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THE DESIGN OF FEDERAL EMPLOYVENT PROGRAMS:
AN ECONOMIC ANALl':S

ABSTRACT

Laurence S. Seidman

In recent years, Federal employment programs have been

proposed for three distinct purposes. First, they have been

offered to counter recession; second, to raise the earnings

of disadvantaged and low-skilled workers; and third, to re-

place welfare for household heads who are able to work. The

starting point for this dissertation is that each of these three

objectives must be analyzed separately, in order to determine

what kind of a Federal employment program - if any - is appro-

priately designed to help achieve the objective. Consequently,

the dissertation consists of three parts: "The Design of a

Federal Employment Program to Counter Recession," "The Design

of a Federal Employment Program in a Strategy to Raise Low

Earnings," and "The Design of a Federal Employment Program as

a Part of Welfare Reform." Each part will now be summarized

in turn.

"The Design of a Federal Employment Program to Counter

Recession" begins with the assertion that a new stabilization

instrument is needed to perform a limited, but important,

task. While recession should ultimately be countered by stand-

ard fiscal and monetary policy (as well as forces within the

private economy), what is needed is an instrument that can

quickly provide a short-term holding action when the downswing

begins. The alternative instruments are compared with an auto-

matic Federal employment program. The Federal employment pro-

gram is shown to be the most effective instrument for providing

this holding action.

An automatic Federal employment program, called the Anti-

Recession Program (ARP) is proposed. It builds on the current

Public Employment Program, but corrects its main weaknesses.
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Like PEP, ARP provides Federal grants to state and local govern-

ments to counter recession. Unlike PEP, ARP contains the fol-

lowing features. First, it has a genuine trigger that automati-

cally obligates funds whenever the national unemployment rises

above the trigger unemployment rate, without requiring either

authorization or appropriations by Congress. All discretionary

delays are therefore removed. Second, the level of funding

varies automatically with the level of unemployment. Funding

is changed quarterly, instead of annually, to keep pace with the

downswing. Third, the level of funding is made large enough to

maintain unemployment near the trigger rate in spite of the fall

in aggregate demand. The features of ARP are examined in de-

tail, and it is shown that during the 1970 recession, ARP could

have held the unemployment rate below 5.0% at an annual net

cost (including savings in unemployment compensation, and in-

creased taxes) of about $1 billion.

"The Design of a Federal Employment Program in a Strategy

to Raise Low Earnings" begins with the fact that low earnings

are caused by employment at a low wage, as much as by unemploy-

ment. In 1970, a fifth of all officially poor household heads -

two fifths of all poor heads who worked at all that year -

worked year-round (50-52 weeks), full-time, and yet were still

poor. A two-pronged strategy is therefore proposed. It con-

sists of raising and extending the Federal minimum wage to a

relatively high level (roughly $2.40 for the year 1973), and then

offsetting the unemployment effect of such a minimum wage by

inducing the creation of additional above-minimum wage jobs

through a Federal employment program. It is shown that such a

strategy compares well with alternative anti-poverty approaches,

provided thy: Federal employment program proves feasible. The

analysis concentrates on the feasibility of such a program.

The aim of the employment program is to induce regular

employers, public and/or private, to hire more non-supervisory

employees than they otherwise would, for a given level of de-

mand and therefore, inflationary pressure. This can be accom-

plished by a subsidy which lowers the wage paid by employers.

ii
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Any attempt to induce independent agents to do more of what they

are already doing must cope with the fundamental problem of

maintenance of effort. What is to prevent employers from simply

using Federal subsidies to pay for persons who would have been

employed anyway? Other issues that must be addressed are

closed vs. open-ended grants, substitution and lay-off bias

among employees private vs. public sector, direct vs. indirect

supervision, and subsidizing work vs. training. Current programs

are compared, and an alternative, call:A the Employment Incentive

Program (EIP) is proposed, with reservations. EIP should solve

most of these problems, but its ability to handle the mainten-

ance of effort problem, with its new maintenance of effort in-

dex, must be tested in further research, and actual experimen-

tation.

"The Design of a Guaranteed Job Opportunity as a Part of

Welfare Reform" examines the problems thet must be solved before

"workfare" can be substituted for welfare. Since concern for

inflation prevents the expansion of demand to achieve this ob-

jective, any guarantee proposal must first stow why it, too,

will not exacerbate inflation. It is argued that the guarantee

should rely primarily on regular jobs with public and private

employers, rather than on special projects or restricted jobs

with public employers. The latter should be limited to truly

last resort employment, because of their inevitably lower value

to the persons employed, and to society. Current programs and

promirent alternatives are analyzed. It is shown that the prob-

lems described in both Parts I and II will plague the guarantee,

and that both the Anti-Recession Program and the Employment In-

centive Program should therefor :. be the main instruments for

achieving the guarantee. Since the guarantee depends on EIP,

it too must be proposed with reservations.

iii
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INTRODUCTION

In the summer of 1971, Congress passed the Emergency Em-

ployment Act, authorizing the Public Employment Program. For

the first time since the New Deal, the Federal government ini-

tiated a major program of direct job creation. The Public Em-

ployment Program tried to combine two goals. Its first was to

counter the recession that had begun in the previous year, and

had lifted the national unemployment rate above 6%. Its second

was to provide job opportunities for disadvantaged persons.

Thus, the Emergency Employment Act expressed the view that the

Federal government could design a job creation program to counter

recession, and to assist those with low skills. As this is writ-

ten, in April 1974, it is uncertain whether the Public Employ-

ment Program will be phased out, continued, or expanded (its

recent history will be described shortly).

While the Emergency Employment Act restricted Federal graats

to public agents - state and local governments - the Federal

government had in recent years tried to ilduce the creation of

jobs for the disadvantaged in the private sector through two pro-

grams. In the last years of the Johnson Administration, Job

Opportunities in the Business Sector (JOBS) was launched. Under

JOBS, the Department of Labor would negotiate contracts with

businesses to train, on the job, and employ, disadvantaged persons.

While JOBS was partially a manpower training program, it was also

a job creation program. The Federal government attempted to in-

duce the creation of private sector jobs for disadvantaged persons.

The second job creation effort aimed at private employers

was the WIN tax credit, authorized by the Revenue Act of 1971.

Private employers were offered a tax credit equal to 20% of the

wage for employing welfare recipients who received training in

the Work Incentive Program (WIN). The tax credit was in effect

a Federal grant aimed at inducing private employers to offer

xv
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jobs to a particular disadvantaged group.

While these two objectives - countering recension and assist-

ing the disadvantaged - were fostering a set of employment pro-

grams, still a third objective spurred prorJsals for Federal job

creation. After reviewing President Nixon's welfare reform pro-

posal, the Family Assistance Plan, for over a year, the Senate

Finance Committee rejected the plan, and in the spring of 1972

instead offered an alternative. The title of its proposal was,

"A Guaranteed Job Opportunity." The Committee asserted that the

Federal government should guarantee a job opportunity to all eli-

gible heads of households, and this guarantee should replace wel-

fare for heads who were able to work. In the end, Congress

approved none of the plans before it, and the current system

continued. But efforts may be expected in the future to sub-

stitute an employment opportunity for welfare, for able bodied

household heads.

Thus, at least three distinct objectives have encouraged

the design of Federal employment programs in recent years: to

counter recession, to raise low earnings, and to guarantee a

job opportunity as a part of welfare reform. The purpose of

this study is to analyze the role of Federal employment programs

in pursuing each of these objectives.

Each objective must be treated separately. A program that

is well designed for one objective may be poorly designed for

another. Politically, it may be useful to combine more than one

goal, and program, into a single Act, as was done with the Public

Employment Program. Analytically, it is essential that each

goal be examined one at a time. The aim will then be to deter-

mine, for the goal at hand, what are the fundamental problems

that must be overcome. What are the advantages and disadvantages

of alternative designs?

The analysis will primarily be economic analysis. It will

focus on the economics of the design of Federal employment pro-

grams. This by no means implies that other aspects are unimpor-

tant. A division of labor is needed. For example, eligibility

criteria for the guaranteed job opportunity is a subject unto

xvi.
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itself. The specific institutional and adminstrative proce-

dures implied by each design require full treatment. Here, the

analysis will focus on whether the design for each objective is

economically sound. What is the economic efficiency of the ap-

proach? What is its effect on inflation? Why is a shift in

relative factor prices important? How should economic agents

be expected to respond to the incentives incorporated in the

design?

The focus on economic aspects does not mean that administra-

tive and practical implications will be ignored. Far from it.

Economic analysis is profoundly concerned with whether incen-

tives really work, whether production and employment are actually

called forth in practice.

This study will consist of three parts. The first is, "The

Design of a Federal Employment Program to Counter Recession."

The second is, "The Design of a Federal Employment Program in a

Strategy to Raise Low Earnings." The third is, "The Design of

a Guaranteed Job Opportunity as a Part of Welfare Reform."

In "The Design of a Federal Employment Program to Counter

Recession," the adequacy of current policy instruments is ques-

tioned. It is agreed that standard fiscal and monetary policy

are the proper means for eventually countering a fall in aggre-

gate demand. Yet these policy instruments almost invariably do

not act rapidly enough to prevent recession from occurring. The

Public Employment Program was passed by Congress, and signed by

the President, after the national unemployment rate had already

reached 6%, largely because it was regarded as the fastest way

to counter the high level of unemplorl.ent. What is needed is a

policy instrument that can perform a holding action, sustaining

employment until the private economy and/or standard fiscal and

monetary policy restore aggregate demand to a sufficient level.

The current Public Employment Pr.)gram takes a first step

towards providing this holding action. But its design has sev-

eral weaknesses. The analysis in Part I will examine the short-

comings of all current instruments for responding rapidly to

recession. In light of this analysis, an Anti-Recession Program

xvii
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will be proposed that builds on the current Public Employment

Program, but should correct its weaknesses. The design of this

proposed program will be carefully Lwiluated, and the performance

of such a program during the most recent recession will be ana-

lyzed.

In "The Design of a Federal Employment Program in a Strategy

to Raise Low Earnings," the analysis begins with the fact that

the data show that low earnings are caused by employment at a low

wage, as much as by unemployment. In 1970, a fifth of all offi-

cially poor household heads - 40% of all poor heads who worked at

all in 1970 - worked year-round (50-52 weeks), full-time, and yet

were still poor. Thus, the proper objective is not simply to re-

duce unemployment among the low-skilled, though this is certainly

important. The proper objective, more broadly defined, is to

raise low earnings, by raising the wages of those already em-

ployed full-time, as well as by reducing unemployment.

A two-pronged strategy to raise low earnings is proposed.

It consists of raising the Federal minimum wage to a relatively

high level (roughly $2.40 for the year 1973, instead of the actual

$1.60 minimum in 1973, or the $2.30 minimum in 1976 recently

signed by the President), and extending its coverage to nearly

all workers; and then offsetting the unemployment effect of such

a policy by creating additional above-minimum wage jobs through a

Federal employment program.

Whether this strategy is feasible depends on the practical

solution to a set of fundamental problems in the design of tht

Federal employment program. These issues include the main%etance

of effort problem, closed vs. open-ended grants, substitution and

lay-off bias among employees, private vs. public sector, direct

vs. indirect supervision, subsidizing work vs. training, and the

effect on inflation. After evaluating current proposals and pro-

grams, an alternative - the Employment Incentive Program (EIP) -

is proposed with reservations. The feasibility of EIP, and for

that matter, any other employment program with this objective,

will be shown to depend on whether a practical maintenance of ef-

fort index can be devised.

xviii

J(-*



It should also be stressed that if such a maintenance of

effort incex, and therefore the Federal employment program, proves

unfeasible, then the high minimum wage strategy is itself question-

able. A high and extensive minimum wage makes sense only if its

unemployment effect can be offset by a Federal employment program.

In "The Design of a Guarantees Job Opportunity as a Part

of Welfare Reform," the focus is on feasibility. The guarantee

has long been a popular ideal, but the ability to achieve it has

been widely doubted. The need to provide an actual guarantee

has arisen with new urgency in the context of welfare reform.

The reason is simple. Without a guarantee, it is impossible to

distinguish between those household heads who want a job but

cannot find one, and those who say they cannot find a job but

really do not want one, preferring welfare.

Any attempt to offer a guarantee must do so without generating

unacceptable inflationary pressure. The inflation constraint, and

its implications for the design of a guarantee, are analyzed.

There are several experiments now attempting to convert welfare

to "workfare" and there are several proposals describing the

design of a guarantee. Almost all of these envision the main

burden being borne by special work projects. In this analysis,

it is argued instead that economic and administrative efficiency,

and the economic welfare of those who become employed, call for

the main burden to be carried by regular producers, private and

public, and that special work projects should have a limited,

truly last resort role.

Current experiments and proposals for a guarantee are ana-

lyzed. They are found to have serious difficulties. As in

Part II, an alternative design is proposed, with reservations.

In fact, the reservations are identical to those in Part II,

since it is proposed that the Employment Incentive Program (EIP),

which was set forth in Part II, be the central instrument for im-

plementing the guarantee. The feasibility of this approach, or

any other guarantee effort, rests on the ability to devise a

workable maintenance of effort index.

xix
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PART I

THE DESIGN OF A FEDERAL EMPLOYMENT PROGRAM

TO COUNTER RECESSION
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Chapter 1

A COMPARISON OF ALTERNATIVE INSTRUMENTS

FOR COUNTERING RECESSION

Before analyzing the design of an automatic Federal Employ-

ment Program, the justification for such a policy instrument must

be set out. There is broad agreement that standard fiscal and

monetary policy - the level of tax rates, government spending,

and the money supply - are the appropriate instruments for even-

tually restoring aggregate demand, thus countering recession.

Yet it is also agreed that these instruments do not operate

rapidly enough to prevent an initial burst of unemployment, which

then lasts a significant period of time.

It will be argued in this section that what is needed is

a policy instrument that can engage in a short-term holding

action, until the standard tools of macroeconomic policy, as well

as forces in the private economy, can come into play, and ul-

timately overcome the recession. Thus, the assertion in this

section is not that a new instrument should replace standard

fiscal and monetary policy; but rather, that a new automatic in-

strument is needed to provide the short-term holding action.

That instrument is an automatic Federal Employment Program, and

the burden of this section is to compare it to standard instru-

ments, and alternative instruments, and to justify its use for

the limited objective of providing a short-term holding action

in a period of rising unemployment.

A. POLITICAL OBSTACLES TO THE ENkECTIVE USE OF TAX RATES

Ideally, tax rates, rather than government spending, should

be used for stabilization. In his well known approach to the

functions of the public sector, Musgrave lists allocation, dis-



tribution, and stabilization. He argues that government spending

should be determined by the allocation and distribution functions.

Under the assumption that resources will be fully employed, govern-

ment spending should be set to achieve the proper allocation be-

tween public and private sectors, and the desired distribution

of income through transfer payments. Then full employment should

be achieved by appropriately setting tax rates. He argues as

follows:

Now take the relationship between consider-
ations of allocation and stabilization. In

times of unemployment when expansion of aggre-
gate demand is needed, an increase in govern-
ment expenditure is often proposed as a remedy.
Similarly, at times of inflation, when demand
is to be restricted, a case is made for a re-
duction in such expenditure.

While it is proper for social goods to
share in a general expansion or restriction of
expenditures, there is no reason why they should
account for the entire or major part of the
change. As we have seen, the stabilizing ad-
justment can also be made through increase or
reduction in taxes, or reduction or increase in
transfers, while leaving the provision for so-
cial goods (appropriate at full employment le-
vels) unaffected.

Mixing the issues leads to an oversupply of
social goods or to wasteful public expenditures
when expansion is needed; and to a corresponding-
ly wasteful undersupply when restriction is
called for.1

Walter Heller, Chairman of the Council of Economic Advisors

under Kennedy, echoes the same view:

. . . the principles of efficient resource al-
location and management call for the development
of government programs to accord with basic citi-
zen preferences as between public and private
sectors, rather than their use as stop and go
instruments of stabilization policy.2

1. Musgrave and Musgrave [25], p. 20.

2. Heller [18], p. 96.



Yet in spite of their theoretical advantage, tax rates

have proved highly inflexible in practice. The Kennedy Ad-

ministration came into power, committed to reducing unem-

ployment and fostering economic growth. Yet even when the

President became convinced that a major stimulus was needed,

a proposal for a tax cut was carefully weighed for a con-

siderable period. Once it was actually proposed, considerable

time passed before the proposal was finally enacted in 1964.3

If these delays were caused primarily by lack of under-

standing of economics, then optimism might be warranted. As

Congress learned more about economics, it would speed up

the process, and enact quick tax cuts when a major stimulus

was needed. Unfortunately, the cause of the delay lies

elsewhere.

First, there was lack of agreement 'within the Administra-

tion over how to stimulate the economy. Galbraith, among others,

argued for increased public expenditure, instead of a tax cut.

For those who believed that too few resources were allocated to

the public sector, here was a chance to combine improved allo-

cation with stabilization. The President had to weigh, not sim-

ply the merits of the two approaches, but the political support

eazqi would generate. The'Administration recognized that, on the

one hand, the AFL-CIO favored government spending, while on the

other hand, business preferred the tax cut,

Second, a major piece of tax legislation could not be rushed

through Congress. Constituents are concerned about tax rates.

Every taxpayer is affected by such changes. For a sizable num-

ber, setting tax rates is the most important task Congress per-

forms. Every Congressman and Senator knows he will be held

accountable for tax rate changes. Thus, a major tax rate change

is inevitably weighed carefully.

3. Heller [18], p. 34.
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Third, any piece of major legislation will tend to be de-

layed because political support must always be bargained for.

Legislators who seek support for their own high briority pro-

jects will hold out, promising their support only in return for

support for their own priority. Even if there were broad support

for a tax rate change, such bargaining would almost always de-

lay passage.

Because of these fundamental problems of discretionary tax

rate changes, many economists have proposed new procedures for

rapid tax changes. Presidents Kennedy, Johnson, and Nixon have

all made such proposals - thus far without any success. Heller

writes:

Most important, we need to develop stream-
lined procedures that can deliver tax changes
in a hurry. We need to nress the search for
shortcuts that are consistent with the congres-
sional prerogative in revenue matters. Presi-
dent Kennedy in 1962 asked for standby Presiden-
tial authority, subject to Congressional veto,
to make quick temporary cuts - up to 5 percen-
tage points - in the individual income tax to
fight recession. His request was coldly re-
ceived by a Congress jealous of its fiscal
powers. President Johnson's far milder propo-
sal in 1965 urging Congress to insure that its
procedures will permit rapid action on tempor-
ary income tax cuts if recession threatens, did
not elicit muc response from a Congress other-
wise occupied.

Arthur Okun, a Chairman of the Council of Economic Advisors

under Johnson, gives a similar evaluation:

A decade ago, the bipartisan and distinguished
Commission on Money and Credit displayed prophe-
tic vision when it recommended that the Congress
delegate to the President discretionary authori-
ty to raise and lower tax rates within specified
amounts, in specified ways, subject to congres-
sional veto. A similar proposal - limited to

4. Heller [id], p. 101.



tax reduction - was endorsed by President Kennedy
in January 1962, but not a single congressman was
sufficiently impressed to introduce it as a
piece of legislation . . . Congress appropriately
treasures its constitutional prerogatives to alter
our tax legislation. Given the repeated display
of intense opposition to the delegation of auth-
ority, I am not optimistic about the near-term
prospects for such a reform. But I believe that
the active expression of informed opinion in
favor of a delegation of authority to the presi-
dent to vary tax rates is likely to improve con-
gressional performance on fiscal policy.5

Finally, President Nixon's Council of Economic Advisors in-

cludes the following passage in the 1973 Economic Report of the

President:

We also need to consider whether the future con-
duct of fiscal policy could be improved if Con-
gress were to develop expedit'.ous precedures fo
temporary limited changes in the level of parti-
cular taxes. Such changes could take the form
of a temporary, 1-year, positive or negative sur-
charge rate on personal and corporate income taxes,
or additionally, a temporary, 1-year shift in
the rate of the investment tax credit. Both
suggestions have been advanced with some regu-
larity over the past two decades, and while they
raise many difficult questions it is also gen-
erally agreed that we cannot be complacent
about our existing instruments for the conduct
of fiscal policy.

The political opposition to automatic, or even semi-automatic

tax ..ate changes, is not likely to wane. It does not rest on lack

of understanding of economics. Thus, it is not a matter of edu-

cation. Instead, its foundations are political, and are unlikely

to alter. Economically, it is possible to separate allocation,

distribution, and stabilization; politically, it is almost impossible.

As long as voters are concerned about their taxes, it is hard to

5. Okun [31j, p. 118-119

6. U.S. President [52J, 1973. P. 75-76.
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imagine Congress delegating authority or changing rates rapidly.

This does not mean that new procedures will never be approved,

or that effort should riot continue to achieve such reforms. The

point is that alternative policy instruments must be considered.

It is unrealistic to insist that tax rates are the proper in-

strument, if it is unlikely that political obstacles to their

use will be overcome. If it turns out that Congress might be

more willing to approve rapid expenditure changes than rapid

tax changes, then this should become an important element in

policy design. Shortly, it will be argued that this is most

likely the case.

B. REGIONAL CYCLICAL VARIATION AND TAX RATES

Even if the rapid change of tax rates were politically

feasible, they are subject to an important constraint that does .

not apply to Federal expenditures. This constraint may be called

the uniformity rule. Article I, Section 8 of the Constitution

requires that, "...all Duties, Imposts, and Excises shall be

uniform throughout the U.S." At the time the Constitution was

written, direct taxes such as the income tax were not envisioned.

The 16th Amendment, passed in 1913, empowered a national income

tax. Musgrave writes:

While the Constitution relates the uniformity
rule to "duties, imposts, and excises," thereby
excluding "direct taxes," this was not meant to
invite the use of "direct taxes" for regulatory
purposes on a regionally differentiated basis.
Indeed, the framers of the Constitution did not
visualize federal use of direct taxes, which at
that time were thought of primarily in terms of
the property tax. Nor is it likely that the
courts would permit a regionally differentiated
use of the income taxes under the 16th Amendment.

7. Musgrave and Musgrave [25], p. 30.



Even if the courts did allow it, there is little likelihood

that such variation would be politically feasible. It is hard

to imagine congressmen and senators explaining to their consti-

tuents why their income tax rates are higher than those that

apply in another state. Even persons who understand the economic

logic of such variation would probably question its equity.

Surely the many who do not understand its economic logic will

have little difficulty detecting its inequity.

In contrast, there are no such constitutional constraints

on Federal spending. Musgrave writes, "Neither the uniformity

rule nor the apportionment rule applies to the expenditure side

of the federal budget.
"8

Politically, there is far greater flexibility on the ex-

penditure side than on the tax side. Most federal expenditure

programs do not allocate funds uniformly among all regions. Some

programs favor particular regions, or areas. Political support

for these is achieved by promising support for programs that will

favor othtr areas. Thus, support for farm legislation is often

exchanged for support for legislation aimed at urban areas. Con-

gressmen and senators watch out for their area's interest, and

this does limit the degree to which Federal expenditures, as a

whole, can vary among areas. But the point is that there is

flexibility.

This flexibility is possible because constituents are less

directly affected by Federal expenditures than they are, by per-

sonal tax rates. If personal tax rates are varied, an important

bloc of voters takes notice. While voters take some notice of

their district's share of Federal aid, pressure is unlikely on

any one Federal program. It is well accepted that Federal pro-

grams can allocate funds non-uniformly, as long as each area is

8. Musgrave and Musgrave [25], p. 29.



treated fairly according to the specific purpose of the program.

Thus, when the Public- Employment Program, authorized by the

Emergency Employment Act of 1971, allocated funds to areas in

proportion to the severity of unemployment, there was little or-

position to this formula. Yet it resulted in a variance in spend-

ing among areas. On the other hand, had this program excluded

many areas from aid, while concentrating funds in only a fraction

of areas, political opposition would have emerged.

Because there is flexibility on the expenditure, but not on

the revenue side of the federal budget, Musgrave qualifies his

support for using tax rates for stabilization:

This argument has much merit in principle,
but needs to be qualified in practice. The cycli-

cal sensitivity of various industries differs

and the level of unemployment varies region-
ally. Use of expenditure policy may be desirble
because it can be focused locally where unem-
ployment exists, rather than diffused nation-
ally as is the case with tax reduction.9

How important are these regional differences in cyclical

fluctuation? In his "Regional Aspects of Stabilization Policy"

Stanley Engerman concludes:

Cyclical fluctuations in the U.S. during the
postwar years have been nationwide, with small
differences in turning points between regions
(here defined as states), but the magnitude of
the movements within these fluctuations has
differed considerably among regions. -°

Engerman presents data showing how the decline in employ-

ment during three downturns was concentrated in the fourteen

"manufacturing belt," states. Table 1 shows that these states

sufftired a greater share of the decline than their share of

employment.

9. Musgrave and Musgrave [25], p. 554.

10. Engerman [9 ], p. 29.
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Data from the most recent recession in 1970-71 further illus-

trates the variation among states. The data are derived from the

state unemployment insurance systems. Table 2 summarizes the data.

Each. cell shows the number of states in which the 1969-70 rise in

the unemployment rate is the amount given in the column, and the

1970-71 rise in the unemployment rate is the amount given in the

row. For example, in seven of the states, the unemployment rate

rose between 0.5%-0.9% in both 1969-70 and 1970-71. In only one

state did unemployment rise between 0.5%-0.9% in 1969-70, and rise

over 1.5% in 1970-71. The sum of all states is of course fifty.

If all states were affected identically by the recesiAon,

then all 50 would be concentrated in a single cell, and all other

cells would have O. This is far from the case. No cell has

over seven states. Most cells have a number greater than zero.

It is true that in only three states did the unemployment rate

decrease in either 1969-70 or 1970-71. But while the recession

increased unemployment in nearly all states, the magnitudes of

the increases varied. considerably. Consider, for example, the

contrast between the four states where the unemployment rate rose

more than 1.5% in both 1969-70 and 1970-71, and the one state in

which the rate increased only 0.0%-0.4% in both periods. Clearly

a policy instrument that does not take into account these dif-

ferences will be highly inefficient in treating the effects of

recession.

Because of the regional variation in cyclical fluctuation,

and the variation in still smaller geographical areas, a policy

instrument is needed that can vary the stimulus according to the

rise in unemployment in the designated area. Government spending,

unlike tax rates, has the constitutional and political flexibility

to achieve this.

C. DISCRETIONARY VS. AUTOMATIC EXPENDITURE: THE MODEL OF

UNEMPLOYMENT COMPENSATION

Although it may be conceded that government spending has

certain advantages over tax rates, the desirability of an auto-
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matic program is a separate issue. The argument for an automatic

program is that discretionary action will inevitably lag serious-

ly behind actual changes in unemployment. This is because unem-

ployment changes quite rapidly, and because the same delays in

the political process that hinder quick tax rate changes will

also plague disorctionary expenditure changes.

It is important to realize how quickly unemployment rises

in a downswing. Data from the last three downswings illustrate

this. All data are seasonally adjusted. Between August and

November 1957, a one quarter period, the unemployment rate rose

from 4.3% to 14.9 %, an increase in unemployment of 181,000. The

next five months are presented in Table 3a.

Seasonally adjusted unemployment jumped more than a million

in a single month (between December and January). In a single

quarter between December and March, unemployment increased al-

most two million.

The 1960 downswing was not quite as rapid, yet substantial

increases occurred in a period considerably under one year.

(Table 3b). In the quarter between September and December, un-

employment increased three-quarters of a million.

The 1970 downswing was slightly slower than that of 1960,

but again, unemployment rose substantially in a period consider-

ably under one year. (Table 3c).

The rate of change of unemployment in these three most re-

cent downswings means that the Federal expenditure program must

respond rapidly. A program that, for example, changed its

funding only once a year would be unable to prevent sharp and sus-

tained rises in unemployment. Unemployment might jump to a rela-

tively high level in a single quarter, and remain at that level

for an additional three quarters before a once-a-year program

could respond. Thus, any automatic program must change its

funding more than once a year.

Why cannot a discretionary program be relied upon? The an-

swer has already been given in the discussion of the weaknesses

of discretionary tax rate changes. It is true that voters are



Table 3

THE RATE OF CHANGE OF UNEMPLOYMENT IN THREE DOWNSWINGS

(Seasonally adjusted)

(in millions)
Unemployment Increase Number Increase in

Rate in Pate Unemployed Number Unemployed

Table 3a

Dec. 57
Jan. 58
Feb. 58
Mar. 58
Apr. 58

5.0

5.8

6.7

7.0

7.5

0.8

0.9

0.3
0.5

3.389

3.870
4.500

4.726

5.102

.481

.630

.226

.376

Table 3b

May 60

June 60
July Go
Aug. 60
Sep. 60
Oct. 60
Nov. 60
Dec. 60

5.1

5.4

5.5
5.8

5.7
6.3
6.2
6.8

0.3
0.1

0.3
-0.1
0.6

-0.1
0.6

3.567

3.842
3.863
4.132
4.037

4.414
4.389
4.819

.275

.021

.269

-.095
.377

-.025
.430

Table 3c

Jan. 70
Feb. 70
Mar. 70
Apr. 70
May 70

June 70
July 70
Aug. 70
Sep, 70
Oct. 70
Nov. 70
Dec. 70

3.9
4.2
4.4
4.7

4.8

4.8

5.0

5.1

5.4

5.5
5.8

6.1

0.3

0.2

0.3
0.1
0.0
0.2

0.1
0.3

0.1
0.3

0.3

3.206
3.435
3.637

3.861

3.990
3.976

4.173
4.255
4.497

4.588
4.869

5.058

.229

.202

.224

.129

-.014
.197

.082

.242

.091

.281

.189

Source: U.S. President, Economic Reports of the President,
Various years, Tables on Selected Unemployment Rates.
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less sensitive to expenditure changes than they are to tax rate

changes. This difference, however, does not outweigh the other

similarities which will almost always delay action. First,

there will be a recognition lag. An initial rise in the unem-

ployment rate will not convince everyone that action is necessary.

Forecasts will inevitably differ, and a significant segment of

Congress will no doubt find support for the view that the rise

in unemployment will be shortlived, and will correct itself

without special action. Only when unemployment has continued

to rise for several months is it likely that a strong consensus

will develop in Congress that action is necessary.

Yet it will take still longer before there is a consensus

on what kind of action. Some will propose a tax cut, opposing

government spending as less productive than stimulating the

private sector. Among those who support government spending,

there will be differences over the kind of spending. Since

legislators have their own favorite spending projects, they will

try to foster such projects as a means of treating the recession.

It will be difficult to separate stabilization from allocation

and distribution.

Even if a consensus could develop over the kind of govern-

ment expenditure that would be appropriate, lining up the votes

for passage is bound to take time, because even legislators who

know they will ultimately vote for the bill will tend to hold

out, in order to bargain support for their favorite legislation.

If unemployment has risen suddenly to depression levels, it may

be hoped that these delays would be reduced. But the kind of

steady rise in unemployment to recession levels, as occurred in

the last three downswings, would probably not generate sufficient

alarm in Congress to bring rapid action. In the 1970 recession,

it was not until July, 1971, after unemployment had been roughly

6% for more than a half year, that Congress passed the Emergency

Employment Act, which authorized grants to state and local govern-

ments to be used to hire persons to counter unemployment.

A contrast to discretionary action is the unemployment com-



pensation program. When unemployment begins to rise, no discre-

tionary action is needed. As long as a state trust fund has re-

serves, funds can be automatically obligated to persons eligible

for unemployment compensation. Thus, the political process im-

poses no delays. It is true that once reserves run out, as they

often do in a sustained recession, Congressional action is neces-

sary to supplement the unemployment compensation fund. The impor-

tant point, however, is that unemployment compensation works

automatically at the beginning of a downturn, when the chance of

effective discretionary action is least. The following table

(Table 4) shows the speed with which the unemployment compensation

program responded to the 1970 recession.

Total benefits paid began rising along with the unemploy-

ment rate. In March of 1971, several months before Congress en-

acted the Emergency Employment Act, total monthly benefits were

roughly five times as great as they were in September 1969. The

data illustrate the advantage of an automatic program in counter-

ing recession.

The unemployment compensation program indicates that the pub-

lic has long accepted an automatic expenditure program the pur-

pose of which is to counter the effects of recession. While it

is true that only funds raised by the trust funds can be spent,

these funds can be obligated without any discretionary action,

according to the rise in persons eligible.

An automatic Federal employment program would embody the

same concept as the unemployment compensation program. Funds

would be obligated without discretionary action. In response to

a rise in the national unemployment rate, Federal funds would be

pumped into state and local governments. The time-consuming

political process would be circumvented.

In spite of this fundamental similarity, several differ-

ences between the automatic Federal employment program, and unem-

ployment compensation, should be noted. First, under unemploy-

ment compensation, funds can only be obligated if they exist in

the state trust fund. While this is not a constraint at the be-
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Table 4

RESPONSE OF UNEMPLOYMENT COMPENSATION BENEFITS
TO THE 1970 RECESSION

Unemployment
Pate

(seasonally adjusted)

Insured
Unemployment
(thousands)

Total Benefits
Paid

(millions)

Sep. 69 4.0 903 $ 148.3

Oct. 69 3.9 930 153.8
Nov. 69 3.4 1,106 147.7

Dec. 69 3.4 1,449 208.5

Jan. 70 3.9 1.958 321.4

Feb. TO 4.2 1,988 333.2
Mar. 70 4.4 1,917 357.2
Apr. 70 4.7 1,885 345.6

May 70 4.8 1,778 315.5

June 70 4.8 1,696 315.4

July 70 5.c 1,897 341.5

Aug. 70 5.1 1,855 341.6

Sep. 70 5.4 1,746 328.3

Oct. 70 5.5 1,889 332.9

Nov. 70 5.8 2,233 372.1

Dec. 70 6.1 2,632 501.4

Jan. 71 6.0 3,194 568.1

Feb. 71 5.9 3,216 599.3

Mar. 71 6.0 3,091 684.3

Source: U.S. President, Economic Report of the President,
Various years, Tables on Unemployment Insurance
Programs, Selected Data.



ginning of the downturn, it becomes operative if the recession is

severe. While a similar trust fund could be established for an

automatic Federal employment program, which would involve the

same constraint, this is not recommended. The unemployment com-

pensation system was established at a time when it was widely be-

lieved that balanced budgets were essential for sound finance.

It is now well accepted that deficit financing is desirable in

recession. There is no reason to constrain expenditures be-

cause sufficient revenues were not raised in the past. Spending

under an automatic Federal employment program would not be un-

limited, but would be proportional to the rise in unemployment.

The amount of funds obligated would be no greater than the amount

needed to reduce unemployment to normal levels. Thus, the defi-

cit fostered by such a program would be automatically limited to

the size needed to restore a trigger level of unemployment in the

economy.

Second, funds would be obligated in order to keep people

working, rather than cushioning them during a period of unem-

ployment. It seems likely that this would be regarded as an ad-

vantage of the Federal employment program. If the public is

willing to obligate funds automatically to cushion unemployment,

it seems reasonable to assume that it would be willing to obli-

gate funds to keep people working.

The political feasibility of an automatic Federal employ-

ment program can only be tested once it is actually introduced

into Congress. Nevertheless, the widespread acceptance of the

automatic unemployment compensation program suggests that such a

program might well prove politically feasible. While there are

differences between such a program and unemployment compensation,

they have in common the automatic obligation of funds for the

purpose of combatting recession. Neither depends on altering

politically sensitive tax rates.

One resistance to an automatic program is the fear that it

will "lock in" our fiscal policy and unalterably bind the Federal

government to a particular course. It should be stressed that an

automatic program is not an unalterable program. It simply shifts



the bias inherent in the situation. Congress can act, at any

time, to reduce the size of the program, or the funds expended,

or the level of unemployment that triggers it. If the automatic

program is in effect, however, then allowing unemployment to

rise to recession levels will require positive discretionary

action by Congress and the President. Under the current situa-

tion, it takes discretionary action by Congress to prevent a

severe rise in unemployment. Given the serious social conse-

quences of high unemployment, it seems justified to shift the

bias against high unemployment.

The data show the importance of a program that responds

rapidly. The history, as well as the political logic, of dis-

cretionnry programs, shows that they will almost always respond

with considerable delay. The history and logic of the unemploy-

ment compensation program reveals an approach that can be accepted

by the public, and Congress, and yet operates automatically to

achieve effective results. It therefore seems sensible to design

an automatic Federal employment program modeled after the unem-

ployment compensation program. Such an approach offers a rea-

sonable hope of being politically feasible as well as effective.

D. GRANTS FOR EMPLOYMENT VS. GOVERNMENT PURCHASE OF GOODS

AND SERVICES

An automatic Federal spending program need not earmark

funds to state and local governments for hiring persons. In-

stead, the Federal government could simply purchase goods and

services, distributing such pirchases geographically according

to the pattern of unemployment. Or the Federal government could

make unconditional grants to state and local governments, which

they would be free to spend however they wished. It will now

be argued that earmarking funds for employment should improve

the effectiveness of the automatic program.

First, it is likely that grants for employment will reduce

unemployment more quickly than the purchase of goods and ser-

vices. R. A. Gordon explains why:



As soon as Federal funds are allocated,
local governments can immediately begin to
hire individuals for these positions. This
direct and immediate hiring contrasts with the
employment effects generated either by Federal
purchases of goods and services or by increased
private expenditures resulting from a tax cut.
Private employers do not necessarily and immedi-
ately respond to increased spending by increas-
ing employment. To some extent, they can re-
duce inventories, increase hours for the exist-
ing workforce, and even raise prices to some
extent. Only gradually, as employers are con-
vinced that the increase in spending is perma-
nent and as they come more effectively to uti-
lize those already employed, will they hire
-u workers. And the delays in hiring will
be significant as the increase in demand works
its way backward from retailers and manufac-
turers of finished goods to suppliers of parts
and raw materials. In contrast, for the same
amount of government expenditure, public ser-
vice employment would put a larger number of
people to work considerably more promptly .11

Labor is not a purely variable factor. Employers cannot,

and do not want to adjust their workforce instantly, in response

to perhaps short-lived changes in demand. Often, personnel costs

must be incurred. Training must be invested in the new employee

before he can become fully productive. For a period of time, he

may not contribute as much as he is paid. If demand soon sub-

sides, it may be difficult to lay off the worker, because of

union, or ethical constraints. For these and other reasons, em-

ployers adjust the size of their workforce to the level of de-

mand with a lag. In his contribution to the Brookings Model

volume, Edwin Kuh draws the following conclusion from his fitted

regression equations:

The main empirical regularity that must be
encompassed 1)5T theory and structural equations
is the much greater amplitude of fluctuations
in the level and national income share of cor-

11. R.A. Gordon [13], 1972.
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porate profits than appears in other factor
shares. The close relation of profit variations
to output has been found to originate in the
lagged adjustment of employment to output,
particularly in the case of nonproduction
workers. Other short-run fixed or slowly ad-
justing costs serve to reinforce the squeeze
on profits during a cyclical decline and during
their ivid expansion in the early recovery
phase.

A great deal depends on the employer's expectations about

the future. If the employer expects demand to continue to be

strong, he will hire new employees; if he believes the rise in

demand might be temporary, he will wait, perferring to supply

customers out of inventories, and work the current force over-

time. Employers are likely to be cautious in a recessionary

period, exactly the period for which policy is being prescribed.

The second point in the above passage can be illustrated as

follows. Consider a purchase of goods and services for $25,000

from a final producer. This producer may only have generated,

say, $8,000 of value added, having begun with $17,000 of inputs

purchased from suppliers. Out of the $8,000, perhaps $3,000

will not accrue to labor, but will go to profits, interest,

taxes, and so on. The remaining $5,000 may enable 'ale employer

to hire one additional worker. Out of the expenditure of

$25,000, only $5,000 might go for the hiring of one worker by

the producer of the finished prodlIct. The $17,000 of inputs

would have to be traced to determine the full, employment effect

of the expenditure. Since the value added may well be divided

among many producers, each is less inclined to alter his employ-

ment rather than meet the small increase in demand out of in-

ventories, or over-time. Thus, not only should diffusion take

more time; many small changes in demand are likcAy to have a

smaller employment effect than one large increase. In contrast,

12. Kuh [20], p. 277.
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$25,u,0 allocated to a public employer will quickly mean the

hiring of, say, four workers at $5,000 each, with only 20%, or

$5,000 spent complementary inputs.

Empirical evidence tends to support this logic, although

the evidence is not decisive. No attempt will be made to survey

the literature for specific multiplier values. Instead, the re-

sults of one study, with one econometric model, will be used as

a guic.e. While these results must therefore be interpreted with

caution, they will serve the purpose here of providing a rough

estimate of the relevant multiplier values.

In their simulations with the Brookings econometric model

of the U.S. economy, Fromm and Taubman estimate the value of

dynamic multipliers which are defined as follows:

Dynamic multipliers are period-by-period
response rates of endogenous variables to exo-
genous shifts in levels, flows, or parameters.
That is, they measure the response along the
transient path to final equilibrium positons.
This is in contrast to static multipliers
which give the equilibrium responses of the
endogenous variables to exogenous changes.13

The multiplier shows the increase in real gross national product

divided by the constant dollar increase in real expenditure, or

decrease in taxes. They conclude:

The results show that, per dollar of expendi-
ture increase or tax reduction, additional govern-
ment employment is most effective and personal
income tax cuts least effective in stimulating
real GNP in the first quarter. By the end of
the second quarter, all the expenditure poli-
cies have nearly equivalent effects while the
tax cut policies are even further behind .14

While these results support the argument for earmarking

funds for direct employment, additional econometric work is

13. Fromm and Taubman [12], p. 49.

14. Fromm and Taubman [12], p. 49.
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necessary before the evidence is considered decisive, especially

because of the closeness of the numerical values of the various

multipliers, as shown in Table 7.

It should be noted that the three other forms of government

expenditure all have greater effects on real GNP from the second

quarter, on. Nevertheless, the most important criterion for the

automatic spending program should be speed of impact.

The multiplier shows the response of real GNP to alternative

policy instruments. An equally important objective, however, is

the impact on employment itself. While data are not readily

available, it is almost certainly true that the increase in em-

ployment per dollar increase in GNP is higher for the government

employment instrument than it is for the alternatives, especially

at the beginning. In the first round, most of the government ex-

penditure goes into wages and salaries. Under the alternatives,

the initial expenditure is only partly for wages and salaries.

Only when the value added works its way back to suppliers, and

suppliers of suppliers, does a comparable stimulus to employment

occur for a given expenditure. It is likely, then, that the em-

ployment effect reinforces the GNP effect. For a given expendi-

ture on government employment, not only is the impact on GNP

greatest in the first quarter, but so is the impact of GNP on

employment.

Thus far, the argument for employment grants, as opposed to

government purchase of goods and services, has rested on the

speed of impact. There is a second important argument for em-

ployment grants, however. Employment grants more effectively

concentrate the employment effect of the policy in the recipient

geographical area, compared with grants for the purchase of goods

and services. Under employment grants, almost the entire initial

expenditure funds employment in the recipient area. In contrast,

if the initial expenditure is for the purchase of goods and ser-

vices, the location of the employment effect depends on where

these goods and services were produced. If these goods and ser-

vices were produced elsewhere, the employment effect occurs

elsewhere.
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It is true that in either case, the multiplier effect will in

part generate demand for goods and services produced elsewhere.

There is no way to limit the employment effect exclusively to the

target area. Nevertheless, the employment grant pinpoints the em-

ployment effect of the initial expenditure, while the general pur-

pose grant does not. This difference is important in light of the

evidence given earlier on the variation among areas during cyclical

fluctuations. It is highly desirable that the policy instrument be

able to successfully stimulate areas in proportion to the rise in un-

employment in the area. This requires that as much of the employment

effect as possible be concentrated in the area receiving the grant.

A hypothetical example will illustrate the difference. Assume

that under an employment grant of $100,000, all of it goes for em-

ployment in the area; while under an equal general purpose grant, on-

ly $50,000 does. This $50,000 might come about as follows. Of the

$100,000, perhaps $30,000 might be spent on employment, and $70,000

on other inputs. Of these other inputs, suppose that $20,000 were

generated in the local area, and $50,000 elsewhere. Thus, of the

$100,000, $50,000 would stimulate local employment, and the other

$50,000 would stimulate employment elsewhere. Assume further that

half of the multiplier demand is met by output produced in the area,

and half from output elsewhere. Then if the multiplier is two under

both grants, the $100,000 of income generated in the recipient area by

the employment grant will induce an additional $50,000 of value-

added in the area, and $50,000 outside the area. Thus, the em-

ployment grant generates $150,000 out of its total of $200,000 of

value added in the local area. The $50,000 of income generated in

the recipient area by the general purpose grant will induce, through

the multiplier, an additional $25,000 of value-added in the area,

and $25,000 outside the area. Since the area is small relative to

the rest of the nation, the other $50,000 of income generated outside

the area will have its full multiplier effect occur outside the area

(an additional $50,000). The general purpose grant would gener-

ate $75,000 mit of 1,,s total of $200,000 in the area. Thus, the

employment effect would be approximately twice as great within

the area under the employment, as under the general purpose grant

-26-
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The example is only hypothetical, but the magnitudes are

not unreasonable. A significant fraction of any unconditional

grant will go to the purchase of inputs other than labor. The

ability, therefore, to stimulate employment in accordance with

the impact of the recession in the area should be greater if the

Federal grants are earmarked for employment, rather than for gen-

eral spending.

E. GRANTS TO PUBLIC EMPLOYERS VS. GRANTS TO PRIVATE EMPLOYE1S

Why not give grants to private as well as public employers?

There are several reasons for restricting grants to public em-

ployers. These will now be discussed in turn.

Firt, the program would become much more complex adminis-

tratively if private employers were included. Each local area

contains at most several governmental units. Given the total

employment effect desired in the area, the total grant for the

area is determined. This grant can then be divided among the

several governmental units in proportion to their own employ-

ment. This is the procedure used in the current Public Employ-

ment Program.

In contrast to the small number of public employers, each

area contains many private employers. How will the total grant

for the area be divided among the private employers in the area?

One option would be to give each employer the same fraction of

the total area grant as its share of area employment. Even if

this is considered equitable, the Manpower Administration must

now supervise a program that involves hundreds of program

agents." To make sure that these funds are in fact being used

for employment, at least a sample of these employers will have

to be investigated periodically. Actually, because of the main-

tenance of effort problem, it will be necessary to directly super-

vise each employer, a clearly unfeasible task if private employ-

ers are included.

The maintenance of effort problem is the second reason for

-27-
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restricting the program to public employers. When a public or

private employer receives funds from the Federal government,

earmarked for a specific purpose, it will be tempted to reduce

its own spending for that purpose, substitute Federal funds for

its own, and use the savings however it pleases. This well

known problem of maintenance of effort is bound to arise here.

