tani fares all showed substantial increases.

The index for apparel and upkeep rose 1.0 percent in September compared with 0.5

percent in August and a decline of 0.1 percent in the 3-month period ended in July. Prices

of most apparel commodities increased substantially in September, reflecting the continued

introduction of fall and uinter wear.

The medical care index rose 1.0 percent in September, compared with 0.8 percent in

August. Charges for physicians services and hospital rooms rose 1.1 and 0.6 percent,

respectively, following increases of 0.8 and 1.1 percent in August.
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The index for entertainment rossj.7 percent in September compared with 0.3 percent

in August. The index for other goods and\eervices rose 1.2 percent in September, the same

as in August. Higher prices for tuition and other educational expenses Accounted for about

two-thirds of the increase.

Table B. Percent changes in CPI for Urban Wage Earners and Clerical Workers (CPI-W)
Seasonally adjusted - Unadjusted

Compound
Expenditure Changes from preceding month annual rate 12-ins.

category 1979 3-ios. ended ended
Mar. Apr. May June July Aug. Sept. Sept.'79 Sept.179

All Items 1.1 1.1 1.0 1.0 1.0 1.0 1.1 13.2 12.4
Food and beverages 1.2 .8 .4 .3 .2 0 .9 4.3 10.0
Housing 1.0 1.1 1.3 1.3 1.2 1.4 1.2 16.3 13.3
Apparel and upkeep 1.3 .4 -.1 -.2 .2 .5 1.0 7.2 4.6
Transportation 1.2 2.0 1.8 1.8 1.7 1.5 1.2 19.4 17.5
Medical care .6 .7 .6 .9 .8 .8 1.0 11.2 9.8
Enter'-ainment .9 .5 .8 .1 .7 .3 .7 7.3 7.2
Other goods and services .5 .5 .5 .4 .4 1.2 1.2 11.5 7.2

(Data for CPI-W are shown in tables 4 through 6.)



33

Technical Notes

Brief Explanation of the CPI

The Consumer Price Index (CPI) is a measure of the
average change in prices over time in a fixed market basket
of goods and services. Effective with the January 1978
index, the Bureau of Labor Statistics began publishing cPrs
for two population groups: (1) a new CPH for Al Urban
Consumers (CPI-U) which covers approximately 80 percent
of the total noninstitutional civilian population; and (2) a
revised CPI for Urban Wage Earners and Clerical Workers
(CPI-W) which represents about half the population covered
hy the CPI-U. The CPI-U includes, in addition to wage
earners and clerical workers, groups which historically have
been excluded from CPI coverage, such as professional,
managerial, and technical workers, the self-employed, short-
term workers, the unemployed, and retirees and others not
in the labor force.

The CPI is based on prices of food, clothing, shelter, and
fuels, transportation fares, charges for doctors' and dentists'
services, drugs, and the other goods and services that people
buy for day-to-day living. Prices are collected in 85 urban
areas across the country from over 18,000 tenants, 18,000
housing units for property taxes, and about 24,000 establish-
ments-grocery and department stores, hospitals, filling sta-
tions, and other types of stores and service establishments.
All taxes directly associated with the purchase and use of
items are included in the index. Prices of food, fuels, and a
few other items are obtained every month in alt 85 locations.
Prices of most other commodities and services are collected
every month in the five largest geographic areas and every

other month inother areas. Prices of rnost goods and services
are obtained by personal visits of the Bureau's trained repre-
sentatives. Mail questionnaires are used to obtain public
utility rates, some fud prices, and certain other items.

In calculating the index, price changes for the various

items in each location are averaged together with weights

which represent their importance in the spending of the
appropriate population group. Local data are then com-
bined to obtain a US. city average. Separate indexes are
also published for 28 local areas. Area indexes do not mea-
sure differences in the level of prices amring cities; they
only measure the average change in prices for each area
since the base period.

The index measures price changes from a designated re-
ference date-1967-which equals 100.0. An increase of
22 percent, for example, is shown as 122.0. This change
can also be expressed in dollars as follows: The price of a
base period "market basket" of goods and services in the
CPI has risen from $10 in 1967 to S12.20.

For further details see the following: The Consumer
pice Index: Concepts and Content Over the Years.

Report 517, revised edition (Bureau of Labor Statistics,

May 1978); The Revision of the Consumer Price Index,

by W. John Layng, reprinted from the Statistical Reporter,

February 1978, No. 78-5 (U.S. Dept. of Commnerce),
and Revisions in the Medical Care Service Component

of the Consumer Price Index, by Daniel H. Ginsburg,

Monthly Labor Review, August 1978.

A Note About Calculating Index Changes

Movements of the indexes from one month to another

are usually expressed as percent changes rather than Index Pei

clh-ges in index points because index point changes are

aliected by the level of the index in relation to its base nPe

period while percent changes are not. The example in the Eq..rs Ine. poins han.:

accompanying box illustrates the computation of index

point and percent changes. teens

Percent changes for 3-month and 6-month periods n. veins diffemnes

are expressed as annual rates and are computed accord- .i dedtbyihtd i idn e

ing to the standard formula for compound growth rates. Ei.8 on

These data indicate what the percent change would be RtsoIts esulstivled by enW.

if the current rate were maintained for a 12-month E4usl. Pnnant esp:

period.
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A Note on Seasonally Adjusted and Unadjusted Data

Because price data are used for different purposes by
different groups, the Bureau of Labor Statistics pubishen
seasonally adjusted as well as unadjusted changes each
month.

For analyzing general price trends in the economy,
seasonally adjusted changes are usually preferred since
they eliminate the effect of changes that normally occur
at the seame time and in about the same mstgnitude every
year-such us price strovements resulting from changing
climatic conditions, production cycles, model change-
overs, holidays, and sanes.

The unadjunted data are of primary interest to con.
sumers concerned about the prices they acutally pay.
Unadjusted data are also used extensively for escalation

purposes. Many collective baurtir4 contract agrecrnroex
and pension plans, for exsmple, tie orompenntiou changes
to the Consumer Price Index unsitjueted fOr seasoal2t
variation.

Seasonal factors used in computing the semonaiiy
adjusted indexes are derived by the X I Vtinm of tbe
Census Method If Seasonal Adjusiment Programr Thc
updated seasonal data at the end of 197' repipctd dlta
from 1967 through 1977. Subaequent annual updaes
will replace 5 years of sceasonal data. e.g., data from i971
through 1978 will be replaced at the end of 978. The
seasonal movement of aU items sad 35 othrr aggicgatriov.
is derived by combining the seasonal movement of 45
selected components.
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24 Hour CPI Maligram Service

Consumer Price Index data now urs aWalable by mail-
gram withIn 14 hours of the CPI release. The new aervice
it being offered by the Bureu of Lcobr Statistics through
the National Technical Infeorarion Service of the U.S.
Depetment of Commerc.

The CPI MAILGRAM ervice provides unadjusted and
sessonally adjusted dSaa both for the ALU Urban Corsntens

(CPI-U) and for the Urbat Wile Earren mAd Clercal
Worxexn (CPI.W) Indexis U shown ao the CPI-U sample
pago below. The unadjusted data Include the curreot
month's index and the percent chtnges from 12 months
aS and ona month ago, The asuonally adjusted data as
the percent changes from one month ago.
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CHART 1: CPI for Urban Wage Earners and Clerical Workers
All Items and major components by expenditure class, 1968-79
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CHART 2: CPI for Urban Wag* Earners and Clerical Workers:
All Itoms and malor components by expenditure class, 1968-79
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* Unadjusted data used to calculate 12-month percent change. Percent
changes over 1-month spans are annual rates calculated from seasonally
adjusted data.
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CHART 3: CPI for Urban Wage Earners and Clerical Workers:
All Items and major components by expenditure class, 1968-79
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CHART 4: CPI for Urban Wage Earners and Clerical Workers:
All items and major components by expenditure class, 1968-79
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Senator PROXMIRE. Yesterday Chairman Schultze of the Council ofEconomic Advisers said that our basic rate of inflation cannot be re-duced below 8 or 9 percent in the near future and that this basic ratemay be subject to continuing shocks in the form of higher oil prices.If we can't contain these oil price increases we may be subject totemporary double-digit inflation.
We also have the shocking disclosure of the Federal Reserve, whichwe all regard as, if not perfect, close to it. It made a $3 billion blunderin reporting the money supply figures; they did this shortly afterChairman Volcker told us that if we wanted to know what the Fed isdoing, keep your eye on the money supply figures. [Laughter.]So, we have a disturbing situation.
Mr. Kahn, please proceed in your own manner.

STATEMENT OF RON. ALFRED E. KAHN, CHAIRMAN, COUNCIL ON
WAGE AND PRICE STABILITY, ACCOMPANIED BY R. ROBERTRUSSELL, DIRECTOR; AND ALFRED FROMM, DEPUTY ADVISER
TO THE PRESIDENT ON INFLATION
Mr. KAHN. The figures for September demonstrate once again thatinflation is certainly our No. 1 economic problem. I hope you can tell.us when the administration's anti-inflation program is going to showsome results.
Let me begin, Senator, by getting to your question indirectly andtalking for about 5 minutes on what the numbers show.Senator PROXMIRE. Let me just correct something. I understated themistake the Fed had made. It was a $3.7 billion error.Mr. KAHN. l am happy to point out that the Fed is an independentagency [laughter] which I have no responsibility for. As the line wasin West Side Story, "Officer Krupke, I have problems of my own." Iwish I could honestly say that it is a pleasure to be here.The CPI for September continues 1979's unbroken string of badnews. As you point out there was a 1.1-percent increase. That s a 13.9-percent annual rate. We've gone over this discouraging record so manytimes. Senator Proxmire, that I am going to try not to bore you withthe laborious repetition.
Instead, it seems to me that it might be most useful just to make afew specific observations in the light, first, of the record in the first 8months of 1979 and then in the light of the September figures whichare, as you suggest, essentially more of the same.
In the year preceding the beginning of the first year of the Presi-dent's anti-inflation program, that is the year ending October 1, 1978,the CPI went up 8.3 percent. Through all of 1979, as you observed, weare very close month after month to 13 percent.
First, the preponderant share of -this has been and continues to beenergy and I'd like, after making these points, to draw just a few con-clusions. I haven't had time to incorporate the September figures, butin the 6 months immediately preceding, energy alone directly ac-counted for 38 percent of the increase in the CPI. That was 5 pointsof the 13. And that's only the direct effects that have impacted directlyin the prices of gasoline and fuel oil. That doesn't include its indirecteffects as they ripple throughout the economy.
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So, it is clear, first of all, that our problem is very heavily an energy
problem.

In September, energy prices, as you point out, behaved very badly,
though in point of fact not quite so badly as in the preceding months.
Energy rose at only a 40-percent annual rate, but gasoline and fuel oil
increased at much higher rates.

Other than that, second, it is not essentially a problem of food,
and I think it is quite essential to point out, in the first 5 months
of the present program-November through April of this year-food
prices did increase very sharply and painfully. Prices went up at a
rate of 15.5 percent. But I am not sure whether people are aware that
since April, food has been helping us enormously. Between April and
August, that is, until this last month, food prices went up an annual
rate of 3 percent. Food for purchase and use at home actually declined
for the last 3 months.

Now, it is true that in September one of the reasons this is indexed
in -September as slightly worse than the averages is that food went
up 0.9 points which is over the edge of double digit. But you can't look
at food month by month.

As I observed, even in March, when the food was moving up so
painfully that very largely the prices of food to the farm-those prices
go up and they go down. We were very wise, I think, to keep our hands
off because food at the farm has been going down very sharply ever
since.

I will say a word in a moment about food margins, but food has not
really been an identifiable part of our problem. That's the second point
I want to make.

Third, home purchase and finance-home ownership. The finance
insurance part of that index has been going up at about a 25-percent
annual rate in the last 6 months. It went up 1.8 percent in September
and that has added something like 2 points to the inflation rate. This
component of the index on the cost of buying homes, and I want to
come back to that because as you know, Senator, as we have discussed
and I would like to point out briefly that it is terribly misleading in
terms of what inflation is doing for the cost of living of the American
people. And I want to come back to that because that's two points of,
I think, heavily misleading things in the CPI.

The fourth is the point we've made many times in that the portion
of the OPI, that is subject to our wage and price standards, that in a
sense what they apply to has been running quite steadily at about 7.5
percent. That is nothing to write home about.

Indeed, it is troubling that in September it was 8.0 percent. But it
is important to recognize that the underlying rate of inflation, that
is to say, continuing cost-related rate of inflation is still well below
the double-digit level.

Chairman Schultze uses the figure of something like 8.5 percent,
and I think that probably is more accurate in terms of the underlying
rate. And we can go into that if you want. Because the figures that I've
given you here-the 7.5 percent-leave out producer durables. They
leave out construction; they leave out exports. So, I think there is
nothing wrong with saying that the underlying rate is about 8.5
percent.
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Fifth, margins. Food margins for a while were very troublesome
to us. As prices on the farm began to go down very sharply, prices at
retail did not go down. Indeed, for a while, they continued to rise.
As a result, the spread between farm prices and retail prices expanded.
In the 3 months, ending March, they went up 3.6 percent. That's an
actual increase. In the next 3 months, they went up 6.5 percent. So,
in that 6-month period they went up over 10 percent, and that means
that at an annual rate, food margins were going up to something like
22 percent.

We were concerned about it. The President and I called in a number
of people from food processing and retailing to urge them to pass
these margins on more rapidly, and I am pleased to report that in the
3 months ending in September, food margins have scarcely gone up
at all. As best we can tell, it's about one-half percent.

So, that the public is beginning to get the benefit of those reduced
prices at retail.

Sixth, energy margins, of course, are our most troublesome, indeed,
urgent problem. And I would just like to give you some rumbers about
the margins of the refiners of petroleum products. And these are
actual percentage increases that we get from the national aggregate
figures. In the 3 months ending March, those margins went up slightly
over 10 percent. Just in those months. That is over 40 percent per year.

In the 3 months ending June, they went up over 15.5 percent. That
is over 65 or 70 percent on an annual basis, and mark this; *as best
we can tell, our latest estimate in the 3 months ending September,
those petroleum refiner margins went up 37.5 percent. And that is
j ust in those 3 months.

If you want to get it on an annual basis, even without compounding,
you are well over 100 percent. So, we have witnessed really sharp,
extraordinarily sharp increases in petroleum refiner margins.

Stated another way, less than half of these very painful increases
in annual rates of 60, 70 and 80 percent that we've been experiencing
in the prices of petroleum products are explainable by the price of
crude oil, and more than half explainable in terms of the difference
between the price of crude oil and the finished products.

Now, I wish that I could today give you a more definitive analysis
of what exactly has been happening at that level. Undoubtedly, what
has happened is that the refiners have been buying refined products
in the spot market, and in some considerable measure that was neces-
sitated by our goals of increasing our storage of home heating oil to
tfe. 240 million barrels.

So, we are having to look very carefully at this. But so far as we can
tell at this time, we cannot reconcile the assertion by the major oil
refiners that they are complying with our voluntary price standards
which require them to hold their gross margins in absolute dollars to
increases of no more than 6.5 percent. And their profit margins in ab-
solute dollars to no more than 6.5 percent.

We are having great difficulty reconciling that with these aggregate
figures that seem to show refinery margins going up very sharply. And,
of course, the profit reports of the oil companies that have been com-
ing in during the last few days have further pushed us into a crash
attempt to go through the financial data that they have supplied to us
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in order to see if we can come up with answers about where the dif-
ficulty lies.

All right. What conclusions does this lead to ? The first familiar and
dreary one is that I see no short-term relief in sight. I can't begin to
tell you what is going to happen to energy prices. The OPEC price
ministers are meeting in December. They seem to have learned the
lesson that less is more, and I can offer no assurances that they may not
increase the prices they charge us.

Mortgage interest rates are going to keep going up during the next
several months, and that is going to have a direct effect on continuing
the rate of inflation at the double-digit level that I've already pointed
to.

Second, it seems to me we have to address ourselves to the ways in
which the home purchasing component of the Consumer Price Index
misleads us about what is happening to the cost of living.

The Consumer Price Index does not measure what happens to the
cost of living. This is not a quarrel with the Bureau of Labor Statistics.
They are a totally professional, apolitical group of people, but they
are not measuring what happens to the cost of living. The homeowner-
ship component is the outstanding example of that.

There is nothing in the Consumer Price Index that measures what
is happening to my cost of living and the continued cost of owning a
house that I bought not this month, but months ago. There is nothing
in there that shows that I am continuing to pay on a 6-percent mort-
gage on the house that I bought in the interim. That is simply not
included in the Consumer Price Index because it is not in the market
of the things that are purchased today. That means that for the over-
whelming majority of Americans who own their own homes, the CPI
pretends that their cost of living has gone up by 2-more than 2 points
per month in the last several months-but it hasn't.

Now, it would be bad enough that people are really misled by that.
But in addition we have indexing built into our economy. We have
cost-of-living adjustment clauses which are based on the Consumer
Price Index. Therefore, there are people who own their homes, have
no intention of buying new homes, whose incomes are going up by 13
percent per year when in fact their cost of living is going up by less
than 11 percent a year. And it seems to me that we must address our-
selves to that, though it is an extraordinarily difficult problem both
conceptually and politically.

The third conclusion: We have to continue to attack inflation wher-
ever we see it, and you'll forgive me for using this platform as an
occasion for observing that Congress has before it or shortly will have
before it the hospital cost containment bill, and we can go into the
merits of that if you wish.

It is a major opportunity to put a cap on spiraling costs of medical
care and therefore I strongly urge you to vote for that bill.

Fourth, as I've said the inflation problem lies very very heavily
on our energy problem and it must be attacked directly through the
various components of the energy program that the President has
introduced in Congress. This you have before you. But let me em-
phasize particularly in light of what the showings are about refiner
margins, in light of the role of energy costs in the CPI, and finally
in what profit figures are showing, I want to underscore the urgent
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necessity for passing that windfall profits tax, the just urgent neces-
sity both in terms of fairness to the American people and in terms of
having a fund which can then be used this winter to help poor people
who are going to have the painful problem of choosing between heat-
ing and eating. And second, to set us on the road toward making our-
selves more nearly independent of the Middle Eastern countries than
we now are. And I guess those are my four conclusions, Senator
Proxmire. Thank you.

Senator PROXMIRE. Well, thank you very much, Mr. Kahn.
Mr. Kahn, you said that you don't see any short-term relief in

sight. That implies that you think we are going to have inflation
with us at a double-digit rate for some time to come, maybe for 1 year
or more. You cited the OPEC prospects and the mortgage interest
rates, which are likely to rise. You didn't say anything about food
prices, but I take it that they are likely to perform as they have over
the last 3 or 4 years, not as they did earlier this year.

Do you expect on the basis of your expert knowledge that we are
likely to be faced with an inflation situation of double-digit propor-
tions for 1 year or more to come? -

Mr. KAHN. I have been saying, Senator, honestly for several months
that I thought we had a real chance of getting the rate of inflation out
of double-digit levels in the months ahead. I observed that all of the
private inflation forecasts with which I am familiar, predict inflation
in the year ahead at the 8- or 9-percent rate. When I made those state-
ments it was because of the kind of facts I've been presenting to you.
But I could not believe that energy costs could continue in the year
ahead, continue to go up at 60, 70, and 80 percent annual rates.

Second, we all expected that the cooling off of the economy would
permit a reduction in interest rates which would begin to turn down
this rate of increase in homeownership costs.

Finally we were beginning to see the effects of a tapering off in raw
material markets. I continue to think we have a real chance of doing
that because those three changes alone that I have mentioned, would
quickly get us below 10 percent. We no longer can say to ourselves that
OPEC is unlikely to keep increasing its prices at the 16- to 18-percent
range. I think the critical variable is not the price that they post, but
their production policies. And a couple of million barrels a day cut-
back in OPEC production is just going to keep us at the present rate.

And the second, of course, is mortgage interest rates.
Senator PROX-MIRE. In addition to that, though, you have the very

disturbing fact that your wage guidelines seem to be in the 6- to 8-
percent range. productivity is decreasing, not increasing, and that's a
fundamentally inflationary situation-unit wage costs are likely to be
increasing at a rate close to 10 percent. If that's the case, I just don't
see how you can get inflation down much below 10 percent for a long
time.

Mr. KAI-IN. I find it hard to quarrel with you, Senator. I'd just like
to make a few observations which have the disadvantage that they
don't offer much hope, but they are the truth.

The first is that labor may attempt to recover the 13-percent rate of
the CPT increase by increasing wages. But the arithmetic for the coun-
try as a whole is that we cannot recover as a country as a whole.
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Senator PnoxxIRE. I am making the assumption that they won't do
that, even staying within their guidelines. The settlements could be
quite modest, and labor could continue to take a beating, as they have
over the last year-real income is down 4.3 percent.

Let me ask you this, the administration's latest official forecast is
that inflation for all of 1979 will be 10.6 percent. For the first 9 months
of this year the CPI has increased at an annual rate of 13.4 percent. In
order to achieve 10.6 percent for the year as a whole, in the last 3
months you would have to average 2.5 percent. Now, you know that
that is not going to happen.

So, why doesn't the administration issue a new forecast in order to
maintain some credibility?

Mr. KAHN. I can't give you a good answer. There is a regular time
at which these estimates are made and then remade, and I don't even
know at the moment when the next one is due. Do you happen to know,
Mr. Russell?

Mr. RuSSELL. No.
Mr. KAHN. I have no difficulty in attempting to maintain our credi-

bility by pointing out that none of us believes that we are going
to have a 2-percent rate of a CPI increase in the next several months,
and we have informally been saying that we would be doing well to
hold December to 11 percent. And now with the September results,
it looks as though even the 11 percent may be impossible to achieve.

But I guess the other side of the coin is that these estimates are
made regularly, and since they are only projections I think it would
be quite foolish for the administration to be chasing around every
week trying to change. I think it clearly is unachievable.

Senator PROXMrIRE. When will the new wage guidelines be issue?
Can you give us a general idea about likely changes? Is the delay
in issuing the guidelines hurting the President's anti-inflation pro-
gram, since the performance of wage costs is absolutely crucial, as
you know, to getting inflation under control?

Mr. KAHN. Well, first, we do, as you observed, in effect have an 8-
percent standard. Part of our understanding with organized labor
that led to the formation of the Pay Advisory Committee was that
we would leave to the Committee the formulation of recommenda-
tions about any changes in the standards of living while we would
carry over the first standards with the Council on Wage and Price
Stability redressing any inequities.

The Council has already made it clear that the workers who com-
plied with the standard in the first year but did not have the benefit
of cost-of-living protection that a 1-percent upward adjustment would
automatically be accepted. So, in effect, we have an 8-percent standard.

Second and finally, we think that bringing organized labor into
collaboration, from the outside to the inside and setting up a kind
of participation in which business members and labor members and
representatives of the public would cooperate in trying to get the
necessary restraint was so important and so hopeful to us that it was
worth delaying the promulgation of new standards which I think
the public would have regarded as largely an empty gesture, anyhow.

Senator PROXMIRE. NOW, will there be numerical guidelines or not?
Mr. KAHN. I can't guarantee that, Senator, because the Commit-

tee will be meeting Monday and addressing itself to that question. I
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do find it very difficult to believe that in a program in which 80 per-
cent of the workers covered are nonunion and which we must rely
very largely on self-administration and voluntary compliance, I find
it difficult to believe that we can dispense with a number.

Senator PROXMIRE. It seems hard for me to understand how you can
have effective guidelines without a number. After all, restraint is
fine. Some people would say restraint is 12-percent wage increases,
with inflation as high as it is. So, it seems to me you have to have
a number. But you have to wait until you have further meetings on
that.

Now, you referred on "Face the Nation," October 14, to organized
labor as a prodigal son and business as a home-abiding daughter.

Do you mean by this that labor hasn't abided by the guidelines, but
business has? How do you reconcile this with your claims of success for
the wage guidelines and the recent sharp increases in corporate profits?

Mr. KAHN. That was not precisely what I meant. What I meant was
that organized labor was standing aloof from the standards that were,
in fact, attacking them. Its official position was that the voluntary pro-
gram was to be ignored and that they wanted mandatory price and
wage controls. And one labor leader after another was simply saying
we are going to pay no attention to the standards. What we thought it
was important to do was to bring them inside and try to enlist their
cooperation. It was only in that sense that I was referring to it as a
prodigal son that we were making great efforts to bring in.

In point of fact even the major union wage settlements, if you look
at the Teamsters, rubber, electrical, and automobile workers, and you
make honest effectual estimates of the increase in wage costs that they
impose, those four settlements did reflect definite deceleration of wage
increases as compared to the 1976 contracts.

Senator PROXMIRE. I notice in the release on real earnings that
workers in every single industry took a beating, without exception. For
example, for a married worker with three dependents, in September
1978, spendable average weekly earnings were 4.4 percent below the
level in September 1977; in mining this was down 3.4 percent; in con-
struction, down 3.3 percent; in manufacturing, down 4.7 percent; in
transportation and utilities, down 2.6 percent; in wholesale and retail
trade, down 3.2 percent; in finance, down 4.7 percent; and in services,
down 3.6 percent. Virtually every group in the economy is losing.

So, it would seem to me that the worker is the home-abiding
daughter. If there's a prodigal here, it's not the worker, it must be
business.

Mr. KAHN. I don't think that's correct. I think that the cost of
energy particularly, is a cost to the economy as a whole. It's very
largely the scores of millions of dollars that are being extracted from
us by the price increases from OPEC, and they are being extracted
from all of us.
* Just one second point on that, please. Observe that those figures on

real disposable earnings represent figures for money earnings adjusted
for the Consumet Price Index. And please remember that the Con-
sumer Price Index does not measure the cost of living.

For example, two points of that correction is for this-I hate to use
the word "fraudulent," because it is not an incorrect statistic.
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Senator PROXMrIRE. Well, it's the best we have. You're right, it's
wrong. I would like to also ask you-what are you doing about it?
After all, these are administration statistics. They aren't issued by the
Joint Economic Committee. You're dead right. They are fraudulent,
they are wrong, they are distorted. Why not change them, and why not
change them right now, so that they appropriately reflect the propor-
tion of the homebuyers who were affected by the increase in interest
rates? It seems to me that that is a simple mechanical adjustment.

Mr. KAHN. I wish it were, Senator Proxmire.
Senator PROXMIRE. Why isn't it?
Mr. KAHN. I would love to have your help in that. I can think of

only two reasons. One is that it is extremely difficult to handle con-
ceptually. The Consumer Price Index measures what happens to the
cost of a given market basket of goods. The market basket includes
the purchase of homes. And so in a particular month you ask yourself
what has happened to the various components of that market basket.
It is very hard to know how to change that to incorporate something
that isn't in the market basket of what people bought. That is to say
to include the carrying costs of homes that people bought in the past.
It's just a basic departure from the basic idea of what the Consumer
Price Index is.

Then there's the second reason, and that's a political one. As I under-
stand it, the Bureau of Labor Statistics has tried several times to make
a plausible issue-issue a different type of standard. But remember the
CPI, is a political number in the sense not that it's formulated politi-
cally, but it determines who gets what and how much.

And therefore, as I understand it, there were great political pres-
sures imposed to abort that effort. All I can tell you is that I am going
to try again, and I solicit your help.

Senator PROXMIRE. You certainly have it.
Congressman Wylie.
Representative WYLIE. Thank you very much, Senator.
Last week Mr. Volcker appeared before our committee and attrib-

uted much of our inflation right now to energy costs. As I understand
it, you do, too. Is that a fair statement?

Mr. KAHN. Yes, that's true.
Representative WYLIE. Is there any way, Mr. Kahn, that economists

or other analvsts can say with authority what percentage of our pres-
ent rate of inflation originates with energy costs?

Mr. KAHN-. Certainly not down to the last decimal point. We can
make the first and most obvious adjustment that I have which is
simply to say if the direct prices of gasoline and home heating oil, jet
fuel and so on, if those prices had gone up only as much as the rest of
the Consumer Price Index, how much lower would the CPI be? And
that's what produced the 38-percent figure which I said is the direct
effect of the 38 percent of the total. That leaves out the indirect effects
via the cost of air travel. via the cost of bus fares, via the cost of
drugs, polyethylene bags, fibers, and so on. It goes in indirectly.

Representative WYLIE. Can you say with any degree of certainty
what proportion originates with OPEC and the international oil com-
panies and what portion originates domestically?

Mr. KAHN. Again I'll have to give you two kinds of ideas. One, is
the direct contribution to those higher product prices of the increased



54

cost of crude oil to the refinery is less than 50 percent. Months ago we
did it for gasoline and we estimated that it was only in the 85 to 40
percent range.

Mr. RUSSELL. Crude oil is about a third right now. You get close to
half when you include the costs of refined and semirefined products.

Mr. KAHN. May I just make the second point?
That explains the 85 and 50 percent; 85 is crude oil. But second,

OPEC also directly affects the supply of oil in the world market by
their production policies. And there is no doubt in my mind whatever
that the loss of Iran's production which contributed to an imbalance
between the available supplies and our demands which were going up
at that time. It contributed also to increasing product prices creating
scarcities, returning to increases in refinery margins at product prices
because in the end the end market price is set by demand and supply.
So, it was not all reaped, that is the scarcity value is not all reape in
the crude oil price.

Representative WYLIE. Well, if as you say inflation is due largely
to energy inflation, then our monetary and fiscal policy and our wage
and price guidelines are being held hostage by our lack of energy policy.

Mr. KAHN. I don't feel fully competent to address myself to the
premise behind your question which is that we lack an energy policy.

Representative WYLIE. Are you saying that we are helpless to fight
inflation without an energy policy?

Mr. KAHN. Well, I think we would all agree that the many pieces
of the energy policy that Congress has in fact enacted in the last couple
of years are inadequate, that there is still much more to do. And so,
with that qualification I don't think it would be fair to say we have
no energy policy. I think the answer to the rest of your question is yes.

Representative WYLIE. Do you feel that interest rates will come down
very soon ?

Mr. KAHN. Well, my crystal ball is no better than yours. Interest
rates will not come down, I don't think, until inflation shows clear signs
of coming down;

Representative WYLIE. That's about the same answer I got from Mr.
Miller. He wouldn't predict a time either. But that's the question I get
most frequently.

Mr. KAHN. Just one more point. This latest sharp increase in in-
terest rates was clearly a response to what seemed like an almost spec-
ulative mania, which seemed to spread in the commodity market. And I
think we all agree that that was probably necessary. When I saw the
price of copper which had been behaving in the spring the way you
would expect it to behave, in the slowdown of the economy it began
to move down from the 90-cent range to the 80-cent-and-below range.
And then in the summer it began to move up into the 90's, and then
suddenly in 1 week jumped upto $1.17.

Well, that kind of thing which has been spreading to sugar and to
grains and to zinc and lead, I think that made it necessary to put in
this sharp additional increase. Now, if that mania dies down we might
conceivably see some tapering off of interest rates.

Representative WYLiE. You say if that mania dies down. How much
of our current inflation would you say is due to psychological forces?
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Mr. KAHN. I think in large part it is a sustaining force.
Representative WYLIE. Is it a real economic force?

Mr. KAHN. It is hard to distinguish. I mean psychology doesn't
spring out of nowhere. It is based rather on past experience. But the
fact of the past experience of people saying, let's say, that the prices
of houses go up 50 percent per year, then read expectations which in
turn either continue the spiral or accentuate it so the two work to-
gether. If we could turn around the objective situation we might turn
around the psychology, but it is kind of a "catch 22" situation.

Representative WYLIE. I think the last time you were here you said
that you thought a considerable amount of our inflationary rate was
due to food prices. And we have heard that for some time. But food
prices have moderated in the last 3 months and overall inflation did
not. So, can we throw out food prices as a factor in inflation?

Mr. KAHN. Yes. In my introductory comments I pointed out first
that food prices behaved very painfully between November and April.
I reminded you, however, that at that time I said very strenuously in
testimony before several committees don't mess with those prices be-
cause they go up and they go down. And any attempt to impose the
price controls can only be counterproductive.

Now, point of fact they behaved even better than I. would have
expected. And I pointed out that in the last 3 months-prior to Sep-
tember-prices of food for sale and use at home have gone down. That
over the 6-month Period it has been something like 8p ercent. Food
prices have been hS ing us. They may go up again. But they go up and
down. All we should be concentrating on is margins. And I pointed out
that margins behaved: very troublesome for awhile, but now they too
are going down. Please don't misunderstand.

The Government also has policies that boost prices of food at the
farm. And I think that we have to keep an eye on those. We have to
look at price supports and acreage set-asides. But I am happy to point
out that we will have no acreage set-asides for wheat this coming year,
and we will have no acreage set-asides for feed grains. And that is the
best thing the Government can do in the food level to help the fight
against inflation.

Representative WYLIE. Have you made a prediction as to the food
price picture for this winter?

Mr. KAHN. No, I have not. And I am sorry that I am not in a posi-
tion to tell you what the Department of Agriculture has said. I would
be very happy to send that to you.

Representative WYLIE. All right. If you could send that to me, I
would appreciate that.

Mr. KAHN. I'd be glad to.
Representative WYLIE. Thank you very much, Mr. Kahn. Thank you,

Senator Proxmire.
Senator PROXMIRE. Senator McGovern?
Senator McGoVERN. Thank you, Senator. Mr. Kahn, in your opening

comments you've made the observation that the CPI is not measuring
accurately the mortgage interest rates, that an average mortgage of
6 to 8 to 9 percent is not fully reflected in the CPI. What about the
home buyer who takes out a mortgage now, though, with these prime
rates of 15 percent? Does it measure that?



Mr. KAHN. Yes; of course it measures that. I don't mean to minimize
the increasing costs of buying homes. All I am saying is that it doesn't
measure the cost of living for the American people as a whole.

Senator McGovmRN. What in your judgment is the relative impact
of high cost money on the cost of living? Obviously in the short run
it does increase the cost of living. But what really does it do in terms
of any real hopes on tamping down inflation?

Every one of my constituents has to get a loan every year to put in
the crop, sometimes to buy a new tractor or a new combine. Small
businessmen may have to borrow for some other item. But almost
everybody operates on borrowed money.

Doesn't the Federal Government's policy of deliberately raising
those interest rates in effect feed inflation?

Mr. KIAHN. There is no doubt Senator McGovern that the immedi-
ate effect of increasing interest rates is to increase the cost of doing
business to the extent that aggregate demand permits those get passed
on in higher prices. And to the extent that it's reflected in the CPI,
it immediately gets reflected in higher wages in the indexation of social
security payments, and all the other things that are indexed in the
economy.

Second. this last sharp increase which none of us can be happy about,
has already had a direct and immediate effect on the price of copper,
on the prices of grains because it has helped turn over that crazy
speculative mania. It has also had a direct effect on the foreign ex-
change value of the dollar.

Senator PROXMIRE. If the Senator would yield, you say it has a
beneficial effect? It has reduced the price?

Mr. KAHN. Precisely. Thank you very much. The other side of it is
that it has reduced those prices. Immediately it has reduced the cost
of imports to us. The next time we get around to the steel trigger price
mechanism it will have reduced the steel trigger price because of the
fact that the dollar has appreciated relative to the yen.

And the third thing I have to say is that I don't know how, at a
time when the demand for credit is so insistently great because of
inflationary expectations, I don't know how you keep interest rates
down except by printing more and more money. And if you try to
do it by printing more and more money then you clearly are going
to fuel inflation.

The only thing I think might be considered-forgive me, but it is
a difficult subject and I am just as worried as you about the possible
effect on our economy-tl'e only thing that I would like to call to your
attention is that the Federal Reserve Board in addition to promul-
'ratind these new restrictions instructed all the banks to hold down
loans for speculative purposes and for corporate takeovers. And I
don't know how influential that is, but I am told by bankers that yes,
when thev come around to borrow at the Federal Reserve they don't
want to be in a position of having to greatly increase those loans.
And I think that is a very ] opeful sign, because I would rather that
we reserve our limited amounts of credit for farmers' loans-for
tractors-and curtail loans for essentially nonproductive purposes
even though I guess most of my fellow economists would say I have
just turned in mv professional badge. I have demonstrated that I
want to take over the free market.
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Senator McGOVERN-. Well, is there anything about the approach
of the Japanese and the Germans and others have taken that's in-
structive to us? They apparently have not relied on very high inter-
est rates. You referred earlier to the fact that we have to deal with
the OPEC problem, that this is an essential factor feeding the fires
of inflation here. The Germans and the Japanese have to import all
of their oil. We import less than half of ours. Why are they so much
more successful in recent times in controlling inflation than we are?
They don't have the high interest rates, they import all their oil, and
vet that inflation rate holds pretty steady: Whlat's the reason for that?
What are they doing differently that we might take a look at?

Mr. KAIN. I am not sure that I can give you an adequate explana-
tion. I am going to ask Mr. Russell to help me. But certainly in the
past the Germans and the Japanese have been much more willing to
use restrictive monetary policy than we have. They have, in fact,
relied very heavily on monetary restrictions as well as encouragement
to savings. They have all sorts of ways of encouraging savings, and
their rate of household saving~s is many, many times as great as ours.
I think it's partly also that they have been-the Germans particu-
larly-so burned by inflation in the past that they are prepared to
do anything to combat it and you get restraint in wage policies, for
example, in Germany. You get an attitude toward productivity that
seems to be superior to ours.

They also have other advantages. A fact is that their military
spending is a much lower percentage of their gross national product
than ours.

Senator MlcGOVERN. I wish that issue were more clearly understood
here. Other successful economies commit a very small part of their
GNP and their budgets to the military. I am totally convinced and
have been for years, that that's one of the blindspots in our approach
to inflation. We just refuse to look at the fact that we have these
constantly increasing military budgets and I think that kind of Fed-
eral spending is more inflationary than anything else we do.

Mr. KATIN. I don't think there is any doubt that military expendi-
tures do not produce salable goods and services. And in that sense,
they are inflationary.

Senator McGovFRN. I agree. No American can consume a subma-
rine. You can't go out on the market and buv one.

Mr. KAHN-. I wouldn't want to. [Laughter.] But I am not an expert
on the case for and against military spending, and I think every case of
Government spending has to stand on the basis of what the case is to
be made for and against it. But as an objective fact, clearly that has
helped Germany and Japan, just as Germany has been helped by the
ability to absorb workers into its economy when the demand is great
and then to send them home when the demand declines. That is sort of
the structural difference between their economv and ours that makes
them more willing to have a restrictive growth in their GNP when
prices threaten to get out of hand.

Senator McGovERN. The New York Times on Wednesdav, Mr.
Kahn, ran an interesting article. I'll just read the opening paragraph:

Secretary of Labor Ray Marshall, expressing reservations about Federal Re-
serve Board policies, said today that interest rates are a very inefficient way
to deal with inflation.
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Would you generally agree with Secretary Marshall?
Mr. KAHN. I'm pausing not to grope for a diplomatic answer, but

only to recognize that I can't just agree or disagree with him. I felt
that we had no other device available to us when the Federal Reserve
moved than the device that we took. I don't see that Secretary Marshall
has mentioned any other device that was available to us. It was a
quest-ion of which was the greater evil. And until he's prepared to tell
me what he would have done in those circumstances, I just can't agree
with him. And yet I do agree that in the long run high interest rates
are not the best way to fight inflation. I don't think we should be
discouraging capital formation and discouraging loans for productive
purposes clearly to the extent that they bring closer the threat of a
real recession. That's a pretty inefficient way of fighting inflation.
That's why I think that we must be in the next several months, and
we are, talking about what is our long-range strategy to fight inflation.

So, there are all sorts of components between high interest rates.
Senator McGOVERN. I think you've been right in stressing the im-

portance of increasing capital formation and increasing productivity.
I doubt very much that you are going to achieve that with tight money
and high interest rates.

Thank you, Senator Proxmire.
Senator PROXY1IRE. Along that line, the difficulty is that there is

just no way, as you said, Mr. Kahn, to get interest rates below the
inflation rate. If they get below the inflation rate, you would have a
field day for the speculators. After all, if you have interest rates down
to 10 percent and an inflation rate of 15 percent, what does the specula-
tor do? He borrows a million dollars, he pays $100,000 in interest. If
the speculator's investment just rises with the inflation rate, he makes
$150,000 on your money. So, he makes a $50,000 profit without using
any money of his own.

So, the fact is that the interest rate is a function of the inflation rate.
You have to get the inflation rate down. I don't know any member of
the Board of Governors of the Federal Reserve System who wouldn't
like to get interest rates to drop. They argue that their policy will
bring interest rates down, because they are going to persist in increas-
ing the supply of credit right through any recession.

Then, as the demand for money falls off, supply will increase and
the price of money or interest will drop more sharly than it has in the
past.

Mr. KAHN. I agree with you.
Senator PROXIMURE. Let me just make one other point I think Sen-

ator McGovern has been the leading person in Congress and in the
country in fighting for a more sensible military policy and a reduc-
tion in the terrible burden of defense. I might point out that West
Germany has announced that they will decrease their defense spend-
ing in real terms in 1980,1981, and 1982, at a time when we say we have
to increase ours at a 3-percent rate above inflation in order to keep our
word with the NATO allies. They're cutting theirs. But let me get
back to another subject.

A number of items are either not covered at all by price guide-
lines or are only partially covered. I was shocked at what a high
percentage are not covered. In recent months some of the most serious
inflation has occurred in these areas.
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For example, in the 9 months ending September 1979, the Con-
sumer Price-Index for gasoline rose at an average rate of 62 percent.
That's not covered by guidelines, I understand. Food rose at an annual
rate of 10 percent. Home financing, taxes, and insurance rose at an
annual rate of 25 percent. Fuels were up at an annual rate of 80 per-
cent. Home purchase prices rose at an annual rate of 14 percent.

As of December 1978, these five areas accounted for 46.5 percent of
the typical consumer's budget. "What can be done to deal with this
problem of serious inflation in these areas which are not covered?
Almost half of what people buy is not covered by the guidelines at
all. So I wonder how effective they are.

Mr. KAHN. Let me start and then ask Mr. Russell to supplement.
I. don't know whether that 46.5-percent figure includes all the final
prices of foods and the final prices of gasoline or of other fuels be-
cause if it does, then it exaggerates the portion of the housekold
budget that is not covered by the standards.

Two-thirds of the price oi food is processing and marketing costs
these margins are subject to standards. And similarly in the case of
petroleum. I do, nevertheless, agree that there is a large part of the
consumer's budget that is not covered and, what I am saying is, should
not be covered.

I don't see how you apply standards to the sale price of houses. We
have I suppose, millions of houses that turn over every year. What
should we do

Senator PROXmnRE. If I could just interrupt. My problem isn't what
you should do. I just wanted to get a notion of how effective these
guidelines can be. What you're telling us is that in three
areas of necessities-food, housing, and energy-covering about half
of what people spend their money on, we don't have any guidelines.

Mr. KAHN. We don't have any guidelines for one-third of food and
for about 40 percent of energy, but we do have for the other portions
because of the margins that are subject to control.

But look, I think a case could be made that even the margins of pe-
troleum companies should not be subject to standards, and ultimately
if those prices are going up, it is basically an imbalance between de-
mand and supply and there is something to be said for letting them go
up and then tax the hell out of the companies. And that's why I am so
insistent that the real solution is not necessarily to hold down the prices
of petroleum products artificially and to encourage people to continue
our previous energy consumption habits, but instead to recognize that
we are in a new energy ballgame. We have got to conserve energy. But
there is no reason why all of those profits should be going to the oil
companies. And, therefore, we need those taxes. And that's why, of
course, I urge you to pass the windfall profits tax.

