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INTRODUCTION

Stabilization policy has been a major area of economic 

debate for years. From the classical position of laissez 

faire, to the Keynesian notion of a "fine-tuned" economy, 

to the Phillips Curve's menu of choices between unemployment 

and inflation, the discourse has continued. Recently it appears 

that economic thought has traveled full-circle to classical 

theory, as governments' ability to affect the level of econo

mic activity has been seriously questioned. This has been 

due in part to the apparent demise of the Phillips Curve 

theory.

In this paper, we will trace through the history of 

American stabilization policy leading to the development of 

the Phillips Curve theory. Specifically, we will discuss 

early thoughts pertaining to the relationships between 

unemployment and inflation as contended by Classical and 

Keynesian economists. Next, we will explore the nature of 

Phillips' original theory. Finally, we will bring the theory 

up to date by discussing various market and labor force 

changes that have occurred during recent years to distort 

the original trade-off relationship.

Our basis for the Phillips Curve revision that we 

present was established through an independent research 

project (conducted from September 1980 to February 1981)

1
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under the direction of Dr. Bruce Finnie, an independent 

economist working in Helena, Montana. Within the realm of 

the project, we gathered quarterly data from 1960-1980 for 

approximately thirty separate variables. By performing 

various mathematical manipulations, we applied our informa

tion to Dr. Finnie's theoretical model to obtain a revised
»• •

Phillips Curve. Through this study, we hope to elucidate 

public misconceptions concerning the relationship between 

unemployment and inflation, and present the concurrent 

stabilization policy implications.



CHAPTER ONE

CLASSICAL AND KEYNESIAN STABILIZATION POLICIES

Classical economics was a body of economic thought 

originating in the late nineteenth century. This mode of 

thinking remained largely intact as the main set of econo

mic principles until the 1930's. The primary objective of 

classical thought was to explain the working of a capitalis

tic economic system based upon the ideas of private 

enterprise, private property and free markets.

There were two major assumptions which classical 

theory relied upon. The first was that buyers and sellers 

operated within a market arena of pure competition, thus 

denying control over price to any individual seller. Pure 

competition, then, performed a regulatory function, insuring 

the free play of self-interest and leading to the self- 

adjusting market concept. According to the Classists, man 

was lead by an "invisible hand", seeking to promote his own 

best interest and as a result promoting the public welfare.

Secondly, the classicists assumed that man was a rational

being, meaning that man would seek to maximize pleasure and 
o

minimize pain. The balancing of gain against cost was the 

primary motivating force of the economy. As a consumer, 

man sought to maximize the gain derived from various income

3
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expenditures. However, when he acted in the capacity of 

resource owner, he attempted to maximize his own return.

On the basis of these assumptions of the rational behavior 

of human nature and pure competition, classical theory was 

developed.

According to classical thought, it was the intersection»■ •
of the aggregate supply and aggregate demand schedules of 

labor which determined the equilbrium wage rate and 

employment level. The aggregate demand schedule was 

conceptually identical to the individual firms' demand 

schedules for labor, sloping downward and to the right.

This indicated that the volume of employment for the entire 

economy varied inversely with the wage rate.

The aggregate supply schedule for labor, on the other

hand, displayed a positive relationship with the real wage

rate. From the classical assumption that a worker, in his

own best interest, would attempt to maximize income, the

number of workers desiring employment was a function of the

real wage. This suggested that there was a trade-off between

work and leisure, a balancing of the gains to be achieved

from goods and services that the money wage bought and the 
3

value of leisure to each individual.

Since the intersection of the aggregate demand and 

aggregate supply schedules determined the level of 

equilibrium employment, this necessarily had to be one of 

full employment. The classicists postulated two reasons for 

the full employment concept. First, they said that if
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unemployment persisted after equilibrium, it would be because 

workers were demanding wages exceeding their productivity 

increases. Therefore, this type of unemployment was 

voluntary. If lower wage rates were accepted, more employ

ment would be generated and the level of activity would
4

return to full employment. » •
The second reason for an equilibrium at full employment 

was the flexibility of prices. If a surplus of goods and 

services existed at a given level of prices, producers would 

merely lower prices and thereby stimulate demand. The 

converse ruled for the occurance of a shortage. In this 

sense, the economy would always proceed at a stable level of 

employment and output.

Because the classical economy stabilized at full employ

ment, interesting policy implications were suggested. In a 

broad sense, there are two reasons for possible government 

intervention, aside from the basic duties of maintaining law

and providing protection for the functioning of an orderly 
c

society. First, there may be market imperfections that would 

concentrate economic power in the hands of only a few. This 

being the case, the private sector of the economy might not 

function sufficiently to provide jobs for all members of the 

labor force seeking employment.

It seems though that the basic premises upon which 

classical theory rests denied an occurance of the above 

possibility. Competition was a normal characteristic of a 

society, and if this was a correct analysis of the situation,
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then state interference in economic activity was ruled out.

A second reason why the state might interfere would be to 

relieve the existence of a persistant level of frictional unemploy 

ment. The classists held, however, that a sustained level of 

involuntary employment was impossible. If the economy had an 

automatic tendency toward full employment, then there was no need 

for state aide on the grounds that employment levels were not 

sufficient. Appropriately then, laissez faire was the stabiliza

tion policy advocated by the classicists.

Because the economy alwasy remained at full employment, any 

increase in aggregate demand through government intervention had 

the effect of increasing the price level, while having no effect 

upon unemployment. Figure I illustrates this concept. Government 

intervention in the economy was not only unneeded, but the price 

instability it would cause was detrimental.

Classical thought dominated economics until the 1930's when 

the onset of the Great Depression raised serious questions 

concerning its theoretical basis. Until that time, the economy 

had never experienced such a deep and lasting depression. 

Consequently, the ideas of classical thought were never really 

tested. The Depression altered the "ful1-employment 

equilibrium" of the economy. For ten years serious unemploy

ment plagued the United States, and none could maintain that 

the economy tended toward a natural level of full employment.

This being the case, classical thought was abandoned as 

a method for regulating the functioning of a stabilized 

economy. While the basis of classical theory was being
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destroyed, an alternative theory emerged. This emergence took 

place in 1936 when John Maynard Keynes, an English economist, 

published his The General Theory of Empl oyment., Interest and 

Money, a writing which formed the intellectual foundation for 

modern employment theory.

The teaching of Keynes gained wide acceptance with the * •
onset of the Depression. Because many could find no explana

tion in Classical theory for the incessant unemployment of 

the time, economists searched for a theory which would both 

explain and provide a solution to the predicament. The 

General Theory provided that solution.