Its consequences will be less serious, however, if the program

is restricted to the public sector.

Direct supervision tends to restrain such substitution of

funds. Since there are only a few public employers in each

local area, direct supervision is feasible, as the experience of

the current Public Employment Program shows. It will be possible

to make sure that the receipt of Federal funds is not accompanied

by layoffs of current employees, and the direct substitution of

new Fe '1erally funded employees for current ones. If private

employers are included, there are too many for direct supervi-

sion. Without such supervision, it will be easy for private

employers to either lay off their own employees, or leave vacant

slots that open up through attrition. In either case, Federal

funds will simply replace the private employers funds, without

adding to employment. Yet such behavior cannot be prevented

without direct supervision.

The formal budget process gives public employers less

flexibility for substitution of funds. Once the budget is passed

for the fiscal year, it is often not easy to shift funds among

categories. When the Federal funds become available, because

unemployment has risen, most governmental units will have diffi-

culty cutting back their own funds for personnel until the next

budget cycle. Further, the budget is a matter of public record,

and the Manpower Administration can check the program agent's

behavior against its budget.

In contrast, private businesses usually do not have a formal,

inflexible annual budget cycle. It is much easier for a business

to reduce its own personnel expenditure, at any time in the year,

than for a governmental unit. Furthermore, the business does not
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have a formal budget document that is a matter of public record.

Thus, even if there were direct supervision, it would be diffi-

cult to check whether the business was spending less on employ-

ment than it had originally planned.

Although the public employer is restrained during the cur-

rent budget period, eventually it can respond to the availability

of Federal funds. Once the next budget period approaches, there

is nothing to prevent the governmental unit from planning lower

expenditures of its own for employment. There is no way for the

supervising Manpower Administration to prove it is spending

less than it otherwise would have. Thus, eventually substitu-

tion is bound to occur here, as in the private sector. But the

consequences of such substitution are likely to be less serious.

The consequences depend on how the employer uses the savings

made possible by the Federal grant. If the savings are spent,

or transferred to others to spend, then in spite of the leakage

there will be stimulus to employment. If the savings are simply

accumulated, however, then the leakage will reduce the employ-

ment effect of the grant.

A governmental unit has little incentive to permanently

increase its budget surplus beyond some optimal point. Its

purpose is not to maximize its surplus, but rather to meet poli-

tical objectives. It will tend to use the savings to increase

services, or reduce taxes - both of which are desired by the

electorate, rather than primarily increasing its surplus. In

contrast, a private business seeks to increase its surplus, or

profit. That is a major goal of its activity. In a period of

rising unemployment, and slack demand, it is possible that the

private business will choose simply to accumulate surplus,

rather than spend the savings. Thus, the leakage is likely to

be more serious for private than for public employers.

In the public sector, the maintenance of effort problem

means that grants earmarked for employment will be partly con-

verted into grants for general purpose spending. Even if such

conversion were complete, the general purpose grants would of

course stimulate employment and output. Since grants for employ-



ment should be more effective than general purpose grants, the

failure to maintain efforts reduces somewhat the countercyclical

efficiency of the program. Regulations to delay the conversion

process are, therefore, worthwhile. Nevertheless, since general

purpose grants are sufficient for the program to succeed, the

failure to maintain effort cannot be fatal.

This brings us to the third reason for limiting the program

to public employers. Because of the inevitable maintenance of

effort problem, the equity of the distributive effects of the

program must be considered. If private employers are included,

then it is certain that many employers will simply increase

their profits without genuinely employing more persons than they

would anyway. These employers will simply substitute Federal

funds for their own, adding the savings to their profits. Since

these additional profits will not have stimulated additional em-

ployment, it will be accurate to describe them as windfall pro-

fits. In contrast, even if public employers do increase their

surpluses to some extent, no private gain results. Thus, the

public can be assured that the program is not generating wind-

fall private gains.

Thus, the exclusion of private employers is justified in

three ways. First, inclusion would create difficult administra-

tive problems. Second, the maintenance of effort problem would

become much more serious, tending to undermine the program.

Third, there would be the likelihood of windfall gains.

Although only public employers are to be included, it should

be realized that these grants will indirectly stimulate the

private sector as well. The multiplier effect operates on the

private sector and an important share of the total employment

effect will be contributed by the private sector. Thus, the

decision to exclude private employers from receiving employment

grants does not mean that private employers will not contribute

to the increase in employment. The decision means that for the

reasons cited above it is preferable to stimulate the private sec-

tor indirectly, and to limit direct grants to public employers.



F. THE AUTOMATIC FEDERAL EMPLOYMENT PROGRAM: A SHORT-TERM

HOLDING ACTION

The automatic Federal employment program is designed to

provide a short-term holding action, sustaining the level of

employment until aggregate demand can be restored. There is

broad agreement among economists that the standard tools of mone-

tary and fiscal policy - the control of the money supply, and

the level of tax rates and government spending - are the proper

means for eventually restoring aggregate demand to a desired

level. It is also agreed that these policy instruments do not

move quickly enough to prevent a significant initial burst of

unemployment, and its continued existence at a relatively high

level for a significant length of time.

The automatic Federal employment program is not intended

as a substitute for these alternative instruments of fiscal and

monetary policy. They should be applied as quickly as the poli-

tical process will allow. What is lacking currently, is an in-

strument that can go rapidly into effect as soon as unemployment

rises above some trigger rate, and provide a short-term holding

action until the standard tools of fiscal and monetary policy

can be brought into play.

G. BUILDING ON THE PUBLIC EMPLOYMENT PROGRAM

The current Public Employment Program, authorized by the .

Emergency Employment Act of 1971, takes a first step towards

serving this function. But its design has three fundamental

weaknesses. It will be useful to briefly describe the features

of the Public Employment Program (PEP), its recent history, and

then set out its three liabilities.

The Public Employment Program (PEP) was authorized by the

Emergency Employment Act (EEA), which was signed into law in

July, 1971.
15

The Emergency Employment Act authorized $1 billion

in its first year, and $1.25 billion in its second year, for pub-
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lic service employment. 7ederal grants for employment were

allocated to state and local governments according to a formula

involving the amount of unemployment in the Jurisdication of

the recipient. To receive funds, the state or local government

was required to draw up an application describing the list of

jobs that would be funded. Upon'approval of the grant applica-

tion by the Department of Labor, funds were released. Funds

were allocated during the fall and wint r of 1971-1972. In

all, about 150,000 jobs were funded in the first year of the

program, entailing an expenditure of about $7,000 per job

($1 billion total).

PEP is automatically authorized when the national unem-

ployment rate exceeds 4.5%. Because of this, the program is

often said to be automatically "triggered" at 4.5%. Yet it

must be stressed that no funds can be obligated to state and

local governments until Congress acts to appropriate funds.

The trigger does not eliminate the role of the appropriation

process. While PEP is authorized according to the national

unemployment rate, funds are allocated to local areas according

to the severity of unemployment in each area. PEP is clearly

a counter-cyclical program, since no funds can be obligated

to any area, regardless of its unemployment rate, unless the

national employment rate has risen above 4.5'7. Yet it does

take into account regional variation in unemployment through

its allocation formula.

To insure that as many jobs as possible would be created,

90% of the funds had to be spent on wages and salaries of PEP

employees. All applicants for jobs had to be either unemployed

or underemployed at the time of hiring. The composition of the

participants was supposed to reflect the composition of the

15. This brief description of PEP is based on the following
sources: U.S. Congress [431; Levitan and Taggart [24].
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unemployed in the area, in terms of race, age, sex, and so on.

The maximum salary that could be paid out of Federal funds was

$12,000, though the average salary was considerably lower

($7,000). At least two-thirds of the jobs were to be non-pro-

fessional, but up to one-third could be professional. Thus,

jobs were to be created for the highly skilled unemployed, as

well as those with less skill.

No individual previously employed by the state or local

government (the program agent) could be hired unless he had not

been employed with the same program agent for at least thirty

days. This clause attempted to prevent program agents from

performing "paper hires," - hiring individuals already on their

payroll, thereby saving their own funds. The program agent was

required to supply 10% of the funds for the program, but this

could be done in kind, rather than cash (i.e. supplies, equip-

ment, administrative services, etc.) and often was. Since 90%

of the Federal funds had to go for wages and salaries, funds

for training and other supportive services were limited. The

10% were restricted to these, and could not be used for comple-

mentary inputs.

Administrative monitoring would be done by project officers

of the Regional Manpower Administration of the Department of

Labor. To aid this effort, only program agents having juris-

diction over a population of at least 75,000 would be dealt with

directly by the Manpower Administration. All smaller program

agents would be subagents to larger ones. A program agent was

responsible for its subagents. Periodic on-site reviews were

conducted by these project officers to check actual practice

against program requirements. Written reports were also submit-

ted. Within the guidelines, the agents were given substantial

freedom to decide which jobs would be filled. Violation of the

regulations could lead to partial or complete de-obligation of

funds. The Labor Department threatened to de-obligate funds to

program agents that were not hiring at a rapid rate. Within

about five months, about 100,000 persons were at work.
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The Public Employment Program attempted not only to counter

recession, but also to provide special assistance to the dis-

advantaged. These aspects of the program are discussed in Part

II, "The Design of a Feueral Employment Program in a Strategy

to Raise Low Earnings." These two objectives - countering

recession and assisting the disadvantaged - require two dis-

tinct employment programs, if they are to treat each effective-

ly. Here in Part I an employment program for recession is pro-

posed and analyzed; while Part II proposes and analyzes an em-

ployment program for persons with low earnings.

While the Administration seemed pleased with its implemen-

tation of PEP, the President's proposed budget for fiscal year

1974 omitted funding for PEP, giving the following explanation:

Emergency employment assistance. - Since
1972, this program has enabled 17,500 state
and local agencies to create transitional jobs
for the unemployed during a period of high
unemployment. These new jobs helped state
and local governments provide needed services
which they otherwise could not finance. By
the end of 1973, about 280,400 people will
have held public service jobs financed with
emergency employment assistance. Since the
program began, unemployment has fallen and
the financial ability of state and local
governments to meet demand for services has
improved. Most of the remaining unemployed
need more assistance than is pcssible under
this program and they can be more effectively
served by regular manpower training programs.
For these reasons the program will not be
continued in 1974, although outlays of $580
million will be made for individuals complet-
ing their transitional employment during the
year. 16

PEP, however, retained substantial Congressional support,

especially in the Senate. In the House, the Select Subcommittee

16. U.S. President [51], p. 131.



on Labor reported a bill to extend PEP for three years.
17

The

bill was defeated on the House floor in a close vote. The

Subcommittee then proposed a one year extension, part of which

was then incorporated into the Manpower bill passed by the House

in 1973, as Title II of that bill.

Meanwhile, the Senate, by a 74-21 margin, voted in July

1973 to extend PEP for two years.
18

In reporting the bill to

the Senate floor, the Senate Subcommittee on Emplo7ment, Poverty

and Migratory Labor (of the Committee on Labor and Public Wel-

fare) stated:

The Emergency Employment Act of 1971 has
demonstrated that a program of public ser-
vice employment can be effective in providing
jobs for the unemployed and public services
for hard-pressed communities.-9

The conclusions of Levitan and Taggart in their evaluation

of the first eighteen months of PEP, prepared for the Senate

Subcommittee on Employment, Poverty and Migratory Labor, re-

flect this sentiment:

1. PEP Is An Effective Countercyclical
Strategy - Possibly the most significant les-
son is that a public employment program can
be an effective countercyclical tool and that
such a program deserves top cr,lsideration in
a strategy to achieve an ecomAy of high em-
ployment. The program dispelled any doubts
about the timeliness of government action

2. There Is Work Worth Doing - A second
observation is that the public sector can ab-
sorb several hundred thousand workers, assign-
ing them to jobs indist:iguishable from those
already being performed.

17. Based on a conversation with the staff of the House Select
Subcommittee on L,7bor.

18. Nelson [26].

19. U.S. Senate Committee on Labor and Public Welfare [55],
1973, p. 1.

20. Levitan and Taggart [24], 1973, p.
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Both the Hise and Senate passed Manpower bills in 1973.

The House version included a provision for public service em-

ployment for areas with substantial unemployment. In confer-

ence, the Senate accepted this section.
21

Thus, the Compre-

hensive Employment Training Act, signed into law by the Presi-

dent in December, 1973, included Title II, "Public Employment

Programs."22 Title II authorized $250 million for fiscal year

1974, and $350 million for fiscal year 1974, to fund public

service jobs in areas of "substantial unemployment," depined

as areas with unemployment in excess of 6.5%. In effect,

Title II of CETA continues only section 6 of EEA - the section

dealing with special funds for areas with especially high unem-

ployment. Congressionnl supporters of PEP were unable to get

the main section of EEA - section 5 - which provides funds for

all areas when unemployment rises above 4.5% nationally, incor-

porated into the Act. Thus, CETA does not include the main

countercyclical part of PEP. Title II authorizes $350 million

for high unemployment areas, a somewhat larger v,Athorization

than section 6 of EEA which authorized $250 million for such

areas. As of April, 1974, however, no funds had yet been appro-

priated for Title II by Congress.
23

Section 5 of EEA had auth-

orized $1 billion in its first year, and $1.25 billion in its

second year. Thus, the bulk of the funding for public employ-

ment has been omitted from CETA.

As of April 1974, the original Publi' Employment Program,

.wthorized by the Emergency Employment Act of 1971, is due to

end in June. PEF has been phasing out gradually throughout this

21. Based on a conversation with the staff of the House Select
Subcommittee on Labor.

22. U.S. Congress [44].

23. Based on a conversation with the staff of the Regional
Manpower Administration, San Francisco, California.



fiscal year. While the Senate voted to extend it, the House

defeated such a measure by a close vote. According to the

staff of the House Select Subcommittee on Labor, which handles

this legislation, further action is unlikely during 1974.

Beginning in the second half of 1974, when the origin-

al EEA has expired, therefore, the situation will revert to that

which existed prior to the 1970 recession (except for the avail-

ability of funds to areas with unemployment above 6.5%). There

are currently conflicting forecasts about whether the economy

is entering a recession, and if so, how severe it will be.

Should the economy avoid recession, the expiration of EEA will

be of minor consequence for the time being. If the unemploy-

ment rate does rise significantly above 5%, then the available

policy instruments will be no better than in 1970. Congress

will be required to first authorize spending programs, such as

EEA, and then appropriate funds.

The familiar pattern of lags in discretionary policy

is in process in April 1974. Recently, those Congressmen and

Senators who fear recession have proposed a tax cut. Yet at

this point in time, there are conflicting forecasts. Many in

Congress who might support a tax cut if they were convinced a

severe recession was imminent will not do so until the uncer-

tainty has been reduced. This will probably not occur unless

the unemployment rate reaches recession levels. Others in

Congress are especially reluctant to support a tax cut at a

time when inflation is at a very high level. It is likely,

therefore, that no tax cut will be enacted unless the economy

is already well into a serious recession. Discretionary fis-

cal policy, now as in the past, is unlikely to operate until a

good deal of damage has been done.

There are some in Congress who would not only like to restore

the countercyclical part of EEA, but to go beyond it. Senators

Javits and Nelson - the ranking members of the Subcommittee on Em-

ployment, Poverty, and Migratory Labor - and others, have in-

troduced a bill that would amend CETA, and establish an "Emer-



gency Employment Assistance Fund.
24

Congress would appropriate

money into this revolving fund, periodically, especially in

times of prosperity. Then, funds would be released if either

the President or Congress so orders, or if the national unem-

ployment rate exceeds 6% for three consecutive months.

While discretionary action would be required by the Presi-

dent or Corgress to release funds while the unemployment rate

was below 6%, the proposal - S. 2993 - would operate much more

quickly than PEP, provided Congress appropriates sufficient

funds in advance. If this is done, then the President could re-

lease funds at any time; and Congress would only have to pass

a concurrent resolution. Furthermore, if the unemployment rate

reaches 6%, then funds would be automatically obligated, without

any discretionary action. S. 2993 will be discussed further

when the design of an anti-recession program is analyzed. It

is unlikely, according to the Subcommittee staff, that the

Senate will consider S. 2993 until the Fall of 1974, or that the

House will consider similar legislation at all during 1974.

Thus, while such a bill would do much to improve the capacity

to counter recession, it will not be ready for any recession

that might occur in the near future.

With respect to the goal of countering recession, the

current Public Employment Program as it now stands has three

fundamental weaknesses. First, it is not truly automatic. It

is true that PEP is automatically authorized when the national

unemployment rate rises above 4.5%. Yet this is hardly a genuine

"trigger, since Congress must at some point go through the ap-

propriations process before funds can be obligated to state and

local governments. The "trigger" eliminates one political hur-

dle, but not the other. This is in contrast to the unemployment

24. U.S. Senate, Committee on Labor and Public Welfare (56],

1974.



compensation program, which obligates funds automatically when

unemployment r.ses.

Second, unlike unemployment, compensation, the amount,

of money obligated does not vary automatically with the level

of unemployment. A new appropriation by Congress is required

to change the amount of funds obligated, and this can occur juf-t

once a year. Third, PEP currently generates too few jobs to

deal adequately with cyclical unemployment. PEP now generates,

direc'.ly and indirectly, about 300,000 jobs. Yet when unem-

ployment rises from 4.5% to 6.0%, unemployment increases by

about 1.3 million, over four times that number.

The design of an automatic Federal employment program

that builds on the current Public 'Employment Program, but

corrects its three fundamental weaknesses, will now be described

and analyzed. The proposed program shares the same intent,

and some important features, with S. 2993, but goes beyond it,

in an effort to deal comprehensively with the three short-

comings of PEP.



Chapter 2

THE DESIGN OF AN ANTI-RECESSION PROGRAM (ARP)

The proposal that will be described and analyzed will be

called the Anti-Recession Program, and will referred to as ARP.

A. A TRIGGER VS. A TARGET FOR THE ECONOMY

The Anti-Recession Program (ARP) will attempt to close the

entire gap between actual unemployment and the trigger national

unemployment rate. It must be stressed that the trigger should

not be interpreted as a target unemployment rate. There are

at least two reasons for this.

First, the target is an objective that policy strives to

achieve. The trigger need only be a danger point. There may

not be a strong consensus for a specific target national unem-

ployment rate. But there is broad agreement that it is undesir-

able, and unnecessary for reasonable price stability, for the

national unemployment rate to persist above 5%. A trigger of

5.0% need not imply that society is satisfied with this level

of unemployment, but only that society is clearly dissatisfied

with any level above it.

Second, even if there were unanimous agreement on a sirrle

target unemployment rate for the economy, it will be shown that

it may be necessary to set the trigger somewhat above this tar-

get. The reason will be described in detail, shortly. Briefly,

in the upswing, there will inevitably be a lag in phasing out

funding. This lag means that the program could contribute to

inflationary pressure during a rapid upswing unless the trigger

is somewhat above the target rate.

The constraint on lowering the unemployment target,

and therefore the unemployment trigger rate, is of course concern

over inflation. It will be useful to briefly summarize the



results of recent research that bear on this issue. In "The

Inflation Process in the United r,tates," (1972), Eckstein and

Brinner conclude as follows:

With the existing structure of the economy,
the maximum sustainable employment goal
appears to be an unemployment rate of ap-
roximately 4 percent.

Robert J. Gordon's estimate of the Unemployment-inflation

trade-off yields results similar to that of George Perry. Gor-

don writes:

The wage-price model supports Perry's finding
that the Phillips curve shifted to the right
between the mid-1950's and the late 1960's . . .

To achieve a steady long-run inflation rate
rate of 3.0 percent with today's unemployment
dispersion requires an unemployment rate of
5.2 percent, whereas this inflation rate was
consistent with a 4.1 percent unemployment
rate with the dispersion of 1956. Or, putting
it another way, the actual average 1956 unem-
ployment rate of 4.1 percent is associated
with a long-run rate of 3.0 percent with the
1956 level of unemployment dispersion, but
with a 4.9 percent long-run rate of inflation
with the level of dispersion that would ac-
company an official unemployment rate of 4.1
percent during the next several years.2

These economists share the view that, at least in an impor-

tant range, there exists a trade-off in the long-run between unem-

ployment and inflation. This view has been challenged by

Friedman, Phelps, and others, who assert that in the long-run

there is no trade-off, and that the economy cannot be pushed

below some "natural" rate of unemployment. The advocates of

this position explain that "natural" does not mean inevitable,

and that structural policies, such as increasing competition,

eliminating minimum wages, and so on, could reduce this "natural"

1. Eckstein and Brinnee [8], p. 42.

Gordon [15], p. 139.
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rate. Without such policies, however, they assert that we

cannot buy a reduction in unemployment by accepting more infla-

tion. Since they believe that efforts to lower unemployment

will only succeed in accelerating inflation, their position has

been called the "accelerationist view."

How high is this "natural" unemployment rate? William

Fellner writes the following:

In the controversy over models of inflation,
I lean towards the accelerationist view. . .

The dangers this section discusses result
from the near certainty that at "low" levels
of unemployment the policies based on Phillips-
type systems would keep changing the expecta-
tions-generating structure and that they
would lead to accelerating inflation . . .

There is reason to assume that, given our
methods of measuring unemployment, 4 percent
is such a level of unemployment at the pre-
sent stage of American economic development,
except for the qualification to be added in
the last section of this paper. 3

That qualification, interestingly, is that a public service

employment program, similar to the kind that will be proposed

here, might be able to reduce unemployment in spite of the

natural rate. He feels such a program, if admthistered proper-

ly, should be able to lower unemployment without contributing

to accelerating inflation. He v..ites:

The important question that arises is whether
systematic arrangements could be made - not
simply emergency measures taken in recession,
to secure for these nersons work opportuni-
ties in the public sector.

To serve the present purpose, the method
of financing would, of course, have to be
non-inflationary, but, in principle at least,
there is no reason why inflationary methods
would have to be used. Concerning the risk
that such a program would create or accentu-
ate resource scarcities, a reasonable degree

3. Fellner ill], p. 479.
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of optimism may be expressed, because -
unless something ,.;oes wrong with the admin-

istration of such a program - the individuals
in question would not fall into one of the
many categories in which shortages tend to
develop but into a category in which there
is excess supply. Reduction of this excess
supply would not in itself create shortages.4

Fellner's argument would apply to a permanent program to

aid the disadvanted, described and analyzed in Part II, as well

as to the program proposed here for countering recession. In

Fellner's view, if lcwer unemployment is achieved through a

public employment program, that unemployment rate will be asso-

ciated with less inflationary pressure.

Finally, Martin Feldstein provides a convenient summary of

current views in his study, "Lowering the Permanent Rate of

Unemployment:"

There is still a great deal of controversy
about this issue. Although most empirical
studies (e.g. Solow - 1969 and Gordon - 1970)
do not support Friedman's (accelerationist) po-
sition, this may merely reflect an inadequately
specified measure of expected inflation or an
historical period in which high rates of infla-
tion did not persist very long. Empirical work
on this problem is likely to continue for some
time. What might now be described as a "mod-
erately optimistic" position, supported both
by theoretical analysis (Tobin, 1972) and em-
pirical research (Eckstei and. Brinner, 1972)
is that some tradeoff between inflation and
unemployment exists as long as the rate of in-
flation is relatively low but there is some
rate of unemployment below 1.hich the economy
cannot be moved by raising 'lie rate of infla-
tion. Eckstein and Brinner suggest that this
occurs at an unemployment rate in the range of
4 to 4.5 percent.

4. Fellner [11], p. 482-483.

5. Feldstein [10], p. 3.
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The implication of this research is that the trigger for

the automatic program can be safely set at a level which will

maintain unemployment between 4.5% and 5.0%, and will not at-

tempt to push unemployment below this level.

B. A GENUINE TRIGGER THAT AUTOMATICALLY OBLIGATES FUNDS

The current Public Employment Program contains a feature

that has been referred to as a "trigger." While the program is

authorized for two years, the authorization is automatically

cancelled if the national unemployment rate falls below 4.5%

for three consecutive months, at any time during the two year

period, and conversely, if the unemployment rate rises again

above 4.5% for three months, funds are automatically obligated,

provided there has previously been an act of appropriation by

Congress.

While this "trigger" is a step in the right direction, it

is a very small step. The key to an effective instrument is

the elimination of all discretionary action. The Public Employ-

ment Program does not eliminate the appropriations process.

When unemployment rises above 4.5%, funds are only obligated if

Congress has at some point acted to appropriate funds. If not,

the trigger is really an authorizations trigger. For funds to

be obligated, appropriations must still occur.

Under the Anti-Recession Program, it is proposed that funds

be automatically obligated from the Fed,!ral government to state

and local governments whenever the national unemployment rate

exceeds the trigger level. No discretionary action by either

Congress or the President will be necessary to release the funds.

In this way, a major obstacle to rapid response to a rise in

unemployment will be removed.

An automatic obligation of funds in response to high

unemployment has already been proposed in S. 2993, briefly des-

cribed earlier. While S. 2993 takes a significant step in the

proper direction, it is not as comprehensive as the Anti-Recession

Program (ARP). It will be instru:tive to compare the two.



First, S. 2993 would automatically obligate funds when the

unemployment rate exceeds 6.0% for three months. This trigger

is unnecessarily high. ARP proposes a trigger between 4.5% and

5.0%. Later, the effects of such a trigger will be examined.

There is no reason why the economy should be allowed to persist

at an unemployment rate just under 6% without triggering the

program. S. 2993 would react automatically only to severe re-

cession (above 6%), while ARP would counter any rise in unem-

ployment above 5%, usually associated with moderate recession.

Second, S. 2993 establishes a special trust fund to finance

the program.
6

Funds could be obligated - automatically, or

otherwise - only if they had previously been appropriated into

the trust fund by Congress. The disadvantage of such a fund is

that Congress must appropriate money in advance, through dis-

cretionary action. While it may be hoped that Congress would

keep the fund well supplied, there is no guarantee that this

would occur. In a period of prosperity, Congress may prefer to

allocate its revenues elsewhere, failing to provide for future

recessions.

The creation of a trust fund may improve the political

appeal of the program. Provided Congress keeps the fund well

supplied, its use will do no harm. The point to be emphasized,

however, is that there is no need for such a fund. The appeal

of a trust fund derives from a balanced budget view of fiscal

policy that is not supported by modern economic theory. In re-

cession, sound economics requires whatevez budget deficit is

necessary to restore full employment and production (without

over-shooting, thereby generating inflationary pressures). It

must be stressed that under ARP, the amount of funds obligated

will be strictly limited. API' will obligate only an amount nec-

6. U.S. Senate, Committee oil Labor and Public Welfare [56], 1974.
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essary to return unemployment to its trigger rate. It is econ-

omically sound for such an obligation of funds to occur, regard-

less of whether money has been previously appropriated into a

trust fund.

Since there is no economic reason for the trust fund, ARP

does not include such a feature. The trust fund will be harmful

if Congress proves unwilling to provide adequately, in advance,

for future recessions. It should be realized that the social

security, and unemployment compensation trust funds, are financed

through special taxes. They do not depend on disc-etionary acts

of appropriation of Congress. Thus, the fact that these trust

funds are well supplied, and have worked well, is no evidence

that a trust fund financed by Congressional appropriation would

prove adequate.

The objective should be to remove the need for any dis-

cretionary action, including the appropriations for the trust

fund. It may be that a trust fund will greatly enhance the chance

of passage of such a program, and that in practice, Congress will

keep the fund well supplied. It is hoped, however, that since

the trust fund serves no economic purpose, and adds some risk,

that a program can be passed without such a feature.

C. A FORMULA THAT AUTOMATICALLY VARIES FUNDING WITH THE

LEVEL OF UNEMPLOYMENT

Under the Public Employment Program, a fixed amount is

authorized once the national unemployment rate rises above 1.5 %.

Congress is able to vary the amount it appropriates, as long as

it does not exceed the authorization limit. But this requires

deliberate action. Just as ARP proposes to obligate funds auto-

matically, it will also vary the amount to be obligated auto-

matically, according to a formula reflecting the level and trend

of the national unemployment rate.

How often should the level of funding automatically be

changed under ARP? Ideally, funding should change whenever new

data shows a change in the national unemployment rate. Such



data becomes available once a month, as a result of the Current

Population Survey, the official source of unemployment data.

Yet the ideal must compromise with what is administratively

feasible. Monthly changes in the amount of funds allocated to

each program agent might prove too difficult to adminster.

On the other hand, it was shown earlier that the level of

funding must be changed more than once a year. Like most dis-

cretionary Federal programs, Congress appropriates money for PEP

only once a year. Yet data on the speed with which unemployment

rises in a downswihg clearly demonstrate the need for a change

in the level of furvis at least several times a year. The Anti-

Recession Program therefore tentatively calls for an automatic

change every quarter, or four changes per year.

It should be remembered that a major ob'tacle to the quar-

terly change of funding levels has been overcome by doing so

automatically. It is hard to imagine Congress, through dis-

cretionary action, changing the funding that often. The auto-

matic obligation, guided by a formula to be described shortly,

eliminates this bottleneck. The issue then becomes; boy quickly

can the recipient program agents adjust to changes in their

funding? Once they have been accustomed to the program, they

should be able to respond to increases in funding quite rapidly.

It is a decrease in funding that would create problems, since

persons might have to be laid off. Clearly, cutting funds fre-

quently would cause inequities for employees, and serious adminis-

trative and planning problems for program agents.

It is not necessary to prevent frequent increases in fuLd-

ing simply because frequent decreases would be undesirable. A

sensible approach is to allow this basic asymmetry. Thus, the

Anti-Recession Program features the following special protection:

the guarantee of a full year of funding for each ARP job created.

This means that once an ARP job is created, funding will continue

for a period of one year, regardless of any decrease in the

unemployment rate during the year. To see how the guarantee

would affect ARP, it is useful to consider a concrete illustra-

tion.
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A new wave of ARP jobs will be created every quarter. The

national unemployment rate in December will determine the number

of new ARP jobs created in January, and thereby, the number of

ARP jobs in existence over the next three months. Similarly,

the unemployment rate in March will determine how many new ARP

jobs are created in April. Suppose a program agent is entitled,

according to the unemployment rate in March, to receive $300,000

per month, which can finance the creation of 500 jobs if each

job averages $600 per month. Under the one year guarantee, the

Federal government is then obliged, under ARP, to grant at

least $300,000 to the program agent each month for a period of

one year, even if the unemployment rate falls.

Suppose the unemployment rate increases in June above its

level in March, and the desired number of ARP jobs, including

those already in existence, rises to 600 for this program agent.

In July, therefore, the program agent should receive an addi-

tional $60,000 per month, so that the total grant in July is

$360,000 per month, enough to finance a total of 600 jobs, at

an average of $600 per month per job. The 500 jobs created three

months earlier can be continued, and 100 new jobs, created.

Funding for the 500 jobs, however, is only guaranteed until the

following April, while funding for the new 100 jobs is guaran-

teeet until the following July. Thus, the program allows an

increase in ARP jobs in response to the rise in unemployment

during the quarter.

Suppose that in September, unemployment falls, so that the

desired level of ARP jobs falls to 400. In spite of this, the

program agent will continue to receive $360,000 for the month

of October. enough 1.0 continue financing all 600 ,lobs. The Fed-

eral government will not be able to cut the funds to the program

agent until April, when the one year commitment to the first

500 jobs ends.

Because the one year guarantee creates a lag in the phasing

out of the program during the upswing, it is important to review

more ca'efully why it is essential. First, program agents must
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be assured of funding for a reasonable period of time for each

job they create, or the productivity of each job will be less.

Without this assurance, program agents would create only short-

term tasks for new hires, since ,'u-Zii:)g might terminate at the

end of one quarter. It would not make sense to allow ARP em-

ployees to work in close coordination with regular employees.

If regular jobs depended on ARP jobs, disruptions might occur

at the end of each quarter, if ARP employees had to bc laid

off. Without the guarantee, there would be a tendency to assign

ARP employees tasks that were largely independent of those per-

formed by other employees. Put this constraint might well re-

duce the potential productivity of ARP employees. Similarly,

it would not be worth investing in training, if the employee

might have to be laid off in just three months.

In contrast, the guarantee of a year's funding enables

program agents to plan intelligently. ARP Jobs can be better

integrated with other jobs, tending to increase their producti-

vity. It will become more worthwhile to train ARP employees,

since they will be retained for at least a year. Thus, the one

year guarantee is important for productivity.

Second, potential ARP employees are entitled to minimum

job security. While they can always be discharged for poor per-

formance, they at least deserve the assurance that the job slot

will exist for at least one year. Once in the job, knowledge

that it will be funded for at least a year will encourage em-

ployees to take their work seriously, in order to retain their

position. A job that may end in a very short time does not in-

spire an employee to perform well. Thus, the effect of the

guarantee on employee morale should also improve productivity.

Of course, one year may not be the optimum period for the

guarantee. A period somewhat shorter or longer may be preferable.

The optimum is chosen by weighing the trade-off. The shorter

the guarantee, the less the lag in phasing out tr), program

during the upswing. The less the lag, the closr.r the trigger

can be set to the target rate, without fear or contributing

to inflationary pressure during an upswing. The shorter the
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guarantee, the lower the productivity of the employees, the

greater the administrative problems of the program agents, and

the lower the job securIty of the employees. While experience

with the program should decide the optimum, it seems clear

that the guarantee muss be significantly longer than one quarter.

The effect of a one year guarantee during the upswing will be

examined shortly.

ARP requires a formula for determining the number of jobs

that should be created every three months. The formula is

necessary to eliminate discretionary action, the major source

of delay in current instruments. Here, we will concentrate on

the formula for determining the total number of jobs to be

created nationally. Afterwards, the formula for allocating funds

among local areas will be considered.

To determine the number of jobs, and total funding, for

the nation, perhaps the simplest method would be to use only

the number of unemployed during the previous month, or perhaps

the previous three months, without trying to project the change

in unemployment over the next three months. Under this naive

formula, either it would be assumed that unemployment will re-

main constant, or it is simply accepted that ARP wi71 always lag

behind the level of unemployment.

It seems clear, however, that the efficiency of the program

would be improved if an attempt is made to anticipate the change

in unemployment over the next three months. Thus, if unemploy-

ment is expected to rise in the coming quarter, more ARP jobs

should be created at the beginning of the quarter than if unem-

ployment is expected to remain constant. Ideally, the objective

should be to predict what unemployment will be nationally, three

months later, and then create the number of ARP jobs which, to-

gether with the jobs created by the short-term (roughly one quar-

ter) multiplier, will restore unemployment to a target level

three months later.

Given this objective, the next step is to decide how the

unemployment level three months later should be projected. It

would be possible to leave this to the discretion of some offi-
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cial group or agency - such as the Council of Economic Advisors,

the Bureau of Labor Statistics, or a new unit created specifi-

cally for this purpose. The alternative is to use a formula that

automatically projects the level of national unemployment ex-

pected three months later. An example of the formula would be

the following: Expect unemployment to change over the next

three months by the same amount and in the same direction it

changed over the last three months. Another formula would be:

Expect unemployment to change, over the next three months, by

one-half the amount, and in the same direction, as it did over

the last three months. Still another formula would be to com-

pute the simple average of the projections of a fairly large

number of reputable forecasters, (who may use a variety of tech-

niques, from intuition to complex econometric models) who are

designated in advance. Both the large number, and independence

of such forecasters, and the fact that they are designated in

advance, assures that no discretion will be given to thL admin-

istering agency. The formula can of course be made considerably

more complex.

The distinguishing feature of a formula is that it leaves

no discretion in the hands of a single agency or group. The dis-

advantage of a formula is that special factors, or information

not embodied in it, cannot be used. For example, it might be

known that the Federal Reserve Board has been rapidly expanding

the money supply. The simple formulas cited above would not

take this into account, while decision-makers could. Of course,

a more complex formula could take such behavior into account.

Indeed, the "formula" might well be the prediction derived from

a complex econometric model of the economy. Such a model Would

take into account most factors that ought to be considered in

making predictions.

It might be argued that such models are too rigid to incor-

porate certain phenomena, and that intuition and discretion

will improve such forecasts. Even if this were true, there is

a formula that should be able to capture such adjustments. That

formula is the simple average of the Projections of a large num-



ber of independent forecasters, who individually are free to make

such aajustments. The crucial feature is that discretionary

power must not be concentrated in a single agency. If discre-

tion is scattered among many independent forecasters, designated

in advance, this feature is preserved.

The great advantage of a formula is that it prevents poli-

tical motives from affecting, or even appearing to affect the

official projection. The projection of the national unemploy-

ment rate next quarter is clearly vulnerable to politics, if

left to the discretion of some official group. An Administra-

tion in power seems more optimistic about the future of the unem-

ployment rate than the political party out of power. The dis-

parity between their predictions is likely to widen just before

an election. Individuals who believe the program ought to ex-

pand may tend to forecast a greater rise in unemployment than in-

dividuals who believe that the program is not sound. Thus, some-

one who believes in an active role for the Federal government in

treating cyclical unemployment may interpret data differently

from someone who feels the Federal government has no business in

this field. Confidence in the program may diminish if the public

feels that these factors are affecting the official projection.

Finally, Congress will probably be averse to giving any agency

or commission, however independent, the discretion to in effect

decide how much Federal money will be obligated each quarter.

Thus, in spite of its disadvantages, ARP proposes that an

automatic formula, rather than discretion, be used to project

the future level of unemployment, and thereby decide the amount

of ARP funds to be obligated. It will be shown that even a very

simple formula would have performed quite well during the most

recent business cycle. There is no reason, however, why the ARP

formula should not be more complex. Indeed, Congress should

delegate to a panel of experts the task of choosing the best

forecasting technique available. The best technique may simply

be to compute the average of the projections of designated fore-

casters. Alternatively, a particular formula, or procedure, or

model may have the best forecasting record. This panel, or cur-
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rent agency, might periodically modify the technique, or select

a different one based on some objective criteria concerning its

forecasting record.

It is true that even here, politics may try to affect the

selection of the technique. Yet here it is likely that objecti-

vity will prevail. First, Congress can explicitly require that

the technique be selected according to objective criteria con-

cerning forecasting record. Second, once the technique is chosen,

it will operate indefinitely, and its effects in future quarters

may be difficult to anticipate. It would be a remarkable poli-

tician who could predict whether the Wharton model, or the Data

Resources model, would best serve his political interests between

now and the next election.

It is instructive to compare this method for determining

the amount of funds to be obligated with the method embodied in

S. 2993. Under S. 2993, funds would be obligated if either Con-

gress, or the President so ordered, or if the national unemploy-

ment rate exceeded 6% for three months. The amount of funds

that could be obligated would be limited by the amount of funds

that had accumulated in the trust fund. Except for this con-

straint, the amount of funds to be obligated would be left to

the discretion of Congress, or the President, or the Secretary

of Labor (w :len unemployment was above 6%).

While this method is an advance over the annual appropria-

tion under the current PEP program, it has the disadvantage of

injecting politics into the program. Either the President, or

Congress, would have the freedom to obligate whatever amount

they would choose, whenever they would want to do so, provided

the amount did not exceed the reserves in the trust fund. Poli-

tical considerations might well enter to affect both the amounts,

and the timing, of the funds released. Congress and the Presi-

dent may compete with each other to claim credit for activating

the program, or out-doing the other branch, perhaps prior to an

election. If the unemployment rate rose above 6%, the Secretary

of Labor would be required to enter as well. It is possible that

the freedom to empty the trust fund, by either branch, may dis-
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courage the appropriation of funds in the first place. Congress

may be reluctant to give the President a large trust fund that he

can use to political advantage whenever he desires. Similarly,

the President may be reluctant to sign such acts of appropriation,

fearing that Congress will release the funds irresponsibly.

The method proposed by ARP leaves no discretion to either

branch. The amount of funds to be obligated each quarter will

be determined according to the best forecasting methods avail-

able. Neither the President, nor Congress, would have the oppor-

tunity to use the program for political purposes. The ARP

method should therefore help to protect the integrity of the

program, and increase public confidence in it.

D. A SUFFICIENT LEVEL OF FUNDING

Another major difference between the Anti-Recession Program

and the Public Employment Program is the size of the program.

In its first year, PEP directly created about 150,000 jobs, and

it is estimated that about another 150,000 were indirectly cre-

ated through its multiplier effect. PEP is triggered when the

unemployment rate exceeds 4.5%. As the unemployment rate rose

from 4.5% to 6.0%, unemployment rose by about 1.3 million, over

four times the number of jobs generated by PEP. PEP is capable

of lowering the unemployment rate only about 0.35 percentage

points. Thus, in June 1972 the national unemployment rate was

5.5%. Without the PEP program, unemployment would have been

about 5.8% or 5.9%.

These estimates of the multiplier effect of PEP are based

on the simulations of the Brookings econometric model by Fromm

and Taubman cited earlier. They distinguish the effect of govern-

ment spending for employment from other kinds of government

spending. According to their calculations, the one quarter mul-

tiplier of government employment is 1.7. Let us assume, to

simplify, that the ratio of employment to output is the same for

output directly generated by the initial expenditure, and output

indirectly generated by the multiplier. Then, in the first
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quarter, roughly seven jobs are generated indirectly for every

ten jobs generated directly.

By the end of the second quarter, nine jobs have been in-

directly generated for every ten caused by the initial expendi-

ture. During the next eight quarters, the total number of jobs

created, directly and indirectly, stays close to double the number

caused by the initial spending. Thus, in the first quarter,

after 150,000 PEP employees were on the job, PEP was indirectly

inducing another 100,000 jobs, for a total impact of 250,000.

By the end of the second quarter, however, the indirect effect

increased to 150,000, and stayed close to that level for the

next six quarters. While some error in these multiplier esti-

mates is likely, the assumption of a multiplier of two should

serve as a rough estimate of PEP's impact.

Thus, if the trigger national unemployment rate is 4.5%,

it is estimated that PEP closed only about one-fourth of the gap

between the unemployment that would have occurred, had there

been no PEP program, and the trigger rate.

In contrast, it is proposed that ARP be large enough to

close the entire gap between what unemployment would be without

it, and the trigger rate. it should be recognized that, because

multiplier effects change, from quarter to quarter, a choice must

'oe made. If we want to close the entire gap in a single quarter,

then we will close more than the gap by the end of the second

quarter, and for the next eight quarters, if the number of jobs

directly created is held constant. Since the one quarter multi-

plier is 1.7, if the gap is 17 jobs, then 10 must be directly

created. If this is done, however, then there will be 1 total

of 19 jobs generated by the end of the second quarter, and this

will remain close to 20 jobs throughout most of the next eight

quarters. The alternative is to bridge most but not all of the

gap in the first quarter, and aim to close the entire gap by

the end of the second quarter. Thus, if the gap is 20 Jobs, create

ten directly. This will generate a total of 17 Jobs by the end

of the first quarter, closing 85% of the gap; and almost all of

the remaining 15% will be closed by the end of the second quarter.



since the multiplier values are fortunately quite constant

over the next eight quarters, the program will remain roughly

on target from that point on.

It should be stressed that these are admittedly rough esti-

mates. The simulations were done with a single econometric model,

wi.th its imperfections, several years ago (The Brookings model

project has in fact been discontinued). These estimates are

used for the purpose of illustration. If an Anti-Recession Pro-

gram were enacted, a more thorough analysis of recent empirical

results would be required to select multiplier estimates.

In theory, it would be possible to close all of the gap

in the first quarter, and then reduce the number of jobs in

the second quarter to prevent overshooting. The number of jobs

could be varied to achieve the target in each quarter, even in

the face of lagged effects. Earlier, however, the one year

guarantee was introduced because of the problems that would be

caused by frequent decreases in the number of lobs funded. /

Thus, a trade-off must be faced. If overshooting is not to per-

vade the program, less than 100% of the gap will have to be

closed in the first quarter. Fortunately, according to the Fromm

and Taubman estimates, 85% of the gap can be closed in the

fist quarter, and vitually 100% in the second quarter, without

significant overshooting occurring at any time thereafter.

Suppose that unemployment is projected to rise during the

next two quarters. Then it might be optimal to close the entire

gap in the first quarter, because the overshooting effect during

the following quarter will be exactly what is needed to handle

the continuing rise in unemployment. For example, suppose there

is a gap of 17 jobs during, the first quarter, but a gap of 19

jobs is projected for the second quarter. Then creating 10 jobs

at the beginning of the first quarter will be optimal. It will

close the entire gap in the first quarter, and will also close

the larger gap in the second quarter, since the multiplier

increases from 1.7 to 1.9. Of course, if the gap projected in

the second quarter is greater than 19, additional jobs can be



can be created at the beginning of the second quarter. Thus,

what fraction of the gap should be closed in the first quarter

should depend on whether the gap is expected to increase in en-

suing quarters.

Whether to attempt to close 100% of the gap in the first or

second quarters depends on the consequences of overshooting.

These will be examined later. Fortunately, the difference be-

tween these two strategies, or an intermediate one - in which

between 85% and 100% of the gap is closed in the first quarter -

is not large.

E. COMPARISON WITH THE NATIONAL MANPOWER POLICY TASK FORCE

RECOMMENDATION

The National Manpower Policy Task Force (Executive Director,

Robert Taggart; Chairman, Garth Iangum; Vice Chairman, Sar Levi-

tan; and a distinguished list of experts) has issued a short

paper on the Public Employment Program in which they urge modifi-

cations of the cyclical aspect of PEP similar to those which are

proposed in the Anti-Recession Program described here. The paper

is called, Public Employment Policies and Priorities, December 1972.

This paper further develops several ideas first suggested in a

similar paper in July 1972 on the Public Employment Program. It

will be useful to briefly compare the Anti-Recession Program pro-

posed here with the recommendations of the National Manpower

Policy Task Force.

The essential thrust is the same. Both proposals urge that

the number of public service jobs created vary with the level of

unemployment, and that the number of jobs created should be

larger than authorized under PEP. In the July paper, the Task

Force suggested that the path of unemployment should be projected,

so that the number of jobs created would anticipate the path of

unemployment over the coming year. This idea is embodied in ARP.

In its short paper, this is as far as the Task Force goes on the

cyclical aspect of PEP. Thus, while the Anti-Recession Program

proposed here is completely consistent with the Task Force's re-
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commendations, it develops these ideas into a set of more speci-

fic guidelines. It will be worth pointing out several ARP fea-

tures not stressed, or proposed at all in the Task Force papers.

The Task Force seems to imply that the "trigger" should be

genuinely automatic, not requiring any discretionary action by

Congress or the President. Yet nowhere does it say this. The

current, so-called PEP "trigger" must be transformed into a real

trigger. Second, ARP calls for changing the number of jobs every

quarter, instead of once a year, as the Task Force implies.