Senator PToxxiRE. One of the best ways to fight inflation and do it
effectively, it would seem to me, is to encourage savings so that peo-
ple consume less, save more, have more available for investment. Pre-
liminary GNP data for the third quarter of 1979 indicate that per-
sonal savings fell to 4.1 percent of disposable personal income. That's
lower than the rate achieved in any year since 1949. And in that year
consumers were still restocking with consumer goods after World War
II; it's also much lower than the savings rate achieved in any other
industrialized country.
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In order to stimulate savings, our Banking Committee has reported
legislation, as you know, to phase out regulation Q over 10 years. We
also include a highly controversial proposal to lower the minimum cer-
tificate size for CD's to $1,000 so that a small saver can invest in that.

Do you support those policies? Would they be helpful? Are they
helpful in fighting inflation?

Mr. KAHN. Absolutely. They are just a perfect little gem of an illus-
tration of why I spend so much of my energies on regulatory reform.
Here's a case of Government regulating markets and in this case dis-
criminating against savers. And by the way, also, holding down the
kinds of assets that thrift institutions can acquire.

Senator PROXMIRE. This is exactly, it seems to me, the response to
the question Senator McGovern raised. Let interest rates work for us.
They work for us by encouraging people to save. On the other hand,
we don't give savers the benefit of those interest rates. We have a law,
as you know, making it a crime to pay interest rates above 5.25 percent
if you're a bank, or 5.5 if you're a S.-& L. So, why should people save?

You have the worst of all worlds; higher interest rates and higher
costs for the borrower. and lower reward for the saver.

Mr. KAHN. That's one of the ways in which the President has moved.
We are already moving to relax regulation Q, and, of course, I know
that you strongly support that.

Senator PROXMTRE. Now, how can we reduce inflation without hurt-
ing capital formation? I think Senator McGovern made an excellent
point that one of the things that we need so badly in our economy is
more investment. At the same time, a restrained credit policy which
the Federal Reserve is following which I think is right, does have
the perverse effect of discouraging investments because it costs so much
to borrow monev and invest it. What can we do about it?

Mr. KAHN. Well, I think that the monetary tightness has to be seen
as a short-term effort to take some of this inflationary steam out of the
economy. And I think that if that speculative mania had been per-
mitted to continue, capital formation would have been discouraged
even more because that kind of speculation creates inefficiencies, en-
courages people to divert their attention to quick ways of raising a
buck rather than long-term capital formation.

But surely we have to be looking toward tax incentives, I think,
above all else to see that we encourage more capital formation and also
to see that we encourage more R. & B.

I would like to emphasize also to see that we make a better effort
in absorbing the structurallv unemployed and retraining people and
helping the technologically displaced because that's also a major source
of increased productivity. And there is no question that as we look at
our future budgetary policies that has to play a very large role in
them.

Senator PROxMxRE. When Treasury Secretary Miller testified before
this committee the other day, he endorsed monetary policies as a
major tool to combat inflation. Of course, he was the former Chair-
man of the Federal Reserve Board, and he supported the Board's
policy.

If interest rates continue to climb near the 20-percent range, mort-
gage money dries up, and housing takes a plunge, as Mr. Miller out-
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would be triggered when unemployment hits 6.5 percent and remains
at that level or higher for 3 months. That suggests to me that when
tight money really begins to bite and hold down the increase in prices,
the administration is going to come back with a fiscal policy which
might work in the other direction. And I wonder if this is the way to
go. What it means is that the public sector would be expanding and
trying to create jobs for the unemployed while the private sector is
contracting because of the Government's policy of restraint; this is
just the opposite of what I think most of us think would be most
efficient and desirable.

Mr. KAHN. Yes. But I think it is also the opposite of what this ad-
ministration's clear intention is.

Senator PROXMIRE. How do you overcome that?
Mr. KAHN. First of all, as you know. the President has been very

firm in saying that we are not talking about tax cuts, we are sticking.
at a time when there are great pressures as you know in the public
and Congress, to reduce taxes and some people are talking about $35
billion. The President is holding very firmly, and that's No. 1.

No. 2, when and if it does become necessary to combat the recession
we are determined not to have across-the-board tax cuts, but instead
to make them targeted, targeted at absorption of the unemployed,
targeted at capital formation in the ways that I've just mentioned.
Targeted at cost inflating taxes like social security, payroll taxes.

No. 3, we are definitely committed in that the AFTCIO just signed,
in fact, a national accord which we will not go in for massive increases
in Government expenditures at that time, and we will not have massive
public works programs, but only highly targeted expenditures in par-
ticular areas, because letting unemployment move up sharply in par-
ticular areas is rather a wasteful way of combating inflation. And we
will hear very heavy emphasis on incentives, incentives in the private
economy. The President is very serious about bringing Federal ex-
penditures down as a percentage of GNP.

Senator PROXMIRE. I am very happy to know that, Mr. Kahn. You
have to leave shortly-how long can you stay?

Mr. KAHN. Another 20 minutes. Is that convenient for you?
Senator PROXMIRE. Congressman Wylie.
Representative WYLIE. Thank you, Senator.
Mr. Kahn, we all agree that our primary problem is inflation and

has been the primary problem facing the Nation. So, we have to lick
inflation. We have to start out with that premise. We are just going
to have to kind of grit our teeth and do something about it. Would
you agree with that?

Mr. KAHN. I do.
Representative WYLIE. Then you agree that inflation hurts invest-

ments, too?
Mr. KAHN. Yes, it does.
Representative WYLIE. Now, I'd like for a moment to try to sort out

your answer on the impact of energy prices on our inflation, with mone-
tary, fiscal, and wage and price guidelines all held hostage to a lack
of an energy policy. Are you saying that nothing we do will work
short of an energy policy?
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Mr. KAHN. I think that's an exaggeration. There are obviously other
things we can do.

Representative WYLE. I thought so, too.
Mr. KAHN. Yes. If I said that, I surely did not mean that nothing

would work. In fact, I specifically talked about hospital cost contain-
ment, for example. I specifically mentioned regulation Q and wheat
set-asides and feed grain set-asides, and by passing the bill to deregu-
late the trucking industry.

There are a lot of things like that would help. But clearly, the en-
ergy component is so enormous that we have got to squeeze out the
nonessential uses of energy. And I don't know by what combination
of policies other than the ones the President has already formulated,
we are going to do that. But I think we are going to do it. It's terribly
important. That's the best I can do.

Representative WYLIE. I happen to think that the root cause of our
inflation is deficit budget spending over a continued long period of
time. And you're not saying that balancing the budget would be hope-
less, independent of an energy policy which is what would remove our
dependence from OPEC oil.

Mr. KAHN. No. Of course it would not be hopeless. I would point
out to you that the budget deficit of the government in Germany is
three times as large as ours is relative to their GNP. The same thing
is true in Japan. I don't have the number, but it's much higher than
ours.

And total government spending in Germany is much much larger
than spending in the United States relative to GNP. So, that it's clear
that we are dealing with something in addition to that. That does not
mean that I disagree with you. Particularly in the late 1960's and early
1970's under one kind of administration and one under another kind
of administration sharp expansions of spending unaccompanied by tax
increases at the Federal level were very important contributors to this
problem of inflation.

Representative WYLIE. What importance do you place on balancing
a Federal budget?

Mr. KAHN. Well, I think I would have to operate at two levels. One
level is that if the deficit is now projected or that it appears we've
achieved for fiscal 1979 is on the order of $26 billion-maybe it's $25
billion-at that level a change of $25 billion in a $2-plus trillion econ-
omy is by any measure if you can say put it through your machines,
itfs nothing, it's negligible.

But the second level is the symbolic aspect of balancing the budget,
what it means to the perception of everybody else's determination of
the Government to show the kind of restraint that we're saying every-
body else has to show and what it says about the long-range relation-
ship of Federal spending to GNP. And in that sense it becomes much
more important.

The third point I would make is, however, is that I believe it would
be foolish to pretend that we are going to balance the budget or could
balance it without doing more harm than good. If we are really moving
into a recession, I think we have got to concentrate on the budget
deficit as a percentage of GNP at some level of unemployment, and
not say as we move into a recession that we are going to at that time
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increase tax rates. That is really silly. But as a long-range proposition
I would emphasize the second point. That is it is important for us to
demonstrate fiscal restraint.

Representative WYmnE. I think there might be some psychological
impact, as you say. I think the President could put it through. This
is my own feeling now. If he said I am going to send to Congress a
balanced budget, I realize it may have to be modified, and it might
not be the way it will come out, but that's square one.

I say that because this week I noticed short-term Treasury bills are
now paying something like what, 11.8 percent? Now, that's a consid-
erable crowding out effect with the private sector. And that money is
used to manage the public debt, which although it may be $26 billion
and seems small, would be part. of the gross national product. Still,
that's a considerable amount of crowding out, and I think that hurts
investment and capital formation.

Mr. KAHN. I think you're right, but put it in context. The $26 billion
compares with an over $40 billion increase, net increase in consumer in-
stallment debt in 1978. And I think it was over $100 billion-I hope
I am not double counting-increase in mortgage debt. And something
of the same order of magnitude of increased corporate debt. Now, I
quite agree that this inner elastic demand to finance Federal deficits
is a factor and that's another reason why we are going to try to control
it. But as I look at the budget for fiscal 1980 or 1981 it seems to me-
well, let's skip that 1980-that for the President to say I am going to
balance the budget, in those circumstances when our projections are a
slowing in the rate of GNP and even a possible recession, it would not
be believed and would rightfully not be believed. While I think Sen-
ator Proxmire made a good point awhile ago, though, when he said he
thought that some stability could be linked to our economy, if we could
encourage people to put their money in a savings account and leave it
there for awhile. But one of the problems of leaving your money in
a savings account is inflation. If we only pay them 5.5 or 5.25 percent,
they can compound that daily and get up somewhere but they can't
possibly get up to 11.8 percent, which is what you can get on Treasury
bills.

And there has been a considerable amount of disintermediation from
financial institutions just in the last 2 months I've noticed. So, it seems
to me as if we ought to come down pretty hard on trying to balance the
budget. That's the primary problem. And maybe with some of these
other things that come along there will be some temporary dislocations,
but as I say we will just have to grit our teeth, pull in our belt and take
it from there.

Mr. KAHN. The President has been no slouch on that. That is, the
budget deficit has been pretty sharply reduced, thanks undoubtedly to
the expansion of the private economy. And he had been a very firm
exponent of moving in the direction of budget balance.

Representative WYLIE. Thank you, Mr. Kahn. Thank you, Senator
Proxmire.

Senator PROXMIRE. Senator McGovern.
Senator McGOVERN. Mr. Kahn, reading the stories this week about

Exxon's profits increasing over 100 percent surely supports your case
for the windfall profit tax. Wouldn't it make even greater sense to do
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something about the high prices that produce those fantastic profits!
Why not just apply the price guidelines to the oil companies, the same
as to everybody else? Then you wouldn't have 120-percent profit in-
creases. You wouldn't have the need for the excess profits tax.

Mr. KAHN. There are two pieces to that, Senator. One is at the level
of refinery margins and the marketing margins, especially of the in-
tegrated major companies, there the guidelines do apply and weigh-
ing just as fast as we can to find out what the devil is happening. I
know that that sounds superficially like a kind of vapid answer, but
if you had any exposure to the intricacies of oil company accounting
and the possibilities of purchases and sales among themselves, you'd
know that it is an extraordinarily difficult thing to find out what is
happening. But we aim to use every weapon available to the Federal
Government to see at least if they comply with the standards. That is
the first one.

The other is the crude oil level.
Senator MCGOVERN. I intend to support the windfall profit tax with-

out any question. But would you support Mr. Kahn, recognizing that
this is a complex area, some kind of control mechanism on oil prices,
rather than relying on the windfall profit tax?

Mr. KAHN. Well, the windfall profit tax was devised because of the
President's decision to decontrol crude oil. And I think it's publicly
known that I had a terrible conflict myself on that subject because I
was worried about the effect of decontrol in the middle of a serious in-
flationary problem on our ability to hold people in line and the like.
But I must say that if an economist and if someone who is concerned
about intelligent energy policy, a balance-of-payments policy and re-
lieving ourselves of reliance on the Middle East, I had to applaud the
President's deregulation. I thought it was a courageous act, and as I
say I had an enormous sense of relief that we were letting that price go
up to the replacement costs to what it costs us. Every time we consume
an additional barrel of oil it leads to more imports. Every time we
hold the American price down, we are encouraging profligacy.

So, I have to say that at the crude oil level I support the notion of
deregulation and taking it away with the windfall tax. At the refining
and marketing levels I don't see why the oil companies should not be
asked to show exactly the same restraint as the rest of the economy,
and we are going to do our damnedest to see that they do.

Senator MCGOVERN. I'm sure you'd agree that as long as you rely on
voluntary wage and price restraints, success depends to some degree
on public acceptance. Yet, when the public reads about enormous in-
creases in oil company profits, their skepticism grows, making it al-
most impossible to enlist the support of working people for wage
restraint.

I understand you've been conducting an investigation to determine
if some of the oil companies have been violating the profit margin
standards. When will that investigation be complete, and if you find
violations, what are you going to do about it?

Mr. RuSsELL. Maybe I'll answer that question, Senator.
We're engaged in a collaborative effort with the Department of

Energy now to try to resolve the paradox, the apparent paradox that
is brought about by the fact that adequate data show that margins of
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refiners are expanding at a very rapid rate-indeed, rates far in ex-
cess of those allowed under our standards. Yet the data supplied to us
by the companies for the most part tends to indicate that they are in
compliance. So, either the average data are incorrect or the data they
are supplying us are incorrect.

We have received a lot of data from DOE and are analyzing it now.
I would hesitate to give you a deadline as to when we will complete
the analysis, as it is as Mr. Kuhn pointed out, a very complicated mat-
ter. But we hope to have some answers sometime early in the next
month.

Mr. KAHN. I'd be very reluctant to try to spell out the things that
we might possibly do. I know there's a danger whether we do that that
they'll say, well, if you do that we'll do something terrible to you.
At the very least we are going to scream bloody murder to the Ameri-
can people and to the oil companies who sell their products to the
American people. And if they are in fact playing games with us, the
very least we can do, and it would be very injurious, would be to
identify the people who are. But we will be considering every weapon
that's available to us.

Senator MCGOVERN. Recognizing the difficulty of getting accurate
information from the oil companies, I've felt for a long time that we
ought to have an energy agency within the Government, a corporation
capable of developing and marketing up to 5 or 10 percent of the oil
that's on public land, and selling it at a fair profit to the Government.

Wouldn't that be a reliable way to find out whether or not profiteer-
ing is taking place on the part of the oil companies? Maybe it's not.
Maybe what it would show is that they produce more cheaply than
the Government. I don't understand why we can't get more support for
this Federal yardstick concept that we used so effectively with TVA.
Would something like that assist you in your efforts to know what
the profit margins are and whether in fact the oil companies are prof-
iteering at the expense of the public?

Mr. KAHN. I have difficulty giving you a good answer to that ques-
tion, Senator, partly because I never quite understood from what ex-
tent I should be speaking as a private individual and to what extent
as the spokesman of an administration that has not taken a position
on that bill, so far as I know.

I can point out some of my hesitations. In the case of TVA, you
were dealing with the production of electricity-the production and
generation of electricity. I don't think that anybody can claim that
TVA, which began operating as a multiple-purpose river valley de-
velopment, was a proper yardstick for Con Edison in New York, which
is burning coal and oil. But TVA was based on Senator Norris' notion,
among others, that there was an enormous demand for electricity that
could be tapped at lower rates and that there were enormous economies
to be achieved if somebody would vigorously probe that great market.

And in that sense, and that's kind of setting an example, TVA was
a marvelous institution. The oil situation is in many ways very dif-
ferent. Costs of producing crude oil will vary from one piece of land
to another. And I don't know that anybody would argue in the same
way that a Federal corporation exploiting, let's say, the Baltimore
Canyon, if it didn't find anything, that that would prove anything



about the efficiency of operations of other oil companies. So, I havesome difficulty with the yardstick concept. It seems to be different.At the same time I must admit to some more than willingness as akind of personal opinion, to explore the question of whether we couldreally learn something from that that we don't know now or cannotmore readily learn by investigating what the oil companies are doing
given the equivocal character of that answer.

Senator McGoVERN. Just one final question: It's my understandingthat the committee is going to hold a hearing on Monday, the 50thanniversary of the great stock market crash of 1929. There has beenmore and more pessimistic talk lately from many Americans regardingour ability to control the economy. I am wondering if we could actuallyhave another serious depression. What are your views on that?
Mr. KAHN. Well, I am reluctant to be the Roger Babson of 1979.The few of you who are as old as I will remember he predicted in the1920's that we were in a new era and that we'd never have ma depression.

Nevertheless, as best I could see, the economy is in infinitely-strike
infinitely, nothing is infinitely-is in a far stronger position to resistthe kind of cumulative liquidation spiral that we had in the 1930's.The Government has a so much larger share of the total economy. Ourbuilt-in stabilizers take over so quickly that what we have is thisamazing phenomenon, in fact, that this much advertised recession of1979 and 1980 so far as we can tell started in the early spring of 1979and ended in the early summer.

Now, that isn't to deny that we are getting there, but the backingup of the Federal Reserve, the Federal Deposit Insurance, the willing-ness of the Government to step in just makes it hard for me to see thatkind of multiple liquidation process that we had then. But there are alot of things that are hard to see.
Senator McGovERN. Thank you.
Senator PROXMIRE. You have been very patient with the committee,Mr. Kahn. I would like to ask two very quick questions.
It has been reported that in order to get labor's participation in thenew Pay Advisory Committee, the administration has agreed to stopthe use of sanctions, including withholding Government contracts,

and also to refrain from "jawboning."
It seems to me that the nonnumerical, only 50 percent of the economyguidelines have become a toothless tiger. Maybe you could use themfor a carpet, but it's hard to see how they could be very effective.
Mr. KAHN. One, we have never surrendered the right to jawboneand we will not.
Senator PROXMIRE. Well, I hope not, because I think your jawbon-ing is one of the few really entertaining shows here in Washington.

[Laughter.]
Mr. KAHN. Well, I hope it's entertaining. It keeps me from crying.The second we do agree that so far as pay is concerned, that we wantto give this cooperative mechanism a chance to operate, and therefore,

while we have not in any way surrendered our legal right to use pro-curement so far as pay violations are concerned, we want to operate aslong as the advisory participatory effort is going on, we want to giveit a chance and try not to use the threat.
Senator PROXMIRE. You would use it with respect to prices I
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Mr. KAHN. That is right. We have surrendered nothing so far as
using procurement or any other sanctions as far as prices are concerned.

Senator PROXMIRE. The final question is: What will be the impact
on our domestic inflation of our recently announced grain sales to
the Soviet Union?

Mr. KAHN. I have no better estimate than that of the Department of
Agriculture. That the effect of the bad Russian harvest and their com-
ing into the world market has already been discounted, and that we
can expect additional inflationary effect. But, of course, you can ask
yourself the question, what would happen to the price of grain had
we cut it off? I think in that case the price of grain would probably
have dropped. The price of grain which had increased in anticipation
of the sales would then have dropped. So, I guess you have to say that
it does directly tend to sustain the prices of grain, but on the other
hand consider what it would have done to our balance of payments
and to the value of the dollar if we were, and to our incentives to the
farmers to continue to produce, and our ability to have zero acres set
aside if we cut off the sales.

Senator PROXMIRE. Thank you very much. I think you and your 150
gallant lawyers are doing a magnificent job, apparently so far, even
though it is a losing job. And you are giving us a good show in the
process.

Mr. KAHN. We need the kind words very badly. Thank you very
much, Senator.

Senator PROXnIRE. The committee will stand adjourned.
[Whereupon, at 11:30 a.m., the committee adjourned, subject to the

call of the Chair.]
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Present: Senators Bentsen and Proxmire.
Also present: John M. Albertine, executive director; William R.

Buechner and Paul B. Manchester, professional staff members Mark
Borc'helt, administrative assistant; and Mark R. Policinski, minority
professional staff member.

OPENING STATEMENT OF SENATOR BENTSEN, CHAIRMAN

Senator BENTSEN. The committee will come to order.
The good news is that prices in October didn't shoot up as much as

in September. The bad news is that they didn't miss it by much. Look-
ing at the color of this chart, we might call it the "greening of
America." It gives us the Christmas spirit.

But I notice that in the first quarter of 1979 the Consumer Price
Index was 9.8 percent higher than in the first quarter at 1978; for the
second quarter of 1979 it was 10.6 percent above the second quarter
of 1978; for the third quarter of 1979, 11.6 percent higher than the
third quarter of 1978. That escalation of inflation is certainly not
encouraging. Prices have risen by 11 percent since December 1978.
That means that if you have a take-home pay of $100, it has shrunk in
value to about $90 since last December.

The administration revised its inflation forecast for 1979 last July.
They made it more pessimistic. They said at the time that prices in
December of this year would be 100.6 percent above prices in Decem-
ber 1978.

Now, that was the bad news the administration had for us back in
July. The bad news today is that even if we had zero-zero-inflation
in the last 2 months of this year, prices in December 1979 would be 11
percent above prices in December 1978.

Here is where Americans find themselves: Home financing costs,
fueled by both higher interest rates and higher home prices, rose at
an annual rate of 41 percent in October; the index for rent was up by
17 percent; fuel oil prices rose at an annual rate of 17 percent-still too
high, but a substantial improvement over the first 9 months of the
year.

I am extremely concerned about practically all the components of
the Consumer Price Index, and especially about the rising cost of

(69)
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shelter in this county. The Joint Economic Committee plans to take a
closer look at that tomorrow when we have some housing experts
scheduled to address the subject of housing costs in another hearing.
Maybe we will be able to get some answers on that subject then.

But for today, Mr. Russell, we will take a look at the broader con-
sumer price picture-a picture which we all must admit is very
discouraging.

Without objection, the press release entitled "The Consumer Price
Index-October 1979" will be inserted in the hearing record at this
point.

[The chart referred to, together with the press release, follows:]
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PERCENTAGE INCREASE IN THE CONSUMER PRICE INDEX OVER

SAME QUARTER OF PRIOR YEAR

-I-I : C/e: il i .ff I - T ; :7y
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e w s I United Statesetch > ~~~~Department 4N vo ofLabor 41
Bureau of Labor Statistics Washington, D.C. 20212

Patrick Jacknan (202) 523-7827 USDL-79-830
- 523-8416 TRANSMISSION OF MATERIAL IN THIS RELEASE

Kathryn Hoyle (202) 523-1913 IS EMBARGOED UNTIL 9:00 A.M. (EST)
523-1208 Tuesday, November 27, 1979

THE CONSUMER PRICE INDEX--OCTOBER 1979

The Consumer Price Index for All Urban Consumers (CPI-U) increased 0.9 percent before

seasonal adjustment in October to 225.4 (1967=100), the Bureau of Labor Statistics of the U.S.

Department of Labor announced today. The Consumer Price Index for Urban Wage Earners aod

Clerical Workers (CPI-W) increased 0.8 percent before seasonal adjustment in October to

225.6 (1967=100). The CPI-U was 12.2 percent higher and the CPI-W was 12.4 percent higher

than in October 1978.

CPI for All Urban Consumers (CPI-U)--Seasonally Adiusted Changes

On a seasonally adjusted basis, the CPI for All Urban Consumers rose 1.0 percent in

October, the tenth consecutive monthly increase of about 1.0 percent. The housing component,

primarily reflecting higher mortgage interest rates and house prices, continued to advance

sharply and accounted for about two-thirds of the increase in the October CPI. The index for

medical care continued to edge upwards, increasing 1.0 percent is October. The entertainment

index also rose more than in September. Prices for most other major categories of consumer

Table A. Percent changes in CPI for All Urban Consumers (CPI-U)
Seasonall ad usted Unadjusted

Changes from preceding month annual rate 12-mon.

Expenditure 1979 3-ns. ended ended

category Apr. May June July Aug. Sept. Oct. Oct. '79 Oct. 79

All items 1.1 1.1 1.0 1 0 1 1 1.1 1 0 13 2 12 2
Food and beverages .9 .7 .2 :1 0 .9 .7 6.8 9.7

Hoosing 1.1 1 2 1.3 1.2 1.4 1.2 1.0 17.3 13.5
Apparel and upkeep .5 -.1 -.1 .7 1.3 2 9.2 4.7

Transportation 2 0 1.8 1.7 1.8 1.1 1.2 .0 13.7 17.4

Medical care 6 .6 .7 .7 .8 .9 1.0 11.3 9.4

Entertaiment .8 . 1 .7 7 .3 6 7.0 7.1
Other goods and services .5 .5 .5 5 1.0 16 .2 11.7 7.4

(Date for CPI-U are shows in tables 1 through 3.)
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spending also increased in October, but by less than in September. The transportation

component rose 0.5 percent in October, following substantially larger increases in each of

the preceding 11 soothe. The October increase in the indes for food and becerages was sosewhat

less than in September, while increases in the indeses for apparel and upkeep and other goods

and services were substantially less than in either August or September.

The housing indes rose 1.5 percent in October, the ninth consecutive sooth of large

increases. Rising shelter costs accounted for most of the increase. In October, hone financing

costs rose 2.9 percent, reflecting an increase of 1.1 percent in mortgage interest rates and

1 .9 percent in house prices. The indes for rent increased 1.3 percent. Prices for household

fuels continued to increase in October, but the rise was the smallest since January. Fuel oil

prices rose' 1.3 percent; this compares with an average soothly increase of about 5.0 percent

during the first 9 months of this year. The index for gas and electricity rose 1.1 percent as

a decline in charges for electricity was more than offset by increased charges for natural

gas. The index for home maintenance and repairs rose 0.9 percent in October, about the sane as

in September.

The October increase of 0.7 percent in the food and beverage component compares with an

increase of 0.9 percent in September and much seller increases in the suer months. The

increase in grocery store food prices slowed to 0.7 percent. Most grocery store food categories

showed smaller increases in October. Fresh fruit prices declined 1.2 percent, following a 2.6

percent rise in September. The indes for meats, poultry, fish, and eggs rose 1.0 percent in

October, compared with 0.7 percent in September and declines in each of the 3 preceding months.

Increases in beef and pork prices, the first increase in 7 months for the latter, more than

offset the continued decline in poultry prices sod a decrease in egg prices. Prices of the

other two compnentn of the food and beverage index--restaurant meals and alcoholic becerages--

rose 0.9 percent in October, compared with 0.6 percent in September.



74

The 0.5 percent rise in the transportation component was the smallest in 12 months. A

decline of 1.5 percent in new car prices, after seasonal adjustment, and a smaller increase

in gasoline prices were primarily responsible for the deceleration. The 1980 model cars

were included in the CPI for the first time in October and will continue to be phased into

the index over the nest several months. (For a report on quality changes for 1980 cars, see

news release USDL 79-766, dated November 1, 1979). The 1.8 percent increase in gasoline prices

in October compares with an average monthly increase of about 4.0 percent during the first 9

months and was the smallest increase since Deceber 1978. Used car prices decreased slightly,

continuing the decline which has taken place for eight consecutive months. The index for

public transportation rose 1.7 percent, the fourth consecutive large increase.

The index for apparel and upkeep rose 0.2 percent in October, compared with increases

of 0.7 percent in August and 1.3 percent in September. A decline in the prices for women's and

girls' clothing, reflecting early fall sales, was primarily responsible for the smaller October

increase. Charges for apparel services rose 1.1 percent in October, following increases of

1.0 and 1.2 percent in the 2 preceding months.

The medical care indes rose 1.0 percent in October, the largest increase since January.

Charges for physicians' services and hospital rooma rose 0.5 and 1.0 percent, respectively,

following increases of 0.7 and 0.6 percent in September. The index for medical care

commodities in October continued to increase at about the same rate as during the first

9 months.

The index for entertainment rose 0.6 percent in October, compared with 0.3 percent

in September, but about the same as the average monthly increases during the first 9 months.

The index for other goods and services rose 0.2 percent in October, following increases of

1.0 percent in August and 1.6 percent in September.
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CPI for Urban Wage Earners and Clerical Workers (CPI-W)-Seasonally Adjusted Changes

On a seasonally adjusted basis, the CPI for Urban Wage Earners and Clerical

Workers rose 0.9 percent in October, the tenth consecutive monthly increase of about

1.0 percent. The housing component, primarily reflecting higher mortgage interest rates and

house prices, continued to advance sharply and accounted for over three-fifths of the

October increase. The index for medical care continued to edge upwards and the increase

of 1.1 percent was the largest this year. Prices for mast other major categories of

consumer spending, however, showed smaller increases in October than in September. The

transportation component, following substantial increases in each of the preceding 11 macthe,

rose 0.4 percent. The October increase in the indes for food and beverages was somewhat less

than in September. while the increases in the indexes for apparel and upkeep and other goods

and services were notably less than in September. The entertainrent indes rose the same as in

September.

The housing indes rose 1.4 percent in October, the ninth consecutive -onth of large

increases. Rising shelter costs accounted for meat of the increase. In October, home

financing costs rose 2.9 percent, reflecting an increase of 1.1 percent in mortgage interest

rates and 1.9 percent in house prices. The indes for rant increased 1.2 percent. Prices for

household fuels continued to show substantial increases in October, but the rise was the

smallest since February. Fuel oil prices rose 1.3 percent compared with average monthly

increases of about 5.0 percent during the first 9 months. The index for gas and electricity

rose 1.1 percent as a decline in charges for electricity was more than offset by increases in

charges for natural gas.

The October increase of 0.7 percent in the food and beverage component compares with

an increase of 0.9 percent in September. The index for food at home increased 0.6 percent as

meat grocery store food items showed smaller price increases in October than in September.
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Prices of the other two components of the food and beverage indem--restaoxant meals and

alcoholic beverages--rose 0.9 and 1.0 percent, respectively, in October, following increases of

0.5 and 0.7 percent is September.

The increase in the transportation component was the smallest in 18 months. A decline

of 1.5 percent in new car prices, after aeasonal adjostoest, and a slower advance in gasoline

prices webe primarily reaponsible for the deceleration. The 1.8 percent increase in gasoline

pricea in October compares with an average monthly increase of about 4.0 percent doring the

first 9 montha and and waa the smalleat increase since December 1978. Used car prices declined

for the eighth consecotive month. The indes for public transportation rose 1.4 percent in

October, the foorth consecotive large monthly increase.

The index for apparel and upkeep rose 0.5 percent in October compared with an increase

of 1.0 percent in September. A decline in the prices for women's and girls' clothing,

reflecting early fall sales, was primarily responsible for the smaller October increase.

Charges for apparel services rose 1.0 percent in October, following increases of 0.9 and 1.0

percent in the 2 preceding months.

The medical care index rose 1.1 percent in October, the largest increase this year.

charges for physicians' services and hospital roons rose 1.2 and 1.4 percent, respectively,

following increases of 1.1 and 0.6 percent in September. The inden for medical care

commodities in October rose the same as in Septeeber.

The index for entertainment rose 0.7 percent in October, the same as in September. The

indes for other goods and services rose 0.2 percent in October, following increases of 1.2 per-

cent in both August and September.



77

Table B. Percent changes in CPI for Urban Wage Earners and Clerical Workers (CPI-W)
Seasonal ly adjusted Unadjusted

Expenditure Changes from preceding month annual rate 12-cos.
category 1979 3-mos. ended ended

Apr. May June July Aug. Sept. Oct. Oct. '79 Oct. '79

All Iters 1.1 1.0 1.0 1.0 1.0 1.1 0.9 12.8 12.4
Food and beverages .8 .4 .3 .2 0 .9 .7 6.4 9.8
Housing 1.1 1.3 1.3 1.2 1.4 1.2 1.4 17.1 13.7
Apparel and upkeep .4 -.1 -.2 .2 .5 1.0 .5 8.2 4.4
Transportation 2.0 1.8 1.8 1.7 1.5 1.2 .4 13.2 17.4
Medical care .7 .6 .9 .8 .8 1.0 1.1 12.4 9.9
Entertai-ment .5 .8 .1 .7 .3 .7 .7 7.0 7.3
Other goods and services .5 .5 .4 .4 1.2 1.2 .2 10.8 7.4

(Data for CPI-W are shown in tables 4 through 6.)

59-671 0 - 80 - S
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Technical Notes

Brief Explanation of the CpI
The Consumer rike Index (CPI) is a measuwe of the

average change in prices over time In a fixed mauket bauket
of goods and services. Effective with the January 1978
index, the Bureau of Labor Statiutics began publishing CPIs
for two population groups: (1) a new CPI for Ai UrbanConsumers (CPI.U) which covers approximately 80 percent
of the total noninatitutional civilian population; and (2) arevised CPI for Urban Wale Earners and Clerical Workers
(CPI-W) which represents about half the population covered
by the CPi-U. The CPI-U includes, in addition to wage
earners and clerical workers, groups which historically have
been excluded from CPI coverage, such as professional,
menageriul, and technical workers, the self-employed, short.
term workers, the unemployed, and retirees and others notin the labor force.

The CPI is based on prices of food, clothing, shelter, and
fuels, transportation fares, charges for doctors' and dentita'
services, drugs, and the other goods and services that people
buy for day-to-day living. Prices re collected in 85 urban
areas across the country from over 18,000 tenants, 18,000
housing units for property taxes, and about 24,000 establish-
ments-pocery anddepartmentstor s hospitls, flin8 tations, snd other types of stores and service establishments.
All taxes directly iasochated with the purctase and use of
items are included In the index. Prices of food, fuels, and afew other items are obtained every month In all 85 locations.
Prices of most other commodities and services are collected
every month in the five largest geographic areas and every

other monthinotherarees. *itesofviOstgoodsand services
are obtained by personal visits of the Bireau's trained repre-sentutivym Mail questionnaires are used to obtain public
utility ratesN, ome fuel pridc, ad certain other items.

in calculating the index, price changes for the variousItems in each location are averaged together with weights
which represent their Importance in the spending of theappropriate population group. Local data are then com-
bined to obtain a U.S. city avers. Separate indexes ue
aso published for 28 local areas. Area indexes do not meu.sure differences In the level of prices among cities; they
only measure the average change In prices for each ares
rince the base period.

The index measures price changes from a designated re-ference date-1967-which equals 100.0. An increase of
22 percent, for exImple, is shows as 122.0. This change
can also be expressed in dollars us follows: The price of abase period "market basket" of goods and services in the
CPI has risen from S10 it 1967 to S12.20.

For further deta ls see the following: he Consumer
Pice Index: Conceprs and Content Over rhe Years.
Report 517, revised edition (Bureau of Labor Statiatics,May 1978); The Revidon of the Consumer PMce Index,
by W. John LAyng, reprintedfromtheStatifsticlReporter.
February 1978, No. 78.5 (U.S. Dept. of Commerce),
and Revisons in the Medica/ Ca Service Component
of rhe Consumer *ce Index, by Daniel H. Ginsburg,
Jlfonthly Labo, Revfew, August 1978.

A .Note About Calculating Index Changes

Movements of the indexes from one month to anotherare usually expressed as percent changes rather than Indsfth
changes in index points because index point changes are
afTccted by the level of the index in relation to Its base CtPIperiod while percent changes are not. The example in the vraP-una Inde.accompanying box illustrates the computation of index Equata ivdn P.ls sh.np:point and percent changes. Pene,

Percent changes for 3.month and 6-month periods
arc expressed as annual rates and are computed accord. Ida paint difsfrinning to the standard formula for compound growth rates Divided b tah pfreoutn IndfxThese data indicate what the percent change would be Reulst.mplidbyone h,,d,If the current rate were maintained for a 12-month Eqausaeanstchnp:period.
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A Note on Seasonally Adjusted and Unadjusted Data

Becasme price data uae uted for different Purposes by
different groups. the Bureau of Labor Statistics publishes
seasonally adjusted ua well as unadjusted changes each
rnonth.

For analyzing general price trends in the economy.
seastonally adjusted changes ue usually preferred sinc
thty elimunate the effect of changes that normtDly occur
at the r m time and io about the am ougnitude evesry
year-such ts price rnovetwnta resulting from changg
climttic conditions, production cycles. model clung

oven holidays. and ales.
The unadjusted data ust of prinmay interest to coon.

sumers concerned about the prices they ctutally pay.
Unadjusted data re am lso used tensively for escalation

purpo. Many collective barp contract aegreewitt

and pension plans, for example, tis CoMINtIon chanCgs
to the Consumer Price Index unadustad for sasona

Seasonal factors used in computing the seasonally
adjusted iadesos are derived by the X l I Variant of the
Census Method 11 Seasonal AtdnSIMeni .PeO Tbe
updated seasonal data at the end of 1977 replaced data
from 1967 through 1977. Subsequent annual updates
will replace 5 yeas of seaton data, e4., dat from 1974
through 1978 will be replaced at the end of 1978. she
seasona ovenst of all oms sod 3S other agreptios;
is derived by combinins the seasonal movement of 45

selected compenente.
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24 Hour CPI Mailgram Service

Consumer Price lndex data row ore availabie by mail.
gram withun :4 hour of the CPI release. The oew.ser-ice
is being Offered ny the Bureau of Tibor Statusics t'rough
the National Technical lnformation Sntvsce of the U.S.
Department of Commerce'

The CPI MAILGR.AM service provides unadjuLsted and
seasonally adjusted data both for the Al Urban Consumers

(CPI-U) and for the Urban Wage Earners sod C!enai
Wcrke-s (CPI-W) Indexes as shown on the C??-U sample
page below. The itnadjusted data iclCude the :t-rent
.month's index and the perrent charges from - -nonths
ago and one month go. TThe seasonally adjussed data i.e
t-he percent changes from one month ago.

t xc.-e n'nR ct 'OiiE 'C3 F R ZA : URSI hN

ILLITE!

ALL !T!X 97- l

0co AND BEVER..E%

r-DSD to t norE

air . I Tt StH .n s r s r E- a
O.tRY PRODU' ;

FCD -UY 01 -R~CM~E

4OLIS ::
RE!~ T ,e RESEHST j t

'UE! *.D0 DrHER rr:;!TESa~t i S r t r onr I .e I D r, N T R t T

co trits D 4 9* <ls tr fi'43t ¢Et T :ii. ei75 6 ' O s L Ij R t FtiA.. -I D O ttO T T I

APPAREL HD UPKEEP

7R:-.1SPORTA7.'OH

HEUJ CARS
USEi CARS
Fo DIC AL '. sonH

rMEtr IL C:RE
WrDCAL ..RE SERslCES

EMTERTA:P:MEN7

SOTER tOlCtAHD S=Rv!C'S
PERSi AL C.. RE!t

'c .r C . t T S tgti t

nasro lT~ LEt~t s an .D t HDttt xttl

9Ct0 5 R aLE S L3 s tots D a n Se r rtn

5ERvtcEs

:LLPAr~i5 til aPR00'

NL.4 IERS '.-S FOCD A- E::EOr

*o, 4cr SE.sON:LLr -DJUiTED.

tnrSisrtnS tot:-o: .s. :tr~

U:NICJ UNaDJasl E2 S.DJ
t nex PEe CHt S' F O t *tR
"tY F1ont *2 =t7c vI i- r I
979 MO _0o no Ato Mo ic !

r25 2 i1 2 15 .7Z55. C !: .3 .'

2 i5.t .2 '9 3
2i4 I

02~ ~ ~ ~ :

.3

ZSY .5 :

06 6 .

2$.3 5. ..6 2 i

9O 3 z

2 3:6 3 0. .5 .
234.4 : ., 9.

Z:t .6 0 2 A

93.i:7 .s it.; I 5: I .5z I

Z::.1 t4.t 2 3 , 9

2 6 0 . ' 9 . '5 2 2 4 2 I
I 25z26 I 5 A .;

ORDER FROM: National Technical Information Serice, 525 Port Royal Road, Springfield. Virginia 22161

Please enter _...ubscriprion(s) to CONSUMER PRICE INDEX MAILGRAI (NTISEB'1}8).
Subscription rates: S95.00 in contiguous U.S. and Hawaii, £110.00 Lo Alaska and Canada.

NAME:
STREET ADDRESS:
CITY, STATE, ZIP:

i ) ENCLOSED S . Purchase Order Number
( CHARGE S. to mny American Express Account 1
( )CHARGE Sm*o my NTIS Depoost Account j

B )BILL ME S. SIGNATURE REQUIRED



81

cPI-u

...... ..... ...... ..... ....' 00. 06 Oo. 9 6 oo .

......... .. 10 6 2 96 27. 9.9 .9
Foot oo ho.. 92~~~~~ ~~~~~ ~~~~ 1 6 236 7 275 9.7 9

........... ...... 5.0...0229. 997N .

. 0 200~~~~~~~~~~~~~ ~ ~~~~ ~~~~~~~~~~~~~~ 0I40 6 90 .

.. oo...........00.767 9 7921 9 2 261I

9509200.6 209 6 99~~~~~~~6. ;9 .6 .9

.6~~~~~~~~1,16 1 1: no0 .

..6..0...0..... .0 660 20.0 277 0 0 I6

006006000 67 .0.1 .I.900 -00 0. 207.0 97
40 -10600 .6-001706670 .5 9. 12. 9 0

7707..0 239 306 6 797 9 .2.2.9.2 03
Foot 071, 6607, 002 06696.000.. 079~~~~, 40.6 09 67 26

00. 9070079 007 06007117679 . 3~~~~~'e I50 01 7 . 93.5
...............0 ..000600 2 96 93 0 95 .

007006670 77746096700 002 6601.7160 .. 9~~1097022993.0 63

06 99.0 979. 0.9 93

..0 ' ttoooo~ ........... 1. 07 95 4 95.5

91000401907767.11.476 209.0~ ~~~~~~~~~~~~ 22.3 97.0

760 20291 97 9 2 .3 .

6.076700 . 0.947 009 6 303 0 56.5 9 0 0 3 5 9.4

69001 019 .070 71010 07000277100 .390997 7 902 7 12~~~~~~~~~. 9 9 9.

97501 0170070 7,000. .01.10 7.294 2979 219 0 0 9 9 9~~~~~~:9,
Fo0I9769004761606960 . . 9724 265.2769~~ ~~~~ ~~~ ~~~~1 1631 0 6 .

4466001 6010 . ~~~~~~~~.0....... 501.1 203.9 659 3. .

906100076067 .0171000 9 9 9 902030.3239.6 9.6 6 0~~~~~~~~~:3 9

79691 0079701 0010 00106700 . . 2 937 702 3~~~~. 337.2 I.3.

.......... 3.96..11..2. 97.0 6

. . ......... 70 92. 93 7 9... .
00106700Mm.1.63. 90213..65.2 .

7990 4760 07 001770....0.277.26.3..4.97..

.......... 9. 529. 9. 9 .3 5 9 :91.09 79. 97.0 9.
o7076o9oo. 9. 9629101 25-o

59.21020125 9.
Food ooo Ooooloooo . 99 202 2~~~~~ ~~~~~ ~ ~~~~~~~~~~~~~~~39 0 329

.o0264 0017 0 ..... .. 0... .. 7990 26 . 60 9 97
1000 9666 000 000010400 77.079 2132296.9 97.3 .

....106.0.6.6100 .099 . 96.2. 652.



82

cpI-u

177 .. 9 J9 7 ..... 066 . .99. 0.. .

990,99,020069 . . 209.9 279 7 2.. ~3 .9 9 1.7

997.92 ..... 22.92;391090

009., 9,999,92 70099 . 219.9 271.8 21.3.9 2319.0
90029797777 9099 .~.2.93.293..299.

299.9 1- 993.93 9 5

99.9979,699...29.3.21.9.99.9299 97,75999 . 220~~~~~~~~~~~~1. 9 229.9 29I223.
..........9 97 096909 . . 39. 197 321 7 2.