The characteristic feature of Keynes' work is the notion 

of full employment. Whereas classical theory asserted that 

an economy would necessarily function at full employment, 

Keynes postulated that equilibrium employment could exist 

below the level of full employment. He combined the Classical 

notion of upward wage-price flexibility at full employment 

with the assumption of rigid downward inflexibility of wages
Q

and prices at less than full employment. In effect, then, 

a surplus of workers could prevail at high money wage rates.

The Classicist solution to inflated money wage rates 

was the flexibility of wages and prices. But Keynes contended 

that the real world, confronted with big business monopoly 

power and strong union bargaining strength, did not display 

this flexibility, but instead, it exhibited wages and prices 

that were rather inflexible downward. Thus, failing to 

provide its own supply stimulus, the economy required a 

demand impetus to remedy it to full employment. The proper
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body to stimulate demand was found in government.

The success of government involvement in the economy

during the depression spurred the acceptance of Keynesian

theory. Subsequent economists expounded on his ideas, and so

the theory of a "managed economy" transpired. Rather than

allow the economy to function primarily on its own, these * •
economists believed that simple measures of fine tuning could 

9
sustain a level of full employment.

As illustrated in Figure II, the belief was that demand 

could stimulate employment, with no concurrent effect on the 

price level, until the economy reached the level of full 

employment.

The tools of economic management were manipulation of 

taxes and government spending, collectively termed "fiscal 

policy". Government could expand aggregate demand by 

increasing its purchases of goods and services or by cutting 

taxes and thereby decreasing the amounts it diverted from 

private spending. Increased aggregate demand would then 

stimulate employment and ma in tain a higher level of equilibrium 

output. Similarly, an economy suffering from too much demand, 

and therefore full employment wage-price inflation, would 

require an increase in taxes or decrease in government 

spending. The resultant abatement in aggregate demand would 

return the price level to its normal non-inflationary level.

The most prominent evidence of our government's conviction 

that it could effectively manage the economy is the Employment 

Act of 1946. Enjoining policy-makers to the tripartite goal
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of maintaining full employment, stable prices, and economic

growth. The Employment Act illustrated their belief that

full employment and price stability were not divergent goals.

Although full employment was not initially defined, the

Kennedy and Johnson administrations later established four 
11

percent as a level best characterizing fdll employment.

The Kennedy administration, in an effort to achieve

full employment, attempted to stimulate the economy through a 

tax cutting experiment. The 1964 tax cut, as it was called, 

was in fact not implemented until after the Kennedy 

assasination. The cut seemed to be an unexpected success, 

being one of the first tests of Keynesian policy.

"In the eyes of many economists, the 1964 tax 
cut was a watershed event, as it seemed to demon
strate quite conclusively that tax cuts could be 
used successfully to move the economy out of a 
sluggish state and toward full employment. The 
1964 11 exper i men t1 also was taken as proof of the 
public acceptance of one of the key ideas of 
Keynesian economics, namely, that through fiscal 
policy the government could affect aggregate 
demand and thereby, the general level of economic 
activity, especially the employment level."iZ 

Following World War II, the United States economy

experienced mild rates of inflation, which was an expected 

result of demand stimulating policies. But as time progressed, 

inflation began to increase, without a concurrent decrease in 

unemployment. This contradicted the Keynesian tenet of 

price stability until full employment, and implied a trade

off relationship instead. Consequently, economists looked 

for a theory to account for this phenomenon.



CHAPTER II

THE PHILLIPS CURVE THEORY

In 1958, A.W. Phillips of the London School of Economics, 

published the results of his study on the relationship 

between unemployment and money wage increases in England 

during the years 1861 through 1957. By fitting an empirical 

curve to a scatter diagram, he posited an inverse, curvilinear 

relationship between the two variables. In effect, he 

concluded that as the level of unemployment decreased, money 

wages would necessarily rise. Figure III portrays Phillips' 

original relationship.

The nature of this phenomenon appears quite basic. Its 

foundation is essentially a labor demand theory. When the 

demand for labor is high, and consequently there are few 

unemployed, employers will bid up wage rates in order to lure 

workers from leisure activities and subsequent areas of 

employment. Additionally, as the level of employment 

intensifies, frictional unemployment factors exert a greater 

influence on the price level. These two factors imply that 

a low level of unemployment necessitates inflated wage rates. 

The curvilinear relationship is a result of the effect of 

an increasing demand operating on a relatively fixed supply, 

and as Phillips explained:

1 2
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"...it appears that workers are reluctant 
to offer their services at less than the prevail
ing rates when the demand for labour is low and 
unemployment is high so that wage rates fall only 
very slowly. The relationship between unemployment 
and the rate of change of wage rates is therefore 
likely to be highly non-linear."13

The Phillips Curve was acclaimed as a universal phenomenon

Each country would exhibit a unique "natural" rate of • ■
unemployment consistent with its market structure, and thus

the curve would be rightward or leftward biased. Phillips

concluded that money wage stability in England would be

achieved with a five percent level of unemployment. A

2.5 percent unemployment rate could be achieved with only a

2-3 percent increase in wages.14 Subsequent studies with

the U.S. economy indicated that much higher rates of inflation 
1 5were consistent with low rates of unemployment.

Other economists incorporated formal statistical methods

into the theory. Richard Lipsey, a British economist, 

applied reggression analysis to Phillips' data to derive:

W=0.44 + 0.023 U"1 + 12.52 U"2

Where: W=the rate of change of money wages
U=the current unemployment rate

?
A coefficient of determination (R ) of 0.64 was obtained, 

indicating that nearly two-thirds of the variance in money 

wages was explained by the level of recent unemployment.

Adding variables to more precisely define wage movements 

resulted in:

W=0.74 + 0.43 U"1 + 11.18 U’4 + 0.038 U + 0.69 P

Where: U=the percentage change in unemployment from the
preceding year

P=The percentage change in consumer prices from 
the preceding year
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In this instance R was 0.91, suggesting a strong relationship

between the variables. But it is important to note that the 
2

P term alone possessed an R of 0.75, indicating that prices 
1 6alone could have accounted for much of the change in wages.

Today's familiar Phillips Curve is an adaptation of the

original. It posits the relationship between unemployment • •
and the general price level. Economists redesigned the 

wage-unemployment relationship by assuming that the rate of 

change in prices was the difference between the change in 

wage rates and the constant productivity trend.The new 

unemployment-inflation relationship would thus be located 

a distance of the trend rate in productivity below the 

former wage-unemployment curve, as illustrated in Figure IV.