While this significantly improves the speed and accuracy of the

program, it requires a new feature: the guarantee of funding for

one year for each ARP job created, regardless of the path of unem-

ployment. This guarantee is automatic under annual appropriations,

but must be specifically added under a quarterly program. Third,

the Task Force calls for absorbing a stated proportion of the

unemployed above the trigger level. ARP specifies that this pro-

portion. should be 100%. ARP allows 20% of Federal funds to be

used to expand capacity so that program agents can productively

absorb workers. While a proportion less than 100% would be a

more cautious way to test capacity, it will be argued that capa-

city should be sufficient, based on evidence available, to war-

rant a proportion of 100% (about 50% public service jobs, and

50% generated through the multiplier effect in the private sec-

tor). ARP also suggests adding Federal agencies to state and

local, to add to capacity.

The essential approach is the same. The Task Force stresses

that the experience of the Public Employment Program shows that

a more effective counter-cyclical program can be fashioned by

retaining the basic design, but expanding the size of the pro-

gram, and enabling the number of jobs created to vary with the

level of unemployment. ARP takes these notions and develops

them in greater detail.
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F. THE ALLOCATION OF FUNDS TO LOCAL AREAS

Once the total number of jobs to be created nationally is

determined, and therefore he total national expenditure for the

program (based on $X per job - roughly $7,000 per job in the

PEP program), this total must be allocated among local areas.

Under PEP, funds were allocated according to the severity of

local unemployment. The same concept should be used by ARP.

Specifically, it is proposed that funds be allocated

according to the severity of the rise in unemployment above the

normal level for the area. This would be computed as follows.

Suppose the national trigger rate is 4.5%. Consider the local

unemployment rate that prevailed when the national unemployment

rate was last at the trigger level. This unemployment rate

will be regarded as the base level for the area, solely for the

purpose of the program. The objective will then be to allocate

funds among local areas in order to restore their unemployment

rates to this level, and therefore, the national unemployment

rate to its trigger level.

In other words, the objective of ARP will be purely counter-

cyclical. No attempt will be made to reduce the dispersion of

unemployment rates among areas. When the national unemployment

rate is 4.5, some areas will have rates significantly above 4.5%.

ARP will not attempt to alter this. Its aim will be to restore

the configuration that existed when the national unemployment

rate was last at 4.5%. Of course, ARP will allocate more funds

to areas that experience a sharper rise in unemployment above

their base level. Thus, the fact that the recession hits some

areas harder than others will definitely be taken into account

by ARP. The ability to do this is a major advantage of an ex-

penditure instrument over a tax instrument.

An alternative to this more limited counter-cyclical goal

would be to try to restore the unemployment rate of each local

area to the trigger rate of 4.5%, regardless of its base level of

unemployment. Two approaches should be considered. Under the



first, ARP would still be triggered by the national unemployment

rate. No funds would be obligated unless the national rate rose

above the trigger level. Further, the total funds to be allo-

cated would also be determined by national unemployment. But

funds would then be allocated to areas according to the gap be-

tween the local unemployment rate and the national trigger rate

(say, 4.5%), rather than according to the gap between the local

unemployment rate and the "normal" rate - the one that existed

when the national rate was last at its trigger level.

This approach would have the effect of treating high unem-

ployment areas better during recession than during non-recession.

IC the national unemployment rate was 4.3%, below the trigger

of 4.5%, then an area with an unemployment rate of 6.o% would

receive no assistance. If the national unemployment now rises

to 4.6%, this local area would suddenly receive enough funds to

move its unemployment rate towards the 4.5% level.

If it is decided to treat structural regional dispersion in

unemployment rates, rather than purely cyclical effects, then

it makes sense to adopt the second approach. Under it, refer-

ence to the national unemployment rate would be abandoned alto-

gether. Each local area would be treated separately. Whenever

the local unemployment rate exceeded the trigger rate, for what-

ever reason, Federal funds would automatically be pumped into the

program agents in the area in an amount aimed at reducing unem-

ployment to the trigger level. Treating each area individually

would remove the discontinuity in the first approach, where an

area might be better during recession than during non-recession.

Under this approach, the situation in the rest of the country

would be irrelevant.

This more ambitious approach may well have merit, but it

raises problems not encountered in the purely counter-cyclical

Anti-Recession Program we are proposing. Consider the impact

of this approach if the national unemployment rate is initially

at the trigger level. Those local areas with unemployment rates

above this level will be entitled to funding. If the employment

effects of this funding could be confined to the recipient areas,



there would be no problem. But they cannot. Each local area

imports a significant fraction of its total output from the

rest of the country. Thus, the expenditure in the high unemploy-

ment areas will push the unemployment rate in the rest of the

country below the trigger level.

In response to this spillover effect, it would be possible

for the Federal government to shift its own budget in a restric-

tive direction, in order to.restore the national unemployment

rate to the trigger level. Thus, the automatic Federal employ-

ment program would even out the dispersion in unemployment rates

among local areas, and the Federal budget would neutralize any

spillover effects by restoring national unemployment to the

trigger level.

This approach would depend on the effectiveness of assign-

ing individual policy instruments to individual policy targets -

a classic problem in the theory of economic policy.
7

Here,

there are two policy objectives. The first is for each local unem-

ployment rate to be at the same trigger level. The second is for

the national unemployment rate to be at the trigger level. The

question is whether the automatic Federal employment program

can be assigned to the first objective, and the Federal budget

be assigned to the second. Assignment means that each instrument

pursues only its own objective, and ignores its effects on other

objectives.

Two standard issues in the assignment problem are the fol-

lowing: First, does convergence occur? Does the pursuit of in-

dividual targets by individual instruments lead to the success-

ful achievement of all targets? Or does it lead to divergence,

because each instrument undermines the efforts of the others

whenever it ignores its impact on other goals in its pursuit of

its ovr objective?

7. Hansen [16], Chapter 1.



)econu, even it' convergence occurs, what is the path to

convergence? How much oscillation around the targets occurs

before they are finally achieved? How long does overshooting

occur, and how large is its magnitude?

Both of these issues require careful analysis in this ap-

plication. An attempt must be made.to measure the magnitude

of the spillover effects. When the Federal budget offsets the

spillover effect, holding the national unemployment rate at the

trigger level, does it also offset most the impact of the auto-

matic Federal employment program in the high unemployment areas?

If so, then the automatic Federal employment program will be

largely frustrated, or at least take a long time to reach its

objective. Whenever it reduces unemployment, the shift in the

Federal budget to restore the national rate may unwittingly

raise unemployment in those high unemployment areas, seriously

undermining the impact of the automatic program.

Even if convergence will eventually occur, the path may

involve large overshooting. Suppose the Federal budget, depend-

ing as it does on discretionary action of a political legisla-

ture, does not respond reliably to the spillover effects of the

program. The earlier discussion of the weaknesses of discre-

tionary instruments certainly applies here. If the response

lags, the automatic program may contribute to inflationary

pressure.

This problem does not arise in the Anti-Recession Program

as proposed here. When funding is determined by movements in

the national unemployment rate, and allocated according to cycli-

cal increases above the normal local level, then th.-re is no

danger of spillovers contributing to inflationary pressure.

Of course spillovers still exist. The difference is that under

the purely counter-cyclical ARP, funds are not obligated unless

the national unemployment rate is above the trigger level, and

spillovers are therefore welcome. If funds are obligated solely

according to local unemployment rates, then spillovers may well

occur when they are unwelcome - when the national unemployment

is at or even below the trigger level.



The spillover problem does not mean that the more ambitious

program should not be attempted. Analysis of the effects of such

a program, however, is a complex undertaking; and yet is essen-

tial, in order to estimate the seriousness of the spillover prob-

lem.

There is a second difference between thP purely counter-

cyclical program, and a program that would encompass long-term

regional dispersion as well. This difference is much simpler

to analyze. The issue is simply whether redistribution from

low unemployment areas to high unemployment areas should be

undertaken. The Anti-Recession Program as proposed does not

attempt such a redistribution. Virtually all areas will receive

assistance, in proportion to the effects of the recession on

the area. Virtually all areas stand to benefit from such a pro-

gram when the national unemployment rate rises. If the auto-

matic program tries to reduce the unemployment rate in all areas

to the same trigger level, then a disproportionate share of the

benefits will be received by areas with normally high unemploy-

ment rates. Indeed, low unemployment areas will receive no aid,

but the taxes of its residents will help to finance the redis-

tribution.

One may or may not feel that such redistribution is desir-

able. But it is certainly true that such a program would have

greater difficulty passing Congress than a purely counter-cyc-

lical automatic program. It may further be argued that there

is no strong reason why regional redistribution, if it is to

occur, must occur through an automatic program. The basic

reason for an automatic instrument is to respond to rapid changes

in the economy - to a cyclical downturn. Dispersion of unemploy-

ment rates among areas is a long-term Problem. An area does

not switch rapidly from being a high unemployment area to being

a low unemployment area Thus, this problem might be adequately

handled through a discretionary, rather than an automatic pro-

gram.

In summary, it seems prudent to begin with the purely
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counter-cyclical Anti-Recession Program proposed here. If such

a program proves successful, then a more ambitious program which

also attacks long-term area dispers:on might be attempted.

In order to allocate funds to areas according to the rise

in the local unemployment rate above the base level, official

estimates of local unemployment rates must be made. It should

be realized that the monthly Current Population Survey, which

generates the official data for the national unemployment rate,

does not do so for local areas. The reason is that the sample

is simply not large enough to make reliable estimates, even for

areas as large as most states.
8

Evidently, the cost of ex-

panding the CPS sample to a size that would yield reliable esti-

mates for areas the size of a large urban area would be quite

large

To cope with this problem, the current Public Employment

Program used data from the 1970 Census, which did measure local

unemployment rates, combined with data collected by state unem-

ployment insurance Methods are currently being devel-

oped within the Manpower Administration, to improve these tech-

niques. It seems likely that given the costs of expanding the

CPS, the Anti-Recession Program, like PEP, will have to rely

on monthly data from local unemployment insurance offices, ad-

justed in light of the 1970 Census.

The basic idea is this. We can compare the figures collected

by local unemployment insurance programs in the week in 1970

when the Census performed their more comprehensive survey of

local unemployment. By comparing the unemployment insurance

8. U.S. Bureau of Labor Statistics [Id].

9. Based on a conversation with the staff of the Regional Man-
power Administration, San Francisco, California.

10. Based on a conversation with the staff of the Regional Man-
power Administration, San Francisco. California.



data with the Census data, it should be possible to detect

biases and systematic inaccuracies in the unemployment insur-

ance data. Thus, the monthly unemployment insurance data can

be adjusted, to improve the monthly estimate of local unemploy-

ment.
11

While data generated by the unemployment insurance pro-

grams cannot compare in reliability with CPS data - the latter

being generated by sound sampling techniques, rather than as

the by-product of an insurance program - it will probably cap-

ture major variations in unemployment among areas. Every effort

should be made to improve the estimates by pooling Census data,

and CPS data, with data from the unemployment insurance sys-

tem.
12

Once the level of funding for a specific political juris-

diction is calcul.::ed, there remains the matter of allocating

the funds among the several public program agents in the juris-

diction. It seems sensible to follow the method used by PEP.

Under PEP, state and local governmental units in each district

received funds in propertion to their share of 1,ublic employ-

ment in the jurisdiction. Under PEP, the Federal government

dealt directly only with larger governmental units. Special

units, such as school districts, port authorities, and so on,

were subagents to the larger units in the district, and received

their share of funds through those units.

PEP excluded Federal agencies from the program. Ytt there

seems no strong reason for such exclusion. Furthermore, because

ARP is a larger program, and the capacity of program agents to

rapidly create the required number of jobs is a concern, it

seems useful to include Federal agencies, in order to reduce the

burden on other governmental units.

11. U.S. Manpower Administration [501.

12. U.S. Manpower Administration [50].



G. OTHER FEATURES OF ARP

The provisions in PEP designed to assure a fair alloqation

of jobs among various labor force groups, particularly the dis-

advantaged, should be incorporated into ARP. Like PEP, ARP

should try to spead the jobs around, providing employment for un-

employed persons of various skill levels, and personal charac-

teristics.

Each program agent should be required to assist ARP em-

ployees, towards the end of their year of employment, in se-

curing a regular public or private sector job, if the trend

in both national and local unemployment indicates that funding

for that job may be cut at the end of the year. It should be

stressed that any ARP employee will be allowed to remain in the

same ARP slot, or a different ARP slot, indefinitely, as long

as the slot is funded, provided the employer chooses to retain

the individual. The program agent should be required to inform

the employee in advance whether he expects to be able to retain

him, and if not, to provide placement assistance. If the level

of unemployment has not subsided, it is likely that ARP funding

will continue, and the employee can be retained. ARP employees

will only have to seek new jobs if the local wiemployment rate

has fallen, thus improving the prospects for finding a regular

job.

All ROW employee:, will be require( 'o register with the local

Emplo7iment rvice The Employme,t Service will be charged with

the re;ponsibility of trying to place these individuals with

regular employer:3 in permanent positions. The Service will keep

a record of when the Joh of each ABP individual is expected to

erminatcs. If thy individual changes ARP jobs with the program

agent, he will be required (or the program agent in his behalf)

to report this to the Employment Service. The Service will give

first priority tt, individuals whose APP jobs are expected to ter-

minate shortl'f. In ,,his way, it should be possible to minimi7e

the number of inil .iduals who arc Lhrown back into unemployment

at the end of yeas 4n ARP, It, should be remembered that if



the economy has not picked up, it is likely that the ARP job

will be renewed. If the individual performs his ,lob well, his

employer will probably try to retain him, even if this means

shifting him into another ARP job, or regular employment with

the agent. This will provide an incentive for the 7'i:dividual

to take his ARP job seriously, especially during the final

months of the year.

Under PEP, the program agents are required to matr the

Federal contribution by providing 10% of the total funds for

the program.
13

This can be provided in kind, rather than cash,

and this is often the case. Program agents are prevented from

spending any Federal funds on supplies, equipment, other in-

puts, space, etc.. 90% of the funds must go to wages and sal-

aries of ARP employees, and the remaining 10% can be divided

between administration and training. The matching requirement

serves little purpose, and is hardly a constraint in practice.

It is proposed under ARP that it be eliminated, and that the

Federal government provide 100% of the funds. Since the pro-

gram is considerably larger than PEP, it is essential that pro-

gram agents not face shortages of space, equipment, and so on,

which are necessary to the useful mnployment of ARP employees.

It is proposed that program agents be allowed to spend up to,

say, 20% of ARP funds on supplies, equipment, space, and so on,

which directly facilitate the useful employment of (OP employ-

ees. This figure is tentative, and may well need to be ad-

justed, based on experience with the program.

Program agents should be advised not to make ARP jobs which

are created in April dependent on ARP jobs created in January,

October, or July, as a general rule, unless the program agent

is confident that unemployment will be high enough to continue

ARP funding. Otherwise, when non-April jobs complete one year,

13. See Footnote 15, Chapter 1, Part I, p. 32.
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they may not lie renewed. It' April jn1):; are closely integrated

with other ARP job.;, they will no longer be as proOuctie if

the others are not renewer. For example, if jobs created in two

different quarters are bound up in the same project, the pro-

ject will be interrupted if some of the jobs are cancelled, un-

less the local government funds them from Its own resources.

If this simple guideline is followed, the phasing out of ARP

jobs as unemployment subsides will produce minimum difficulties.

Under PEP, civil service requirements were waived, and tem-

porary slots were created. This should be encouraged under ARP

for two reasons. First, although ARP is not especially aimed

at the problems of the disadvantaged, it should assist all seg-

ments of the unemployed, including the disadvantaged. It is

well known that such persons have difficulty passing civil ser-

vice exams, although they may be able to perform some public

service jobs adequately. Second, there is often a long waiting

list for civil service jobs. The purpose of ARP is to provide

short-term employment for persons who have been laid off in all

sectors of the economy. Such persons will usually not have

passed civil service exams, or be on the waiting list. If civil

service requirements are not waived, ARP will only be able

to help those who previously took the exam and got on the list,

instead of being able to help all segments of the unemployed.

H. THE CAPACITY TO RAPIDLY CREATE PRODUCTIVE JOBS

A major issue is whether public program agents can handle

a program that is roughly four times as large as the current

Public Employment Program, and in which the funding level is

changed every quarter. A starting point is to look at the per-

formance of PEP.

The experience of the Publi Employment Progeam in its

first year shows what can be done, when the program 1:: at a size

of 150,000 jobs, even when the program comes as a surprise, al-

lowing no planning on the part of the program agents, and the

agents first have to learn the basic procedisres of the program.

S7



Levitan and Tadmart, in their Interim Assessment of PEP for the

Senate Subcommittee on Employment, Manpower and Poverty, write

the following:

In the first five months of the program,
100,000 persons were put to work - no mean
feat . . . Thus, in comparison with almost
all other programs, the administrative de-
cisions and actions under EEA (T) took
place with unprecedented speed.

It should be stressed that even this pace was significantly

slowed down because of several factors that would be eliminated

once the program was operating for some time. The gui2elines

had to be written from scratch, then explained to regional pro-

ject officers in the Manpower Administration, who in turn ex-

plained them to program agents. Program agents - many caught

by surprise - had to first put together a grant application,

and prepare a list of jobs. Once ARP is firmly established,

and all parties are accustomed to its procedures, the major

causes of delay will be gone.

The potential speed of ARP can be understood by realizing

how public program agents put together their grant applications

for PEP. Most program agents simply listed those jobs that were

requested by department heads in the previous budget session,

but could not be funded. Once ARP has become a permanent pro-

gram, it will become routine for program agents to keep an in-

ventory of jobs ready to be filled if ARP funds become available.

Concrete understanding of how the PEP job lists were pre-

pared by program agents counters the notion that "make-work"

jobs were created. PEP jobs were exactly the same as rexlar

jobs, with perhaps special emphasis on entry-level jobs. Many

of the exact jobs funded by PEP would have been funded by the

program agents if there were no recession, and their revenues

had therefore been la2ger. If the program agents had funded

14. Levitan and Taggart [23], 1972, p. 17.
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the jobs themselves, few would have considered the jobs "make-

work." A shift to Federal funding, because of recession, clearly

does not convert useful work into make-work.

In their "Evaluation of the First 16 Months of the Public

Employment Program," Levitan and Taggart address the make-work

issue. They conclude as follows:

In summary, PEP Jobs are probably as "real"
as any other state and local employment in
the sense that participants are assigned tasks,
supervised, and equipped. The occupations are
familiar, although concentrated disproportion-
ately in the entry level. Though the public
service area distribution is skewed towards the
public works and transportation which could be
implemented and phased out quickly, most of
the lobs were either requeied, planned, or
slated for future funding.

The Anti-Recession Program, like PEP, does not attempt a

major increase in the size of the public sector relative to

the private sector. Some would argue that such a shift would

improve allocative efficiency in the economy. Others would

claim the reverse was true, and the result would be make-work

in the public sector. Whichever view is correct, it should be

recognized that this issue is irrelevant for evaluating ARP.

ARP makes the size of the public sector only somewhat larever

than the level it would have achieved had there been no reces-

sion, and the revenues of state and local governient were there-

fore higher. Indirectly, through its multiplier effect, ARP

increases output and employment in the private sector as well.

Furthermore, ARP lasts only as long as the recession. It does

not cause a permanent shift in resources between sectors; rather,

it causes resources that would have been idle to be 'oductively

utilized in both public acid (through the multiplier effect)

private sectors.

15. See Footnote 15, Chapter 1, Part I, p. 32.



This limited function of countering recession means that

still another contention sometimes advanced can be dismissed

easily. That contention is that citizens are already satiated

with public services, and little value can be derived from

further production. If the public services would have been pro-

duced, had there been no recession, saturation will not suddenly

occur because there is recession. As Levitan and Taggart

observe:

There is no evidence of saturation in
state and local employment. Growth has not

come from more persons performing the same
functions with diminishing returns, but from
increasing and altering requirments caused
by urbanization, rising service demands,
and other factors. It is simply impossible

to say that any given number of employees
per capita delivering a particular service
is adequate, anl6that additional jobs would
be "make-work."

Another mistaken basis for concern about make-work is the

false assumption that the program is geared for the highly dis-

advantaged. If it is imagined that the unemployed are primar-

ily persons with no skill, and perhaps psychological obstacles

to work, then concern about make-work would be legitimate.

While P,RP includes the disadvantaged, it is not primarily aimed

at, that group. The majority of the unemployed who will receive

ARP joLs are persons who have been laid off their regular job

because of the cyclical downturn. ARP fund can be used to

create highly skilled jobs as well as jobs requiring less skill.

Since most ARP employees will bt persons who j,ist lost regular

private or public sector jobs, there is little basis for ques

tioaing f-,e ability of ARP workers to perform useful work.

The major constraint rAl ARP jobs is that tney must require

reative:f little in tne way of complementary expenses. Under

16. See Footnote 1, Chapter 1, Part I , p.
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the current PEP program, Federal funds could not be used for

such complementary inputs. Yet over 150,000 jobs were created.

Since ARP will be larger in scale, it is essential that some

Federal funds be available for such expenses. It is tentatively

proposed that, up to 20% of all ARP funds be available for ex-

penses directly related to the productive employment of ARP

employees. Experience with the program will tell whether this

percentage is proper. This provision should give the added

flexibility that will expand the job creating capacity of pro-

gram agents.

While ARP moved rapidly, even in its first year, it oper-

ated at about one-fourth the level envisioned for the Anti-Re-

cession Program. Can ARP handle the larger number of persons

and absorb them as rapidly as ARP requires? While the best way

to answer this question is to test the program, a variety of

evidence suggests strongly that program agents will be able to

create productive jobs at the pace required, once they have

mastered the regulations, and acquired some experience with the

program.

Under PEP, 150,000 jobs were created. In 1971, state and

local employment was 10.188 million.17 Thus, PEP involved an

average expansion of 1.5% for program agents. The actual growth

history of state and local government provides some information

on the minimum capacity of these agents to absorb individuals

into employment. The actual growth, it must be emphasized,

shows what state and local units can do under the constraint that

they tinance the jobs themselves - an obviously severe constraint.

There is no reason to assume that the constraint on actual

growth was the capacity of these agents to put people to work,

rather han revenue limitations. Thus, the data show the mini-

mum which thrly are capable.

17. U.S. President PA,3972, Table B-27, p. 226.
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From 1965 to 1966, state and local government employment

grew from 7.696 million to 8.227 million in a period of econo-

mic expansion, an increase of 531,000, or 7 of total state and

local employment.
18

In a slower period from 1970 to 1971, em-

ployment increased by 3.5% in state and local government. At

the rate achieved bet'een 1965 and 1966, state and local gov-

ernments in 1971 could have absorbed an increase of 700,000

jobs, or about 350,000 more than the actual increase between

1970 and 1971 that they financed themselves. Thus, at a very

minimum, state and local governments in 1971 could have absorbed

at least 350,000 ARP jobs, more than double the number funded

by PEP.

While the stock of ARP jobs will probably be about four

times as large as the 150,000 jobs under PEP, it should be real-

ized that this stock will not be added all at once. In Appendix

A, which shows how ARP would have performed in the 1970 reces-

sion, the number of ARP jobs that would have been added in any
19

single quarter did not exceed 373,000. Since the limitation

is probably the size of the flow that must be absorbed in a

given period of time, rather than the stock level, the gap be-

tween ARP and past experience is Jot that wide.

The past record of state ant local governments is rein-

forced by their response to PEP. None complained that it was

having difficulty finding jobs to fund. Many program agents

had great difficulty selecting their job list for their PEP ap-

plication, since the requests of department heads well exceeded

their allotment under PEP. Given these observations, it is doubt-

ful that program agents would have difficulty creating at least

373,000 jobs in any one quarter, and in carrying at least 792,00)

18. U.S. President [52], 1972, Table B-27, p. 226.

19. See Appendix A, Table A-2, column 2.
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jobs (the maximum stock of ARP jobs at any point in time had ARP

been operating during the 1970 recession) at any point in time.

There is also little doibt that there would be no diffi-

culty finding applicants for jobs. Many program agents found

that the number of job-seekers substantially exceeded the num-

ber of PEP slots available.

While there is evidence that program agents have the capa-

city to create enough jobs to close the entire gap between

actual unemployment and the trigger level, proof is not avail-

able in advance. Doubt about capacity is one argument for a

smaller program. Another is simply the unwillingness of Congress

to spend roughly four times as much money as they spent on PEP

(roughly $4 billion per year). If either of these concerns is

important, a more cautious approach is possible.

The key feature or ARP is the automatic obligation of

funds, not the closing of the entire gap. It would be possible

to automatically obligate funds in an amount designed to close

only a fraction of the gap. Such a compromise would be possible.

This might enable the principle of automatic obligation of funds

to be tested on a smaller scale. If it proved successful, there

would always be the option of expanding the program, so that it

was designed to close the entire gap.

While such an approach is possible, it is probably not

needed. Once program agents become accustomed to ARP, and plan

for it, there is no reason why they will not be able to keep an

inventory of jobs ready to go into effect upon an announcement

that new ARP jobs are available. Thus, while proof will come

only with the implementing of the program, it seems certain that

program agents will have the capacity, once they get used to

the program, to rapidly create enough useful jobs to close the

entire gap. It should he remembered that caution is not costless.

A smaller program will mean higher unemployment and lower output

during the next recession. The costs and benefits of the cau-

tious approach must th,refore be carefully weighed.



Chapter 3

HOW ARP WOULD HAVE PERFORMED IN THE MOST RECENT CYCLE

It is instructive to see how the Anti-Recession Program

would have performed during the cycle that began at the end of

1969. It is essential to observe not only the effect of ARP

during the downswing, but also its effect during the upswing,

since it is during the upswing that the one year guarantee

generates a lagged response which has some tendency to increase

the demand for labor above the desired level. If there were no

one year guarantee, ARP could be phased out as quickly as the

upswing created new jobs. The constraint introduced by the

one year guarantee must be examined by looking at the upswing.

Appendix A describes the method of computing the effect of

ARP in detail. Here, the important assumptions underlying that

calculation, and the results, will be given.

First, a formula must be chosen to project the level of

unemployment three months hence. The number of ARP jobs created

at the beginning of a quarter will attempt, in general, to close

the gap that is expected to exist at the end of the quarter.

If ARP is actually instituted, it is proposed that the best

forecasting methods available be used to predict unemployment

three months ahead. it would be inefficient to use a simple

formula, when more complex models of the economy can offer more

reliable fo ecasts. Nevertheless, in Appendix A, a relatively

simple formula was used. Such a formula should not do as well

as a more sophisticated forecast. These results, therefore,

should understate ARP's ability to keep the national unemploy-

ment near the trigger rate in the face of falling aggregate

demand.

The formula used in Appendix A is the following:
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(1) If tie number of unemployed persons is greater than

it was three months earlier, then:

(9) If the unemployment rate is less than 5.57, ex-

pect next quarter's change in the number of unem-
ployed persons to equal last quarter's change.

(b) If the unemployment rate is greater than or equal

to 5.5%, expect next quarter's change in the num-

ber of unemployed persons to equal one-half of

last quarter's change.

(`) If the n,:mber of unemployed persons is less than it

was three months earlier, then expect next quarter's

change in the number of unemployed persons to equal

last quarter's change.

The rationale for this formula is the following. In the

downswing, unemployment tends to rise rapidly at first. Even-

tually, the rate of increases slows, and unemployment levels

off at some peak. Where this occurs depends on a variety of

factors. In a simple formula, which does not include these

factors explicitly, it is necessary to choose a point where

this slowdown is likely to occur. For the purposes of Appendix

A, 5.5% is chosen. It is important that ARP respond quickly and

strongly during the initial downswing, and then ease up as the

downswing slows, to prevent overshooting. As soon as the up-

swings begins, it is essential that ARP try to phase itself out

rapidly, so as not to contribute to inflationary pressure. This

formula is a crude attempt to incorporate these objectives. Its

performance will surely understate the performance of ARP under

the guidance of more sophisticated forecasting methods.

Suppose the formula forecasts an increase in the level of

unemployment. A choice must be made. Should the level of ARP

Jobs be set co that the gap will be closed in one quarter? Or

should the goal be to close the gap eventually, as the lagged

multiplier approaches its equilibrium value? Earlier, it was

seen that, fortunately, according to Fromm and Taubman's esti-

mr es using the Brookings Model, the difference between these

two approaches is not great. The one quarter multiplier is about

85% of the longer term, equilibrium, static multiplier. At the

beginning of the downswing, it makes sense to close 100% of the

gap in the first quarter. Overshooting in the second quarter



i unlikely to be a problem, since unemployment is likely to

rise further, requiring an increase in the desired stock of

ARP jobs in the second quarter. On the other hand, if unemploy-

ment is expected to level off, then overshooting becomes a

problem, and the static multiplier should be used as a guide.

When ARP is actually implemented, the difference between

the one quarter multiplier, and the static multiplier, should

be built into the formula determining the number of ARP jobs

created. For the purpose of the calculation in 'ppendix A,

however, such a distinction would greatly complicate the cal-

culation. The effect of each job created would vary from quarter

to quarter. To simplify the calculation, a multiplier of 2.0

is used throughout, and it is assumed they, the one quarter mul-

tiplier is the same as the equilibrium, static multiplier.

It must be emphasized that this does not distort the unem-

ployment rates during the downswing, as presented below. As

long as ARP creates the number of jobs needed to close the gap

in o,..e quarter, the results will be as presented. The effect

of the simplification is not to alter the unemployment rates,

but rather, to alter the number of ARP jobs needed to achieve

them.

For example, suppose the gap expected three months hence

is 500,000 jobs. In practice, ARP will attempt to close the

entire gap, and Appendix A will also assume that the entire

gap is closed in one quarter. The only effect of the multiplier

simplification is that Appendix A will assume that only 250,000

ARP jobs must be created, while in reality, roughly 300,000

will need to be created. The simplification will cause Appendix

A to underestimate the number of. ARP jobs '6hat must be created.

but the estimate of unemployment at the end of the quarter will

not be affected. Appendix A will he inaccurate in assuming that

250,000, instead of 300,000 ARP jobs were created. But it will

correctly assume that a total of 500,000 are induced by the end

of the quarter.

Appendix A will therefore understate the number of APP

jobs created early in the downswing. It will also overstate the
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number created at the end of the downswing, since the lagged

effects of ARP Jobs created earlier will reduce the number

needed at the end of the downswing.

During the upswing, the major constraint is the inability

to terminate ARP jobs until they have been funded for a full

year. Since Appendix A understates the number of ARP jobs cre-

ated early in the downswing, it will understate the number

e ARP jobs that have been funded at least one year, and there-

fore, will understate the number of ARP jobs that can be ter-

minated. Thus, Appendix A will understate the speed with which

ARP is phased out during the upswing. The unemployment rates

for the upswing computed in Appendix A may he further from the

trigger rate than would actually occur.

In summary, the unemployment rates presented below, as

calculated in Appendix A, in spite of the multiplier simplifica-

tion, shcrid be the rates that would actually be achieved by

ARP, with the qualification that the rates presented below

during the upswing may not be as close to the trigger rate of

4.5% as ARP would actually have achieved.

Appendix A assumes that the entire expected gap is success-

fully closed, if doing so requires an increase in the stock of

ARP jobs. If closing the gap requires a decrease in the stock,

then Appendix A takes into account the effect of the one year

guarantee. If the desired decrease in the stock of ARP jobs

cannot occur, because of the guarantee, then the unemployment

rate is computed in light of this constraint.

In all aspects of this process, the national unemployment

rate is seasonally adjusted. Since jobs created by ARP, parti-

cularly those created through the multiplier, are not all cre-

ated immediately, it would not make sense to try to follow the

path of actual unemployment. By the time the individuals are

hired, the seasonal effect is likely to have changed. since

ARP jobs are guaranteed for one year, they cannot cope ade-

quately with seasonal fluctuations.

Given these assumptions and simplification::, Table 8 pre-

sents the results of the calculation in Appendix A. It win
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be useful to consider each of the six columns in turn.

Column 1 shows the actual unemployment rates in each month.

It is important to realize that the actual unemployment rate,

beginning in March 1972, includes the effect of the Public Em

ployment Program. Since the Anti-Recession Program will re-

place the Public Employment Program, it is important to see what

unemployment would have been had there been no Public Employment

Program. This is shown in Column 2. The rates in Column 2 are

the same as in Column 1 until March 1972, when PEP's impact was

first felt. It was estimated earlier that without PEP, the un-

employment rate would have been about .35 percentage points higher.

Since the full impact of PEP was not felt until June 1972, it is

assumed that PEP reduced the unemployment rate 0.2 in March, and

0.3 thereafter. Thus, the rates without PEP, shown in Column 2,

are 0.2 higher in March, and 0.3 higher thereafter. Column 2

shows the path the ec-momy would have followed had Congress not

passed the Emergency Employment Act in July 1971, authorizing

the Public Employment Program, the impact of which began to be

felt by March 1972-

Column 3 shows the path the economy would have followed

had the Anti-Recession Program been in effect with a 'trigger

rate of 4.57. ARP would have prevented the unemployment rate

from ever exceeding 4.57. At the same time, except for June

1970 when the unemployment rate would have been 3.97,, ARP did

not significantly overshoot its trigger. (The 3.9% rate occurred

because the increase in unemployment between December 1969 and

March 1970 - from 3.47 to 4.4% - was much larger than the in-

crease in tne following quarter, to .8% in June i970. Thus,

under tris simple rule, ARP over-reacted.) The unemployment

rate would have been above 4.0% at all times, usual '.y closer to

4.5%. This is particularly true during the upswing. ARP phases

out rapidly enough to prevent the unemployment rate from falling

below 4.0%.

Since the actual upswing was quite gradual, Column 4 gives

hypothetical rates for a more rapid upswing, begianing in Decem-

ber 1972. Since these rates show what would have happened with-

0



out PEP as well as without ARP, they should be compared with

Column 2, rather than Column 1. Column 5 shows the effect of

ARP, with a 4.55 trigger, during the hypothetical rapid up-

swing. It shows that, with a trigger of 4.5%, ARP would not have

phased out rapidly enough to prevent the unemployment rate from

falling below 4.0% twice, once to 3.7%. It is possible that in

a very rapid upswing, ARP with a 4.5% trigger might contribute

somewhat to inflationary pressure.

Column 6 shows the impact of ARP with a trigger of 5.0%.

The higher trigger means that ARP will allow the unemployment

rate to reach higher levels during the downswing. It should be

noted, however, that the unemployr.ent rate never exceeds 5.0,

just as the rate never exceeded 4.5% under the 4.5% trigger.

The higher trigger enables ARP to have no difficulty phasing

itself out, even during the hypothetical rapid upswing. During

that upswing, unemployment never falls below 4.2%.

Earlier, a brief review of cLr rent research on the relation-

ship .0etween inflation and unemployment was given. In light of

that research, the following conclusions can be drawn concerning

the choice of the ARP trigger rate. If ARP had been operating

during the actual 1973 upswing, with a trigger of 4.5%, it would

have phased out rapidly enough to avoid seriously contributing

to inflationary pressure, since the unemployment would at no

point have been pushed below 4.0%. On the other hand, if a more

rapid upswing had occurred, then under the 4.5% trigger ARP

might have added significantly to inflation.xy pressures by

twice pushing the unemployment rate below 4.0%. If the trigger

were set at 5.0%, then even if the upswing had been rapid, ARP

would probably have contributed little to inflationary pressure,

since unemployment would at no point have been pushed below 4.2%.

While the higher trigger offers protection against a rapid

upswing, it should be stressed that the 4.5% trigger would not

have added much to inflationary pressures during the actual up-

swing that occurred. The benefits of the higher trigger must

be weighed against the costs. Under the higher trigger, unem-

ployment is higher, and output lower, than under the lower trig-
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Table 7

GROSS COST OF ARP

1970 $2.5 billion

1971 $5.0 billion

1972 $4.8 billion

1973 $2.9 billion

Total

Annual Average

$15.2 billion

$3.8 billion



Chapter 4

THE COSTS AND BENEFITS OF ARP

A. THE COST TO GOVERNMENT

Table 9 shows the gross cost ARP would have incurred during

this most recent cycle, if the ARP trigger were 4.5%, and each

ARP job cost $600 per month (roughly the cost per month under

the Public Employment Program).

The net cost to government, however, is considerably less

than this. There are two primary offsets. First, ARP jobholders,

and those who obtain non-ARP jobs through the multiplier effect,

pay taxes on their earnings. Thus, part of the gross expense of

ARP comes directly back to government in the form of taxes.

Second, a significant fraction of those who obtain ARP jobs, or

jobs generated by the ARP multiplier, would have been collecting

unemployment compensation, or public assistance, if there were

no ARP program. Thus, ARP generates savings in unemployment

compensation and public assistance. No attempt will be made to

estimate either of these two offsets precisely, but it will be

possible to make a rough estimate that will convey the impor-

tance of these factors.

Consider first the effect of taxes. Assume that 80% of

the gross cost of ARP goes for wages and salaries. This is a

minimum, since program agents are allowed to spend a maximum of

20% on other expenses. Out of this 80%, approximately 20% will

be returned to the government by ARP employees in the form of

Federal income tax, social security payroll tax, and possibly

state income tax.
1

When ARP employees spend their income, they

1. U.S. President [52], 1972, Table B-66, p. 273.
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ger. The calculations indicate that however this trade-off is

weighed, the trigger should be set somewhere between 4.5% and

5.0%, given the current structure of the economy. If policies

are adopted that should improve the unemployment-inflation re-

lationship - such as manpower and employment programs for the

disadvantaged, or an increase in competition in the economy -

then it might be possible to set the trigger rate still lower.



induce the hiring of additional workers in non-ARP jobs. These

persons, like ARP employees, pay taxes they would nct have paid

without ARP. This process also increases business sales and pro-

fits, and therefore generates additional government revenue in

the form of sales tax and corporation income tax revenue. Given

a multiplier of about two, assume that total taxes generated is

about twice the amount paid by ARP employees. Since ARP employ-

ees pay taxes equal to about one-sixth of the gm-. cost, total

taxes come to about one-third of the gross cost of the program.

Only the savings in unemployment compensation will be esti-

mated. Since there will be some savings in public assistance,

this figure will understate the total savmgs from both of these

programs. The average weekly benefit under unemployment compen-

sation was about $50 in 1970, and about $55 in 1971.2 It will

be assumed that the benefit is $60 in 1972 and $65 in 1973. A

reasonable assumption is that 50% of all ARP employees, and in-

dividuals who obtain jobs generated by ARP would have been re-

ceiving unemployment compensation. This assumption is supported

by the fact that, at any point in time in 1971, on the average,

1.8 million persons were receiving benefits out of about 4.1

million who were unemployed. About 4o% of the unemployed were

receiving benefits. Since ARP allows program agents to hire the

most qualified persons available, and these are likely to be

those who have earned unemployment compensation, it is reason-

able to raise the figure to 50%.

Actually, the figure is likely to be still higher, because

under ARP, the Employment Service will be charged with offering

ARP jobs, when available, to all unemployed persons who fi3e

claims for unemployment compensation. To receive unemployment

compensation, an individual must be available for work, and

2. U.S. President [52], 1972, Table B-26, p. 225.
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willing to accept R. suitable Job. The Employment Serice will

attempt to place benefit recipients in ARP vacancies, whoever

they become available. Failure to accept a suitable ARP Job

without good cause will result in cancellation of benefits.

Because of this administrative procedure, it is possible that a

still higher percentage of all ARP employees would have received

unemployment compensation. Since the figure for ARP employees

might be above 50%, but those who get non-ARP jobs might be lower,

the calculation will assume, for simplicity, that 50% of all

workers who leave unemployment because of ARP wcald have re-

ceived benefits.

Since benefits per person are about a third of the ARP cost

per job, and half of the ARP employees were earning benefits,

then the savings from ARP employees who were earning unemploy-

ment compensation is about one-sixth of the gross cost of ARP.

But this must be doubled for the savings from persons who get

aon-ARP jobs that were induced by ARP through the multiplier.

Thus, the total savings is about one-third of the gross cost of

ARP, roughly the same as the increase in taxes. Thus, the net

cost of the program is only about one-third of the gross cost,

as Table 10 shows.

Thus, while the average annual gross cost of ARP is $3.8

billion, the average annual net cost is only $1.1 billion. It

should be emphasized that these are very rough estimates, but

they do suggest the order of magnitude of the cost of the pro-

gram. The above calculation shows that it is essential to con-

sider the taxes collected and savings from unemployment compen-

sation and public assistance to arrive at the true cost to

government of the program. These two factors reduce the net

cost very significantly.

The effects on the different levels of government should

be noted. While the Federal government pays the full gross cost

of ARP, it gains only from Federal taxes, and savings in its

spending on public assistance. State governments, excluding

the trust funds, gain from increased taxes. The unemployment

compensation trust funds gain from reduced expenditure. While
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this may at first cause a surplus, it will eventually result in

lower payroll taxes on businesses - the source of revenue for

the trust funds. Since economists usually assume that this

tax, although legally paid by erployers, is borne by employees,

or in part by consumers, these gains should eventually accrue

to the public at large.

B. COSTS AND BENEFITS TO TEE REST OF SOCIETY

It is probable that the rest of society, excluding the

ARP employees, will receive a net gain from the program. The

rest of society must pay an annual average of $1.1 billion to

finance the program. If the value of the output produced by

ARP employees that is available to the rest of society exceeds

$1.1 bfilion, then the rest of society gains.

This is likely to be the case. Regular employees, public

or private, must in general contribute at least as much output

as they are paid, or they would not be hirea. Thus., while we

cannot directly measure the value of public sector output, it

is usually &ssumed that the value of such output is measure by

the cost of inputs. In particular, the wage of a rei,-,ular public

sector employee should reflect the value of his contribution to

output.

Under this assumption, it is almost certain that ARP employ-

ees will make at least $1.1 billion of output available to the

rest of society. The gross cost of the program, $3.8 billion,

would reflect the value of the output contributed. Since ARP

jobs are temporary, and are not the result of demand by the tax-

payers who will benefit from their services, the level of pay

may overstate the value of output they contribute. Given the

similarity of ARP jobs, and workers, to regular jobs and workers

in the public sector; and given the one year guarantee and its

consequences, it seems unlikely that the value of output that

costs $3.8 billion would be less than $1.1 billion.

The rest of society should therefore receive more addition-

al output than they sacrifice to finance the prGgram. Thus, ARP



should not be considered a redistributive program. The rest of

society should be a net gainer.

C. COST AND BENEFITS TO THE WHOLE SOCIETY: THE ECONOMIC

EFFICIENCY OF ARP

The economic efficiency of a program depends on whether

it increases the value of total output, however distributed.

The Anti-Recession Program is clearly economically efficient.

Unemployed persons are put to work, thus increasing total out-

put. The only offset to this is that the "leisure" of the unem-

ployed is reduced. If this leisure is assumed to have a value

comparable to the output produced, then it would follow that the

gain in output is offset by the loss of leisure, and the economic

efficiency of the program would be uncertain.

The "leisure" of the unemployed should not be assumed to

have such value. Indeed, it has been argued that for most of

the unemployed, such leisure has negative value. Concretely,

this means that many of the unemployed might be willing to pay,

rather than themselves have to receive payment, in order to

give up the leisure of unemployment. Surely, the condition of

unemployment, especially to heads of households, involves in-

security, loss of pride, and so on. Such "leisure" is readily

giren up. Even if some positive value is attached to it, it

will not be large enough to offset the value of the output

produced.

Thus, it should be recognized that the Anti-Recession Pro-

gram is economically efficient. The benefits of increased out,-

put greatly exceed the costs of foregone leisure. The program

would be readily justified by cost-benefit criteria.
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APPENDIX

This Appendix will describe in detail how the estimates

for ARP's effect on the most recent cycle were arrived at.

The unemployment rates that would have occurred had ARP been

in effect between 1970 and 1973 were giVen in Table 8 of the

text. Here, the calculations behind those results will be

given.

Each quarter, ARP must use some method to project what un-

employment will be three months hence, in order to determine the

number of ARP jobs that should be created. Although the formula

used in this calculation was stated in the text, it will be re-

peated here for convenience:

(1) If the number of unemployed persons is greater than it
was three months earlier, then:

(a) If the unemployment rate is less than 5.5%, expect
next quarter's change in the number of unemployed
persons to equal last quarter's change.

(b) If the unemployment rate is greater than or equal
to 5.5%, expect next quarter's change in the num-
ber of unemployed persons to equal one-half of
last quarter's change.

(2) If the number of unemployed persons is less than it
was three months earlier, then expect next quarter's
change in the number of unemployed persons to equal
last quarter's change.

The aim of this formula is to allow ARP to respond quickly

during the beginning of the downswing, but to level off as soon

as the downswing begins to level off. An unemployment rate of

5.5% is arbitrarily chosen to mark the beginning of the decelera-

tion of the downswing. It is of course important for ARP to

try to phase itself out as quickly as possible in the upswing.

A crucial simplification in this calculation is that the

multiplier is 2.0 for the first quarter, and that it remains at

2.0 in successive quarters. In the text, this assumption was

compared to the results obtained by Fromm and Taubman in their
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simulations with the Brookirgs model. They found the one quar-

ter multiplier for government employment to be 1.7, and then to

oscilla'e between 1.9 and 2.1 during the next eight quarters

(with one exceptional quarter, in which it was 1.7). :since in

practice ARP should attempt to close the entire gap at the end of

one quarter, according to the one quarter multiplier of 1.7, this

calculation is correct in assuming that the entire gap is closed -

the effect on unemployment calculated here should be accurate.

This calculation, however, will understate the number of ARP

jobs that need to be created to close the gap.

On the other hand, this calculation will overstate the num-

ber of ARP jobs that need to be created at the end of the down-

swing. At the end of the downswing the ARP jobs created earlier,

under the assumption of a 1.7 multiplier, now have a roughly 2.0

multiplier. Less ARP jobs will now have to be created, than

would have been the case had earlier job creation been based on

the assumption of a 2.0 multiplier. Thus, this calculation will

show too few ARP jobs early in the downswing, too many later in

the downswing, but the effect on unemployment should be shown

fairly accurately.

During the upswihg, this calculation will understate the

speed with which ARP jobs could in practice be phased out. This

follows directly froM the distortion during the downswing, and the

one year guarantee. Since tills calculation understates the number

of ARP jobs created early in the downswing, it will understate the

number of ARP jobs that were created at least one year earlier,

and can therefore be phased out. Thus, the calculation will tend

to show unemployment to be lower during the latter part of the

upswing than would in fact occur,

A feature of ARP that is of great importance for the calcula-

tion is that once an ARP job is created, it is guaranteed funding

for a one year period. Thus, even if it is desired to reduce

the stock of ARP jobs in order to sustain the trigger level

during the upswing, this can only be done by eliminating ARP

jobs when their one year is completed. If an ARP job is renewed,

it is guaranteed for another year (it is really a new

-914-
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Job with a one year guarantee).

In the calculation, seasonally adjusted unemployment data

are always used. The ARP trigger is 4.5%.