92909.290 9 797.~~~~~~~~~~~~~~~' 3 30: 9 97.

7.9 1909921 977296900760079 . . - 29972~~~;~":~' ;97.27 9 27
97677999 972 0791777 29791799 199.9l~ 7593 9 7599 79

9079976770960,99....95.9.

999997999677999,90799 . 9992297~~.9 250 9 -9.1

009999 99 9079' 99979 .. .... 19. 5.9 9 1 5

. . . 1092 199~~~~~~~~ ~~~~~~.13 1979 ;197.23
0.99 . 7979 . . 199 8 199. 19I919-

999900779 . . .~~~~~~~~~~~~~~'299 1 '29. 297 3 I 302.

...9777992, 6. . . 99229. 19 270 29.
I'llI7P, 770I 0 ........067 .. . 19.. 019... 0.

S 757. 9 9 91: 196. 759.9

0979,0967.970.799~~~~~~~~~~~~~~~~~~~1 9 93 179:.9 92

0 ........... 99,09.79.2.9.1 29.2. 20.75

9769697 970.791.9 170 0 ~~~~1919 191 7:

97779799029972 997977790 .........79-9
99006.7779. 7 . 199 9 ~~~~~~~~~~~~ ~~~17 7 3919 9

19.9 12.9

8.7 13.9
29 9 99.7 -19.9

9.9 12.9

723 9.7 197
79.7 39 9
8.7 6.9

70.9 9.9 0 9

3.3 9 0

10.1 99 9

9.9 9 9

9.9 i.e

19.9 9.0
79 3 27 2
78.8 23.9

72 9 13 9 9.7

90 02
93 92
93 99
7.9 9.9

73 7 9 9 9 7
709 77 99

7.9 5.7

8.9 7.9

9.1 9.9 0 3
9.8 9 9 5.9

9 9 '9 9 12 9

7.5 29 9 29

10 9 07 9 92 0
11.7 9.7 9.9
5 9 12.3 19.9

9 9 II 8 19.9
9.3 7.9 71.2

179 79 9.9
99 99 93

99 19.9 19.9
9.3 12.9 17 3

19 9 25.9 39.9
9.0 19.9 17.0
5.9 10 9 15 1
0.7 11.9 19.2
9.1 09.9 73.9

7.9 62.1 9.9
9 3 11.2 70.7

70 9

99

3.9

9.3

19 3

19. 39.0 29 9,

15.'3 9I 7 79.

113 .9 13
129 9.7 9.

...... . . ..

-... "', "I.... ..;



83

CPI-U
72038 3. -,. .,P.. .227. 032,. 02800 3,08. 3867.320 ,,1.s 20033. Al0o2

8,3,3o 31°o 2032 02. '-'- . 020. 0,0. 3579-s;-t 27'- t00 - 53 7,;;i0
.ob.0,.2 . 9.. 363 32 .... 3979 223. , .... 2 .8 . b ,O -03 0.; .

03 7908 319 39 39393231195 3939

.. .el ...... a e...................

.....L.................
c f. $f. III. _wrIhueeIeraInd. .. . . .. ........

2.5ro .2.5. 0 .-aaaa ti

2032.0.32930._or -n ..J ........

0.22080,. ..........

0. I I ., a, r .2 ,. J ..............

.
0

.....,......... . ....

.m~a ...........................

*3. 3... ... 0.-1,.........

2..b , 2..........................

200.0 0.. .....................

3..3.92 0... 0... .............

...., ... ................

-1-. Lol, ..11.................

.02>t o, . 82 r.0...........

08w,0 I~ezeeI7h......

8.032632203D.3.032.3682.00....

,,*,3,,33,93, 33............

238.5 223.3 223.8 225.- 8 10.2 1.50.932.1 2.1 '.0

217.- 2386! 223.3 223.2 33.5 I.S .23852 3.8 3.2
239.5 232.2 223.7 223.2 130 2.31.6133231.5 .7
221.9 237.5 220.3 223.8 32.3 2.2 .5 33.2 2.0 3.5
232 0 0358- 2383 272.9 9.8 2.3 .0 0.3 3.5 3.2
210.1 210.7 239.5 220. 112D.9 3.1 .11l.8 3.9 8

30363 203.2 - 233.2 30.8 2.8 -
223.0 - 222 9 . . . . 30.3- 7.8
238 4.2 _ 2328.3 ..__ ._ 3 3 4 3 .8s
22-8.0 . 2289.0 - 3 - |2.2 3z.2 -
20365 _ 2-80 . .. * ~ ~ ~ ~ 1. X.2 -

33/73 335.9 373.2 ... 3 2 3i .5 i

222.3 t 226.0 . . . . .7; s.7

23.9 . 222.2 -.7 2. . .. 8 - -

23. 22.9 222.2 - -. .2. 2.9_ _
220.2 . _ 222.9 -. X. 33. 3.3 -

_ 230.2 . 2342 232.83.9 _ _

- 220.9 _ 229.2 38.2 2.2 - _ _-

* _ 227.3 - 233.2 32.3 1 3 . 5 - ._ _
_ 239.3 . 222.0 33.5 3.3l _ _

_ 230.3 _ 227.5 9.2 3.5 - - - -

2 32377 _ 336.2 _ 330.3 33X.3 2.2
232377 - T20.3 _ 122.6 73.3 3.9
2 32337 - 339.0 72 2.6 32.2 3 8
2 31337 - 338.0 - 323.5 32.6 2.3s

32373 . 3332 _ 339.8 33.5 3.9

32377 - 339.3 - 323.3 32. 3.2

32377 - 335.0 .~~~~~~1322 1.3 320 .3

32377 . 379.2 _ 322.2 32.9 2.2
32337 . 338.7 - 323.2 32.5 2.3

72377 _ 335.2 _ 337.3 30.2 2.0
32377 - 323.2 - 323.2 33.0 3.0
32337 . 330.3 - 32D.3 32.0 3.3
72377 - 730.7 . 320.8 33.5 3.8
.2/77 _ 737.3 _ 328.2 32.3 2.5
2377 - 32. 5 - 320.3 9.2 3 1.5
32377 . 320.3 302.8 32.2 9.6
32377 . 2 12D _ 320.6 32.7 2.2
32377 - 320.2 - 323.0 73.3 2.3
32333 _ 339.0 _ 723.9 33.0 2.2
32337 . '- 33. 22.3 32.0 3.2
32377 _ 339.5 _ 322.2 32.7 2.3
32377 _ 339.9 _ 339.2 33.2 2.0
32377 - 339.5 - 320.0 32.2 2.3|
32337 - 330.3 - 323.6 32.3 3.8
32377 - 330.2 3 22.8 32.3 2.23

33 20032 .2..33 0. 2000,2 03.20330 2003.32. 2'. 0093, 023020 2 7..... . ......0806.00.60., 0..2.

073.25300 .008..,0.5-EO,330.03300 ...22 63728, ....-o o.3... .. 2.
.o ..... 23.o0, 00,22222....3t023.0. . ....7...332 *28 35208 ............. 6.06 07732. 27 8.2.60.890 . 0, 26

23 72000. 7,81........
3 -J~o~ory. 5.729, 9.2.Jo ty. 8882802,,. ................... .................. .... ..... .J. ... ..

3 -2i 3.5220 32 0e.022,000.7~ j~~v nO br

-2 38.0 23.250,D o*,DO.20

0 75.000 20 005.000.

00303 le 7,22. 20.20. ,362 8180 0i* 72,60tlo 2909 02,0,072730 00002.s AZan

I
I

II
II
II
I
I

II
I

I

I
I
I
I
I
I



84

cPI-w
OOL. tF. dgot .t .76......

Otoop t~oo,.t~oo. . Ototjogtottpdo ... .. . ILI.,1 ,
"I - 11Ot. Ot 17 ,o- l~pt og t op.t997 999911;1 9 979 Ot. 9 .... .. t ..797 Log.. to.t. Ott.

ttt .1..........2............t.90.9

..............97007

I- * ~ 12.0 079 0 11.8

7.1 -0.0 30 0 9

.t.t.o7..it9 779.9 17639

99.957 239.5 037.7 73~~~~~~~~~~~~~~~~~.9

09.,. ..0.... 01t.08..9. 93

330 039: 067. I 7

.99 097.0 09-. 2

Foot.9.075 306.6 770100.~~~~~~~~~~~~~~;91:3

9.. 9900.29 god oooototo
t
tr 3.390269.9070~~~~~~~9. 0 70

Oo..pggpog....9..0707.053.999

699.1.7.02 oph.............. 009799.I 13I 77. 9.

Foot..., . ~~.....9...
001 .0. .... IN1 .00999 .. ~ .r. 8.

9 099 0939 199 9 .9 .769I 300 3 3t.9 S
ott ,opgtt . 1~~~~~~-0 665 09 9 -9.8 90-

060g. 9t0g906,gtoortottot 919000.3 009.0 9.
................. 08. 9.............179. 39 9 1.

91,69t0 Oogt~pooogoto.. 09..1.009.3 J9 3
............ .37 1s 9979 7.9

to ....0.9 . 1.3909. 009..
... ............. 7.97 3013 059 9.

totgottp.o.t3.9 99 799.0 909 7.

..I

.1

: 3

: 9

; : I

� : 9,

1 : I

I: ,

I: ;

� : I

, : 11

-3: "
.I

3. 7

0 9

I. 9

9 0 0.0 .9

1.9 1.3 1.3

9.0 3.9 1.1

l::
: I

� : I

I : '3

: 9,

-: 11

I: ,

, : 9,

1: "

: I

I: "

I: ,

.9



85

cpI-w

3939 1319 1339 3938 233~~~1 1 9, 533. 2.3 93. 93. 332;,

9333~~~~~~~33.6 2315 2~~~~~~~~~~~~39.3 235 33 6.9 .9 5 5. .

.... ...933. .. 5. ........ 239 22 31 226:.9 22. 30 I 35.8 -36. 3 -3 3 I3. .39

203 333.23231 23 33 3 3 3.3 3.I.3 3. 3

. . . 93 333.5 229.3 2333 3 3........6...3.698.9 3.3

9 . . . 256 3 383 9 239.3 253.3 32.3 33.3 33.2.3.8 33.6`9 3
5333 .. . 33333336335.9 336.3 '.3 ~~~~~~~~ ~~~~~~~ ~~~~~~~~~~~~~~~9. 2. 3.3 33 3.

3333335 . . . 2283 333.6.233.3 2336.3.3.38.33, 3 . 3 . 3 .
......... .23.6 23..23..223..5 3.6.3.3 33 .3 3.

Col33 . . . 37 5 3775 333.3: 1383. 3.3.3 39.9 3 23 s.3 it:

93533 .. . ................ 33.. 3. 2 32 6 3 . 2 5 9 3 3 6
282 2 283. 28.823. 3I'3.9 333 3. .. 33

5.33993 33 ..0 o3333s 3.5 3. 3. 35 3. 3 33 33 3 3
9363 532 360.3 333333333 . . . 2332253 6~~~~~~ ~ ~ ~~ 25.3I 25. I3 9 7 33. 39 9 53 2.3

3333673393.3339 .~~~....... . 36.3 : 333.5 3.63 3692 3. 6.9 2. :3.7 6.0 32
833.56.39733 93033335. 220.3 223.8 223.3 223 3 33.3 5.3 59 67 398 6.

932356.393.5 .5363339 . . . 289.32539252.3 259.3 9.8 9.3 3.8 33 6 3.3 3.7~~~~~~~I '6 I -1 9

3633303936353333 33~~~~~~~a. -3 6 3 3 0 3 3 339

........s 9352333. .. 306 33..339 3.3 3 7. 3.T 5. . 32
038.3.36536333333 .. . 238.923672387233.9 3.5 35.2 3.8 32.3 33.5 38~~~~~~~'A" ':' 9:

368. 3 3693 363.6 393.3 33.233833.2~~ , , ' -2 32. 37'
3.52 9535 .. . 339.33333397.8689.9233-.2~~~~'g. 'g,,6 1 6. 57 33 .9

......36333333. ....... .20. 3. 2 53 29.9 9. 333 3. 63 33 3
39333 0333333 33.3.oo,95933. . .3997 232.3 233.6" 23.C3.0 33.3 98 36 33.

33333 933,533 33595 53363359. . .2392233.3 ' 6' 19 I 232. 23. 3.3 6333 3 96 3.

359 6 233.8 263.82633 39.3 3.~~~~~~~1:3 9333.633336I '

3535333395333 . . . 383.~~~~~~~~~~~~ 3 37.9 3333333.5 3.3 65 9. 3 3. 3: 98

............36393 . . 335. 339.3 2.3I 233, 9 .i. 38 9.5 9.

53..9 393 6 3.5 3.6 3.3~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~1 3 7. 9.2 5.31:

93393393 3535 .536333. 33 . 239..... I 8 l 23.9 29. 233.31 I 6.9 3.9 93. 3.6 3I 9 3.3
933.353 32 5335 .3333......3.. 225 265 236 237 5. 85 59 3

I.- I.9.5 I,- 9 9 339 32 38 39 32
3353233353 ............ 208 23.3 23. 235.5~ 33 8 35.5 33. 3.3 333 33.5

335332333.5 9335 3332 532 036339935 3933 2335 232.9 239.5 33. 3 383 39.333.-033.3 33.91.
"I3233363353.332.33393. 363. 233. I233. 23. 3.3 22 1 29 3 232 3.9 29

NT853-3.45........... 39359332593 3 3. 32 3 . .

.. 2 ....... .. .23. 3 5 5. 3632395333 3.
fall ; I.... .99.3233 33 93 333..9 83 3.33-3



86

3 7260 62. 46 69 Kp . 67.2. 9.....9p6.76877.

23 7979~~~~~~~~~~~~~~~~~~ 1079 7 972 7976 -79 7979

6h72A~~~o, 777 0K767A..6K~~~~~s772. 9 276~~.9 2732 22.7 2213 136 1. 5 63 7.6 .

P273A2.77720,7A.K.2.. 270~~~~~~~~~~~~M. 9 27.323 273 7 . 5 7. I . .

6.673..,., 22~......... 17.0 I 2 -- 76 3.

P07.2...6.227.9.272.6.73.9.2.7.

6009 275 9 -~~~~~~~~~~~~~~~~;1 2272…… ……66.06621772, 6.7-92 K~~~~~~~~~~ 227.9 - 22~~~~~~ 3 . 77.7 7 7 -~~~~~

0770,6., 60 2 - 279.6 - 223.5 72 7 2.7 - - -~~~~~~~~~~~~~~~~~~~~~~~~~
6777.7 . 7 - 275.7.-.27.6.70.5.7.5.-.-.

77KK17172. 7677 . 2 - 222.6 - 225.5~~~~~~~~~~~~~~~~~~~~~' 76: I 7.7 -

K122KA72770-K7K.777 . 7772. 0 7 2 - 22~~~ ~ ~~ ~ ~~~~~~9.9 - 7. 7. .

........320266.3.2.-.78..-.27..9.....8..-.
.... . ... 7. .. . .. . . A336

02779.003 . 2 72377 - 78 - 7 9. 7 0 .--

N.2 72377 - 727 6 -~~~~~~~~. 7 2..8 7 37.6 ---

92297..: .2 72377 - 779 6~~~. -. 7 2 7 6 72.7 ---
7 72777 - 7720 - 777777277~ ~ ~ ... -.. -. -



87

CHART t CPI for Urban Wage Earners and Clerical Workers
Al Itens and major caaonenis by expenditure class, 1968-79
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CHART 2: CPI for Urban Wage Earners and Clerical Workers:
Al Iterns and malor corionents by expenditure class, 1958-79
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CHART 3: PI for Urbe Wage Earneru and Clerical Worker.
Al trne and malor aeopenents by expenditure class., 1958-79
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CHRT 4: CPI for Urban Wage Earner. and Clerloal Workers:
Al Itorn and malor ompfonents by expenditure class, 1918-79
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'Senator BENTSEN. Mr. Russell, we are pleased to have you before
us this morning.

I want to ask you the question that is on the minds of every Ameri-
can consumer today, WiThen will we get some relief from these incredi-
ble increases in consumer prices?

TESTIMONY OF R. ROBERT RUSSELL, DIRECTOR, COUNCIL ON WAGE
AND PRICE STABILITY

Mr. RUSSELL. Do you want me to begin answering questions now?
Senator BENTSEN. I wish you would, beginning with that one.
Mr. RUSSELL. I handed out a number of tables. I think two of the

tables, which pertain to the most recent increases in both the Piro-
ducer Price Index and the Consumer Price Index, provide some evi-
dence about what we can expect over the next few months.

I think the amazing thing about the inflation thus far is that al-
though we have been suffering through a very severe explosion in the
uncontrollable exogenous components of the OPI-primarily, food,
energy, and housing-the underlying rate at least thus fair has not
exploded as we feared it might.

However, the October figures give us some mixed evidence about
what is happening to the underlying rate of inflation, which provides
a better picture of the possibilities of bringing inflation under con-
trol than does the overall Consumer Price Index -which contains
many volatile components that aren't susceptible to immediate control.

If you look at the table, the Producer Price Index, you will see that
the index for finished goods less food and energy-two volatile com-
ponents that have accounted for such a large part of the inflation
over the last year-has some very ominous indications for what is
to come. This index went up six-tenths, six-tenth, and five-tenths in
July, August, and September.

However, in the month of October the Producer Price Index less
food and energy prices went up by one full percentage point. This
acceleration in the price increases of goods produced in the United
States is across the board and, and I think, provides evidence that
maybe the food and fuel price explosion is starting to get built into
the industrial wage-price structure. If that happens, it will take us
even longer than we thought to slow down this inflation.

'Senator BENTSEN. Let me understand that. Do you think that the
fuel increases have worked their way through the system yet or not?

Mr. RUSSELL. I think that the bulk of the fuel price increases have
worked their way through the system in the sense that almost all of
the direct effects have now been felt. Indeed, the Consumer Price
Index released this morning indicates that fuel price increases have
slowed down markedly. However, what we have yet to experience
are the indirect effects of these fuel price increases. As the increased
prices of fuel, petrochemicals, and others-

Senator BENTSEN. As they get into the byproducts?
Mr. RUSSELL. Yes. And then they get built into the Consumer Price

Index, and that, in turn, gets built into wage increases. And so, the
ultimate effect of fuel price increases and shocks such as we had this
year is roughly double the direct effect. And we will be feeling the
indirect effects of the fuel price explosion for the next year.
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Senator BENTSEN. All right. If you would, please go ahead.
Mr. RUSSELL. If you like, I would turn to the Consumer Price Index.

That also gives us some reasons to be optimistic, but also some reason
to be pessimistic about the potential for getting things under control
over the next few months. The overall increase was again 1 percent,
about the same as it was in the previous 3 months. However, this over-
all increase in the CPI, I think, conceals more than it reveals with
respect to the components. If we look at the problematic components,
we see that food is again rising. It rose at eight-tenths of 1 percent in
October, primarily because of meat price increases, and roughly the
same increase as in September.

On the whole, food price increases don't look very good, but they
are not nearly as bad right now as they were in the winter of last year.

The optimistic part of the Consumer Price Index is the evidence
that, indeed, energy price increases are at least for the moment abat-
ing. The energy component of the CPI went up by just 1.1 percentage
point in October. This compares to 2.7 percentage points in September,
3.2 percentage points in August, and 4.2 in July. So, there has been
steady deceleration in the energy component of the CPI.

The bad news is in the housing component of the CPI. We had an-
ticipated a slowdown in this component about now because the anec-
dotal evidence suggests that the speculation in housing has abated a
bit and there is evidence from around the country that home purchase
price increases are starting to slow down. This did not show up because
the inrcease in the home purchase component of the CPI in October
was 1.9 percent, well above the rate of increase that we had experienced
in previous months.

Senator BENTSEN. How current are these figures? When you say
"for October," what are you measuring?

Mr. RUSSELL. That is a good question because, while the October
CPI in some cases measures the price increases during October, in the
case of the housing components, that is decidedly untrue.

Senator BENTSEN. That is what I was afraid of.
Mr. RUSSELL. Most of the data in that component come from the

FHA.
Senator BENTSEN. Do we have a lag that is taking place in those

housing numbers?
Mr. RUSSELL. The lag is about 2 to 3 months, on average. So, if there

is a slowdown in home purchase price increases
Senator BENTSEN. You see, every day I hear that there is a sub-

stantial disintermediation in funds, and that the commitment windows
are closing on housing. Prior commitments are being funded, but the
pipeline is empty, from what I hear. And I want to see how much
lag is still there, how many of those mortgages were already com-
mitted months in advance.

Mr. RUSSELL. Well, yes, there is, of course, substantial anecdotal
evidence of drying up of mortgage credit in various parts of the coun-
try. However, I should hasten to add that the actions of the Federal
Reserve Board, the recent actions, have not yet had an impact on the
home finance component of the CPI. That also enters the CPI with
a lag. I don't expect they will start to show up until the November CPI,
and then they will show up with a vengeance in the December CPI.
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So that the lag is helpful in one respect and harmful in another as
far as determining what the picture looks like in the months ahead,
because if there is indeed a slowdown in home purchase prices, that
has not yet been felt in the CPI or has not yet been reflected in it. Then,
over the next 2 or 3 months, we should see that component slowing
down a bit, although it did accelerate sharply in October.

On the other hand, the home finance part of it is likely to be even
worse over the next few months than it has been, and it is bad enough
already. It could be going up at rates in excess of 2 percent a month
over the next few months.

Senator BENTSEN. How about home financing costs? Are they ex-
aggerated to some degree in the CPI? I have heard charges that they
are.

Mr. RUSSELL. It is not exactly exaggerated. It is a conceptual issue
of what it is that the CPI is supposed to be measuring. The Bureau of
Labor Statistics has repeatedly said that this is not a cost-of-living
index; it does not measure the increase in the cost of living for most
consumers. Rather, it is a price index for currently produced and pur-
chased commodities.

Therefore, the home purchase and home financing component of
the CPI measures the increased cost of buying a house today and
financing a house today. This, of course, is an increase in cost only
for those who today are buying and financing a house. For others,
when home purchase prices go up, they are in fact wealthier. The cost
of living has not gone up for them at all. They have become richer
through the increase of the value of their assets.

This does, however, tend to exaggerate a bit the effects of interest
rate changes and changes in home purchase prices on both the up side
and down side. So, right now it is probably exaggerating the increase
in the CPI if we want to think of it as a cost of living. But when in-
terest rates turn around, as I am sure they will do in the next year,
it will help us in that the home purchase component will fall by more
than it would if we were measuring something like implicit rent, in-
stead of the cost of currently purchased homes.

Senator BENTSEN. You would say that the inflation figures pub-
lished in January before the Iowa caucuses would be rather unfavor-
able numbers; is that right?

Mr. RUSSELL. I personally don't see a very highly probable prospect
of a significant moderation in the inflation rate over the next few
months. I think in looking for moderation we have to take a longer-
term horizon than 3 months. So much of that, of course, depends on
what OPEC decides to do, as well.

Senator BENTSEN. Last month Mr. Kahn stated that we have to look
toward tax incentives to encourage capital formation and research
and development. Can you be more specific as to what the administra-
tion is likely to propose and when it will propose it?

Mr. RUSSELL. No. I can't be-more specific because, as far as I know,
the administration is not close to proposing any kind of targeted tax
cut program right now because of feeling that it would be -'

Senator BENTSEN. Don't you think it will be in the State of the Un-
ion Address? Don't you think that the administration now is gleaning
ideas along these lines to put in the State of the Union Address?

59-671 0 - 80 - 7
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Mr. RUSSELL. The administration is always reexamining fiscal
policy with respect to both short-term and long-term impacts. The
problem with a tax cut now is that it would have a deleterious short-
term impact on the inflation rate. In the long run, I think, the admin-
istration is on record with the view that a tax incentive

Senator BENTSEN. Well, it's obvious that they are not going to do it
now, from their actions. But I would assume that you're going to see
something like that proposed in the State of the Union Address.

Mr. RUSSELL. I wouldn't want to speculate about what will be in the
State of the Union Address.

Senator BENTSEN. Many older Americans feel that the prices of the
items they purchase have risen more rapidly than the overall Con-
sumer Price Index, and they then argue that the automatic inflation
adjusted in social security is inadequate.

Now, have you as the Social Security Administration investigated
this? Would it be preferable-is it feasible-to have a separate CPI
reflecting the buying patterns of the elderly?

Mr. RUSSELL. If, in fact, we were trying to measure the increased
cost of living of different people, we should probably have a different
cost-of-living index for every person in the United States, because
the change in the cost of living depends critically upon what you buy.
And so, I imagine that insofar as the retired buy a different basket of
goods than does the average urban consumer who enters the Consumer
Price Index sample, you might get somewhat different results than
voou would for the overall CPT.

However, the studies that I have seen that construct cost-of-living
indexes for particular subsets of population instead of the overall pop-
ulation don't show radical differences in the changes in the cost of
living. This is perhaps most obviously evidenced by the construction
of two different consumer price indexes-one for urban workers and
one for all urban consumers-which don't really vary that much in
terms of changes over time.

As for the basket that the retired people buy, I imagine that most
retired persons already own a home. It is the young who have not yet
bought a home that bear the biggest burden of the big increases in
home finance and -home purchase costs.

So, it's not clear to me at all that the elderly suffer the most from
the price increases or that the price index is biased against them in
terms of measuring the cost of living. It may go the other way, in fact.

Senator BENTSEN. Senator Proxmire.
Senator PROxMImE. Thank you very much, Mr. Chairman.
I understand that the chairman asked about this a little earlier, but

it really disturbs me very much. I wonder what kind of a Consumer
Price Index we have when you tell us, as you tell us in your release
here, that two-thirds of the increase is due to increased housing costs.
Isn't that right?

Mr. RUSSELL. I haven't measured that. You mean, for October?
Senator PROXMwnun. Yes, sir.
Mr. RUSSELL. Well, let's see, it is up around 2 percent. That is 20

percent of the index. That is four-tenths. It appears to account for
about four-tenths of a percent, and the overall increase is 1 percent.
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Senator PROXMIRE. Well, let me read this from the October CPI
release:

The housing component primarily reflecting higher mortgage interest rates and
house prices, continued to advance sharply and accounted for about twvo-thirds
of the increase in the October CPI." That is in the second sentence under "CPI
for urban consumers.

Mr. RUSSELL. That includes rents as well as home purchases. Rents
went up a lot the last month. They went up 1.3 percent.

Senator PROXMIRE. Let's zero in on that. I understand that the
housing component measures three things, primarily. It measures, No.
1, the increase in the mortgage interest rate. And it represents, No. 2,
the increase in the price of houses that are purchased. It represents,
No. 3, the increase in the rent index. Is that right?

Mr. RUSSELL. That is correct, home purchase is one; finance, insur-
ance, and taxes is second; and rent is the third.

Senator PROXMIRE. OK. Now, the difficulty is that only a tiny frac-
tion of the American people bought a home in October. Therefore,
only that small proportion would be hit by the higher mortgage rates.
Right? If you didn't take out a mortgage in October, it didn't affect
you.

No. 2, only a small fraction, the same portion, would be affected by
the increase in the price of housing in October. Right?

Mr. RUSSELL That's correct.
Senator PROX3MIRE. So, those two elements there don't really measure

the increase in the cost of living for most Americans. Is that right?
Mr. RUSSELL. That's correct. This is not meant to be a measure of the

cost of living. The BLS has repeatedly said that.
Senator PROXMIRE. I know they say that, but it drives me bananas-

the headlines in the newspapers all over the country today and televi-
sion tonight are going to be that inflation is continuing at a roughly
1-percent rate. And you say in this release here that the housing com-
ponent accounted for about two-thirds of the increase in October, and
now you tell me that this doesn't really measure the increase in the cost
of living for Americans.

So, I think that there is a deception here. It's not only deceiving the
people who think that there is a different inflation rate than they suf-
fer from, but it also is persuading us to following economic policies
based upon a false assumption as to what is happening to inflation.

Mr. RUSSELL. That's right. It's not just a matter of perception. It also
gets built directly into wage increases through cost-of-living escalators.

Senator PROXMIRE. That's another element. It increases social secu-
rity payments for 40 million Americans. It has a profound effect on
this society. And yet it is not based on an element of cost that the over-
whelming majority of American people experience.

One of the reasons I raise this, too, is that we're going to get it the
other way. As you know, one of the best pieces of news we've had in a
long time occurred yesterday, when the prime rate was reduced, and
many people think that interests rates may peak and may start going
down. I don't think that they will, necessarily. But they may well do
that.

Now, if that happens-and it may not this month, but it probably
will over the next few months-then we're going to get the reverse of
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this situation. We may get the notion that inflation is under control
because we will have a sharp drop in housing inflation which won't
really benefit the great majority of the American people. But we will
get the picture that inflation is improving, when it really isn't improv-
ing that much. Isn't that likely to be the effect?

Mr. RUSSELL. That's right. What you're doing, Senator, is providing
a good argument for looking at what we call the "underlying rate of
inflation" for an indicator in making economic policy, rather than the
overall inflation rate which includes these very volatile components
which don't really reflect underlying inflation trends.

Senator PROXMIRE. Well, is there such a component? Is there some
way we can get this out every month and have people know about it,
and have it reported so that we have some picture of the actual increase
in the cost of living for the American people? You say that the CPI
does not purport to reflect that. But the index is reported that way-
at least it is interpreted that way by most of us, even those of us who
have been around here a long, long time and have a lot of experience
with this.

Mr. RUSSELL. If you read the release carefully, I think you will see
they never refer to it as a "cost of living" but rather as a "consumer
price index." And I guess that one can certainly make an argument
that another method of measuring the cost of home ownership should
be used than the Consumer Price Index.

The most obvious one, recommended by most economists, is the "im-
plicit rent notion." There is both an investment aspect in owning a
home and a consumption aspect.

Senator PROXMIRE. Now, would that particular measurement reflect
the impact of housing costs on the great majority of the American peo-
ple, including those who own their own home and have the same mort-
gage and so forth?

Mr. RUSSELL. Yes; it would. The real cost of living in a house that
you own is the opportunity cost of not renting it out to somebody else.
W17hen you buy a house, what you have done is invested in a capital
good whose value typically appreciates, and you get income from that.

Senator PROXMIRE. Well, I think that is a little reaching.
Mr. RUSSELL. NO; it's not.
Senator PROXMIRE. Is the real advantage the lost opportunity cost

or the opportunity cost?
Mr. RUSSELL. You can always, if you wish, rent your house out and

rent somebody else's house, for example, in which case your standard
of living is not the least bit affected by changes in the cost or the level
of interest rates or in the value of houses.

Senator PROXMIRE. You can do that, but most of us aren't in the busi-
ness. Most of us are going to live in our house. We don't think that
from month to month or even year to year we can make a little better
deal-that's just not the way we live or the way we think or the way
we operate.

Mr. RUSSELL. What I am saying is the cost of living in your house
implicitly is the cost of not renting it out. Therefore, an accurate indi-
cator of what it is costing to live in your house is the lost rental, and
the rental component of the Consumer Price Index, therefore, is a very
good indicator of the true cost of living in your house and consuming
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the services of the house that you own for both investment and con-
sumption purposes.

Therefore, if we use something like the rental index to impute the
rents to living in the house, we would get a much more stable index,
which you can see by looking at the rental component of the CPI,
which is fairly stable. Although, I might add, in October, unfortunate-
ly, it jumped by 1.3 percentage points, the biggest jump in years.

Senator PROXMIIRE. Let me ask you this: What would be the increase
in the cost of living, leaving that very controversial housing element
out of it?

Mr. RUSSELL. I have to guess, because I don't have that calculation
handy, but I think that if you take that alone out, the increase in the
Consumer Price Index over last year would be lower by about two
percentage points, which would knock it down from about 12 to about
10 percent.

Senator PROXMIRE. (OK, that's very helpful. What would it be now,
for October, if you can do that?

Mr. RUSSELL. For Oftober? The overall increase was 1 percent and
if you knock-it would be somewhere around eight-tenths of 1 percent.

Senator PROXMIRE. Eight-tenths of 1 percent instead of 1 percent?
Mr. RUSSELL. That's right.
Senator PROXMIRE. Then I can't understand what this means, when

you say that the housing component accounted for about two-thirds of
the increase in October.

Mr. RUSSELL. There's a difference between telling you how much of
the increase it accounted for on the one hand, and simply taking it out
on the other. There is a difference between those two calculations.

Senator PROXMIRE. I can see where there would be a difference. I
can't see where the difference would be that great. It seems to me that
if taking it out leaves an increase of only eight-tenths of 1 percent that
would account for only 20 percent of the increase. It would have been
1 percent with it in. With it out, is it eight-tenths of 1 percent?

Mr. RUSSELL. It would take a while to go through the arithmetic, but
that is not correct.

Senator PROXMIRE. Now, at last month's CPI hearing, Chairman
Kahn said that the critical variable in the oil situation was not the price
posted by OPEC, but their production policies, and that a cutback in
OPEC production would keep inflation going at its recent rate. Since
that time, our Embassy at Tehran has been taken over, our Embassy
in Islamabad has been burned to the ground, the mosque in Mecca has
been occupied, we have stopped all imports of oil from Iran, and the
Saudis and other Persian Gulf oil producers have expressed concern
about our freezing of Iranian deposits in U.S. banks.

As a result of these factors, are we likely to see the type of produc-
tion cutback with the repercussions for inflation feared by Chairman
Kahn?

Mr. RUSSELL. I think that OPEC was already planning production
cutbacks next year, quite independently of the political crisis in the
Middle East, and that we have to look forward next year to another
large increase in crude oil prices, without doubt.

Whether it will be as large as last year is hard to know. I don't, how-
ever, expect the increase in the retail prices of refined petroleum prices
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to be as big as last year, because a great bulk of the increases in energy
prices in the United States during this past year were not attributable
to increases in the price of crude oil, but rather to increases in the mar-
gins of refiners and distributors of refined products.

Their margins are now high, so that even if we had a crude oil priceindex next year as big as last, that is, 60 percent, I wouldn't expect
retail energy prices to go tip as much next year.

Senator PROXMIRE. Can you tell what effect our embargoing Iranian
oil and refusing to buy it will have on the CPI?

Mr. RUSSELL. As long as Iran continues to supply oil in the world
market, I don't think that our embargoing the importation of Iranian
oil would have a major impact on U.S. energy prices. What determines
the prices of energy is what the equilibrium price is in the world mar-ket. As long as Iran's oil is being supplied to the world market, there
will be some redistribution of supplies.

Senator PROXMIRE. Well, that redistribution process involves a some-
what higher price, doesn't it?

Mr. RUSSELL. That's right. We would end up having to buy higher
priced oil.

Senator PROXMIRE. How much higher?
Mr. RUSSELL. I don't know, exactly. It would raise the price but not

by a lot. If Iran were to simply stop exporting oil at all, since they
account for I think, around 4 percent of the world oil supply, thatwould have a major impact on prices.

Senator PROXMMIE. What effect would that have on prices?
Mr. RUSSELL. The short-run elasticity of demand is about 0.1, so a4-percent cutback in production is likely to cause a 40-percent increase

in the price of crude oil in the short run.
Senator PROxMUIE. A 40-percent increase in the price of oil if Iranwas out of the market?
Mr. RUSSELL. That's right.
Senator PROXMIRE. Over the last 3 months, the Producer Price Indexfor finished consumer goods has risen at an annual rate exceeding 19percent. That is the Producer Price Index. Now, does that suggest thatthe CPI is likely to rise even more rapidly in the next few months?
Mr. RUSSELL. There is a lagged response in the CPI to increases inthe PPI, but it is not very long, particularly if you look only at thefinished goods component of the Producer Price Index. Another thingto keep in mind is that the Producer Price Index is measuring some-

thing quite different from the Consumer Price Index. Only goods areincluded in the Producer Price Index, whereas the Consumer Price
Index includes services. Service prices tend to be much more stablethan the prices of commodities. Therefore, the big increase in the Pro-
ducer Price Index typically do not augur for similarly big increasesin the Consumer Price Index, with the lag.

Senator PROXMIRE. Now we have a good leading indicator for theunemployment rate: the number of people who work part time, volun-tarily, divided by the number who work part time because they have to,out of necessity. I understand that this index has been followed, and ithas been a very good advance indicator, with a lag of about 6 months toa year, for unemployment.
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Are there any leading indicators for the price index? Do you know
of any that we could be aware of, other than the producer prices, which
foreshadow an increased inflation over the next few months?

Mr. RUSSELL. NO; I know of nothing similar to what you refer to
with respect to the unemployment rate. It is true that looking at crude
material prices gives us some information about intermediate price
increases with the lag, which in turn is a pretty good predictor of
what's going to happen to finished good prices with the lag. These are
the three different parts of the Producer Price Index, and the finished
goods, or Wholesale Price Index in the Producer Price Index does pro-
vide us with some information about the prices of goods, or Wholesale
Price Index in the Producer Price Index does provide us with some
information about the prices of goods in the CPI. So that we can track
these through the various stages of production, but it is not at all
accurate.

There is an econometric model built by Joel Popkin that formalizes
these relationships and it works pretty well.
* Senator PROXMIRE. What does that indicate for prices over the next
few months?

Mr. RUSSELL. I have not talked to him or looked at his forecasts
lately, but I surmise that it does not look very good.

Senator PROXmIRE. Well, let's see how good or bad that looks. Could
inflation go to 15 percent in 1980?

Mr. RUSSELL. No; I would not anticipate that at all. I expect the
inflation rate is almost certain to drop in 1980, compared to 1979, unless
we have an even worse energy crisis next year.

Senator PROXMIRE. Why? All the indicators you've given me so far
are negative. Certainly the world energy situation does not look good.
The Producer Price Index doesn't look good. And yet you say infla-
tion will be better in 1980 than in 1979. Why?

Mr. RUSSELL. I was looking at the next few months. Things don't
look very good. Looking, however, at the year ahead, I think we
should see quite a bit of moderation in the overall rate of inflation.

Senator PROXMIRE. Why?
Mr. RUSSELL. This is partly because I think the energy sector won't

be as bad next year, nor will food and housing. Almost nobody believes
interest rates could go up again next year as much as they did this, and
most all forecasters are predicting that interest rates not only will
start to fall, but indeed have already begun to fall.

Finally, everybody, including the Government, is now predicting a
recession ranging from mild to severe during 1980 and this recession
is undoubtedly going to have some moderating effect on the inflation
rate.

Senator PROXMIRE. Well, I think you may well be right on housing.
But why do you assume that food prices are going to moderate? Aren't
they very unpredictable?

Mr. RUSSELL. They are very unpredictable. But we have now had
three bad winters in a row and the rational thing to expect of a winter
is an average winter. If we have only an average winter this coming
year, the food price performance will be better than in any of the last
3 years. Now, if it is worse than average, we will get another poor per-
formance, as we had last year.

But there is no reason to expect a winter worse than average.



100

Senator PROXMIBE. Isn't it possible that the energy situation may
counterbalance the improved housing performance?

Mr. RUSSELL. Of course. That is where most of the uncertainty
lies, but this last year was so bad in terms of energy that I think you
would have to be one of the worst pessimists to expect an even worse
year ahead.

Senator PROXMIRE. Has COWPS or the Social Security Adminis-
tration investigated the effect of inflation on the elderly? They argue
that the automatic escalation of social security benefits don't really
provide for them.

Mr. RUSSELL. We have not done a study ourselves. In answer to a
question by Senator Bentsen earlier, I indicated that I have no a
priori reason to believe that the Consumer Price Index is a poorer
indicator of changes in the cost of living for the elderly than for
others, primarily because the elderly, for the most part, already own
property.

The increase in the home purchase financing prices *hits hardest
those families that are just in the stage of their life cycle where they're.
buying houses. It is for them that I think the increase in the cost of
living is the worst.

Senator PROXMnIE. Right now we have on the floor of the Senate, as
you know, a windfall profits tax. Those who oppose the windfall
profits tax or are trying to reduce it argue that it is an excise tax,
that it's going to be translated into higher prices for energy for the
American people.

What can you tell us, as a professional, about the likely effects of
a windfall profits tax? Suppose the conference settles close to the
House version, with a windfall profits tax that yields over $200 bil-
lion over 10 years. Would that have a significant effect on prices, or
would it primarily come out of the profits of the oil companies?

Mr. RUSSELL. Well, by its very name a "windfall profits tax" should
not have a short-term impact on prices. The reason is that it is
intended to tax away windfall gains or what economists call.rents, of
oil producers, that goes to them because of decontrol of crude oil and
refined product prices.
* I guess it would be irresponsible of me, however, as an economist,
not to acknowledge that in the long run a windfall profits tax is a tax
on capital. Insofar as it is a tax on capital it can inhibit investment in
capital and insofar as it does that it can, in the long run, have an
inflationary impact by lowering productivity.

I think. however, that in the short run it is absolutely essential that
this windfall profits tax be passed, so that we do not have a massive
redistribution of income from oil consumers to oil producers, going
along with decontrol of energy.

Senator PROXMMRE. You say, then, that in the short run, over the
next year or so, the effect on prices should not be perceptible?

Mr. RUSSELL. That's right.
Senator PROXMRE. But in the longer run it might have an effect

because of the effect on investment?
Mr. RUSSELL. Insofar as it inhibits expansion of plant and capacity.
Senator PROXMTRE. Now, Mr. Kahn has been quoted as saving that

business is now on trial in the eyes of the American people. What did
he mean by that?
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Mr. RusSELL. Was this a recent comment?
Senator PROXMIRE. It was in the November Reader's Digest.
Mr. RUSSELL. What I take it he means-although I don't know

the context-is that-
Senator PROXMIRE. I presume it relates to the inflation situation

and their increased prices.
Mr. RusSELL. I am sure it does. It relates to the theme that in order

to bring the inflation under control we must get restraint from every-
body. "Everybody" includes the business community. "Restraint"
means keeping the prices down; it means keeping prices down even
in an area such as energy, where shortages have arisen over the past
year. I think that that is what he means when he says business is on
trial, in the same way that labor is on trial and in the same way that the
government is on trial.

Senator PROXMIRE. Well, we have had a performance in the labor
sector which he keeps saying has been pretty good, and I think he's
right. Wages have increased around 8 percent of so. Obviously prices
have been going up a lot higher than that. Profits have been going up
a great deal.

In view of that, has business failed their trial?
Mr. RUSSELL. No, I don't think so. Looking at the numbers more

carefully we see that the increases in wages plus fringe benefits over
the last year have been about 11/2 percentage points above the pay
standard. They have gone up about 81/2 percent, compared to the 7
percentage standard. That is not all due to violation of the standard,
but rather most of it is slippage due to various kinds of exemptions
and exceptions built into the standard.

If we look at prices in the industrial and service core of the economy,
at which the price standard is primarily aimed, this slippage has been
about the same. The price standard would call for increases of about 6
percent overall, in that sector of the economv, with universal adherence
to the price standard. The actual increase in these sectors of the eco-
nomy has been about 71/2 percent over the first program year, so on
both the wage side and the price side, the slippage between the standard
itself and the actual increase has been about 11/2 percentage points.

This is also consistent with the fact that over this first year of our
program, income shares of labor and capital have remained roughly
constant. Indeed, the capital share, the share of profits in total income,
has fallen a little, whereas the share of labor in total income has risen
slightly.

Senator PROXMIRE. Now, in the Council's Inflation Update last
Wednesday you said, and I quote:

There is considerable debate as to whether we are now In a recession, and, If
so. about the effects that a recession might have on the current rate of inflation.
Looking at the events of 1973-75, we see no guarantee that the underlying rate
of inflation in the present period will be checked, even if we are moving into a
recession. The sharp increase in the underlying rate of inflation in 1974 came
about concurrently with the economy's relapse into recession.