Contrary to the Keynesian premise that price stability 

occurred until full employment, the Phillips Curve implied 

that a trade-off relationship existed. Thus a reduction in 

unemployment, when at a level close to full employment, could 

be "purchased" only be enduring an increase in the price 

level. The curve offered policymakers a "menu" of choices 

between unemp1oyment and inflation. The optimal choice 

would be derived from a perception of the social cost of 

each alternative. If the public desired low unemployment 

rates, policy-makers could implement expansionary stabiliza

tion policies to stimulate the economy toward full employment, 

while at the same time allowing the wage-price level to rise. 

To put it simply, the "payment" for low unemployment was

i nf1ati on.
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Policymakers have implemented stabilization policy,

relying upon the trade-off concept, by employing a mix of

monetary and fiscal policies. Recently, fiscal policies have

been de-emphasized as a measure of increasing employment.

This has occurred because there is an extensive lag between

policy implementation and policy effectiveness. Also,

fiscal policies are more difficult to implement than their

monetary counterparts, due to the fact that the former are 
1 Rnot as politically feasible.

Monetary policy, then, has been emphasized recently

because of greater public acceptance. An increase in taxes

could cause serious resentment among the public, whereas

an increase in interest rates, because it indirectly

affects the real sector, is less discernable.

"There is no subtler, no surer means of 
overturning the existing basis of society than 
to debauch the currency. The process engages 
all the hidden forces of economic law on the 
side of destruction and does it in a manner 
which not one man in a million is able to 
diagnose."‘9

To portray the progression of stabilization policy, we 

embark on a short discussion of monetary policy for the 

period 1965-1974. The inflationary times of late have been 

linked by many with the maladministration of monetary policy, 

specifically excessive money supply growth.20 Because of the 

subtle nature of monetary policy, inflation "snuck up" on 

the economy, and once this occurred it became difficult to 

curtail. The 1965-1974 period of rising prices was 

characterized by rapid growth rates of both M^ and M2
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(M-| is the sum of all currency in circulation plus demand 

deposits, while M2 is M-| plus time and saving deposits at 

commercial banks). Over the twelve years from 1963 through 

1975, aggregate demand, as measured by money G.N.P. tended 

to grow in the same proportion as From 1963 through 1970

1^2 grew at an average yearly rate of seven percent and from 

1970 through 1974 this growth rate had increased to ten 

percent. It was these rapid money growth rates that provoked 

aggregate demand to grow at accelerating rates and stimulated 

prices accordingly.^

Substantial growth in aggregate demand would not have 

been inflationary had aggregate supply increased with the 

same vigor during the corresponding time. This however, was 

not the case. From 1965 through 1975 aggregate supply 

increased by an average of four percent a year, while money 

aggregate demand increased by a yearly average of eight 

percent. Therefore, to equate aggregate demand with 

aggregate supply, prices had to rise by an average of four 

percent. Although the average annual inflation rate was 

four percent, many of the latter years were characterized 

by higher than average rates. In fact by 1974, the annual 

inflation rate had grown into the two digit range.

Regulation of the money supply is both a controversial 

and difficult area. Money supply is controlled through the 

Federal Reserve, the monetary authority. Acting in this 

capacity, the Federal Reserve buys and sells government 

securities to increase or decrease the money supply. If,
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for example, the Fed purchases government securities, demand 

for securities increases. This in turn raises security 

prices, lowering their yield. When this happens the quantity 

of reserves available to banks is increased, which increases 

availability of credit to customers, and finally augments 

the money supply. Since increases in money supply induce 

inflation, decreases in the money supply should subdue it.

The problem is that the rate of money expansion is influenced 

by several factors outside of the Federal Reserve control.

First, the Fed has no control over the independent 

decisions of persons to hold more or less money. When 

people decide to hold less money and currency is exchanged 

for deposits, reserves increase and credit availability 

increases, which in turn increases the money supply. If, 

on the other hand, the aggregate desire is to exchange 

deposits for money, reserves decrease and banks may have to 

call in loans to meet the reserve requirements. This 

naturally decreases the money supply. All of these 

transactions occur in the absence of Federal Reserve

influence.

The Fed also has no control over the reasons for which 
24banks must maintain a given amount of reserves. Banks 

generally tend to hold reserves for purposes other than 

demand deposit liabilities. For example, banks retain reserves 

for interest-bearing assets, time, and saving certificates.

The reserve requirements for these deposit liabilities are

somewhat lower than those for demand deposits. A given
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amount of required reserves then supports a combination of 

demand deposit liabilities and time saving certificates.

If there is an increase in time deposit liabilities, 

accompanied by a decrease in demand deposits, credit avail

ability rises, increasing the money supply accordingly.

In addition to the fact that there are money expansion 

factors outside of their control, the Federal Reserve has 

been under political influence to keep money supply 

growing.25 Because a large fiscal debt existed throughout 

most of the 1965-1975 decade, the government became an 

important participant in the debtor's arena. When govern

ment becomes a heavy borrower, it squeezes out private 

borrowing. Due to the fact that this was occuring from 

1965-1975, monetary policy had to compensate by increasing 

money growth to absorb the resultant increased demand for 

1 oanable funds.

As a consequence of the heavy borrowing to finance a 

huge fiscal debt (which stood at about $25 billion in 1968), 

the Fed was under yet another type of political pressure to 

keep the interest rate down.If the interest rates were 

low, the interest payments for the government would in turn 

be lower, and thus the large fiscal debt would be less notice 

able by the public.

Even though there were several reasons for excessive

money supply expansion, the Fed did attempt to curtail

inflation. In 1966, as the Fed made an effort to subdue 
2 7inflationary pressure, a recession materialized. As
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interest rates began to rise, the first noticeable signs were

within the output sector; prices seemed to remain constant

while unemployment was on the rise. People panicked, which

in turn compelled the Federal government to pressure the

monetary authority to return to expansionary policies.

Succumbing to the urgency of the government, the monetary

authority began once again to purchase government securities

and consequently interest rates fell. However, instead of

returning to the level of inflation that prevailed prior to

the implementation of contractionary policy, the reversal

lead to substantially higher inflation rates. The same 
2 9effect occurred during 1970 and once again in 1974.