The steps in the calculation are presented in Tables A-1

and A-2. These will now be described. In April of 1970, data

for March 1970 shows that the unemployment rate has risen to

4.4% as shown in column 3 of Table A-1. The number of unemployed

has risen from 2.810 million (3.4%) in December 1969 to 3.637

million (4.4%) in March 1970, a rise of 827,000 (not shown in

the Table.) According to the formula, it is expected that the

number of unemployed will rise 827,000 between March 1970 and

June 1970. Thus, the number of unemployed projected for June

1970 is 4.464 million (5.4%) as shown is column 5. Note that

column 5 shows, next to March 1970, the prediction made in April

1970 about expected unemployment three months later in June

1970.

In order to decide the number of ARP jobs that should be

created in April 1970, the forecast for June 1970 must be com-

pared to the trigger level of unemployed. The trigger level

is simply 4.5% of the expected civilian labor force. For sim-

plicity in this calculation, it is assumed that the labor force

in June will be the same as the labor force in March. (This is

not too bad an assumption during recession, when the economy

tends to discourage entry into the labor force.) In a down-

swing, the labor force tends to remain almost constant, the

cyclical effect countering ',he secular growth. In practice,

ARP Fhould also forecast the expected labor force three months

later. Column 1 shows 82.655 million in the labor force in March

1970. 4.5% of this is 3.719 million, shown in column 2. Since

the trigger level of 3.719 million is less than the expected unem-

ployed - 4.464 million - there is a gap of 745,000, as shown in

column 6. Since a multiplier of 2.0 is assumed, ARP will try to

close this gap by the end of the quarter by creating 373,000

in April 1970, as shown in column 1 of Table A-2. Note that

373,000 is on a horizontal line with March 1970, because it

shows the number of ARP jobs that must be created in April 1970,
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based on data of March 1070, in order to close the gap by June

1970. Column 4 shows that 373,000 ARP jobs are in fact created

in Apri:, and are guaranteed funding for one year.

Three months later, in July 1970, a new decision must be

made. The easiest way to calculate how many ARP jobs should be

created is to first calculate what unemployment would have been

without ARP. If ARP had been in effect, then policy makers

should add 745,000 to the number of unemployed in June to find

the number that would have been unemployed without ARP. Since

there actually was no ARP program, we can use the actual unemploy-

ment data from June 1970.

Between March and June, unemployment rose from 4.40 to only

4.8%, much less than anticipated by the formula, which projected

4.464 million, or 5.4%. Since the rise was 0.4%, the formula

projects a rise over the next quarter of about 0.4%, to 5.2%

in September. Thus, the number of ARP jobs needed to bridge

the gap expected in September is less than the number created

in April, when a 5.4% rate was anticipated for June.

Column 1 of A-2 shows that the desired stock of ARP jobs

falls from 373,000 to 304,000. The desired change is -69,000,

as shown in column 2. Here the one year guarantee becomes a

constraint. None of the jobs created in April can be cut back

in July, as shown in column 3. The best that can be done is to

create no additional ARP jobs in July. Column 4 shows that,

based on June data, no new ARP jobs are created in July 1970.

Column 5 shows that the stock of ARP jobs in existence remains

at 373,000, although the (-69) indicates that this total is

69,000 higher than is desired.

Data for September 1970 show that unemployment has increased

by 0.6% to 5.4%. Thus, unemployment is expected to be about 6.0%

in December, and the desired stock of ARP jobs rises to 643,000.

This can be achieved by creating 270,000 new ARP jobs in October,

as shown in column 4 of A-2. The 643 in column 5 matches the

643 in column 1, showing that, once again, the actual stock of

ARP jobs for the quarter beginning October 1970 is at the de-

sired level.
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The next point of interest occurs in March 1971. Table A-1

shows that unemployment declines by 0.1; between December and

March. The formula projects a similar decline between March

and June. Table A-2 shows that, as a result, the desired stock

of ARP jobs falls from 792,000 to 603,000, a decline of 189,000

as shown in column 2. Column 3 shows the number of ARP jobs up

for renewal in April 1971, and therefore, the maximum cut in

the stock of ARP jobs that can be achieved in April. This num-

ber in column 3 is obtained by looking at the number in column

4 one year earlier. Column 4 shows that 373,000 were created in

April 1970; therefore, 373,000 is the maximum cut in April 1971,

as shown in column 3. Since a large number of jobs can be cut,

ARP can stay on target by renewing only 184,000, cutting the

stock by the desired 189,000.

In June 1971, unemployment declines still further, to 5.8%,

and a further cut is required in July to keep ARP on target for

September. Column 3 of A-2, however, shows that in July no

jobs can be cut, since none were created a year earlier in July

1970. Thus, actual ARP jobs, shown in column 5 to be 420,000,

will exceed desired ARP jobs, shown in column 1 to be 420,000.

In September 1971, Table A-1 shows that unemployment rises again

to 6.0%, and the desired ARP stock rises to 769,000. 270,000

Jobs are up for renewal; these are renewed, and others are cre-

ated so that a total of 436,000 jobs, guaranteed for one year,

are generated in October. Once again, actual ARP jobs match

desired ARP jobs, at 769,000.

Beginning in March 1972, the unemployment rate that actu-

ally occurred reflects the impact of the Public Employment Pro-

gram. Since ARP will replace PEP, ARP jobs should be ba ed on

what unemployment would have been had there been neither PEP

nor ARP. Thus, column 4 in A-1 shows what unemployment would

have been without either PEP or ARP. In March 1972, PEP is at

half strength, and is assumed to reduce unemph4ment by 150,000.

Thus, 5.222 million in column exceeds 5.072 million in column 3

by 150,000. Beginning in June 1972, PEP is at full strength,

and is assumed to reduce unemployment by 300,000. From this
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BEST COPY AVAILABLE

Table A-2

THE NUMBER OF ARP JOBS CREATED EACH QUARTER

1

(In Thousands)

2 3

Change in

5

Dec. 1969

Target #
total

ARP jobs,

3 months
later

ARP job
total to

meet target
3 months

later

Maximum
cut in
total
ARP
jobs

# of
new ARP
1 year
jobs

Actual #
total

ARP jobs
for next
3 months

Mar. 1970 373 +373 0 373 373
June 1970 304 - 69 0 0(- 69) 373(- 69)
Sep. 1970 643 +270 270 643
Dec. 1970 792 +149 0 149 792
Mar. 1971 603 -189 373 184 603
June 1971 420 -183 0 o(-183) 603(-183)
Sep. 1971 769 +166 270 436 769
Dec. 1971 671 - 98 149 51 671
Mar. 1972 693 + 22 184 206 693
June 1972 473 -220 0 of -22o) 693(-22o)
Sep. 1972 630 - 63 436 373 630
Dec. 1972 260 -370 51 o(-319) 579(-319)
Mar. 1973 300 -279 206 'o(- 73) 373(- 73)
June 1973 218 -155 0 0(-155) 373(-155)
Sep. 1973 28r -87 373 286 2PA

(Hypothetical)

Dec. 1972 151 -479 51 0(-428) 579(-428)
Mar. 1973 125 -454 206 o(-248) 373(-248)
June 1973 45 -328 0 0(-328) 373(-328)
Sep. 1973 0 -373 373 0 0

Dec. 1973 0 0 0 0 0
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BEST COPY AVAILABLE

Table A-3

THE IMPACT OF ARP ON UNEMPLOYMENT

(In Thousands)

1

Unemployment
without PEP

or ARP

2

Stock of
ARP
jobs

3

Jobs
due to

ARP

4

Unemployment
with ARP

(4.5% trigger)

Dec. 1969 2,810 (3.4%) 0 0 2,810 (3.4%)
Mar. 1970 3,637 (4.4%) 0 0 3,637 (4.4%)
June 1970 3,976 (4.8%) 373 746 3,230 (3.9%)
Sep. 1970 4,497 (5.4%) 373 746 3,751 (4.5%)
Dec. 1970 5,058 (6.1%) 643 1286 3,772 (4.5%)
Mar. 1971 5,009 (6.0%) 792 1584 3,425 (4.1%)
June 1971 4,801 (5.8%) 603 1206 3,595 (4.3%)
Sep. 1971 5,040 (6.0%) 603 1206 3,834 (4.9%)
Dec. 1971 5,127 (6.0%) 769 1538 3,589 (4.2%)
Mar. 1972 5,222 (6.1%) 671 1342 3,880 (4.5%)
June 1972 5,028 (5.8%) 693 1386 3,642 (4.2%)
Sep. 1972 5,127 (5.9%) 693 1386 3,741 (4.3%)
Dec. 1972 4,787 (5.4%) 630 1260 3,527 (b.0%)
Mar. 1973 4,679 (5.3%) 579 1158 3,521 (4.0%)
June 1973 4,558 (5.1%) 373 746 3,812 (4.3%)
Sep. 1973 4,576 (5.1%) 373 746 3,830 (4.3%)

(Hypothetical)

Dec. 1972 4,690 (5.3%) 630 1260 3,430 (3.9%)
Mar, 1973 4,462 (5.0%) 579 1158 3,304 (3.7%)
June 1973 4,285 (4.8%) 373 746 3,539 (4.0%)
Sep. 1973 4,082 (4.5%) 373 746 3,336 (3.7%)
Dec. 1973 3,872 (4.3%) 0 0 3,872 (4.3%)



point on, column 4 is 300,000 larger than column 3.

The process continues until the upswing begins. During

most of the upswing, the stock of ARP jobs is larger than the

desired level because of the constraint of the one year guaran-

tee. When this occurs, the same procedure that was described

above for July 1970 is followed. The Tables show during the

actual upswing, and during a hypothetical upswing which is more

rapid.

Table A-3 shows the final step of the calculation, and

presents the comparison of unemployment rates without ARP or PEP,

to the rates with ARP. Column 1 of A-3 simply repeats column 4

of A-1 for convenience. Column 2 of A-3 is identical to column

5 of A-2, except that each number in column 2 of A-3 is set

three months later than that same number in column 5 in A-2.

The reason is straightforward. Column 5 in A-2 shows that based

on March 1970 data, in April 1970 the stock of ARP jobs was set

at 373,000, for the next three months. The impact of this stock

of ARP jobs, and its multiplier, shows up in the data for June

1970, three months later. Thus, the '373 in column 2 of A-3 is

set next to June 1970, not March 1970.

Column 3 of A-3 is simply twice column 2, under the assump-

tion of a multiplier of 2.0. Column 4 is obtained by subtracting

column 3 from column 1; unemployment with ARP eauals unemploy-

ment without any program minus the stock of jobs due to ARP.

The above calculation was based on an ARP trigger of 14.5 %.

The same calculation was made for an ARP trigger of 5.0%. While

this calculation is not presented in this Appendix, the results

are shown in Table 8 of the text. The steps of the calculation

are of course identical to the steps shown here.
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PART II

THE DESIGN OF A FEDERAL EMPLOYMENT PROGRAM

IN A STRATEGY TO RAISE LOW EARNINGS
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Chapter 1

A STRATEGY TO RAISE LOW EARNINGS

In 1971, 5.1 million families had income below the official

poverty or low-income level.
1

In about half of these families,

the head did not work at all in 1971.
2

Most, though not all, of

these family heads were elderly, ill or disabled, or respon-

sible for young children.3 The low income of these families

must be treated by a transfer program unrelated to work, and

perhans child 7are if this is deemed desirable. Here, we will

focus exclusively on how to assist the more than half of all

poor families in which the head is capable of work.

A fact of great sigMcance for policy is that of these

2.q million family heads who worked at all in 1971, 1.1 million

or roughly 40% worked year-round, V)-52 weeks, at a full-time

lob. For these persons, only a higher wage could have raised

their annual earnings. An addition 0.2 million wc,rked 40-49

weeks at a full-time lob. While the elimination of unemployment

could have helped this group, a higher wage would have been

equally important. For the remaining half of these 2.8 million;

increased full-time employment is the most urgent need, but

even these persons would benefit from a higher wage.

1. U.S. Bureau of the Census [40], Dec. 1972, Table 26, p. 97.

2. U.S. Bureau of the Census [40] , Dec. 1972, Table 26, p. 97.

3. U.S. Bureau of the Census 1401, Dec. 1Q72, Table 26, n. 97.

4. U.S. Bureau of Lhe Census [40], Dec. 1972, Table 26, p. 97.
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Thus, the following central fact emerges: Over one-fifth

of all poor families (1.1 million) were headed by someone who

worked full-time 50-52 weeks, and about one-fourth (1.3 million)

were headed by someone who worked full -time, at least 40 weeks.

If these 1.1 million families were large, then they would

be classified as poor, even though the wage earned was fairly

high. This is not the case, however. The mean size of a poor

family was only 3.85 persons in 1971, only a bit larger than

the 3.50 mean for non-poverty families.5 On the average, the

poverty threshold for these families was roughly $4,000 in 1971,

implying a maximum hourly wage of $2.00 for 50 weeks of full-

time work.
6

The average hourly wage of the family head would

be less if the family received income other than from the head's

earnings. In about 40% of the 1.1 million families, there were

two or more earners. 7
Thus, it is likely that most of these

family heads earned an average wage of less than $2.00 in 1971.

The following conclusion can be drawn: Over one-fifth of

all poverty is caused, not by non-employment or part-time em-

ployment, but by a low wage in spite of full-time, year-round

work. Furthermore, a low wage is a major cause of over a fourth

of poverty.

A. THE HIGH MINIMUM WAGE STRATEGY (HMW)

In 1973, at any point in time roughly 15 million persons

5. U.S. Bureau of the Census [40], Dec. 1972, Table H, p. 8.

6. According to U.S. Bureau of the Census [40], Dec. 1972, p. 18,
the poverty threshold for a family of three was $3,229, and
of four, was $4,137 in 1971. Interpolating for 3.85, the
mean size of a poor family, gives roughly $4,000.

7. U.S. Bureau of the Census [40], Dec. 1972, Table 24, p.
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held jobs that paid less than $2.40 an hour.
8

Of the 15 million,

roughly 2.2 million were poor family heads. 9
Unfortunately, the

composition of the rest of the 15 million must be estimated in-

directly, since the 15 million figure is derived from an esta-

blishment survey in which employee characteristics were not ob-

8. In April 1970, the Bureau of Labor Statistics conducted

a survey of establishments for the Employment Standards
Administration (which is responsible for administering the
Fair Labor Standards Act). The results were published in
Wages and Hours of Work of Nomoterylsorylmlamesinjal
Nonfarm Industries by Coverage Status under the Fair Labor
Standards Act, ESA, 197.:'. The survey included all industries
except farming, domestic, and government. It showed that in
the survey week, 11.2 million jobs in these sectors paid
$2.00 or less. $2.00 in 1970 corresponds to roughly $2.40
in 1973, since average hourly earnings in the retail sector,
which constituted one-third of the 11.2 million jobs, rose
about $.40 between 1969 and 1972, according to the Economic
Report of the President, 1973, Table C-30.

Estimates of farmworkers, domestic workers, and public
employees must be added. There were 1.2 million farmworkers
at all wage levels, according to the ESA report, Minimum
Wage and Maximum Hours, 1971, in 1970. The Background
Material on the Fair Labor Standards Act itmendments of 1972,
July 1972, prepared for the Subcommittee on Labor of the
Committee on Labor and Public Welfare of the U.S. Senate
shows that a large percentage of all farmworkers would be
under $2.00 in 1970. A rough estimate would be 0.9 million.
According to the same ESA 1971 report, there were 8 million
nonsupervisory public sector jobs at all wage levels. A
rough estimate is that 1 million would be under $2.00 (the
same fraction as in manufacturing). Finally, the same re-
port shows 1.8 million private household workers, 87% of
whom were less than $2.00. (1.5 million).

This gives a total of 14.6 million as a rough estimate
of all below $2.0C jobs in 1970. Between 1969 and 1972,
total employment in the economy increased about 5%, accord-
ing to the Manpower Report of the President, 1973, Table A-1.
Thus, 15 million is a rough estimate of the number of jobs
in the economy at a point in time in 1973 that pay less
than $2.40 per hour.

9. U.S. Bureau of the Census [40], June 1973, Table 4. No. 88
was published June 1973, based on data from the survey week,
March 1973.
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tained. A fraction of Lnese were heads of families with income

just sufficient to lift them above the official poverty level.

As noted above, on the average, any year-round full-time worker

who earned more than about $P.13 (adjusting the $2.00 wage in

1971 for the advance in the Consumer Price Index) in 1973 would

lift his family out of official poverty.
10

Even if all employed

tenagers work for less than $2.40, this would not exceed 6

million, the number of employed teenagers at any point in time.
11

An important fraction of teenagers and second earners are members

of poor or near poor households.

If the Federal minimum wage had been set at $2.40 in 1973

and extended to cover nearly all workers, then the great majority

of the 15 million would have remained employed and improved their

earnings. (The Federal minimum wage in 1973 was 11.60. In

spring, 1974, the minimum wage was raised, and is scheduled to

attain $2.30 by 1976. This will have approximately the same

effect on the low wage sector in 1976 as a $1.90 minimum wage

would have had in 1973, since the average wage will advance

about $.40 between 1973 and 1976.) Since the average wage of

the 15 million was about $2.10, annual earnings would have in-

creased about $600, or 15%.
12

Some fraction of the 15 million,

however, would have become unemployed because of the higher

minimum wage. While reliable estimates are not available, it

is probably pessimistic to assume that employment would have

been reduced as much as 2 million. This would imply that a one-

10. Between 1971 and 1972, and poverty threshold for a non-farm
family of four was raised from $4,137 to $4,275, a 3.3% in-
crease in response to the increase in the CPI. The 1973
poverty wage would therefore be about 6.6% higher than the
1971 wage of $2.00, and thus, $2.13.

11. U.S. Manpower Administration [49], 1973, Table A-5.

12. The April ,)70 report cited in Footnote 8, this chapter.

11W



seventh increase in the wage, from $2.10 to $2.40, would reduce

employment by roughly one-seventh (2 out of 15 million), or an

elasticity of demand for labor in the below-$2.40 sector of

unity.
13

This notential unemployment effect usually limits the rais-

ing and extending of the minimum wage. If the unemployment ef-

fect is not offset, then a relatively high and extensive mini-

mum wage may well do more harm than good. Suppose, however,

that a Federal employment program could be designed that would

induce an increase in employment in the above-$2.40 sector of

approximately 2 million. The aim would be to induce an increase

in the level of above-$2.40 nonsupervisory employment from its

current 45 million, to about 47 million.
14

The most attractive

2 million of the 15 million would move into these jobs, and 13

million would remain in their current jobs at the new minimum

wage of $2.40. The 2 million new Jobs must be nonsupervisory

(a convenient classification) if they are to match the skills

of the 2 million likely to shift.

The two-part strategy of the high (and extensive) minimum

wage and the Federal employment program, which will be referred

to as the HMW strategy, would seek to shift the size of the two

sectors from 15-45 to 13-47, for a given level of aggregRte de-

mand, and therefore, inflationary pressure. The Federal program

13. In an econometric study of the demand for by wage labor,
Albert Zucker concludes, ". . . the true elasticities would
not appear to be substantially different from unity," in
the long run. I am unable to comment on his techniques,
or whether his result is representative. (Zucker, Minimum

Wa es and the Lon -run Elasticity of Demand for Low-Wage
Labor . Zucker refers to Reynolds and Gregory's study which
found similar results for Puerto Rico (1965). All such esti-

mates must be regarded us fairly uncertain, however.

14. Using data from the ESA's Minimum Wage and Maximum Hours
report of 1972, there would be roughly 60 million nonsuper-
visory employees in all sectors of the economy in 1973.

24
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would attempt to induce t.mployors to use more above-$2.40 non-

supervisory labor relative to other inputs, for a given product

demand. It must be emlhasized that the desirability of the HMW

strategy depends crucially on the ability to offset the unemploy-

ment effect of the minimum wage through a Federal employment

program. Whether this can in practice be accomplished is the

subject of the analysis that follows. Here, the consequences

of finding a way to do this will be set out.

An expansion from 45 to 47 million is roughly a 4% increase.

If the elasticity of demand for labor in the above-$2.40 sector

were unity, this expansion could be induced by subsidizing addi-

tional high wage Jobs by only 4% of the wage. Since reliable

estimates of employer response to wage cuts via a subsidy pro-

gram are unavailable, let us assime, fairly cautiously, that to

induce an increase of 4% requires a wage cut of say, 33%. This

means that the elasticity of demand for labor in the over-$2.40

sector is less than 0.2.
15

It should be recognized that since

the Federal employment program should be permanent, it is the

long-run response, allowing sufficient time for adjusting cap-

ital, that is relevant, and is assumed to be at least 0.2.

Since the average wage in the over-$2.40 sector is about $3,00,

the average subsidy required is $1.00, or annually, $2,00G pee

employee, though the subsidy must be set higher in regions where

the unemployment effect of the minimum wage will be relatively

15. In an econometric study, Waud finds that a 1% decrease in
the wage of a production worker hour in non-durable manu-
facturing will on the average increase man-hours worked by
0,4% (elasticity of 0.4%). In durable manufacturing, the
average elasticity was 1.5. The elasticity of employment
should be less than the elasticity of man-hours, since man-
hours can increase by adding hours per employee. (Journal
of Political Economy, May/June 1968). No attempt is made
here to evaluate his technique, or to claim his result is
representative. It is likely that the assumption of 0.2
is conservative, however.



large (i.e. the South), and lower, where the effect will be rela-

tively small.
16

If the subsidy can be confined to truly additional employ-

ees, the cost of the program would be A billion (2 million em-

ployees at $2,000 per employee). As will be discussed later,

no program will be able to prevent paying for a significant num-

ber of persons who would have been employed anyway. Later it

will be shown that it may be possible to keep this leakage from

more than doubling the cost of the program. If the absorption

of the 2 million can be achieved for roughly $8 billion, then the

HMW strategy will have an anti-poverty efficiency comparable

to that of the three prominent alternatives: the wage or earnings

supplement; the negative income tax or demogrant; and the rais-

ing of the we of heads of households by guaranteeing them a

job at an above po-.erty wage, thus forcing employers to match

that wage in order to retain them.

The HMW strategy will be compared to each of the three al-

ternatives shortly. Here, some arithmetic will illustrate why

anti-poverty efficiency is likely to be comparable. Under the

HMW strategy, an expenditure of roughly $8 billion, using pro-

bably pessimistic assumptions, will raigP hc earnings of the 15

million by roughly $11.4 billion. The 13 million who remain in

the same job increase their earnings an average of $.30 an hour

or $600 a year, for a total increase of $7.8 billion. The 2

million who move into better jobs in the above-$2.40 sector in-

crease their earnings an average of $.90 an hour, or $1,800 a

year, for a total increase of $3.6 billion. Thus, for each $1

of Federal expenditure, the earnings of low-wage persons increases

by more than $1. This contrasts with the negative income tax or

demogrant (hereafter referred to as NIT) in which $1 of Federal

16. April 1970 study, cited in Footnote 8, this chapter.
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expenditure leads to $1 increase in income (assuming there is no

reduction in work effort). It contrasts with a wage or earnings

supplement (hereafter referred to as ES) in which $1 of Federal

spending can at best raise income $1, and will probably raise

it less than $1, since as a result of the supplement, the pre-

supplement wage may fal1.
17

While HMW is likely to be more efficient in raising the

earnings of all 15 million, it must be remembered that NIT and

ES are able to target Federal expenditure on poor, or near poor,

heads of households among the 15 million. There are a little

over 2 million officially poor family heads, and perhaps ,

million near-poor heads. A significant fraction of the non-

heads, however, are members of poor or near-poor families. Thus,

while NIT and ES may have the edge on strictly anti-poverty ef-

ficiency, HMW should do as well in assisting all relatively low-

income families. It should also be recognized that most of the

2 million raised to an average of $3.00 an hour, instead of $2.40,

will be heads of households, since they are likely to be most

attractive to high wage employers.

The wage of household heads can be raised by guaranteeing

them the option of working at an above poverty wage. Under this

strategy (hereafter referred to as GJO), suppose all heads have

the option to work at $2.40. Employers will have to raise their

wage, in general, to at least $2.40 to retain them. Some employ-

ers will find it worthwhile to do so, even if thF : must raise

the wage of non-heads doing the same work as a result. Others

will find it worthwhile, only if they can manage to pay heads

more than non-heads who do the same work. Finally, others will

prefer to substitute non-heads, rather than raise the wage to

$2.40. No reliable estimate of their response is available.

If the employers choose to retain less than 3 million of the

17. Barth [1].
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roughly 5 million heads'out of the 15 million, then more than 2

million jobs will have to be created to implement the guarantee.

This will make GJO less efficient than HMW, where 2 million

jobs must be created in order to raise all 5 million heads to

at least $2.40.

The essence of the HMW strategy is that tne bulk of the

work is done by the Fair Labor Standards Act, at virtually no

cost to the Federal treasury. The minimum wage raises the earn -

ir.gs of 13 of the 15 million. Federal funds are concentrated

on creating employment for 2 million. This is similar to GJO

in that Federal funds are not spent on each person aided, but

only on the fraction of beneficiaries who need new jobs. In

contrast, ?IT and ES both require Federal expenditure for every

person aided. HMW funds a relatively small number of jobs, at

a relatively high cost per job; NIT and ES fund a relatively

large number of persons, but at a smaller cost per person.

The arithmetic suggests that Treasury efficiency should be com-

parable.

The HMW strategy involves two essential components. If

the minimum wage alone were raised, then significant unemploy-

ment would eventually occur. On the other hand, without the

minimum wage, spending $8 billion to help only 2 million might

be less desirable than doing something for all 15 million, and

in particular, al., 5 million heads of households.

It is important to review the elements that will determine

the cost of HMW. First, in response to the subsidy, employers

may bid up the wage as they compete for new employees. If the

subsidy of $1 causes the wage to rise $.25, the wage to employ-

ers has only been reduced $.75. The 'rage will only rise if the

supply of labor to high wage employers is not very elastic.

As will be shown shortly, there is strong evidence to support

the view that the supply of labor to the high wage sector is

often artificially restricted. If this is so, then the supply

of labor is effectively elastic at the going wage. Furthermore,

the existence of unemployment tends to make the supply of labor

elastic. Since wages in the high wage sector should therefore



not have to be raised to call forth additional employees, it is

not likely that the wage will be bid up as a result of the

Federal employment program. Any rise in the wage would partially

offset the subsidy, and raise the cost of creating a given num-

ber of jobs.

Second, employers respond to the net, rather than the gross,

subsidy per job. It must be recognized that the gross subsidy

will exceed the net if the employer incurs a cost just to parti-

cipate in the program. This participation cost will be deter-

mined by the method of administration and degree of supervision.

The greater the participation cost, the greater the cost of in-

ducing a given number of jobs.

Third, the long-run elasticities of demand for labor in the

above-minimum wage and below-minimum wage sectors are of course

of central importance. The lower the elasticity of demand in

the low wage sector, the less will be the unemployment effect

of raising the minimum wage, and the less the number of jobs

that will have to be created. The higher the elasticity of de-

mand in the high wage sector, the smaller the subsidy required

to induce the creation of a given number of additional jobs.

Because the Federal employment program should be permanent,

what counts is the response when adequate time is allowed for

the adjustment of physical capital, technology, and production

processes. Thus, the long-run elasticity is the relevant one.

Fourth, leakage can raise the cost of the program. It

will be shown that for each genuinely additional job funded, it

is inevitable that jobs that would have existed anyway will also

be funded. The size of the leakage depends on the effectiveness

of maintenace of effort standards. This fundamental problem

will be analyzed later.

Finally, the size of the base that must absorb the addi-

tional employees will affect cost. If all producers in the

economy are eligible for subsidy, then 2 million will be added

to the 45 million nonsupervisory employees in all sectors -

only a 4% increase. If the Federal employment program is re-

stricted to the public sector, however, then the 2 million will
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be added to a base of only about 8 or 9 million - a more than

20% increase. A much larger subsidy per job will be needed to

induce a 20% increase than a 4% increase. Thus, the greater

the nonsupervisory employment of all producers included in the

program, the lower will be the cost of the program.

B. ECONOMIC EFFIC.NCY AND IMPACT OF 'NW

While this strategy may be efficient for the Federal trea-

sury, its efficiency for the economy is a separate issue. The

shift of workers from low wage to high wage jobs will increase

national output, and therefore be economically efficient, if the

cost of upgrading is less than the increase in productivity.

This will be the case if the size of the high wage sector re-

sults, not from the free market, but from restrictions such as

union bargaining. On the other hand, if the wage differential

reflects a free market equilibrium, this implies that the cost

of upgrading outweighs the increase in productivity, and the

shift will reduce the value of national output.

Under a free labor market, a wage differential cannot be

sustained as long as high wage employers find it profitable to

hire low-wage workers at an intermediate wage. This will be

the case as long as the net productivity (gross productivity

minus the cost of upgrading) of the low-wage worker will in-

crease if he shifts to the high wage job. If so, the employer

will offer an intermediate wage, and the worker will be glad to

shift, thereby narrowing the wage differential. The differen-

tial can be sustained, however, if for all low-wage (or unem-

ployed) workers, net productivity would decrease. If the cost

of training the person exceeded the differential, net producti-

vity would decrease if he shifted. The high wage employer could

not offer him a wage above his current level, and the differen-

tial would be stable, without restriction.

Even if a shift would increase nPt productivity, a wage

differential can be sustained by restricting wage competition

in the high wage sector. If individual workers cannot be hired
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at an intermediate wage, despite the profitability of doing so,

then the differential will remain. Union bargaining is, of

course, the primary method of limiting wage competition. Union

bargaining results in a smaller high wage sector, and a larger

low wage sector, than would occur under a free labor market

and an efficient allocation of labor.

While both explanations of the wage differential have merit,

it seems certain that restrictions and union bargaining are

quite important. Within the same occupation, requiring roughly

the same skill and education, there is substantial variation in

earnings, even within the same labor market area. Under a free

labor market, we would expect persons in the same occupation,

having similar skill and education, to have similar earnings.

If certain employers paid some member^ of the occupation a higher

wage, other members would offer to work for less. Since their

skills are the same, these employers would find it profitable

to hire them at an intermediate wage, and the wage would be com-

peted down until it was roughly equalized for all members of the

occupation with similar skills. Yet, the actual size of dif-

ferentials within the same occupation seems too large to support

the free market explanation.

Consider the table presented on the following page showing

data from a BLS report. Some of the spread in earnings is ac-

counted for by regional differences, or even differences among

labor market areas within a single region. Nevertheless, data

on regional differences provided by the same report shows this

cannot account for much of the variation in earnings. For exam-

ple, even the earnings of the median union member in the South,

the poorest region ($7,942 for all male union operatives) ex-

ceeds the earnings of the median non-union operatives in the

most affluent region, the North Central ($7,380).

While the source of wage differentials is obviously complex,

this brief analysis suggests that it is just as likely that

the minimum wage-Federal employment program strategy will in-

crease economic efficiency as that it will decrease it. The

strategy may improve efficiency by undoing the effects of the
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restrictions, and more closely approximating the allocation

between the wage sectors that would have occurred under the free

market. It achieves this by subsidizing the wage in the high

wage sector, so that these employers face the lower wage cost

that would have emerged under wage competition. The subsidy

undoes the misallocation of labor among sectors without undermin-

ing the higher wage that results from the union restrictions.

The effect of this strategy on prices is also important.

Output of industries with a relatively high concentration of

low wage jobs will decrease, and prices, increase; conversely,

output of industries with a relatively high concentration of

high wage jobs will increase, and prices will eventually be

less than they would have been. With aggregate demand con-

stant, the average price level should remain the same, unless

the introduction of the strategy sets off a round of administered,

cost-push inflation. In the current inflationary climate, this

will probably occur, to some extent. While prices in the low

wage industries are sure to go up, it is less certain that prices

in the high wage sector will be altered.

There will also be some tendency for the high wage workers

to try to retain the differential, in response to the increase

in the minimum wage. It is sometimes assumed that they will

automatically be able to do so. In firms where both low and

high wage workers are employed, there may well be pressure to

restore some of the differential, at least for the lowest paid

of the above-minimum wage workers. There are a significant num-

ber of high wage firms, however, where few or no workers will

be affected by the minimum wage increase. The assertion that

employees in these firms will succeed in restoring most or all

of the differential rests on the belief that prior to the in-

crease in the minimum wage, worker demand for an increase was

less, and employer resistance greater.

Tnere is no reason to expect employer resistance to decline,

since an increase after the minimum wage increase will have the

same effect on profits (unless low wage competition is important

in the industry, and the higher minimum wage has offered protec-
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tion). If high wage workers now become willing to strike for

a higher wage, while previously they were unwilling to do so,

this would alter the balance. It is not clear, a priori, that

this will occur. These points are not intended to deny that there

will be a tendency to partially restore the differential; but

only to show that such a process is not automatic, and will en-

counter resistance. Past increases in the minimum wage have

successfully narrowed the differential in the short-run. While

the differential is usually restored over several years, this

can be explained by rising productivity, (i.e: the minimum wage

falling behind again) rather than a reaction to the higher mini-

mum wage. The issue must be decided on the basis of careful em-

pirical study.

Even if there is a short-run inflationary effect, the

strategy aims at a once-and-for-all shift in the size of the two

sectors. Thereafter, the economy will grow in these proportions

with no further price effects. Public policy must weigh the

costs of additional inflation in the short-run against a perma-

nent shift in the distribution of income in favor of the work-

ing poor. One of the major costs of inflation is that it re-

distributes income, often inequitably. If it is considered de-

sirable to increase the income of the working poor, the short-

run inflationary effect that accompanies such a shift may be

considered worth incurring.

C. THE PROBLEM OF TEENAGE UNEMPLOYMENT

The above strategy, involving the raising end extending of

the minimum wage, comes at a time when a subminimum wage for

teenagers is being seriously considered, and when teenage unem-

ployment is given as a reason to slow the advance of the mini-

mum wage. An increase and extension of the minimum wage, without

supplementary policy, will undoubtedly increase teenage employ-

ment.

A trade-off must be squarely faced. There is a direct con-

flict between the goal of reducing poverty, and the goal of re-
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ducing teenage unemployment. A subminimum wage for teenagers

will reuuce the wages, or employment, of low-skilled adult work-

ers - the very persons most likely to head poor families. Al-

though T have seen quite a few studies of the effect of the

minimum wage on teenage unemployment, I have not seen any esti-

mate of the effect of the sub-minimum wage on low-skilled, adult

unemployment. Yet it seems likely that the effect would be

serious. Few employers would try to replace highly skilled

adults with teenagers, regardless of the wage advantage. On

the other hand, most poor family heads hold jobs requiring little

training or experience. It is precisely these jobs for which

employers should often find substitution Profitable. A policy

that might seriously harm poor heads of households is not likely

to be the best of the available alternatives.

The effect of a low minimum, or subminimum wage on teenagers

is mixed. While about 1 million teenagers were unemployed at

a point in time in 1972, about 6 million were employed.18 While

a subminimum wage will help the 1 million, it will hurt the 6

million, many of whom are paid close to the legal minimum.

While redistributions from the 6 million to the 1 million might

be supported, the loss must be recognized as well as the gain.

Consider a choice between four policies. Under the first,

the minimum wage is set at $2.40 for all adults, but a submini-

mum wage of $2.00 is set for teenagers. Under the second, the

minimum wage is set for everyone at $2.00, without any comple-

mentary anti-poverty program. Under the third, the minimum

wage is set for everyone at $2.00, and either NIT, ES, or WO

is used to raise incomes. Under the fourth, the minimum wage

is set at $2.40 for everyone, and employment is maintained by

the Federal employment program, and a special Federal job pro-

gram for teenagers.

18. U.S. Manpower Administration [49], 1973, Table A-5.
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The first approach involves the risk of significant sub-

stitution of teenagers for low-skilled adults, among whom are

most poor family heads. The inequity of such substitution is

likely to outweigh any gains achieved. The second approach

eliminates the incentive for substitution. The lower minimum

wage, however, means that the earnings of 13 million persons

will be about $5 billion less than it would be at a $2.40 mi. i-

mum wage (under the recent $1.60 minimum, the average wage of

the 13 million was $2.10; under a $2.00 minimum, the average

would he about $2.20; this is $.20 an hour less than under the

$2.40 minimum). The annual earnings of the over 1 million poor

family heads who work year-round, full-time will average $400,

or 10% less. Under the third approach, the lower minimum wage

would be offset by either NIT, Er), or GJO. Each will be compared

to HMW shortly.

Under HMW, incomes would be higher for the 13 million due

to the $2.40 minimum wage, and employment would be maintained

by the Federal employment program, and a special Federal job pro-

gram for teenagers. Earlier it was estimated that offsetting the

reduction in employment from the shift from $1.60 to $2.40 should

not cost more than $8 billion. Offsetting a shift from $2.00 to

$2.40 should not cost more than $5 or $6 billion. While the

burden for maintaining employment could be placed solely on the

regular Federal employment program, special concern for teenagers

might justify supplementing that program with a special teenage

job program. This would insure that teenagers were as well off

under this approach as under competing alternatives.

Suppose a $2.40 minimum cuts employment 1.2 million

compared to a $2.00 minimum (earlier it was assumed that the re-

duction was 2 million compared to a $".60 minimum wage). While

the regular Federal employment program can attempt to create 1.2

million additional jobs, there may be concern that teenagers will

get too small a share wit' sut special earmarking of funds. If

so, the Federal employment program could create, say 1.0 million

jobs, and an improved Neighborhood Youth Corps (or a better alter-

natitie) could create 200,000 jobs earmarked for teenagers. In
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either case, the cost would be about $5 or $6 billion.

If it is desired to reduce the level of teenage unemploy-

ment, or unemployment in general, the Federal employment program

can be increased so that it more than offsets the effect of the

higher minimum wage, and achieves a net reduction in unemploy-

ment. Which strategy is chosen - HMW, NIT, ES, or GJO - depends

on other aspects of each strategy besides Treasury efficiency.

It is essential, therefore, to compare the most important as-

pects of each of these with HMW.

D. COMPARISON WITH A WAGE OR EARNINGS SUPPLEMENT PLAN (ES)

As an alternative to the Family Assistance Plan, the Senate

Finance Committee offered a proposal that included a wage supple-

ment for family heads who earn less than the minimum wage, and

an earnings bonus for families whose annual earnings are less

than some break-even level.
19

Robert Haveman has proposed an

earnings subsidy that modifies the Committee's plan. 20
Detailed

analysis cannot be pursued here, and only the most important

aspects will be highlighted.

Under the HMW strategy, the minimum wage raises the ear-

nings of the vast majority of low wage workers, with virtually

no cost to the Federal treasury; Federal rands are spent to

create employment to offset any reduction in jobs induced by

the high and extensive minimum wage. Under the supplement

plan, the minimum wage is set lower, so there is no reduction

in jobs; Federal funds are spent to raise the earnings of low

wage persons. Supplement is concentrated on family heads, or

families, increasing the anti-poverty effectiveness of the Fed-

19. U.S. Senate, Committee on Finance (531.

20. Haveman [17].

-122-

Ir



eral rii.a number of jobs that are needed to offset

the high minimum wage will be less than the number of family

heads aided by the supplemen plan. On the other hand, each job

will require a greater expense (especially when leakage is con,

sidered) than each family head aided. As a result, it is dif-

ficult to know which strategy will have a greater anti-low-income

efficiency, but the supplement plan is likely to have the edge.

Under the HMW strategy, assume that the 15 million below

$2.40 can be raised to at least that level - 13 million to $2.40

and 2 million to $3.00 - for an expenditure of $8 billion, as-

suming leakage doubles the cost of the program. Of the 15 mil-

lion, somewhat more than 2 million are officially poor family

heads, and perhaps 3 million others are heads of low income

families. Assume 2 of the 5 million are raised to $3.00, since

family heads are most likely to get these jobs. Then 3 million

have their annual earnings raised $600 per head, and 2 million,

$1,800 per head, since their average wage is $2.10. Under the

supplement plan, assume the pre-supplement wage falls to $2.00

as a result of the supplement (the pre-supplement wage will fall

as long as there is some elasticity to the supply of labor).

Then to raise 3 million $2.40 will cost $2.4 billion, and 2

million to $3.00 will cost $4,0 billion, or $6.4 billion, which

compares favorably with $8 billion for the HMW strategy. It

should be stressed that the assumptions that, must be made to

cost out each strategy leave significant uncertainty in the re-

sult. The most that can be said is that the treasury efficiencies

nay be comparable, and m're precise estimation is required to

know which is likely to do better.

While the cost comparison is uncertain, other differences

are more definite. Perhaps the most important is this: under

the HMW strategy, low wage competition is significantly reduced;

ulder the supplement plan, low wage competition is increased.

In his exposition, Haveman devotes a section to the effect of a

supplement plan on the national wage structure. He writes:
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In this (ontext, it seems unlikely that the
demand for higher skill workers and the pre-
vailing wa6e paid them would be greatly under-
mined by the wage-subsidy provision of the pro-
gram. This erosion can occur only if employers
can easily substitute low for high skill work-
ers in response to a change in relative prices.
Such substitution is difficult given the influ-
ence of labor organizations and the industrial
coverage of the minimum wage.'1

Haveman focuses his analysis on the possibilities for sub-

stitution within a single firm between high and low skilled la-

bor, and correctly concludes that this should be limited. He

does not address, however, the effect on competition between low

wage and high wage firms in the same industry, and specifically

on the workers in the high wage firms. It is union workers in

relatively high wage textile plants who vigorously support the

raising of the minimum wage, in order to reduce competition from

low wage, non-union textile plants. In contrast, the supple-

ment plan will reduce the wage cost Lo low wage employers. High

wage employers will have to lower prices and wages, or reduce

their sales and thus employment. The reality of this cometition

is testified to by the strong support for the raising and extend-

ing of the minimum wage by relatively high wage unions in indus-

tries with low wage non-union competition. Whether one feels

such competition is good or bad, the opposite effects of the two

strategies should be clearly recognized.

A second difference is the attitude of recipients and the

public towards the minimum wage and supplements. The minimum

wage is usually regarded as a protection against exploitation

for workers with low skill lacking union protection. The wage

protected by the law is regarded by most, particularly the re-

cipient, as a wage he is entitled to, and that he has earned.

A supplement, however, is usually regarded as unearned, since

21. Haveman [17], p. 55.



it does not come from the employer. In fact, the payment from

the employer will be lower. The recipient may well resent his

low wage, and regard the supplement as a form of welfare. The

public is likely to resent bearing a burden it believes the low

wage employer should be bearing. This will be particularly

true if it is understood that low wage employers will have a

lower wage cost as a result of the supplement, and even addition-

al profits.

Third, under the supplement plan, all family heads aided

remain in the same jobs. While their hourly income improves,

nothing else changes. In contrast, under the HMW strategy,

Federal funds are spent on inducing relatively high wage employ-

ment, offering opportunities for training and movement up the

job ladder, union protection, and so on. In the above example,

perhaps 2 out of the 5 million will move into better jobs.

Finally, under the supplement plan, additional profits

are earned by low wage employers. Under the HMW strategy, subsidy

goes to employers of all nonsupervisory employees, no matter how

high their wage, as long as they meet the standards of the high

minimum wage. Employers who pay low wages will not benefit under

UMW.

E. COMPARISON WITH THE NEGATIVE INCOME TAX OR DEMOGRANT (NIT)

The negative income tax or demogrant plan is likely to be

more efficient than either ES or HMW.
22

Unlike ES, there is no

reason to expect the wage earned to be reduced. Once again, the

efficiencies cannot he compared with certainty. Other aspects,

however, are certain.

Under NIT, persons receive the maximum net transfer from

the government if their earnings are zero. As their earnings in-

22. Okner, Benjamin [30].
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crea:;e, the net transfer decreases until it reaches zero at the

break-even level of earnings. As is well known, the NIT there-

fore reduces the reward from work. Each additional hour of

work at a job paying $2.40 an hour will increase the income of

the person significantly less than $2.40. Most NIT schemes re-

duce the hourly reward to less than 50% of the wage. Whether

the high marginal tax rate will reduce work effort is uncertain.

The low wage worker who is willing to work is likely to

prefer the Fair Labor Standards Act to the NIT. He is likely to

regard the transfer as a form of welfare, since it is unearned

income not paid for by his employer. He may feel the govern-

ment is aiding him because of his inability to earn a living on

his own. While the Fair Labor Standards Act is also a form of

governmental assistance, he does not regard it as a handout,

but as a means of forcing his employer to give him his due. It

protects him against exploitation in the absence of a union.

The public is likely to feel the someway. One interpreta-

tion of the last presidential campaign is that much of the public

regards the NIT as welfare that should not be given to persons

capable of work. Even if the NIT limited payments to persons

actually working full-time, many would still believe it was the

responsibility of employers, not taxpayers, to provide a decent

income for workers. Such a highly restricted NIT would, at

least, not be accused of giving money to persons unwilling to

work. The NIT plans that have been proposed, however, either

require only the willingness to register for work or training,

or have no work requirement whatsoever. It is well documented,

and well known, that many who register for work are never put

to the test; therefore, registration does not test the willing-

ness to work.
23

Even if the NIT's high marginal tax rate does

23. Levitan, Rein, Marwick [22).



riot reduce work effort for the majority of recipients, the fact

that a minority of able-bodied persons are able to receive trans-

fers without working will be regarded as unfair by much of the

public. Unless a guaranteed job program and a tough work re-

quirement are added, the NIT will be unable to assure the public

that payments are not being made to able-bodied persons unwilling

to work.

In contrast, the minimum wage law has widespread acceptance

with the public. The main opposition to the Fair Labor Standards

Act comes from employers who are affected. Perhaps the public

is less aware of the cost of the minimum wage to the consumer

than of the cost of the NIT to the taxpayer. But probably more

important is that the public believes that low - skilled' workers

should be protected from exploitation, and that employees are

entitled to minimum standards from their employers.

A final contrast between NIT and HMW focuses on the Federal

employment program. The NIT does not improve the job of a single

worker. Funds are spent raising the incomes of persons in their

current jobs. Under 'NW, the Fair Labor Standards Act does this

for free to the Treasury, and Federal funds are reserved to sub-

sidize the creation of additional high wage jobs. In the illus-

tration given earlier, 2 million of the 15 million low wage work-

ers would advance to better jobs, averaging $3.00 an hour. Most

of these 2 million are likely to be family heath, a significant

fraction of the roughly 5 million heads among the 15 million.

These 2 million would enter the high wage job ladder, receive

union protection, and other fringe benefits.

It should be repeated once again that these contrasts be-

tween HMW and NIT apply on.y to households in which the head is

capable of full-time work. All other households must be assisted

by some kind of transfer program, such as NIT and cannot benefit

from HMW.