Is it really worth suffering higher unemployment and other adverse
effects of recession if there is so much doubt about whether or not a
recession will helW us reduce the rate of inflation?

Mr. RUSSELL. No. Certainly I would not recommend a.n engineered
recession of the type that we suffered in 1975, when the unemployment
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rate went to 9 percent. That did, indeed, break the backbone of the
underlying inflation that we had back then, but at a terrible cost.

No one in the administration is recommending that recession is the
cure for inflation. They are saying, however, that a slowdown in the
real rate of growth is necessary in order to provide enough slack in
both labor and product markets to make the other parts of the anti-
inflation program work to moderate the inflation gradually over time.

But, in terms of using recession alone to fight inflation, the admin-
istration is unalterably opposed to that, because the social costs are
so great.

Senator PROXMIRE. Well, I wonder if there is any real difference.
You say that we did break the back of inflation in the 1975 period,
with a very high rate of unemployment.

Mr. RUSSELL. For a short period of time.
Senator PROXMIRE. And you don't want to do that again? Are we

going to break the back here? What do you have to do, have a higher
rate of unemployment for a longer period of time? Maybe with more
distress? But it is going to take a longer period to do it. That means
you have to hold your unemployment at a higher level? Can we blink
at the fact that if you're going to do something effective about infla-
tion with fiscal and monetary policy you've got to pay a painful price I
People have to lose their jobs?

It is a terrible thing to have to contemplate. No administration,
especially one running for reelection in less than a year, wants to admit
it. But is this one of the grim facts we really have to face?

Mr. RuSsELL. No; I don't think so. I don't think anybody argues
that recession is a necessary condition.

Senator PROXMIRE. I think a lot of people argue that. They don't
argue it if they're running for office. But they argue it if they're not.

'Mr. RUSSELL. That's right, many economists make that argument.
None of us in the administration make that argument. We think slow
growth and -moderately restrictive fiscal and monetary policy over a
period of several years together with the pay and price standards can
gradually bring inflation under controL If we were trying to do it
overnight, then I think it would take a severe recession. And that is
why we're not trying to do it overnight.

Senator PROXMnRE. So you're going to have to have a higher level
of unemployment for a longer period in order to wring out inflation
by a more moderate position?

Mr. RUSSELL. I don't think a higher rate of unemployment for a
sustained period of time is necessary to bring inflation under control.
I don't consider a 6 percent-

Senator PROXMIRE. You're not running for office. Why do you have-
to take that position?

Mr. RuSSELL. I don't think a 6 percent unemployment rate is too
low. I think if we can't bring inflation under control gradually over
time with the 6 percent unemployment rate-then I agree with you,
we are in trouble. But I don't think that is true.

Senator PROXMIRE. Well? A 6 percent unemployment rate, but a
situation in which we have just about as 'high a proportion of our
people working as we've ever had in our history-because we had such
a tremendous increase in the work force.
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Mr. RUSSELL. There's no doubt about the fact that 6 percent today
may be very analagous to a 4 percent unemployment rate 10 years
ago. But 10 years ago I would have argued that there's no reason
why we can't control inflation with a 4 percent unemployment rate. I
think today we certainly can control it with 6 percent unemployment
rate.

Senator PROXMIRE. We're not doing very well now. And it has been
roughly 6 percent for a long, long time, more than a year.

Mr. RussELL. For more than a year, yes; but it was brought down
quite substantially before this last year.

Senator PROXMIRE. And inflation is about as bad as it's ever been.
Mr. RuSSELL. I think you will agree, Senator, though, that there have

been some exogenous shocks that have made it hard to control the
inflation, even with a 6 percent unemployment rate. Most of the accel-
eration in inflation, if not all of it, can be attributed to shocks that have
nothing to do with the level of the unemployment rate.

Senator PROXMIRE. When McDonald's reduced their prices on ham-
burgers and cheeseburgers in August, they proclaimed this loudly. But
according to yesterday's Wall Street Journal, they recently increased
prices by 5 percent to 20 percent on almost everything else, without any
such fanfare. Will the Council on Wage and Price Stability investigate
these increases to see if they comply with the price guidelines?

Mr. RussELL. We have certainly got McDonald's, like all of the other
major companies in the country, under constant surveillance. And we
will make sure that they are in compliance.

Senator PROXMIRE. Well, I hope for all the junk food addicts that
you do that, because people who don't jog, and insist on eating that ter-
rible stuff deserve to suffer.

Mr. RuSSELL. Of course, it's been argued by some that that junk food
is more nutritious than a lot of the gourmet foods.

Senator PROXMIRE. I suppose you can find things that are even less
nutritious, but it's not easy.

Last month, Mr. Kahn said one reason why inflation was lower in
Germany and Japan was that in comparison with the United States
they spend a smaller percentage of their GNP for military purposes.
I would agree that a sharp increase in military spending is inflationary,
but I don't understand why the level of military spending per se con-
tributes to the rate of inflation.

Can you explain that to me? I am one of those who is very critical
of our defense spending, and I think it can be reduced, and ought to be,
but I don't know-I would like to have you explain why this is more
inflationary than any other kind of Government spending.

Mr. RUSSELL. Since this is not a matter of domestic policymaking, I
would like to take a somewhat different tack than Mr. Kahn. I don't
myself attribute this to the different levels of defense spending in Ger-
many and Japan. The first thing I would like to say is I don't think
the United States does all that poorly vis-a-vis other countries. Most
OECD countries now have inflation rates at double-digit levels. In
Japan, it's true the inflation rate is about 5 to 6 percent for consumer
prices. However, that is a very service-oriented economy and service
prices have been fairly steady. If you look at their Producer Price
Index it's been going up at about 10 percent. So Japan is not doing all
that well, either.
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Then we might ask, "Well, still they are doing somewhat better.
Why is that?" It is often argued that really they should be doing
even worse because of the energy problem, because they have to rely
almost entirely on imported oil in order to fuel their economy. But
in fact, that is not the critical issue.

The critical problem with the oil price increases is that there has
been a worldwide shortage, a worldwide increase in prices, and it
doesn't matter whether you import it or produce it domestically. En-
ergy prices are going up everywhere. What matters is how energy-
intensive a country is. This country is more energy-intensive by far
than any of the European countries. And more energy-intensive than
Japan.

Therefore, the energy crunch hits the United States harder than it
hits any of these other countries.

Finally, with respect to Germany, I might say that the way that
they can control inflation is through induced recessions, since their
people don't suffer very much through high unemployment rates. They
have the luxury of being able to export their unemployed, because they
rely very much on alien workers during expansions, and when they
have an induced recession to fight inflation, the workers leave the
country.

A couple of years ago when they had a recession, 500,000 workers
left Germany because they could not find employment. If we were
to do the same in this country, given that our labor force is larger,
that is equivalent to exporting 2 million unemployed workers. That is
equivalent to 2 full percentage points on our unemployment rate.

If we could effectively raise the unemployment rate from 6 to 8
percent, but have no increase in unemployed Americans by simply
exporting the unemployed, as Germany was able to do, then we could
bring our inflation under control very quickly.

Senator PROXMIRE. How do you know we don't do that? People
argue that our illegal aliens from Mexico have constituted at least 2
million. I've seen much higher estimates than that.

They come in and go out. They are foreign labor coming in to some
extent to take up the slack, are they not?

Mr. RUSSELL. Yes, to a certain extent. But that is very regional to
begin with. It is concentrated in one particular part of the economy.

Senator PROxMIRE. Well, they're not only in California and Texas,
but also in New York and Milwaukee. We have them all over the
country.

Mr. RuSSELL. To a certain extent. But the flow of these persons
across borders is not so free as it is between Germany and its neighbor-
ing countries.

Senator PROXMIRE. Now last month Mr. Kahn said that he would
supply us with the Agriculture Department's latest predictions on
food prices.

Is that available yet?
Mr. RUSSELL. I read that the latest prediction was 10 percent in

1980.
Senator PROXMIRE. You know, typically, the productivity rate

growth falls in the early stages of a recession. That tends to raise the
unit labor cost of production and, of course, is inflationary.
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Our productivity record has already been atrocious this year. And
if the usual cyclical pattern prevails, it's going to get worse as we're
moving into a recession, and that should certainly aggravate the infla-
tion situation.

What is your comment on that?
Mr. RussEL.- I guess my main response is that what we are going

through right now does not appear to be the usual situation, as you
referred to it.

You already have productivity over the last year, during which we
were not in a recession, falling well over 1 percent. Whether or not
that will worsen as we move into a recession is now highly conjectural,
although I agree with you that, typically, productivity follows a
cyclical pattern. The pattern appears to have broken over the past
couple of years, much to our dismay because the falling productivity
growth rate, even while the economy was expanding, has driven unit
labor cost up by over 10 percent during the past year, even though wage
increases have been fairly well behaved.

But I guess that we cannot look to a recovery of productivity growth
over the next year to help very much in ameliorating the inflation
problem.

Senator PROXMIE. I have been very pessimistic about inflation and
I still am. I think it's going to continue at a high rate and even going
to be higher in the coming year.

You are more optimistic about it.
But there is some precedent that inflation could improve quite rap-

idly. We had that after World War II. For instance, it went from 18
percent in 1946 to 9 percent in 1947, to 3 percent in 1948, and prices ac-
tually fell by about 2 percent in 1949.

In Japan, the rate of inflation fell from 24 percent in 1974 to 12 per-
cent in 1975, and then down to about 4 percent in 1978.

What prospect is there, if any, that we could begin to make very
solid improvements in fighting inflation? We always look ahead and
try to project the present situation. And I have talked about how the
situation might get worse.

But is there a reasonable prospect that we might get a substantial
improvement in inflation so that it drops down to, say 6 percent or 4
percent, something like that, or less?

Mr. RUSSELL. Frankly, I don't see a high probability for the prospect
of dramatic improvements in the inflation rate over a short period of
time for a couple of reasons.

Senator PROXMIRE. Well, not a short period of time, but say over a
period of 2 to 3 years.

Mr. RuSSELL. Well, I expect gradual moderation in the inflation rate,
but nothing like what we saw right after World War II when, inci-
dentally, I think there was a recession. I think that the problems that
we're dealing with today just did not exist back then. The energy crisis,
for example.

Second, the economy is now much more highly indexed to the rate
of inflation. That gives the inflation rate more staying power. It is
harder to change it radically in the short period of time because of all
of the indexation.

Therefore, I don't think it can be brought down terribly quickly
in a short period of time.
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Senator PROXMIRE. What proportion of the American workers are
on cost-of-living adjustments?

Mr. RUSSELL. Directly, only about 10 to 15 percent of the American
workers are covered formally by cost-of-living adjustment clauses.
However, an untold number of workers are indirectly indexed to the
cost of living through the maintenance of relationships between union-
ized and nonunionized workers throughout the economy.

So that, indirectly, I would say that perhaps as much as a quar-
ter to a half are indexed to the inflation rate.

Senator PROXMIRE. Well, I have a statement here from the staff
that seems to contradict that. I would like your comments.

It says:

The Bureau of Labor Statistics reported on October 29 that for the first 9
months of 1979, 58 percent of workers under settlements were covered by con-
tracts with cost-of-living adjustment clauses.

Mr. RUSSELL. Right.
Senator PROXMIRE. Does "under settlements" account for the

difference?
Mr. RUSSELL. Yes, that is exactly it. You see, 20 percent, roughly,

of the American work force is unionized and a little over half of that
is covered by cost-of-living indexes. And that's where I come up with
the figure of 10 to 15 percent that are directly covered.

Senator PROXMIRE. But that is a big increase-for all of 1978, the
figure was 37 percent and it's already gone up to 58 percent.

Only in the last few months are we moving very rapidly in index-
ing a much larger share of the work force.

And so it makes it harder to get back into a situation where infla-
tion could improve rather sharply.

Mr. RUSSELL. That is exactly what's going on and I think it is a
rational reaction to the high inflation rates of the last decade. Not
only are the workers, particularly the unionized workers, indexing
the wages to the cost of living, this is also true of the Government.
There is, for example, indexing of social security payments to the cost
of living.

More and more indexation is taking place, particularly as we are
learning to try to cope with persistent inflation.

Senator PROXMIRE. Now I pressed you last month to see if I could
get an official forecast of inflation for the coming year from the ad-
ministration, and Mr. Kahn said that you didn't know when the next
official inflation forecast would be made by the administration.

Can you tell us today?
Mr. RUSSELL. No; I'm sorry. I don't know when it will be made.
Senator PROXMIRE. Why shouldn't we have that? It is so important

that we have that kind of estimate for policymaking purposes.
And I would hope that you could give it to us. Could we expect it

over the next-the period of the next month some time?
Mr. RUSSELL. I'm not certain. That is a question that you should

address to Charlie Schultze, who is responsible for the forecasting.
Senator PROXMnRE. Is the administration going to take a position

that they shouldn't forecast because a forecast would have to be so bad
that it would make us all cry?
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Mr. RUSSELL. No; I'm sure that they're not going to take that
position.

Senator PROXMIRE. I'm beginning to think that maybe that's it. Cer-
tainly if the situation were good, they would be more inclined to give
us a forecast, wouldn't they?

Mr. RUSSELL. No. The CEA and the troika have traditionally re-
frained from changing their forecast every time there was a new
development. Rather, they just-

Senator PROXMnRE. Well, what is the forecast now? You say they
are changing it. What was the forecast that is unchanged, and what
did they predict for the coming year?

Mr. RUSSELL. I don't recall exactly. It was about 11 percent for this
year and something less for next year. The last official forecast was
under 10 percent.

Senator PROXMIRE. Nine?
Mr. RUSSELL. Yes, I think something like that.
Senator PROXMIRE. Mr. Kahn has indicated that he thinks it will be

higher than that.
Mr. RUSSELL. Well, we all have personal opinions and my personal

opinion is 9 to 10 percent for calendar year 1980.
Senator PROXMIRE. Well, how about the CPI statement on fuel oil.

That assumes that we purchase it throughout the year, but the pur-
chases will be concentrated at the end of the year. Doesn't it under-
state the cost of fuel oil for consumers?

Mr. RUSSELL. It assumes we purchase it throughout the year, you
say? I don't know about that.

Senator PROXMIRE. The Consumer Price Index implicitly assumes
consumers are buying fuel oil throughout the year, and it keeps the
same weight for fuel oil in there in July and August and so forth. But
it is toward the end of the year that the prices go up, and when we will
purchase most of our fuel.

Mr. RUSSELL. What you say is correct-that's right. The weights are
kept the same throughout the year, even though most of the purchases
are seasonal.

So what does that do? Well, that gives the home heating oil com-
ponent too big a weight in the summer and too small a weight in the
winter. So in a sense, it will be understating what the real increase in
the cost of living due to increases in home heating oil are in the winter
because of that, but it will be overstating the effect of that component
in the summer.

So it averages out over the year.
Senator PROXMIRE. One way of getting indexing under control so

that it doesn't make it so difficult to get inflation down is to provide,
instead of indexing, real wage insurance. That way as inflation mod-
erates, the cost to the Government would tend to moderate. The infla-
tion spurts up, the workers would be protected, and you wouldn't have
built in an automatic increase with a lag and so forth.

Can you tell us if the administration is going to have a new proposal
for wage insurance!

Mr. RUSSELL. No. I can't tell you whether they will have such a pro-
posal. I think it is fair to say that we are always looking at additional
anti-inflation policies that might be either adopted through admin-
istrative policy or sent up to the Hill in the form of legislation.
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I do agree with you that I think real wage insurance is very attrac-
tive because it rewards workers for restraint; whereas indexation es-
sentially rewards the economy as a whole for lack of restraint.

So real wage insurance is the opposite of indexation, which is why
I very much favor real wage insurance myself and oppose indexation.

Senator PROXMIRE. Well, the administration tried and didn't make
headway and gave up. I was hoping that they would come back and try
again.

Mr. RUSSELL. Well, I sense that the temperament of the Congress is
a little bit different this year than it was last.

Senator PROXMIRE. Well, it is. And I think there's real sentiment for
some kind of a tax cut. If you're going to have one, you ought to have
one that will help you on the inflation front. And this would.

Mr. RussETi. That's right.
Senator PROXMIR. So it might be worth proposing.
Mr. RUSSELL. I find it attractive myself.
Senator PROXMIRE. What is your best estimate of the current specific

tradeoff between inflation and unemployment? How much will the rate
of inflation fall for each percentage rise in unemployment?

Mr. RUSSELL. The estimate that I quote is one that comes out of a
simulation using the Federal Reserve/MIT econometric model of the
economy. And it suggests that in order to lower the inflation rate by 1
percentage point, we would have to have 1 million additional per-
sons unemployed for 2 years.

That is using fiscal and monetary restraint alone. That is what we
measure the tradeoff to be. That is probably the most pessimistic esti-
mate of that tradeoff. Others think that you would have to endure
much less unemployment than that to get the inflation rate down by 1
percentage point.

The monetarists do that. I think the monetarists tend to be a little
bit more optimistic about the efficacy of monetary restraint on slow-
ing down the inflation rate without causing unemployment than do
econometric models.

Senator PROXMIRE. Well, give us your estimate.
Mr. RUSSELL. I tend to believe the econometric model builders.
Senator PROXMIRE. Which would require how much?
Mr. RUSSELL. In order to lower the inflation rate by 1 percentage

point, using fiscal and monetary policy alone, we would have to in-
crease the unemployment rate by 1 percentage point for a period of 2
years.

Senator PROXmRE. And that is 1 million jobs?
Mr. RUSSELL. That is 1 million jobs; yes.
Senator PROXMIRE. That's your position?
Mr. RussELL. I think that that is as good as estimate as any; yes.
Senator PROXMIRE. Now you were very careful about saying that

would be the result by monetary and fiscal policy alone.
Mr. RUSSELL. That's right.
Senator PROXMIRE. All right. Now what else?
Mr. RUSSELL. I think that the pay and price standard serve as use-

ful complements to fiscal and monetary restraint.
Senator PROXMIRE. Well, there's considerable debate about that.

A lot of people don't think that they're doing much of anything. But
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maybe they are. Well, then, let's assume that you have a reasonably
effective pay and price standard. Then what is the payoff?

Can you do it. then? Can you reduce the inflation rate 1 percent
by, say, a half-million more unemployed if you also have an incomes
policy that has some bite?

Mr. RussELL. The best guesses-and these can only be guesses of
the economists that I talk to and my own best guess based upon my
examination of the data-indicate that these guideposts knocked per-
haps one-half to 1 percentage point off of the inflation rate on their
own.

In a sense, what I'm saying is that with no additional unemploy-
ment, you could knock perhaps one-half to 1 percent off the inflation
rate with pay and price standards alone as long as fiscal and monetary
policy were not stimulative, as long as we were not overly stimulating
the economy.

Senator PROXMIRE. I'm concerned about the difference between
inflation indexes. The GNP deflator has been rising at an annual
rate of 9 percent; the CPI, 13 percent.

What is the reason for that huge difference?
Mr. RUSSELL. They measure different things. The GNP deflator,

for example, nets out the cost of imported crude oil and refined
products.

On the other hand, the GNP deflator includes cost of producer
goods as opposed to consumer goods.

So they are measuring very different things and producer goods
have been going up at fairly rapid rates recently, which could explain
why the deflator is going up more rapidly than the Consumer Price
Index underlying rate.

I don't know if you've got the tables that were handed out, but
one table goes over various measures of the underlying rate of infla-
tion. It includes one constructed from the CPI by excluding housing,
energy, food, and used cars.

The PPI excludes energy and food. There is a fixed weight, non-
price farm deflator. This is another possible measure of the under-
lying rate of inflation because it excludes farm products and the
prices of imported crude oil.

And you can see that they give you fairly different measures of
the underlying rate of inflation.

Over the recent past, for example, over the fiscal year 1979, basically
the first program year, the CPI underlying rate is about 7/2 percent,
and the PPI underlying rate is about 8/2 percent.

The reason for that is that the PPI excludes services, and service
prices have been relatively more stable.

The nonfarm deflator, on the other hand, is very close to 10 percent.
The main reason for this is the big increases in the prices of capital
equipment which do not enter the Consumer Price Index.

Senator PROXMIRE. Well. the one constant element here is that
everything is going up, regardless of whether you take the CPI under-
lying rate; PPI underlying rate; fixed, weighted nonfarm price de-
flator; fixed, weighted personal consumption, expenditure deflator;
or unit labor cost-1976, 1977, 1978, and 1979-the rate is rising each
year.

59-671 0 - 80 - 8
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Mr. RUSSELL. That's right, in every case.
Senator PROXMIRE. That is why it is hard for me to be as optimistic

as you seem to be that inflation is going to come under control after,
say, the first half of next year.

Mr. RUSSELL. I should say that I expect the underlying rate of in-
flation to be worse in 1980 than it was in 1979.

Senator PROXMIRE. The underlying rate?
Mr. RUSSELL. I don't see any way to avoid a worsening of the under-

lying rate as workers try to catch up for the lost real income over the
past year.

Senator PROXMIRE. And the reason that doesn't contradict your
statement that overall inflation will be lower next year is because things
like housing costs and so forth will be moderating rather sharply.

Mr. RUSSELL. I expect them to come down, the underlying rate to go
up, and the overall rate of inflation to be somewhere close to 10 percent.

Senator PROXMIRE. And you expect energy not to be out of line.
Mr. RUSSELL. That's correct.
Senator PROXMIRE. One more question. When we instituted the new

index for all urban consumers, the CPI-U, while continuing the CPI
for urban wage earners and clerical workers, the CPI-W, I guess you
call it, we did it because of the fear that the new index would be or
could be radically different from the old one. And hence, the CPI-U
could distort wage agreements and other cost of living indexed items
in the economy.

Looking at this month's release and comparing the two indexes,
while there's some differences and some identical figures overall, the
two come out about the same for the last 12 months.

Over a shorter period of time, the components of the old index seem
to have risen at a slightly higher rate than the new one.

Now that you have had considerable experience with both, what can
you tell us about how they compare?

The fear of some of the labor groups is that the new index would
show a smaller increase when there were increases than the old index.
But a casual look at it would indicate that the opposite was taking
place.

Mr. RUSSELL, I think that the construction of this new index for all
urban consumers confirms what I would have suspected in the first
place; namely, that there would not have been a big difference in the
two indexes, that the market baskets of urban consumers and urban
workers are not so different that we need two different indexes for the
two types.

And I think the same is true of retired workers. If we constructed
an index for retired persons, I don't think it would be radically differ-
ent than the overall Consumer Price Index.

I recall a controversy at Harvard, when the faculty was trying to tie
its increase to the Consumer Price Index and they thought their cost
of living was going up more rapidly than that of the average urban
worker.

And so Arthur Smithies, an economist at Havard University, con-
structed his own index and found out it was going up just almost
identically with the overall Consumer Price Index. And this was 20
years ago.
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And I don't think that things have changed since then.
Senator PROXMIRE. We]l, what you have told us this morning is that

the underlying rate of inflation is going to continue perverse for some
time and you expect it to worsen in 1980.

However, you expect the overall CPI to improve; at least not to be
as bad in the last half of this coming year as it was this year.

And you, I think, have given us a highly competent series of re-
sponses to the questions and we are very grateful to you.

Mr. RuSSELL. Thank you, Senator.
[Whereupon, at 11:15 a.m., the committee adjourned, subject to the

call of the Chair.]
[The following report was subsequently supplied for the record by

Mr. Russell:]
INFLATION UPDATE1

INTRODUCTION

All of the conventional macroeconomic data on prices and wages for the first
year of the President's anti-inflation program (roughly, the period extending
from the third quarter of 1978 to the third quarter of 1979) are now available.
This "Inflation Update," -therefore, focuses on price and wage trends during this
first program year.

During the past year, the inflation rate accelerated to double-digit levels.
Yet much of this acceleration is attributable to factors that were not and could
not have been controlled by this, or any other, anti-inflation program. In those
areas where the price and pay standards were directly applicable, the aggregate
data suggest that these standards-by preventing the food and fuel price explo-
sion from being built into the industrial wage and price structure-have kept a
very bad situation from being appreciably worse. It should be emphasized, how-
ever, that this report is not a comprehensive evaluation of the anti-inflation
program. A thorough analysis and evaluation of the effectiveness of the pay and
price standards during the first year depends on the availability of data supplied
by individual companies on their price and wage changes during the year. These
data will be available at the end of the calendar year, and a report of our find-
ings will be published in early 1980.

At the time the program was announced, most economic forecasters were pre-
dicting a marked slowdown in the rate of growth of the economy. Indeed, most
private forecasters were predicting recession by early 1979. These anticipations
should be borne in mind because pay and price standards can be expected to be
most effective in moderating wage and price increases in an economy character-
ized by slack rather than tight market conditions.

With the expected slowdown in the economy, it was also anticipated that the
Federal Reserve would be able to relax somewhat its policy of monetary restraint,
reversing the two-year climb in interest rates. This was important because, in
the short run, restrictive monetary policy has inflationary effects. Interest ex-
penses are costs of doing business, and rising interest rates, therefore, exert
upward pressure on prices. Perhaps more importantly, rising mortgage interest
rates enter the home-purchase component of the Consumer Price Index (CPI),
and they enter with a vengeance because this component, like others in the CPI,
measures the increased prices of currently purchased (and, in this case, currently
financed) commodities.

Third, the Department of Agriculture predicted food-price inflation of about
7 percent, assuming an average winter.

Finally, on the basis of OPEC pricing plans, expectations of a fourth straight
year of relative energy price stability were common.

All of these expectations were proven incorrect. The consequences for the over-
all rate of inflation are all too well known. As measured by the CPI, inflation
reached double-digit rates-12 percent for the entire program year-for the first
time since 1974. The various components of the Producer Price Index also

'Council on wage and Price Stability, Nov. 21, 1979.
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increased at rates above 10 percent, significantly higher than those recorded
in the previous year (except for crude-material prices, which rose by almost
18 percent in both years).

In analyzing price trends (and, at least by implication, the impact of the anti-
Inflation program), it is essential to distinguish between price increases emanat-
ing from exogenous influences and those increases that more accurately represent
basic price trends in the industrial and service core of the economy. Such dis-
tinctions are developed in some detail throughout the report. For example, rates
of price increase for the food, housing, and energy components of the CPI are
contrasted with the underlying rate of consumer-price inflation. Possible alter-
native measures of the underlying rate of inflation are also considered.

Perhaps the major point that emerges from the data is that the underlying rate
of inflation, however measured, was significantly below the 12-percent increase
in the CPI during the program year (or the rates of increase in the Producer
Price Index). The various indices of the underlying rate range from about 71/2
to 10 percent.

Labor-cost inflation showed no signs of acceleration during the program year.
despite the large increases in the CPI. In fact, most of the measures of wage-rate
increases show slight deceleration compared to the previous year. This is true
of the wages of both union and nonunion workers. and is reflected in the recent
round of major collective-bargaining settlements.

The moderation of wage-rate increases, however, was offset by the dismal pro-
ductivity performance. A 1.3 percent fall in output per manhour during the pro-
gram year, together with the 8.8 percent rise in total labor compensation
(including employment taxes), resulted in a 10.2 percent increase in unit labor
costs.

The productivity collapse, the large increase in social security taxes, and the
explosion in energy prices resulted in a significant decline in average real earn-
ings. Nevertheless, labor's share of national income did not deteriorate. This
is consistent with one of the equity goals of the anti-inflation program-namely.
that the burden of combatting inflation be shared equally.

These points are developed in more detail below.

A. PRICES
1. Consumer prices

The Consumer Price Index (CPI) rose 12 percent during the first program year,
a rate of inflation almost 4 percentage points higher than that in Fiscal Year
(September to September, hereafter fiscal year) 1978 (see table 1). Since January.
consumer prices have been rising at an annual rate of more than 13 percent.
Current rates of inflation in consumer prices are almost double those anticipated
at the program's inception. based on the assumptions of widespread compliance
and no exogenous shocks. Much of the discrepancy can be attributed to changes
in the economic environment that were largely outside the program's influence.
Escalating prices for energy, food, and home purchase and finance, due largely
to exogenous shocks to the economic system and to a more robust economic cli-
mate than had been expected, account for much of the acceleration in the rate of
price increase.

The following discussion of trends in consumer prices during the first program
year attempts to separate price behavior emanating from exogenous influences in
sectors of the economy not covered by the basic price standard from rates of
inflation that are more representative of price trends in the industrial and serv-
ice core of the economy. More specifically, rates of price increase for the food,
housing, and energy components of consumer prices are contrasted with those in
areas covered by the standards as well as with the underlying rate of consumer-
price inflation.

a. Food prices. After 2 successive years of worse-than-usual weather conditions.
food-price inflation was expected to moderate during the program year, thus
helping to offset adverse price behavior in other sectors of the economy. Although
the rate of increase of food prices fell somewhat-from 10.8 percent in fiscal year
1978 to 10 percent over the program year (roughly equivalent to fiscal year 1979)
-the decline was smaller than had been expected.

Most of the escalation of food prices was concentrated in the first two quarters
of the program year, when food prices rose at annual rates of 10.2 and 17.7 per-
cent. In January alone, food prices increased 2.1 percent-the largest 1-month
change since July 1975. Major factors in the overall rise of food prices during
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TABLE 1.-CONSUMER PRICE INDEX

December
1978

relative Fiscal year-' Program year-3 mo. ending-
importance -

(percent) 1976 1977 1978 1979 Dec. Mar. June Sept.

All items - 100.0 5. 5 6.6 8.3 12.1 8.5 13.0 13.4 13. 2

Food -18.2 2.1 7.1 10.8 10.0 10.2 17.7 7.5 4.2
Food athome -12.6 1.0 6.8 11.4 9.6 10.9 19.2 5.7 2.8

Domestically produced-- 10.4 -. 9 2.8 13. 5 9. 7 7.7 27. 5 7.8 -2. 1
Imported -2.2 15.0 32.3 2.5 9.0 5.1 8.6 6.9 15.5

Food away from home 5. 5 6.9 7.9 9.6 10.9 8.7 15.6 11.8 7.6
Housing (less fuel)- 40.1 5.8 6.6 9.6 12.2 9.6 12.0 13.1 14.1

Home purchase - 10. 2 4.8 7.0 10.1 14.2 14.3 10.8 15. 5 16.5
Finance, insurance, and taxes. 9. 7 5.9 8.0 15.6 20.1 7.0 25.8 23.1 25. 4
Rent - - 5.5 5.6 6.3 7.1 7.6 7.7 3.6 8.7 10.7

Energy' 8. 5 5.2 9.2 7.0 35.2 5.8 24.6 70.0 49.1
Transportation (less asoline)34 13. 6 11. 6 5.6 5. 8 8. 6 8. 2 6.6 15.5 5. 7

Public transportation 1. 0 4.4 4.1 2.2 9.0 1.9 5.9 7.1 22.2
New cars - -3.9 6.1 5.1 8.8 8.2 1.0 12.8 12.7 6.9

Apparel and upkeep - - 5.5 4.7 4.0 3.6 4.9 2.3 8.7 1.5 7.7
Medical - - 5.0 9.1 9.8 7.9 9.5 10.8 9. 4 7. 7 9.9
Entertainment - -4.0 4.9 5.1 5.1 7.2 9.1 6.8 5.8 7. 3
Other goods and services 4.3 5.9 6.1 7.7 7.2 2.2 9.7 5.5 11. 5

All items less food - - 81.8 6.6 6.4 7.8 12.6 8.5 12.0 14.9 15. 4
All items less energy 91.5 5. 5 6.4 8. 5 10.0 7.7 11.6 10.6 10. 0
Underlying rate of consumer-

price inflation a --------- 50.3 6.7 6.0 6.1 7.5 7.2 7.5 7.4 7.9

1 September to September percentage changes, not seasonally adjusted.
2 Seasonlly adjusted, annual percentage rates of change.
Calcelated using growth rates rather than percentage changes.

4 Not seasonally adjusted.0
Consumer Price Index excluding the costs of home purchase, finance, taxes, and insurance; and food, energy, and

dsed cars.

Source: U.S. Department of Labor, Bureau of Labor Statistics.

this period were large increases in the prices of meats, poultry, fish, and eggs.
The price index for those commodities rose at an annual rate of 40 percent from
December 1978 to March 19i9, in large part because of the substantial reduction
in the availability of beef. The 4 percent increase in February was the largest
1-month change in the index for meats, poultry, fish, and eggs since July 1975.
In addition, the harsh winter, particularly a citrus freeze in Florida, contributed
to shortages in fruits and vegetables that resulted in rapid rates of price in-
crease in these commodities during the early months of 1979.

In the final two quarters of the program year, the rate of food-price inflation fell
to 7.5 and 4.2 percent, respectively, in large part because of expanded supplies of
pork and broilers and a good spring crop of fruits and vegetables. Further modera-
tion might have occurred if favorable developments on the domestic front and not
been offset by rapidly increasing prices for imported food, especially coffee. Coffee
prices began to rise during the summer in response to a freeze in Brazil that cre-
ated expectations of significantly reduced coffee supplies during the coming year.

b. Housing.-Housing costs advanced significantly during the program year,
even after eliminating the effect of rampant increases in horne-fuel costs (which
are included in the energy index, discussed below). Those housing costs rose by
more than 12 percent in fiscal year 1979, compared to 9.6 percent in 1978, and
reached annual rates of 13.1 percent and 14.1 percent in the second and third
quarters of 1979.

The behavior of housing prices is attributable primarily to increases in pur-
chase prices and the costs of home finaoice, insurance, and taxes. These compo-
nents of housing costs are largely investment expenditures, as opposed to outlays
for housing services per se. and are affected by speculative buying patterns.
Home-purchase prices advanced 14.2 percent during fiscal year 1979, 4 percentage
points higher than a year earlier, and reached annual rates in excess of 15 per-
cent in the last 2 quarters of the program year. The costs of housing finance, in-
surance, and taxes accelerated similarly, rising from an annual rate of 7 percent
in the first 3 months of the program year to an annual rate of 25.4 percent in the
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final quarter. For the program year as a whole, the index rose more than 20 per-
cent, compared to a 15.6 percent increase in fiscal year 1978.

On the other hand, the rate of increase in rental prices, which do not contain
an investment element, rose only slightly, from 7.1 percent in fiscal year 1978
to 7.6 percent during the program year. Over the last 2 quarters of fiscal year
1979, however, the increase in rental prices accelerated to annual rates of 8.7
percent and 10.7 percent, respectively.

c. Energy prices.-Although energy expenditures comprise only 8.5 percent of
average consumer outlays, increases in the prices of energy commodities and
services accounted for about 25 percent of the total CPI increase during the
program year. OPEC crude-material price actions were, of course, a major cause
of these price increases. In January, the benchmark price for a barrel of crude
oil was $13.34; in April, it was raised to $14.55 per barrel. Between April and
July, several of the oil-producing countries added surcharges to the benchmark
price. By July, prices ranged from $18 to $23.50-plus surcharges. These price
actions are reflected in rapid rates of increase in the energy-price index. The
index rose 35.2 percent during the program year, a dramatic acceleration from
the 7 percent of a year earlier. Moreover, energy prices increased even more
rapidly during the last three quarters of fiscal year 1979, rising at annual rates
of 24.6, 70, and 49.1 percent, respectively.

d. The underlying rate of consumer-price inflation.-A measure of price in-
creases that is more indicative of underlying trends in consumer prices than
the overall CPI is constructed by excluding food prices; costs of home purchase,
finance, insurance, and taxes; energy costs; and the volatile used-car price Index.
This measure also provides a rough proxy for price behavior in those sectors
of the economy that were covered by the basic price standard. (Agricultural
products, crude petroleum, and interest rates are excluded, from the price
standard, and gross-margin standards are available for food-processing, pe-
troleum-refining, wholesaling, and retailing activities.) Purchases of commod-
ities included in this measure of the underlying rate of consumer-price inflation
comprise slightly more than one-half of the average consumer's expenditures.

While exogenous shocks and speculative demand contributed to the rapid
rise in prices In food, housing and energy sectors of the economy, the underlying
rate of inflation remained relatively stable, rising from 6.1 percent in fiscal year
1978 to 7.5 percent during the program year. Used-car prices, however, rose only
3.6 percent during the program year, compared to 7.3 percent in fiscal year
1978. Inclusion of used-car purchases (about 3 percent of consumer expendi-
tures) in the underlying-rate calculation would thus yield more favorable
results.

Some of the prices included in the index of the underlying rate of consumer-
price inflation accelerated during the program year, while others decelerated.
The rates of price increase for new cars and for "other" goods and services
decelerated; however, the deceleration in the "other" category occurred only in
the goods component, while rates of changes of prices of services accelerated to
an annual rate of 10.4 percent in the fourth quarter. Public-transportation costs,
and nonfuel prices for transportation generally, rose significantly during fiscal
year 1979, increasing at rates of 9 and 8.6 percent, respectively, compared to 2.2
and 5.8 percent a year earlier. Finally, both medical and entertainment prices In-
creased at rates about 2 percentage points higher in fiscal year 1978.

In short, the surges in fuel, housing, and food-price inflation this year have
not yet become built into the industrial wage/price structure.

e. Comparison with 1973-75.-The economic parallels between 1973-75 and the
current period are deeply disturbing (see figure 1).' The earlier period was
characterized by a similar explosion in food and energy prices, which eventually
worked their way into the underlying rate of inflation. By the time the recession
began in the first quarter of 1974, the underlying rate of inflation had moved up
by 21/2 percentage points (from 3 percent in 1972 :IV to 5Y2 percent in 1973 :IV).
This contrasts with the acceleration in the underlying rate during the past year
of about 112 percentage points (from 6Y2 percent in 1978:III). Current price

1Figure 1 provides a comparison of price and unemployment developments during theperiods 1972-75 and 1978-79. The top chart tracks changes In food and energy prices asmeasured by the Consumer Price Index. The second displays changes in the underlyingrate-the Consumer Price Index excluding food; energy; home purchase, finance, insurance.and taxes; and used cars. The final chart shows trends in the unemployment rate for thetotal civilian labor force. All series are seasonally adjusted. The figures have been con-structed by CWPS, using Bureau of Labor Statistics data.
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FIGURE 1
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behavior thus suggests that the voluntary pay and price standards may have
been instrumental in preventing an acceleration in the underlying rate in 1979
comparable to that of 1973 (although the difference could be explained by other
factors as well, including the fact that inflation developments during the 1973-74
period were affected by the transition from phase II to phases III and IV of the
economic stabilization program.)

It must be pointed out, however, that the real explosion in the underlying rate
In the previous period did not occur until 1974. Between the fourth quarter of
1973 and the third quarter of 1974, the underlying inflation rate accelerated
from 5Y2 percent to 13 percent. If economic history were to repeat itself, a sharp
increase in the underlying rate-well into double-digit levels-could be expected
about now.

There is considerable debate as to whether we are now in a recession and, if
so, about the effects that a recession might have on the current rate of inflation.
Looking at the events of 1973-75, we see no guarantee that the underlying rate
of inflation in the present period will be checked even if we are moving into a
recession. As Figure 1 indicates, the sharp increase in the underlying rate of
inflation in 1974 came about concurrently with the economy's relapse into re-
cession. Between the fourth quarter of 1973 and the third quarter of 1974, the
unemployment rate rose from 4.8 percent to 5.6 percent. eventually climbing to
9 percent in early 1975 as the recession deepened. By that time, the underlying
inflation rate had abated to about 5 percent.

If our anti-inflation efforts are not successful, therefore, there is the clear
danger that we may face both higher unemployment and an exploding under-
lying rate of inflation.

2. Producer prices
The Producer Price Index (PPI) tracks the cumulative effect of price increases

through the stages of production. The PPI shows that finished-goods prices in-
creased by almost 12 percent during the last year. But, over the same period.
the intermediate-goods index rose 1412 percent and the index for crude materials
jumped about 171/2 percent (see table 2). This pattern of attenuation of crude-
material price Increases through the various stages of production is to be ex-
pected so long as prices of other inputs are rising less rapidly than those of
crude materials.

a. Finished goods.-The 11.8 percent rise in wholesale prices of finished goods
during the program year contrasts with an 8.4-percent increase in fiscal year
1978.

TABLE 2.-PRODUCER PRICE INDEX

December
1978

relative Fiscal year- 1 Program year-3 mo. ending-'
importance

(percent) 1976 1977 1978 1979 Dec. Mar. June Sept

Finished goods -100.0 2.7 6.6 8.4 11. 8 10.5 14.3 7.5 15.0
Consumer goods -70.6 1.6 6.5 8.4 13.3 11.1 16.0 6.7 19.6

Foods- 25.4 -4.5 6. 7 10.2 .8 15.3 21.0 -11.3 13.1
Energy -6.4 5.4 10.0 3.9 55.9 22.7 31.4 77. 5 106.7
Other -38.8 5.5 5.6 8.1 8.4 6.5 10.0 8.4 8.9

Producer goods -29.4 6.1 6.7 8.4 8.3 8.8 10.3 9.8 4. 3
Intermediate goods- 100. 0 6. 4 6.0 7.1 14.6 Il.5 14.1 14.4 18.9

Foodsandfeeds : 5.4 -1.9 8.8 16.5 11.4 14.8 13.2 -1.5 20.3
Energy -10.3 6.6 13.5 2.4 35.5 11.6 13.2 56.8 71.2
Other -84.3 7.2 6.0 7.2 12.0 11.1 14.2 10.5 12.4

Crude materials -100. 0 -. 5 .7 17.8 17.6 20.6 30.1 4.3 17.0
Foods and feeds -58.5 -7.8 -3.7 20.0 13.9 21.2 31.0 -7.1 13.9
Energy: . 24.8 7.1 21.2 13.5 28.6 12.2 21.6 35.4 48.0Other-16.7 12.9 -4. 4 17.0 18.6 37.0 71.3 .3 -15.9

' 12-mo percentage changes, not seasonally adjusted.
2Seasonally adjusted, annual percentage rates of change.
3 Not seasonally adjusted.
Source: U.S. Department of Labor, Bureau of Labor Statistics.
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Prices of finished consumer goods increased 13.3 percent, as opposed to 8.4
percent a year earlier; and the annual rate of increase in the last 3 months of
the program year accelerated to 19.6 percent. The contribution of energy-price
increases to these trends is clear: wholesale prices of energy-related consumer
goods rose by 55.9 percent during the program year and at an annual rate of
more than 100 percent in the last 3 months. The rate of increase of food prices
fell from 10.2 percent in fiscal year 1978 to 8.8 percent in 1979, despite a 13.1
percent annual rate of increase in the final 3 months of fiscal year 1979.

Wholesale prices of consumer goods other than food and energy increased
8.4 percent over the program year, slightly above the increase of 8.1 percent in
fiscal year 1978. This group of prices constitutes an alternative measure of the
underlying rate of inflation (see section 4 below), and includes many of the
basic staples in the American home. Price increases of some of these products
were modest. For example, the price indices for apparel, household appliances,
and floor coverings each rose about 51/2 percent for the year. Prices for house-
hold furniture and textile home-furnishings rose 6.8 percent and 7.5 percent,
respectively. On the other hand, prices of soaps and synthetic detergents rose
about 11 percent. Footwear products increased more substantially, rising by
21.6 percent over the program year, reflecting earlier sharp increases in hide
prices as a consequence of the substantial reductions in cattle slaughter.

There is an apparent inconsistency between the 6.7 percent increase in the
producer price index for passenger cars and the 8.2 percent increase for this
component of the CPI. This apparent inconsistency is explained by the fact that
the PPI, unlike the CPI, does not include prices of imported cars, which have
risen more rapidly than the prices of domestically produced cars because of the
devaluation of the dollar vis-a-vis the currencies of many of the countries from
which we import automobiles.