During 1974 an occurrance inconsistent with Phillips

Curve theory began to materialize. The economy was

experiencing high levels of unemployment as well as high 

inflation rates. Because unemployment was accompanied by 

high levels of inflation, the government, as well as the 

public, began to question the Phillips Curve relationship.

The original trade-off did not seem to hold at all, and they 

began to seriously doubt the existance of any kind of trade

off. This in turn spurred investigation in the postulation 

of several alternative theories concerning the inflation- 

employment phenomenon. Figure V depicts the low correlation 

between unemployment and inflation that seemed to arise in 

the early 1970's.
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CHAPTER III

ALTERNATIVES TO THE PHILLIPS CURVE

Numerous theories have been postulated to explain the 

upward shift in unemployment and price figures. Two such 

theories are the "accelerationist" and the "rational 

expectations" views. Whereas the accelerationist view 

contends that a short-run Phillips Curve may exist but that 

a long-run curve does not, the rational expectations view 

alleges that neither a short nor a long-run curve prevail.

In either case, stabilization policy is viewed as a detri

mental influence.

An explanation of the accelerationist theory is quite 

simple, and can be aided by the use of Figure VI. The 

vertical line V indicates the long-run Phillips Curve, 

which passes through the point of natural unemployment; 

where expected inflation equals the actual rate and the wage 

rate is at equilibrium. Any governmental effort to reduce 

the natural rate of unemployment (through demand stimuli) 

will initially increase employment, as producers perceive a 

heightened demand for their outputs and thereby enlarge 

their inputs. This results in a reduction of the unemploy

ment rate from Uq to U-| . But an immediate effect of an 

increase in demand for inputs is an increase in factor

23
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prices, due to demand pressure on a supply that is relatively

fixed in the short-run. This prompts producers to raise

prices, thus moving from price level to . The resultant

reduction in profits and real earnings prompts employers to

reduce employment and employees to press for reinstatement

of their real wage (adding more cost-push pressure to * ■

prices). In the long-run unemployment has remained

unaffected, yet the price level is higher, as indicated by
. . r 30 point C.

While governmental stabilization policy exerted a short- 

run influence on the level of unemployment, the long-term 

effect was of a destabilizing nature. In fact, additional 

efforts to stimulate employment will require an accelerating 

rate of inflation, as producers come to expect price rises 

and thus revise their input responses to a perceived demand . 

Any further attempt to stimulate employment will have less of 

an effect on unemployment (as indicated by in Figure VI) 

with identical increases in prices.

What are the stabilization policy implications?

Primarily, government should practice a hands-off approach

to stabilization policy. As Milton Friedman contends,

government should allow the economy to operate at its own

full employment level by providing a stable money supply

growth. In this manner both employment growth and price 
31stability will reign.

Contrary to the accelerationists contention that a short- 

run Phillips Curve may exist, the rational expectations view
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maintains that no trade-off will exist between inflation and 

unemployment. As a result, government action will be totally 

ineffective on economic activity.

The foundation of the rational expectations theory is

the rationality of man and his ability to perceive and

compensate for economic variances. It asserts that individuals 
• •

will tend to exploit all the pertinent information about

the inflationary process, will learn the causes of inflationary

surprises, and that eventually all predictable elements

influencing the rate of inflation will become known and

fully understood. This implies that price expectations will

always be correct and the economy will always be at its 
32long-run equilibrium level of employment.

This has radical policy implications. Since governmental 

economic policies are primarily systematic in nature; that is, 

they rely on acting upon feedback from the economy, any action 

and its effect on inflation will be totally expected. Thus, 

the policies can have no effect no variables such as the 

level of unemployment. This theory has, in essence, returned 

to the classical notion of a vertical trade-off between 

inflation and unemployment at a level of natural full

employmen t.

Many economists who adhere to the Phillips Curve theory 

explain the recent unemployment levels and inflation rates 

as a consequence of a maturing economy. Thus the curve has 

been said to have shifted rightward. In effect, they postu

late that the natural rate of unemployment has increased.
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Labor mobility factors, such as the time necessary to train 

skilled technicians, worsen as an economy becomes technology 

oriented. Unemployment therefore may be the price of 

progress:

"A highly static rigid economy may have a 
fixed place for everyone where as a dynamic, 
highly progressive economy, which offers ever- 
changing opportunities and fosters flexibility, 
may have a high natural rate of unemployment. J 

These alternative theories have attempted to explain the

breakdown of the Phillips Curve on a theoretical basis. But 

the aspect they have failed to account for is the dynamic 

structure of the market and labor force. If the measurements 

of inflation and unemployment have varied, while our defini

tions have remained constant, then this might explain the 

invalidity of the Phillips Curve. *Dr. Bruce Finnie approached 

his re-evaluation of the Phillips Curve from this perspective: 

by restructuring employment figures to reflect changes in the 

labor market.

*Dr. Bruce Finnie is an independent published economist working 
in the areas of economic consulting and forecasting in Helena, 
Montana.



CHAPTER IV

A RE-EVALUATION OF THE PHILLIPS CURVE:

THE FINNIE EXPERIMENT
• •

A prodigious amount of information has been generated 

lately concerning the validity of present unemployment 

figures. Specifically, many argue that today's unemploy

ment figures are inflated, and thus our concept of the 

seriousness of recent unemployment is greatly distorted.

If this is the case, then the relationship between unemploy

ment and inflation will also suffer from this distortion.

To verify this contention, we will examine the accuracy of 

unemployment figures.

Every month the Bureau of the Census conducts the

Current Population Survey to calculate employment figures.

Approximately 47,000 households are polled, and every person

sixteen years of age or older, in the civilian, noninstitu-

tional population is classified as employed, unemployed, or

not in the labor force. A person who during the previous

survey week did any work for which he was paid is classified

as "employed". One is considered "unemployed" if he did not

work at all during the survey, was available for work, and

actively tried to find work during the previous four weeks.
34All others are labeled "not in the labor force".

28
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Traditionally, unemployment figures have been viewed 

as an index of economic demand. Indeed, up until the 1960's, 

the composition of the labor force remained fairly stable, 

and unemployment primarily signaled an economic downturn.

But in subsequent years, demographic and labor changes have 

transformed the economy to such an extend that this may no 

longer be valid. Specifically, the large influx of both 

women and teenagers into the labor force, coupled with 

labor attitudes have inflated the aggregate unemployment 

figure.