F. COMPARISON WITH A GUARANTEED JOB OPTION (co)

It rust be emphasized that the issue here is whether GJO

is a substitute for a high minimum wage. A job opportunity can

be guaranteed under the HMW framework by expanding the size of

the Federal employment program, and perhaps supplementing it

with residual jobs in special Federal projects. The feasibility

of complementing HMW with a guaranteed job program is considered

in Part III. The question here is whether the market wage ef-

fect of a GJO should replace a high minimum wage.

Earlier it was noted that even if such a GJO is administra-

tively feasible, it may not be more efficient than HMW, since

more jobs may have to be created under GJO than under HMW to get

all family heads above $2.40. Under both HMW and GJO, the em-

ployer must pay family heads at least $2.40 to retain them.

Under HMW, employers must also pay non-heads at least $2.40.;

they have no incentive to substitute non-heads for heads. Under

GJO, however, employers will have the option of hiring non-heads

at less than $2.40. Less heads will be offered regular jobs at

$2.40 under GJO than under HMW, and more jobs will have to be

created for heads under GJO. Since GJO will create no jobs for

non-heads, unlike HMW, it is hard to tell which would be more

efficient.

Implementing a r1J0 at a relatively high wage like $2.40

would not be easy. Several proposals for a guaranteed job pro-

gram have unfortunately devoted little attertiod to how the jobs

would be created.
24

Whether this can be successfully done cannot

be pursued here. Because a high wage guarantee, particularly in

the absence of a high minimum wage, will place a great burden

on the guaranteed job program, it is likely that if a GJO is at-

24. See U.S. Senate, Committee on Finance [53], or Packer
[32].
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tempted, it will at first be done at a lower wage, as proposed

by the Senate Finance Committee.
25

The point here is that there

is no need to wait until the especially difficult administrative

problems of a high wage guarantee are solved, and such a GJO is

successfully implemented. A Federal employment program less

sweeping than a GJO will allow the minimum wage to be raised

and extended, achieving the same reduction in poverty for rough-

ly the same cost.

G. THE ROLE OF THE FAIR LABOR STANDARDS ACT

Under the BMW strategy, the FLSA would set a high minimum

wage, and extend its coverage to nearly all workers. The new

minimum wage enacted in the spring of 1974 moves in this direc-

tion, but is neither as high nor as extensive as proposed here.

The new minimum wage will be increased in steps to $2.30 in 1976.

A $2.30 minimum wage in 1976 will have roughly the same unem-

ployment effect as a $1.90 minimum wage in 1973. Symmetrically,

the proposed minimum of $2.40 in 1973 would be roughly equivalent

to a minimum of $2.80 in 1976. Whether coverage should be made

completely universal, or some exceptions allowed, is left open.

While many of the current exemptions are explained simply by ef-

fective lobbying by particular employers, others are the result

of a judgment that workers would be laid off, or small businesses

would be forced into bankruptcy. If it is desired to preserve

or encourage small business, it would be fairer to cut taxes on

such businesses rather than exempt them from the minimum wage law.

Nevertheless, it must be recognized that some businesses

will be forced to lay off a significant number of workers if a

high minimum wage is suddenly applied. Even though the HMW

strategy assumes that the Federal employment program is already

25. The Senate Finance Committee proposed a maximum annual salary
of $2,400 in 1972.
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operating and additional jobs are available, there is still

the problem of transition for the workers laid off.

HMW calls for a significant reduction in exemptions, and

staged elimination of those still allowed, so that a time table

for universal coverage is established. When such coverage

should be completed, however, requires careful consideration of

the effects on employees and businesses.

While a modest minimum wage may be desirable on its own, a

relatively high and extensive minimum wage is desirable only if

its unemployment effect can be offset by a Federal employment

program. The Fair Labor Standards Act must be used cautiously

unless a Federal employment program accompanies it.

H. THE ROLE OF THE FEDERAL EMPLOYMENT PROGRAM

Although the Federal employment program has been presented

as part of a strategy to raise low earnings, it, of course, does

not depend on being complemented by a high minimum wage policy.

While such a program enables the minimum wage to be pushed that

much further, it, of course, directly benefits those who obtain

high wage employment as a result of the program, regardless of

what is done with the minimum wage. Without the minimum wage,

however, such a program is bound to be inefficient as an anti-

poverty device compared to the alternatives. From this view-

point, such a program could be faulted for concentrating a great

deal of money on relatively few low-income persons, while the

majority of the working poor go unaided. Only when it is realized

that such a program makes it possible to push the minimum wage

further, without increasing unemployment, does its anti-poverty

efficiency become comparable.

In the rest of this evaluation, the analysis will focus ex-

clusively on the design of such a Federal employment program.

While the Federal program is conceived as part of the strategy

described above, the discussion will relate only to the design

of such a program, and not to the use of the minimum wage. The

analysis should therefore be relevant to those who favor a low
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minimum wage, as well as to those who favor a high minimum wage

policy.
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Chapter 2

THE OBJECTIVE OF THE FEDERAL EMPLOYMENT PROGRAM

Before beginning the analysis of the esign of the Federal

employment program, its purpose must be clearly understood. Its

objective is to increase employment above the minimum wage for a

Given level of aggregate demand, and therefore, inflationary

pressure. If there is slack in the economy, employment can easi-

ly be increased by expanding aggregate demand through the usual

tools of fiscal and monetary policy. Private employment can be

increased through tax cuts and an expanded money supply; state

and local government employment can be increased by general

revenue sharing or other grants; Federal employment can be in-

creased by greater Federal spending on Federal production.

The special challenge of the Federal employment program to

be analyzed here is to induce an increase in employment that

pays at least the minimum wage without an increase in aggregate

demand. It attempts to induce more adequate-wage employment

once aggregate demand can no longer be expanded because of the

inflation constraint. This can be accomplished by increasing the

output of above minimum wage producers, while decreasing the out-

put of previously below minimum wage producers; and by inducing

all producers to use more adequate-wage, nonsupervisory labor

relative to other inputs.

The method of inducing both effects is to subsidize pro-

ducers to increase such employment. The wage cost of truly

additional labor must be effectively reduced to producers. A

wage subsidy will reduce the price of labor to employers as

long as the supply of labor is not completely inelastic. If

the supply were completely inelastic, producers would simply

bid up the wage until the increase offset the subsidy. The sup-

ply of labor to the high wage sector, however, should be highly

14W



elastic because of the existence of low -wane and unemployed work-

ers, who would be eager to enter the sector at the going wage or

less, but who are prevented from doing so by restrictions on

wage compttition in a significant fraction of the high wage sec-

tor. Evidence of such restrictions was cited earlier, in the

discussion of the economic efficiency of !NW.

Thus, the subsidy should effectively reduce the cost of

labor to relatively high wage producers. The lower costs in-

curred by high w,ge producers will enable them to expand output

relative to previously below minimum wage producers, whose out-

put will actually contract if a high and extensive minimum wage

raises their labor cost. Further, the reduced wage cost will en-

courage ell producers to use more of such labor relative to other

inputs. Such shifts in factor proportions will be limited in

the short run, but greater in the long run when producers are

given time tc alter their physical capital, and other inputs,

in response to the new factor prices they face.

A reduction in the wage cost to employers is required to

induce additional employment, even if the additional workers

have the same skills and reliability as workers already employed

(i.e. even if labor is homogeneous). The subsidy strategy does

not depend on whether the program is directed at disadvantaged

workers, or all workers. Diminishing returns will cause the mar-

ginal productivity of additional employees to decline, even if

their skills are the same as current employees. Subsidy is

needed to counter diminishing returns, regardless of the quality

of additional workers.

It follows that if the increase in employment is to be per-

manent the subsidy to additional em lo lent must be ermanent.

This does not mean that particular employees must be permanently

subsidized. It means that whenever subsidy is terminated on

one set of employees, subsidy must be applied to an equal number

of new hires. Whether the old trainees or employees are retained

once their subsidy ends will not be determined by whether they

have mastered their jobs; it will be determined by whether any

unsubsidized, regular job slots have opened up. If such vacan-

-134-



cies do not occur, then these persons will be laid off when their

subsidy ends.

Alternative Federal employment programs designed to treat

the problem of low earnings will judged on their performance

under an aggregate demand, or inflation constraint. To the ex-

tent they improve earnings and employment simply by increasing

aggregate demand, they contribute nothing new to standard policy.

If there is slack in the economy, standard tools are readily

available. What is needed is a new instrument that will increase

employment even after the constraint becomes operative.

If the economy is at its target level of aggregate demand

for goods and services, both private and public, then the intro-

duction of the Federal employment program, like any government

expenditure, would push the level of aggregate demand beyond its

target unless it is offset by an equal reduction in aggregate

demand. This can be achieved by an appropriate increase in

taxes to finance the program, or a cutback in other government

expenditure. The Federal employment program must be judged by

whether it induces a net increase in employment, even when it is

offset by taxes or cutbacks so that aggregate demand is held

constant. If relative factor prices faced by producers in the

economy are shifted in favor of nonsupervisory labor by the pro-

gram, then it should result in a significant net increase in em-

ployment, even when offset.

In contrast, if an ordinary Federal expenditure - which does

not alter factor prices for producers - is appropriately offset

by taxes or an expenditure reduction, then employment will re-

main approximately the same. It follows that if a Federal employ-

ment program is shown to be equivalent to general revenue sharing,

or an unconditional grant to producers in either sector, then if

it is appropriately offset, it will not induce a significant net

increase in employment. Like general revenue sharing, such a

program gives no special stimulus to employment; the offsetting

policy will therefore decrease employment by roughly the same

amount.

The Federal employment program, therefore, must do consider-
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ably better than general revenue sharing. If the program is

shown to be equivalent to general revenue sharing, it is not

what we are seeking. Such a program will not be able to in-

crease employment without increasing aggregate demand, and vio-

lating the inflation constraint.
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Chapter 3

THE FUNDAMENTAL PROBLEM OF MAINTENANCE OF EFFORT

The aim of the Federal employment program is to induce in-

dependent agents, either public or private, to do more of what

they are already doing - namely, employing nonsupervisory person-

nel at above the minimum wage. Whenever the Federal government

tries to induce these independent agents to increase some acti-

vity they are already performing, the problem of maintenance of

effort arises. What is to prevent the independent agents from

reducing their own effort, and substituting Federal funds for

their own without genuinely increasing the particular activity?

While the maintenance of effort problem is familiar to

most persons in government, its seriousness is often underesti-

mated. It is usually assumed that, yes, there is a maintenance

of effort proble-. but, no, it does not seriously undermine the

basic objective of the grant program. Administrators proceed

in the belief that the program is still doing some good, in spite

of this problem_ Yet, in most cases, there is little basis for

such confidence. It is often likely that the program is in

fact being undermined.

An example will illustrate the problem. Suppose a local

government would employ 100 persons above $2.40 an hour if there

were no Federal program. Suppose the Federal government offers

to pay the salaries of five additional employees, at $6,000 each.

In the first year, the program will succeed, if it was not anti-

cipaPd by the local government. Having 100 employees on board

at the time the program is introduced, the local government adds

five additional persons to bring its total to 105, receiving

$30,000 from the Federal government.

If the program is a permanent one, however, the Federal gov-

ernment will offer to fund five persons (at least) in succeeding



years as well. Once the local government anticipates the Federal

grant, the problem becomes serious. Suppose the local government

would have employed C)5 persons in the following year without the

Federal grant. It can claim that it would have remained at AO,

and use the Federal grant to fund five persons who would have

been employed anyway. The $30,000 saved can be spent on other

things, or returned to the locality in the form of less taxes.

The Federal government may believe it has succeeded in increasing

employment by five. The local government will label five employ-

ees as grant recipients, as if to verify this.

Yet the Federal grant, earmarked to increase employment,

has been converted into an unearmarked grant of $30,000. The

grant has been decategorized. The effect on employment will

be no greater than the effect of $30,000 in general revenue

sharing. The local goverment may spend some of this money on

increased high wage employment, but it is also free to cut taxes,

or spend the funds on other things.

Of course, Federal grant programs are aware of this process,

and try to prevent it from occurring. Nearly all programs of

this kind use maintenance of effort regulations to try to stop

such substitution. A most relevant example are the guidelines

for the Public Employment Program, authorized by the Emergency

Employment Act of 1971. They repel as follows:

Maintenance of Effort

Section 12(a)(1) of the Act prohibits the Sec-
retary from granting funds unless he determines
that the program:

1. will result in an increase in employment
opportunities over those which would other-
wise be available;

2. will not result in the displacement of cur-
rently employed workers, including partial
displacement such as a reduction in the
hours of non-overtime work or employment;

3. will not impair existing contracts for ser-
vice or result in the substitution of Fed-



eral for other funds in connection with
work that would otherwise be performed.1

The intent is clear. The question is whether these pro-

visions work in nractice. The Emergency Employment Act of 1971

(EEA) which authorized the Public Employment Program (PEP) be-

came law on July 12, Congress appropriated funds on August 9,

and the grants were made during the next few months. In its first

year, therefore, PEP funds were granted to program agents after

these agents had passed their own budgets for that fiscal year.

This made it difficult for the agents to respond to PEP by adjust-

ing their own budgets. The fact that PEP was largely unantici-

pated helped to enforce the maintenance of effort provisions.

In the second year, however, program agents realized that

PEP would probably be refunded at roughly the same level as in

the first year. As a result, agents were able to take PEP into

account in planning their budgets for the fiscal year July 1972

to June 1973. Consider the case of a typical local government.

When PEP was introduced, it had 15 recreation employees in that

department, and, under PEP, it added a 16th. Suppose that in

the following year it would have added a 16th recreation worker,

had there been no PEP program. With PEP, it would almost cer-

tainly continue to fund only 15 slots from its own revenues, and

continue to have the 16th slot funded by PEP. It has invisibly

converted the PEP grant into general revenue sharing.

None of the Manpower Administration project officers whom I

interviewed even attempted to investigate this kind of substitu-

tion. The only maintenance of effort violation they watched for

was direct, overt substitution - the lay-off of a regular employ-

ee in order to replace him with a PEP employee. They felt that

trying to detect the indirect substitution described above would

be a futile exercise.

1. U.S. Department of Labor [45], pp. 34-35.
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They are right. The crux of the problem is that a hypo-

thetical is involved. We need to know what the program agent

would have done, this year, had there been no Federal program,

but in fact did not do, since there is a Federal program. The

problem is not simply to discover the agent's intentions. The

problem is that the agent need never have formulated its inten-

tions. It is likely that there is nothing to discover. What

must be grasped is that the program agent need never decide

what it would have done without the Federal program once the

program is in operation. In most cases, it can honestly respond

that it has nothing to reveal.

Maintenance of effort provisions, enforced by adequate

supervision, can restrain direct substitution. This creates

the impression that the regulations do work, and the problem is

being contained. Yet it is indirect substitution - a process

that cannot be prevented by current regulations - that is alone

sufficient to seriously undermine the objectives of the program.

Over the five years between 1967 and 1971, state and local govern-

ment employment, without PEP, increased about 1.5 million, or an

average of about 300,000 per year.
2

In 1972, a year of recovery

from reces3ion, the increase without PEP would undoubtedly have

been greater than 300,000. Under FEP, about 160,000 jobs were

funded. It would have been natural, and largely invisible, for

program agents to finance about 160,000 less jobs from their

own funds then they otherwise would have, and added the 160,000

from PEP. Since they would have been adding roughly as many

jobs from their own revenues, this substitution would have gone

unnoticed.

Each of the several program agents I interviw.red during the

first year of PEP, having been told to expect roughly the same

2. U.S. President [52], 1973, Table C-29.
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PEP funding in the second year, planned their budgets accordingly.

Almost all of these local administrators were unaware that their

planning violated the maintenance of effort regulations of the

program. Yet, how can responsible administrators pretend PEP

funds do not exist when they plan their budget, when they, in

fact, know these funds are available? Without such pretending,

the maintenance of effort provisions will be violated.

While the logic of this process seems compelling, is

supported by discussions with public administrators who respond

to grants, it would be desirable to test the hypothesis empiri-

cally. Such a test would not be easy, however. It would be

necessary to develop a model to effectively forecast what state

and local employment would be on the assumption that these govern-

mental units receive $X in the form of unconditional grants. If

the hypothesis is correct, then the model should also correctly

forecast the response to $X of categorical employment grants, by

treating such grants as if they were unconditional. Such a test

is difficult because it depends on accurately forecasting the

response to unconditional grants. It may be hoped that empirical

studies will be successful in constructing such a model, and

testing the hypothesis. Until this is done, it seems sensible

to conclude that it is highly likely that many supposedly ear-

marked grants are in fact being substantially converted into un-

conditional grants.

If PEP funding were uncertain each year, and could not be

articipated, program agents would not be able to count on PEP,

ar.(. effort would be better maintained. A policy of permanent

uncertainty, however, entails serious costs. Suppose, for ex-

ample, that PEP funds were not allocated until July, each year,

after program agents had passed their budgets for the fiscal year.

Late allocation in itself is not sufficient to prevent substitu-

tion if each agent is able to anticipate approximately what it

will receive. In the second year of PEP, funds were allocated

late, but each agent knei.* it would receive about what it got in

the first year, and planned accordingly. To discourage substitu-

tion in planning, the program must actually surprise most agents;

-141-

155



it must allot them an amount they truly did not expect.

But this very.condition - to catch them unprepared - ob-

viously has severe disadvantmes. It means that PEP jobs will

be appended on to departments, rather than fully integrated into

the job structure. It means that equipment, office space, and

other supplies will not be set aside for the new employees. Nor

will adequate supervision be planned. Furthermore, program a-

gents will naturally resent this intentional uncertainty. For

these and other reasons, pressure has already developed to fund

PEP one year in advance. Senator Cranston's expanded public

service employment bill contains the following sensible provi-

sion:

Section 4(d) For the purpose of affording ade-
quate notice of funding available under this
Act, appropriations under this Act are auth-
orized to be included in the appropriations
Act. for the fiscal year preceding the fiscal
year or which they are available for obliga-
tion.'"

Whether or not advanced funding is adopted, this proposal

reflects the costs of the uncertainty that has accompanied PEP

funding. It suggests that an attempt to increase uncertainty

in order to limit substitution is a self-defeating policy.

Another way must be found to maintain effort.

It should be noted that the maintenance of effort problem

applies to regular Federal agencies as well. If these agencies

are subsidized to increase employment, they will also plan their

own budget requests with this in mind. The Office of Management

and Budget, and Congress, will be unable to determine what the

agencies would have requested had there been no Federal employ-

ment program. As long as the agency has its own objectives, it

will act like any other independent agent.

It would he possible to create a special Federal agency -

perhaps called the Federal Projects Administration - whose sole

purpose would be to create jobs. If such an agency were funded

entirely through the Federal employment program, according to

the number of persons it employed, then there would be no mainten-

ance of effort problem. While such an agency might be useful to
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some extent, particularly as an employer of last resort in a

guaranteed job program, its projects must not replace work that

would have been done by regular public Of private producers.

As a result of this restriction, more meaningful and useful

work will be induced if the Federal employment program relies

primarily on inducing regular producers, public and private, to

use more labor relative to other inputs.

A. OPEN-ENDED VS. CLOSED-ENDED GRANTS

The aim of the Federal employment program is to induce pro-

ducers, faced with a given product demand, to increase above-mini-

mum-wage employment. The method is to reduce the cost of addi-

tional labor to producers by subsidizing the wages of employees.

Because of the maintenance of effort problem, however, the de-

sign of the Federal subsidy - whether it is open or closed-ended -

will usually determine whether the cost of additional labor is

effectively reduced, and the incentive to shift factors and ex-

pand output actually created.

Under a closed-ended design, the maximum amount each program

agent can receive is effectively limited. Under PEP, the Federal

government subsidizes 90% of the wage, but the amount of subsidy

is 1 mited. Each program agent is allotted a maximum Amount,

which depends on the unemployment in its jurisdiction. The ceiling

is effective, rather than merely nominal, since all program a-

gents requested their maximum, and most would have requested more,

had they not been limited. Under an open-ended design, a program

agent is free to request as much aid as it wants, provided it

puts up its matching share. Under the WTN tax credit, private

businesses receive a tax credit equal to 20% of the wage for each

welfare recipient they employ. While there is a nominal ceiling

on the credit a business can earn, it is not likely to be effect-

ive for most businesses; it is higher than most businesses would

freely request, given the productivity to them of additional wel-

fare recipients, and the fact that they must pay most of the wage.

The WIN tax credit is effectively open-ended for most businesses;



since the ceiling does not restrict their free choice, an addi-

tional WIN employee would cost them less than his wage. In con-

trast, under PEP, since the ceiling is reached, an additional em-

ployee beyond this costs the program agent the full 100% of

the wage.

If there were no maintenance of effort problem, either de-

sign would induce an increase in employment. Because of the

seriousness of the maintenance of effort problem, an important

conclusion emerges: only the open-ended design guarantees that

the cost of truly additional labor will be effectively reduced;

therefore, only the open-ended design insures that there will

be an increase in employment relative to other inputs.

To see this, consider a program agent that would have hired

105 employees without the Federal employment program, and last

year hired 100. If it receives a closed-ended grant of $6,000

per employee for a maximin of five employees, it will use the

subsidy for the five it would have hired anyway. A truly addi-

tional employee - the 106th - would still cost it 100% of the

wage, since the ceiling has been reached. While it has $30,000

more in revenue due to the grant, the cost of truly additional

labor has not been reduced, and there is no reason to expect

the agent to employ more labor relative to other inputs. Sup-

pose, in contrast, that the grant were open-ended, and that the

subsidy was $3,000 per employee, without limit. The agent would

again use Federal funds for the five employees it would have

hired anyway, this time substituting $15,000 instead of $30,000.

A truly additional employee - the 106th - will now cost the agent

$3,000 less than the wage; the same is true for each additional

employee. The cost of additional labor is effectively reduced,

and the agent will increase employment relative to other inputs

if it is given time to adjust. Suppose the agent hires 110 em-

ployees. This will cost the Federal government the same $30,000

that accomplished nothing (except general revenue sharing) under

the closed-ended design.

If the maintenance of effort standard had been set at 105,

instead of 100, then both designs would have increased employ-
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ment. In practice, however, serious leakage is inevitable, un-

der either design. The virtue of the open-ended design is not

that it overcomes the maintenance of effort problem, but that it

alone guarantees a genuine increase in spite of this problem.

The example brings out another crucial difference: the

open-ended design can always achieve the same increase in employ-

menu for significantly less money than the closed-ended design.

Suppose the maintenance of effort norm had been set at 105, so

that the closed-ended design did achieve an increase of five em-

ployees, to 110. If the ceiling is effective, and not merely

nominal, the agent would have wanted to hire more than five at

a subsidy of $6,000 per person. In the example, it was assumed

that $3,000 per person would acco:Iplish this. Whenever an agent

wants to go beyond the ceiling at the going subsidy rate, it could

have Leen induced to reach the ceiling at a lower subsidy rate.

The magnitudes are likely to be significant. Under the PEP

subsidy rate of 90%, every program agent in the country requested

its maximum limit. This means that nearly every program agent

would have hired the same number of persons at a lower subsidy

rate. In its first year, when PEP did do better than general

revenue sharing because it was unanticipated, under an open-

ended design PEP might have achieved the same increase at per-

haps half the cost. While this is only conjecture, the fact

that every program agent requested its limit at a subsidy rate

of 90% suggests that the rate could have been reduced signifi-

cantly before most agents would request less than the original

limit.

The attraction of the closed-ended design with a high sub-

sidy rate, on the other hand, is that it makes sure that funds

are allocated to public program agents according to the unemploy-

ment in their jurisdictions. The high subsidy rate enables each

program agent to accept its maximum allotment. The ceiling on

the grant prevents any program agent from receiving more than

its proper share. The closed-ended design not only achieves a

fair allocation among program agents; it achieves a fair distri-

bution of assistance among the unemployed in different jaris-
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dictions.

Unfortunately, fairness is of little use if the goal of the

program is not attained. Because of the maintenance of effort

problem, the closed-ended grant will induce little if any rela-

tive increase in employment; it will hardly do better than gen-

eral revenue sharing. Since the open-ended design is essential

to achieve tne objective of the program, a method must be found

to bring aboLc a fair allocation among jurisdictions under the

open-ended design.

If each public program agent faces the same subsidy rate

under the open-ended design, funds will not be allocated to jur-

isdictions in proportion to the number of unemployed. The res-

ponse of each program agent will differ according to the size

of the agent, and its elasticity of demand for labor. There are

several possible responses to an undesirable allocation of funds.

Under the first, the subsidy rate could be raised for program

agents that responded too much. Unfortunately, this would create

the incentive f'r program agents to under-respond in order to

receive a higher subsidy rate. Also, the fairness of rewarding

a poor response, and penalizing a good one might be questioned.

Under the second, the program would be expanded to include

other producers in the jurisdiction besides the single public

program agent. Even if the local government responds poorly,

other producers may take up the slack. Thu greater the number

of producers eligible for the program, the less will be the impact

of the local gcvernment's response on the total response of the

jurisdiction. If the response of the jurisdiction is low rela-

tive to the number of unemployed, then the subsidy rate could

be ree.uced. As long as the number of participating producers

is to large for successful collusion, no producer will have an

incentive to respond poorly to try to affect the subsidy rate in

the following year, since no single producer will be able to con-

trol the area's response, which alone will determine the subsidy

rate.

Under the closed-ended design of the PEP program, each pub-

lic program agent was required to hire persons who lived within
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its jurisdiction. Under the open -ended tesign, competition among

program agents ir important to prevent collusion. Program agents

should be prevented from hiring only persons who live in its jur-

isdiction. Thus, within any labor market area, even if the pro-

gram is restricted to the public sector, there will be several

local governments, as well as state and Federal agencies. The

number should be large enough to prevent collusion, and inten-

tional under-responding. Even if several of the public program

agents respond poorly, the others may take up the slack. As

long as all jobs are oper to persons regardless of their resi-

dence, persons in the jurisdiction of a program agent that res-

ponds poorly will have the same opportunity for employment.

Competition among employers for subsidy is further increased if

non-profit organizations are included, and, finally, if private

businesses are included.

The varying of subsidy rates among regions, sub-regions,

and even labor market areas (defined for administrative purposes

according to political boundaries) will enable Congress to ach-

ieve any allocation of funds among areas that it desires. As

long as individual program agents are unable to coltrol the sub-

sidy rate that applies to them, intentional under-responding

will not be tried. The existence of more than a few program

agents in the same administrative area, all facing the same sub-

sidy rate, with the rate determined by the aggregate response of

all program agents, should guarantee sufficient competition.

Rather than try to equalize the ratio of jobs created to number

of unemployed in each area, it might be reasonable to settle for

a lower ratio in areas that require a high subsidy rate, and a

higher ratio in areas that require only a lower rate. The impor-

tant point is that under the open-ended design, Congress can

achieve whatever allocation of funds among areas it desires.

It must be emphasized that program cost can be controlled

under an open-ended design. The subsidy rate should be set so

that the expected response will generate the total Federal ex-

penditure that is desired. If the subsidy rate is set low enough,

even a very small program cost can be achieved. It is true that
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there will be some variance of actual cost around the target

under an open-ended design. In contrast, a closed-ended design

has the advantage of certainty. Once a given program has been

in operation, however, the relationship between the Federal sub-

sidy rate and program cost will be able to be estimated with

reasonable accuracy. If high priority is set on not exceeding

a certain cost, the Federal subsidy rate can be set sufficiently

low so that the probability of exceeding this cost is very

small.

The open-ended design is the rule, not the exception, on

the revenue side of the Federal budget. The Federal government

could be more certain of its revenues if it set actual tax lia-

bilities for each taxpaying unit at the beginning of each year.

Instead, however, it sets tax rates. The unit's tax liability

depends on what its tax base turns out to be. Tax rates are

set so that estimated revenues are as desired. Because uncer-

tainty characterizes the entire revenue side of the budget, there

does not seem to be a valid reason for refusing to admit some

uncertainty on the expenditure side.

The uncertainty of the exact program colt under the open-

ended design must be weighed against the certainty that it is

more effective. flow much more effective depends on the price

elasticity of the demand for labor of program, agents. If pro-

gram agents do not respond to a cut in the wage, then the open-

ended design is no better than the closed-ended design or an un-

conditional grant. If the price elasticity, even in the long

run when time for full adjustment is allowed, is assumed to be

zero, the conclusion should not be to choose a closed-ended de-

sign, but rather, to abandon the Federal employment program al-

together.

Unfortunately, estimates of the price elasticity of the de-

mand for labor are unreliable for estimating the effect of a

Federal employment program with an open-ended design. Some esti-

mates have been attempted in several empirical production func-
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tion studies.
4

Besides the difficult econometric probeems in-

volved, the expected response to a wage cut via a Federal sub-

sidy depends crucially on how the program is administered. If

the cost to the agent of participating in the program, under-

going supervision, having its books inspected, and so on is

high, then the nominal subsidy rate overstates the effective re-

duction in cost.

In spite of these difficulties, the econometric studies as-

sert that the long run price elasticity of demand for labor is

positive.5 If these studies are correct, then as long as the

participation cost does not exceed the subsidy, the net subsidy

will be positive, and there will be an increase in employment.

No matter how great the participation cost, it is true it can

always be offset by a large enough subsidy. The higher the gross

subsidy, however, the greater the cost of the program. The way

the program is administered therefore becomes very important.

Since the participation cost is spretd over relatively few addi-

tional employees, participation will not be worthwhile unless

the cost is low, or the subsidy, high. Alternative methods of

administration will be considered later.

Experience with PEP and JOBS, however, suggests that the

participation cost should be able to be kept low enough to

achieve a positive net subsidy when the gross subsidy is less

than 100% of the wage. Both programs have a high participation

cost, involving negotiation, contracts, direct supervision, and

inspection. Nevertheless, both programs elicited response. In

the first year of PEP, when there was little substitution of funds

because the program was unanticipated, the strong universal res-

14. See Footnote 15, Chapter 1, Part II , p. 110.

5. See Footnote 15, Chapter 1, Part II , p. 110.
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ponse from all program agents suggests both a positive net sub-

sidy, and a positive elasticity of demand for labor. The fact

that quite a few private employers are willing to put up with the

very high participation cost of the JOBS program implies that

the gross subsidy for a small number of additional employees

offset the participation cost, for at least a fraction of the

private sector.

B. THE OPEN-ENDED DESIGN AND MAINTENANCE OF EFFORT

While an open-ended design should be utilized in the Federal

employment program, for the reasons given, its adoption raises

the maintenance of effort problem with new urgency. When the de-

sign is closed-ended, each program agent is strictly limited

in the amount it can receive, and therefore, the amount it can

substitute. Even if there is no attempt to maintain effort, a-

buse is limited by the ceiling. Under the open-ended design, in

contrast, there is no limit to substitution. It becomes essen-

tail to set an enforcible maintenance of effort norm for each

program agent.

The setting of this norm, however, is bound to be more contro-

versial under an open-ended than under a closed-ended grant. Un-

der the closed-ended design, the position of the norm does riot

affect the amount the program agent will receive. In the earlier

example, the agent will receive $30,000 for five employees whether

the norm is set at 100, or 105. Under the open-ended design, the

position of the norm does affect the amount the agent will receive.

If the norm is set at 100, the agent will receive $30,000 for ten

employees; if it is set at 105, the agent will receive only

$15,000 for five employees.

The decision to use an open-ended design therefore requires

a method for setting the norm that is regarded as reasonably fair.

This problem is avoided by the use of a closed-ended design,

where abuse is limited by the ceiling on the grant rather than

the maintenance of effort norm, and where program agents care

less about such a norm because it does not affect the size of
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their grant. Unfortunately, the open-ended design, not the

closed-ended one, is necessary to accomplish the goal of the

program. The need to develop a method of setting a norm for

i;:t.ch program agent cannot be escaped.

Before considering an alternative to current maintenance

of effort regulations, it will be instructive to examine how

the maintenance of effort problem is handled under the invest-

ment tax credit.

C. COMPARISON WITH THE INVESTMENT TAX CREDIT

The investment tax credit, like most tax credits, raises

the same maintenance of effort problem, although this is not

always recognized. The investment tax credit is particularly

appropriate for comparison. Just,as the Federal employment pro-

gram seeks to induce increased utilization of one factor of pro-

duction - labor - the investment credit seeks to induce increased

utilization of another factor of production - capital. The prob-

lem arises because the purpose of the credit is to induce private

businesses to do more of what they would already be doing - name-

ly, purchasing capital goods. Ideally, the Federal government

would like each business to reveal how much investment it would

have undertaken without the credit, and to "maintain this effort"

without subsidy. Then the Federal government would offer a cre-

dit only on investment beyond that point. In practice, of

course, this is impossible.

Yet the investment tax credit originally proposed to Con-

gress by President Kennedy in 1961 did attempt - although incor-

rectly - to more closely approach this ideal than the program

that was finally enacted. The current investment tax credit is

a credit on gross, investment in the form of machinery and equip-

ment. The tax liability of a business is reduced by an amount

equal to 7% of all investment in this category undertaken in the

given year. The original proposal was a credit on net invest-

ment. Only investment in excess of current depreciation would

earn the business credit. In his message to Congress, the Presi-



dent explained the reason for proposing a credit on net, rather

than gross, investment:

In arriving at this form of tax encouragement
to investment, careful consideration was given

to other alternatives. If the credit were
given across the board to all new investment,
a much larger revenue loss would result from
those expenditures which would have been un-
dertaken anyway or represent no new level of

effort. Our objective is to provide the lar-
gest possible inducement to new investment
which would not otherwise be undertaken.°

The logic behind this strategy is as follows: Suppose a

given business would have invested $500 if there were no credit.

Additional investment beyond this point would not be profitable.

Suppose the credit makes an additional $100 of investment profi-

table to the business. Clearly, it should not matter whether

the credit applies to all $600 invested, or only to the addi-

tional $100. The decision has already been made on the First

$500. Either form of the credit provides exactly the same sti-

mulus to investment beyond 4500, and should therefore lead to

the same result.

In practice this conclusion may have to be qualified. The

logic assumes that the sole determinant of investment is the pro-

spective rate of return. The availability of internal funds to

finance the investment may also be a determinant, if the business

prefers internal to external financing. The gross credit is

equal to the "incremental credit" on truly additional investment

plus an unconditional grant equal to 7% of the investment that

would otherwise have been undertaken ($500). Thus, the gross

credit will increase the availability of internal funds by the

amount of the unconditional grant component, and may therefore

induce a greater increase in investment than the incremental

6. U.S. }louse of Representatives, Committee on Ways and Means

[48], p. 6.



credit. Nevertheless, if the expected rate of return is more

important than the availability of internal funds, then the

Treasury will achieve a greater increase in investment for a

given revenue loss by restricting the credit to truly additional

investment, and offering a higher percentage.

Net investment was regarded as a proxy for truly additional

investment, in the original 1961 proposal. The assumption was

that the investment undertaken by a business in any given year

without the tax credit would almost always be greater than its

depreciation. According to the above logic, investment up to

the level of depreciation should therefore not be subsidized.

Unfortunately, a net investment credit would not provide the

same stimulus to investment as an ideal incremental. credit.

The reason is that under a net investment credit, an addi-

tional dollar of investment this year means one less dollar of

net investment in future years. This is because the additional

dollar of investment this year will be depreciated gradually in

future years. Thus, under a net investment crecht, an additional

$100 invested this year will reduce taxes this year by $7. But

in future years, the tax credit received will be $7 less than it

otherwise would have been as the asset is depreciated. Some in-

centive will still be provided, because $7 today is worth more

than $7 in future years. But most of the stimulus is undermined.

The net investment credit does not achieve its objective

because investment this year affects the maintenance of effort

norm - the level of depreciation - in future years. Under an

ideal incremental tax credit, the maintenance of effort norm

each year is established by our perfect knowledge of what the

business would have invested had there been no credit. The actu-

al investment of the business in any given year would have no

effect on where the norm would be set in future years. Thus,

the business would invest according to the expected return of

this year's investment, without weighing - as in the case of the

net investment credit - the effect of this year's investment on

the maintenance of effort norm in future years, and therefore,
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the tax credit in future years.

While there are serious practical difficulties in imple-

menting an effective incremental tax credit, the aim should be

clear. It semms wasteful to subsidize all investment, since

most of it would have been undertaken anyway. If the subsidy

took the form of explicit direct grants instead of tax credits,

then the need to try to maintain effort would no doubt have been

recognized. A Grahys for Investment Act would probably include

the following regulations, parallel to the Public Employment Regu-

lations cited earlier:

Maintenance of Effort

The Grants for Investment Act prohibits the
Secretary of Commerce from granting funds
unless he determines that the program:

1. will result in an increase in investment
over that which would otherwise have
been undertaken

2. will not result in the substitution of
Federal for other funds in connection
with investment that would otherwise
have been undertaken.

It is estimated that in fiscal year 1973, the investment

tax credit involved a revenue loss of roughly $3.6 billion.
I

It is likely that most of this revenue was foregone in order to

subsidize investment that would have occurred anyway. In 1972,

fixed investment in producers' durables was $88 billion.8 (The

investment credit applies to most of this investment.)9 Accord-

ing to econometric estimates, it is unlikely that more than $8

billion of investment in 1972 was due to the investment tax

credit; equivalently, it is likely that at least $00 billion

7. Cited in Surrey [36], p. 76-78.

8. U.S. President [521, 197', Table C-13.

9. Pechman [33], p. 127.
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would have occurred without the credit.
10

Thus,. it is probable

that most of the $3.6 billion foregone by the Treasury simply

replaced private funds that would have been invested.

It is instructive to compare a gross investment credit with

an incremental investment credit. As already explained, if the

incremental credit uses the level of depreciation as a norm,

then most of the incentive is undermined. A net investment cre-

dit, however, is not the only incremental investment credit. If

the incremental credit uses a criterion to set the norm that is

independent of past investment by the business, it can avoid the

pitfall of the net investment credit, and provide a stimulus

comparable to that of the gross credit. Nevertheless, impor-

tant differences between the gross credit, and such an incre-

mental credit will remain.

First, and most simply, businesses will receive a greater

subsidy under the gross credit. This is probably the main rea-

son why Congress passed a gross credit, rather than some kind

of incremental credit, in 1962. While this difference does much

to explain the contrast in political appeal, it is hardly a justi-

fication.

The second difference, however, focuses on the most serious

drawback of an incremental credit (or direct grant) in contrast

with a gross credit (or direct grant). Under the gross credit,

an implicit norm of zero is set. Such a norm seems natural when

recognized, and is often invisible. It does not seem to require

Justification. Any other norm, however, is visible, and does re-

10. In [37], Paul Taubman cites estimates of the effect of the
credit by two ec)nometric models: The Wharton Economic
Forecasting Model, and the Data Resources Model. The Whar-

ton Model estimated that two years following its enactment,
the credit would b" increasing investment by $1.0 billion
annually. The Data Resources Model estimated that at the
end of two years, the credit would be increasing investment
by $5.7 billion annually. While the difference in the esti-
mates does not inspire confidence, $8 billion should be a
fairly safe upper limit.
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quire justifiation. If policy makers had perfect knowledge of

what each business would invest were '.here no program, then

justificalon would he easy. Without such knowledge, any cri-

teria are bound to be somewhat arbitrary and imperfect, and at

least some inequities are inevitable.

The toughest obstacle to implementing an incremental tax

credit or grant is the setting of the maintenance of effort norm.

If policy malr.ers had perfect knowledge, they could simply set

the norm equal to the amount of the target activity that each pro-

i7am agent would otherwise have undertaken. In the absence of

such knowledge, a method must be found that is tolerably fair,

and administratively feasible. Whether this obstacle can be over-

come will now be considered.

D. AN ALTERNATIVE APPROACH TO MAiNTNAIXE OF EFFORT

Current maintenance of effort provisions are ineffective.

Because the Federal employment program must use an open-ended

design if it is to accomplish its goal, an alternative technique

for maintaining effort must be devised. The gr)ss investment

tax credit makes no attempt to maintain effort, and in effect

simply uses a zero norm. This choice is difficult to defend for

the investment credit, and would be impossible to defend in a

Federal employment program, where the leakage from subsidizing

all employees would be enormous.

The strategy in the alternative approach is to predict what

the subsidized activity would have been, had there been no sub-

sidy, by examining the actlal values of variables related to the

subsidized activity. For example, suppose that, prior to the

subsidy, the ratio of labor cost to non-labor cost, in each

gram agent were alwayn ".:hcn, once the employment ,4ubsidy

is in effect, presumably this ratio will increase. Yet the norm

could be set by assuming that labor cost, would have bee! twice

the non-labor cost that actually occurs. Unfortunately, such sim-

ple, fixed relationship- 'annot, be expected to ex i'.1!..

One step in improving the prediction for an individual pro-

-
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gram agent is to utilize base period values. In the y,,,1 --ior

to the introduction of the employment subsidy, program A

may have used a higher ratio of labor cost to non-labor cost than

program agent B. Clearly, this informatiun can be used to im-

prove the accuracy of the prediction, the subsidy is ln ef-

fect.

A single variable, such as non-labor cost, is unlikely to

be an adequate predictor of the subsidizA activity. Careful

empirical analysis is required to select the set of variables

that best predict the number of non-supervisory employees. Data

generated by program agents in recent years should be used to

deve.op the index. Using regression analysis, it may be possible

to select a set of independent variables that predict reasonably

well the dependent variable - nonsupervisory employment. The

formula implied by the regression equation would be made avail-

able to all program agents. Each agent would be able to compute

its own norm for a given year by applying the formula to its

own actual values for the variables in the formula.

How accurate a maintenance of effort index can be devised

must await empirical analysis, and experimentation with variables.

Nevertheless, this approach should be able to meet its first

test adequately - namely, whether it treats equitably program

at-crits that are declining or staying cc ist-ant in size. Since

the norm can be set according to variables that measure whether

the agent is growing or declining, a f'ormula can easily be de-

vised that gives the same opportunity to earn subsidy to both

expanding and contracting agents.

The reasonable equity of this approach to maintenance of

effort, and therefore its acceptance, does not primarily depend

on the goodness of fit of the best regression equation. It de-

pends on the notion that if agent A increases its non-labor cost

by a greater percentage than agent B, than A can afford to increase

the number of employees it finances on its own (assuming the av-

erage salary level charwes similarly for both agents) by a greater

percent than can agent B. Perfect fairness would require the

norm to reflect exa2tly what the agent would have done. Tolerable
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fairness reiuires the norm to reflect what the agent can afford

to do. An index that requires program agents to finance more em-

pluice.;, the morc Lncir non-labor expenditures increase, should

be regarded as tolerably fair.

Such an index should be reasonably fair and accurate when

the program is :irst introduced, because the base period values

should prove hulpful as predictors. As time passes, however,

some agents may diverge significantly from their norms; the num-

ber of persons they would have employed in nonsupervisory posi-

tions will differ significantly from the norm they are assigned.

The more accurate the index, the less this will occur, but even

the best index will not eliminate this problem. Agents who

would have employed more than their norm will enjoy substituting

Federal funds for their own. Agents who would have employed less

than their norm may be unable to attain their norm, and will

therefore earn no subsidy.

While this problem cannot be eliminated, steps can be taken

to reduce inequity and leakage. It might at first be thought

that the problem can be contained by simply raising the norm, in

the following year, if the agent earns substantial subsidy, and

lowering it, if the agent earns no subsidy. Unfortunately, this

natural response would be equivalent to reducing the net subsidy,

and reducing the employment effect of a given Federal expendi-

ture. Each agent would realize that more subsidy this year will

mean less subsidy next year, because next year's norm depends

on this year's response.

The effective subsidy rate will be reduced as long as the

adjustment of a program agent's norm next year depends on its

own response this year. It follows that adjustment of a parti-

cular agent's norm must be independent of the behavior of that

agent. In spite of this constraint, progress can be made. A

second-best strategy is to adjust the norm for a group of program

agents. Since all agents in the group will be treated uniformly,

and the adjustment will depend on the behavior of the whole group,

rather than the individual arent, then as long its Ole group is

large enough to prevent collusion, group adjustments will not re-
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duce the effective subsid:, rate. The difficult task then becomes

the placing of agents in the appropriate group.

The easiest grouping is geographic. A uniform adjustment

of the norm can be applied to all program agents in a subregion,

or preferably, in a labor market area. If the number of employees

subsidized in the area is large relative to total employment in

the area, then the norm might be raised uniformly for all agents.

The adjustment can be made with the aim of equating the ratio of

employees subsidized to total employment for all geographic areas.

This ratio is only used for illustration. Another target may be

more appropriate. Such an adjustment will prevent an unfair dis-

persion in benefits among labor market areas.

Within each labor market area, however, there are bound to

be some agents enjoying substantial subsidy for employment that

would have been undertaken anyway, while others earn no subsidy

at all. If the program applies to the private sector, some indus-

tries may systematically do better or worse than average. Per-

haps large or small agents will do better or worse than average.

Groups defined by other characteristics may vary from the average.

Variation by industry, and by size, will illustrate how this prob-

lem might be handled.

All agents might be placed in a four-digit census industry

category. If total employees subsidized was large relative to

total employment, for all agents in that category, then the norm

would be raised uniformly for all agents in the following year.

The adjustment can be made with the aim of equating the ratio of

employees subsidized to total employment for all geographic areas.

Once again, this ratio is only used for illustration; another tar-

get may be more appropriate. A finer industrial classification

might be attempted. The gain in equity and reduction of leakage

must be weighed against the increased administrative complexity.

An alternative method of grouping would be to add a dummy variable

for industry to the regression equation that determines the index.

Because size is a continuous variable, it might be more natural

to achieve the grouping by adding this variable to the regression

equation that determines the index. In this way, agents of different
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size would automatically be treated differently.

Clearly, grouping - whether achieved explicitly, or impli-

citly by adding a variable to the index equation - will be contro-

versial. Since the group into which an agent is placed deter-

mines its norm, agents will want a classification system that

will give them a lower norm; they will want variables added to

the equation that determines the index, that are liely to re-

duce their norm. Agents that feel the current grouping works

against them will undoubtedly object that the program is arbi-

trary and unfair.

While any grouping will always favor some agents more than

others, this does not mean that the grouping, or the variables

used in the index equation, must be arbitrary. Objective stan-

dards can be devised to determine when a particular classification

scheme is warranted. For example, suppose that dummy variables

for industrial classification are statistically significant in

an equation predicting the change in employment from its base

period value. Then an industrial grouping would be objectively

justified. Other statistical measures might be used to develop

the groupings. Such groupings, or equation variables, should

also have a common sense plausibility. Surely, labor market

area, industrial classification, and size, are three plausible

dimensions. While particular agents may object, these groupings

would strike most as fair.

Perhaps most important, it must be remembered that the worst

an agent can do under any grouping or index is to earn no subsidy;

this is the agent's situation without any Federal employment pro-

gram. The grouping system or index -quation determines how much

each agent will benefit from the program. A program that distri-

butes Gnly benefits, even if unequally, should be considered more

acceptable by agents than one which distributes actual losses (the

financing of the program may affect this, as will bP discussed in

the non-profit vs. profit section, later).