Finally, producer pices of capital goods, the "producer goods" segment of the
finished-goods index, rose by 8.3 percent in fiscal year 1979. This compares favor-
ably with the 8.4 percent increase of fiscal year 1978.

b. Intermediate goods.-The rate of increase of producer prices for interme-
diate goods more than doubled during the program year rising from 7.1 percent
in fiscal year 1978 to 14.6 percent in fiscal year 1979 and reached an annual rate
of almost 19 percent in the last 3 months. Again exploding energy prices was the
dominant factor as prices of intermediate energy-related goods rose by 35.5 per-
cent during the program year and at an annual rate of 71.2 percent in the last
3 months compared to 2.4 percent over fiscal year 1978. Price increases for foods
and feeds decelerated from 16.5 percent in fiscal year 1978 to 11.4 percent in
fiscal year 1979 but rose at an annual rate of 20.3 percent between June and
September, when the shortfall of world wheat production (mostly in Russia)
drove up prices for all grains.

c. Crude materials.-Crude-materials prices rose 17.6 percent in fiscal year
1979, as compared with 17.8 percent a year earlier. Much of the decline is attrib-
utable to a significantly lower rate of increase in prices for foods and feeds,
from 20 percent during fiscal year 1978 to 13.9 percent in fiscal year 1979. How-
ever, as in all other stages of processing, the increase in the price of energy
products has been dramatic. During fiscal year 1979, the index rose by 28.6 per-
cent, roughly double the 14-percent increase in fiscal year 1978. Further, the
acceleration in the rate of increase of crude-energy prices throughout the program
year (they rose at an annual rate of almost 40 percent during the last 3 months)
suggests that it will be some time before any deceleration will be observed in
the rate of increase in energy prices at the intermediate- or finished-goods stages.

3. Crude retail price 8preads
Two major sources of inflation during the first program year were rising food

and energy prices. Although a large part of these price increases can be attrib-
uted to increases in prices for food products at the farm level and crude petro-
leum, there has also been a concurrent widening of the spread between crude
and retail prices. Because farm-price movements primarily reflect volatile supply
conditions and since crude-petroleum prices are set in the international market-
place, these prices are not covered by the price standards. Processing and retail
margins for food and petroleum products, however, are covered by standards
designed specifically for firms in these Industries. The expansion in the spreads
beween crude and retail prices for these items is examined below.
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TABLE 3.-SELECTED COMPONENTS OF GASOLINE AND HOME HEATING OIL PRICES

Average price (cents per gallon) Percentage
changes

Dec. Dec. to June to
1978 Jan. Feb. Mar. Apr. May June July Aug.' Sept' June Sept.

Gasoline:
Retail price 2---- 68.5 69. 5 70.7 73.3 78.0 82.3 88.8 93.0 96.7 99.6 29.6 12.2Wholesale-retail spread 8 4 8. 5 7. 5 8.0 10.0 10.8 13.8 14.0 13.9 14.0 64.3 1. 4Home heating oil:
Retil price- 54.5 55.5 57.7 60.5 62.7 65.6 70.9 75.2 80.0 85.2 30. 1 20. 4Wholesale-reail spread 14. 3 14.7 14.7 15. 0 14.9 14. 2 14.9 15. 8 16.2 17.8 4. 2 19. 5Refined petroleum

Products:
Refiners' price - 41.9 43.3 44.6 47.0 49.5 52.5 55.9 60.1 NA NA 33.4 NACrude and Imported

Product Cost- 331.1 32.2 32.9 34.3 37.3 39.8 41.2 44.7 NA NA 32.5 NAGross Spread - 10.8 11.1 11.7 12.7 12.2 12.7 14.7 15.4 NA NA 36.1 NA

I Estimated.
Average of7rermium, leaded regular, and unleaded regular gasoline prices.

'Does not include purchase of refined product from domestic refiners.
Sources: Department of Labor, Bureau of Labor Statistics; American Petroleum Institute; Department of Energy; andthe Council on Wage and Price Stability.

a. Petroleum-product price spreads.-Energy prices have been rising rapidly
since January 1979. Although retail price data are available through September.
refinery prices and spreads are available only to July 1979. From December 1978 to
July 1979, retail gasoline prices jumped 24Y2 cents per gallon-from 68* to 93
cents-and retail prices for home-heating oil rose 20½2 cents per gallon-from 54.4
to 75.2 cents (see table 3). These large retail price increases were caused in part
by crude and imported-product cost increases (131/2 cents per gallon-from 31
cents to almost 4412 cents) and an expansion of the refiners' spread, essentially
refining costs plus refinery profits (up 4.6 cents, from 10.8 to 15.4 cents per
gallon). The remainder of the increases in retail prices for gasoline and home-
heating oil can be explained by changes in the wholesale/retail price spread and
by changes in the margins added by jobbers (who distribute refined products).
Wholesale/retail spreads increased 5.6 cents per gallon for gasoline and 1.5 cents
per gallon for home-heating oil over this period.

Since July 1979, gasoline and home.-heating-oil prices have continued to rise.
During the first nine months of 1979, retail gasoline and home-heating-oil prices
each rose 31 cents per gallon. The temporal patterns of increases were quite
distinct, however; although gasoline and home-heating-oil prices have risen
steadily throughout the year, the wholesale/retail margin for gasoline increased
substantially during the early months of the year and levelled off in June,
whereas most of the increase in the wholesale/retail margin for home-heating
oil has occurred since June. These divergent trends are in part due to seasonal
factors. Changes in Department of Energy regulations have also played a role.
Since February, DOE has permitted more of the cost of producing gasoline to
be reflected in its price. However, this change affects retail prices with a lag
because of the time it takes for refined products to pass-through the distribution
system.

b. Food-price spreads.-In the early months of 1979, rises in retail food prices
were caused primarily by sharp increases in prices at the farm (rather than the
farm/retail spread). Farm-level prices jumped 1012 percent during the first
quarter of this year, forcing grocery prices up at a seasonally adjusted annual
rate of almost 20 percent. Since March, farni-level food prices have fallen sig-
nificantly, and grocery-price increases have moderated to a 4.3 percent annual
rate (see table 4).

Typically, farm/retail spreads for food are compressed temporarily when
farm prices increase rapidly, and these spreads widen somewhat when farm
prices decline. The experience in 1979, however, was atypical. The 10Y2 percent
jump in farm-food prices during the first quarter of this year appears to have
had little impact on processor and distributor price spreads. The farm/retail
spread increased 3.6 percent, compared to 1.1 percent in the previous quarter.



119

TABLE 4.-RECENT TRENDS IN COMPONENTS OF CONSUMER FOOD PRICES

[Percentage change, not seasonally adjustedi

3 mo ending-

December 1978 March June September Program year l

Foodathome2 2.6 4.5 1.4 0.7 9.6
Domestically produced farm food:

Retail value -1.9 6. 3 1.9 -. 5 9. 7
Farm value -2.7 10.5 -4.5 -1.8 6.0
Farm-retail spread -1.1 3.6 6.4 .3 12.2

Imported food -1.2 2.1 1.5 3.8 9.0

September 1978 to September 1979.
Seasonally adjusted.

Source: U.S. Department of Labor, Bureau of Labor Statistics, and U.S. Departmentof Agriculture, Economics, Statistics
and Cooperatives Service.

Farm/retail margins continued to increase in the second quarter, advancing 6%
percent as farm-food prices fell 41/2 percent. The continued expansion of price
spreads heightened food-price inflation during the early months of the year and
offset the declines in farm prices during the following months. Between June and
September, the expansion of food-price margins moderated significantly and food
prices tended to stabilize.

These atypical movements in spreads may be due in part to the design of the
percentage-gross-margin standard. By allowing margins to widen (and requiring
them to contract) proportionally with the cost of goods purchased, the standard
tends to accentuate price swings at farm and wholesale levels.

4. Underlying rate8 of inflation

The preceding discussion has considered two measures of the "underlying rate
of inflation"-one derived from the CPI and the other constructed from the PPI.
These indices represent attempts to measure the rate of inflation that would
occur in the absence of exogenous shocks to the economy.

In theory, it is possible to distinguish at least three basic components of the
overall rate of inflation: the underlying-rate component; the shock component;
and the demand-induced component. The underlying rate of inflation essentially
measures those price increases necessitated by increases in production costs, as-
suming that the economy is free of exogenous shocks and that aggregate demand
is neither excessive nor deficient. Except for its interest-rate component, the
underlying rate also represents that part of the inflationary mechanism that can
be influenced by the price and pay standards. The shock rate measures the infla-
tionary impact of events like world oil-price hikes, unfavorable weather, and
changes in tax rates or government regulatory policy. The aggregate-demand
rate-is that part of the overall rate of inflation that can be attributed to excess
aggregate demand.

Shock and aggregate-demand effects in any given period, however, may be in-
corporated into subsequent underlying rates through their influence on infla-
tionary expectations and, thus, on costs of production. Production costs, both
capital and labor. are largely a function of price expectations that become em-
bodied in nominal interest rates and wages. In this sense, the underlying rate of
inflation reflects the extent to which the economy is effectively indexed. Relatively
equal increases in price and labor-cost (evaluated at trend productivity growth)
measures of the underlying rate would be evidence of equivalent degrees of pro-
tection of labor and property income against inflation. In this case, changes in
the underlying rate would thus have relatively little Impact on the distribution
of income (see section C below).

The underlying-rate concepts employed earlier implement these theoretical
distinctions in a rough but serviceable fashion. Neither really attempts to elimi-
nate the influence of aggregate demand from the overall rate of inflation. The
CPI-based underlying rate removes from the CPI the largely exogenous effects
Off increases in the prices of energy and food. It also excludes the costs of home
purchase, finance, insurance and taxes, as well as the volatile index of used-car
prices. The exclusion of the items relating to the costs of homeownership is based
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on the fact that these are primarily household investment expenditures and
therefore are not appropriate proxies for the annual costs of housing services for
homeowners. The PPI-based underlying rate is the producer price index for
finished consumer goods other than food and energy. These wholesale prices cor-
respond to the commodity retail prices included in the CPT-based measure, but do
not include services.

Two alternative measures of the underlying rate of inflation are the (fixed
weighted) nonfarm gross domestic product (GDP) deflator and the (fixed
weighted) personal consumption expenditures (PCE) deflator. These two
measures differ from CPI- and PPI-based indices (and from each other) because
of different coverage. The nonfarm deflator excludes prices of food at the farm
and imported crude-oil prices. The CPT- and PPI-based indices exclude all food
prices and energy costs and thus may underestimate the controllable portion of
the inflation rate. The PCE deflator encompasses some of the items not in the
nonfarm GDP deflator while excluding others. Farm prices and fuel prices are
included in the PCE deflator but the prices of investment goods such as new houses
are not. That is, both the nonfarm GDP deflator and the PCE deflator include the
cost of housing services (which the CPI does not) but the nonfarm GDP deflator
includes prices of investment goods, which the PCE deflator does not. Thus, the
nonfarm GDP deflator includes the cost of new houses.

The changes in these four measures of the underlying rate of inflation are dis-
played in table 5 for fiscal year 1976-79, with a quarterly breakdown for the
trogram year. Also included are unit labor costs, another possible measure of the
underlying inflation rate (since labor costs account, on average, for about two-
thirds of total costs). Figure 2 presents the various indices pictorially.

Perhaps the major point that emerges from these data is that the underlying
rate of inflation, however measured, is significantly below the 12 percent Increase
in the CPT during the program year. The increases in the various measures of
the underlying rate during fiscal year 1979 range from a low of 7.5 percent for
the CPI-based measure to 10 percent for the nonfarm deflator, the PCE deflator.
and unit labor costs. The 8.4-percent increase in the PPT-based Index falls within
this range.

B. WAGES
1. Overall trends

All measures of labor-cost inflation in the private nonfarm sector reveal ac-
celeration during the year before announcement of the pay standard and either
deceleration or virtually no acceleration during the first program year (see table
6).

The three measures of change in the hourly wages paid to production and non-
supervisory workers-average hourly earnings, the average hourly earnings in-
dex, and the employment cost index-suggest that wage-rate growth decelerated

TABLE 5.-SELECTED MEASURES OF THE UNDERLYING RATE OF INFLATION

Program year-Change over
Fiscal year previous quarter'

1976 1977 1978 1979 1978:1V 1979:1 1979:11 1979:111

CPI-Underlying rate
24

--- 6.7 6.0 6.1 7.5 7.2 7.5 7.4 7.9
PPI-Underlying rate a 4 5. 5 5.6 8. 1 8. 4 6. 5 10.0 8. 4 8.9
Fixed-weighted nonfarm

price deflator -5.0 6.8 7.2 9.7 7.7 8.5 11.3 11.1
Fixed-weighted personal

consumption expenditure
deflator --4.7 6.1 7.4 10.0 7.4 11.0 10.3 11.4

Unitlabor costs 5- 6.6 5.8 8.2 10.2 7.6 14.1 12.8 6.7

I Seasonally adjusted, annual percentage rates of change.
2 Consumer Price Index excluding the costs of home purchase, finance, taxes, and insurance, and food, energy, and used

cars.
3 Producer price index for finished consumer goods excluding food and energy costs.
4 The CPI and PPI measures of the underlying rate are based on monthly data; annual figures are September-to-Septem-

ber changes and program-year figures measure 3-mo changes during the year.
a Fiscal year figures measure 3d-quarter-to-3d-quarter changes in unit labor costs for the nonfarm business sector.
Source: U.S. Department of Labor, Bureau of Labor Statistics, and U.S. Department of Commerce, Bureau of Economic

Analysis.
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Figure 2

SELECTED MEASURES OF THE UNDERLYING RATE OF INFLATION l/
(Percentage Changes for Fiscal Years 1976-1979)
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TABLE 6.-SELECTED MEASURES OF EMPLOYMENT COMPENSATION (PRIVATE NONFARM SECTOR)

fSeasonally adjusted, percentage changesi

Fiscal year

Program
1976 1977 1978 year 1979

Average hourly earnings -7.6 7.7 a 6 8.1
Average hourly earnings index -7.4 7.3 8 4 7.9
Employment cost index -7.2 7.2 8.0 7.4

Union -8.5 7.7 7.9 8.1
Nonunion -6.5 6.9 8.0 7.0

Total hourly compensation -8.4 7.9 8. 6 8.8
Private hourly compensation -8.1 7.8 8.4 8.5

Wages and salaries per hour- 7.4 7.1 8.2 8.1
Fringe benefits per hour -14.7 13.8 10.3 12. 1

Employer contribution to social insurance -13.4 9.8 11.6 12. 2
Labor productivity -1.7 2.0 .3 -1. 3
Unit labor costs -6.6 5.8 8.2 10. 2
Real hourly earnings index -1.8 .7 . 1 -3. 9
Real spendable earnings (weekly)- -. 4 4.2 -3.2 -4. 3

l The employment cost index and all hourly and real-earnings series measure changes from September to September.
Hourly compensation, productivity, and unit-labor-cost data measure 3d-quarter-to-3d-quarter changes.

2 Data are available through June 1979 only; thus, program-year changes reflect annual rates of change for the period
September 1978 to June 1979.

Source: U.S. Department of Labor, Bureau of Labor Statistics, U.S. Department of Commerce, Bureau of Economic
Analysis and the Council on Wage and Price Stability.

during the first program year. Both average hourly earnings and the average
hourly index (which adjusts average hourly earnings to eliminate the effects
of changes in manufacturing overtime and inter-industry employment shifts),
advanced by about 8 percent over the program year. These increases are one-
half of a percentage point below the respective increases in the previous fiscal
year.

The rate of increase in the employment-cost index (another measure of
straight-time hourly earnings, which corrects for changes in the occupational
mix) displayed a similar one-half-percentage-point deceleration, from an 8 per-
cent rate of growth in fiscal year 1978 to approximately 7Y/2 percent during the
program year. The slight overall deceleration in the growth of this index was
the result of a one-percentage-point deceleration in nonunion-wage growth (from
8 to 7 percent) and a roughly constant rate of growth in union wages (at 8 per-
cent per year).

Because collective bargaining generally follows a three-year cycle-2 years
in which contracts covering many workers are negotiated followed by a year
in which relatively few large contracts expire-and since deferred increases
tend to be smaller than first-year increases, the fiscal year 1979 increase in
union wages is more properly compared with the increase in the corresponding
years of the prevlous cycle (fiscal year 1976). Union wages, as mentioned by the
employment-cost index, increased 8.1 percent during the program year, about
one-half of a percentage point below the rate of growth in fiscal year 1976.
This slight deceleration suggests that the major contracts may have provided
for slightly lower wage increases in the recent round of settlements. More
specific evidence of this tendency is presented in the following discussion of
major collective-bargaining agreements.

The most comprehensive measure of labor costs-total hourly compensation,
which includes employment taxes and private fringe benefits as well as wages
and salaries-increased by 7.9 percent in fiscal year 1977 compared with 8.6
percent during fiscal year 1978, and increased slightly to 8.8 percent during the
first program year. While wages and salaries expanded at a slower pace in
fiscal year 1979 than in fiscal year 1978, employer contributions for social in-
surance grew 12.2 percent during the first program year, compared to 11.t
percent in fiscal year 1978. Private fringe benefits also grew at a 12 percent
rate during the program year, up from the 10.3 percent growth recorded in
fiscal year 1978. Much of the acceleration In social-insurance payments can be
attributed to the January 1979 changes in social security taxes-an increase in
the rate from 6.03 percent to 6.13 percent and an increase in the maximum
taxable income from $17,000 to $22,000 per year.

Moderation in the growth of labor compensation might have been expected
to help dampen price inflation. However, a dismal productivity perforance pre-
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vented this from occurring. Output per manhour fell by 1.3 percent during
the program year, driving unit labor costs up 10.2 percent and putting addi-
tional upward pressure on prices.

Declining productivity growth provides the primary explanation for the
slowdown in recent years in the rate of growth of real earnings (computed by
dividing actual hourly earnings by the OPI), which fell almost 4 percent during
the program year. Also contributing to this decline is the increasing redistri-
bution of income from the working population to retirees (through growing
social security taxes), as well as the redistribution of income from the United
States to oil-producing countries. As detailed in the last Inflation Update
(June 13, 1979), with relatively constant shares of national income accruing
to labor and capital, growth in nominal hourly compensation, in whatever form
will not result in growth of real hourly income unless accompanied by produc- -
tivity growth. Instead, such increases in nominal compensation will be dissi-
pated in increased unit labor costs and increased price inflation. For example,
as the growth rate of unit labor costs (the difference between the growth rates
of nominal hourly compensation and productivity) accelerated from an average
of 1.9 percent between 1948 and 1965 to 4.6 percent from 196573 and to 8.1
percent from 1973-78, the inflation rate (as measured by the CPI) accelerated
from an average of 1.6 percent to 4.4 percent and to 8 percent over the same
periods.

The historical relationship between productivity levels and real hourly com-
pensation levels, and the lack of an historical relationship between nominal
hourly compensation and real hourly compensation, can be seen in figure 3

FIGURE 3

PRODUCTIVITY AND HOURLY COMPENSATION
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for the 1960-78 period The figure also depicts the corresponding growth in hourly
earnings (exclusive of employer social-insurance taxes and fringe-benefit costs).
While trends in real hourly compensation levels closely match productivity gains,
the real average-hourly-earning index falls substantially behind over this period.
This shortfall reflects substitution of private fringe benefits for wage-rate gains
and the rapid increases in employment taxes over this period. As already noted,
this trend continued during the current program year. These nonwage increases
have driven a wedge between real hourly compensation levels-dominated by
productivity growth-and real hourly-earnings levels.

The real spendable earnings series, which adjusts real weekly earnings by
removing social-insurance and income-tax payments indicates that real spend-
able incomes have declined even more dramatically than real hourly earnings.
Moreover the almost 4.5 percent drop in real spendable earnings in Fiscal Year
1979 followed a decline of about 3 percent in fiscal year 1978.

At the outset of the first program year a target rate of 7/2 percent was set
for growth in overall labor compensation (i.e. the 7 percent standard plus slip-
page due to large employment tax increases and various exemptions and excep-
tions). The fact that the actual increase was only a little more than 1 per-
centage point higher is encouraging in light of the severe double-digit inflation
encountered during the year. A portion of this slippage can be attributed to the
recent increase in the minimum wage. In January 1979 the minimum hourly wage
was raised from $2.65 to $2.90-a 9.4 percent increase. This legislated wage hike
may have caused more than one-half of a percentage-point slippage as companies
not only raised wages of workers covered directly by this clause of the Fair
Labor Standards Act but also adjusted the pay of "uncovered" employees near
the minimum-wage level in order to maintain equitable distribution of wages
within their firms.

2. Major collective-bargaining agreements
About 4 million workers are covered by major collective-bargaining agree-

ments signed during the past year. The five contracts summarized in table 7
cover more than 1.6 million workers. Of these five contracts the Oil, Chemical
and Atomic Workers (OCAW) agreement is unique in that it is a two-year rather
than a 3-year contract and does not have a cost-of-living-adjustment (COLA)
clause. The remaining four agreements covering members of the International
Brotherhood of Teamsters (IBT) United Rubber Workers (URW) a coalition
of electrical industry unions led by the International Union of Electrical Work-
ers (IUE) and the United Auto Workers (UAW) are all for three years and all
contain COLA clauses.

The rate of increase in wages (note that fringe benefits are not included in
table 7) provided by contracts with COLA clauses is calculated under assumed

TABLE 7.-MAJOR COLLECTIVE-BARGAINING CONTRACTS

[Percentage increase in wagesi

1979 contracts-Inflation rates
Previous

contracts 1 6 percent 8 percent 9 percent

Petroleum: 2
2-yr term -18.8 13.4 13.4 13.4
Annual rate -9.0 6. 5 6. 5 6. 5

Trucking:
3-yr increase -30.5 24. 0 27.4 29.1
Annual rate- 9.3 7.4 8.4 8.9

Rubber:
3-yr increase -45.5 27.6 33.4 36.4
Annual rate- 13.3 8.5 10.1 10.9

Electrical:
3-yr increase -32.9 20.0 24.5 26.7
Annual rate- 9.9 6. 3 7.6 8. 2

Autos:
3-yr increase -29.4 24. 1 27.9 30.0
Annual rate -9.0 7.5 8. 5 9.1

I The previous OCAW contract was signed in 1977; all of the others were signed in 1976.
2The OCAW contract is a 2-yr agreement with a reopener in the 2d year. Because the contract complied with the pay

standard and did not have a COLA, additional increases may be allowed.
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rates of inflation. (Varying inflation rates were in fact assumed by the parties
to the different agreements.) Problems of comparison are compounded further
by differences in the terms of the agreements. In table 7 each of the agreements
is evaluated on both an annual and contract-term basis and compared with the
actual increases in wages over the lives of the most recent previous agreements.
The cost of each of these contracts is in turn shown for three different rates of
inflation: the 6 percent rate assumed in measuring compliance with the pay
standard and 8 percent rate approximating actual inflation over the period of
the 1976 contracts and the 9 percent rate assumed in public descriptions of the
contracts by many of the signatories.

Comparison of the actual percentage increases In wages provided by the previ-
ous agreements with the increases embodied in the new contracts under a pro-
jected 8 percent annual inflation rate shows that the pattern of wage growth
established by the 1979 contracts is below that of the previous agreements. This
is, of course, also true with the 6 percent compliance rate and even under an as-
sumed inflation rate of 9 percent for all but the auto agreement. This pattern of
lower settlements is consistent with the deceleration in the growth of the union
employment cost index in fiscal year 1979 compared to fiscal year 1976, described
above.

C. INCOME SHARES

The anti-inflation program was designed to ensure that the burden of de-
celerating wage and price increases falls evenly on wage and property income.
At the aggregate level, this implies constant labor and nonlabor income shares.
It is possible to monitor-the movement of these shares on a very broad basis
using the Yational Income Accounts, which distinguish labor income (compen-
sation of employees), corporate profits, proprietors' income, rental income, and
net interest. The traditional analysis of income shares emphasizes labor com-
pensation and corporate profits.

1. Measuring profits
In the National Income Accounts, the book profits of corporations-profits on

which corporations pay taxes-are referred to as "before-tax profits." The ac-
counts also make two important adjustments to the profits data: the capital-
consumption adjustment (CCA) and the inventory-valuation adjustment (IVA).
The resulting concept (profits with CCA and IVA) is the appropriate profit
definition for discussing income shares, and it is this concept that is used below.

The CCA alters profits by adjusting tax-return-based depreciation costs (the
capital-consumption allowance) in two ways. First, it eliminates the influence
of changes in depreciation accounting practices. Second, the CCA adjusts book
depreciation on a replacement-cost basis. On their books, firms depreciate capital
items on the basis of original purchase price rather than on the basis of the cur-
rent market cost of replacing the capital used up in the production process. During
periods of inflation, this accounting practice understates the replacement costs
of depreciated capital and therefore shifts the income of capital from depreciation
to taxable profits.

The inventory-valuation adjustment to before-tax profits is intended to re-
value the recorded acquisition cost of goods taken out of inventory on a replace-
ment-cost basis. On their books, firms may value the cost of goods at their original
acquisition cost or on some basis other than at current market prices-the
replacement cost of goods taken out of inventories. In periods of Inflation. these
accounting practices understate the replacement cost of items taken out of
inventory and therefore overstate profits from current production.
2. Historical perspective

Figure 4 shows the income shares of the different components since 1960. Al-
though income shares fluctuate over the business cycle, with labor's share in-
creasing during business slowdowns and the share of corporate profits rising
during recoveries, this figure graphically indicates two prevalent trends: cor-
porate profits as a share of national income have declined slightly, and the
share accounted for by labor compensation has risen. However, most of the in-
crease in the labor-compensation share is attributable to large increases in social-
insurance taxes. Labor's share exclusive of social-insurance taxes has been vir-
tually constant over the past 20 years.

Table 8 fills in some of the detail that might not be clear in the figure. As
indicated, labor's share of national income increased significantly between 1965

59-671 0 - 80 - 9
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and 1970, regardless of whether social-insurance taxes are included. This in-
crease was balanced by an almost identical reduction in the share of corporate
profits, while the rise in the share of interest and rental income was offset
by a similar decline in that of proprietors. During the 1970's, the share of total
labor compensation has fallen slightly (that of wages, salaries, and fringe bene-
fits declined more significantly, but the social-insurance component rose in rela-
tive importance), while the profit share rose by about 1.5 percentage points. The
shares of interest and rental income and proprietors' income continued along
their respective rising and falling paths described for the 1965-70 period. The
decline in the profit share and the rise in labor's share during the 1974 reces-
sion confirm the general cyclical pattern noted above.

S. Income 8hare8 during the program year
Table 8 also presents a quarterly breakdown of these income shares for 1978

and the first three quarters of 1979. Labor's income share fared somewhat better
than the nonlabor shares during the program year. From 1978J:11 to 1979J:11,

do
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TABLE 8.-NATIONAL INCOME SHARES (SELECTED PERIOPS)

lIn percent]

Labor compensation

Net interest Social Wages, salaries
Corporate and rental Proprietors Total labor insurance and fringe

profits incomes income I compensation taxes benefits

1965 -13.6 6.3 10.0 70.1 5.3 64. 8
1970 -8.5 7.0 8.2 76.3 7.4 68.9
1971 -9.0 7.3 7.9 75.8 7.6 68.2
1972 -9. 7 7.2 8.0 75.1 77 -67.4
1973- 9.3 6.9 8.7 75.1 8.6 66.5
1974 - 7.4 8. 0 7.8 77.1 9.1 68.0
1975 -7.9 8.3 7.2 76.6 9' 1 .
1976 -9.3 7.8 6.6 76.3 9.2
1977 -9.8 7.8 6,6 75,8 9.2 66.
1978 -9.7 7.8 6.8 75.7 9.6
1978:1 -8.7 7.8 6.7 76.7 0.7 67,0
1978:2- 9.9 7.7 6.7 75.6 9:5 66.1
1978:3 -10.0 7.9 6.7 75,4 9.5 65.9
1978:4 -10.2 8.0 6.9 75,0 9.4 65,6
1979:1 -9.6 8.0 6,9 75,5 9.9 65.6
1979:2 -9.3 8. 0 6. 8 75,9 9-9 66.0
1979:3 -__------_--_ 9.3 8.1 6,7 75,9 9.8 66,1

With inventory valuation adjustment and capital consumption adjustment.
'With capital consumption adjustment.
' Fringe benefits include employer payments for private pension, health, and wnlfnre funds, compensation for Iniuries,

directors' fees, and pay of the military reserves,

Source: U.S. Department of Commerce, Bureau of Economic Analysis.

the fraction of national Income accounted for by total labor compensation rose
by one-half of a percentage point. Most of this increase was the result of the
growth of social-insurance taxes, whose share rose by 0,3 percentage points; the
share of wages, salaries, and private fringe benefits Increased by 0.2 percentage
points. Net interest and rental income also increased by 0.2 percentage points
in relative importance In fiscal year 1979.

The rising shares of labor and Interest and rental income were balanced by a
0.7-percentage-point decline In the profit share during the program year. The share
of proprietors' income held steady during this period. Corporate profits, however,
fell from 10 percent of national income of 1978 :111 to 9.3 percent in 1979:11T,
after rising to 10.2 percent in 1978 :IV. Atlhough these shifts in Income shares are
relatively large, several points should be borne in mind: Flirst, when social-insur-
ance taxes are excluded, labor's share remains relatively constant. Second, by the
end of 1978, the corporate-profits share had risen by about one-half of a point
from its prerecessionary level of 0.7 percent In 1972 (or by close to 1 percentage
point from its level of 9.3 percent in 1973). During the same period, the total labor
share held relatively steady, and the wages-and-salaries component fell by abgut
2 percentage points; the share of net interest and rental income increased by
almost 1 percentage point; and the proprietor share fell by a slightly greater
amount. Third, the statistical discrepancy in the national income accounts for
1979:111 was almost $8 billion, compared to a negative $1.3 billion in 1979:11.
Subsequent revisions in the data may thus require modification of these
conclusions.
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FRIDAY, DECEMBER 21, 1979

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The committee met, pursuant to notice, at 10 a.m., in room 2128, Ray-

burn House Office Building, Hon. Parren J. Mitchell (member of the
committee) presiding.

Present: Representative Mitchell.
Also present: William R. Buechner and Paul B. Manchester, profes-

sional staff members; and Betty Maddox, administrative assistant.

OPENING STATEMENT OF REPRESENTATIVE MITCHELL, PRESIDING

Representative MITCHELL. Good morning. This hearing will now
come to order.

Mr. Russell, thank you for being here. I am very much afraid that
you're not going to bring us much good news. However, I have learned
not to anticipate; it may well be that you do have some good news to
bring us.

The Consumer Price Index figures released this morning show that
we are still on an inflation treadmill. Prices in November rose 1 per-
cent, the 11th month in a row that inflation has been at or above 1 per-
cent. Half of November's rise is due to higher housing costs, with much
of the blame resting on the Federal Reserve Board's high-interest-rate
policy.

The only real good news today is that energy prices have begun to
moderate and aren't going up as badly as they did during the summer
and fall, but the recent OPEC price increases promise to make this
lull a short-lived one.

Last month the Consumer Price Index was 12.6 percent higher than
the Consumer Price Index in November 1978. This is the worst 12-
month rate of inflation in more than 30 years-since the immediate
postwar period-when we lifted price controls and had a massive shift
of demand from military outlays to consumer spending.

This inflation has been devastating for people across this Nation
who must eke out their survival on a fixed income. I'm talking pri-
marily about those who are old and those who are poor. Compared with
1967. the value of today's dollar is exactly 44 cents, and the poverty
line income level keeps rising.

I, for one, am very concerned that our primary weapon in the fight
against inflation still appears to be a recession. And even though econ-
omists' predictions of the date when the recession will begin have been

(129)
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wrong, I think this time they probably will be right. It may not begin
this quarter, if not, probably next quarter, but high-interest rates, dis-
ruptions in oil supplies, and recent price increases by the OPEC coun-
tries mean that the recession will be even deeper than previously
forecast.

Without objection the press. release entitled "The Consumer Price
Index-November 1979" will be inserted in the hearing record at this
point.

[The press release referred to follows:]
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United StatesN e wW s Department
of Labor

Bureau of Labor Statistics Washington, D.C. 20212

Patrick Jackan (202) 523-7827 USrL-79-898
523-8416 TRANSMISSION OF MATERIAL IN THIS RELEASE

Kathryn Hoyle (202) 523-1913 IS EMBARGOED UNTIL 9:00 A.M. (EST)

523-1208 Friday, December 21, 1979

THE CONSUMER PRICE INDEX--NOVEMBER 1979

The Consumer Price Indes for All Urban Consumers (CPI-U) increased 0.9 percent before

seasonal adjustment in November to 227.5 (1967=100), the Bureau of Labor Statistics of the. U.S.

Department of Labor announced today. The Consumer Price Inden for Urban Wage Earners and

Clerical Workers (CPI-W) increased 0.9 percent before seasonal adjustment in November to

227.6 (1967=100). The CPI-U was 12.6 percent higher and the CPI-W was 12.8 percent higher

than in November 1978.

CPI for All Urban Consumers (CPI-U)--Seasonally Adjusted Changes

On a seasonally adjusted basis, the CPI for All Urban Consumers rose 1.0 percent in

November, the eleventh consecutive monthly increase of about 1.0 percent. The housing compo-

nent accounted for a little more than one-half of the increase in the November CPI. Appromi-

mately 35 percent of the November increase was due to rising house prices, while about 11 per-

cent was due to increased mortgage interest rates. The transportation component advanced

sharply in November, following a moderate increase in October. Other major categories of

consumer spending registered price risea similar to those of the previous month.

Table A. Percent changes n CPI for All Urban Consumers (CPI-U)

Seasonally adjusted Unadjusted

Changes from preceding month annua rate 12-mos.

Expenditure 1979 3-mos. ended ended

category May June July Aug. Sept. Oct. Nov. Nov. 79 Nov. '79

All items 1.1 1.0 1.0 1.1 1.1 1.0 1.0 12.9 12.6

Food and beve;ages .7 .2 .1 0 .9 .7 .6 9.2 9.7

Housing 1.2 1.3 1.2 1.4 1.2 1.5 1.3 16.7 14.3
Apparel and upkeep 0 -.1 -.1 .7 1.3 .2 .2 6.9 4.6
Transportation 1.8 1.7 1.8 1.5 1.2 .5 1.4 12.9 17.5

Medical care .6 .7 .7 .8 .9 1.0 .9 11.7 9.3

Entertainment .5 .1 .7 .7 .3 .6 .6 6.2 7.4

Other goods and services .5 .5 .5 1.0 1.6 .2 .2 8.5 7.5

(Data for CPI-U are shown in tables 1 through 3.)
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The 1.3 percent rise in the housing iden in November was the tenth consecutive lafge

monthly increase. In November, home financing costs rose 3.7 percent, reflecting an increase

of 1.9 percent in mortgage interest rates and 1.8 percent in house prices. Prices for house-

hold fuels declined 1.3 percent, the first decline since hovenber 1978. The indes for gas and

electricity declined 2.0 percent, reflecting a reduction in charges for both electricity and

natural gas. Fuel oil prices rose 0.4 percent; this compares with an average monthly increase

of over 4.5 percent during the first 10 months of this year. The index for household

furnishings and operations rose 0.9 percent in Novenber compared with 0.6 percent in October,

primarily reflecting higher prices for housekeeping supplies and higher charges for house-

keeping services.

The 1.4 percent increase in the transportation index for Novenber was substantially

larger than in October. Gasoline prices rose 1.7 percent in November, about the same as in

October and considerably less than the average monthly increases of about 4.0 percent during

the first 9 months of this year. Prices for new cars advanced sharply--up 1.1 percent--

following a 1.5 percent decline in October. Used car prices rose 1.3 percent. following

seasonal adjustment, the first increase in 9 months. The index for public transportation rose

3.6 percent in November, the fifth consecutive large increase. Airline fares. intercity bus

and train fares, intracity mass transit fares, and taxi fares all showed substantial increases.

The food and beverage index rose 0.6 percent in November compared with 0.7 percent in

October. Prices for grocery store foods rose 0.5 percent. Prices for dairy products increased

1.1 percent in November, following increases of 0.5 percent in each of the preceding 2 months.

Prices of poultry and eggs increased, following declines in October. On the other hand, prices

of fruits and vegetables declined 0.9 percent in November as fresh fruit prices declined 5.4

percent. Beef prices declined slightly in November, following 2 months of increases. Prices
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in the remaining components of the food and beverage inden--restaurant meals and

alcoholic beverages--rose 0.7 and 0.8 percent. respectively, coopared itn increases

of 0.9 percent in October.

The index for apparel and upkeep increased 0.2 percent in Novenber, the name an in

October. Prices for omen's and girls' clothing, reflecting pm-holiday sales, declined in

November, although not as much as in October. Prices for other apparel commoditie--men's and

boys', infants' and toddlers', and footwear--increased in Novenber but by lens than in

October. Charges for apparel services rose 0.8 percent in November, following increases of

1.0 percent or more in each of the 3 preceding mnths.

The nedical care indem rose 0.9 percent in November, about the same as in Septenber and

October. Charges for physicians' services and hospital rooms rose 0.4 and 1.3 percent,

respectively, following increases of 0.5 and 1.0 percent in October.

The inden for entertainment rose 0.6 percent in November, the sane as in October.

The indem for other goods and services rose 0.2 percent for the second nonth in a row.

CPI for Urban Wage Earners and Clerical Workers (CPI-W)--leasooally Adjusted Changes

- On a seasonally adjusted basis, the CPI for Urban Wage Earners and Clerical Workers

rose 1.0 percent in November, the eleventh consecutive monthly increase of about 1.0 per-

cent. The housing component, primarily reflecting higher eortgage interest rates and

hoose prices, increased 1.3 percent and accounted for a little more than one-half of the

increase in the November CPl. The transportation component advanced sharply in November,

following a moderate increase in October. Most other major categories of consumer spending

also increased in November, but by less than in October.
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The 1.3 percent rise in the housing index in November was the tenth consecutive large

,cnthly increase. Rising homeo.nership costs accounted for most of the increase. In

Novenber, home financing costs rose 3.8 percent, reflecting an increase of 2.1 percent

:n mortgage interest rates and 1.9 percent in house prices. Prices for household fuels

declined 1.3 percent, the first decline since November 1978. The index for gas and

electricity declined 2.0 percent, reflecting s reduction in charges for both electricity

and natural gas. Fuel oil prices rose 0.4 percent, this rise compares with average monthly

increases of over 4.5 percent during the first 10 months of this year. The indes for

household furnishings and operations rose 0.8 percent in November compared with 0.5 per-

cent in October, primarily reflecting higher prices for housekeeping supplies.

The 1.4 percent increase in the transportation index for November was substantially

larger than in October. Gasoline prices rose 1.7 percent in November, about the same as in

October and considerably less than the average monthly increases of about 4.0 percent during

the first 9 months of this year. Prices for new cars advanced sharply--up 1.4 percent--

following a 1.5 percent decline in October. Used car prices rose 1.3 percent, following

seasonal adjustment, the first increase in 9 months. The indes for public transportation

rose 3.3 percent in November, the fifth consecutive large increase. Airline fares, intercity

bus and train fares, intracity mass transit, and tasi fares all increased substantially.

The food and beverage indes rose 0.5 percent in November, compared with 0.7 percent

in October'. Prices for grocery store foods also increased 0.5 percent. Prices for dairy

roducts increased 1.2 percent in November compared with 0.3 percent in October. Prices

of poultry and eggs increased, following declines in October. On the other hand, prices

f' fruits and -egutables declined 1.3 percent in November as fresh fruit prices declined

7.C rce-nt. Prices in the remaining components of the food and beverage indes--restaurant
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neals and alcoholic beverages--rose 0.6 and 0.7 percent, respectively. compared with increases

of 0.9 and 1.0 percent in October.

The index for apparel and upkeep wasaunchanged in November, following an increase

of 0.5 percent in October. Prices for women's and girls' and infants' and toddlers'

clothing, reflecting pre-holiday sales, declined in November. Pricea for other apparel

commodities-men's and boys' clothing, and footwear--increased in November but by leaa than

in October. Charges for apparel services rose 0.6 percent in November, following increases

of 1.0 percent or more in each of the 2 preceding months.

The medical care index increased 0.8 percent in November, compared with increases of

1.0 percent or more in September and October. Charges for physicians' services and hospital

rooms rose 0.4 and 1.1 percent, respectively, following increases of 1.2 and 1.4 percent in'

October.

The indem for entertainment increased 0.5 percent in November, about the same as

the average monthly increases during the first 10 months. The indem for other goods and

services rose 0.2 percent in November, the same as in October.

Table B. Percent changes in CPI for Urban Wage Earners and Clerical Workers (CPI-W)

Seasonally adjusted Unadjusted
Compound

Empenditure Chanmes from preceding month n rate 12-ns.

category 1979 3-ama. ended ended

May June July Aug. Sept. Oct. Nov. Nov.'79 Nov. '79

All Items 1.0 1.0 1.0 1.0 1.1 0.9 1.0 12.9 12.8

Food and beverages .4 .3 .2 0 .9 .7 .5 8.8 9.7

Noosing 1.3 1.3 1.2 1.4 1.2 1.4 1.3 16.7 14.6

Appare Iand upkeep -.1 -.2 .2 .5 1.0 .5 0 6.1 4.5

Transportaton 1.8 18 .7 15 1.2 .4 1.4 12.8 17.6

Medical care .6 .9 .8 .8 1.0 1.1 .8 12.1 9.8

Entertainment .8 .1 .7 .3 .7 .7 .5 7.8 7.4

Other goods and services .5 .4 .4 1.2 1.2 .2 .2 6.8 7.3

(Data for CPI-W are shown in tables 4 through 6.)
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Technical Notes

Brief Explanation of the CPI

The Consumer Price Index (CPT) is a measure of the
average change in prices over tume in a fixed market basket
of goods and services. Effective with the January 1978
index, the Bureau of Labor Statistics began publishing CPI's
for two population groups: (I) a new CPI for All Urban
Consumers (CPI-U) which coven approximately 80 percent
of the total noninstitutionail civilian population; and (2) a
revised CP1 for Urban Wage Earners and Clerical Workers
(C'I-W) which represents about half the population covered
by the CPI-U. The CPI-U includes, in addition to wage
earners and clerical wnrkers. groups which historically have
been excluded from C?! coverage, such as professional.
mnanagerial, and technical workers, the self-employed, short-

terot workers, the unemployed, and retirees and others not
in the labor force.

The CPI is based on prices of food. clothing, shelter, and
fuels, transportation fares, charges for doctors' and dentists'
services, drugs, and the other goods and services that people
buy for day-to-day living. Prices are cowected in 85 urban
areas across the country from over 18.000 tenants, 18.000
housing anits for property taxes, and about 24,000 establish.
ments-grocery and department storeeshospitals, filling sta-
tions, and other types of stores and service establishments.
All taxes directly associated with the purchase and use of
items are included in Ihe index, Prices of food, fuels, and a
few other items are obtained every mopth in all 85 locations,
Prices of most other commodities and services are collected
every stonth in the five largest geographic areas and every

other month in other areas, Prices of most goods and services
are obtained by personal visits of the Bureau's trained repre-
sentatives. Mad questionnaires are used to obtain public
utility rates, some fuel prices, and certain other items.