The last two decades have witnessed the emergence of 

the two income household. Whether compelled through infla

tion or promoted as a means to "fulfillment", women have 

entered the labor force at historical rates. From a 

participation rate of 36.7 percent in 1960 their ranks have 

grown to a projected 51.5 percent in 1990. This compares

with a 81.2 percent participation rate for men in 1960 which 
35decreases to a projected 77.8 percent in 1990.

The result of this influx of women has been to put 

upward pressure on unemployment figures. Female employment 

has occurred primarily in the service sector of the economy, 

which has been characterized by a higher unemployment, 

probably resulting from entrance and exit due to family 

responsibilities. Table 1 compares female unemployment 

rates to those of males.

Teenage participation has exhibited a significant effect 

on unemployment rates. The "baby-boom" that began in the
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late 1940's and peaked at the end of the 1950's, matured in

the early 1970's and entered the labor force. This hugh

influx, of a group that traditionally has exhibited a higher

rate of unemployment, necessarily inflated the composite rate

of unemployment. Table I illustrates teenage unemployment

rates and their percentage of the labor force.» •
A number of reasons can be presented for these high

teenage rates. First, the economy is slow to absorb this

age group. Without training or knowledge of labor markets

many teenagers are forced to devote greater time to job

searching. Second, this group has low job attachment.

Finally, movements between school and employment for the age

group tends to inflate the level of unemployment. School

is the major activity for twenty-three percent of those in

the sixteen to twenty-one age group. Many of these 
3 6

intersperse periods of employment.

To the extend that the factors of teenage unemployment 

have influenced the composite figure, our definition of a 

"full employment" level should be revised. Unemployment is 

an unfortunate characteristic of this age group. There 

appears to be little that can be done to alleviate it, for

government spending will primarily affect other age groups-----

perhaps ones that are already enjoying full employment.37

An additional factor which has tended to inflate 

unemployment figures is the changing nature of unemployment; 

most notably the increased duration of unemployment. In 1962 

the average duration of unemployment was approximately two



32
3 8weeks. In 1978 that figure had expanded to 11.9 weeks.

Whether a result of more favorable benefits or a desire for

increased leisure, the resultant rise in unemployment

figures must be recognized or accepted. For with a return to

previous duration levels, the unemployment figure would be

significantly lower.

"Any reduction in the mean duration of 
unemployment would lower the average unemploy
ment rate. A fall of one month in the average 
duration of unemployment would lower the 
unemployment rate from 4.5% to less than 3%.
Even a two week reduction would reduce the 
unemployment rate by 0.75%.1,39

Apart from the above inconsistencies in the formulation 

of unemployment figures, the association of unemployment as 

an indicator of economic demand has some conceptual problems. 

Theoretically, a large level of unemployment can occur at a 

high level of economic activity. People may be induced to 

change jobs or re-enter the labor force (who were previously 

discouraged, and consequently listed as "not in the labor 

force") as a result of favorable employment opportunites.

In this respect an employment rate rather than an unemploy

ment rate is a more refined indicator of economic activity:

"To the extent that persons leave the labor
force during economic decline-----that is, lose
their jobs and do not seek others-----the reduction
in employment will exceed the increase in unemploy
ment. Similarly if there is a rapid growth in the 
labor force during the expansionary phase of the
business cycle, employment will decline-----that is,
persons enter and re-enter the job market at the 
same time that many job losers return to work."

To account for structural changes in today's marketplace,

Dr. Finnie theorized an unemployment index which would
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accurately reflect the dynamic nature of employment. Not 

only did he believe that the evolving composition of the labor 

force had affected employment figures, but also that recent 

declines in productivity and average hours of work have 

exerted a distorting influence. In effect, today's defini

tion of an "employed" person varies greatly from the

traditional definition.

In the Finnie-Employment equation, a population based 

unemployment figure was derived to account for compositional 

changes in the labor force. The fraction E/P, or persons 

employed divided by population, was chosen as an accurate 

index of economic demand. Thus a high level of economic 

demand would logically induce a larger percentage of the 

population to enter the work force. This larger fraction 

would presumably exert inflationary pressure on prices due 

to labor competition and immobility factors. It is important 

to note that this figure emphasizes the fraction employed 

as an index of economic activity rather than the fraction 

unable to find employment. Figure VII depicts the

progression of the E/P equation during the years 1960-1980.

The upward trend signifies the increase in the percentage of 

the population considered as employed. Notice also the 

slight lagged relationship between a recessionary period and 

E/P. This emphasizes the validity of the figure as an 

index of economic demand.

The rate of productivity growth determines the magnitude
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of wage increases that can be absorbed with no inflationary 

effects. It is also the major component in determining 

income expansion in an economy. The first two decades 

following World War II, the United States enjoyed an output 

growth of over two percent per year.^l But since the early 

1960's, we have suffered a declining rate, and even a nega

tive growth for the previous two years. This exerts 

inflationary pressure from both a capital formation 

perspective and as a means to temper the cost effects of 

wage increases. Figure VIII demonstrates the declining 

productivity rates over the period 1960-1980.

Dr. Finnie believed that the declining rate of productivity 

had been another distorting influence on the unemployment 

figures. In order to compensate for this, a simple productivity 

index was devised. Multiplied by the productivity index, the 

employment figure (E/P) would correctly reflect the changing 

nature of a person termed "employed".

The average hours worked has steadily declined in the

United States over the past decade. This is primarily due

to the shift from a basic industry oriented economy to a

service oriented one. Hours worked averaged 38.43 per week

for 1960-1969 and appeared relatively stable throughout the

period. But 1969-1980 exhibited a rate of decline of 7.8 
42

percent go 36.46 per week. The effect of this reduction 

is to distort the concept of an "employed" person. Using an 

hours index with employment figures compensates for this 

distortion on employment figures.



TREND OF OUTPUT/MAN HOUR (1960-1980) FIGURE VIII
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The Finnie-Employment equation utilizes the concepts of 

the employment-population ratio, productivity index and 

average hours index to arrive at a suitable unemployment 

equation that reflects the dynamic labor market. In algebraic 

terms:

U=l-[e (A.H.W. )(Prod.)jP]

Where: E=total employment, as calculated by the Bureau
of Labor Statistics

P = the total non-institutionalized population 
(A.H.W.)=an average hours worked index for

private non-agricultural payrolls (calculated 
as A.H.W. /I 00)

yr x
(Prod.)=a productivity index for private business

(calculated as Productivity /100) 
yr x

We gathered data on a quarterly basis from 1960-1980 for 

these variables and applied this information to the Finnie- 

Employment equation. At that time, we calculated seven lag 

structures (beginning with a one year lag, and progressing 

on a quarterly basis to two years) to account for the time 

between initial stimulus and composite market effect.