The more refined the grouping, or index, the smaller the

leakage that will occur. Under such grouping, norms will approxi-

mate what the agent would have done for more agents than under



less refined grouping, where dispersion will probably be greiter.

Refinement should be pushed to the point where the additional

gain in reducing leakage and increasing fairness is outweighed

by administrative complexity.

The purpose of this section has not been to propose parti-

cular indices, or grouping schemes, but only to suggest the kinds

of problems that will be encountered in attempting to devise a

workable, tolerably fair maintenance of effort index. Such an

index will have many imperfections, and its development will re-

quire careful empirical analysis and ingenuity. This alternative

approach to the maintenance of effort problem, however, seems

promising enough to warrant pursuit.

A lot is at stake. Since current maintenance of effort regu-

lations do not work, most governmental grant and tax incentive

programs are faced with the following situation. If a workable

maintenance of effort index cannot be devised, then they must

either accept large leakages, as in the case of the investment

tax credit, or they cannot accomplish their objectives, and may

as well be abandoned. Because the alternatives are grim, it

must once again be emphasized that the index need not be perfectly

fair to justify its use. The issue is whether an index can be

devised that enables the program to be superior to either subsi-

dizing activity that would have occurred anyway, thereby wasting

governmental funds; or to abandoning the program altogether.

The high minimum wage strategy, and the design of a Federal

employment program in this strategy to raise low earnings, stand

or fall on the ability to adequately devise such a maintenance of

effort index. It should be stressed also that the desirability

of a relatively high and extensive minimum wage depends on its

unemployment effect being offset by a Federal employment program.

Unless such a program proves feasible, such a minimum wage may

do more harm than good. Thus, the entire strategy depends on the

ability to construct the maintenance of effort index. Whether

this can be done awaits further efforts to construct such an in-

dex, and empirically test it.



E. SUBSTITUTION AND LAY-OFF BIAS AMONG EMPLOYEES

When the Federal government subsidizes independent agents

to increase a specific activity they are already performing,

they may not only reduce their own effort for the subsidized

activity; they may also substitute the subsidized activity for

a closely related unsubsidized one. Since they thereby reduce

effort for the unsubsidized activity, such substitution is often

called a maintenance of effort problem.

It is more useful, however, to realize that the .rl'oblem is

really one of defining the subsidized activity too narrowly.

Once of the objectives of a subsidy program is to induce the re-

cipient to substitute more of the desired activity for other

activities. Thus, the Federal employment program seeks to induce

producers to use more labor relative to other inputs. If a pro-

ducer failed to maintain effort in its use of other inputs, this

would not be considered a problem, but rather, a desirable re-

sult. If the producer, however, substitutes subsidized employ-

ees for unsubsidized employees, this may be undesirable.

Unlike the regular maintenance of effort problem, this one

can be solved simply by broadening the category to be subsidized.

If all nonsupervisory employees, rather than a subcategory of

these, are subsidized, the incentive to substitute among employ-

ees is eliminated. Unfortunately, broadening the subsidized cate-

gory also eliminates the possibility of providing special assis-

tance to a special subcategory of workers.

Before proceeding, it is worth repeating that subsidy is

needed to induce additional employment, whether the subsidy ap-

plies only to a special, low-skilled category, or to all employ-

ees. The subsidy is needed to counter diminishing returns. The

marginal productivity of labor declines, even if the quality of

additional employees stays the same. While a larger subsidy will

be needed if quality also declines, the subsidy strategy is justi-

fied, even if this is not the case, and the subsidy applies to

all persons.

There is only one alternative to broadening the subsidized



category to include all persons. A quota of unsubsidized employ-

ees must be made immune to substitution. This can be done sim-

ply by requiring the program agent to maintain a specific num-

ber of unsubsidized employees. Any attempt to substitute a sub-

sidized employee for one of these unsubsidized employees will not

succeed, since the new employee will have to fill the quota, and

therefore be ineligible for subsidy. Similarly, if employment

must be cut hack, the employer will not try to retain his subsi-

dized employees, and lay off unsubsidized ones, since for each

unsubsidized one who is laid off, a previously subsidized employ-

ee must lose his subsidy, in order to fill the quota.

Thus, the program agent must finance a specific number of

employees not in the special subcategory, just as it must finance

a specific number of employees in the special subcategory. It

must maintain effort on non-designated employees just as it must

maintain effort on designated ones. The above strategy, there-

fore, is equivalent to broadening the maintenance of effort re-

quirement to include all employees. The only two possible alter-

natives can be stated as follows: Either the subsidy itself

must be applied to all employees, or the maintenance of effort

norm must be broadened to try to protect undesignated employees.

The merits of these two fundamental alternatives will now

be evaluated. The issue is of great importance. Nearly every

current or proposed Federal employment program directs subsidy

at a special subcategory of persons, rather than all persons em-

ployed in nonsupervisory jobs. The WIN tax credit specifies

welfare recipients referred by the WIN program; JOBS specifies

new hires who are disadvanteged; PEP applies to previously unem-

ployed or underemployed new hires, and requires some representation

from various groups; various proposals recommend subsidy for heads

of households, persons with low earnings in the previous year, and

so on. Substitution among employees, like the maintenance of ef-

fort problem, is contained under a closed-ended design. Substitu-

tion among employees is limited by the rulmber that can be hired

under the grant.

When the open-ended design is used, however, the problem of
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substitution amour, employees, like maintenance of effor , be-

comes urgent. Since the Federal employment program must use an

open-ended design, for reasons given earlier, it becomes essential

to know whether serious inequities can be prevented if only a

special subcategory is subsidized. Can the second alternative -

broadening the maintenance of effort quota to include all employ-

ees - work satisfactorily?

Suppose the subsidy is restricted to a subcategory of employ-

ees, but the maintenance of effort norm applies to all employees.

For example, suppose that only new hires who are heads of house-

holds are subsidized. If the maintenance of effort norm applied

only to heads of households, employers would have an incentive

to substitute heads for non-heads. Under an open-ended design,

required for program success, considerable substitution would

occur, both direct and indirect. If the norm applies to all em-

ployees, however, the unlimited substitution is prevented.

The maintenance of effort norm means that the program agent

is ineligible for subsidy on a specific number, or quota, of em-

ployees at any point in time. These employees are safe from sub-

stitution, as long as the norm does not decline, thereby reducing

the quota. Any employee who replaces one of these unsubsidized

employe-s would also be ineligible for subsidy, since the quota

must be maintained. If employment must be reduced, the employer

will be indifferent between laying off a subsidized employee,

and one of these unsubsidized employees. In either case, he will

lose subsidy for one employee. If he lays off one of the unsub-

sidized employees, one of the previously subsidized employees

will have to take his place filling the quota.

Whenever the norm declines, and the quota is reduced, however,

some of the previously protected unsubsidized employees are no

longer safe. They are in excess of t,le norm, and no longer needed

to meet the program agent's quota. If the program agent holds

total employment constant, it will have the incentive to replace

these excess unsubsidized employees with persons eligible for sub-

sidy. This, of course, is substitution. If the agent must re-

duce employment, it will prefer laying off these excess unsubsi-
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dized employees, rather than subsidized employees. Hereafter,

this will be referred to as lay-off bias.

Consider concretely what this would mean. Suppose a busi-

ness is either in a declining industry, contracting in a cyclical

downturn, or after a seasonal peak. Its change in non-labor cost

call-, for a decline in its norm. If employment must be reduced,

who should be laid off? Since its quota has fallen, the program

agent will have the incentive to lay off excess unsubsidized

employees, rather than subsidized employees. The employee who

is laid off may also be a head of household, and he will probably

have greater seniority than the subsidized employees. The inequi-

ties and resentment will be serious.

Whenever the quota is reduced, an excess of unsubsidized em-

ployees will be created. These will be less val,lable to the em-

ployer. He will tend to lay them off if employment must be cut,

or replace them with subsidized employees if employment can be

maintained. Only two responses are possible. Under the first,

quotas would not be permitted to be reduced. Under the second,

additional regulations would be introduced that tried to minimize

the inequities resulting from reductions in quotas. Each will

be considered in turn.

If quotas cannot be reduced, then new inequities and inef-

ficiencies are created. The purpose of the maintenance of effort

norm is to approximate what the program agent would have done

without the subsidy. This is fair to program agents, as well as

efficient in reducing leakage. If quotas cannot be reduced when

the change in operating, costs warrants it, then agents in declin-

i% industries will soon be eliminated from the program, since

tney will be unable to meet their initial quota. Agents declinL

ing in cyclical downturns will be eliminated. Even more serious,

every agent with seasonal peaks will be unable to fill its quota

during seasonal troughs, if absolute employment would have de-

clined. The seasonal problem could be eliminated by char7ing the

quota only once a year, and somehow setting the quota at the

seasonal trough. Even if this could be done, serious leakage

would occur, sin :e employment throughout the year would have ex-



ceeded employment in the trough, anyway. These consequences of

prohibiting decreases in quotas seem unacceptable.

The remainiri alternative is to try to minimize the inequi-

ties that result when quotas are reduced. Perhaps the most seri-

ous inequity is when an employee with greater seniority is laid

Jff or replaced because a subsidized employee is favored. While

strong unions may be able to prevent this, many work sites do

not have strong unions. The only way to prevent this is to can-

cel the subsidy of an employee if an unsubsidized employee of

greater seniority is laid off. This regulation would eliminate

the incentive to lay off an unsubsidized employe, rather than a

subsidized one of less seniority, since the subsidy would be can-

celled as soon as the lay-off occurred.

Unfortunately, this regulation would have unacceptable con-

sequences. Program agents must reduce employment, quite often,

for either secular, cyclical, or seasonal reasons, and therefore

lay off employees. If such lay-offs required subsidies to be

cancelled, then many program agents would be frequently cancel-

ling subsidies. When a subsidized employee was hired, it would

be difficult to judge how long his subsidy would last. Agents

with secular declines in employment would soon be allowed no sub-

sidy. Without this regulation, declines in employment will usually

be accompanied by declines in the agent's quota, so that the num

ber of employees earning subsidy need not be reduced. This regu-

lation would subvert that stability.

As long as subsidy is restricted to a subcategory of employ-

ees, there is no way to adequately protect unsuosidized employees

from serious inequities. Broadening the maintenance of effort

quota to include unsubsidized employees will not work, since the

quota must frequently be reduced, leaving some unsubsidized em-

ployees vulnerable.

Unless we are willing to accept serious inemities, it wrl

be necessary to apply the subsidy to all persons employed in non-

supervisory Jobs.

While categories such as disadvantaged, and welfare recipi-

ents, are obvious, it is often not realized that new hires is
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special category that invites substitution. If employers are

subsidized for hiring additional employees, an incentive is cre-

ated to replace current employees with new ones. Even if a main-

tenance of effort norm is used to protect current employees,

subsidy will be attached to the new hires. It' the norm must be

reduced, the employer will prefer to lay off unsubsidized em-

ployees rather than the new hires.

The alternative to subsidizing employers for hiring_ addi-

tional.employees, is to subsidize them for having a surplus of

employees above a norm. The target of the subsidy would be the

stock of employees on board, rather than the flow of new hires.

If the surplus above the norm is subsidized, then distinctions

among employees are finally eliminated. If employment must be

reduced, when the norm is reduced, the subsidy earned is unaf-

fected by who is laid off. There is no distinction between new

hires and old hires.

Subsidizing the surplus of employees eliminates a problem

that usually plagues employment and on-the-job training programs.

Whenever the employees who are receiving subsidy can be speci-

fied, a time limit for the subsidy is usually set. It seems

natflrl to require that a particular employee not be subsidized

indefinitely. This view follows from the mistaken notion that

the sole purpose of the subsidy is to offset lower quality.

if this were the case, it would indeed be pointless to continue

ty o an employee who has held his job successfully for a

ce',,ain pc. of time.

funiamental reason for the subsidy, however, is to off-

set dimini'Hing returns to labor. The number of unsubsidized

emr)loyeen is limited, at any point in time, because of this,

whether employee quality declines or not. When subsidy is term-

Hated r.-,r an employee, he will only be retained if he can fill

a re"lar unsubsidized vacancy. No matter how well he has learned

Job,, *.he level of unsubsidized employment will be determined

by tt-! diminishing marginal productivity of labor. If the em-

p1-Ter retvins this employee, it can only be in place of someone

else.



Consider a stationary program aent. Without, subsidy it

finds it worthwhile to hir eml,Loyees. With subsidy, it be

worthwhile, *.o hire 3uppose that the conditi'uls that

determine its level of employmt u! do not alter. f;uppose subsidy

on the four new hires is limited to two years. At the end of the

two years, four new persons can be hired, so employment will

continue to be permanently inereased to 24. since unsubsidized

employment remains at 20, the four previously subsidized employ-

ees can only be retained ii :our vacancies open up at the end of

two years. Since the subsidy susi-tins employment at 24, but

only if 4 new employees are added every two years, then 4 unsub-

sidized employees must leave every two years. If they leave vol-

untarily, through natural turnover, then there is no problem.

This will not always be the case, however.

It is true that it would be possible to eliminate this

problem by allowing employees to be subsidized indefinitely.

If the original four new hires were subsidized indefinitely,

then employment would nlso increase permanently to 24. There

would be no need to worry about 4 positions opening up every two

years. Whenever vacancies occurred among the unsubsidized 20

jobs - if ever - only then would new employees be hired. While

this would be more sensible, it runs counter to the notion that

the person is being subsidized only until he improves his skills.

It also seems unfair to give particular persons the advantage of

permanent subsidy.

When subsidy is no longer attached to particular persons -

but depends only on the surplus of toi,a1 employment above a norm -

then the time limit problem '. rnishes. In the 'above example,

suppose employment above 20 were subsidized, and this induced

the hiring of 4 perso..i. No particular Cour persons have the

subsidy attached to them. There is no need for vacancies to open

up at periodic intervals in order to retain any of the 24 persons

now employed. Thus, subsidizing the surplus eliminates the time

limit problem.

Subsidizing the surplus above the maintenance of ef.;ort norm

also eliminates the administrative problems of certifying eligi-
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Lility of part-Lular persons for subsidy. No administrative

machinery is needed to make sure subsidy is only earned on the

designen penn. No employees are labeled as the subsidized

ones. The possibility of stigma is thereby removed.

.Albsidizing the surplus of employees, regardless of charac-

teristics, removes the incentive for substitution, or lay-off

bias. Ignoring employee characteristics does not mean that the

program muW, funl employers who discriminate. All program a-

gents seeking subsidy should be required to give evidence that

they are in compliance with the Civil Rights Act and the stan-

dards of the Equal Employment Opportunity Commission. This could

be done, perhaps, by requiring the program agent to submit figures

on the race and sex composition of its workforce, and a brief

statement why the figures are evidence that it is in compliance,

when it files its annual request for subsidy. This could raise

significantly the participation cost of an employer who blatantly

discriminates, but should hardly affect the average non-discrimi-

nating employer. Only a small sample of program agents would be

investigated.

If these anti-discrimination provisions eliminate agents

that clearly discriminate from the program, then the equiGy ar-

gument for narrow categorization is weakened. If discrimination

is not involved, then it may he unfair to give one group an ad-

vantage with subsdy. Why should someone who has not been on

welfare be less attractive to employers than one who has, as un-

der the WIN tax credit? Is it fair for a low-skilled white per-

son to be at a disadvantage in finding a job becr%use the subsidy

is restricted to minorities, or the "disadvantaged?" Why should

a person who seeks a better job be pena1i7ed because he already

has one, and is not unemployed, and lAireforu ineligible for

subsidy?

A reasonable reply is that di:tcrimination will continue to

be srious in spite of such provisions, and narrow categorization

and substitution are needed to compensate for it. Indeed, the

Federal employment program can be used sclelv as an anti-discrimin-
,

ation device. The aim would not he to in,rease the total number
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of above-minimum wage jobs, but rather, to increase a particular

group's share of fixed number of jobs. If this is the goal,

then a closed-ended design is adequate, and pr,!ferable since it

reduces undesirable substitution. PEP and JOBS may be viewed,

not as programs designed to increase the number of Jobs, but

rather as programs to bring a greater share of the fixed num-

ber of jobs to the disadvantaged.

It must always be remembered, however, that if total employ-

ment is not increased, tbon the gain of one set of persons must

be at the expense of another. If narrow categorization simply

undid the effects of discrimilAtion, equity would be on its

side. Unfortunately, narrow categorization inevitably results

in substitution most would consider inequitable. Why should a

near-disadvantaged minority person, who perhaps was employed too

often to qualify for subsidy, be leap-frogged over by a disad-

vantaged minority person, when a better job opens up, solely be-

cause of the subsidy? If all minority persons are subsidized,

is this fair to the poor white family head who also has difficul-

ty supporting his family? Should a person be laid off and re-

placed because the employer wants to earn subsidy? Although a

regulation may prohibit this, suppose it is unenforcible, for

the reasons riven earlier?

There is one special category of persons that is particular-

ly appealing in light of the goal of reducing poverty. That care-

gory is heads of households. If the Federal employment program

restricted subsidy to heads of households, its anti-poverty effi-

ciency would undoubtedly increase. The inequities of substitu-

ion and lay off bias are perhaps least in this case, since all

persons who are the prime supporters of their families will never

be at a disadvantage. Nevertheless, the difficulties endemic

to special categorization persist here, as well. Later, in the

discussion of the prorlosod. Empicvment Incentive Program, the ques-

tion of limiting the program to heads of householom will be con-

sidered in detail.

There is a trade-off involved. flarrow categorization can

improve the situation of the target group, but only Iv generating
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serious inequities and resentment. If a ,losed-ended design

used to try to reduce undesirable substitution, there will be

little genuino increfis in e:,1ployment becauso the cost of truly

additional labor is not effectively reduced. A small program,

and a small subsidy rate, will reduce substitution, and lay-off

bias, but also reduce the impact of the program. A program

with significant impact may generate enough opposition to under-

mine political support for the program.

The alternative approach eliminates the problem by subsi-

dizing all employees. It offers less immediate and direct assis-

tance to particular target groups. Broad categorization, however,

may eventually do as much or more for these groups, for three

reasons. First, an open-ended design can be used, inducing an

increase in total employment. The target group will therefore

be competing for a greater, not constant, number of jobs. second,

the absence of complex regulations requiring direct supervision

means that a much larger number of program agents can be brought

into the program, further increasing he number of jobs generated.

Third, the absence of unfair substitution and lay-off bias should

eliminate this source of opposition to the program, and increaso

the chance that it will be operated on a larger scale, and become

permanent.



C: -,pter 4

THE NON - PROFIT VS. THE PROFIT SECTOR

Since the Federal objective is to induce a genuine increaJe

in adequate-wage employment, it might be natural to assume that

any producer, public or private, non-profit or profit, should

be included in the program. Indeed, it will be shown that max-

imum efficiency for the Treasury, and probably for the economy

requires the inclusion of all producers. A fair allocation of

funds among areas is also aided by increang tbe number of parti-

cipating program agents. These, however, are Daft the only as-

pects that must be considered. The effect on income distribu-

tion must also be weighed. Since a program that includes the

profit sector is likely to benefit the affluent much more than

one that does not, there will be a trade-off between the effi-

ciency and progressivity of the program- unless progressive ft-

nancing is tied to the inclusion of the -profit sectw.

Exclusion reduces Treasury efficiency. Suppose that undt-r

an open-ended design - which earlier was nhiown to be more effi-

cient than a closed-ended design - included producers increaso.

total employment a certain amount. To induce a further increa-,,

in *mployment among these producers, the subsidy por employee

would have to be rai:ied. If the excluded producers are now in-

cluded, however, they 4111 further increase employment at the

same subsidy rate. Thc original increase in employmn: can e-

fsu be achieved at a lower subsidy per employeF, sinc=, now the

contribution from the excluded producers can be added. Thu$, the

Treasury can accomplish a given increase in employment for mini-

mum cost if all producers are included.

Exclusion will also reduce economic efficiency, unless too

many resources are already allocated to the excluded sector. As-

sume that resources are initially properly allocated between



the included and excluded sectors. This means that the mar-

ginal productivity of labor in the two sectors is roughly the

same. Economic efficiency requires that each additional employee

should work where his marginal productivity - his contribution

to output - is highest. To achieve this, additional workers

should be spread around among all producers so that the marginal

productivity of labo declines evenly among all producers. If

one sector is excluded, however, all additional workers will be

added to the included sector. Marginal productivity in that sec-

tor will fall below its value in the excluded sector. If some

of the additional workers were shifted, output would increase in

value.

Marginal productivity would be the same among all producers

if they all bought labor at the same wage, sold their output in

a competitive market for a price, and tried to maximize profits.

Under these conditions, each producer would hire labor until the

value of its marginal product (its marginal productivity) just

equalled its wage. While profit-making businesses often approxi-

mate these conditions, Public producers neither sell their out-

put for a price nor try to maximize profit. Without a market

price, it is difficult to place a value on the marginal product

of labor; and even if it could be so valued, the producer does

not have the profit motive to hire labor until the value of its

marginal product equals its wage.

It is therefore difficult to know whether the marginal pro-

ductivity of labor is roughly the same in the public and pri-

vate sectors; or more broadly, whether too many resources are

allocated to one sector or the other. The efficiency of the cur-

rent allocation of resources between public and private sectors

is a complex topic in its own rip,ht, and cannot be pursued here.

It must be realized, however, that exclusion is economically ef-

ficient only if the marginal productivity in the included sector

is not simply initially higher, but also remains higher after

alp additional employees have been absorbed. If the Federal em-

ployment program is large enough to induce the absorption of 1

or even 2 million employees, the decline in marginal productivity
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might exceed the initial gap. If the initial gap would be offset,

efficiency requires that both sectors be included, but a lower

subsidy rate be applied to the previously excluded sector.

Earlier, it was explained that to achieve a fair allocation

of funds and jobs among areas, it will be necessary to vary the

subsidy rate among areas. The lower the aggregate response of

all participating producers in the area to subsidies, the greater

the subsidy rate will have to be set to achieve a given target.

If the number of producers in an administrative area is very

small, collusion becomes possible. The producers can intention-

ally under-respond, in order to induce a higher subsidy rate for

the following year. If the number is large enough so that even

tacit collusion is unfeasible, then producers will respond pro-

perly to the subsidy rate.

A greater number of participating producers not only reduces

the possibility of collusion; it also may reduce the variance

in subsidy rates among areas. There may be a law of large num-

bers effect. If the program is restricted to a small number of

producers, it may be that the mean response in each area will

have a greater variance than if each area contains a large num-

ber of producers. The large number of producers reduces the

ability of any small group with a high or low responsiveness to

dominate the average, and thvq, the subsidy rate required.

Even a public sector program which excludes all private

firms - profit and non-profit - can be made sufficiently competi-

tive to eliminate collusion. There are enough local governm_nts,

and state and Federal agencies in every labor market area to

make collusion unlikely, even if a separate subsidy rate wpre

set for each labor market area. If a single rate is us.-d for a

larger sub-region, collusion would be impossible, but tere is

an increased possibility that particular labor markets may re-

ceive less than a fair share. The principle should be that the

administrative area should be large enough to prevent collusion,

but beyond this, not so large that particular labor market areas

within the area receive much less than their fair sham:. The

federal program should require that all program agents hire Fur-
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sons regardless of their residence so that job seekers can apply

to any program agent in his labor market. It will probably not

be pos3ible to prevent local governments from favoring their

constituents, but state and Federal agencies should pick up the

slack in a jurisdiction where the local government creates few

additional jobs.

Of course, inclusion of the non-profit sector will improve

the allocation, and inclusion of the profit sector as well would

be best of all with respect to this problem.

While treasury efficiency, and probably economic efficiency

require including all sectors, the effect on the distribution of

income must be weighed. In the earlier analysis of maintenance

of effort, it was shown that significant leakage is inevitable,

even if a maintenance of effort index replaces current regulations.

A significant fraction of Federal employment program funds will

be equivalent to unconditional grants for the program agents.

The distribution of benefits from unconditional grants to pri-

vate, profit - making firms is likely to favor the affluent signi-

ficantly more than such grants to public, or even private, non-

profit firms.

The incidence of an unconditional grant to the profit sec-

tor, the public sector, or the private non-profit sector is not

a simple matter, but requires careful analysis. It seems likely,

however, that much of the ultimate benefit from the grant in the

profit sector will accrue to stockholders and managers of the

firm, though some may accrue to workers, suppliers, consumers,

and borrowers, if the grant is lent. In the non-profit sector,

however, owners are unable to directly appropriate the grant.

While managers' salaries may increase, it is likely that, the

grant will either finance additional output, or enable less taxes

in the public sector. The increase in public output, which is

distributed free, or less state or local taxes, are likely to

benefit middle and lower income groups more than would equiva-

lent unconditional grants to the profit sector.



If the program is restricted to the public, or even the non-

profit sector, however, the loss in Treasury efficiency will be

severe. The profit sector contains roughly 80% of the non-super-

visory employment the economy.' Instead of trying to absorb

an additional 2 million into 45 million, the 2 million ,could

have to be absorbed into only about 8 or 9 million. This would

require a much larger subsidy per employee, and a much larger

total cost for any employment objective. The anti-poverty effi-

ciency of the program coupled with the minimum wage would almost

certainly be less than the alternatives, though this approach

still might be favored for other reasons.

It would be most unfortunate if the large efficiency gain

of including the profit sector had to be foregone due to the

effect on the distribution of income. A logical response to this

dilemma is to include the profit sector, but to try to tax away

as much of the private windfall as possible. How to best do this

involves the complex problem of tax incidence.

Suppose that out of a Federal employment program expenditure

of $5 billion, $2 billion was expected to be equivalent to an

unconditional grant to profit-making corporations. Then one res-

ponsibility would be to partly finance the program by increasing

the corporation income tax so that it raises an additional $2

pillion in revenue. Unfortuanately, this may not be the most ef-

fective way to recapture the $2 billion. An asymmetry may be at

work. When corporations receive income grants of V billion, they

may pass little of it on to workers, suppliers, consumers, or bor-

rowers. When after-tax profits are reduced due to an increase

in the corporation income tax, however, they may respond in a

way that succeeds in passing on most of the tax to workers, sup-

pliers, consumers, or borrowers. The response of corporations

to income grants, and income taxes, is a topic on which outstand-

1. According to Table C-29, U.S. President [52], government had
about 13 out of the 73 million wage and salary workers (ex-
cluding agriculture) in the economy.



ing economists differ 180 degrees.
2

At any rate, the aim should be to see whether a tax that

offsets the distributional effect can be tied to the Federal

employment program. This would be a more sensible solution than

excluding 80% of the economy, and seriously reducing the Treasury

efficiency, and probably the economic efficiency of the program.

If this cannot be done, a hard choice must be made between effi-

ciency and progressivity.

2. Pechman [33], p. 111.



Chapter 5

ADMINISTRATION, PARTICIPATION COST, AND EFFICIENCY

The method of administering the Federal employment program

is not a mere detail. It is crucial to the program's impact.

The central distincti)n is whether program agents are directly

supervised by Federal project officers or whether, as under the

tax system, program agents file claims for subsidy or tax credit

without supervision, and only a sample are investigated. If

our tax system required each taxpaying unit to he directly super-

vised, taxes would have to be raised from a small number of units.

Similarly, if direct supervision is required, the program will

inevitably be limited to a small fraction of producers in the

economy, and therefore be much less efficient.

What determines whether a program requires direct super-

vision? Consider the JOBS program, which involves direct super-

vision of participating firms by Federal project officers. In-

dividual contracts are negotiated with each firm that partici-

pates. If the employer convinces the project officer that

training costs will be high, the contract provides for larger

subsidies. Training costs are difficult to measure. It would

be difficult, in an ex post investigation, to determine whether

the firm had in fact incurred the training costs it claimed.

Training costs depend on how much time supervisors spend, how

much equipment is released from maximum productivity so that the

new employee may use it, and so on. While it is not clear that

the project officer is able to measure these costs very well in

advance, he can at 1Past prod the employer into specifying how

the training will occur, and derive an estimate in this way.

When the employer specifies the training cost, he know it will

be reviewed by the project officer before the contract is ap-

proved.
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A program that tries to finance costs that are difficult

to measure and verify cannot be administered like the tax system.

In contrast to JOBS, consider the WIN tax credit. Here, no

attempt is made to finance the specific training costs involved

in employing WIN persons. The method is simply to pay 20% of

the wage as a tax credit. The only information required is the

wage actually paid to the person. This is easily measured, and

there is no ambiguity. While payroll records can of course be

falsified, experience with the tax system indicates this can be

held to an acceptable level. The reason is the lack of ambiguity,

which increases the chance of being found in clear violation,

should an investigation be conducted. If the program subsidizes

training costs, any employer who claims 10% more cost than he

actually incurred would be able to offer a good case to an ex

post investigator. It would be difficult for the investigator

to dis'over how much time the supervisor actually spent with

the trainee, how much this time was worth, and so on. The basic

principle is that ambiguity makes indirect administration un-

workable.

Once direct supervision is required, the number of program

agents that can participate falls drastically, due to the limita-

tion on the number of Federal project officers. Even if a large

number of private firms had wanted to participate in the JOBS

program, the government simply would not have been able to handle

it. The exclusion of most firms in the economy would result in

a serious efficiency loss.

The second consequence of direct supervision is that it

raises the participation cost to the program agent. Even under

indirect supervision, as under the tax system, a positive parti-

cipation cost is incurred which reduces the effective subsidy

rate below its nominal level. Participation in the WIN tax cre-

dit requires some additional bookkeeping, and some effort from

management, personnel, and supervisors. If the chance of being

investigated by the government is increased because of partici-

pation, this is also a cost,. Thus indirect administration still

entails a positive participation cost for program agents.
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In the case of direct supervision, however, the participa-

tion cost may become prohibitive. Negotiating contracts with

Federal project officers, inspection by these officers both

prior to the contract and during the program, are costs likely

to be significant to most businesses. It is well known that;

many businesses preferred to forego the JOBS subsidy and hire

disadvantaged persons without compensation, rather than submit

to the administrative process.
1

Thus, to induce the same res-

ponse, the subsidy under a directly supervised program will have

to be considerably larger than the subsidy under an indirectly

administered program.

While there has been discussion of whether direct subsidies

are better than tax credits, this issue is minor compared with

the distinction between direct and indirect supervision. Whether

the employer files his claim with the Manpower .%dministration or

the Internal Revenue Service does not make much difference.

There are sound reasons for preferring direct subsidies to tax

credits for all government expenditure programs.
2

It is more

essential to recognize, however, that either a direct subsidy ur

tax credit that requires direct supervision will be far less

efficient than a direct subsidy or tax credit that does not.

1. Levitan, Mangum, and Taggart (211, Chapter 2.

2. Cited in Surrey [36], p. 76-78.
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Chapter 6

PAYING FOR WORK, NOT ON-THE-JOB TRAINING

The Federal employment program can either subsidize hours

worked, or training costs incurred. Both the JOBS program, and

a proposal for tax credits for training, choose the latter. In

the last section, the administrative cost of paying for training,

rather than work, was highlighted. Here, additional arguments

against paying for on-the-Job training costs wi'l be given.

Subsidy zing; on-the-job training, rather tht.n work, often

rests on the idea that the only purpose of the subsidy is to

offsetthe lower skills of additional employees. While this is

indeed one purpose, it is often not understood that subsidy would

still be necessary to induce additional employment if additional

employees had the same skills as those already working. Subsidy

would still be needed to counter diminishing returns.

This failure to recognize diminishing returns leads to the

policy that subsidy should be terminated once training has been

completed. Earlier discussion of the time limit problem, how-

ever, showed that this will result in lay offs unless termination

happens to be synchronized with the opening up of vacancies
.

through natural turnover or growth. Thus if subsidy is to be

for training, the time limit should be set, rot by how long it

takes to upgrade skills, bt.t by how long it takes before vacan-

cies can be expected to open up.

Beyond the time limit problem, subsidizing training, rather

than work, is inefficient. Lester Thurow has underlined this

roint as follows:

Current training programs make a basic mis-
take. It is a mistake made in many govern-
ment expenditure programs and regulatory ef-
forts. They focus on inputs (training pro-
grams) rather than the desired output (higher
earned incomes). As a result, they provide

-183-

1! 6



very little incentive to economize in training

costs, to provide good training, and to accom-
plish the ultimate objective of raising in-
comes. Business is given incentives to train-
ing, not incentives to find the best method
for raising incomes. Training programs may
not be the best method to raise incomes.'

It is more efficient to have the Federal government subsidize

the wage, and let those firms -hat can afford to employ additional

workers uo so. These will be program agents where the net pro-

ductivity of the new hires (gross productivity minus training

costs) is relatively high. In general, funds will go to program

agents who can productively employ persons with less training.

Subsidizing on-the-job Training costs directs funds towards pro-

gram agents that find it costly to train persons; workers are

hired Jobs where their net productivity is relatively low.

The motive behind a training subsidy is understandable.

It is assumed that only if the employee receives decent training

will he be less vulnerable in the fut';re. While this is correct,

the cost of training does not necessarily reflect the quality of

training, or more precisely, the skill and experience the person

acquires on-the-job, which determines his future position in the

labor market. Effective direct supervision may succeed in im-

proving the quality of training, and separating cost inflation

from costs that are necessary for good training. Such effective

scrutiny, and supervision, is in itself expensive, and also means

that the program must inevitably be a small one.

Under the alternative of subsidizing the wage, regardless

of training cost, the person learns whatever is necessary to do

his job productively, so that he is profitable to his employer.

He acquires experience on the job. To employ a person profit-

ably, the employer must make sure he learns the skills necessary

for the job. Thus, the wage subsidy without supervision may not

1. Thurow [39].



sacrifice much with respect to the development of skills and work

experience. It is certain to eliminate the cost inflation from

training not really necessary to the job.

The above argument does not mean that institutional training

programs are inefficient. Obviously, it is more efficient for

some skills to be learned in an institutional setting, rather than

on-the-job. The above argument does suggest, however, that an

attempt should be made to subsidize the output of institutional

training programs - higher earned incomes of trainees - rather

than the inputs utilized - namely, training costs. Whether this

can be done in practice cannot be pursued here.
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Chapter 7

A COMPARISON OF ALTERNATIVE PROGRAMS

In this section, six alternative Federal employment programs

will be compared in light of the principles that have been de-
veloped.

A. THE PUBLIC E4PLOYMENT PROGRAM (PEP)

The analysis of PEP in this section relates only to its im-

pact on the problem of low earnings. Its merit as a counter-cyc-

lical program, for which it fairly well designed, was discussed
in Part I.

PEP is seriously undermined by the maintenance of effort

problem. While it succeeded in inducing a special increase in

employment in its first year, it lost its ability to do so as

soon as it became anticipated. In its second year, PEP's effect

on employment was probably little better than an equivalent a-

mount of general revenue sharing. It is likely that most pro-

gram agents simply retained PEP employees instead of hiring addi-

tional employees with their own funds. Although PEP's maintenance

of effort regulations were fairly successful in preventing direct

substitution among employees, they did not even attempt to pre-

vent the substitution of funds that occurred in the second year.

Yet such substitution was probably sufficient to undermine any

special stimulus to employment.

Even if maintenance of effort provisions cannot prevent sub-

stitution of funds, a special increase in employment (i.e. better

than general revenue sharing) can be achieved if the cost of truly

additional labor is effectively reduced. While this is guaran-

teed under an open-ended grant, PEP's closed-ended design pre-

vents this from happening. In most cases, once the program i3
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anticipated, most of the grant is probably used to fund Jobs

that would have been funded by the program agent. No Federal

funds are available to subsidize truly additional employees.

Additional labor is no cheaper than before, and no special in-

centive is created.

While PEP's effect on employment is little better than geii-

eral revenue sharing, it does shift somewhat the composition of

employment. This is because a portion of each PEP gr-nt can be

applied only to particular subcategories of workers, rather than

to the broader category of all workers. Some PEP employees must

be "disadvantaged," some must be veterans, and so on, for each

program agent. As long as the PEP requirement for a subcategory

is greater than the program agent would have freely hired, that

group will receive a greater share of the jobs under PEP than it

would under general revenue sharing.

PEP has a time limit problem. Subsidy for particular per-

sons is not supposed to last indefinitely. Rather than specify

a definite cut-off period, agents are supposed to exert effort

to place PEP employees in regular unsubsidized positions. It

feared that if the time limit is touttened, a significant frac-

tion of PEP employees will be laid off at the end of their limit.

PEP used a high subsidy rate of 905. Since all program

agents requested their maximum, many could have requested more,

and created more jobs, under an open-ended subsidy of 905. This

means that the same number of jobs could have been induced under

an open-ended uesign with a lower subsidy rate. PEP's closed-

ended design was costly to the Treasury.

If PEP retains its closed-ended design and weak mainten-

ance of effort provisions, it will reomin equivalent to general

revenue sharing coupled with affirmative action for particular

labor force groups. If :t adopts the open-ended design, its main-

tenance of effort problem will become urgent, RC substitution of

funds is no longer limited by the ceiling on the' grant. A new

approach to maintenance of effort will therefore be required.
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B. JOB OPPORTUNITIES IN THE BUSINESS SECTOR (JOBS)

JOBS is seriously undermined by the maintenance of effort

problem. The program offered no effective way to preven.l, em-

ployers from placing JOBS employees in jobs they would have filled
anyway. Like PEP, the hiring of JOBS employees may have increased

employment in the short run, but before long, the urogram agent

probauly primarily retained the JOBS employees ins. gad of filling

vacancies (due to growth or turnover) from its own funds. Like

PEP, JOBS' closed-ended design prevents a reduction in the cost

of truly additional labor. Once the maximum number of employees

have been hired, additional labor is no cheaper than before.

Since the JOBS employees simply fill jobs that would have been

filled anyway (before too long), little additional labor is hired.

Like PEP, JOBS does shift somewhat the composition of employ-
ment. JOBS employees must be "disadvantaged." While program

agents may have hired persons who meet the requirements for dis-

advantaged, even without JOBS, it is likely that disadvantaged

persons receive a greater share of employment than they other-

wise would. Thus, JOBS operates as an affirmative action pro-

gram without offering a special stimulus to employment.

JOBS has a time limit problem. Subsidy is terminated when

training is completed. 7et the training period may .tot be long

enough to allow vacancies to open up, so that former trainees

can oe absorbed.

JOBS pays for training costs, rather than for work. As a

result, it offer.- no incentive to economize in training costs;

the greater the training costs, up to some maximum, the more the

business is paid. No incentive is created to have those businesses

tha.; train most efficiently do so. Because training costs are

difficult to measure, direct supervision, requiring negotiations,

and individual contracts, is necessary. This limits the program

to a small fraction of the private sector, since Manpower Adminis-

tration project officers are limited. It raises the participa-

tion cost to businesses, discouraging many altogether, and requir-

ing large gross subsidies for those that do participate.
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As a private sector procTam, leakage of funds (11., to the

maintenance of effort problem has distributive implications.

Most businesses in JOBS receive grants that are reaili lcondi-

tional, except that disadvantaged persons must receive a greater

share-of the same number of Jobs that otherwise would have been

created. It is likely that Federal funds in large part benefit

the owners and managers of the businesses, as argued in the analy-

sis of the profit vs. the non-profit sector.

In sum, JOBS, like PEP, has some positive impact as an

affirmative action program. The disadvantaged receive a larger

share of roughly the same number of Jobs that would be induced

by an equal amount of an unconditional grant. Ho special stimu-

lus to employment is provided, however, and JOBS has other impor-

tant structural weaknesses.

C. THE WIN TAX CREDIT

Under the WIN tax credit, authorized by the Revenue Act of

1971, employers receive a tax credit equal to 200 of the wage on

each graduate of the Work Incentive Program (the training pro-

gram for welfare recipients) they hire.

The WIN tax credit offers no effective method for securing

maintenance of effort. Employers are required to declare that

they are not substituting the WIN employee for others, directly

or indirectly, but such a provision cannot be effective against

indirect substitution, which alone is sufficient to undermine

maintenance of effort.

Unlike PEP and JOHS, however, the WIN tax credit is open-

ended in design, despite a high nominal ceiling. Most employers

are free to hire as many WIN persons as they wish. As a result,

the cost of additional labor is effectively reduced, and despite

the leakage, a special stimulus to employment is achieved. Un-

fortunately, the open-ended design also makes the maintenance of

effort problem and the problem of substitution and lay off bins

among employees, more urgent.
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W th the closed-ended ceiling removes', the only check to

considerable substitution is the unattractiveness of welfare re-

cipients as employees. The tax credit of 205 may be too low to

induce most businesses to substitute welfare recipients for regu-

lar employees. If businesses are not willing to substitute, how-

ever, they will not be willing to hire many additional welfare

employees either. Thus, if the subsidy rate is high enough to

do much good, it will be high enough to induce considerable sub-

stitution.

The WIN tax credit provides subsidy for only a special sub-

category of persons - new hires who are welfare recipients - and

tries to protect all employees by applyi.ng maintenance of effort

provisions to all employees. While these regulations do not work,

anyway, even effective maintenance of effort regulations will be

unable to prevent serious inequities, as long as subsidy is res-

tricted to a special subcategory.

The Justification for this subcategory - welfare recipients -

can be understood, yet remains questionable. Obviously, the pur-

pose is to reduce the welfare rolls, and assist recipients. It

may be asked, however, why the person on welfare should have an

advantage over a person working full-time at a low wage who wants

to improve his job? Is it fair for non-welfare persons to be told

by employers that the welfare recipient is more attractive because

of his subsidy? If the tax credit is regarded as small by employ-

ers, substitution will not be serious, but the credit will have

little impact. If the credit succeeds in making recipients at-

tractive to many employers, then serious inequities will result.

WIN has a time limit problem. Tax credit for particular em-

ployees must be terminated at the end of two years (credit is

only paid for one year, but the employer must retain the employee

an additional year). At the end of that period, if regular vacan-

cies do not occur, the individual will be laid off.

As a private sector program, like JOBS, the inevitable leakage

means owners and managers will receive a windfall from the program.

No attempt has been made to tax back this windfall by tying the WIN

tax credit to a tax capable of doing this.
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D. TAX CREDITS FOR TRAINING THE UNEMPLOYED

This proposal is described by Kenneth Biederman in a paper

written for the Joint Economic Committee.- Essentially this pro-

posal has also been introduced in Congress.
2

This proposal has the problems of the WIN tax credit, plus

the inefficiency of paying for training, instead of only work

(the proposal calls for financing both). No method for main-

taining effort is suggested. Since only a special subcategory

is subsidized - new hires who are disadvantaged, or unemployed -

substitution among employees is a serious problem. If a closed-

ended design is chosen, substitution is limited, but so is the

ability of the program to induce an increase in employment. Un-

der a closed-ended design, like JOBS and PEP, its contribution

would be as an affirmative action program. Under an open-ended

design, additional employment would be induced, but the mainten-

ance of effort and substitution problems would get out of control.

E. AN UPGRADE PROGRAM

This proposal is a modification of one outlined by Lester Thurow. 3

Employers would be subsidized for raising the wage of previously

low wage persons. The base year wage of the worker must be below

some level. The employer would receive payment for each hour act-

ually worked. Subsidy could either equal a fixed percentage of

the wage paid; or a fixed percentage, plus a percentage of the

difference between the wage and base 'rage. A minimum upgrade in

the wage might be required for the employer to earn subsidy. The

1. Biederman [2].

2. Cited in Biederman [2].

3. Thurow [33], Appendix I. While Thurow's plan differs in cer-
tain respects from the upgrade program summarized here, it is
identical in its 14%,aknesse3.
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subsidy for a giren employee would be limited to some specified

number of years.

The upgrade program has several advantages. Higher earned

income, not training costs, are paid for. The program can be ad-

ministered like the tax system, and thus all producers in the econ-

omy can be included. It is op,m-ended in its design, and should

therefore induce a genuine increase in employment, in high wage

program agents. Treating all lcoq wage persons alike should be

an inprovement over the WIN tax credit, where welfare recipients

have an advantage over other low wage persons.

Unfortunately, the upgrade program is undermined by mainten-

ance of effort, substitution and lay off bias among employees,

and the time limit problem. No attempt is made to maintain (Tort.

Yet many persons are ordinarily upgraded. Leakage would be sig-

nificant.

More serious, however, are the problems that stem from at-

taching subsidy to particular persons. substitution among em-

ployees, and lay off bias, are inevitable. When subsidy is ter-

minated for a person, he may be laid off, if a regular slot does

not open up at that time. While a maintenance of effort index

could be added, there is no way to eliminate these problems in

an upgrade program, in which subsidy must be attached to particu-

lar persons - namely, those with a lower wage in the previous

year.

F. AN EMPLOYMENT INCENTIVE PROGRAA (EIP)

This proposal is offered, with reservations, in light of the

principles developed in this evaluation, and the problems that per-

vade the alternatives thus far considered. The Employment Incen-

tive Program does not pretend to eliminate all of these difficul-

ties. EIP is designed, however, with the goal of reducing the

severity of these problems. EIP will stand or fall on the ability

to devise a tolerably fair, workable maintenance of effort index.

EIP cannot be proposed without reservations until further research

is done on the possibilities of devising such an index. EIP
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can be restricted to the public or non-profit sector; or it can

be applied to all producers, public and private. This choice

will be considered after the distinguishing features of EIP have

been set out.

EIP will use a maintenance of effort index, rather than the

standard regulations now used by all programs. The maintenance

of effort norm for each program agent will be set by formula.

The initial quota for a program agent will equal its number of

nonsupervisory employees in the period just prior to the intro-

duction of the program. The quota or norm - the number of non-

supeivisory employees it must finance itself - will then vary

with the change in the agent's non-labor cost, or perhaps other

variables that more effectively predict the changes that would

have occurred in nonsupervisory employment had there been no

program. For example, if non-labor cost increases 6% over the

initial level, and the average nonsupervisory wage in the sub-

region increased 45, then the quota might be raised 2%. The for-

mula could of course be more complex, if this would improve the

accuracy of the index in predicting, how nonsupervisory employ-

ment would have changed.

The subsidy earned will depend solely on the number of

nonsupervisory employees on board relative to the norm. No dis-

tinctions will be made among employees; subsidy will be earned

on the surplus of employees beyond the norm. The greater this

surplus, the greater the subsidy. The program agent will not be

subsidized for adding new hires; or new hires with special char-

acteristics, such as head of household, disadvantaged, or wel-

fare recipient. The agent will be subsidized Cor hav'7 a sur-

plus of nonsupervisory employees relative to its norm. since all

nonsupervisory employees contribute to the surplus, there is no

incentive to substitute one set of persons for another, or to

lay off particular employees.