LIn calculating the index, price changes for the various
items in each location are averaged together with weights
which represent their importance in the spending of the
appropriate population group. Local data are then com-
bined to obtain a U.S. city average. Separate indexes are
also published for 28 local areas. Area indexes do not mea.
sure differences in the level of prices among cities; they
only measure the average change in prices for each area
since the base period.

The index measures price changes from a designated re-
ference date-1967-which equals 100.0. An increase of
22 percent, for example, is shown as 122.0. This change
can also be expressed in dollars as follows: The price of a
base period "market basket" of goods and services in the
C?! has risen from S10 in 1967 to S12.20.

For further details see the following: te Consumer
Price Index: Conceprs wad Content Over the Yeare,
Report 517, revised edition (Bureau of Labor Statistics,
May 1978); The Revison of the Consumer Price Index,
by W. John Layng, reprinted from the Sratistical Reporter,
February 1978, No. 78-5 (U.S. Dept. of Commerce).
and Revisionr in rhe Medical Care Service Componenr
of rhe Consumer Price Index, by Daniel H. Ginsburg,
Monthly Labor Review, August 1978.

A Note About Calculating Index Changes

Movements of the indexes from one month to another
are usually expressed as percent changes rather than
charges in index points because index point changes are
atfected by the level of the index in relation to its base
period while percent changes are not. The example in the
accompanying box dlustrates the computation of index
point and percent changes.

Percent changes for 3-month and 6-month periods
are expressed as annual rates and are computed accord-
ing to the standard formula for compound growth rates.
These data indicate what the percent change would be
if the current rate were maintained for a 12-month
period.

CPi188
Less nrevPui. .na.s 19 532
EQuals nsnd eons M hais: 0.6

P.nenr O.np

Ie. Moi., di"-r.ne. 0.5
Oisea d bV rh. -i.a.s index 119.2
Ea-.15: 0.003
R-slts nsmrlaAl Ov on. h.undred 0.0o3,100
Ed-'is sr- cent dnap: 0.3
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A Note orn Seasonally Adjusted and Unadjusted Data

Beause price data uae ud for different purpons by
different groups, the Burnau of Labor Statistics publishes
seasotally adjusrted us well uasa djusted changg each
month.

For analyzing genenl price trends in the economy.
seasonally adjusted changes an ustally preferred since
they eliminate the effect of chsnges that normally occur
at the sarne time and in sbout the rans magnittade every
year-such us price movements resulting from changing
clisaetic conditions, production cycles, model ciange
osen. holidays. asd sales

The unadjusted data se of primary inerest to con-
sumers concerned about the prices they tceually pay.
Unadjusted data &re a1lo used extensively for eecalation

purpous. Many collective bargaining contract agreenents
and paenion plans, for example, tie compensttlon changes
to the Consumer Price [ndea unadjusted for sesonal
varatiton.

Seasanal factors used in cotimputiig the seasonally
adjusted indexes are derived by the X-l1 Verisnt of the
Censue Method 11 Sesaonul Adjustment Progrmrn. The
updated seasonal datu at the end of 1977 nplaced data
from 1967 through 1977. Subsequent annual updates
will replace 5 yeosn of seasonal data. eg., data from 1974
through 1978 will be replaced at the end of 1978. The
geaonal movement of all itemo and 35 other aggregatlons
is derived by combining the seasonal movement of 45
selected components.
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24 Hour CPI Mailgram Service

Consumer Price Index data now ire available by mail-
sgnm Anthin 24 hours of the CPI release. The new service
is being offered by the Bureau of Labor Statistics through
the National Technical Informarion Service of the U.S.
Department of Commerce.

The CPI MAILGRAM service provides unadjusted and
Seasonally adjusted 4ata both for the All Urban Consumers

(CPI.U) and for the Urban Wage Earnern snd Clerical

Workers (CPI-W) Indexes as shown on 'he C?l-U sample
page below. The unadjusted dats include the current
month's Index and the percent changes 'rom 12, months
ago and one month ago. The easonally adjusted Iata are

the percent changes from one month ago.

PRICE 0 AeeUC-! R' ALL MAN CO 1'tCP::-Ul: U.S. CITY
AVERAGE t:967:10tl
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7UY FRO:1 2 FR C1 :c71

1979 .O , a.O 0 .O A DD

RLL ;r-nS10 130,'00 261. . - - .

'000 600 077400625 325.2 7' U 2 3 7
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:oto Ar KoCUE 723U . 7 .5

cMAL R .4 !O UX S 2 z .1CU .: .1 GS

0020,5 UND ,02!Ll3 . 25.1 IA .L - 2
FODD 'WA Y PROM -O1E, is 1. sr
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AEN0. AE1¢I30EN:0L 5 6.3 1 I
=EC770CA7I0RRP 72 46 L
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so~~~sE~~~oA.; rPlsls xo:ERTrwic '81.2 7.5 .3 .

%PPAREL NO UPXESP '46. ' .' s .J

7RAN0P0076710 217.7 IA UA 0
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CHART 1: CPI for Urban Wage Earners and Clerical Workers
All Items and major components by expenditure class, 1968-79

All items NOV semi-
Index, 1967=100 227.S log
(Nat seasonally adjusted) 240

220

180

-_160

_120

!00
Percent change *NOV

12-month span 12.8 Percent
------ 1-month span 13.0 - 40

2 30
. _~~~~~~ 20

0
-10

F ood and beve rages NOV sei
,ndex, 1967=100 234.1 l og
(Seasonally adjus ted) -_ 240

220
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Percent change t *r.....NOV

12-month span '. 9.7 Percent.--- 1-month span 3j -. 4 0
0- 0

-10

1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979
* Unadjusted data used to calculate 12-month percent change. Percent
changes over 1-month spans are annual rates calculated from seasonally
adjusted data.

** August 1972 = 92 percent

59-671 0 - 80 - 11
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CHART 2: CPI for Urban Wage Earners and Clerical Workers:
All items and major components by expenditure class. 1968-79

Semi -
logI-240
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Percent
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_140
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100
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-40

- 30

- 20
_ 10_ O

_-10

1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979
* Unadjusted data used to calculate 12-month percent change. Percent
changes over 1-month spans are annual rates cal cu lated from seasonally
adjusted data.

Transport a ti on NOV
Index, 1967=100 225.6
(Seasonally adjusted)

Percent change NOV

- 12-month span 17.6
------ 1-month span

Aj

Medical care NOV
Index, 1967=100 249.3
(Seasonally adjusted)

Percent change NDV

12-mon t h span 9 8
1-month span 9:8
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CHART 3: CPI for Urban Wage Earners and Clerical Workers:
All items and major components by expenditure class, 1968-79
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CHART 4: CPI for Urban Wage Earners and Clerical Workers:
All Items and ma!or components by expenditure class, 1968-79
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Representative MITCHELL. And with that cheerful holiday introduc-
tory statement, I would now like to hear from you, Mr. Russell.

STATEMENT OF R. ROBERT RUSSELL, DIRECTOR, COUNCIL ON WAGE
AND PRICE STABILITY

Mr. RUSSELL. Certainly, you're not turning to me for any cheer.
I'll spend about 2 or 3 minutes going over a table that I have handed

out to you and then give you the opportunity to ask questions.
Table 1 that I have handed out to you tells the story of both the

last year and the story of the last month. You have alluded already
to the fact that over the last year, November to November, the increase
in the CPI was 12.6 percent, well in the double-digit range.

However, the real story lies primarily in two problem areas that
account for the substantial portion of this inflation and for the great
majority of the acceleration. These two areas are, of course, energy and
home mortgage financing costs.

The energy price increases over the last year, as can be seen from
the November to November column of table 1, were 36 percent. This is
attributable in large part to an increase of about 70 percent in inter-
national crude oil prices, which is, in turn, due to an excess demand
in the market for international crude oil.

These energy price increases can also be attributed in large part to
expanded margins of domestic refiners and domestic distributors of
refined petroleum products. The 36-percent increase in energy prices
over the last year accounts for over one-fourth of the total increase in
the CPI, despite the fact that energy accounts for only 8.5 percent of
the typical consumer's budget.

Moreover, the direct impact of the higher energy costs on the CPI
understates it significantly. Energy costs show up in many other areas
as well. For example, you can see from this table that public trans-
portation costs, which have been stable for years, went up in fiscal
1978 'by only 2 percent; they have accelerated sharply, going up by
14 percent over the last year and in the last 3 months at a 31-percent
annual rate.

So these rapidly accelerating public transportation costs, which
again hit the poorest the hardest, are directly attributable to the higher
energy costs. If we were to abstract from these higher energy costs,
the increase in the CPI would be much lower.

The third line from the bottom of table 1 indicates that over the
last year, the increase in the CPI for all items except energy would
have been 10.5 percent. This is not great, but it is still 2 full percent-
age points below the actual increase in the CPI. Over the last 11
months, it would have been 11.6 percent.

The other important aspect of this inflation is the higher interest
costs. The ironic aspect of restrictive monetary policy is that in the
very short run it is inflationary, although in the intermediate run it is
anti-inflationary.

It is inflationary in the short run because interest rate expenses are
a cost of doing business, and higher interest expenses get passed
through in the form of higher prices.
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In addition, the higher interest costs enter the CPI directly through
the home purchase component of the CP1, and they enter that com-
ponent with a vengeance because of the way the CPI is calculated.

Housing costs over the last year have gone up 13.5 percent, and the
great bulk of this increase can be attributed to a 33.1-percent increase
in mortgage interest costs over the last year.

During the last 3 months, mortgage interest costs have gone up at
an annual rate of about 43 percent. And in November we began to feel
the effect of the October 6 increase in interest rates by the Federal
Reserve.

And mortgage interest costs for homeowners went up by 3.7 percent
in 1 month alone. We have yet to feel the full impact of that Federal
Reserve action; in December we can expect yet another big increase
in this component of the CPI.

If we eliminate mortgage interests costs from the CPI, we can see
from the second line from the bottom of the table that the increase in
the CPI over the last year would have been 11.1 percent, about a point
and a half lower than the actual increase in the CPI.

If we were to eliminate both energy and mortgage interest costs
from the CPI to find out how much inflation there is in the other
sectors, accounting for the great bulk of consumer expenditures, the
increase in the CPI over the last year would only have been 7.5 per-
cent. That 7.5 percent is barely above the increases in the CPI of
previous years.

Therefore, almost all of the acceleration in the consumer prices
during this past year can be attributed to the explosion in energy
prices and to the need to boost interest rates in our effort to control
inflation in the long run. Eliminating those two components alone
would give us an increase of 8.4 percent; if we eliminated all home-
ownership costs and food and energy, then the increase would be 7.5
percent.

This is what we refer to as the "underlying rate," which accelerated
by about 1 percentage point over a year earlier.

I have other tables which you may wish to allude to, but rather
than take you through them, I will just say that table 2 breaks the food
price increases down into components. The main story there is that
finally the increase in the farm-retail spread, which is the cost added
to food products by food processors and food distributers, has started
to moderate, so we are getting some relief in food prices in recent
months, although the relief in farm prices began clear last spring.

Table 3 breaks down the increase in energy prices into that attribut-
able to the increased cost of crude and imported product cost. And of
the 35-cent increase in gasoline prices from the fourth quarter of
1978 to the fourth quarter of 1979, only 21 cents, approximately, can
be attributed to the increased cost of imported products in crude oil.

Seven cents of that 35-cent increase can be attributed to the ex-
panded margins of wholesalers and retailers, and about 6.5 cents can
be attributed to expanded margins of refiners. A similar story can be
told for home heating oil. So a substantial part of the energy prob-
lem is right here at home where margins have been expanding very
rapidly.
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Table 4 goes over some measures of wage inflation, and it can be
seen from an examination of this table that wages have remained re-
markably stable, despite the soaring increases in the cost of living.

How long this stability in wage inflation can persist in the face of
such rapid increases in the cost of living is problematic at best.

I fear that we are on the verge now of an explosion in wage rate in-
flation as workers try to catch up with inflation; as they try to recoup
their losses in their standard of living, which would lead to a spread
of the food and fuel price explosion into the other sectors of the
economy.

And the principal challenge that we have in the year ahead when
we can expect another big increase in energy costs is to preventthese
extraneous shocks from getting built into the industrial wage-price
structure, ratcheting it up another notch so that the underlying infla-
tion rate becomes higher and it will take us that much longer to get
it under control.

With that, I would like to stop and ask for questions.
[The tables referred to follow:]

TABLE 1.-CONSUMER PRICE INDEX

[Seasonally adjusted, percentage changesl

December
1978 relative November October

importance Program to Last to
(percent) year' November 3 mos November

All items -100.0 12.1 12.6 12.9 1.0

Food 18.2 10.0 9.8 9.1 .5
Food at home-(12.6) 9.6 9.2 9.4 .5

Domestically produced (10.4) 9.7 9. 1.8 .2
I mported-(2.2) 9.0 9.6 11.2 .4

Food away from home -(5. 5) 10.9 11. 2 8.9 .7
Housing (less fuel)s-40.1 12.2 13.5 17.3 1.6

Home purchase -(10.2) 14.2 15.9 21. 1 1.8
Mortgage interest costs -(7. 3) 28.3 33 1 42.6 3.7
Rent -- 5.5) 7.6 8.1 10.8 .4

Energy '- 8. 5 35.2 36.3 16.5 .1
Transportation (less gasoline)- 13.6 8.6 8.8 7.8 1.3

Public tranjportation -(1. 0) 9. 0 14.1 31.3 3.6
New cars - (3.9) 8.2 7.6 0 1.1

Apparel and upkeep -5.5 9.9 4.6 6.9 .2
Medical0 93------ * 11.7 .9
Entertairnment -4.0 7.2 7.4 6. 2 .6
Other goods and services - 4. 3 7.2 7.5 8. 5 .2

All items less energy -19.5 10.0 10.5 11.6 1.0
All items less mortgage interest costst.. 92.7 10.8 11.1 9.8 .7
Underlying rate of consumer-price

i nflation 5- 50.3 7. 5 7.5 8.o .8

I September to September percentage changes, not seasonally adjusted.
I Seasonally adjusted, annual percentage rates of change.
a Calculated using growth rates rather than percentage changes.
4 Not seasonally udjunted.
a Consumer Price Index excluding the costs of home purchase, finance,

used cars.
Source: U.S. Department of Labor, Bureau of Labor Statistics.

taxes, and insurance; and food, energy, and



152

TABLE 2.-RECENT TRENDS IN COMPONENTS OF CONSUMER FOOD PRICES

[Percentage change, seasonally adjusted

December
1978 relative 3 mo ending-

imortance
(percent) January April July October

Food --------- 100.0 3.0 3.7 1.0 1.7

Food at home - - 69.5 3.3 3.9 .3 1.5
Domestically produced farm food:

Retail value ' -- - (57.1) 4.0 4. 3 1.6 -.8
Farm value - -(22.6) 7.9 4.3 -4.6 -3.1
Farm/retail spread- . 34.5) 1.4 4.2 5.8 .6
Imported food - -(12.4) 1.9 1.6 2.1 3.5

Food away from home.- -- 30.5 2.7 3.3 2.6 2.1

t Not seasonally adjusted.
Source: U.S. Department of Labor Bureau of Labor Statistics and U.S. Department of Agriculture Economic Statistics

and Cooperatives Service.

TABLE 3.-SELECTED COMPONENTS OF GASOLINE AND HOME-HEATING OIL PRICES

[n cents, except percentl

Quarterly averages (cents per gallon) 1978:IV to 1979:1V

1978:IV 1979:1 1979:11 1979:111 1979:1V Cents Percent
change change

Product (1) (2) (3) (4) (5) (6) (7)

Gasoline:
Retail price I s--- ---- 67.7 71.2 82.3 96.4 102.7 35.0 51.7
Wholesale/retail spread ------- 7.2 7.7 11. 1 14.0 14.3 7. 1 98.6

Home heating oil:
Retail price -53.3 57.9 66.4 80.0 87.1 33.8 63.4
Wholesale/retail spread -13.9 14.8 14.8 19.1 18.5 4.6 33.1

Refined petroleum products:
Refiner's prIce - --------- 41.9 45.0 52.6 63.5 69.3 27.4 65. 9
Crude and imported product cost s 31. 1 33. 3 39.4 46.4 51.9 20.8 66. 9

Domestic crude -26.9 27.7 30.2 36. 3 40.7 13.8 51. 3
Imported crude -35.1 37.9 44.4 56.6 68.3 33.2 94. 6
Imported product - 33.8 40.0 50.7 56.6 60.7 26.9 79.6

Refinery spread -- 10.8 11.7 13.2 17.1 17.4 6.6 61.1

I Figures in cob. (1) to (3) are determined from weighted averages; figures in cols. (4) and (5) are determined from sim-ple averages.
I Averages of premium, leaded-regular, and unleaded-regular gasoline prices.
IDoes not include purchase of refined product from domestic refiners.
Source: Department of Energy and the Council on Wage and Price Stability.

TABLE 4.-SELECTED MEASURES OF EMPLOYMENT COMPENSATION (PRIVATE NONFARM SECTOR)

(Seasonally adjusted, percentage changesl

Fiscal years-

1976 1977 1978 Program ear

Average hourly earnings -----
Average hourly earnings index
Employment cost index.

Union ---------------------------
Nonunion ----

Total hourly compensation --------------
Private hourly compensation --------

Wages and salaries per hour ---- --------
Fringe benefits per hour - -----

Employer contribution to social insurance
Labor productivity
Unit labor costs ----------------------
Real hourly earnings index - -----------
Real apensable earnings (weekly) ----

7.6 7.7 8.6 8.1
7.4 7.3 8.4 7.9
7.2 7.2 8.0 7.7
8.5 7.7 7.9 8.4
6.5 6.9 8.0 7.5
8.4 7.9 8.6 8.9
8.1 7.8 8.4 8.5
7.4 7.1 8.2 8.1

14.7 13.g 10.3 12.1
13.4 9.8 11.6 12.2
1.7 2.0 .3 -1.6
6.6 5.8 8.2 10.6
1.8 .7 .1 -3.9

-. 4 4.2 -3.2 -4.3

The employment cost index and all hourly and real-earnings series measure changes from September to September.
Hourly compensation, productivity, and unit-labor-cost data measure 3d-quarter-to-3d-quarter changes.

Source: U.S. Department of Labor, Bureau of Labor Statistics, U.S. Department of Commerce, Bureau of Economics
Analysis, and the council on Wage and Price Stability.
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Representative MITCHELL. Thank you very much. I think you're
quite right with reference to a wage rate explosion. I just don't think
the guidelines are going to be able to hold much longer. I think it is
unfair to ask workers to continue to bear an extra brunt of pressure
holding their wages pretty steady while inflation is just rampant.

I could not help but think in my mind as you were talking that this
is Christmas, and I was thinking about "We Three Kings of Orient
Are." And there is a line in there that goes: "Mvrrh is mine, its bitter
perfume."

And that's what you offer us this morning, not any burnished silver,
but bitter myrrh. And that's what I think this Nation has to face up to.

You talked recently at the National Economists Club conference, I
believe.

Mr. RUSSELL. I may have; I forget which talks I've given.
Representative MITCHELL. You indicated that the impact of the

Fed's October tightening of the money supply didn't show up in the
October CPI, and that it had some impact on the November CPI;
but it would show up "with a vengeance" in the December CPI.

Now, I'm not asking you to make a specific forecast. but can you give
us a ballpark estimate of what the CPI figure for December might
show if other costs continue to rise at recent rates and the higher in-
terest rates show up with a vengeance? Can you give us an estimate
on that?

Mr. RUSSELL. I don't see any hope for moderation in the Consumer
Price Index in the month of December for 2 reasons, one of which
you mentioned.

One, because the higher interest rates get built into the CPI with
a lag because of the reporting process to the BLS from the FHA,
primarily, they get spread out 2 months, typically, after a Federal
Reserve action.

And I would expect that in December we'll see an increase in mort-
gage interest costs not at all dissimilar to what we saw in November.
The increase in November is a little higher than I thought, so I think
we've already felt a very large portion of the impact of that action by
the Federal Reserve.

And the increase in December should not therefore be substantially
larger than what we have seen in November.

However, we can't expect another month of energy price stability
in December because the recent increase in gasoline prices-although
they also enter somewhat with about a 1-month lag-should show
up, I think, in large part in the December CPI.

So energy, which was very stable this time, primarily 'because of
decreases in many utility rates, should show another fairly big in-
crease in December.

So another 1 percent month for the CPI in December is perhaps
about the best we can look for.

Representative MITCHELL. One percent?
Mr. RUSSELL. I don't see any reason for it to be lower.
Representative MITCHELL. That's your minimum forecast?
Mr. Russm.us. That's right. The underlying rate has been steady

anywhere from 0.6 to 0.8 month after month.
Representative MITCHELL. As a high would you project a 2-percent

increase?
Mr. RUSSELL. No, no.
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Representative MITCHELL. As the staff and the members of the Joint
Economic Committee know, since I have been on this committee I have
been worrying and fretting about recession.

In a recent editorial, the New York Times stated:

To arrest inflation, pollcymakers-and that's the Congress and the executive
branch and the Federal Reserve-are now creating a recession.

And one thing is certain: In recessions, real incomes fall, which means real
pain, objective and subjective pain; destroying the village in order to save it is
not economic wisdom.

It says in essence that the policies Congress and the executive branch
are now pursuing will create a recession.

What are your comments on this, Mr. Russell?
Mr. RUSSELL. I think that factually the statement is correct. The

restrictive monetary and fiscal policy of the last year or two designed
to slow down the economy and reduce inflation along with the energy
price increases, is likely to result in a mild recession in 1980.

The question is, Is it worth the cost? Right now, I think it is still
the case that inflation, not unemployment, is our No. 1 economic
problem. Inflation hits the poor just as unemployment hits the poor
very hard.

Since it is so socially divisive and hits hardest those who are least
able to bear the brunt of it, bringing inflation under control ought to
be our highest priority.

I don't think, however, that we should pursue policies that are so
restrictive that they throw us into a very deep recession causing a
large amount of unemployment.

Moreover, I think restrictive fiscal and monetary policies have got
to be complemented by other policies, such as guidelines and other
policies that make this fiscal and monetary restraint work as much
as possible toward lowering the inflation rate and as little as possible
toward throwing people out of work.

We have estimated, using the Federal Reserve MIT model that to
use fiscal and monetary restraint alone to try to cure the inflation
problem involves some very perverse tradeoffs; in particular, in order
to lower the inflation rate by just 1 percentage point, using fiscal and
restrictive monetary policy alone, we have to throw- a million people
out of work for 2 years.

That's why we think the other policies we are pursuing are better.
Representative MITCHELL. I continue to resist the notion that we

have just one problem, one major problem, and that is inflation. I agree
that that is a major problem, but from my perspective, unemployment
ranks equally as high. It is always difficult when I say that, because
for white adult America, there is not an unemployment problem. But
I simply would ask you to review the data on black unemployment
across the board, not just black youth unemployment.

We're dealing with an enormous problem when you consider the cost
of each 1 percent of unemployment.

I've been talking about recession on this committee, and yet the
Speaker in the meeting the other morning and others continued to ad-
vise me that the unemployment rate has not yet risen.

The Conference Board's index of "help wanted" advertising has in-
creased by more than 8 percent in the past 4 months, and by more than
20 percent since early 1978.
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Some analysts have suggested that this apparent increase in the de-
mand for certain types of labor in today's economy suggests that, No.
1. there are serious labor shortages in some areas; and they further
suggest that these shortages may have been caused by wage guidelines.

What is your thinking on that? Is there a correlation between ex-
isting wage guidelines and the "shortage of labor in certain areas"?

Mr. RUSSELL. First, let me go back to your previous statement and
say that I agree very much that a 5 percent-5.8-percent unemploy-
ment rate is not good enough, particularly when you look at the dis-
triblition of the unemployment rates across different parts of the
population.

What I would like to emphasize, however, is: Using fiscal and mon-
etary stimulus now to try to lower the unemployment rate would prob-
ably be futile, and that further stimulus would probably result in
greater inflation and very little decrease in the unemployment rate.

And in order to solve this structural unemployment problem, I think
we need new training programs, and that sort of thing, to make more
employable many of those segments of the work force that have so
much trouble finding a job.

As for shortages, yes, there are some shortages, particularly for some
highly skilled occupations. Engineers are in short supply around the
country.

I do not believe, however, that the pay standard is causing any of
these shortages. As a matter of fact, we built into our pay standard an
explicit exception for what we call acute labor shortages. If it can be
demonstrated that the holding down of wages is causing a shortage of
supply in any particular occupation in a labor market, than we pro-
vide an exemption for that market, and we have provided some of these
exemptions in the first program year.

So we took that into account in designing the standards, and I don't
think they're causing any shortages.

Representative MITCHELL. For the first time this morning I'm in full
agreement with you; I don't think that the labor shortages can be
correlated with the wage guidelines. I think that the shortages may
have been caused by the educational objectives of the last 10 or 15
years, and similar factors.

Over the last 3 months, the Producer Price Index for finished con-
sumer goods has risen at an annual rate of 16 percent. The PPI for
intermediate-semifinished-goods has gone up at an annual rate of
18 percent. And the PPI for crude goods has risen at an annual rate
of 25 percent.

With figures such as 16, 18, and 25 percent, does this suggest to you
that the Consumer Price Index is likely to rise even more rapidly over
the next few months?

Mr. RUSSELL. Right. I don't think that these big increases in the PPI
in recent months necessarily portend big increases in the CPI in future
months. The Producer Price Index, of course, measures a different
thing than does the Consumer Price Index. Services are left out of the
PPI. and service prices tend to be much more stable, less volatile than
are the prices of the commodities that are measured in the Producer
Price Index.
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In addition, the Producer Price Index is itself much more volatile
because the samples are not as good as those in the Consumer Price
Index.

And short-run movement in the PPI should not be taken, in my
opinion, as seriously as short-run movements in the CPI. This is

Representative MITCHELL. May I interrupt for a moment. The data
that I suggested to you was over a 3-month period.

Mr. RUSSELL. But we're talking
Representative MITCHELL. Do you call that short run?
Mr. RUSSELL. No; not at all. I thought-more recently it's been going

up at a more rapid rate than it was earlier.
The biggest reason for the increase in the PPI is again energy com-

modities. If you take energy commodities out of the PPI and take food
commodities out, which have not been going up all that much above the
average, then you get an increase in the PPI over the last year of less
than 10 percent. I believe that the number is 8.5 percent.

So almost all that problem is energy. The energy price increases
show up much more dramatically in the PPI than they do in the, CPI.
Now, all this is already reflected in the CPI. Finally, let me say that
if you're looking at a year's time, most of those increases in the PPI
have already been built into the CPI. There's not a year's lag between
the PPI and the CPI. So if you're looking at the past year, I don't
think that this portends big increases in the CPI at all.

Representative MITCHELL. Thank you for your response. I live in
Baltimore central city, and I drive over every day and I drive back
every night in a six-cylinder Ford Granada. I had a very traumatic
experience recently because someone suggested a gasoline tax of 50
cents per gallon would be useful in our energy conservation efforts.

Is the administration likely to propose this?
What is your personal view on this hefty increase of 50 cents per

gallon in order to facilitate our energy conservation?
Mr. RUSSELL. First, let me say that I don't know whether the admin-

istration will propose such a tax. I do know of course that the admin-
istration is considering a number of measures for encouraging conser-
vation and increased supply of petroleum products and other energy
sources and reducing our dependence on foreign oil.

As for whether I personally believe that a 50-cent increase in the
price of gasoline makes sense, I must say that as an economist I remain
to be convinced that that makes anv sense at all.

I do think that we ought to at least eventually decontrol crude oil
and refined product prices in order to allow the prices to rise to the
equilibrium level to encourage expanded production and conservation
of energy and to reduce our dependence, of foreign oil. We must stop
pretending that the price of a barrel of oil is $12 or $15 when really
it's costing us $24 to buy a barrel of oil on the international market.

However, one would have to make some very extreme arguments
about the social cost of consumption of gasoline to justify a 50-cent tax
on a gallon of gasoline.

And I don't see that the social costs are anywhere near that high.
Representative MITCHELL. I think that if such a proposition is sent

to the Congress from any source, it wouldn't even get into a subcom-
mittee, much less get out. I think the entire Congress would be up in
arms against any horrendous increase of that nature.
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It just doesn't make sense to do it because it seems to me that in and
of itself it is inflationary. In addition to that, it doesn't make sense to
do it because by so doing we would once again place an extra burden on
people who are already overburdened, and that is the working poor and
the poor of this Nation.

So for whatever it is worth, I think there would be a maximum,
harmonious, bipartisan posture on the part of the Congress against a
proposal for a 50-cent increase per gallon tax on gas.

I'm not quite sure in my own mind what the real relationship is
between the cost of gold and our whole problem of inflation. I do know
that we got pretty close to $500 an ounce for gold; I think it dropped a
little bit as of last night or yesterday.

But is the price of gold of major significance to our economy, or is
it something that is given maximum exposure in the press, and in so
doing its importance is overstated?

Mr. RUSSELL. I think the most straightforward answer to your
question is that gold is not one of the most important commodities in
our economy, and therefore changes in the price of gold, per se, should
not be seen as very important.

However, what the selling price of gold reflects is a lot of specula-
tion in precious metals because of the uncertainty about inflation
worldwide and about the values of various foreign currencies.

And when the price of gold soars, it typically means-it reflects a
lack of confidence in the dollar; a lack of confidence in the dollar can
result in -runs on the dollar, which in turn forces the Federal Reserve
to move to bolster the dollar on international markets.

And the way that it does this is through even more restrictive mone-
tary policy and higher interest rates which wreck havoc, as you pointed
out, on the economy.

So it is something to be concerned about, primarily because it
symbolizes something more fundamental; namely, the viability of the
dollar in international markets.

Representative MITCHELL. You mentioned that obviously the price
affects policies of the Federal Reserve Board.

With reference to those policies, let me go back to the major changes
that were made as of October 6 this year.

As a result of those changes, we saw the prime rate go up to about
15.5 percent. The Federal Reserve governors and other economists
suggested that that was only a very temporary situation and that
there would be a decline in the prime interest rates.

Well, indeed there has been some slight decline in those rates, but a
recent forecast says that the recent decline in the prime interest rate
is only temporary, and those rates will begin to go up again, maybe
to the 16 to 17 percent range.

What is your thinking on the reversal of the slight decline in prime
rates and the possibility of their movement back upward to a 16 or 17
percent range?

Mr. RussELL. Well, if I could forecast accurately what interest rates
would do, I would not be in the Government, but would rather be out-
side the Government speculating and making a fortune on that.

But since I am not, with that caveat, let me say that I don't see
that much higher interest rates are in the cards. They're already at
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record levels. High interest rates are as much a reflection of high
inflation rates as anything. And over the next year, barring some
crisis that is even worse than anything we can forsee, the inflation rate
should abate a little, particularly as we move into a recession and both
product and labor markets soften.

As that happens. the Federal Reserve can afford to take its foot
off the brakes a little bit. and I think that interest rates should start
to moderate over the next year. So I don't see increases in the interest
rate unless there should be another serious crisis with respect to the
dollar on international markets. That is the only scenario under which
I see yet higher interest rates.

Representative MITCHFLL. You can't have a forum like this without
voicing your major concerns, and I must say, as I have said 20 times
or more in this committee, that I think this country is in serious
difficulty, not just because of its economic condition, per se, but be-
cause we have permitted unemployment to remain devastatingly high
for far too many years for far too many people.

I remember a meeting in July when Mr. Kahn expressed his con-
cern and the President's concern about structural unemployment.

He talked about incentives and expanded programs to deal with
this. I listened and I was encouraged, but I have been hearing this
for the last 15 years.

But there have been no major changes, it seems to me, in this
Nation's posture vis-a-vis minority-black unemployment. I read a
very fascinating statistic the other day that stated that since the end
of World War II, the black rate of unemployment in America has
always been at least twice as high as the white rate of unemployment,
in good times and bad times.

In my opinion, I don't think we have made any progress at all in
changing that, and frankly I'm not optimistic that we're going to
make any significant changes.

What the Congress has done and what the President has done in
the budget is to anticipate an increase in unemployment. It seems to
me that that is going to fall disproportionately on the backs of black
people and other minorities who are already disproportionately
unemployed.

You spoke to this briefly before, suggesting that it is a major area
of concern. I am reinforcing your statement, but I must confess that
I am not at all sanguine about this Nation, this Congress, really doing
anything significant to reduce a problem that is equally as threaten-
ing from my perspective 'as is the problem of inflation.

Thank you for being here. Are you planning to go home early and
enjoy your family?

From all of us here in the hearing this morning, a Merry Christmas,
whatever that means, with inflation being double-digit and unemploy-
ment moving back up again.

But for whatever it is worth, Merry Christmas and thank you very
much for being here.

[Whereupon, at 10: 34 a.m., the committee adjourned, subject to the
call of the Chair.]
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CONGRESS OF THE UNITED STATES,
JOINT EcoNomIc COMMITTEE,

Wa8hingt on, D.C.
The committee met, pursuant to notice, at 10 a.m., in room 6226,

Dirksen Senate Office Building, Hon. Lloyd Bentsen (chairman of the
committee) presiding.

Present: Senator Bentsen.
Also present: John M. Albertine, executive director; William R.

Buechner, professional staff member; Betty Maddox, administrative
assistant; and Stephen J. Entin and Mark R. Policinski, minority
professional staff members.

OPENING STATEMENT OF SENATOR BENTSEN, CHAIRMAN

Senator BENTSEN. This hearing will come to order.
Mr. Kahn, we are delighted to have you here this morning. I can't

help but state my deep concern about the numbers I'm looking at
because what we're being told is that the administration is confirm-
ing what Americans have been suspecting; that this has been the worst
year for the American pocketbook in almost 35 years, that we're talk-
ing about an inflation rate of some 13.3 percent. You have to go back
almost 35 years to see something comparable. I can recall about 5 years
ago, in 1974, we were looking at a rate of 12.2 percent and we thought
we'd never have to see a repetition of that, but now we have exceeded
it.

What really worries me is that we have ended the year worse than
we started the year. We didn't have 1 month that I can recall that
inflation wasn't 1 percent or higher in 1979. We saw gasoline go up
52 percent from a year ago. Heating oil was up 57 percent. The price
of a new home jumped up 16 percent, and the cost of financing that
home went up 27.5 percent. Gas and electricity rose 15 percent. Prices
were 10 percent more for food than a year ago. Real take-home pay
was down 5.3 percent.

The only thing I can see that has gone down is the value of the
dollar. Compared to when we first started collecting the current Con-
sumer Price Index figures back in 1967, we have now seen the value of
the dollar go all the way down to 43 cents.

I hear people tell me that high inflation is endemic to this country.
I don't believe that. I think we can turn it around and that we abso-
lutely have to turn it around. We're looking at a situation where the
Japanese, as I recall, had their inflation rate up to some 22 percent at
one point and they now have it down to just over 3 percent. One of

(159)
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the major reasons for that, I'm sure, is because of the increase in pro-
ductivity in Japan. That means we have to make some major or sub-
stantive changes in some of our economic programs, in some of our
tax incentives, to try to increase productivity in this country.

I think it's one of the deepest concerns that we have and one that
we are going to have to move on. We are going to have to move on it
in a way much more substantively than we have and it demands our
earliest attention.

Before proceeding and without objection, the press release entitled
"The Consumer Price Index-December 1979," will be made a part of
the hearing record at this point.

[The press release referred to follows:]
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N e waUnited States

of Labor
Bureau of Labor Statistics Washington, D.C. 20212

Patrick Jackman (202) 523-7827 USDL-80-46
523-8416 TRANSMISSION OF MATERIAL IN THIS RELEASE

Kathryn Hoyle (202) 523-1913 IS EMBARGOED UNTIL 9:00 (EST)
523-1208 Friday, January 25, 1980

THE CONSUMER PRICE INDEX-DECEMBER 1979

The Consumer Price Index for All Urban Consumers (CPI-U) rose 1.1 percent before

seasonal adjustment in December to 229.9 (1967-100), the Bureau of Labor Statistics of the

U.S. Department of Labor announced today. The Consumer Price Index for Urban Wage Earners and

Clerical Workers (CPI-W) also increased 1.1 percent before seasonal adjustment in December to

230.0 (1967-100). The CPI-U was 13.3 percent higher and the CPI-W was 13.4 percent higher

than in December 1978..

CPI for All Urban Consumers (CPI-U)--Seasonally Adjusted Changes

On a seasonally adjusted basis, the CPI for All Urban Consumers rose 1.2 percent in

December, somewhat more than the average monthly increase during 1979. The increase in the

food and beverage index in December, 1.3 percent, was the largest monthly rise since

February. The housing component accounted for somewhat less than one-half of the 1.2 percent

December CPI increase. Approximately one-fourth of the 1.2 percent CPI increase was due to

rising house prices and mortgage interest rates. The transportation and medical care

components also rose substantially. Other uajor categories of consumer spending registered

more moderate increases.

Table A. Percent Changes in CPI for All Urban Consumers (CPI-U)
Seasonally adjusted Unadjusted

Compound
Expenditure_ Changes from preceding month annual rate 12-o.
category 1979 3-nun, ended ended

June July Aug. Sept. Oct. Nov. Dec. Dec. '79 Dec. '79

All items 1.0 1.0 1.1 1.1 1.0 1.0 1.2 13.5 13.3
Food and beverages .2 .1 0 .9 .7 .6 1.3 10.8 10.0
Housing 1.3 1.2 1.4 1.2 1.5 1.3 1.2 17.0 15.2
Apparel and upkeep - .1 -.1 .7 1.3 .2 .2 .8 4.8 5.5
Transportation 1.7 1.8 1.5 1.2 .5 1.4 1.6 14.5 18.2
Medical care .7 .7 .8 .9 1.0 .9 1.2 13.3 10.1
Entertainment .1 .7 .7 .3 .6 .6 .2 5.8 6.9
Other goods and services .5 .5 1.0 1.6 .2 .2 .6 4.4 7.9

(Data for CPI-U are shown in tables I through 3.)

59-671 0 - 80 - 12
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Prices of grocery store foods increased 1.4 percent in December. The index for neats,

poultry, fish, and eggs rose 3.2 percent and accounted for about three-fourths of the

increase. Prices for beef, pork, and poultry all advanced sharply in December. Egg prices

rose substantially for the second consecutive month. The index for cereal and bakery products

also rose sharply in December. On the other hand, most other grocery store foods showed

moderate increases in December. Prices of the other two components of the food and beverage

idex--restaurant meals and alcoholic beverages--rose 1.0 and 0.3 percent, respectively, in

December.

The rise in the housing index in December (1.2 percent), due primarily to rising

honeownership costs, was the eleventh consecutive large monthly increase. Hone financing

costs slowed from 3.7 percent in November to 2.9 percent in December. Mortgage interest rates

rose 1.8 percent in December, about the same as in November, whereas, house prices rose less.

(The 12-onth percent changes for 5 experimental measures of housing costs can be found at the

end of this release.) Prices for household fuels increased 1.3 percent in December following

a 1.3 percent decline in November. Fuel oil prices rose 1.4 percent, compared with 0.4

percent in November and average monthly increases of over 4.5 percent during the first 10

months of 1979. Charges for both gas and electricity rose in December, following declines in

November.

About one-half of the 1.6 percent increase in the transportation index for December was

due to an increase of 2.7 percent in gasoline prices. For the year 1979, gasoline prices rose

52.2 percent. Used car prices rose 2.3 percent in December, following seasonal adjustment,

the second consecutive large monthly increase. Prices for new cars declined 0.1 percent in

December, following seasonal adjustment, after increasing 1.1 percent in November. Higher

concessions on larger 1980 model cars and large discounts on the remaining 1979 models were

largely responsible for the decline. The index for public transportation rose 3.1 percent in

December, the sixth consecutive large monthly increase. -
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The medical care index rose 1.2 percent in December. Professional services rose 1.2

percent as fees for dental services increased 1.7 percent and physicians' services advanced

0.7 percent. Charges for hospital rooms increased 1.1 percent in December, the third

consecntive large increase. The index for medical care commodities rose 0.8 percent, the same

as in November.

The index for apparel and upkeep rose 0.8 percent in December, compared with increases

of 0.2 percent in both October and November. Prices for women's and girls' clothing,

following seasonal adjustment, increased in December after declines in both October and

November. Prices for other apparel conmodities--men's and boys', infants' and toddlers', and

footwear-showed larger increases in December than in the previous month. Charges for apparel

services rose 1.1 percent in December, compared with 0.8 percent in November and increases of

1.0 percent or more in each of the 3 preceding months.

The index for entertainment rose 0.2 percent in December, following increases of 0.6

percent in each of the 2 preceding months. The index for other goods and services rose 0.6

percent, following increases of 0.2 percent in both October and November.

Summary of Annual Changes--CPI-U

For the 12 months ended in December 1979, the CPI-U rose 13.3 percent, compared with

9.0 percent in 1978. This was larger than the 12.2 percent rise in 1974 and the largest

December-to-Decenber increase since the 18.2 percent rise in 1946. The acceleration in 1979

was due primarily to the housing and transportation components, which rose steadily throughout

1979 and accounted for about three-fourths of the increase in the CPI. Home financing costs,

which rose 34.7 percent, and house prices, which rose 15.8 percent, accounted for about a

third of the overall increase. Energy costs-fuel oil, coal and bottled gas, natural gas and

electricity, and gasoline and motor oil and coolant--rose 37.4 percent and accounted for

almost one-quarter of the change in the CPI. The index for food and beverages rose 10.0 per-

cent in 1979, somewhat less than in 1978. Large increases in beef and veal prices,
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particularly early in the year, were partially offset by declines in pork and poultry. Other

food componento showed similar price behavior, increasing about 10.0 percent over the year.

All other major categories of consumer spending registered price increases moderately larger

than in 1978.

CPI for Urban Wage Earners and Clerical Workers (CPI-W)--Seasonally Adjusted Changes

On a seasonally adjusted basis, the CPI for Urban Wage Earners and Clerical Workers

rose 1.1 percent in December, the twelfth consecutive monthly increase of about 1.0 percent.

The increase in the feood and beverage index in December, 1.3 percent, was the largest monthly

rise since February. The housing and transportation components, primarily reflecting higher

homeownership and energy costs, continued to increase substantially and accounted for over

two-thirds of the December increase. The medical care component also rose substantially in

December. The indexes for apparel and upkeep and other goods and services registered moderate

increases in December, while the index for entertainment declined 0.4 percent.

Prices of grocery store foods increased 1.4 percent in December. The index for meats,

poultry, fish, and eggs rose 3.2 percent and accounted for about three-fourths of the

increase. Prices for beef, pork, and poultry all advanced sharply in December. Egg prices

rose substantially for the second consecutive month. The index for cereal and bakery products

also rose sharply in December. On the other hand, cost other grocery store foods showed

moderate increases in December.

The 1.2 percent rise in the housing index in December was the eleventh consecutive

large monthly increase. Rising homeownership costs accounted for over three-fourths of the

increase. Hone financing costs rose 2.8 percent, following an increase of 3.8 percent in

November. Mortgage interest rates rose 1.6 percent and house prices 1.0 percent in December

compared with increases in November of 2.1 and 1.9 percent, respectively. Prices for

household fuels increased 1.3 percent in December following a 1.3 percent decline in

tiovenber. Fuel oil prices rose 1.5 percent, compared with 0.4 percent in November and average
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monthly increases of over 4.5 percent during the first i0 months of 1979. The index for gas

and electricity rose 1.2 percent, following a 2.0 percent decline in November.