Finally, a one and one-half year lag was determined to 

display the closest fit. The results are plotted in Figure IX

By redefining employment variables we have returned to 

the original Phillips Curve relationship. Thus a definite 

relationship appears to have existed between unemployment 

and inflation during the previous two decades. But this

evidence alone is not sufficient to account for the recent

levels and continuance of inflation. The curve illustrates 

the relationship between the variables, but does not indicate 

the cause of either one. The Phillips Curve essentially
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illustrates a cost-push aspect of inflation: an increased

fraction of employed causing an increase in wages, and

thereby price inflation. This factor alone will not sustain

price increases. Theoretically, expansion in one sector will

cause reduction in other sectors, and overall price

stability will reign. A demand component must be an

impetus to sustain continued inflation:

"An inflationary process may begin on the 
supply side, but it will not long persist unless 
there is an increase in demand. For example, an 
autonomous rise in wage rates will raise prices 
in the absence of any increase in demand. For a 
cost-push inflation so initiated to be sustained, 
however, one wage increase must be piled on top 
of another; but in the absence of an increase in 
demand and in the level of money income, this 
would mean ever smaller production and ever greater 
unemployment. Sooner or later this must limit any 
inflationary process that depends on changes on the 
supply side alone."43

Since cost-push forces can produce a reduction in output and 

employment, it is likely that decision-makers will intervene 

to support employment and output, even if the result is an 

inflationary process that cost-push forces alone could not 

bring about.

Many economists believe the growth of the money supply 

has been the stimulus for continuing inflation in the United 

States. Since the mid-1960's, the percentage change in the 

money supply has consistently outpaced real growth in G.N.P. 

This generates the problem of demand-pull inflation, or "too 

much money chasing too few goods". Figure X depicts the 

growth in the money supply, as defined by M^, versus the change

in real G.N.P.



% chary in Mi vs 
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With a larger growth in money than in real output it is 

logical to assume that price rises should be positively 

correlated with money growth. For the test period 1960-1980, 

this appears to be the case, as illustrated in Figure XI.

Again we applied seven lag structures to the data and deter

mined that a two year lag demonstrated the best fit.» •
Dr. Finnie believed that the money supply component, 

coupled with the adjusted employment equation, would explain 

the demand pressures on the price level and could also serve 

as an inf1 ation-predicting equation. This combines both a 

cost-push segment with a demand-pull one to arrive at a 

composite figure. Using regression analysis on the quarterly 

data for the years 1960-1980, we calculated the following 

equation:

In P=-2.08982+.73298(In Ms )-15.61512 In(l-E/P adj.t -.31945(dummy)

Where: Ms £=Money Supply (M-j) for period two years prior

(1-E/P adj.)=the adjusted employment equation for 1^ years prior 
t-1.5

Dummy=A dummy variable to compensate for wage and price 
control years 1971-1973.

*A log function was employed to allow for a curvilinear relationship

*(t-1.5) indicates a 1^ year lag, and (t-2) indicates a 2 year lag

The coefficient of determination of 0.942 was obtained,

indicating a very close correlation between the variables.

Figure XII depicts actual price changes versus figures 

derived using this inflation equation. Appendix 1 explains 

the derivation of calculated price changes.
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Since both cost and demand components of inflation 

exhibit a "lagged affect" on prices, this equation can be 

accurately utilized to predict short-term inflation. For an 

identical experiment in 1980, using yearly data rather than 

quarterly, we calculated an inflation rate of 13.4 percent.

At the same time (May, 1980), national economists were 

predicting a rate in excess of 18%. The actual rate of 

12.7 percent was within .7 percent of our estimate.

What are the implications of this study? First, the 

trade-off between unemployment and inflation does exist.

The recent distortion of the Phillips Curve can be 

rationalized by demographic and market changes. Thus 

government has the power to alter both unemployment and

inflation.

Secondly, the revised curve implies that policymakers 

can provide little relief for inflation in the short-run.

Since structural lags are in excess of one and one-half years, 

an official who inherits a severe rate of inflation is resigned 

to suffer from his predecessor's policy. While this does not 

deny the short-run effectiveness of all ameliorative 

measures, it contends that the primary inflationary 

influence, the expansion of the money supply, requires a 

significant amount of time to progress through the economy.

Another implication concerns the traditional definition 

of unemployment. In the course of our study we determined 

that the escalation in the unemployment rate was attributed 

primarily to demographic and structural changes. Thus our
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interpretation of a "full employment" level should be 

revised upward to reflect this. It also indicates that as 

factors like the "baby boom" bulge mature, upward pressure 

on the unemployment rate will gradually decrease.

Perhaps the most important implication is that growth 

in money supply is the primary impetus to our sustained 

inflation. Through persistent injections of money into the 

spending stream, the government has heightened consumer 

demand relative to supply, and thus prices have 

correspondingly risen. The government is able to directly 

influence the price level by manipulating money supply in 

accordance with public desires.



CONCLUSION

The nature of stabilization policy has varied considerably 

since the turn of the century. Classical•economists main

tained a laissez-faire attitude, based upon their assumption 

of a consistent full employment level, with price stability 

remaining if the economy were left to operate on its own.

In contrast, Keynesians postulated that the economy could be 

operating at levels other than full employment. The 

responsibility of maintaining full employment through the 

manipulation of demand was delineated to the government.

Price stability was maintained if employment was not 

stimulated above natural full employment rate.

The advent of the Phillips Curve supplemented Keynesian 

theory. Its premise of a trade-off between unemployment 

and inflation, towards low levels of unemployment, was used 

to explain the mild rates of post World War II inflation.

The curve offered policymakers a menu of choices between the 

alternatives of unemployment and inflation, the point of 

operation to be determined by society's concept of the social 

cost of each alternative.

Beginning in the 1970's, unemployment and inflation 

data began to suggest that the Phillips Curve theory was no 

longer relevant. The simultaneous existence of both inflation

46
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and unemployment was explained by numerous theories, such 

as the accelerationist and rational expectations models.

These theories, however, fail to account for demographic 

changes in the labor force which have transformed our 

traditional definition of unemployment.

Dr. Bruce Finnie approached his re-evaluation of the 

Phillips Cruve by developing an employment figure which 

would maintain a constant definition of unemployment and 

account for demographic changes. The employment-population 

ratio, coupled with a productivity index and hours worked 

index was the result of this attempt.