EIP will be open-ended. Program agents will be free to

earn as much subsidy as they can, by employing as great a sur-

plus of non-supervisory employees as they wish. The greater the

surplus, the greater the subsidy earned, without limit. It must
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be emphasized, that the total cost of EIP can be set at whatever

level Congress desires, in spite of the open-ended design. The

subsidy rate can be set low enough to achieve any total cost de-

sired (in the limit, obviously, a zero subsidy will result in .a

zero program cost). As with pax rates, the EIP subsidy rate will

have to be set so that the aTected cost is at the target level.

An example will illustrate the program. While the change in

non-labor cost is used in this example., this is only for the pur-

pose of illustration. Other variables may turn out to be a bet-

ter index. Suppose in the year prior to the introduction of EIP,

a program agent incurred a non-labor cost of $30 million, and a

non-supervisory labor cost of $7.5 million. At the average an-

nual salary of $7,500, this corresponded to 1,000 full-time equi-

valent employees, (the full-time equivalent measure combines part-

time employees into full-time equivalents according to the hours

they work), on the average. The average might be computed by

taking the number on board on the first of each month, and a7-

eraging these twelve numbers. This means that a monthly non-labor

cost of $2.5 million corresponded to $.625 million of labor cost,

or 1,000 employees. These are its base period values.

Suppose that in the first month of the program, the non-labor

cost was $2.7 million, 8% above its base of $2.5 million. It

might be assumed that the labor cost would also be 85 larger (of

course, alternative assumptions might be better). Suppose the

average wage in the region for that month was 5% higher than

during the base year. Then it might be assumed that its average

number of non-supervisory employees would be 3% higher, or 1,030

full-time equivalent employees. If the program agent averaged

1,060 employees for the month, it would be subsidized on its sur-

plus of 30 employees. Subsidy would be computed as follows. 30

full-time equivalent employees would work about 160 non-overtime

hours each month. If the subsidy were $1.00 an hour for each non-

overtime hour of surplus employees, the subsidy would be $160 per

employee for the month, or $4,800 for the 3n employees. If the

surplus had been 31 employees, an additional $160 would have been

earned. Thus, the program agent could calculate that for each
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additional full-time nonsupervisory employee, the cost to the

agent would be :160 less than the monthly salary. At an average

monthly salary of 4625, this would reduce the cost to the employ-

er 25% on the average, for each additional nonsupervisory employ-

ee.

This formula is used only for illustration. It might be

that labor cost would not be expected to change by the same per-

centage as non-labor cost, but by a different percent. The addi-

tion of other variables might improve the index. Careful empiri-

cal study of the current relationship between these variables and

nonsupervisory employment is needed in order to choose the best

index possible.

Each program agent would file its request for subsidy once

a year with the Manpower Administration. It would submit its base

year figures, and its operating cost and employment for each

month. It would claim the amount of subsidy to which it was en-

titled according to the formula. The Manpower Administration

would pay the subsidy, after checking the computation. A sample

of program agents would be investigated, as under the tax system.

Thus, EIP will not involve direct supervision.

EIP would only apply to program agents covered by, or meeting

the standards of the Federal minimum wage law. If the program

agent paid any employee a wage less than the Federal minimum wage,

it would not be eligible for subsidy. This is the simplest way

to insure that EIP subsidizes only above minimum wage employment.

All program agents covered by the minimum wage would qualify.

Program agents not covered by the minimum would have the option

of either voluntarily paying all employees at least the Federal

minimum wage, in order to qualify, or foregoing participation in

EIP. Any program agent filing for subsidy would have to declare

that it paid all employees at least the Federal minimum wage.

On filing for subsidy, each program agent would also have to

declare that it was in compliance with the Civil Rights Act, and

the standards of the Equal Employment Opportunity Commission. It

might be required to submit the race and sex percentages of its

employees. and a brief statement of why these percentages are con-
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sistent with the above standards. If all program agents were in-

vestigated, not only would the administrative cost be huge, but

even non-discriminating agents might be discouraged from partici-

pating. Thus, only a small sample should be investigated, and

subsidy should otherwise not be denied. Penalties for violation,

however, should be severe.

EIP subsidy per hour should differ for each sub-region.

Sub-regions should be large enough to insure enough program a-

gents in the area to prevent collusion. The sub-regional sub-

sidy rate must be set by a formula, so that politics does not

influence discretionary decisions. One formula might be as fol-

lows. The aim would be to set a rate so that each sub-region

achieves the same ratio of the number of subsidized employees to

the number of unemployed in the sub-region. This ratio can be

computed for each sub-region, and the whole nation, in the pre-

vious year. Then for each sub-region with a below average ratio,

the subsidy rate can be raised, and conversely for each sub-re-

gion with an above average ratio. Political factors in Congress

will undoubtedly shape the formula used.

EIP has no time limit problem. Since subsidy is not attached

to particular employees, but depends only on the total number of

employees and the norm, there is nothing to limit.

The maintenance of effort index must overcome difficulties.

In the earlier discussion of an alternative approach to maintenance

of effort, these difficulties were examined, and a method to re-

duce, though not eliminate, these problems was outlined. The aim

should be to group progr, agents more homogeneously, along dimen-

sions such as geographical area, industrial. classification, and

size. The grouping can be explicit, or implicit through the intro-

duction of additional variables into the equation that determines

the index. It should be possible to reduce leakage, and inequi-

ties, in this way. Refinement should be continued until the cost

in administrative complexity outweighs the benefit.

When compared to an ideal - subsidizing only employees beyond

the number that each agent would have hired anyway - the method

proposed here for EIP leaves much to be desired. When compared to
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the alternatives available, however, it could represent a signi-

ficant improvement. The key issue is whether the index can work

well enouch to contain leakap;e, though certainly not eliminate

it, and to treat program agents reasonably fairly, even under Ln

open-ended design.

EIP can be restricted to the public sector, to the non-pro-

fit sector, or applied to all producers, public and private. If

EIP is restricted to the public sector, there is no problem of

setting base year values for new agents. If non-profit or rrofit

firms are included, then new agents will pose a problem. This

can be handled by requiring an agent to operate for several year:'

before it becomes eligible for EIP. Its average relation between

operating costs and nonsupervisoy employment over this period

will be used to set its base period values once it becomes eligi-

ble. The period must be long enough for the agent to have no in-

centive to use less employees relative to non-labor cost than it

otherwise would in order to secure a favorable base. In order

to be fair to new firms, and not discourage rew entry, ineligibi-

lity for EIP should be compensated for by a reduction in the cor-

poration income tax, by an amount likely to to comparable to the

sussidy it would have earned had it been eligible for EIP.

If the effect on the distribution of income can be offset,

it would be clearly better to apply EIP to the profit sector.

The economic efficiency and Treasury efficiency of EIP will be

much greater if the profit sector is included. A tax capable or

taxing back much of the expected leakage in tie profit sector

must be tied to EIP. If the distributional effect cannot be off-

set, a hard choice must be made.

Some arithmetic can help clarify the choice. Earlier, it

wa:.; estimated that if subsidy were confined to additional employ-

ees, and no leakage occurred, a program applying to all producers

woul0 cost about $4 billion to induce 2 million additional jobs.

Each 1,rogram agent would on the average increase employment about

4%. Thus, an agent that would have employed 100, would employ 104.

For leakage to double the cost of the program, the norm would have

to be set at 96, instead of 100. Whether this is a reasonable
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estimate of leakage depends on the stability of the relation be-

tween non-labor cost, or other variables, and employment. Care-

ful empirical analysis is necessary to estimate leakage. Assume

leakage doubles the cost to $8 billion.

When a base of 45 million nonsupervisory employees is used -

the number in the entire economy - it is assumed that an annual

subsidy of $2,000 per surplus employee will induce an increase of

2 million. If EIP is restricted to the public sector, the base

is only about 8 or 9 million. The addition of private non-profit

firms will raise the base somewhat. There is no reliable way to

predict the subsidy needed to induce the non - profit sector alone

to absorb 2 million. It is likely that the subsidy per employee

will have to be two or three times as large. This would raise

the cost of the program to $16 or $2 billion. Put another way,

$8 billion would only achieve an increase of perhaps 750,000 to

1 million jobs. Clearly, the loss in Treasury efficiency is likely

to be very large.

The moderate income person pays the same tax whether the $8

billion is spent in the non-profit sector, or both sectors. If

the leakage occurs in the public sector, he will benefit from

the public services produced, or local tax reduction. If the

leakage occurs in the profit-sector, he will not gain from it;

the gain will go primarily to owners and managers. The number

of persons receiving adequate wage jobs will be double or triple

if all producers are included. The choice is ultimately a mat-

ter of values.

G. THE INTEGRATION OF EIP WITH ARP

EIP is easily integrated with the Anti-Recession Program

described in Part I. Since each offers subsidy for a distinct

goal, an employer may be entitled to neither, just one, or both.

Consider a public employer, to whom both programs apply. Under

ARP, he will receive a closed-ended grant, earmarked for employ-

ing persons, whenever the national unemployment rate has risen

above the trigger level. Under EIP, he will receive subsidy if
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he increases his use of nonsupervisor: employees relative to other

inputs.

ARP and EIP are complementary, rot redundant, and they seek

distinct objectives. On the one hand, an employer may receive

EIP subsidy whatever the national unemployment rate, solely on

the basic-, of shifting factor proportions in favor of nonsuper-

visory labor. On the other hand, an employer who receives ARP

funds may or may not earn EIP subsidy. If an employer earns

subsidy from both programs, it means the national unemployment r.Le

is above the trigger level, and the employer is shifting factor

proportions in the desired direction.

In computing the surplus of nonsupervisory employees above

the norm for EIP, should ARP employees be counted? The answer

is that it would be wasteful to do so. Since ARP will allow at

most 20% of its funds for non-labor expenses, and since in the

short run recipient program agents will have difficulty adding

complementary inputs (given the annual budget cycle), ARP is

likely to shift factor proportions in a direction that would

earn EIP subsidy. Thus, a possible practical solution would

be to assume that non-labor expenses would be 20°/, of the labor

expenses, and subtract these from the program agents' accounts

before computing the LIP subsidy. This subtraction would enable

the factor proportions of the public employer, prior to ART, to

be estimated.

H. SHOULD EIP BE RESTRICTED TO THE DISADVANTAGED?

One of the important features of EIP is that it subsidizes

a surplus of nonsupervisory employees, above the norm, without

regard to the characteristics of the employees. As a result,

there is no incentive to substitute new hires for current employ-

ees; or one set of persons for another. No set of employees can

be labeled the subsidized ones. There is no need to certify per-

sons as eligible for subsidy. Thus, administration is consider-

ably simplified.

If subsidy is restricted to disadvantaged persons, there will



be no way to protect non-disadvantaged persons against subsitu-

tion, or lay off bias. Since many of these will be persons

whose families depend on them for support, serious inequities

are inevitable. Even if the subsidy is limited to disadvantaged

heads of households, most will still believe it is unfair for

one household head to be preferred to another, simply because

of subsidy.

It is impossible to set the subsidy so that it just compen-

sates for the bias employers have against disadvantaged persons,

or their lower productivity. Both bias and productivity will

vary among employers. A subsidy large enough to offset either

of these in one employer will make the disadvantaged person

more attractive to another employer. Any subsidy large enough

to have impact is bound to make the disadvantaged more attrac-

tive than other low-skilled persons for many employers.

Because of the consequences, the definition of disadvan-

tajed is bound to be difficult. Wherever the line is drawn,

persons with low skills who must support families will be left

out, and therefore, vulnerable. Under a small, closed-ended pro-

gram, opposition to the program might be contained. Since the

program must be large and open-ended to have impact, reaction

against the program, once its consequences for the non-disad-

vantaged are grasped, should be severe. Opposition should bu

worse than in the case of racial quotas.

EIP requires evidence of compliance with the Civil Rights

Act, and the EEOC standards. This is the most that can be done

without introducing discrimination in reverse, because of sub-

sidy. It should be realized that the disadvantaged will gain

from EIP even if it applies to all employees, for the additional

above-minimum wage jobs must go to those who now do not have them.

I. SHOULD EIP BE RESTRICTED TO HEADS OF HOUSEHOLDS?

Perhaps the most appealing special subcategory is heads of

households. One economist who favors targeting subsidy on heads

of households puts the issue as follows:
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Assume that there i n only one additional job

available and two involuntarily unemployed per-
sons. Let one of these be a father of five
and let the other be a teenage member of a
high income family who is living at home (or
any other secondary worker). Assume further
that the teenager is slightly more productive.
From society's point of view it would be bet-
ter if the father gets the last remaining job;
yet the employer seeking to maximize profits
will make the offer to the teenager. The pro-
posed policies are intended to create a situ-
ation in which primary family members are
guaranteed those jobs that provide adequate

4wages.

Whether heads of households should have an advantage in the

labor market ultimately requires a value judgment. It will be

instructive to set out the inevitable difficulties that arise if

an attempt is made to restrict EIP to heads of households. What

follows is a review of the earlier discussion of substitution

and lay off bias among employees, as illustrated by the case of

heads of households.

Suppose subsidy is given for each head of household beyond

the maintenance of effort norm. For example, if the program a-

gent is expected to employ 100 nonsupervisory employees anyway,

then 100 employees are ineligible for subsidy, and only heads

beyond this number can be subsidized. Thus, if 105 employees

are on board, five will be subsidized, providpd either of two

conditions is satisfied. Either the heads Trust also be new hires;

or they must simply he heads, regardless of when they were hired.

These are the only two possibilities, :Ind they will be considered

in turn.

If the heads aust also be new hires, then heads who are not

,iew hires will be vulnerable to substitution and lay uff bias.

Whenever the maintenance of effort norm must be reduced - for ex-

ample, because non-labor cost has declined or risen slowly - an

excess of unsubsidized employees is created. IC employment is

4. Packer [32].



maintained, the employer will have an incentive to replace these em-

ployees with heads who are new hires. If employment must be re-

duced, the employer will retain new hires who are subsidized, and

lay off unsubsidized employees. Even if we are willing to favor

heads over non-heads, there is no justification for favoring

heads who are new hires over heads who are not.

The other alternative is that the five employees must simply be

heads, regardless of when they were hired. While this eliminates

the distinction among, heads, it also undermines the attempt to limit

subsidy to heads. The result of this condition is to subsidize all

persons beyond the maintenance of effort norm. To see this, assume

that the program agent initially has 100 nonsupervisory employees, of

whom 50 are heads of households. Suppose five non-heads are added,

bringing the total to 105. Since the maintenance of effort norm is

100, 55 non-heads, and 45 heads can be selected to fill this quota,

and 5 heads can be chosen for subsidy. As long as there are heads

helping to fill the quota, the addition of non-heads will free these

heads for subsidy. The attempt to limit subsidy to heads will fail.

Subsidy can be effectively limited to heads only if a mainten-

ance of effort norm that applies only to heads is introduced. Under

this approach, the program agent would be subsidized for having a sur-

plus of heads of households above a norm that applies only to heads,

provided the regular maintenance of effort norm is also satisfied.

The head-maintenance of effort norm cannot replace the norm that ap-

plies to all nonsupervisory employees, but must supplement it. If

the regular norm were eliminated, then heads would be substituted for

non-heads without limit, involving substantial outright lay-offs.

Unlike nonsupervisory employment, head of household employ-

ment cannot bear a stable relation to a variable like non-labor

costs. Heads are close substitutes for non-heads with similar

skill. The norm will inevitably be arbitrary. Suppose average

head of household employment in the year prior to the program is

used as a base. Wher, non-labor costs change relative to the base

year, there is simply no way to estimate what would have happened

to head employment. An arbitrary rule will have to be invoked.

One rule might be: whenever the maintenance of effort norm for all
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nonsupervisory employees increases, r.11_se the head norm by the

same amount ; but whenever the regular norm decreases, hold the

head norm constant. it might. be reasohable to exrct that with

the advent of the program, employers would add heads, but lay off'

non-heads, whenever their employment changed. nbvi,,usly, other

rules are possible.

Earlier, in the discussion of substitution among. employees,

it was shown that even with a maintenance of effort quota for non-

heads, substituti ,n and lay off bias were inevitable, since the

quota would frequently h.ve to be reduced, in response to secular,

cyclical, or seasonal contractions. Applying, the maintenance of

effort norm to all employees limits this, but it cannot eliminate

it. Non-heads will find themselves replaced by heads, or laid off

instead of heads, regardless of seniority or produ "tivity (unless

they are productive enough to offset the subsidy, which is unlike-

ly). This may be considered desirable, acceptable, or intolerable :,

but it should be clearly understood that it is inevitable.

Employers will have to keep track of hew many heads they are

employing. Employees and job applicants will have an incentive

to claim they are heads. Employers will have an incentive to over-

state the number of lo:ads, in order to earn more subsidy. An e!.-

ployer who is investigated can always claim, that the employee mis-

led him; if the employee is still on board, he wi;1 undoubteili J(11'.'

this. One approach would be to require employers to collect Mlle:

vits from employees declarinr t,hcy heads of huuseho1s. T.

might be required to file these with his request for t,usidy,

or simply have them available, should he be investi:;at,ed. ';'.ome frac-

tion of non-heads would probably give false affidavits, but employers

would be required to warn the applicant that this was a F(deral rime.

Because of the consequences, the decision of who to count N

head of household will be a difTicult one. The program miGht apply

only to households with at least one dependent child; also inclujt.

husband-wife households without children; or also include singl,'

dividuals supportinr themselves. In a household with more than tw:,

members, who is the head can be left for the mer:bers to decide, .r

guidelines can be imposed. It is likely that in either case, the
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great majority of heads will be men. Since heads will tend to be

substituted for non-heads, women may well be adversely affected.

It is even possible that a head of household program, though neu-

tral on its face, might be held to illegally discriminate against

women. At any rate, this aspect must be weighed.

Restricting EIP to heads of households would of course im-

prove its anti-poverty efficiency. The question is whether we

are prepared to favor heads over non-heads, even y'-en this means

that non-heads will be directly replaced by heads, or laid off

instead of heads, or paid less than heads for the same work, sim-

ply because of subsidy. The program will also become administra-

tively more complex, and the maintenance of effort norms more ar-

bitrary. Favoring heads will worsen job opportunities for women

(who will usually not be heads) and teenagers. The concept of

equal pay for equal work, regardless of who does it, will be

amended.

It is my judgment that restriction of EIP to heads of house-

holds, all things considered, is not worthwhile. I am not ready

to accept the view that heads should always be favored over non-

heads in the labor market, given the full range of consequences

of such a policy. The additional administrative problems also

impress me as serious. The decision to apply EIP to all nonsuper-

visory employees is compatible, however, with an attempt to guar-

antee a job for all heads of households. Such a guarantee could

be implemented by using a high subsidy rate for EIP, and supple-

menting it with special Federal work projects in which heads would

be favored. While a guarantee would be made easier if EIP were

restricted to heads, it can also be implemented without such a

restriction.

An Employment Incentive Program that applies to all nonsuper-

visory employees seems to me to he better than a restrccted one.

While EIP does not eliminate all iroblems, it should be an im-

provement over all available, feasible alternatives, provided

a workable maintenance of effort index can be developed.



PART III

THE DESIGN OF A GUARANTEED JOB OPPORTUNITY

AS A PART OF WELFARE REFORM
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Chapter 1

A GUARANTEED JOB OPPORTUNITY AND WELFARE REFORM

A Gallup poll taken several years ago showed that while only

a minority of Americans favored a guaranteed income, four-fifths

supported the concept of a guaranteed job opportunity. The rea-

son is not surprising. Most people feel it is unfair for an

able-bodied person to receive income without work, when other in-

dividuals work hard to earn the same income. At the same time,

most sympathize with the person who is willing to work, but can-

not find a job.

While a guaranteed job opportunity is appealing in its own

right, it is also a necessary part of any fair reform of the wel-

fare system. Most would support an adequate level of welfare

benefits to those who are truly unable to work, or whom society

does not expect to work. Under the current system, however,

benefits are also paid tc persons capable of work. This is be-

cause there is currently no effective way to distinguish between

persons unwilling to work, and persons willing to work, but un-

able to find a job. It is well documented that the requirement

that all able-bodied welfare recipients register for work is in-

effective.
1

The majority of those who register are never put to

the test, because no job is made available.

Only a guaranteed job opportunity can effectively separate

those who want to work, from those who do not. If all able-

bodied household heads without young children in their care are

made eligible for the guarantee, but inelie.ble for welfare,

1. Levitem, Rein, and Marwick [22], Chapter 4, p. 93.
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there are several consequences. Persons who want to work will

be able to do so. Persons able but unwilling to work will re-

ceive little or no ail. The public will be certain that welfare

is restricted to persons unable to work. This assurance may

generate an increase in welfare benefits.

Female heads of households with young children in their care

are usually, though not always, exempt from a work requirement.`

The issue of eligibility for welfare, or a guarantee, is a topic

in its ni right, and will not be discussed here. This analysis

will assure that a decision has been made concerning who is ex-

pected to work, and who is not. The :7nnrantee :is a substitute

for welfare will apply only to the former.

To contribute to welfare reform, a guaranteed job program

need not provide a permanent, regular job at an above poverty

wage. Even a transitional job at a wage above current welfare

and unemployment compensation levels would represent an improve-

ment. Under this modest goal, the aim would be to keep the per-

son employed as productively as possible, earning some income,

until a regular job can be found. It would be better still if

the guaranteed job program were able to provide permanent employ-

ments at an above poverty wage. Whether this can be done will be

considered.

While the desirability of a guaranteed job opportunity is

widely accepted, its feasibility is an open question. The feasi-

bility of the guarantee is the subject of this analysis. First,

the inflation constraint will be considered. 2econd, the effi-

ciency of alternative strategies for implementing the guarantee

will be analyzed, and one strategy will be proposed, with reser-

vations. Finally, this proposal will be compared with current

experiments and alternative proposals.

2. U.S. Senate, Committee on Finance [54], p. (7.
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The relation of the guarantee to welfare reform makes it

likely that it will receive considerable attention in the next

few years. Welfare reform has transformed the guarantee from

a distant goal into a component of short term reform. Without

the guarantee, one of the central inequities of the welfare

system will remain.
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Chapter 2

THE INFLATION CONSTRAINT

A. THE FACTOR PROPORTIONS PROBLEM

Why not simply expand aggregate demand through the standard

tools of fiscal and monetary policy until anyone seeking a job

can find one? The answer, unfortunately, is that inflationary

pressures become unacceptable before enough jobs are created to

satisfy everyone seeking work. It is not enough to know that

inflation prevents the use of ordinary fiscal and monetary po-

licy to achieve the guarantee. It is also essential to under-

stand why the inflation occurs while unemployment is still aove

the necessary frictional level.

Some understanding of the relation between inflation and

unemployment is essential for two reasons. First, some of the

proposals for a guarantee that have been advocated are likely to

be just as inflationary as fiscal and monetary policy - the only

difference being that the proposals are more bureaucratically

cumbersome and less efficient than standard policy. These

proposals recognize that standard policy cannot be used because

of the inflation constraint; but by ignorinr, the source of such

inflation, they turn out to have the same deficiency. Second,

only by understanding this relationship can we design a proposal

that enables the guarantee to be achieved with acceptable inflation.

No pretense will be made that what follows is an analysis of

the cause c.' the unemployment- inflation relationship. Instead, the

discussion will focus on one source of the relationship - a source

that is especially relevent to the problem at hand. Clearly, a

comprehensive analysis of this relationship is beyond the scope

of this paper.

One reason for the emergence of unacceptable inflation while

-213-
Eli 7, 90
frireL,As



unemployment is above the necessary frictional level may be ca!!ed

the factor proportions problem. The fqctor proportions problem

may be contrasted with what may be called the Keynesian problem.

Under the Keynesian situation, there is unemployment because

aggregate demand is inadequate, and all important primary factor:,

of production are unemployed or underutilized. This is the

situation in recession. What characterizes this situation is

the absence of shortagc. , All important factors are in ready

supply, available at current prices. The cure for Keynesian

unemployment, as reynes of course prescribed, is the expansion

of aggregate demand through fiscal and monetary policy. Since

all factors are in excess supply at current prices, producers

can meet an expanded demand for output at current prices. There

is no reason why significant inflation should be caused by the re-

duction in unemployment that results.

In contrast, the factor proportions problem occurs when one

factor of production, low-skilled labor, remains partly unemployed,

while other factors of production - various kinds of skilled labor,

capacity, and materials - are not in excess supply at current

prices. To call forth a greater supply of these inputs will re-

quire an increase in their price, and perhaps a significant time

lag. This situation is characterized by the simultaneous exis-

tence of unemployment in one factor, and shortages in other fac-

tors. The factor proportions problem arises when factors are

not utilized in the proportions in which they would be supplied

at current prices.

The factor proportions problem is ameliorated by a flexible

price system. Excess demand tends to be eliminated by an in-

crease in the factor price. Conversely, excess supply - the un-

employment or underutilization of a factor - tends to be reduced

by a fall in its price. In the case of low-skilled labor, however,

there are important institutional barriers that prevent the wage

from falling enough to induce the employment of everyone willing

to work at the coin; ware. While the wage of low-skilled labor

is often too low to provide an above poverty income, it is too

high to induce employers to be willing to hire all who seek work.



In developing economies, they factor proportions problem is

wen recoc,nized. 3
In these economies, low-skilled labor is much

more abundant relative to other factors (i.e. skilled labor,

capital, and productive land). Thus, even when the wage falls

to the level of bare subsistence, substantial low-skilled labor

remains unemployed or underemployed. Because physical and human

capital are scarce, the marginal productivity of low-skilled

labor falls below the subsistence level well before all low-

skilled persons are fully employed. At the subsistence wage

level, it is therefore unprcfitable for employers to hire all

who seek work.

It is less widely recognized that advanced economies also

have a factor proportions problem, though it is far less serious

than that experienced by developing economies. On the one hand

there are strong forces at work to mitigate the problem. In

advanced economies, the ratio of low-skilled labor to other fac-

tors is much smaller. Low-skilled labor can cooperate with rel-

atively abundant skilled labor and capital to yield a much higher

marginal product for itself. Furthermore, most "low-skilled"

labor is actually somewhat skilled, due to the relative abun-

dance of at least some human capital - basic education, usually

scarce in developing economies.

On the other hand, in advanced economies the level to which

the wage can fall is also much higher. Since average producti-

vity, and therefore, average incomes are so much higher, the

minimum standard of living considered acceptable is also much

higher. As a result, the society may enact a minimum wage law,

to ensure this standard for everyone who works. The government

may provide welfare payments at this level for many who do not

work. Since low-skilled persons may be able to choose welfare

if the wage falls below this level, a floor is created. Poverty

3. Eckhaus [7].
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is defined relative to average income. It becomes humiliating

to work at a job th'Lt does riot pay at ].east this socially accep-

table minimum. Even if the minimum wage is not universal, those

jobs that pay less are refused by many low-skilled workers, or

accepted only on a temporary basis. Full-time search for a

better job, welfare, or even illegal activity becomes preferable.

Thus, even if the wage is allowed to fall below the legal mini-

mum, it fails to call forth the low-skilled individuals still

unemployed.

To a large extent, the forces ameliorating the problem

overwhelm the force prolonging it. Evidently, recent economic

history shows that at least 951, of the labor force, and a large

majority of the low-skilled, are sufficiently productive so that

they can be emplo:ed at the going wages.
5 Nevertheless, given

the full employment of capital and skilled labor, the full employ-

ment of low- skilled labor would bring the marginal productivity

of low-skilled labor below the minimum wage, because of dimin-

ishing returns. It would therefore not be profitatle for employ-

ers to fully Qmploy these persons.

Even if all low-skilled workers were identical, marginal

productivity would decline as employment increased due to dimi-

nishing returns (i.e. the fact that an increasing amount of low-

skilled labor is cooperating with a fixed amount of other fac-

tors). This diminishing marginal productivity is exacerbated

by the fact that low-skilled workers are heterogeneous. Those

low-skilled workers who are more attractive to employers tend to

be hired first. As a result, an expansion of employment, involves

moving down the labor queue towards workers perceived to have in-

creasingly lower productivity.

4. Doeringer and Fiore [6].

5. See the discussion of the inflation-unemployment trade-off
in Part I, Chapter 2, :;ection A.
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B. AU2LRNATIVU RELTON;AS TO ThU PROBLE:

To reduce unemployment without generating unacceptable

inrlationary pressures, more low-skilled labor must be demanded

relative to other factors, so that the demand for factors corres-

ponds to their supply at existing wages. Any policy that ignores

this will do no better than the unemployment-inflation relation

generated by ordinary fiscal and monetary policy. There are

three methods for shifting the factor proportions demanded. They

will now be considered in turn.

The first method is the classical, free market solution.

It attempts to shift the factor proportions demanded by regular

private and public producers. It does so by trying to remove

the barriers that prevent the wage of low skilledlabor from

falling. It therefore calls for the elimination of all minimum

wage laws, and the weakening of unions. Not only must the wage

be allowed to fall; but alternatives to work must be removed so

that supply will not withdraw from the market in response to

the lower wage. This approach would therefore seek the elimirw-

tion of welfare for everyone capable of work, and reduction in

the opportunities for illegal income through improved crime con-

trol.

The second metYod also attempts to shift the factor propor-

tions demanded by regular private and public producers. Like the

first method, this is to be achieved by reducing the wage for low-

skilled labor faced by employers. Unlike the first method, it

does not try to reduce the wage received by low-skilled workers.

To lower the wage paid without lowering the wage received, this

method calls for subsidizthg the employment oC work-

ers. The Employment Incentive Program (EIP), proposed in Fart II,

illustrates this approach.

If the second method is introduced when the level of aggre-

gate demand already presses against the supply of other factors,

clearly the new expenditure must be offset by taxation. By al-

tering relative factor prices, this method will he able, allowing

a period of adjustment by producers, to induce a greater level of



employment for a given level of aggregate demand. In other

words, employment will be greater, even after the expenditure

for subsidy is appropriately offset. by taxation, so that aggre-

gate demand, and therefore, inflationary pressure from this

source, is held constant.

Under the third method, no attempt is made to shift factor

proportions among regular private and public producers in the

economy. Instead, employment is provided in special, low-skilled

labor-intensive projects. These may be run by the Federal gov-

ernment, but they need not be. They could also be run by state

or local government, or by private organizations. In effect, the

low-skilled persons who are unemployed are set to work in special

projects, involving a minimum of skilled labor, capital equip-

ment, and other materials. By restricting the use of other fac-

tors, these projects do not increase the demand for factors al-

ready fully employed or utilized. Thus, these projects bring

the composition of the demand for factors closer to the avail-

able supply. Like the second method, the third involves govern-

ment expenditure, and therefore, must be properly offset by

taxation to hold aggregate demand constant. Like the second

method, even after the offset, the employment of low- skilled la-

bor will be greater than before the policy.

In contrast to these three methods, any method that fails

to alter factor proportions in the proper direction will do no

better than standard policy. For example, suppose that under

method three, the special projects run or fostered by the Fed-

eral government are not low-skilled labor intensive, but instead

involve roughly the same factor proportions utilized by regular

employers, on average, in the economy. Then little has been ac-

complished that could not be done, less bureaucratically and more

efficiently, by expanding aggregate demand via fiscal and mone-

tary policy. The new special projects will bid for factors in

the same proportions as the average producer. If other factors

are already scarce, then the new special projects will generate

the same inflationary pressure as would regular producers. If

not, then standard policy could have been used.

-218-

27c7.7



It should be recognized that if the special projects under

method three are; willing to hire persons less attractive to reg-

ular employers, then they are in fact shifting the factor propor-

tions demanded. It becomes appropriate to divide low-skilled

labor into at least two categories, and treat each as a separate

factor. Regular employers may tend to hire those l-skilled

persons with characteristics they consider more attractive, awl

use little of the other factor - less attractive low-skilled la-

bor. Since excc,1 supply will be greatest for this factor, the

special projects may be able to increase employment with less in-

flationary pressure by focusing on this factor.

In conclusion, any approach to the guarantee must be judged

by its ability to shift the factor proportions demanded in the

economy in the direction of available supply. It must induce

the greater utilization of low-skilled labor - and particularly,

persons who are less attractive to employers - relative to other

factors of production. Unless the approach entails such a shift,

it will do no better - with respect to the unemployment-inflation

relation - than ordinary fiscal and monetary policy.

C. GOVERNMENT EXPENDITURE AND INFLATION

It is sometimes alleged that a guaranteed job program is

inevitably inflationary because it involves substantial govern-

ment expenditure. It is therefore worth noting that this asser-

tion is false. It is meaningful to regard a given Federal bud-

get, with a specific deficit and volume of expenditure, as in-

flationary. It is not meaningful to regard any one componen.,, of

the expenditure total as in itself inflationary. Sometimes, a

specific expenditure is held to be inflationary because, if added

to the current budget, without offsetting taxation, it would

make the budget as a whole inflationary. Since the expenditure

can be offset either by taxation, or a reduction in other ex-

penditures, however, it remains incorrect to assert that any

expenditure is in itself inflationary.



D. THE GUARANTEE AND COST-PUSH INFLATION

One concern about the guarantee is that, by removing the

fear of unemployment, it will cause workers to bargain harder

over wages, thus pushing up wages and prices. It may also in-

crease the quit rate, since workers will be more willing to quit

to search full-time for a better job, if they know they can fall

back on the guarantee. The increased tendency to quit will

force employers to yield on wages in order to retain workers,

thus contributing to inflation. Several aspects of the guaran-

tee will dPtermine how serious are these tendencies. These will

now be considered in turn.

First, it would be possible to make persons who quit their

job ineligi.ole for the guarantee for a specific period of time.

The cause of separation is a determinant of eligibility for un-

employment compensation. It would be possible to apply a similar

criterion here. Such a criterion of course increases the admini-

strative complexity of the program. Yet such a criterion is

utilized in unemployment insurance, (although it is not clear

how successfully), and the same could be used with the guaran-

tee. If the expected increase in the quit rate, and its impact,

&re considered serious, this option is available.

Second, the effect on bargaining, and on the quit rate,

depends on the attractiveness of the jobs that will be guaran-

teed, relative to other jobs in the economy. If the jobs guaran-

teed were more attractive than any regular jobs, then persons

would leave those regular jobs for the guaranteed jobs until

that was no longer the case. Thus, the guaranteed jobs must be

less attractive. Workers in regular jobs will therefore be re-

luctant to exchange their own job for the guaranteed job.

It may be argued that even if workers in regular jobs would

not want to exchange, the availability of this cushion increases

their willingness to risk lay-off by bargaining a higher wage.

While this tendency should exist, its magnitude is difficult to

assess- Here, the absolute, rather than just the relative attri-

butes of the guaranteed jobs may be relevant. If the jobs pay a
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wage well above current unemployment conpensation or welfare

benefits, then the magnitude of the effect may be greater than

if they pay a wage not far above the benefits of current pro-
grams.

To summarize, the guarantee may generate some upward pres-

sure on wages, but it is difficult to judge the strength of this
effect. Ineligibility for those who quit their last job (if

this can be enforced), and relatively low wages for the guaran-
teed jobs should reduce cost-push pressure.
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Chapter 3

THE hkFICIENCY OF ALTERNATIVE STRATEGIES

Because of the inflation constraint, a choice must be made

among three methods of providing employment. The first is the

classical, free market approach, which attempts to remove bar-

riers that prevent wages from falling. The second subsidizes

regular producers, private or public, to increase employment,

thereby lowering the wage to producers, like method one, but

without lowering the wage received by workers, unlikr2 method

one. The third, unlike the first two methods, relies on special

projects created by the Federal government, rather that: an regular

employers, to provide employment. The efficiency of these al-

ternative methods will now be compared.

A. THE EFFICIENCY, FEASIBILITY, AND IMPACT ON THE WORKING

POOR OF THE CLASSICAL METHOD

The classical method is both economically and administra-

tively efficient, and is efficient from the perspective of the

Federal treasury, provided, of course, that aggregate demand is

maintained at a sufficient level through fiscal and monetary

policy. It is well known that, equity considerations aside,

a competitive labor market in which wages are set to equate the

supply and demand for labor will result in an efficient alloca-

tion of labor. Everyore willing to work at the going wage will

be able to do so. There is no government program to administer,

and no burden on the Federal treasury.

In spite of its efficiency, the classical method has two

central weaknesses. The first is that its feasibility is doubt-

ful. Even if it were desirable to weaken unions, few seriously

contend that the union sector can be transformed into anything

resembling a free labor market. Unions are a well established
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institution, with political strength and support. It may be

possible to slow the advance of the Federal minimum wage, as

during the 1967-1974 period when the Federal minimum wage re-

mained at $1.60, but it is very unlikely that the minimum wage

can be eliminated, even if this were considered desirable.

Nevertheless, weakeninps the impact of the minimum wage must be

considered feasible. What is not clear is whether such weak-

ening will induce a sufficient fall in the wage to induce a

large enough increase in employment. It may be that the wage

would have to fall to a very low level to accomplish this. At

that level, persons may withdraw from the labor market, seeking

other ways of gaining income.

The second problem with the classical method is its impact

on the working poor, and poverty, and therefore, its desirabil-

ity. At the beginning of Part II, the anti-poverty effect of

a high minimum wage was shown. Lowering the minimum wage may

increase employment. But for those who are already employed at

the minimum wage, it will cause a reduction in earnings. The

classical method will worsen the position of the working poor,

and may increase the number of households in poverty, though

this is not certain.

B. THE EFFICIENCY OF PRIMARY RELIANCE ON REGULAR PRODUCERS

The fundamental difference between methods two and three

is that method two relies on regular producers to provide employ-

ment, while method three relies on special projects instead.

The efficiency of reliance on regular producers rather than

special projects cannot be overemphasized.

Regular producers, private and public, are " regular" be-

cause they produce goods and services that people value, and are

willing to pay for as consumers or taxpayers. Special projects

are "special" because demand for them is ordinarily too weak to

induce either private or public producers to undertake them.

While this does not imply that special projects cannot be useful,

it suggests that, in general, people will value the output of
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regular producers above the output of special projects. There

is far less danger of make-work if employment is provided by

regular producers.

Administratively, relying on regular employers is bound to

be simpler. Instead of having to run special projects, the Fed-

eral government concentrates on inducing regular producers to

employ persons. The major task of actual production is left to

these producers.

Perhaps most importantly, those who receive jobs become

integrated into the regular producing units of the economy.

Presumably, if they perform their jobs well, they can advance

within these units. Morale is bound to be greater when the in-

dividual works for a regular employer, rather than for a spe-

cial government project.

Primary reliance on regular producers requires that they

be subsidized. This raises a host of issues - maintenance of

effort, substitution of subsidized for unsubsidized persons,

and so on - that were analyzed at length in Part II. There it

was concluded that the Employment Incentive Program (EIP) was

better designed to reduce, though not eliminate, the problems

that arise, than the available alternatives.

It therefore follows that the Employment incentive Program

should be the primary method of implementing the guarantee, if

it is undertaken. The strategy would be as follows. Set the

Federal minimum wage at an above poverty level. Then raise the

EIP subsidy sufficiently so that the wage faced by employers

falls enough to induce them to employ most heads of households

seeking work.

It should be emphasized, once again, that the feasibility

of the Employment IncentivP Program, or any Federal employment

program with a similar objective, depends crucially on the abili-

ty to develop a workable maintenance of effort index. Whether

this can be done is still an open question. It follows that any

approach to a guaranteed job opportunity that relies on regular

producers will also depend on the ability to devise such a main-

tenance of effort index. Thus, this proposal for a guaranteed
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job opportunity, like the EIP proposal in Part II, must be made

with reservations.

A central feature of EIP - one that contrasts with vir-

tually all current and proposed employment programs - is that

subsidy is not attached to particular individuals. Under EIP,

the employer receives subsidy for employing a sufficiently large

number of nonsupervisory employees, rather than for employing

particular persons. The purpose of this unusual feature is to

prevent substitution of subsidized for unsubsidized persons.

The significance of this feature is illuminated when it is con-

trasted with what is perhaps the most natural approach to imple-

menting the guarantee.

This natural approach to the guarantee would also rely on

regular private and ,ablic producers. It would work as follows.

The local Employment Service offices would certify persons as

eligible heads of households. Effort would then made to place

eligible persons in regular jobs with private and -oublic employ-

ers. In order to speed placement, the Employment Service would

offer regular employers a subsidy for hiring certified heads of

households. If the subsidy were large enough, i' should be possi-

ble to place most persons relatively quickly (provideC, of course,

that the economy is not in recession). In contrast to EIP,

subsidy would be attached to each certified person.

The problem with this straightforward approach is that it

creates an incentive for employers to substitute subsidized

persons for unsubsidized persons. As argued in Part II, regula-

tions that exhort employers not to do this, in the face of such

an incentive, will not succeed. There is no way to prevent em-

ployers from laying off persons "for other reasons," and repla-

cing them with subsidized employees. Employers, moreover, would

begin to route their regular hiring through the local Employment

Service office. Applicants for jobs would be advised that their

prospects would improve considerably if they would first report

to the local Employment Service, and become eligible for subsidy.

Such substitution can be reduced if severe restrictions are

placed on the kinds of jobs, and the conditions of employment,



that ref lar employers can offer. Suppose the jobs must be part-

time, and cannot be the same type of job currently being per-

formed by employees with that firm, or government agency. Then,

clearly, the substitution process will be constrained. But, of

course, so will productivity. While persons are nominally being

placed with regular employers, they are not being integrated

into the regular production process. In effect, they are being

placed in special jobs or projects, which happen to be supervised

by regular employers. It may be administratively more conven-

ient '60 let regular employers supervise such work, rather than

have the Federal government create special projects. Neverthe-

less, the mair arguments for relying on regular producers are

undermined by the restrictions that are necessary to constrain

substitution. This dilemma will be explored further when current

experiments are discussed.

The conclusion - based on the analysis of substitution and

lay-off bias in Part II - is that the natural approach of attach-

ing subsidy to certified persons is seriously flawed. Because

of the substitution problem, such an approach cannot achieve the

advantages associated with reliance on regular producers. The

attachment of subsidy to persons, when accompanied by severe

restrictions that limit substitution, but also limit producti-

vity, may have a role to play in the context of method three -

special projects. EIP, rather than attaching subsidy to indivi-

duals , must be the basis of method two.

An argument for the classical method is that it allocates

labor efficiently. It should be stressed that the second method

achieves the same economic efficiency (except for a minor dis-

tortion of the labor-leisure choice due to the divergence between

marginal productivity and the wage received, caused by the sub-

sidy). The effect on producers is the same; in both cases, the

wage they face is reduced. Furthermore, EIP implements the sub-

sidy with minimum interference in the affairs of regular producers.

Nevertheless, the administration of EIP - particularly, the dev-

elopment of the maintenance of effort index - raises problems not

encountered by the cl,Issical method. The second method of course
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burdens the Federal treasury, while the classical method does

not.

The second method has the advantage over the classical

method of strengthening, rather than weakening, the position of

the working poor. It is certain to reduce poverty, while the

classical method may increase it (though this is not certain).

C. THE NECESSITY OF AN EMPLOYER OF LAST RESORT

While efficiency requires primary reliance on regular pro-

ducers, exclusive reliance is unsatisfactory. A guarantee means

that each eligible person must be provided with a job opportuni-

ty. If the EIP subsidy is made large enough, then, regular pro-

ducers should create enough jobs for most job seekers who are

eligible for the guarantee. In practice, however, it will ob-

viously not always be possible to place an eligible person im-

mediately it a regular job. The advantage of attaching sub-

sidy to each certified person is that this assures that the num-

ber of potentially subsidized jobs will equal the number of

certified persons seeking placement. Under EIP, where subsidy

. is riot attached to each person, this can at best be approximated.

To implement the guarantee, a transitional job must be pro-

vided for each certified person until a regular job is found.

There are several ways this can be done. The first is method

three - the creation of special projects. These projects can be

run by the Federal government in each local labor market. Or

they can be run by state or local government, or private organi-

zations with Federal subsidy. Second, persons can be placed

with regular employers, with subsidy attached to each individual,

but with severe restrictions so that substitution is limited.

The difference between such jobs, and special projects super-

vised by regular employers, is only a matter of degree. The

California Community Work Experience Program (CWEP), which will

be analyzed shortly, utilizes restricted jobs with regular pub-

lic employers.



While these approaches have their special features, the im-

portant point is that there is not much difference between them.

None of these will be able to offer heads of households regular

full-time jobs that are thoroughly integrated into the job struc-

ture of a regular public or private producer. Furthermore, these

jobs will inevitably have lower productivity than regular jobs.

The reason for this must be clearly understood.

If these jobs are supervised by regular public or private

employers, then restrictions must be imposed to prevent the pro-

cess of substitution just described. Substitution can only be

prevented if the restrictions reduce the productivity of the

jobs to the point that employers prefer unsubsidized employees.

If these jobs are created in special projects, supervised by the

Federal government, or by private organizations, then such direct

substitution is not possible. Nevertheless, the danger of indi-

rect substitution will limit the kinds of projects, and jobs,

that can be created.

These special projects face a fundamental constraint. They

cannot compete significantly with regular public or private pro-

ducers. Their output cannot substitute for output that would

have been produced by regular producers. Suppose, for example,

that a special project attempts to keep city streets clean.

Clearly, this will encourage the city government to cut back its

own sanitation department, or at least expand it less rapidly

than it otherwise would have. Indirect substitution is occurring.

Unlike direct substitution, the city government is not itself

hiring subsidized persons to replace unsubsidized employees. In-

stead, another organization - either the Federal government, or

some private organization - is assuming the same function, enabling

the city government to conserve its own resources. The effect on

unsubsidized employees is the same.

It may be pointed out that indirect substitution is occur-

ring only if the city government would have undertaken similar

work had there been no special project. Thus, indirect substi-

tution can be prevented - and can only be prevented - by restrict-

ing special projects to those that would clearly not have been
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undertaken by the city government. liut that is precisely the

point. Presumably, city governments undertake some public ser-

vices, and not others, because those undertaken in general are

more highly valued by constituents. Thus, if special projects

are restricted to those that do not compete with services pro-

vided by regular public agencies, they will in general be less

productive. Their output will in general not be valued as high-

ly as the output of regular producers.

Just as direct substitution can be expected to incur the

opposition of unsubsidized employees, whose jobs are threatened,

indirect substitution can be expected to elicit a similar res-

ponse. It is hard to imagine unsubsidized employees of the sani-

tation department of a city government standing idly by while

special projects take over responsibility for cleaning city

streets. Even if such projects are restricted to "additional"

clean-up, not currently undertaken by the regular sanitation de-

partment, resistance may be expected, since such projects will

limit expansion by the regular sanitation department. Resis-

tance can only be expected to disappear if the projects are so

marginal and unproductive that it is inconceivable that the regu-

lar sanitation department would ever have undertaken them.

Most would regard such resistence as justified. Indirect

substitution involves the same inequities as direct substitution.

Under direct substitution, an employer prefers one worker to

another, simply because he earns subsidy on one, and not on the

other. Indirect substitution involves what many would consider

unfair competition. If the city sanitation department contracts,

laying off workers, it is because special projects were able to

utilize subsidized labor, not because they are necessarily more

efficient.