About one-half of the 1.6 percent increase in the transportation index in December was

due to an increase of 2.8 percent in gasoline prices. Used car prices rose 2.3 percent,

following seasonal adjustment, the second consecutive increase. Prices for new cars declined

0.2 percent in December, following seasonal adjustment, after increasing 1.4 percent in

November. The index for public transportation rose 2.5 percent in Deceober, the sixth

consecutive large monthly increase.

The medical care index rose 1.2 percent in December. Professional services rose 1.0

percent as fees for dental services increased 1.5 percent and physicians' services advanced

0.4 percent. Charges for hospital rooms increased 1.3 percent in December, the third

consecutive large increase. The index for medical care commodities rose 0.9 percent, about

the same as in November.

The index for apparel and upkeep rose 0.5 percent in December, following no change in

November. Prices for nost clothing items showed moderate increases in December following

declines or small increases in November. Charges for apparel services rose 0.7 percent in

December compared with 0.6 percent in November.

The index for entertainment declined 0.4 percent in December, following an increase of

0.5 percent in November. The index for other goods and services rose 0.5 percent, following

increases of 0.2 percent in both October and November.
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Table B. Percent changes n CPI for Urban Wage Earners and Clerical Workers (CPIW)
Seasonally ad justed Unadjusted

Expenditure Compound
category Changes from preceding month annual rate 12mos.

1979 
3
-mos. ended ended

June July Aug. Sept. Oct. Nov. Dec. Dec. '79 Dec. '79
All items 1.0 1.0 1.0 1.1 0.9 1.0 1.1 12.9 13.4

Food and beverages .3 .2 0 .9 .7 .5 1.3 10.6 10.1
Housing 1.3 1.2 1.4 1.2 1.4 1.3 1.2 16.6 15.3
Apparel and upkeep -.2 .2 .5 1.0 .5 0 .5 4.1 5.0
Transportation 1.8 1.7 1.5 1.2 .4 1.4 1.6 14.4 18.2
Medical care .9 .8 .8 1.0 1.1 .8 1.2 12.8 10.4
Entertainment .1 .7 .3 .7 .7 .5 -. 4 3.4 5.8
Other goods and services .4 .4 1.2 1.2 .2 .2 .5 4.3 7.7

(Data for CPI-W are shown n tables 4 through 6.)
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Technical Notes

Brief Explanation of the CPI

The Consumer Pricf Index (CPI) is a measure of the
vavrage change in prices over time in a fixed market beaket

of goods and services. Effective with the Janumry 1978
index, the Bureau of Labor Statistics begen publishing CPIs
for two population groupe: (I) a new CPI for All Urban
Conrsumn (CPI U) which covers approximately 80 percent
of the total nanintitutionti civilian population; and (2) a
revised CPI for Urban Wage Earners and aerical Workers
(CPI-W) which repreaents about half the population covered
by the CPI-U. ne Cn-U includes, in addition to wage
saners and clerical srkmer, groups which historically have-
been excluded from CPI coverage, such u professional,
munagenal, and technical workers, the self-employed, short-
term workers, the unemployed, and retirees and others not
in the Labor force.

Mem CPI its bod on pricen of food, clothing, shelter, and
fuels, transportation fare. charges-for doctors and dentists'
services, drugs, and the other goods and services that people
buy for day-to-day Living. Pc are collected in 85 urban
areua acros the country from over I8,000 tenants. 18,000
housing units for property taxes, and about 24,000 esubtlsh-
ments-grocary and department stores, hospitals, filling sta,
tions, and other types of stores ind #rvt establlshments.
All taxn directly associsted with the purchase and use of
ite are included in the index. PMr of food, fuels, and a
few other itemr are obtained every moptrh in all 85 locations.

rc of most other comnsodities and services ae collected
every month in the five largest geographic areas end every

other month in other areas. Prices of mot goods and services
ae obtained by personal visits of the Bureau's trained repre-
setatives. tail questionnanire ane used to obtain public
utility rites, some fuel prices. and certain other item.

Io calculating the index. price changes for the various
itemn in each location are aversged together with weights
which represent their importance in the spending of the
appropriate population group. Local data ae then com-
bined to obtain a US. city average. Separate indexes are
aho published for 28 local ursa. Area indexes do not mer-
atre differences in the level of prices among cities; they
only messure the average change in prices for each area
since the bas period.

The index mimiaures price changes from a dessgnated re-
ference datae-1967-which equals 100.0. An increase of
22 percent, for example, is shown as 122.0. This change
can also be expressed in dollars as follows: The price of a
bas period -market basket" of goods and services in the
CPI has risen from S10 in 1967 to 51220.

For further details see the following: The Consumer
fle Inder: Conceps cand Content Over rth Years,

Report 517, revised edition (Bureau of Labor Statistics,
May 1978); The Revision of the Cbnsume, Aic1 /nRdex
by W. John Layng, reprinted from the StaristticrlReporrer
February 1978, No. 78-5 (U.S. Dept. of Commerce).
and Revisions in the MedicoJ Cre Service Componenr
of the Cobsuner fkce Inndx. by Daniel H. Ginsburg,
Monrthy Labor Review August 1978.

. A Note About Calculating Index Changes

Movemnuts of the indexes from one month to another
are usually expressed as percent changes rather than
chsnges in index points because index point changes are
afected by the level of the index in reiation to its base
period while percent changes are not. The example in the
accompanying box illustrates the computation of index
point and percent changes.

Percent changes for 3-month and 6-month periods
are exprested as annual rates and are computed accord-
ing to the standard formula for compound growth rates.
These deta indicate what the percent change would be
if the current rate were maintained for a 12-month
period.

/ind ftnr ch.vee

La Dneview ,ndev 15 2
Eai. i"de. point chWnge 0q

n1es 0iff ldiffeftve 083

Ohed by the DnPwvis iydc 83. 2
Ea.af: 0003
RIt oMritdid 1by onc huneed 0 003a 100
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A Note on Seasonally Adjusted and Unadjusted Data

Because price data are used for different purposes by
different groups, the Bureau of Labor Statistics publishes
seasonally adjusted s3 well as unadjusted changes each
month.

For analyzing general price trends in the economy,
seasonally adjusted changes ore usually preferred since
they eliminate the effect of changes that normally occur
at the same time and in about the same magnitude every
year-such as price movements resulting from changing
climrttic conditions. production cycles, model change-
overs, holidays, and sales.

The unadjusted data are of primary interest to con.
namers concerned about the prices they acutally pay.
Unadjusted data are also used extensively for escalation

purposes. Many collective bargaining contract agreements
and pension plans, for example, tic compensalon changes
to the Consumer Price Index unadjusted for seasonal
variation.

Seasonal factors used in computing the seasonally
adjusted indexes are denved by the X-l I Variant of the
Census Method 11 Seasonal Adjustment Program. The
updatel seasonal data at the end of 1977 replaced daoa
from 1967 through 1977. Subsequent annual updates
will replace 5 years of seasonal data. e.g., data from 1974
through 1978 will be replaced it the end of 1978. The
seasonal movement of all items and 35 other aggegations
is derived by combining the seasonal movement of 45
selected components.
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24 Hour CPI Mailgram Service

Consumer PHice Index lara now are available by mail-
gram .eithL'i 24 hours of 2he CPI release. The new-service
os being offered by the Bureau of Labor Stiristics t-hrough
,he National Technical Informarion Service of the U.S.
Departmesr of Commerce.

The CPI MAILGRAM service provides unadjusted and
seasonally adjusted data both for the All Urban Consumers

(CPI-U) and for the Urban Wage Eameri and Clerical
Workers (CPI-W) Indexes as shown on :he CPI-U sample
page below. Thte Unadjusted data include :he csorent
months index and the percent changes from 12 nonths
ago and one month ago. The seasonally adjusted data Lre
ithe percent ;hanges from one month ago.
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CPI-U
Table IA. Cop oer Price Iode fror All Urban Conbuocrs:
0S.. city anerafe, by eopediture cata.ory and oaedity Ind service grop

Annual Annual Percent 0010cc
troopp acerage anerage frrO 1918

1978 1979 to 1979

Fe.enditore Otdinory

511 1.e ~ a z195.A 217.A 11.3
Ail ite-o.1579- 1001 27.3 252.9 -

Food And.beveraes 206.3 221.5 18.8
Food.2od .A 230.5 10.9

Fond at bone .211.2 232.9 I .S
Cereals an bakery orndcotA . 199.9 220.1 10.1
fleets, poultry, tin, and dr s 20A.3 23A.2 14.6
O .iry prdnt.. . 185.6 217.1 116.
Fruit. and negata b..212.9 230.1 8.0
Su.ar and sv eet 257.5 277.6 7.8
Fais od .279 209.6 226.3 E.0
lonai¢ccolic osneraces . 300.8 357.8 5.0
Oth e rd Pooda . 189.0 218.5 10.1

Food a2ay rr c none.218.t 202.9 11.2
1cloooic benera .159.8 172.0 7.9

.ousing 202.8 227.6 12.2
SOhe.1t 210.4 239.7 13.9

Rent, residential .A.6 176.1 7.3
Other rentel costs . 207.8 233.9 12.6
.. ...o.ernip. 227.2 262.4 15.5
Pose purchase . 98.7 223.1 13.0
Floancior t.ee end inurane.. 257.8 308.9 19.0
raint ... - and repair .233.0 256.8 10.0

tain I tenance and repair aernices 251.8 277.8 10.5
Os intensons and repaIr cosnoditten 197.2 216.5 8.8

Fuel acd other utilitic . 216.0 239.3 10
Fuyls 247.0 288.0 ,5.8

Fuel oil, cal, nnd bottiyd.es 298.3 403.1 35.1
leo Ipiped3 and alaci ty . 232.6 257.8 11.0

Other utliiies nd .rublic 1rcicss 158.3 159.5 .6
Ho.senhld rurc.sh ichs and prtlrnton .. 777.7 191.3 7.1

Iloueefurnlshlnea.154.3 163.1 5.7
OousekeeplnF supl . 206.3 222.1 7.7

"ounekeepi'o o .ric.s .221.3 208.9 10.0
Apparl and up keep159.6 186.6 5.5

apparel coanudit . 1o t55.7 61.1 3.5
h..sn and obus' oppsal .157.3 160.8 2.2
.nn n'. .nd Eirle' appael . 0 49.3 151.9 1.7
Infants -nd toddler' app.re1 216.5 220.9 2.0
Fuo. .168.8 176.7 7.9
Other apparel co.eoditias 158.2 169.9 7.0
- I .r.l Aerni.s. 185.2 205.7 11.1

Tran - ......... 185.5 212.0 10.3
Prirnit rcpornn........105.0 212.3 10.8

153.8 ¶66.0 7.9
........... 186.5 201.0 7.6

Gsoli .. 196.3 265.8 35.3
fti-d .... and repilr. 2 20.6 22.6 10.0
Other prinate transportation .18.6 198.6 7.6

OthNr private t rans. no ncodities. 159.3 175.0 9.5
Icier pricoty iront. nyrcipen 193.2 207.0 7.1

Vntl ic transpnrtntlon . 187.8 200.3 6.7
cedio. 219.0 239.7 9.3

Hedial cars ...it. .i.es . 103.5 153.8 7.2
ned.clcr e i c s 235.0 258.3 9.7

Profnsaoinoelcyrnicsn . 208.0 226.8 8.6
Oioar :edlcAl csrsnaernlcen . 267.6 296.A 10.8

Entertainent. 176.6 588.s 6.7
FoirInsect onnenCotedliles . 177.7 89.3 6.5
Ent rtain..nt aervt-Ie 175.0 187.6 7.0

Other rood sand neroc.s. 183.3 196.7 0.3
Totacco prod.177.3 187.9 8.0
P . o.. I re 182.0 195.0 7.6

Tollet Conoso.d pereccolosro
Appli .noe .176.6 188.7 6.9

....... l c are s ervies187.3 202.7 8.2
Personals nd ednoationalysxpyos . 198.0 213.8 8.0

School 80080 ccl suppiles . 182.9 195.1 6.7
Personal sod educatonl sercs 202.0 20918.6 8.2

Con-dii and aernioc group

All Ites .. ....................... 3 2
Coacodties.....:.187.1 208.0 11.0

Fond and tecerago . 206.3 228.5 10.0
Concodtlis lens food and becregs .; 175.7 196.8 11.8

nlondurolen less food end teneraes 176.3 201.6 10.
Apparel .onesodli .155.7 161.1 3.5
condurables ice- fond, isnerapas,

and apparel.190.2 228.0 18.8
DPot. .73.9 191.1 9.9

Se rvn. e . 210.9 230.2 11.0
Rent, renidentla 1 . 160.0 176.0 7.3
OousSOld sercIpes less rent . 230.1 267.2 13.0
Transpcriatlon serois.1 97.0 212.8 7.8
Redi.II .1r, .I-Id .235.0 258.3 9.7
Other seroi.e. 180.7 199.0 8.2

Special indesa
Oil itecA lean coon . 191.2 213.0 11.0
All te less shet.. I191.3 210.8 10.2
All iteas less .ortacre interest costs . 192.2 2 11. 0.0
All itacs l.oo cdi- I .194.0. 26.1 1.0

Cocodtisa leon food . 170.7 195.1 11.7
ondurales l.os food ..170.3 198.7 18.0

Honduralae0 less food and apparel 8 5.0 218.2 17.9
liondureiese.192.0 215.9 12.0
Ser-ioss leJo rt .. 219.0 244.9 11.6
Services less sadical care. 06.9 230.1 11.2
Coerp2 Z20.0 275.9 25.2

al 8-Is "I anere 193.8 213.1 10.0
Oil itees less food and soerg108.7 207.0 9.7

Coacoditics less food ad enyrgy 170.8 185.1 8.0

Cnarcy conodii"es . 212.8 287.0 34.9
Serstens less enarey.1 >>6w 209.2 232.0 11.1

Purchasiog poaar of tie consuner dollar
1967.$1..0 . .512 0 .061 -10.0
1957-59$1.001.l..00...... . ............ .... .440 .396 -
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Table *A. Cen..ser Price Index Far f man uII e W areers and Clerical kcrkcer
I.S. city anerage by eapenditure cateyre and Ie-eedity and aer-ice fran-
1967.700

Annual Annual Percent chance
Creep acerape acerae Free 1978

1978 1979 Ic 1979

Expenditure cane-cry

^11 1teAll............. .......................195.3 217.7 12.5
All lteaalll~~~~~~l-59x~~~~t11.2~27.2 253.2 -All dit-nt97_9}0 A. ................................. 206.2 228.2Feed and.bv r g s 200.2 228.7 11.9

Pee. 211.2 23987 11.2
Feed at teec.219.9 ~~232.9 2.Cereal aed= bak;ery pre.ci x 209.9 227.7 29.28

Yeats, pcellry, Plan, and xb5s 20:.0 239.8 18.6
Dalry pm.... . . 185.8 297.6 22.7
Finute and aegetab .es 2221.9 227.3 7.8
sI.d 527 277.6 7.6
Pats and 01.s 21 226.6 7.9
tecalcehallc beceragee . 939.8 396.2 8.8
Other prepared F.ed . 29.5 208.5 1.0

Peed a.aa Free ..ee. 218.3 288.8 22.0
Alcetallc.2es. r. . . . 60.1 172.8 7 9

Heualn. 202.6 227.5 . 223
ltd.2er 210.3 280.3 28.3

Ocnn .realde.tt al2 63.9 175.9 7.3
Other rectal ceat .207.7 233.8 12.

Oeeeeanerehlp.227~~~~~~~~~11.2 269.6 26.
Hi.a Purchase .96 . 229. 1 3.5
innelny, taxes, and ledurenne 298.2 722.2 20.5

Haintenance and repairs . 231.6 2517.0 21.0
lailntenance and reparr serices. 289.9 279.7 22.9
lalatenance and recairccedlodtle 290.0 216.6 8.7

Peel bad etner utillIles. 26.1 237.7 20.9
FPels 247.a 2E6.3 29.7
Peel all, ceal, and ta led ....... 298.3 0.6 35.3
Gee (piped I end eIectrIcty 232.6 257.6 20.7

Other utIl~tIes and publ~c berclcee . 58.3 259.6 .8
Hanseh d .urnsn.n.. and nra . 2 32 208.2 6.7

ceusekeeplcy seccl .es 205.8 220.8 7.3
Iaueekeepncp servIces . 226.2 287.8 9.6

apparel end upk eep . 59.5 266.8 8.3
Apparel cf..oadi . 1 55. .37 262. S62 9.5

uceneh- and gIrls apparel. 289.2 252.3 2.5
In:ets l and t"odlere accarel 225.6 227.1 3.5
Faa.2ear 169.2 276.2 8.0
Otter Ipp.rel c1aeccdiee . 259.8 27 26 37.

appxrelaernlces . 288.8 20.8. 20.7
Transpertatloc. 285.8 212.8 28.5
Pr inane tracapertatlen.1 .2185.3 222.9 28.9

6ev t o r a 1~~~~~~~53.6 265.8 7.9
Used c a r s s~~~~~~~86.5 20120 7.8

Gaslliee.296.3 266.7 35.9
Yitnneand recalr . 222.2 283.0 9.9

Otoer pri.at. tracepart.tio . 188.9 199.2 7.7
Other prinate trans. ceeeedltles 1 68.7 275.5 9.2
Other prvlate trace. leralcee 293.2 207.8 7.3

P,,tl I lranepcrna .288 200.0 6.3
lHed.7al e u r 219.0 280.21 8.

U.edIcel care c . ..ed .t .. . a 13.9 158.7 7.5
Cedlcal ca.e serviees 235.9 256.5 9.9

Proteesleonelsernlcee . 209.2 229.5 9.2
Other aedical oare eerlcee . 267.0 295.2 11.6

Octerteineent 176.2 107.6 6.5
tntemain.en.cee ..dit.es2 76.8 1 287.5 6.2

175.9 180.8 7.3
'tIed nE"d" ee8 serelcs . 283.2 296.3 7.2
Tetacca pred. 2ts 377.2 288.0 6.2

Perional care . 282.1 295.5 7.6
Tallel gleds and persana leare

apyl lances2176.9 288.5 6.7

Perecalledcal anelee*iri"';pecnee 290.2 228.322 8.,°
n l Sac and eupples . 287.9 27...............

Pereenal and educaanxti l ee..cea ... 202.0 218.5 8.2

Ctch.dlty end eerniae Ireep

All I.295.3 227.7 22..........................5 177.2 17 .0 1
CPd.....I... 187.0 208.7 22.6
Paod and lecerecee . . 206.2 228.7 20.9

CenPbdurebia 'iee toed end bcere ' e 2~ 76.8 202.7 28i.9
Apparel ele...ec. . ........ .. .: 5 6:7
fandurtles lese Fla, teler2ges

and apparel.29. 2 17 27.2 29.8
Gltrxll.. 273.8 290.8 9.6

221.83: 2388 2.

itv~e ............ :.......................... 295.3 23. 17:7

lent, res.deti a63.9 275.9 7.3
Hauseetldsaerxtaee lees renl. .238.6 260.3 28.8
Transparatllfna erees. 2 197.7 223.3 7.9
lYed ..al eare aervice 235.3 258.5 9.9
Otlersarclcee . . 0 1.0 201.2 8 2.

Speial indexees
All dtie lees tald. 292.2 223.2 22.5
All Itees lesa ehI. 2 192.8 222.3 19.4

i i iiba les aed. 2 . 9173.9 210.2 2.

Cleepedltieelees Fled.............2......95.2 22.8
Nandurallee less Flda ar 2.0 29.2 28.8

eedjurable.2 92.2 ° 26.6 22.8

SerIice . .ese .en. 219.3 285.3 22.9
lernices d eee aedical care 230.8 2.11
Otery. 221.3 277.7 26.2

All itele less eIer y . 293.7 223.8 20.0
All ite:s lees Ecad and enerpy . 280.5 206.7 9.7

CAl eed.ti.s Is toed aed .... ..- .e . 270.7 88I.6 8.2

lernicee less energy . 2192 3 232. 22 31.2

Perchae tap lacer aF the cOnsuexr dallar:
A967 I200 ... 8..52..868 -2................. J 3 1

57-59 .00 ..................... 0 .396
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CHART 1: CPI for Urban Wage Earners and Clerical Workers
All items and major components by expenditure class, 1968-79
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CHART 2: CPI for Urban Wage Earners and Clerical Workers:
All items and major components by expenditure class, 1968-79
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CHART 3: CPI for Urban Wage Earners and Clerical Workers:
All items and major components by expenditure class, 1968-79
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CHART 4: CPI for Urban Wage Earners and Clerical Workers:
All items and major components by expenditure class, 1958-79
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Table 1. Alernatine HOMEOWNERSHIP COMPONENTS used in official

CPI-U and in experimental measures: Percent change over 12 months
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EXPERIMENTAL MEASURES

Table 2. Official ALL-ITEMS CPI.U and EXPERIMENTAL MEASURES using

alternative homeownership components: Percent change over 12 months
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Explanations of HomeownershiD
Measures

Official CPI-TU includes five components. (1) The weights
for property taxes, property insurance, and home main-
tenance and repairs represent expenditures of all home-
owers in the base penod. The weights for house prices and
contracted mortgage interest cost represent only those
homeowners who actually purchased a home in the base
period. Included are the total price paid for the home, and
the total amount of interest expected to be paid over half
the stated life of.the mortgage. (2) Current monthly prices
are used for each of these components.

Experimental Measure X-l: (1) The weight for thin
rental equivalence measure is the estimate of the rental
value of all owner-occupied homes in the base period com-
piled from a specific question asked on the 1972-73 Con-
sumer Expenditure Survey. This covers the entire stock of
owned homes. (2) Prices used are the current rents col-
lected for the residential rent component of the CPI. The
CPI rent component is designed to represent changes in
residential rents for all types of housing units, not just
changes in rents for units that are typically owner occupied.
The CPI rent component is, therefore, not appropriate for
this measure.

Expeinmental Measure X-2: (I) The weight for this user
cost method includes expenditures for mortgage interest,
property taxes, property insurance, maintenance and re-
pairs, the estimated base-period cost of homeowners' equity
in their houses, and the offset to shelter costs resulting
from the estimated appreciation of house values in the base
period. This measure covers the entire stock of owned
houes. To derive the weights for mortgage interest costs
and equity costs, the total value of the housing stock in the
base period was apportioned into its debt and equity
components. The debt component equals the amount owed
and the equity component is the amount owned, i.e., pay-
ments on principal plus appreciation from the time of pur-
chase to the base period. Each component was sub-
sequently multiplied by the average mortgage interest rate

in the base period to detenmine its cost. (2) Prices used are
current ones except for the appreciation term which uses
a 5-year moving average of the changes in appreciation
rates.

Experimental Meastre X-3: (I) The weights are the same
as in Experimental Measure X-2, except that mortgage in-
terest costs are calculated as the total interest amount
paid out by homeowners in the base period. As in X-l and
in X-2, this measure covers the entire homeowners popula-
tion. (2) The prices for all components except mortgage
interest costs and appreciation are current monthly prices.
As in X-2, appreciation is represented by a 5-year moving
average of the changes in houe prices. However, X-3 uses
past and current mortgage interest costs in a 15-year
weighted moving average, which reflects the ban period
age distribution of mortgage loans.

Expermnental Measure X-4: The weights for this out-
lays approach include expenditures actually made in the
bae period for property taxes, property insurance, main-
tenance and repairs. The weight for the mortgage interest
term is calculated in the same manner as in X-2. However,
no appreciation or equity terms are included. Not all
homeowners are represented in this measure because those
who made no mortgage debt payment in the base period
are excluded. (2) The prices used for each of these items
are current ones.

Experimensal Measure X-5.: (I) The weights for this
outlays approach include, as in X-4, expenditures actually
made in the base period for property taxes, property in-
surance, maintenance and repairs. The weight for the
mortgage interest cost tenm is the same as for the X-3. No
appreciation or equity elements are used. As in X4, not
all homeowners are represented in this measure because
those who made no mortgage debt payment in the base
period are excluded. (2) Current prices are used in X-5
except for mortgage interest which ues the 15-year moving
average also used in the X-3.
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Senator BENTSEN. Mr. Kahn, you have a tough position to try to
administer and a difficult one to analyze, but we would like to know
what you think 1980 brings for us. Will you please proceed.

STATEMENT OF HON. ALFRED E. KAHN, CHAIRMAN, COUNCIL ON

WAGE AND PRICE STABILITY

Mr. KAHN. Thank you very much, Mr. Chairman.
As much as it can be a pleasure to testify in these present circum-

stances when we just had an announcement of a 1.2 percent rise in the

Consumer Price Index in December completing this year at 13.3 per-

cent, it is a pleasure to have a chance to discuss this terribly serious
problem with you.

I would like to underline your own assertion, Mr. Chairman, that

this is a phenomenon that we have to turn around and it is one that

we can turn around. I come here today not in any sense in an attempt

to alibi what is a very unhappy record but in order to see what we

can do to understand it, to explain what we are doing, and to explain
why we think it is the right thing to be doing. I will also discuss the

ways in which it might be changed and, of course, to have the benefit
of your advice as always. I welcome it.

Since it is the end of a year and I'm anxious not to encroach on the

next week's economic report of the President and his budget message

which are, after all, the definitive statements of the administration
policy, I certainly agree with you that we must use today's occasion

of the CPI to see what's been happening during the year, why it's

been happening, and what we are doing; and I believe I have answers

to all those questions. They are not happy answers. They are not easy

answers, but they are correct answers.
So I thought I would take a slightly broader look than our usual

monthly one at what's been happening during the year as a kind of an

occasion for taking stock. Though I fear that most of what I have to

say is familiar to you, I will try to be brief.
As we have in the past, let's look at the components of this 13.3-per-

cent rate. Have you the copy of the table that we prepared, Mr. Chair-

man?
Senator BENTSEN. I was just given a copy of it.
Mr. KAHN. I think it will help us to follow and, again, this is not

as an alibi but simply in order to understand.
First, I think we should look at the year as a whole and observe

December 1978 to December 1979 column. There at the top is the

13.3-percent double digit inflation rate. I think the first thing to ob-

serve, as we have in the past, is that the double digit character of the

inflation and almost the entire increase over the 1978 rate-almost the

entire increase is again attributable to the two elements-energy and

home ownership.
If you just slip down to the bottom of the table, the next to the last

line, the one that has 13.3 percent at the top of it, the next line to the.

last line observes that in items excluding energy and mortgage inter-

est costs, which are the cost of home acquisition, the figure is 9 percent

rather than 13.3. I'm not saying that in order to deny the 13.3. Again,

I'm not trying to select the high ones in order to get the average down.
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I'm not trying to tinker with the thermometer. I just want us to see
what are the components of the disease. It is then 9.

So 4.3 percent of the 13.3 percent is accounted for by these two items.
Now, I'd like to look a little bit more at what's happened during the

course of the year because I certainly agree with you that it's not only
the total year but how it looks at the end as compared to how it looks at
the beginning that has to weigh in our sense of urgency.

In the first part of the year food was an additional important con-
tributor to inflation. That is to say, energy and housing have been with
us all year as a problem, but particularly in the period from November
of 1978 through April of 1979, we had another big surge in the food
components. You can get that roughly if you look at the 3-month fig-
ures ending in March when our overall rate was 13, but food was 17.7.
Food at home was 19.2. Food domestically produced was 27.5. These are
annual rates. So you see it made a very substantial contribution since
food accounts for 18 percent of the total CPI. It contributed import-
antly to the surge and I wanted you to see that it was very largely what
was happening at the farm. In these months that I singled out-which
is November 1978 to April of 1979-the price of food at the farm went
up at a 40-percent annual rate and we pointed out at that time that
food prices at the farm are essentially competitively determined.

I don't mean to deprecate the importance of Government policies
that intervene, but the fluctuations that are essentially demand-and-
supply caused, at that time particularly the price of beef, that with a
demand-and-supply problem and that there was nothing you could do
about that or should do about it by instituting price controls. And we
said that we would expect the forces of demand and supply to work.
In point of fact, that's exactly what happened.

In the period from April 1979 to November 1979, food, instead of
going up as a whole 15 or 17 percent, went up 5.6 percent at an annual
rate. Domestically produced food in this April to November period
went up only at a 1.5 percent annual rate, and at the farm it went down
9.5 percent. So for the remainder of the year, food helped us on the in-
flation side.

It happens that it did not help us in December. Again, that was
mainly meat and fresh vegetables. That kind of fluctuation we expect
all the time. It is not part of our basic explanation of the problem.

Senator BENTSEN. Let me ask you a question on that point. I was
looking at some of the futures markets and I saw prices were down on
beef and down on some of the grains. Would that lead you to believe
that we might be getting more relief there?

Mr. KAnN. I think we may be getting some temporary relief. Again,
most of our projections-the best we could do are that the price of food
is likely to go up over the year in the 7-to-10-percent range. The usual
seasonal increases are in the spring and in the late end of the year, so
that in the next few months we see no reason-obviously you may get
streaks of weather-but there's no reason to expect food to be feeding
the inflation problem.

On the contrary, it looks as though, if anything, it will be helping
us. Some weakening of food and grain markets may occur, as you
know, possibly as a result of the grain embargo. We expect, however,
the effect to be very slight because of the President's determination
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to come in and see to it that the farmer doesn't bear the major burden
of this farm policy change.

Senator BENTSEN. Also, with that kind of overhang of grain, you're
not conceding runaway prices?

Mr. KAHN. No. We see no reason to expect that-no reason what-
soever. We expect the food grain reserve to increase. Incidentally,
just as the farmer-owned grain reserve was very helpful to us when
the Russian shortfall appeared because it gave us a very big insulation
so we got nothing like the skyrocketing of prices that we got in the
Russian grain deal back in the early 1970's, so now the building backup
of the reserve will be helpful to us because it will give us a protection
against bad crops in the future and will insulate the market.

Energy and housing, as these figures show clearly, have hurt us all
year. Interestingly again, however, Mr. Chairman, if you look at the
energy line, there was a particularly severe energy bulge in the middle
of the year during the second and third quarters. You observe that
energy went up in the first 3 months at an annual rate of 25 percent;
then in the next 3 months, 70 percent; the next 3 months, 49 percent;
and then in the last 3 months, a very slight 12.9 percent. By the way,
that 12.9 percent in the last 3 months is nothing to be sanguine about.
It is the consequence of the fact that gas and electricity rates, regulated
utility rates, in those 3 months went up at an annual rate of only 1
percent. You had some tapering off of oil and gasoline prices. Gasoline
prices went up at a 27.7-percent annual rate.

So energy is still a problem, but notice that when food prices began
to level of, energy began to become much more powerful. That is the
experience we had in the May, June, July, August, September period.
That shows up very clearly in the table that I have just set before
you.

In the worst of that period, from April through August, the Con-
sumer Price Index went up at a 14.3-percent annual rate. Without
energy alone, it was 10.1. So, at the worst point in the period, energy
contributed over 4 points.

Home ownership was a problem all year, as you can see if you look
at the housing part of the Index, but even more at home purchase and
even more at mortgage interest costs going up at annual rates for the
3-month periods of 29 percent, 28 percent, 38 percent, and 45 percent.
That, of course, is a combination of two things: rising home prices on
the order of 15 percent over the year and rising mortgage interest
rates applied to that I think that's an inevitable consequence of infla-
tion and that shows up in the figure that I have already given you for
the yearly inflation rate if you take out energy and home ownership.

I'd like to say one other thing about homeownership, which has
played a major role in making the inflation rate worse in just the last
couple of months, especially in October and November because of the
actions of the Federal Reserve in October. What I testified to at great
length yesterday and I think has now become very clear is that the
measurement of the homeownership component of the CPI, while
arguably correct as a measure of what's happened to the prices of what
consumers spend their money for, clearly, absolutely, and unarguably
exaggerates what happens to the cost of living over the year by some-
thing like two points. In this latter part of the year it is exaggerated
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approximately three points. It is not a correct measure of what hap-
pens to the cost of living of the American people as a whole or of the
average American, and I'll be glad to elaborate on that, though I have
done it several times in the past. As I said, I testified about that yester-
day. That's the only respect in which I'm quarreling with the barom-
eter. If you want to say what's happened to the cost of living, you
would have to say the increase is on the order of 11 as opposed to 13.3
percent.

Senator BENTSEN. How are you and the BLS Commissioner getting
along on that point?

Mr. KAHN. Well, we're making genuine progress. Mr. Chairman.
The BLS, back in 1974, said exactly what I have said now. It pointed
out that the Consumer Price Index was never intended to be a measure
of the cost of living and they specifically pointed out at great length
that the homeownership component was misleading as an expression
of what happens to the cost of living. To just give you the simplest
example, something like 30 percent of my take-home pay goes to pay-
ing for a mortgage on a house in Washington that I had the misfor-
tune to buy in 1977 close to the peak of the market and 30 percent of
my cost of living was absolutely unchanged in 1979 because the mort-
gage payments were fixed. Therefore, it's only 70 percent of my cost of
living which is affected by 13 percent or whatever rate applies. Actu-
ally it's the 11-percent rate and that is not reflected in any way in the
CPI because the CPI measures only the cost of purchases during the
year and it does not include the unchanging cost of a very big hunk
of the cost of living of scores of millions of American families.

So the BLS has now this week put out five experimental alternate
ways of measuring the homeownership component which produce a
range of figures. From November to November, the CPI was 12.6 per-
cent. These different ways of looking at the costs of homeownership
produce a range of figures between 10.5 and 12.5. So you've got this 2-
point range, depending on how you look at it. As you know, it's a dif-
ficult, complicated problem. I believe we are making real progress.

To come back to my point, this discussion gets us to this notion of
the underlying rate of inflation. It is simply a way of looking at what's
happening. It's a way that tries to take out those exogenous shocks.
That doesn't mean that those exogenous shocks don't hurt. I'm not
denying that the high cost of energy hurts, but that's clearly some-
thing external to the system. It tries to look, rather, at what's happen-
ing to the basic cost structure, the basic rate of inflation. It also tries
to leave out the things that change merely under the influence of
demand and supply that go up and go down. That, of course, is the
bottom line which for most of the year has been around the 7.5 per-
cent rate. This is done by taking out the food component, by taking out
the energy component, and by taking out the home purchase prices.
Also, we take out used cars which similarly fluctuate under the influ-
ence of demand and supply.

But I think you have to look immediately at that figure, the bottom
line figure, what we call the underlying rate, and observe that it seems
to be showing a clear tendency to creep up during the year. Even
though it is at the 7.5 percent level, not the 13 percent level, the fact
that in the 3 months ending in September it was 7.9 could be just
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noise. The fact that in the 3 months ending in December it was 8.6
again makes your point, Mr. Chairman, that, even if you set aside
these shocking things, such as the results of high interest rates which
are the inevitable consequences of inflation and the energy aspect
which comes from the outside, the troublesome thing is that the under-
lying rate seems to be creeping up. I want to come a ck to that before
we're through.

I'd like to say one other thing. For the purists in the audience who
will respond that it doesn't make any sense to look at the different
individual problems of prices to look at agricultural commodities or
energy or homeownership because if we had the proper policies in
this country some prices would go up but other prices would go down
and the average would not change. This would be the view, let's say,
of the University of Chicago, if I may point to a group, or say Milton
Friedman or the monetarists.

Nobody denies that if we had a sufficiently tight monetary and fiscal
policy, if we were willing to squeeze tight enough on spending, maybe
with interest rates at 20 percent or 25 percent, maybe a 2 percent
change in the rate, nobody denies that we could restrain total spend-
ing so much that though energy prices went up other prices would
go down and the average would not change. However, that really begs
the question of what would be the pain and the cost to our economy
if we try to behave in that stringent a way. I think most of us believe
and experience demonstrates that the cost of that could be a genuine
depression, such a decline in output and employment in order to
achieve limited savings on the price run that you would merely be
taking your disease in another way; you would not be curing the
disease.

So to summarize, the story for the past year is preponderantly
energy, homeownership, and a third item that you have been more
prominent than anybody else in the country in emphasizing, produc-
tivity. Cyclically adjusted, disregarding the fact that productivity
fluctuates with the cycle, the Council of Economic Advisers estimates
that productivity per hour of production went up 0.4 percent in 1977;
it went up 0.4 percent in 1978; it went down 2.2 percent in 1979. So
you have there 2.5 points of added thrust to our inflation rate and
that, of course, recognizes that the 0.4 and 0.4 in 1977 and 1978 are
cyclically adjusted while the actual increase in productivity was
somewhat higher but that's what you would expect in a booming
economy. Remember, those figures are already abysmally low com-
pared with the long-range 3 percent or 2 percent or 1.5 percent we
achieved in the decade roughly of 1966 to 1975. So productivity is
another big hunk.

When you put those together, you've got something like, even in
direct effect, 6.5 points of our inflation rate due to energy, housing,
and productivity.

What are the prospects? In the months immediately ahead, I don't
think anyone can promise an improvement. Energy prices will in
January and February surely reflect the latest OPEC price increases.
As you know, although I can't give you the definitive figures, they
were on the order of somewhere between the $18 that Saudi Arabia
was charging until December and the $24 to $30 that others were
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charging-maybe the average was $22 or $23-to something on the
order of $29 now. Forgive me if I'm being slightly vague on that.

Senator BENTSEN. You're pretty close.
Mr. KAHN. But it's close enough, and that's going to show up in

the CPI in January and February and mortgage interest rates will
continue to go up in actual transactions for the next couple months
and with this

'Senator BENTSEN. What you're talking about is on commitments
already made, really?

Mr. KAHN. Precisely. That's exactly right, sir. So it doesn't show
up in the CPI until later. So I think there's no reason to believe that
this underlying rate will taper off. It's likely to be reasonably stable,
but remember we are beginning to witness the effect of the higher
energy prices seeping through the economy and showing up in other
places.

Just look at No. 1, public transportation, on this table, just about
halfway down the table. Now it's not a big item in the index. It has
only a weight of 1 percent. But look at what's happened to the annual
rate of increase in public transportation rates in the last 6 months of
the year-going up from the first 6 months from the 6 and 7 percent
rate to 22 and 39 percent rates. That is preponderantly energy
creeping into the cost of public transportation. There's no reason to
expect relief on the energy or homeownership front, no reason as we
have said to expect food to be unusual, although there are unpredict-
able elements here. The signs of acceleration in the underlying rate
are troublesome. So, in the next few months I see no way of promising
any improvement.

In the longer run, during the course of this year, it's dangerous to be
optimistic. I don't want to minimize the problem. I don't want to be
accused of being a person that never met a statistic that he didn't like,
but the most objective estimate we can make is that oil prices will not
continue to go up. Crude oil price went up 100 percent in a 13-month
period, from December of 1977 until January of 1979, from something
like $13 delivered at the American east coast to something on the order
of $30 delivered on the east coast. The world oil supply and demand
situation seems to be better. We seem to be having something of a mild
surplus in the short run. It could disappear tomorrow. I don't want in
any way to minimize the essential alternative of our continuing to
attack the energy problem, but it's hard to see-famous last words-
it's hard to see that kind of energy price rate going up.

With reference to mortgage interest rates, again, the growth of real
GNP last year, fourth quarter to fourth quarter, was less than 1 per-
cent. I think it was 0.8 percent. The rate of growth in the economy is
tapering. Our best estimate is that there will be a mild recession that
should enable us to bring interest rates down. As I pointed out yester-
day, in that case it will give us a misleading decline in the index just as
mortgage interest rates are now giving us a misleading increase. How-
ever, it still should bring the CPI down out of double-digit rates by
midyear. That's my best estimate and it's no more than that. It's not
worth any more than the reasoning that I have put before you.

The big question marks right now are: Will the wage moderation
that we did achieve and have clearly achieved-I'll give you a couple
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of numbers in just a moment-hold up with a 13 percent month after
month increase in the CPI; will we get a tapering of the growth in
the economy and in the longer run can we turn around productivity?

Let me just say a couple things about policy and then yield the floor.
The solution to our problems, Mr. Chairman, is not mysterious. I think
everybody in this country, no matter how he or she apportions the
blame between the Government and OPEC and labor and business-
and there will be differences on that-everybody in this country under-
stands that the only solution is restraint on the demand side and fuller
attention to the supply side. Those may sound like vapid generaliza-
tions, but sometimes vapid generalizations are the most fundamental
truth that we have to begin with. We have to develop a leaner, more
disciplined, more productive society. That means controlling the de-
mands that we place on it and turning more of our attention from con-
sumption to improving our ability to produce. How you achieve that in
an open democratic society, how you reestablish in a voluntaristic free
society that kind of discipline, I'm not ashamed that I as an economist
can't tell you an easy answer to that; but we can do it. We must do it.
And we also know, all of us, what it means in terms of specific policies.
We know. The President knows it. The President is doing it and will
continue to do it.

No. 1, fiscal restraint for what it will do itself to inflation, for what
it will do to people's expectation of inflation, for the example that it
sets. It is an objective fact that the budgets that the President has been
presenting show a marked increase in fiscal restraint as compared to
the 1960's and 1970's on until the mid-1970's and I'll be glad to give you
some numbers on that if you like. The objective fact is that in the last
6 to 9 months the President has been genuinely outspoken, as compared
to his economic advisers, to his political advisers, as compared to most
people in Congress, in holding out and saying this economy is still
strong that inflation is still our main problem and that we must con-
tinue to practice restraint. That's not a political speech. I think that's
an objective, historical statement.

Second, we must, however, as early as possible, put saving and in-
vesting much higher on our scale of national priorities and activities
and I'm defining investing broadly to include investment, of course,
in plant and equipment, but also equally important, in human capital.
I call your attention to the youth unemployment bill, for example,
or it's the youth employment bill-I forgot which-that the President
is presenting to Congress. Investment in technology which is our
principal source of improved productivity has to be embodied in new
equipment and new ways of doing things. So you need capital forma-
tion as well, and energy technology preeminently because, again,
energy is the center of our picture. Of course, that is going to mean
maybe fuller use of tax incentives when and as the budget permits.

Three, monetary restraint, of course. We are living in a credit card
society. We could point to the fact that in fiscal 1979 the Federal
Government was in deficit to the extent of about $27 billion. We can
point to the fact that in fiscal 1980 apparently the deficit-we'll get
the more definitive figures next week-but apparently the deficit is in
the $30 to $35 billion range or will be because of the prospective slow-
ing of the growth. But in 1979 the American people went into debt
to $160 billion to acquire mortgages to buy houses and that's net. That
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figure is net of repayment on mortgage debt and it went up to $160
billion. Installment debt will prove to have gone up on the order of
$30 billion. So there's a need for restraining the extension of credit
to our society as a whole and, of course, the other side of that coin
is the lowest rate of household savings in the last two quarters of
1979 in the last quarter century. So monetary restraint. I've got three
things already.

Fourth, wage-price restraint and the standards. Notice it's fourth,
not first, not second, not third, and probably not even be fourth. Maybe
it should be fifth, but it is a part of it. The voluntary program had an
effect. Every objective observer who has looked at it inside the Govern-
ment and outside agrees that it has an effect. There have been various
econometric exercises saying one of those points in the underlying rate
of inflation is holding it to the 7.5-percent or the 8-percent rate or if
you look at the GNP deflator which was 9 percent in 1979, one point of
restraint on the order of that must be attributable to the wage and
price standards. Do you know that by every measure we can make
wages did not go up any more in 1979 than they went up in 1978?
Most measures show a slight decline. That's real restraint. The ques-
tion, of course, is: will they continue? We'll keep at it. We are en-
forcing those standards as vigorously as we can. We have identified
during the course of the year some 30 companies on prices. We have
obtained rollbacks from prominent companies, whether it's Giant Food
or Sears Roebuck or various paper companies. Some of them rolled
back even before we identified them. Scott Paper is an example. Alcoa
and all the rubber tire companies who ate the differences between the
standards and the rubber tire increase. General Motors has agreed-
and I'm telling you it's genuine restraint-on the price standards and
now we are pinning our hopes on the national accord with labor to
get labor into this program. It's not an easy process. It's a hard bar-
gaining process, but we have hopes that labor, having agreed that
restraint is in the interest of all of us, will play a role. That's No. 4.