The revised Finnie-Employment equation displayed the 

original Phillips Curve relationship: that is a trade-off' 

between unemployment and inflation. When the demand 

component, money supply, was incorporated into this data, 

we determined that the recent levels of inflation could be 

explained by excessive monetary expansion.

Given that public sentiment has shifted toward 

reducing the level of inflation, the study seems to indi

cate two directions for stabilization policy. First, 

reductions of inflation can be attained through augmenting 

the level of product!vity. Programs which increase the 

savings rate and stimulate investment are generally advocated 

as a means to accomplish this objective.

The second direction for stabilization policy would be 

to maintain lower growth in the money supply. A program for 

a steady money supply growth, such as the one advocated by
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Milton Friedman, seems to be a viable alternative.

What can we expect from a stabilization policy designed

to temper inflation? We can expect a protracted recovery,

perhaps accompanied by extensive unemployment as the

economy adjusts from inflation-dependent sectors to others.

Any equilibrium level of unemployment consistent with price 
• •

stability would thus be greater than the level that exists 

now. This being the case, we must question whether the 

public won't temper its conception of the social cost of 

inflation, given its historic trepidations of unemployment.



APPENDIX 1

A TECHNICAL EXPLANATION OF THE INFLATION PREDICTOR

Using reggression analysis, the equation we obtained 

when incorporating the money supply component with the 

Finnie-Employment equation was:

lnp =-2.08982 + .73298 (InMs. 1-15.61512 (In 1-E/P adj )-.31945 (Dummy) 
t t-2 t-l.5 t

To illustrate the mechanics of this calculation, we will

process the estimated rate of inflation for 1965. First,

the money supply and employment variables must be determined.

Referring to Table 3, Ms^ calculated as 2.9 (the two

year lag is extracted by calculating the percentage change

between the average money supply in 1962 and the average of

1963, or 149.75 and 145.10). Similarly, from Table 4,

1-E/P adj is calculated as 0.881 (the 1^ year lag is
t-l . 5

extracted by averaging the data from 1962, quarter 3, through 

1963, quarter 2). The last variable, Dummy, is 0; as 

indicated in Table 5.

After obtaining these variables, it is a simple 

procedure to apply the log function and to insert these 

variables into the equation. For the year 1965 (year t) this 

equates to:

In p = .6689 
o r

p = 1.95

49
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This value compares to the actual 1965 inflation rate of 1.70 

With the above inflation equation, it is a simple

matter to calculate a short-term rate of inflation.

Incorporating the above procedure, the value we obtained 

for a 1981 inflation rate was 10.57%.



Table 2

CPI-All Items (%s)

Quarter

I II • III IV

1960 0.1 7 0.68 0.18 0.61
1961 0.03 0.03 0.41 0.22
1 962 0.22 0.44 0.34 0.22
1963 0.15 0.25 0.73 0.25
1964 0.25 0.23 0.35 0.40
1965 0.1 7 0.71 0.46 0.42
1966 0.81 1 .00 0.96 0.75
1967 0.20 0.68 5.10 -3.00
1968 1 .00 1.10 1 . 30 1 .20
1969 1.10 1 .73 1 .44 1 .40
1970 1 .50 1 .61 1 .10 1 .32
1971 0.76 1.14 1 .00 0.55
1972 -0.02 1 .63 0.91 0.90
1973 1 .40 2.20 2.10 2.40
1974 2.80 2.80 3.00 2.90
1975 1 .81 1 .60 2.13 1 .84
1976 0.72 1 .23 1 .60 1.12
1977 2.91 1 .00 1 .45 1.10
1978 1 .68 2.60 2.30 1 . 88
1 979 2.71 3.53 3.30 2.80
1980 3.83 3.60 — —
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Table 3

MONEY SUPPLY(M2)

Unadjusted For Seasonal Variation 

(Billions of Dollars)

Quarter
I II III IV

1960 143.7 141.57 142.73 146.03
1961 145.57 144.83 145.50 150.23
1962 149.93 148.67 148.03 152.37
1963 152.73 152.00 153.27 158.43
1964 158.30 157.27 159.73 165.70
1 965 165.43 164.17 165.97 172.90
1 966 174.13 173.83 173.13 177.57
1 967 177.56 178.10 181 .87 188.77
1968 189.27 190.80 194.57 202.77
1969 204.43 204.77 205.67 211.07
1970 210.90 211.87 214.23 221.17
1971 222.70 226.63 230.27 235.80
1972 237.63 240.93 245.87 255.70
1973 257.73 260.42 263.77 271.43
1974 272.57 275.20 277.80 285.20
1975 282.53 286.57 291.27 297.63
1976 296.40 301.57 304.60 314.30
1977 314.00 319.64 341.86 337.30
1978 340.53 349.40 356.57 365.33
1979 357.67 366.16 375.13 385.02
1980 386.77 386.70
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Table 4

1- E/P (Prod)(A.H.W.) 
100 100

Quarter

I II III IV

1960 . 892 . 890 .889 .889
1961 .889 . 889 .889 .886
1962 . 885 .884 .882 .881
1963 .880 . 879 .877 . 876
1964 .875 .873 .871 .870
1965 .868 .866 .865 . 863
1966 . 862 .861 .859 .859
1967 . 859 .859 .856 .855
1968 . 854 .853 .854 .852
1 969 . 851 . 849 .849 .849
1970 . 850 . 851 .851 .850
1971 .849 .849 .847 .844
1972 .841 . 839 .836 .836
1973 .833 . 832 .832 .832
1974 .833 . 836 .835 .837
1975 .840 . 840 .837 .835
1976 .831 .829 .828 .826
1977 .825 . 821 .821 .818
1978 .818 .815 .815 .814
1979 .81 3 . 816 .815 .815
1980 ,816 .820 — —
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Table 5

The Dummy Variable

1960
1961
1962
1 963
1964
1 965
1 966
1 967
1968
1 969
1970
1971
1972
1973
1 974
1975
1 976
1977
1978
1 979
1 980

0
0
0
0
0
0
0
0
0
0
0
1
1
5
0
0
0
0
0
0
0
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Table 6

Average Hours Worked (Private Non-Ag. Payroll)