I have just two or three more and then I'll stop. Regulatory reform
I would guess should have been No. 4 and the wage-price standards
fifth, because in the long run I feel that is the more fundamental
approach. Regulatory reform has at least three aspects which add up to
restoring the discipline of a competitive market. Insulating our people
from the discipline of the market is one of the reasons why we have a
chronic inflationary problem. As long as you protect stockholders from
the consequences of bad business decisions, as long as you protect labor
from the unemployment consequences of excessive wage increases, you
will eliminate the downward discipline of the market and restoring
that discipline of the market wherever possible, restoring competition
wherever possible, in the long run is going to do more for holding down
costs and holding down prices and increasing productivity than any
wage and price standards. We have done it in airlines. We expect Con-
gress to help us do it in trucking and in rail transportation before this
year is over. We expect it to happen in communications and we expect
to see it in another place, in regulation Q in the financial field.

Another side of this is making the burdens of inescapable regulation
for consumer knowledge and safety and the environment-holding
those burdens down as much as possible, making that regulation as cost
effective
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Senator BENTSEN. Mr. Kahn, I'm going to interrupt you for a min-
ute because I want to relate to some of the things you're saying. I
couldn't agree more with your rhetoric. I absolutely agree with your
concern about productivity. As you know, I have been on the cutting
edge of that one for a long time and the annual report of this com-
mittee last year really led in that fight. But the situation we are run-
ning into today is one, as compared to the Japanese, where we have a
13.3 percent inflation rate and the Japanese had a 23 percent inflation
rate and now they have an inflation rate of approximately 3 percent,
and they are much more dependent on foreign oil than we are.

So in spite of the increase in the price of oil, they have been able to
get their inflation rate down to approximately 3 percent.

Now one of the major things that they did was to increase produc-
tivity, while ours has been going downhill. So what do we do about it?
You talked about the general principles and we are in total agreement
on that, but we have to come to some specifies that we carry out.

I supported and I authored a piece of legislation through the Fi-
nance Committee and carried it right on through to the floor and the
administration opposed it, and that was a substantial increase in the
depreciation schedules in this country. We've got a problem with
savings and we could talk about the Japanese again. I will be going
right over to a tax conference to talk about my savings amendment that
I carried through the Senate and that the administration opposed. You
know you've got 30 ways at least to encourage savings and everybody
can argue about the modifications, but I get these kinds of responses:
"Well, you're rewarding people who are already saving." Well, it's
about time somebody did reward people who are saving, even if it's just
a finger in the dike, to try to keep them from withdrawing their sav-
ings from savings and loans, from banks, whatever savings instru-
ment they use. The Japanese are saving at a rate of almost 25 percent
a year. We are saving at a rate of approximately 4 percent a year and,
as you said, we are back to the lowest rate of saving that we have had
in this country in approximately 25 years.

Now what are you going to do about it unless we have some specific
things in the way of legislation? And frankly, I think I'm going to
win that fight over there in that tax conference and we are going to put
that incentive there. It's not enough. It ought to be more, but I think
that's all that we can get in the present political atmosphere.

Now if we can encourage that kind of savings, maybe we will get off
the consumption jag we have been on for 30 years in this country. We
have been on a demand jag and we do have to do some things on the
other side to increase supply and do a more competitive job.

I chaired 10 days of hearings in the Far East-South Korea, Tai-
wan, and the Philippines. We are getting our ears beat off over there
with their productivity increases. We are losing our share of the
market and we are going to have to increase that share of the market
if we're going to protect the dollar and keep it sound and not see it
go down to whatever it's gone down to-down to 43 cents since 1967.

Now those are specifics and that's what we have to have out of the
administration, I think, to turn this thing around.

Mr. KAHN. As you know, Mr. Chairman, from our past conversa-
tions, I agree totally with you in principle. The President had to make
this extraordinarily difficult decision in terms of our immediate in-
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flation problem and inflationary psychology. This is more likely to
bring us in the next few months to a tapering off of the rate o in-
flation. Tax incentives for investment and savings, which I think all
agree will work only over time

Senator BENTSEN. That's right. It's like that fellow that went out to
the garden and the gardener said, "Your Excellency, why plant that
tree? It will take 100 years to mature," and he said, "Well, we'd better
get it planted this afternoon." That's the way we have to move on this
thing.

Mr. KAHN. I can't quarrel with that. The time to start on the long
run is not in the long run but immediately. You simply have to weigh
against it-and it's a judgment call-the larger budget deficit that
would be involved in the shorter run. The President concluded, while
fully recognizing the importance of using tax incentives as soon as we
can to encourage savings and investment and absorption of the un-
skilled into the skilled labor force-the President felt that in the
months immediately ahead, while the economy is still amazingly
strong, that increasing the budget deficit would be more harmful from
the point of view of inflation than doing these extremely desirable
things and, of course, you will recognize that just from our own con-
versations that we, very painfully, with the President, weighed these
two options and that's where he's come down, and I certainly can't say
he's wrong.

Senator BENTSEN. But we're going to have to look more at the long
term rather than at short-term quick fixes if we're going to have a
major change over a period of time in the inflation rate in this coun-
try. Otherwise, you're going to see a reduction in the standard of liv-
ing of the people in this country, Mr. Kahn.

Now, I noted one of your comments about the steel industry. As I
understand it you are quoted as saying that steel is Chrysler 6 or 12
months in advance, and I'm afraid you're right. I'm deeply concerned
that steel is in the process of liquidation in this country and that they
are looking to diversification out of the steel industry. If we lose the
steel industry in this country then the automobile industry is in real
trouble, then the defense industry is in real trouble. So we have to have
some major things done and not wait until the time that it's another
crisis.

Mr. KAHN. May I just say a word about the steel industry, though
here again the administration is actively responding to or apparently
in response to the assertions by the steel companies themselves, which
I was quoting in that assertion you made. They said that the steel in-
dustry may be the Chrysler of the months ahead, and I can't here
anticipate what the response of the administration is going to be,
though obviously I'm participating in that effort. I think, however,
we can say, Mr. Chairman, first, without question, that the things that
must be done to encourage capital formation, to encourage the building
of new plants, with the difference among us or the question being
only one of timing, are the most important things that could be done
to help the steel industry and that should be done.

The question, second, of whether there should be special additional
diversions of capital to steel-I'm trying to put this in a nonpejorative
way-is a real question; and, third, I'd like to be sure to observe that
the steel industry in the United States is not going to disappear. There

59-671 0 - 80 - 14
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are a lot of marginal mills just as Chrysler had some marginal plantsthat are inefficient. Probably some of them can never be resurrected
and probably some should never be resurrected. What we are going
into is a cyclical decline for the demand for steel. We have a long-
range problem. We ought to be helping all industry with capital for-
mation and also with the burden of environmental restrictions.Senator BENTSEN. Mr. Kahn, I think the major steel companies havehad some very bad management decisions in the past. I think they havealso had some very big obstacles on the part of the Government. I'mnot really trying to allocate blame. I'm just concerned about the futurefor the country. Steel is not a big industry back in my State, but I'mworried about the Nation as a whole and where the economy is headed.Mr. KAHN. It's been a situation in which one wants to avoid dupli-cating a process that I have described as insulating people from themarket, insulating them from the profit declines resulting from badmanagement decisions and competition and insulating workers fromthe unemployment consequences of wage increases that happen in thisindustry to have been far, far larger than the national average; farlarger, and far in excess of productivity improvements.

I'm not interested in interfering with the collective bargaining proc-ess, but we have to be realistic and recognize that danger, and yet,to return, I couldn't agree more strongly with you about the necessityfor looking to capital formation. I do want to emphasize, though, thatin our regulatory reform efforts, both in introducing more competition,in the bubble policy that the Environmental Protection Agency is pro-ducing which gets away from this detailed descriptive regulation andgives incentives to private enterprise which can save 35 to 45 percentof the cost of achieving the same degree of environmental protection,in the additional expenditures for R. & D. that the President has in-corporated in his budget and that is turning around a long-term de-cline there in our society; in a program under the Youth EmploymentAct trying to help retrain and absorb our labor force; in our multi-lateral trade treaty trying to introduce and strengthen the competitioninternationally. It is not that we are doing nothing. There are somebig gaps and it's simply a choice on the basis of what the budget willpermit right now.
Senator BENTSEN. One of the things I saw in these hearings-and Isaw it time and time again-is how government, labor, and businesswork together in the Far East countries to try to achieve objectivesin exports. And we have seen in this country the three of them workingas adversaries too often. If there's one area we ought to be able to getthem toegther on, it ought to be on exports. Keep jobs here in thiscountry and keep the good jobs here in this country and not exportthem overseas. But it's going to take cooperation on the part of allthree.
Mr. KAHN. I quite agree. I'd like to call your attention to the factthat when we organized the Pay Advisory Committee with representa-tives of industry, labor, and the public, the first session of that com-mittee was chaired by Prof. John Dunlop and I said something thatI know is totally congenial to Professor Dunlop; I said:
I hope you will define your mission broadly, not merely as helping us applystandards to the setting of wages, but more broadly in a concerted cooperativeattack on the productivity problem because that bears just as strongly on thebehavior of wages and prices.
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So I agree this collaborative effort in many areas is absolutely essen-
tial and we will pursue that.

Senator BENTSEN. Let me ask you about the specific relationship
between the Council on Wage and Price Stability, the Pay Board, and
the Price Board. If you disagree with the Boards on appropriate pay
or price standards, whose views prevail ?

Mr. KAHN. Well, there's no question that we have the final say and
"we"l really means me nominally, representing the President. If we
feel strongly enough to jeopardize the cooperation that we think is
valuable and that we have elicited, that a particular recommendation
of the committee or a series of recommendations are on balance harm-
ful, we will presumably try first to see whether we can discuss and
prevail upon them to change them. However, if that's our conclusion,
ultimately we will reject them. My job is to prevent inflation.

Senator BENTSEN. Mr. Kahn, I appreciate your candor. You have
a tough responsibility. But a lot more of it has to be translated, I think,
into specific legislation addressed to productivity and to trying to do
something about increasing the supply side of our economy. I have
some additional written questions I'd like to submit to you if you
would give me answers in writing.

Mr. KAHN. I would be happy to.
Senator BENTSEN. Thank you very much.
Mr. KAHN. Thank you, sir.
[Whereupon, at 10:55 a.m., the committee adjourned, subject to

the call of the Chair.]
[The following written questions and answers were subsequently

supplied for the record:]

RESPONSE OF HoN. AIFRED E. KAHN TO ADDITIONAL WRITTEN QUESTIONS POSED
BY SENATOR BENTSEN

Question 1. On "Meet the Press" last Sunday, President Carter said that "all

of the increase in the rate of inflation since I have been in office is directly attrib-

utable to the increases in OPEC oil prices." How do you reconcile this with the

increases in housing costs, Interest rates, and food prices?
Answer. Energy-price increases have been a major, though not the only, source

of the recent acceleration of Inflation. The table below presents a breakdown of

price increases during the past 3 years-"the Carter years." Clearly, the most

rapid acceleration has occurred in the area of energy prices. In 1979, the costs

of energy goods and services rose at more than five times the 1977 rates. From

1977 to 1979, the overall rate of inflation accelerated by 6.5 percentage points,

from 6.8 percent to 13.3 percent. Escalating energy prices accounted for almost

one-half of this acceleration. Faster rates of price increase in the food and

housing sectors accounted for the remainder of the acceleration.

MAJOR COMPONENTS OF THE CPI

Percentage changes
December

1979 relative December December December
importance 1976 to De- 1977 to De- 1978 to De-

(percent) cember 1977 cember 1978 cember 1979

All items - 100.0 6.8 9.0 13.3
Food --------------------- 17.7 8.0 11.8 10.2
Home purchase -10.4 8.4 11.2 15.8
Mortgage interest costs -8.7 10. 8 22.0 34.7
Energy -10.3 7.2 8.0 37.4

Percentage-point impact of energy:
Direct --- 3. 9
Direct and indirect---------------------------- - ---------- 6.0-8.0
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The Council is often asked to calculate the full impact of the recent major
increase in energy prices-i.e., to estimate the feedback as well as the effects of
the increase. To properly calculate these effects requires a sophisticated econo-
metric model of the economy. Estimates made using the Federal Reserve-MIT
model indicate that the total impact of a shock, such as a big energy-price in-
crease, can be found by multiplying the direct impact by a factor of 1.5 to 2. Thus,
the total impact of last year's energy-price surge will range between 6.0 and
8 percentage points-the direct impact, almost 4 percentage points, multiplied
by 1.5 and 2.

Finally, it should be noted that energy prices do not increase the same rate as
OPEC oil prices. Imported oil accounts for less than one-half of our total oil
consumption, and oil is not our only source of energy. Thus, although OPEC
activities influence world market prices and hence all energy prices, a 50 percent
jump in OPEC prices need not result in a 50 percent increase in the cost of
energy in the United States. Last year, for example, OPEC oil prices increased
58 percent (and non-OPEC oil prices jumped by an even larger 66 percent), but
energy costs in the United States advanced by a somewhat smaller 37 percent.

Question 2. What has happened to the union-nonunion wage differential since
we've had wage-price guidelines? Have unionized workers done a lot better?

Answer. This question can be answered by examining union/nonunion wage
increases measured by the Employment Cost Index, released by the Bureau of
Labor Statistics. For the 12 months ended September 1979, which corresponds
to the first program year, wages of union workers increased 8.4 percent while
wages of nonunion workers increased 7.3 percent. While the relationship is
reversed from the previous 12-month period, when wage increases for nonunion
workers rose slightly more than wage gains for union workers, it is consistent
with wage increases for fiscal years 1976 and 1977. See table below. Viewed in
the perspective of the previous 3 years, we cannot conclude that the guidelines
contributed to the differential in the size of wage increases granted to union
and nonunion workers.

EMPLOYMENT COST INDEX, FISCAL YEARS 1976-1979

1976 1977 1978 1979

All private nonfarm workers -7.2 7.2 8.0 7.7
Bargaining status:

Union - -------------------------------- 8.5 7.7 7.9 8.4
Nonunion- 6.5 6.9 8.0 7.3

Question 3. The Pay Board's "Principles for Voluntary Pay Stabilization Dur-
ing 1980" state that:

"The Committee is of the view that 1980 should be a transitional year and
that a return to free bargaining and free market policies is desirable as soon as
conditions permit."

Does this mean that 1980 will be the last year for the guidelines? If so, what
evidence do you see that the wage-price spiral is slowing down. Last month, Mr.
Russell stated that:

"I fear that we are on the verge now of an explosion in wage rate inflation as
workers try to recoup their losses in standard of living, and a spread, therefore,
of the food and fuel price explosion into the other sectors of the economy."

In light of this, it would seem that the guidelines may be more necessary
than ever.

Answer. Recent evidence suggests that the underlying rate of inflation is
accelerating. The underlying rate-as measured by the Consumer Price Index-
began to increase at a faster pace in fiscal year 1979. The figures presented below
Indicate that a slight acceleration, from a 6 percent to a 7 or 7I/2 percent annual
rate, occurred in late 1978 and the first half of 1979. During the second half of
1979, this measure of the underlying rate increased at an even faster pace-
currently it is advancing at a 9.6 percent annual rate. Clearly, although the
wage-price spiral may have been slowed, it has not been fully contained. First
enforceable standards are essential if we hope to restrain inflation in the future.

The Council shares the Pay Board's hope that free market policies will prevail
In the future; however, we have no guarantee of when inflation will abate, thus
there is no basis for selecting any specific program termination date.
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CONSUMER PRICE INDEX-UNDERLYING RATE

[Seasonally adjusted, percentage changesi

Annual rates

Fiscal year- 3 mo ended- Septem-
____________________________ ~ ~ -ber 1979 to

December March June Septem- January
1977 1978 1979 1978 1979 1979 ber 1979 1980

CPI-Underlying rate 6.0 6.1 7.5 7.2 7.5 7.2 .1 9.6

Question 4. The Pay Advisory Committee has recently agreed to raise the in-
flation assumption for cost-of-living adjustment clauses in labor contracts from
6 percent to 7.5 percent. But how reasonable is this, with inflation running at
13 percent?

Answer. The majority of cost-of-living clauses occur in multiyear collective
bargaining contracts, primarily in 3-year contracts. The 7.5 percent inflation
assumption appears more realistic when reviewed as the average inflation rate
over the next 3 years, the expected duration of most contracts with COLA pro-
visions signed this year.

Question 5. With regard to the Pay Advisory Committee's new guidelines-
a range of 7.5 to 9.5 percent-the Wall Street Journal I stated that some of the
public members of the Committee "fear that a range will prove a sham, and that
the top of the range will become the new guideline for all practical purposes."
What are your comments on this?

Answer. While the criteria associated with the 7.5-9.5 percent pay range do
not specify where in the range various pay plans should average, the Council is
emphasizing the Pay Advisory Committee's point that "settlements or wage
determinations in the normal circumstances should be expected to average
about the midpoint of the range (8.5 percent)." In addition many companies
may not be able to grant wage increases at the top of the range, based on their
own economic outlook.

Question 6. What impact do you expect the grain embargo to have on food
prices during the next few months?

Answer. I don't expect the suspension of grain sales to Russia to have any
measurable impact on overall food prices in the next few months. It had in
unsettling effect on grain and some livestock markets for the first 3 weeks but
even they are now at about the levels that existed prior to the January 4 sus-
pension. Since the U.S. Government stepped in as a replacement buyer and major
exporting countries agreed not to replace U.S. sales, the near term supply and
demand forces remain unchanged. Hence a return to the pre-January 4 price
level is the result. Any impacts will be longer term when the final facts are
known about the degree of slippage in final sales to the Soviets and the amount
of buildup in stock levels is more apparent. Government actions to counter the
effects if the suspension could have some long range effects on food prices, but
the nature and size of these effects are not yet determined-price changes could
be either positive or negative. Any changes in price of grain or livestock take
several months to show up in significant changes in food prices at retaiL

Question 7. Which of the five "experimental measures of Homeownership" at-
tached to the December CPI release do you believe is most accurate? Also, can
you explain why three of these measures (X-2, X-3, and X-4) increased more
rapidly than the official homeownership component of the CPI over the last 12
months, but the alternative CPI's including these measures increased less
rapidly then the official CPI?

Answer. The measurement of homeownership costs in the CPI has been the
subject of much debate. Critics of the index argue that the CPI misstates the
rate of increase of housing costs because it includes changes In the asset value and
financing costs of a house. It is argued that a measure of changes in purchasing
power, which is used to escalate incomes, determine the rate of price increase,
and evaluate inflation policy, should not reflect changes in asset values or financ-
ing costs. The Bureau of Labor Statistics publication of experimental alternative
measures of homeownership costs is a response to these and other criticisms. The
attached speech, which was given recently by Janet L. Norwood, the Commissioner

I Jan. 9, 1980, p. S.
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of Labor Statistics. provides a thorough discussion of the problems surrounding
the measurement of homeownership costs.

From the Council's perspective, experimental measure X-1 is probably most
useful of the new experimental indices. The official homeownership component of
the CPI is replaced in X-1 by the CPI for residential rent. This substitution pro-
vides a better estimate of the cost of consuming housing services-that is, the.
opportunity cost of living in one's own house. An accurate measure of the rental
value of owner-occupied housing would reflect the market value of the shelter
that a house provides.

During the 12-month period ended December 1979, three experimental measures
of homeownership costs-X-2. X-3, and X 4 rose faster than the official home-
ownership component. However, the relative Importance weights of these experi-
ment measures are roughly one-half as large as that of the official measure,
therefore their impacts on the overall CPI are significantly smaller. (See table
below.) Thus, the alternative CPI's that include these experimental measures
increased less rapidly than the official CPI.

December 1978 to December 1979
December 1977

relative Percentage-point
importance Percentage contribution

Measure of homeownership costs (percent) change to CP1

Official CPI- - 22.8 19.8 4. 5
X-1 14. 5 7.9 1. I
X-2 - 11.4 28.2 3.2
X-3 - 10.0 22.4 2.2
X4 … .10.0 22.6 2.3
X-5 - 8.7 11.2 1.0

Source: Department of Labor, Bureau of Labor Statistics.

Question 8. In your testimony today, you stated that economic analyses have
shown that the wage-price guidelines have been successful in reducing the rate
of inflation. Please provide us more information and documentation about these
analyses.

Answer. The Council has not yet completed its formal evaluation of the impact
of the pay and price standards during the first program year. As the portions of
the program evaluation are completed, CWPS will release the analysis of the
program's effectiveness based on an evaluation of standard measures of wages
and prices as well as company data obtained through our monitoring efforts.

The Council on Economic Advisers has estimated the impact of the pay stand-
ard on wage-rate growth. Their calculations suggest that the 7-percent standard
decreased the rate of wage increase by 1% to 2 percentage points.

The standard's impact on prices might be gaged by comparing the underlying
rate of inflation with the overall rate of price increase. In 1979, surging energy
and housing costs caused the Consumer Price Index to accelerate by 4.3 per-
centage points, from 9 percent to 13.3 percent. The underlying rate of inflation
accelerated by only 1.3 percentage points during the same period. We have been
fortunate that these sectoral price surges have not yet been built into the in-
dustrial wage-price structure, and it appears that, to some degree, the pay and
price standards have helped to prevent widespread price acceleration.

[From U.S. Department of Labor News]

BulBEAu or LABOR STATISTICS,
Washington, D.C., January 21, 1980.

Contact: Kathryn Hoyle (202) 523-1913.

NORWOOD DIscuSsES CPI CONTROVERSY

Commissioner of Labor Statistics Janet L. Norwood today challenged the notion
that the Consumer Price Index can be made more accurate by some kind of a
"quick fix."
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"The CPI is the best measure of purchasing power we have, and, we are work-
ing to make it even better," Dr. Norwood told the National Association of Govern-
ment Labor Officials, meeting at the International Inn, in Washington, D.C.

She presented five alternative ways of measuring the CPI's most controversial
component, the cost of homeownership. Norwood told the State labor commission-
ers that BLS will publish the experiemental measures each month, but plans no
change in the official index at this time.

"Given the resources and time necessary, the Bureau can produce special
consumer price indexes for particular needs. We should not, however, permit
these other needs to weaken the ability of the present CPI to fulfill the objective
for which it was intended-which is to measure, in today's prices, the cost of the
market basket providing the same living standard as in the base period."

The text of Norwood's remarks to the Winter Meeting of the National Associ-
ation of Government Labor Officials is attached.

"THE CPI CONTROVERSY," REMARKS BY Da. JANET L. NORWOOD, COMMISSIONER
OF LABOR STATISTICS AT THE WINTER MEETING OF THE NATIONAL ASSOCIATION
OF GOVERNMENT LABOR OFFICIALS, INTERNATIONAL INN, WASHINGTON, D.C.

When prices rise, people pay increasing attention to how the Government
measures inflation. Workers worry about their real income. Retirees want to be
sure that their pensions will buy the same package of goods and services upon
which retirement plans were made. Those responsible for economic policy want
to measure their success in restraining price rises. National budget makers, con-
cerned about growing dollar outlays, worry about the effect of indexation on the
country's budget.

The Consumer Price Index, the Nation's most important price index, is used
for all of these needs. Although the index serves the Nation's users both during
periods of relative price stability and in periods of rising or declining prices,
questions about the accuracy of the measure always crescendo in periods like
the present, when prices tend to be unresponsive to measures taken to turn
them around. Therefore, it is essential that the public understand what the
index is intended to measure, why it is put together the way it is, and, especially,
in what areas price measurement could be improved.

The Consumer Price Index is a good measure of the changes in purchasing
power of the average family represented in the index. But, the CPI is not perfect.
And, we know It is not appropriate for all measurement purposes. Because we
recognize that index making is still a developing art, we are always experiment-
ing with new approaches in order to improve the measurement of inflation.

Two criticisms of the index are being widely discussed: (1) that the CPI
overstates the cost of living because the index is based on a fixed market
basket and therefore does not reflect changes consumers make in buying habits
and (2) that the index overstates inflation because of the way it handles home-
ownership. Let us examine each criticism in turn.

THE FIXED MARKET BASKET

The CPI is based on a fixed market basket. That is the weights for the mix of
goods and services purchased during the base period are held constant from
year to year until a major revision occurs. We keep the market basket constant
deliberately because we want to keep fixed the living standard represented by
that market basket. Our purpose to the extent possible is to isolate price changes
from other changes which may occur in living standards.

BLS economists, of course, know that consumers shift their purchases in
response to changes in relative prices. What we do not know, however, is
whether such changes in consumption patterns result in a living standard that
is higher or lower than that in the base period. If the market basket were changed
whenever prices change-without knowing whether the consumer is equally
satisfied with the shift-we would not know whether a change in the index was
caused by a change in prices or by a change in the market basket. Because a
market basket change could amount to a change in living standards, those
whose income payments are adjusted by the CPI would not be assured that
their living standards would remain at the same level. The purpose of such CPI
cost-of-living adjustment (indexation) has traditionally been to permit people
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to purchase In today's prices, the bundle of goods and services they purchased In
the base period, thereby leaving them at least as well off as they were then.

The following example will illustrate my point. If, in adjusting to higher prices,
a family decides to forego its weekly restaurant dinner, the family is both chang-
ing its market basket and lowering its satisfaction or standard of living. If
the objective of indexation is to insure purchasing power necessary to preserve
living standards, a measure used to index income should not reflect this
kind of a market basket change.

HOMEOwNERSHIP

The present CPI homeownership component includes the month-to-month
change in prices of five expenditures of owning a home. The weights for three of
these expenditures-property taxes, insurance, and maintenance and repairs-
represent the average expenditures by all people living in their own homes dur-
ing the CPI base period. Thus, the housing costs for those who purchased their
homes before the base period are represented in the index only by property
taxes, insurance, and maintenance and repairs. Weights for two other expendi-
tures-house prices and contracted mortgage interest cost-are based on the
small group of families-roughly 6 percent of the total-who actually pur-
chased a home in the base period. Thus, the CPT does not assume that everyone
buys a new house every month; the house price and mortgage interest com-
ponent in the CPI represents the expenditures only of those who actually pur-
chased a house In the base period. In effect, those who purchased their own home
before the base period are assumed to have no house price or mortgage interest
costs at all.

Because the CPT represents the cost of the base period market basket of goods
and services in today's prices, the prices for houses and the mortgage interest
rates used are current prices. The house purchase and mortgage interest com-
ponents of the index, therefore, rise or fall each month, based on current prices of
houses sold and of current mortgage interest rates. This approach is entirely
consistent with that used in other parts of the index, for refrigerators, stoves,
apples and oranges, for example.

Arguments for and against the current treatment of homeownership In the
CPI come from people who look at the purchase of a house in different ways.
They can roughly be divided into three groups:

1. Those who favor the current approach argue that most American families
live in their own homes, not rented homes. They believe that the CPI should
measure in today's prices the cost of the purchase of the same kind of house
purchased in the base period and that owned homes should be treated in the
index in exactly the same way as other items. The index should represent the
price today for the proportion of expenditure on houses purchased in the base
period. They argue that if a house were sold today and another of the same
quality purchased, the consumer making the purchase would have to pay the
house price prevailing today and would be forced to contract for a mortgage at
the current interest rate. According to this view, that is exactly what the CPT
should and does show. The index, they assert, correctly measures homeownership.

2. Another view of the CPI homeowner component Is taken by those who
argue that the index, as a measure of the change In purchasing power for
purposes of escalating income or determining the rate of inflation, should not
include the Impact of rising prices on the value of assets such as houses. Just as
the CPI excludes changes In the value of stocks and bonds, it is argued that the
change in the asset value of the house (appreciation-or depreciation) and the
cost of equity in holding that asset should be distinguished from the change in
the cost of the shelter provided by the house. It is the cost of consuming the
shelter provided by the house-not the investment aspects of homeownership-
which should be reflected in an index used to keep real income constant.

This Is the position taken by the BLS staff during the last revision of the CPT.
Bureau staff papers pointed out that there are two empirical methods which
could be used to measure the cost of the flow of housing services. The BLS did
a great deal of research and experimentation on one of these methods: estimating
what economists call a "cost function" for the use of an owned home. Some felt
that this method, which Includes all the major components of the CPI home-



ownership component-prices for property taxes, insurance, home maintenance
and repairs, and interest rates, while at the same time adjusting for the interest
cost of equity and subtracting appreciation-would improve the index. It was
thought that it would be acceptable to users, especially if it used current prices
for each of these items, as in the case with all other parts of the index. Although
some users of the CPI endorsed the Bureau's user cost work, they asked that
further research be done, especially on the procedures for estimating the equity
interest term before use of this method in the CPI.

The second approach to measuring the cost of shelter, an approach which the
Bureau has not yet had the resources to test, would develop a new rental
equivalance sample of prices to represent the types of homes that are owned.
Such a sample would consist of the homes of the same type and at the same
locations as homes that are owned. Rental prices collected from this new sample
could be used in the index to represent the cost of shelter provided to home-
owners by their own houses. The design of a rental equivalence sample would,
of course, be quite different from the CPI rent component, which was con-
structed to represent all rented units, not just rental units that are typical of
owned homes.

3. Another group currently criticizing the CPI homeownership component
alleges that it overstates the rate of inflation because it uses current mortgage
interest rates. This group argues that the CPI should not measure the cost of
purchasing the base period houses in today's prices and today's mortgage interest
rates, but rather that the CPI should measure what people are actually paying for
housing. This "outlays" approach would use an average of the interest rates
paid over a period of years instead of the current rates, would include property
taxes, home maintenance and repairs, and insurance, but would exclude the cost
of the house itself. Homeowners who had paid off their mortgages in the base
period would be assumed to have no cost at all because they made no payment
for mortgage interest. Under this system, mortgage interest rates would reflect
an average of the rates prevailing over a period of time, 15 years, for example.
Each month, a small portion of Interest rates, contracted for 15 years ago at
the rate prevailing at that time, would be dropped from the index and a small
portion at the current mortgage interest rate would be added. An index calculated
in this manner would be lower than the official CPI when current interest
rates rise and higher when current mortgage interest rates decline. Because
the current mortgage interest rate would be used only for a small portion of
homeowners, the index would continue to rise even when current interest rates
decline.

The foregoing review of differing views of the homeownership component
demonstrates, I believe, the complexity of the conceptual and empirical issues
involved in selecting the formulation to be used in the CPI. Among the alterna-
tives, there are important differences in pricing mechanisms and large differences
in the weight of homeownership relative to other components of the index. For
example, the official CPI homeownership component now has a relative im-
portance of almost 23 percent. Use of the flow-of-services concept that was pro-
posed by the BLS staff would reduce that weight by one-half under the user cost
alternative (to about 11 percent) and to about 14 percent under the rental equiva-
lence approach. The outlays approach currently being suggested would reduce
the weight still further-to a relative importance in the index somewhere
between 9 and 10 percent. Such significant variations in the relative Importance
of shelter costs could have a large effect on the All-Items CPI, especially in a
period like the present when house prices and mortgage interest rates are rising
at a fast pace. This consideration plus the lack of agreement among major users
of the index led former Commissioner Shiskin to decide, during the recent revi-
sion of the CPI, to retain the historical treatment of the homeownership com-
ponent while continuing staff work in this field.

BLS is today publishing five experimental measures using variants of the
different approaches to homeownership that I have described. Table 1, which
shows a 12-month percent changes in the homeownership component, demon-
strates how wide the measurement differences can be. Table 2 uses the experi-
mental homeownership approaches in all-items measures. The table shows that
in the 12 months ended in November 1979, the range among the experimental
measures was about 2 percentage points. For measure X-2, the 12.5 percent
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change was about the same as in the official CPI. The percent changes in theother experimental measures were lower than in the official CPI. When onelooks at these 12-month percent changes ended In each of the months of 1979,the table shows a larger spread for measure X-2 (8.4 in January to 12.5 inNovember) than for the official CPI (9.3 to 12.6).

FURTHER RISEARCH

Bureau of Labor Statistics research on the measurement of homeownershipbegan In 1970, long before the current discussion of the issue. As can be seenfrom the foregoing discussion, there is still considerable disagreement over thebest method to measurse homeownership. Because the Issue is so important, theBureau is continuing its work on homeownership measurement and will continueto publish research findings and experimental measures. We are also exploringthe Issues involved in development of a rental-equivalence measures so thatBLS can, if resources are made available, carry out the field collection requiredfor a full rental equivalence index and calculate an experimental measure usinga valid rental-equivalence component.
Further work also needs to be done on methods for developing what econ-omists call a "constant utility" market basket. Such an approach would allowchanges in the market basket to reflect shifts in consumer habits and permitcalculation of an index reflecting changes in consumer preference without chang-ing the base period living standard.
This year, the Bureau began a new Continuing Consumer Expenditure Surveyprogram. Under this program, the Census Bureau Is collecting information onconsumer expenditures on a recurring basis for the Bureau of Labor Statistics.These data will serve as the basis for revising the weights in future revisions ofthe CPI. The fielding of a continuing survey Is an important step forward becauseIt will provide an empirical foundation for examining changes in consumerexpenditures and will become a basis for determining when a revision of theindex is required.

INDEXES FOR SPECIAL PURPOSES

Users of the CPI should be aware of the many subindexes which are producedas a part of the CPI system. These are published prominently in the monthly CPInews release, are used for analytical and other purposes, and, in some cases, areused for Indexation. Among these subindexes, for example, is an index for "AllItems minus mortgage interest costs" and another for "All Items less energy."In addition to these and other subindexes, BLS will now begin regular publica-tion of the experimental housing measures I have described. We hope that bypublishing these measures, we will encourage full public discussion of this com-plex but Important subject.
BLS also can produce other indexes if they are required. Special indexes maybe needed when government pursues social goals which-at least in the shortrun-may raise prices. Should it be considered socially desirable to reduce energyconsumption by raising gasoline prices, consumers would pay more for gasolineand the Index measuring the rate of inflation would and should go up. It might beuseful to policy makers, In such a case, to create a special Index which couldexclude such Increases or which could treat other policy-directed price changes,such as changes In Interest rates, in a special way. Some also have suggestedthe desirability of a special Index-for use In pension escalation-that wouldrepresent the expenditure experience of persons receiving retirement benefits.The BLS Is a service agency. Given the resources and time necessary, theBureau can produce special consumer price indexes for particular needs. Weshould not, however, permit these other needs to weaken the ability of the presentCPI to fulfill the objective for which It was Intended.
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TABLE 1.-ALTERNATIVE HOMEOWNERSHIP COMPONENTS USED IN OFFICIAL CPI-U AND IN EXPERIMENTAL
MEASURES

IPercent change over 12 mol

Experimental measures of homeownership

Flow-of-services measures
Official Con-
sumer Price X-1 X-2 X-3
Index fur all Rental equiva- User cost User cost
urban con- lence using using current using average

12 mo ended sumers (CPI-U) CPI rest interest cost interest cost

Outlays measures

X-4 X-5
Outlays using Outlays using

current average
interest cost interest cost

December:
1968 -
1969 --------
1970-
1971 --------
1972 …
1973-
1974-
1975 -
1976-
1977 --------
1978-

January 1979-
February 1979-
March 1979-
April
May 1979
June 1979 .
July 1979-
August 1979-
September 1979 …
October 1979-
November 1979-
Relative importance of

homeownership corn-
ponent, December
977 (all-items in-

dex= 100)-

7.6
10.2
10.2
2.7
4. 1
7.7

13. 3
7 9
3.8
9. 2

12.4
12.4
13.5
13.7
14. 2
14.6
14.9
15. 2
16.0
16. 1
1IL 8
18.3

2.8 11.1
3.8 6.9
4.5 4.3
3.8 -12.1
3.5 2.4
49 22.9
5.4 16.8
5.2 2.7
5.5 -1.0
6.5 2.5
7.3 5.7
7.2 8.0
7.1 10.8
67 11.7
6.5 12.3
6.8 13.9
6.8 14.2
7.1 16.7
7.5 20.1
7.6 183
8.4 22.2
8.1 24.5

&o
3.5
1.7

-8.9
3.3

12.9
3.3
2.0
.4

1. 1
5.7
7.4

10.4
9.9

11.3
10.6
11.7
9.8

13.2
13.7
15.1

11.0
13.2
12.6

.3
4.8

10. 8
14.9
7.1
2.7

10.4
12.0
12. 4
13.7
14.0
14.4
14.9
15.0
15. 3
15.9
16.4
17. 2
19.0

6.03
10. 1
7.7
6.2
4.4
9. 1
9.0
7.6
9.0
5.3
5.7
5-7
5.9
6.1
6.4
6.4

7.0
7.5
7.8
7.9

22.8 14.5 11.4 10.0 10.0 87

TABLE 2.-OFFICIAL ALL-ITEMS CPI-U AND EXPERIMENTAL MEASURES USING ALTERNATIVE HOMEOWNERSHIP
COMPONENTS

IPercent change over 12 mol

Experimental measures using alternative of homeownership components

Flow-of-services measures Outlays measures
Official Con-
sumer Price X-1 X-2 X-3 X-4 X-5
Index for all Rental equiva- User cost User cost Outlays using Outlays using

urban con- lence using using current using average current average
12 mo ended sumers (CPI-U) CPI rent interest cost interest cost interest cost interest cost

December:
1968 - 4.7 3.9 4.9 4.6 4.7 4.2
1969 -6.1 5.2 5.6 5.2 60 5.7
1970 -5.5 4.5 4.5 A2 5.2 4.9
1971- 3.4 3.5 1.6 2.2 3.2 3.8
1972 -3.4 3.3 3.2 3.3 3.4 3.5
1973- 8.8 .5 10.5 10.0 9.2 &87
1974 -122 i.1 12.6 12.1 12.3 11.8
1975 -7.0 6.6 6. 3 6.4 6 8 6.L9
1976 -4.8 5.1 4.3 4.7 4.8 5.2
1977 _ 6.8 6.3 5.8 5.7 66 6.5
1978 _ 9.0 8.0 7.8 7.4 8.5 7.8

January1979__.__---- 9.3 8.3 8.4 8.2 8.9 82
February 1979 . 9.9 L6 9.1 8.7 9.4 8.6
March1979 - - 10.2 &8 9.4 9.2 9.6 8.9
April 1979 - -10.4 8.9 9.6 9.4 9.8 9.1
May 1979 O--10.8 9.2 10.1 9.7 10.1 9.3
June 1979- --- 10.9 9. 3 10. 2 9.8 10.2 9.4
July 1979 - - 11.3 9.7 10.9 10.3 10.7 9.9
August 1979 …11.8 10.1 11. 5 10.4 11.0 10.2
September 1979 - - 12 1 10.4 1L7 11.1 11.4 10.6
October 1979.__ _.___ 12.2 10. 5 IZ 2 11.1 11.5 10.5
November 199_7 _ 12.6 10.5 12.5 1L3 11.8 10.6
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EX1'LANATION OP TAo 1 Ai'D 2 COLUMN HEADS

Official CPI-U includes five components. (1) The weights for property taxes,
property insurance, and home maintenance and repairs represent expenditures of
all homeowners in the base period. The weights for house prices and contracted
mortgage interest cost represent only those homeowners who actually purchased
a home in the base period. Included are the total price paid for the home, and the
total amount of interest expected to be paid over half the stated life of the mort-
gage. (2) Current monthly prices are used for each of these components.

Exrperimental Measure X-1.-(1) The weight for this rental equivalance meas-
ure is the estimate of the rental value of all owner-occupied homes in the base
period compiled from a specific question asked on the 1972-73 Consumer Expendi-
ture Survey. This covers the entire stock of owned homes. (2) Prices used are the
current rents collected for the residential rent component of the CPI. The CPI
rent component is designed to represent changes in residential rents for all types
of housing units, not just changes in rents for units that are typically owner
occupied. The CPI rent component is, therefore, not appropriate for this measure.

Exzperimental Measure X-2.-(1) The weight for this user cost method includes
expenditures for mortgage interest, property taxes, property insurance, mainte-
nance and repairs, the estimated base-period cost of homeowners' equity in their
houses, and the offset to shelter costs resulting from the estimated appreciation
of house values in the base period. This measure covers the entire stock of owned
houses. To derive the weights for mortgage interest costs and equity costs, the
total value of the housing stock in the base period was apportioned into its debt
and equity components. The debt component equals the amount owed and the
equity component is the amount owned, i.e., payments on principal plus apprecia-
tion from the time of purchase to the base period. Each component was subse-
quently multiplied by the average mortgage interest rate in the base period to
determin its cost. (2) Prices used are current ones except for the appreciation
term which uses a 5-year moving average of the changes in appreciation rates.

Experimental Measure X-3.-(1) The weights are the same as in Experimental
Measure X-2, except that mortgage interest costs are calculated as the total
interest amount paid out by homeowners in the base period. As in X-1 and in
X-2, this measure covers the entire homeowners population. (2) The prices for
all components except mortgage interests costs and appreciation are current
monthly prices. As in X-2, appreciation is represented by a 5-year moving
average of the changes in house prices. However, X-3 uses past and current
mortgage interest costs in a 15-year weighted moving average, which reflects the
base period age distribution of mortgage loans.

E}rperimental Measure X-4.-The weights for this outlays approach include
expenditures actually made in the base period for property taxes, property insur-
auce, maintenance and repairs. The weight for the mortgage interest term is
calculated in the same manner as in X-2. However, no appreciation or equity
terms are included. Not all homeowners are represented in this measure because
those who made no mortgage debt payment in the base period are excluded.
(2) The prices used for each of these items are current ones.

Experimental Measure X-5.-(1) The weights for this outlays approach in-
clude, as in X-4, expenditures actually made in the base period for property
taxes, property insurance, maintenance and repairs. The weight for the mortgage
interest cost term is the same as for the X-3. No appreciation or equity elements
are used. As in X-4, not all homeowners are represented in this measure because
those who made no mortgage debt payment in the base period are excluded.
(2) Current prices are used in X-5 except for mortgage interest which uses
the 15-year moving average also used In the X-3.

Question 9. In 1964 for the average married private nonagricultural worker
with three dependents, real weekly spendable earnings were $88.88 (in 1967
dollars). In December 1979, the corresponding figure was $87.74, down from
$92.63 in December 1978. Does this figure really indicate that they've made
no progress in 15 years, or is this index misleading?

Answer. Two important caveats regarding the Real Weekly Spendable Earn-
ings series should be noted: (1) Part-time as well as full-time workers are
included, and since the proportion of part-time workers has been rising, the
series tends to understate the increase in earnings for full-time workers; and
(2) the cost of fringe benefits, which has been increasing as a component of
total compensation, Is excluded from the series. BLS indicates that nonwage
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and salary compensation increased from 19.3 percent of total compensation in
1966, the earliest data available, to 25.1 percent in 1977.

An additional point should be recognized. Spendable weekly earnings are
calculated based on the assumptions that the worker earned the gross average
weekly earnings and was taxed at the rates applicable to either (1) a worker
with no dependents, or (2) a married worker with three dependents who files
a joint return. Thus, the series reflects the spendable weekly earnings of only
those workers whose gross weekly pay approximates the average earnings
indicated for all production and nonsupervisory workers. It does not reflect,
for example, the average earnings of all married workers with three depend-
ents, which tend to be higher than the earnings for workers with no depend-
ents. The gross average weekly earnings may have been more representative
of the average weekly pay of all married workers with three dependents In
1976 than it is in 1979.
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