Quarter

I II * III IV

1960 38.60 38.60 38.60 38.60
1961 38.62 38.65 38.68 38.70
1 962 38.72 38.75 38.78 38.80
1963 38.78 38.75 38.72 38.70
1 964 38.60 38.73 38.63 38.77
1965 38.93 38.83 38.70 38.77
1 966 38.77 38.63 38.50 38.40
1967 38.1 3 37.90 38.03 37.93
1968 37.87 37.80 37.83 37.67
1969 37.70 37.73 37.63 37.50
1970 37.37 37.13 37.03 36.93
1971 36.97 36.93 36.83 37.07
1972 37.10 37.10 37.20 37.20
1973 37.13 37.13 37.03 36.97
1974 36.80 36.57 36.60 36.33
1975 36.03 35.97 36.10 36.23
1976 36.30 36.17 36.07 36.20
1977 36.07 36.23 36.03 36.20
1978 35.73 35.96 35.83 35.87
1979 35.80 35.53 35.63 35.67
1980 35.50 35.13

55



Table 7

Productivity - Private Business

1960
1961
1 962
1963
1964
1965
1966
1967
1 968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980

Quarter

I II • III IV

76.98 77.54 78.66 79.22
69.78 80.34 81 .44 82.28
83.12 83.96 85.13 85.86
86.59 87.32 88.50 89.30
90.10 90.90 92.06 92.82
93.58 94.34 95.39 96.08
96.77 97.46 98.29 98.78
99.27 99.76 1 00.73 101.46

102.19 102.92 103.389 103.478
103.567 103.656 103.88 104.06
104.24 104.42 105.23 105.96
106.69 107.42 108.62 109.44
110.26 111.08 111.97 112.44
112.91 113.38 112.84 112.08
111.32 110.56 110.73 111.26
111.79 112.32 113.49 114.38
115.27 116.16 117.07 117.54
118.01 118.48 118.83 118.96
119.09 119.22 119.08 118.86
118.64 118.42 118.10 117.90
117.70 117.50
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Table 8

Emp 1

1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980

(in thousands: adjusted for seasonal variation)

Quarter

I II III IV

65213.33 66061.33 66023.67 65839.
65738.00 65605.33 65667.00 65966 .
66379.67 66576.67 66881.00 66969.
67149.00 67635.33 67995.67 68258.
68613.67 69401.67 69480.00 69710.
70187.67 70897.33 71369.33 71827.
72173.33 72594.00 73088.00 73656.
73572.00 74001.33 74713.67 75216.
75102.67 75950.00 76100.67 76498.
77166.33 77605.00 78153.00 78575.
78796.33 78622.33 78579.67 78543.
78508.33 78748.67 79264.67 79894.
80843.00 81449.33 81965.67 82466.
83297.00 84183.00 84625.00 85521.
85944.33 86043.33 86138.67 85577.
84391.67 84405.67 85028.33 85247.
86514.00 87500.67 87803.67 88133.
88998.33 90370.00 90809.00 92006.
93050.00 94244.00 94624.67 95594.
96425.33 96467.00 97230.67 97664.
97804.33 96893.00

67
67
33
00
33
00
67
33
67
33
33
67
33
00
33
33
00
33
00
67
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Table 9

Population

I

(in thousands)

Quarter

II • III IV

1960
1961
1962
1963
1 964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980

1 79590.33
182516.33 
185448.00
188204.33
190857.67
193385.33 
195686.00
197888.33 
199928.00 
201888.00
204004.33 
206237.00 
208198.00
209808.33
211309.67
212843.67 
214555.00
216143.33 
217840.00 
219830.00 
221860.00

180224.33
183220.33
186091.67 
188796.00
191452.67
193894.67 
196183.00
198368.67
200368.33 
202333.00
204510.67 
206728.00 
208567.00 
210158.00
211643.67 
213212.00
214885.33
216533.33 
218220.00 
220261.00 
222380.00

180951.33 
183964.00
186795.33
189499.67 
1 921 32.00
194530.67
196768.67 
198912.00
200899.67
202881.33 
205086.00 
207241.00
208995.67
210560.33 
212056.00
213733.33 
215300.00 
216990.00
218676.67 
202780.00

181788.67
184774.33
187564.33 
190255.00 
192839.00 
195188.00
197392.33
199488.67 
201459.00
203492.33
205699.33 
207792.00
209452.67
210981.33
212512.67 
214192.00 
215760.00
217473.33
219186.67 
221361.00
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Table 10

Actual vs Calculated 1Price Changes

Actual (P) Calculatea (p)

1963 1 .20 •1.29
1964 1 . 30 1 .46
1965 1 . 70 1 .95
1966 2.90 2.75
1 967 2.90 3.23
1 968 4.20 3.72
1969 5.40 3.67
1970 5.90 5.95
1 971 4.30 4.18
1972 3.30 3.09
1973 6.20 6.23
1974 11.00 8.86
1975 9.10 9.39
1976 5.80 6.18
1 977 6.50 6.14
1 978 7.70 8.23
1979 11.30 12.96
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APPENDIX 2

AN ANALYSIS OF DEBT AND ITS RELATIONSHIP TO INFLATION

In an effort to explain more fully recent high levels of 
44inflation, we examined various components of debt. These 

components ranged from consumer debt to corporate debt to 

government debt. Dr. Finnie believed that debt had a 

significant influence on inflation as an indication of our 

willingness to accelerate consumption in lieu of saving.

The existance of large fiscal debt has prompted public 

debate concerning its relationship to the currently high 

inflation rates. In fact recently it has been purported 

that the presence of substantial federal government debt is 

a leading cause of rising prices. This contention, 

however, seems to be contradictory to the results of our 

study. As evidenced by Figure XIII, government debt has 

been declining as a percentage of G.N.P. If debt has been 

declining, it should have relatively insignificant effects 

on recent inflationary trends.

Instead, it appears to be the non-federal portions of 

debt that have been on the rise. Specifically, state and 

local government debt and consumer debt areas. Figure XIV 

depicts the growth of short and intermediate consumer debt.

By incorporating eight different components, we
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constructed a per capita debt figure. From a beginning level 

of $25 per capita the figure has grown steadily to a 1980 

level of over $250 per person (in real terms). In spite 

of the fact that portions of total debt have been rising as 

a percent of 6.N.P., we could not determine that debt had a 

detrimental effect on inflation. By relating total debt 

per capita to a price index in Figure XV, we were able to 

determine that debt correlated only modestly with rising 

prices. Using regression analysis we could find no 

significant correlation.



ffercenf

GROSS FEDERAL GOVERNMENT DEBT AS A PERCENTAGE OF GNP FIGURE XIII
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% change, in Rnces

TOTAL PER CAPITA DEBT VS. CONSUMER PRICES FIGURE XV
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