Because oe the problem of indirect substitution, special

projects must operate under a severe constraint. This does not

mean such projects mus' be "make-work," implying they have no

value for consumers. Regular producers do not undertake all

output with positive value to consumers. The city government,



financ?d by taxpayers, cleans city streets to a point. Further

cleaning may well have positive value to people, but perhaps not

enough value to be worth the additional taxes.

It should also be realized that regular production is guided

by effective demand expressed by consumers and taxpayers. It

therefore reflects the distribution of income, and political

power. For example, repairing housing in poor neighborhoods

might have great utility to residents. Yet because they are un-

able to pay for it, it may not be profitable for private pro-

ducers to make such repairs. The city government may not repair

public facilities in such neighborhoods because there is less

political pressure to do so. The point is that it would be a

mistake to assume that only output now being provided by regu-

lar public or private producers has value to people.

While _,ecial projects therefore need not be valueless make-

work, it must be concluded that in general such projects will

have less value than the output of regular producers, because

of the restrictions needed to prevent the inequities of indirect

substitution. Jobs in such projects will, on the average, be

less productive. An effort should be made to determine practi-

r.al ways of improving the value of output of such projects,

without causing indirect substitution. Projects run by private

organizations may tura out to be more, or less, productive than

projects run by the Federal government. It may be that restrict-

ed jobs supervised by regular public producers are more produc-

tive than special projects. Perhaps fostering a competition for

Federal subsidy among private and public project supervisors

might improve productivity.

While these issues should be explored, the necessity of

limiting indirect substitution forces the conclusion that special

projects and restricted jobs with regular employers should not

be the mainstay of the guarantee. There should be maximum reliance

on inducing full-time, regular jobs with regular employers through

EIP. These last resort projects and jobs are better than nothing.

Low productivity production is better than no production. Also,

providing a job - even a transitional one - for all eligible per-
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sons is essential if welfare is to be eliminated for all such

persons. Thus, special projects and restricted jobs - in some

combination - must be utilized. But every effort should be made

to keep their role to a minimum. The aim should be to move per-

sons out of sirth jobs into regular jobs as soon as possible, and

to provide those jobs through the Employment Incentive Program.

An important constraint on last resort jobs, however they

are provided, is that the wage must not be high enough to induce

any influx of persons out of regular jobs. If the guarantee is

imposed in the context of a universal minimum wage, then last re-

sort jobs must pay less than this minimum. An alternative would

be to allow the wage paid to exceed the minimum wage, but to try

to restrict the influx through regulations such as making ineli-

gible those who have quit their previous job. As is often the

case, such regulations are likely to be a poor match for financial

incentives.

The relatively low wage of the last resort jobs need not

weaken the effort to raise low earnings. As presented in Part

II, EIP combined with a relatively high and extensive minimum

wage, should be the basis of such an effort, provided the EIP

maintenance of effort index proves feasible. Such a strategy

aims at increasing the number of above poverty level job slots

existing at any point in time in the economy. Each head will

hold a last resort job for only about four weeks, before being

moved into regular employment. Thus, a low last resort wage is

not a serious problem.
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Chapter 4

CURRENT EXPERIMENTS AND ALTERNATIVE PROPOSALS

In this section, several current experiments and proposals

will be evaluated in light of the principles developed thus far.

A. THE CALIFORNIA COMMUNITY WORK EXPERIENCE PROGRAM (CWEP)

CWEP was proposed by Governor Ronald Reagan, and approved

by HEW as a demonstration project.
1

It began in July, 1972, and

is currently operating in 15 counties in California, although

its status is in doubt because of legal and legislative chal-

lenges. From July 1972 to May 1973 about 16,000 persons in these

counties who applied for welfare (Aid to Families With Dependent

Children) were classified as employable. Of these, about 6,700

entered regular employment, 2,700 were placed in training, over

1,500 were placed in special CWEP jobs, and over 2,700 were sub-

ject to sanction for refusing to meet the work or training re-

quirement. Thus, CWEP provided jobs for about 10% of all employ-

ables in these counties, according to data from the California

Department of Human Resources Development.

CWEP tries to achieve the minimum objective of a guarantee.

Assistance is guaranteed for family heads capable of work ("em-

ployables"), provided they are willing to work. If the head

cannot be placed in regular employment, or WIN training, he is

guaranteed a CWEP job. CWEP positions are created in regular

1. This description of CWEP comes from the following sources:
State of California [51; State of California, Department
of Human Resources Development 14); State of California
Department of Human Resources Development [3].
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public or non-profit agencies. The jobs must be part-time, and

work cannot exceed eighty hours per month (half-time). The

public agencies do not pay the CWEP employees. Instead, the em-

ployee earns his welfare check by performing the CWEP job. In

effect, the public or non-profit agencies get free, part-time la-

bor.

CWEP jobs are considerably less attractive than most. They

are part-time jobs. The employee does not even receive a pay

check, but continues instead to receive welfare payments, and to

be regarded as a welfare recipient. lie is so labeled at his work-

place. The implicit wage for his work, the ratio of his welfare

grant to his hours of work, is not allowed to fall below Lhe state

or Federal minimum wage, whichever is higher, but it is usually

not much above this floor. Since the person is limited to half-

time work, a CWEP jobs pays well below the poverty level. Clearly,

the intention is to create a strong incentive for the CWEP em-

ployee to find regular employment.

The absence of a paycheck has been a major criticism of CWEP.

In an article on CWEP, the Wall Street Journal wrote:

But with a paycheck, "you could say you're off
welfare," and the stigma of being a welfare re-
cipient would be gJne, argues Mr. Bayuga, the
CWEP participant who counsels students. Re-
torts State Welfare Director Robert B. Carlson,
"In practice, its the same thing as a paycheck.
If he doesn't show up, he won't get paid." Any-
how, Mr. Carlson adds, CWEP wasn't designed as
a welfare cure-all but rather as temporary
community service while a welfare client con-
tinues to look for full-time work.2

It must be recognized that a major purpose of CWEP was to dis-

courage employable persons from seeking welfare assistance. Govern-

or Reagan has explained that this approach should eliminate from

the welfare rolls persons able but unwilling to work. Further, it

2. Wall Street Journal [59], October 20, 1972.



is designed to encourage persons to find regular jobs, and there-

fore not depend on govci'riment for assistance, even in the form

of work projects. If the intention is to induce family heads

not to turn to government for aid, then retaining the stigma in

CWEP supports this objective.

Inthe earlier analysis, it was asserted that there should

be primary reliance on regular producers, private and public, to

provide the jobs needed to support a guarantee. CWEP does at-

tempt to rely on regular public producers, and non-profit pro-

ducers, rather than create special exclusively CWEP projects.

Yet it does not seek to take advantage of the major benefit of

such a strategy. The reason for relying on regular producers is

to increase the productivity of persons employed, and to inte-

grate them into the mainstream of economic activity. CWEP sub-

sidizes these regular producers to induce them to accept persons.

But the restrictions of part-time work, no pay check (lack of inte-

gration into the wage and job structure of the regular producer),

welfare status, and low pay prevent the potential benefits of em-

ployment with regular producers. CWEP placement with regular pro-

ducers accomplishes little more than would special CWEP projectb

run exclusively for CWEP employables. Neither productivity, nor

integration into the regular workforce, would be much less. It

is true that administrative costs are certainly less, and this

partially explains why such placement with regular producers is

preferred. But from the point of view of the recipient, or

productivity, little is gained.

Why does CWEP not attempt to take advantage of the benefits

of reliance on regular producers that were analyzed earlier?

There are several reasons. First, subsidies large enough to in-

duce regular producers to hire additional full-time workers, in

regular job slots paying regular wages, would significantly in-

crease the cost of the progrem. Second, those who formulated

CWEP do not envision employment subsidies to regular producers

in order to increase the number of regular job slots in the econ-

omy as a desirable or necessary strategy. The logic for such a

strategy was argued in Part II, but it is certainly not widely
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accepted. They did not ask: What are the potential benefits

that can be achieved by subsidizing regular producers to increase

regular employment? Instead, they asked: Should we create spe-

cial CWEP projects, or should we use regular producers to accom-

plish the same limited objective of part-time, low productivity

work? Given the lower administrative costs, the choice made

was sensible.

There is a more fundamental reason why CWEP would have

great difficulty improving the productivity of the jobs into

which their clients are placed, even if the intention was to do

so. Like virtually all manpower and employment programs aimed

at assisting particular persons, subsidy is attached to the par-

ticular person being aided. Nothing could be more natural and

convenient. Instead of subsidizing employers to expand their

number of job slots, regardless of who fills the slots, these

programs quite naturally subsidize employers for hiring parti-

cular persons.

Yet the problems of this natural approach were analyzed at

length in Part II. Any program that does so will be plagued

by the fundamental problems of maintenance of effort, and sub-

stitution of subsidized for unsubsidized employees. It is for

this reason that the Employment Incentive Program was designed

differently from virtually all programs with the same objective.

The Employment Incentive Program involves a fundamentally dif-

ferent method of subsidizing increased employment in regular

producers, from the method normally used, and utilized by CWEP.

Yet some of the practical problems of CWEP, and WEEP program to

be described, and virtually all other approaches to the guaran-

tee are derived from this same source.

Since CWEP subsidizes public and non-profit agencies to em-

ploy certified heads of households, the problem of maintenance

of effort and substitution of CWEP for non-CWEP employees inevi-

tably arises. The CWEP application contains the following pro-

vision, aimed at these problems:
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The work-experience activities selected will
involve only otherwise unfilled genuine pub-
lic needs. Jobs already held by employees
in the public and private sectors will not
be jeopardized. The program does not apply
to jobs covered by a collective bargaining
agreement nor shall any individual be re-
quired as a condition of accepting work to
join any company union or to refrain from
Joining a labor organization.3

While the intent is clearly to prevent substitution, no

means of enforcement is described. Several aspects of CWEP

should somewhat limit substitution, though a significant prob-

lem may well remain. Since CWEP jobs cannot be jobs covered by

collective bargaining, agencies cannot cut back on such jobs or

regular employees. The disadvantage of this restriction, how-

ever, is that many useful jobs are not open to CWEP employees.

CWEP jobs must be part-time. While a significant number of full-

time jobs may be convertible into part-time jobs, many others

probably cannot be. The reluctance of the agency to do this is

further supported by the inevitable high turnover among CWEP

employees, due to the part-time restriction and the implicit

low pay.

In other words, CWEP may be able to contain these funda-

mental problems by limiting the quality and pay of CWEP jobs. If

CWEP subsidized these employers to hire family heads into full-

time, adequate wage positions, without restrictions on the kind

of work they can perform, then these problems would be far more

serious. The CWEP solution to these problems therefore has the

serious disadvantage of providing unattractive, part-time employ-

ment, with lower economic productivity.

Even CWEP jobs, however, may induce cutbacks, and substitu-

tion. The CWEP experience thus far does not offer sufficient

evidence. Public agencies must fully anticipate CWEP, and plan

3. See Footnote 1, this chapter.



their budgets with CWEP in mind. Not only is CWEP a relatively

new program; its future has been in doubt continuously because

of legal challenges, and political uncertainties. No local gov-

ernment has been able to count on CWEP in planning its budget.

If CWEP survives legal and perhaps political challenges, and is

perceived by local governments as relatively permanent, only

then will public program agents begin to adapt to it. If this

occurs, public agencies will for the first time make a serious

effort to use CWEP to save their own resources. At that point,

the problems of maintenance of effort and substitution among

employees will surface.

B. NEW YORK CITY'S WORK RELIEF EMPLOYMENT PROJECT (WREP)

WREP is a demonstration project just beginning in New York

City.
4

It attempts to substitute employment for welfare for Home

Relief recipients (welfare recipients who are not covered byAFDC,

but are aided by the state Home Relief program). WREP goes a

step beyond CWEP. The central difference is that WREP attempts

to provide a job that is an alternative to welfare; the intention

is for the job to be as productive as possible. WREP replaces

the welfare check with a pay check.

Under WREP, persons are placed in regular jobs in public

agencies. While CWEP jobs have a maximum of half-time, WREP

jobs are a minimum of half-time. The WREP manual states:

In order to allow the creation of conditions
which simulate regular employment and to maxi-
mize worker productivity, every WREP eligible
will be guaranteed a minimum of half-time em-
ployment.5

This description of WREP comes from the following sources,
as well as from conversations with Sandy Warren of the
New York City Human Resources Administration: City of New
York Human Resources Administration [29]; City of New York
[27] City of New York, Department of Social services [28].

5. See Footnote 4, this page.
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The intent of WREP is to offer a regular, full-time job, if

possible. The reason for part-time employment is financial.

The WEEP subsidy to public agencies comes out of Home Relief

funds, which in most cases cannot support more than part-time em-

ployment at the going wage. The equal pay for equal work princi-

ple is not violated, so that WEEP workers earn the same hourly

pay as regular workers performing the same work. But as a result,

the number of hours worked must be reduced. If more funds were

made available, WREP would try to provide full-time jobs, wherever

possible. While CWEP jobs may be intentionally unattractive,

as a spur to recipients to find regular jobs, the intent of WREP

seems to be to provide more adequate jobs.

Unlike CWEP, WREP jobs are expected to be the same type

usually performed in the public agency. No attempt is made to

exclude jobs coijered by collective bargaining, as in CWEP. Thus,

WEEP jobs should be similar to those Jobs funded by the Public

Employment Program (authorized by the Emergency Employment Act

of 1971) that required relatively little skill; the portion of

PEP jobs aimed at the more disadvantaged among the unemployed.

While both PEP and WREP fund temporary jobs, these jobs are simi-

lar to regular agency jobs. For example, an agency with six

playground supervisors can add a seventh who performs the same

task, under both PEP and WREP. If these Jobs were covered by a

collective bargaining agreement, however, or had Lo be done full-

time, then they could not be funded by CWEP.

Thus, WEEP has the advantage of offering more productive

jobs. With increased funding, these jobs could become full-time

jobs. WEEP would then, however, face a serious maintenance of

effort and substitution problem. Public employers would try to

conserve their own resources. Once WREP were perceived as per-

manent, they would plan their own budgets with WREP in mind.

Public agencies would fu.6 less jobs out of their own revenues,

and fill more Jobs through WREP, in order to receive subsidy.

The only limit to this indirect substitution would be the lower

quality of WEEP referrals. It is possible, however, that the

quality would increase. Persons seeking public employment,
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though qualified and non-disadvantaged, might find it useful to

first qualify for Home Relief - if pride permits - in order to

be referred to a public agency through WREP. This route might be

more fruitful than getting on a civil service list. Tf this

practice increased, the stigma would be reduced, and the process

might accelerate.

Clearly, if WREP is envisioned as a long-term, permanent

program, an alternative method of subsidizing regular public em-

ployers will have to be devised - one that counters the problems

of maintenance of effort and substitution of subsidized for unsub-

sidized employees. In Part II, analysis of this dilemma led to

the design of the Employment Incentive Program as the best feasi-

ble method for treating these problems. As was noted in Part II,

EIP can be restricted to public employers if this is desired,

although the costs as well as benefits of doing so were weighed

in Part II.

In sum, WREP goes beyond CWEP. WREP does ask the question:

how can the full benefits of placing persons with regular em-

ployers be realized? If WREP receives funding so that it can

move tLrards providing regular, full-time jobs, the problems of

maintenance of effort and substitution among, employees will be-

come serious, requiring a reexamination of the basic design of

the subsidy.

C. THE SENATE FINANCE COMMITTEE'S GUARANTEED JO} PROPOSAL

In its consideration of the President's proposed Family

Assistance Plan, the Senate Finance Committee rejected that plan,

and instead proposed a guaranteed job opportunity for family heads.
6

While neither this proposal nor FAP passed Congress in 1972, the

6. U.S. Senate, Committee on Finance [541, p. 67 and [53),
April 28, 1972.



Committee's alternative warrants careful consideration. It rep-

resents the closest Congress has ever come to enacting any kind

of guaranteed job program.

The Committee proposed eliminating able- 'bodied family heads

from eligibility for Aid to Families with Dependent Children,

unless they have small children in their care (no spouse). In

place of welfare, however, the Committee proposed guaranteeing

an opportunity to work. The Committee envisioned three methods

for securing employment. The first was simply an intensive ef-

fort by the Employment Service on behalf of the individual. The

other two involve special programs, however.

The second method would be to subsidize low wage, regular

jobs. This would apply only to jobs not covered by the Federal

minimum wage, paying below that wage. The Federal government

would pay three-fourths of the difference between the wage and

the Federal minimum. The aim would be to induce increased employ-

ment in these jobs. Since only a fraction of the wage would be

subsidized, this technique would be cheaper than the third

method, which requires the Federal government to pay the entire

wage.

The third method would be to provide part-time, Federally

funded employment. In its description of its plan, the Committee

does not make clear whether these jobs would be created by a spe-

cial Federal agency, or merely arranged for by such an agency.

In the latter case, the jobs would be in regular public agencies,

like CWEP or WEEP, with the Federal government paying the wage.

The second method may at first glance appear similar to the

Employment Incentive Program. As in EIP, subsidy is used to in-

duce an increase in employment among regular producers. Yet there

is a fundamental difference between EIP and the Committee subsidy.

EIP is a high wage subsidy. EIP subsidizes only employers who

pay at least the Federal minimum wage. Furthermore, the subsidy

applies to all nonsupervisory jobs, regardless of how high a wage

they pay. It therefore aims to increase the number of relatively

high wage nonsupervisory jobs in the economy. In contrast, the

Committee's subsidy is a low wage subsidy, restricted to jobs
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that pay below the Federal minimum wage.

The difference between the high wage subsidy embodied in

EIP, and a low earnings supplement (proposed by Haveman), simi-

lar to .he Committee's subsidy, is discussed at the beginning

of Part II. There it was pointed out that a low wage subsidy

will favor low wage firms over high wage firms. Low wage com-

petition will therefore be increased. The wage cost borne by

these low wage employers will be reduced. High wage employers in

the same industry will have to lower prices to match the lower

prices of low wage firms. To do this, they will have to reduce

wages. Otherwise, their market share will be less, and high wage

employment will contract. The impact of low wage competition

will differ among industries. Its reality is confirmed by the

strong support of high wage union firms for the minimum wage law,

which has the effect of reducing low wage competition. Needless

to say, this part of the Committee's proposal will not be greeted

kindly by the AFL-CIO.

The Committee is unfortunately vague about how last resort,

part-time employment would be provided. The Committee report

states the following:

For these individuals who cannot be placed imme-
diately in regular employment at a rate of pay
at least equal to the minimum wage, or in sub-
sidized private employment, the major emphasis
would be on having them perform useful work
which can contribute to the betterment of\the
community. A large number of such activities
are currently going undone because of the lack
of individuals or funds to do them. With a
large body of participants for whom useful work
will have to be arranged, many of these commu-
nity improvement activities could now be done.?

7. U.S. Senate, Committee on Finance [54], p. 67, and [53],
April 28, 1972.
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While the report does not explicitly say so, it is likely

that the Committee has in mind placing persons in regular public

agencies - local, state, and Federal. The Committee wrote the

fifty state governors, asking them how many useful jobs could be

created for welfare r,tcipients, in state and local government.

There is no indication that the Committee envisions the creation

of a special Federal agency that would actually run work projects

of its own. It is possible that the Committee has such an agency

in mind, however.

The Senate Committee proposal states that these jobs should

be part-time, and pay three-quarters of the Federal minimum wage.

Setting the wage may create problems if the jobs are in regular

public agencies. Unless the jobs are different from jobs cur-

rently being performed, the principle of equal pay for equal work

may be violated. Both CWEP and WEEP are flexible about wages and

hours. Monthly earnings are kept low by adjusting the hours the

person works per month. As a result, the wage can be set so

that it fits equitably into the wage structure of the agency.

The Committee may have to treat the wage more flexibly, and ad-

just hours worked to achieve the desired target monthly earnings.

The Committee proposal offers no method for containing the

maintenance of effort and substitution problems, other than the

fact that the work is part-time. If the person is placed in low

wage, subsidized private employment, no attempt is made to main-

tain effort. All persons are subsidized, regardless of whether

they would have been hired without the subsidy. In the public

jobs, the Committee is aware of the problem:

At the same time, it is recognized that safe-
guards are needed so that the program meets
the goals of opening up new job opportunities
and does not simply replace existing employees,
whether in the public or private sector.°

8. U.S. Senate, Committee on Finance [54], p. 67, and [53],
April 28, 1972.
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Unfortunately, the Committee does not describe how it in-

tends to safeguard existing jobs and employees. Apparently,

the CWEP approach - restricting the jobs to part-time - will be

utilized. As discussed earlier, even if jobs are part-time,

there should still be an incentive for public employers to re-

structure some full-time jobs into part-time slots, to earn sub-

sidy; and to replace current part-time employees with subsidized

family heads referred by the local Employment '-'n.vice.

Thus, there are three options for the last resort section of

the Committee proposal. CWEP can be followed; the problems of

maintenance of effort and substitution can be contained by res-

tricting the jobs to part-time, and limiting the wage paid. WREP

can be followed; jobs can be made more productive and better inte-

grated into the producer's operations, but then maintenance of

effort and substitution will become serious problems. Finally,

special Federal work projects can be created. Like CWEP, the pro-

ductivity of these jobs will be low, but there will be no problems

of maintenance of effort and substitution. The Committee does

not clarify which of these approaches it intends to follow.

D. A HIGH WAGE PUBLIC EMPLOYMENT GUARANTEE

A more ambitious proposal has been offered by Arnold Packer,

in a paper prepared for the Subcommittee on Fiscal Policy of the

Joint Economic Committee.
9 Under this proposal, every family con-

taining two able-bodied adults under 65, and at least one child

would be guaranteed one full-time job naying one-half the median

family income (that one person would be the de facto head of the

household). This would be about $5,000 in 1970, or a wage of

$2.50 an hour for a year-round, full-time job; in 1973, the cor-

9. Packer [32].
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responding wage would be about $2.90.
10

If one family member al-

ready has such a job, then another family member would not be

guaranteed such a job.

While Packer does a careful analysis of the eligibility and

cost aspects of the program, he unfortunately devotes little

attention to how the jobs would be created. He writes:

The Employment Service would be required to
maintain a list of what we will call "special"
public sector openings so that it would al-
ways be able to accommodate any applicant not
placed in private or regular public sector
jobs.11

He asserts that persons could be employed in day-care

centers, schools, hospitals, transportation facilities, and so

on. It appears he envisions persons being placed in regular

public agencies, while subsidized by the Federal government,

rather than in special Federal projects - though perhaps he is

open to this possibility.

The first question that a high wage guarantee must answer

ft, how it will prevent a large influx of household heads from

regular jobs that pay a lower wage? The size of the influx will

be determined by how employers respond to the guarantee. Employ-

ers have three options. First, they can raise the wage of all em-

ployees to the guarantee level, in order to retain them. Second,

they can raise only the wages of heads of households, since only

these are eligible for the guarantee. They would thereby attempt

to violate the principle of equal pay for equal work. Third,

they can refuse to match the guarantee wage, and settle for em-

ploying only non-heads. Undoubtedly, there will be significant

fractions of employers who pursue each of these options.

The burden on the guarantee will be greatest to the extent

10. See Part II, Chapter 1, Footnote 8.

11. Packer [32], p. 82.
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that the third option is pursued. Under it, employers will in

effect substitute non-heads for household heads. By refusing

to compete for heads with the public agencies supporting the gua-

rantee, they will induce virtually all heads paid less than $2.90

an hour to take advantage of the guarantee. Although many employ-

ers will not pursue this course, it is useful to calculate what

the impact would be if this option were pursued by all employers.

In Fart II, it was estimated that in 1973, roughly five million

heads of households were in jobs paying less than $2.40 an hour.

A reasonable extrapolation is that double that number, or about

ten million heads, were in jobs paying less than $2.90 an hour

in 1973.
12

The burden on the guarantee will be least if the first op-

tion is pursued. Under it, employers match the guarantee wage

for all their employees. Under this assumption, the effect is

the same as that of a universal minimum wage of $2.90 per hour.

Even here, the burden will be very large. In Part II it was

estimated that an extensive minimum wage of $2.40 in 1973 would

reduce employment by roughly two million jobs. A reasonable

extrapolation is that a $2.90 minimum wage would reduce employ-

12. In April 1970, according to Sternlieb and Bauman [35], p. 11,
there were 11 million jobs paying less than $2.00, and 9 mil-
lion between $2.00 and $2.50. These figures provide a rough
estimate for the number of jobs leas than $2.40, and between
$2.40 and $2.90, in 1973, since tle average hourly wage ad-
vanced about $.40 between 1970 anc, 1973. Household heads
have a larger share of the jobs between $2.40 and ",.i2.90,

than of jobs paying less than $2.40. It is estimated that
while heads have about 5 million out of the II million, jobs
under $2.40, they have about 5 million out of the 9 million
between $2.40 and $2.90. This estimate is based on the fact
that in 1970, heads of households were roughly half of all
the employed, according to the U.S. Manpower Administration
[49], 1972, Table B-3, p. 194, and Table A-1, p. 157. This

fraction should be a bit greater than half for higher paid
workers, just as it is lower than half for lower paid
workers.
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ment by roughly double this amount, or four million.
13

Not all

of these will be heads of households, however. A rough estimate

is that two million heads will have to make use of the guarantee.

The burden on the guarantee will be intermediate if the se-

cond option is pursued. Clearly, less heads will leave their

regular jobs for the guarantee if employers match the wage of

the guarantee. On the other hand, if employers are able to pay

non-heads less than heads, they will have an incentive to sub-

stitute non-heads for heads. This is not the case if the wages

of heads and non-heads alike are raised to $2.90.

The burden on the guarantee is not confined to the influx

out of regular jobs. The influx out of unemployment, and from

increased labor force participation must be added. In March

1972 there were about 1.2 million heads unemployed, with the na-

tional unemployment rate at 5.9%. Even if the national unem-

ployment rate is reduced to 4.5%, the number of unemployed heads

will not fall much below a million. The impact on labor force

participation should not be large, bacause most heads are already

in the labor force.

While all three responses will be pursued by employer-,,

it is likely that option one will dominate. Many employers can

not do without heads of households. The force of the equal pay

for equal work principle, and its effect on employee morale, will

in most cases require raising all wages to the guarantee level.

Of course, those employers that do rely primarily on non-head

labor will pursue option three. Thus, the reduction in jobs for

13. According to Sternlieb and Bauman [35], p. 11, the average
wage of jobs below $2.50 in 1970 was about $2.00. Thus, in
1973, the average wage below $2.90 would be about $2.40.
Thus, if all wages were raised to $2.90, the average in-
crease would be about $.50, or 20% of fl.:2.40. If the elasti-
city of demand is again assumed to be about one, this should
reduce the number of jobs by about 20°1. Since there were
20 million jobs below $2.50 in 1970, or $2.90 in 1973, there
would be a loss of about 4 million jobs.
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heads should be closer to the lower bound of two million than to

the upper bound of ten million. The burden of heads on the guar-

antee will be about a million larger, because of the unemployed.

Thus, a rough estimate is that the burden on the guarantee will

be, very roughly, about four million. Packer estimates, by a

different technique, that about three million full-time jobs,

and at least another one million part-time jobs will be needed.

In either case, it is clear that the burden on the guarantee of

a $2.90 guarantee in 1973 would be very large.

The burden could be reduced towards the lower bound of two

million if the minimum wage were raised to $2.90. Packer advo-

cates a low minimum wage policy, however. He explains that the

minimum wage has been set relatively high to protect heads. If

they are protected by the guarantee, then a low minimum wage can

increase employment for teenagers and second earners without har-

ming heads.

The less the burden on the guarantee, the greater will be

the impact on wages and prices. Less heads will leave their jobs

for the guarantee if employers try to retain them by raising wages.

In Part II, a high minimum wage strategy was proposed, with a

wage of $2.40 an hour for 1973. A wage of $2.90 an hour would

have a significantly greater impact on the wage structure, and

prices.

While the choice of a $2.50 guarantee level for 1970, and

therefore, of a $2.90 level in 1973 raises serious problems,

more fundamental questions relating to the design itself must

be asked. In his proposal, Packer completely ignores the prob-

lems of maintenance of effort and substitution among employees.

Yet these problems would be far greater in his program than in

the less ambitious CWEP and even WHET' programs. Clearly, the

local, state, and federal agencies that support the guarantee

would begin to hire many of their employees through the local

Employment Service, rather than directly, in order to have them

completely subsidized. This would greatly raise the cost of the

program to the Federal government.

The main obstacle to this process would be a restriction on
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the wage paid by the public agency. If the wage paid must be

roughly $2.90, and cannot be supplemented by the public agency,

then most public employee jobs will be ineligible. While this

will limit substitution, it will completely undermine the capa-

city of the public agencies to provide useful jobs, since regu-

lar jobs in public agencies of course pay varying wage rates.

Unless the principle of equal pay for equal work were violated,

the number of jobs available would be limited. If this principle

were violated, then public agencies would have a strong incen-

tive to bring persons in at the $2.90 wage (free to them) to re-

place regular employees. Employee resistance, with or without

unions, would be severe.

Thus, Packer does not explain how a set wage can be inte-

grated into the structure of the public agencies that must sup-

port the guarantee. If $2.90 is simply a floor that can be

supplemented by the public agencies, then persons making more

than $2.90 may quit their jobs and apply for the guarantee, in

the hope of receiving a still higher paying job. Unless the

$2.90 wage is a ceiling as well as a floor, the influx probl m

will escalate. If the wage is rigid, however, then the capacity

of public agencies to provide jobs will be greatly limited.

It will instructive to see how these problems are handled

under the high minimum wage-Employment Incentive Program approach

to the guarantee. The minimum wage is set for virtually all em-

ployers. Then the EIP subsidy rate is raised until the regular

employers create enough nonsupervisory jobs to accommodate most

heads of households seeking work. Since these employers must

pay the minimum wage, that wage is achieved for most heads of

households. Finally, the inevitable residual, who cannot find a

regular job because the EIP subsidy rate has only been approxi-

mately correct, is cushioned with transitional jobs in special

projects. For this group, the wage w411 be below the minimum wage

as long as they hold their transitional job.

Under this approach, there is no problem of integrating the

subsidized job and its wage into the regular job and wage structure

of the employer. All nonsupervisory jobs count towards subsidy,
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regardless of the wage the:' nay. The floor is achieved by the

minimum wage, not by the guarantee. As discussed at length in

Part II, EIP embodies a new approach to the maintenance of ef-

fort problem, utilizing an objective maintenance of effort norm.

While important practical problems must be overcome in the construc-

tion of this index, it is the only way to prevent this problem

from undermining any subsidy program. EIP eliminates the prob-

lem of substitution of subsidized for unsubsidized employees by

divorcing subsidy from particular persons, as explained earlier.

The high minimum wage-EIP staategy can achieve a relatively

high wage for most heads. Those who cannot be placed immediately,

however, cannot be guaranteed a job at a relatively high wage,

or the influx problem would become severe. While Packer's pro-

posal is therefore more ambitious, it is seriously vulnerable

to the fundamental problems of maintenance of effort; substitu-

tion among employees; integration of the subsidized employees

into the job and wage structure of the public agencies; the lim-

ited capacities of the public agencies to provide jobs under the

rigid wage constraint. Less fundamentally, the magnitude of the

wage he proposes will produce an influx into the public sector

that is large enough to be economically inefficient; at least

an important fraction of those who shift from private to public

sector would probably have been more productive had they stayed

in the private sector. The size of the influx will also create

capacity problems for the public agencies, even if there were no

rigid wage constraints. And the upward pressure on ;he wage

structure and prices is bound to be significant.

E. A SPECIAL PROJECTS APPROACH

Under this approach, primary reliance for providing jobs

to support tie guarantee would not be placed on regular employers.

Even restricted jobs - such as those created by CWEP - supervised

by regular employers would not be utilized. Instead, new organi-

zations, and ad hoc projects would be subsidized. The argument

behind this approach is that there are useful jobs in the com-



munity that need to be done, and there are often community or-

ganizations, or ad hoc groups of individuals willing to do them,

if only funds were provided.

Special projects run by private organizations may prove use-

ful in performing the limited, last resort role. It would be a

serious mistake, however, to rely on such projects to carry the

main burden of the guarantee. In this context, it is essential

to stress once again why it was argued that the vast majority

of jobs needed to implement the guarantee should be induced in

regular employers by the Employment Incentive Program, and that

the special projects saould have thc limited role of handling

the residual during a transitional period until they can be placed

in a regular job. First, almost all recipients prefer to be inte-

gr ted into the mainstream of economic activity, rather than be

isolated in special projects. A job with a regular employer, pri-

vate or public, in general offers more security, and opportunities

for advancement. The recipient will usually regard the job as

more genuine, and his morale will usually be higher. This is

particularly true under EIP, in which subsidy is not attached to

any particular person, thereby preventing stigma.

Second, regular employment. will in general be more pro-

ductive, and therefore be preferred on the grounds of economic

efficiency. Regular production, in the private cr public sector,

is in general being perfcrmed, and is "regular," because the out-

put has sufficient value to consumers or taxpayers that they are

willing to pay more than its cost to obtain such output. While

special projects may be useful, they will in general not be as

productive - this is why they weren't being performed by regular

producers in the first place. This principle will have excep-

tions, but given the large number of jobs that must be provided,

there can be iiLLle question that it will be more economically

efficient to rely on regular producers than on special projects.

Third, administrative efficiency points to relying on regu-

lar employers. This is especially true with EIP, where the tech-

nique is to create incentives for employers, but to minimize di-

rect interference, and monitoring. All of the production deci-
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sions can of course be left to the regular producer, greatly

simplifying adminstration. Special projects, in contrast, re-

quire more monitoring, and supervision. This is particularly

true if an effort will be made to meet the special needs and prob-

lems of each ad hoc group. While such special attention is some-

times put forward as a desirable feature, reflecting sensitivity

and lack of impersonality, such an approach will be impossible to

administer on a scale large enough to truly support the guaran-

tee.



Chapter 5

THE SCOPE, COSTS, AND BENEFITS OF THE GUARANTEE

It should be stressed that only very lough estimates will

be given in this section. It will at first be assumed that the

national unemployment rate, in the absence of the Employment In-

centive Program and the guarantee, would be held to 4.5% by

standard fiscal and monetary policy, and by the counter-cyclical

Anti-Recession Program, described in Part I. It is further as-

sumed that unemployment is distributed fairly evenly through-

out the country. Later, the impact of recession, and geographical

unemployment - often ignored in guarantee proposals - will be

considered.

A. THE GUARANTEE IMPOSED ON AN INITIAL NATIONAL UNEMPLOYMENT

RATE OF 4.5%

When the national unemployment rate is 4.5%, the number of

heads of households who are unemployed is a little over one

million, cut of a total number unemployed just under four million.

Through the Employment Incentive Program, it would not be desirable

or feasible to try to provide one million additional Jobs for

heads. There will always be frictional unemployment, as persons

switch jobs. Some unemployment due to seasonal fluctuations is

inevitable, though need not be as high as it currentlyis. Some

unemployment is caused by persons entering the lshor force. R.A.

Gordon gives the following estimate:

How high is total frictional (including sea-
sonal) unemployemnt in the United States today?
The estimates available range from about 3
percent down to a little over 2 percent. The
3 percent figure includes some unemployment
that I should call structural, resulting from

above-average rates of turnover and/or longer-
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than-average search time among such groups as
teenagers, young adults, blacks, and the un-

skilled generally.1

If roughly half of household head unemployment is regarded

as an irreducible, frictional minimum, then to provide most of

the jobs needed to support the guarantee, EIP should try to in-

duce about a half million more jobs for heads of households.

An essential feature of EIP, however, is that employers are sub-

sidized to increase employment, without attaching subsidy to any

particular persons. Thus, to provide a half million jobs for

heads of households would require, very roughly, a million addi-

tional jobs. (Although heads are only about one-third f the

unemployed, they are in general more attractive to employers and

should get more than their share of any additional jobs). In

Part II, it was estimated that it would cost EIP roughly $4

billion to provide one million additional jobs, if EIP applied

to both private and public employers.

One million additional jobs would reduce the national unem-

ployment rate by about 25%, from the initial 4.5% to about 3.5%.

It must be stressed that this would be achieved by an important

structural change in the economy - the reduction of money wages

paid by employers relative to prices. Most economists believe

that if the money wages paid employers are reduced, that a lower

level of unemployment can be achieved for ' given rate of infla-

tion. Indeed, this is the classical prescription for reducing

unemployment. The classical solution is considered impractical

because money wages are "sticky downwards." Yet a reduction of

money wages to employers (without reducing the wages received

by employees) could be achieved by a subsidy such as EIP. This

contrasts with an attempt to reach 3.5% without reducing the money

wages paid by employers, as occurred in 1969. Such an attempt

caused serious upward pressure on prices.

1. Gordon [14], p. 26.
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If the guarantee is envisioned as part of a high minimum

wage strategy, described in Part II, then it will be implemented

in the context of an almost universal minimum wage of, say, $2.40

an hour in 1973. In Part II, it was estimaLA that, in order to

hold employment constant with a minimum wage of $2.40, the Em-

ployment Incentive Program would have to induce roughly two mil-

lion jobs, at a cost of $8 billion. Since the guarantee requires

an additional one million jobs, at a cost of $4 billion, the Em-

ployment Incentive Program must induce a total of three million

jobs, at a cost of roughly $12 billion.

While most of the cost will be incurred by the Employment

Incentive Program, the last resort function will also require

expenditure. A rough estimate can be derived as follows. The

total number of persons who experience unemployment at some point

during a year is about three or four times as large as the stock

of unemployment at any point in time If there are a half mil-

lion heads unemployed at any point in time, about two million will

pass through unemployment during the year. We need to estimate

the cost of providing short-term employment and placement assis-

tance to these two million heads.

In 1970, roughly $300 million was spent by all the state

Employment Services for placement; 3
about 15 million applicants

were accepted, and two million, placed.
4

The cost per person

placed was about $150. Assume that it takes about a month to

place each head (The average length of a spell of unemployment

in 1969 was estimated to be about five weeks, even without spe-

cial placement assistance, for all the unemployed, not just the

2. U.S. Department of Labor, Bureau of Labor Statistics [42'11
August 1972.

3. Ruttenberg and Gutchess [34], Table 1, p. 15.

4. U.S. Manpower Administration [491, 1973, Table F-10, p. 236.
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more attractive heads of households.) The national unemployment

was well below the initial 4.5% level in 1969; but EIP should

also lower the unemployment rate well below the initial 4.5% level.)

If the person worked in a special project for a month, at $2.00

an hour, his wage cost would be about $300. Assume non-labor pro-

ject costs double this figure to $600 per person. Then the cost per

person (placement plus project costs) would be about $750. For two

million heads, this yields an annual cost of about $1.5 billion.

Thus, a very rough estimate of the gross cost of the guar-

antee, combined with a high minimum wage strategy that would have

provided a $2.40 wage floor in 1973, would be $13 billion.

About $12 billion would be spent on the Employment Incentive

Program, and $1 billion on placement and last resort transitional

employment. In Part II, the cost of EIP in the high minimum wage

strategy was $8 billion. It should be stressed that the guaran-

tee adds roughly $5 billion to this $8 billion. The $13 million

figure includes the cost of the high minimum wage strategy. If

the guarantee were attempted without a high minimum wage, the

estimate of its gross cost would be $5 billion.

It should also be emphasized that the net cost of the

guarantee should be significantly less than the gross cost. The

guarantee will reduce the costs of unemployment compensation, and

public assistance. Furthermore, those who get regular jobs will

of course pay taxes. In Pa'rt I, it was estimated that the net

cost of the counter-cyclical Anti-Recession Program was only one-

third of its gross cost. While an estimate of the net cost of

the guarantee will not be given, it is likely that the net cost

will not be more than half of the gross cost. Thus, the net

cost of the guarantee combined with lie high minimum wage strate-

gy should not exceed $7 billion. The net cost of the guarantee

without the high minimum wage should not exceed $3 billion.

5. Kaitz [19].
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B. THE IMPACT OF RECESSION AND GEOGRAPHICAL UNEMPLOYMENT

Most proposals for a guaranteed job opportunity ignore the

impact of recession and geographical unemployment. Yet the

moment these are recognized, the difficulty of achieving an ef-

fective guarantee should become apparent. Unless the guarantee

is accompanied by methods of controlling both of these, the pro-

poFt1 goes forth in an unrealistic vacuum.

Consider the difficulty of trying to guarantee a job oppor-

tunity if the national unemployment rate, without the guarantee,

would be 6.0%, instead of 4.5%. Between March 1970, when the na-

tional unemployment rate was 4.4%, and March 1971, when the rate

was 6.0%, the number of unemployed household heads rose from

972,000 to 1,350,000.
6

Thus, an additional 400,000 jobs for heads

would have to be provided. Since heads will get only roughly

half of all EIP-induced jobs, about one million additional EIP

jobs will be required. This will cost an additional $4 billion.

Thus, the burden on the Employment Incentive Program would be 30%

greater.

This required 30% increase in jobs created, however, is nc..,

the most serious consequence of recession for the guarantee. In

Part I, data were presented showing the speed with which unem-

ployment usually rises in a downswing. The trough is usually

reached within a period of one year. The Employment Incentive

Program is not designed for rapid counter-cyclical response.

The EIP subsidy rates must be set so that the long run response

of private and public producers will be to shift their factor

proportions in favor of nonsupervisory labor. Such shifts can-

not be expected to occur significantly in the short run.

It follows that the Employment Incentive Program will not

be able to respond effectively to the 30% increase in jobs needed.

6. U.S. Manpower Administration [49], 1973, Table B-3, p. 167.
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The burden, therefore, will be shifted to the special projects

that provide last resort employment. As stressed earlier, these

projects cannot displace output of regular public and private

producers. Given this severe constraint, they are likely to be

less productive. This would be especially true if they had to

absorb a sudden large influx of persons because of a rapid rise

in unemployment.

Clearly, the result would be widespread make-work. The

special projects would simply not be able to provide even moder-

ately productive jobs for so many more persons. This does not

mean that the guarantee must be formally suspended in recession.

It does mean, however, that the job opportunity provided would

often be very unproductive. If the recession is allowed to occur,

it would be better to keep the guarantee, in spite of the reality

of make-work. The guarantee, like unemployment compensation, would

play an important role as an automatic stabilizer. It would be-

come as much a transfer program, as a job creation program, how-

ever. It would be better than doing nothing.

Nothing, however, is not the only alternative. In Part I,

a more effective way to counter recession was described and ana-

lyzed. ft was shown that the proposed Anti-Recession Program

should be able to keep the national unemployment from rising sig-

nificantly above a trigger level of between 4.5% and 5.0%. Clear-

ly, ARP is a much more economically efficient way to treat reces-

sion than the guarantee. Under ARP, jobs are provided by both

regular public and private producers. The public jobs are fin-

anced by direct grants from the Federal government to state and

local governments. Through the multiplier, private employers are

able to create additional jobs. These jobs are as productive as

regular jobs in the economy, for the simple reason that they are

regular jobs. This approach is therefore much more efficient

than low productivity jobs in special projects. Even the latter -

and, therefore, certainly ARP - is more efficient than the unem-

ployment of recession.

Geographical unemployment also increases the burden on the

guarantee. Areas with chronic, long-term unemployment will have
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to create a large number of jobs, relative to their total employ-

ment, to implement the guarantee. If the high unemployment is

long-term, then the 1.hployment Incentive Program can set its sub-

sidy rate at a high level, to absorb most of the burden. EIP

makes nonsupervisory labor cheaper to employers, a desirable ef-

fect in such areas. Thus, while the burdEl on EIP will be larger

than usual, there is no reason why a larger than usual burden

should fall on the special projects as would occur during cyclical

fluctuations.

It would be more economically efficient, however, to utilize

other methods to reduce unemployment in such areas, rather than

relying primarily on EIP. At the beginning of Part III, the dis-

tinction between the factor proportions problem and the Keynesian

problem was discussed. EIP is an efficient approach to the factor

proportions problem; since there is excess supply of low-skilled

labor, but shortages of other factors, what is needed is a shift

in factor proportions. Under the Keynesian situation, all impor-

tant factors are in excess supply; what is needed is an increase

in demand.

Economically depressed areas need an increase in demand,

as well as a shift in factor proportions. What is needed is a

strategy of economic development, and stimulating demand for the

region's output. This is of course a difficult problem, and can-

not be pursued here. The point is that other methods for stimu-

lating demand - direct grants to local governments for develop-

ment projects, tax incentives to business for investment, and so

on - should be the basic strategy, rather than primary reliance

on EIP.

C. CAN THE GUARANTEE BE IMPLEMENTED WITHOUT EIP?

It has been argued throughout that primary reliance on regu-

lar producers, private and public, to provide most of the'jobs

is essential for an effective guarantee. Subsidy is required to

induce these producers to create as many jobs as will be needed.

In Part II, it was argued that the Employment Incentive Program

is better designed than other types of subsidy programs to ac-
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complish this. If the analysis in Part 1I is accepted, then EIP

is the best method of including regular producers.

In Part II, huwever, it was stressed that the Employment

Incentive Program must be proposed with rese.vations. Its feasi-

bility depends on the ability to devise a w)rkable maintenance of

effort index. Unless such an index can be developed, any attempt

to induce regular employers to employ more persons than they other-

wise would relative to other inputs, will not succeed. Further

research is needed before the feasibility of such an index can be

appraised. Since EIP cannot yet be judged feasible, it becomes im-

portant to know whether the guarantee can be implemented without

it.

The question can therefore he re-phrased: Can the guarantee

be effectively implemented without relying on regular producers,

through EIP, to create productive jobs? The answer is that a

guarantee can formally be offered, but it will be highly inef-

ficient, and make-work will be widespread. Special projects,

that operate under the severe constra.' hat they must not under-

mine regular p'oducers and their employ,.. can offer transition-

al work that is better than unemployment - not much more. In

this limited role, they can perform a vital function.

If special projects are expected to bear the entire burden

of the guarantee, then the productivity of projects will be even

lower than usual, since diminishing returns, given this constraint,

must be expected. The result will be the same if persons are

placed with regular public employers, but under severe restric-

tions. This is the case in California's CWEP program. While it

is administratively more convenient to place persons in regular

public agencies, the restrictions prevent them from doing regular

jobs. They are engaged in special, low productivity projects,

though supervised by regular employers.

Even so, the guarantee without EIP is better than no guaran-

tee. Whatever production is obtained is better than no output

and unemployment, especially including the disutility to most

household heads of the "leisure" of unemployment.



D. THE BENEFITS OF THE GUARANTEE

Even a guarantee without EIP will be more economically ef-

ficient than no guarantee, unless it is assumed that the leisure

or unemployed household heads has significant positive value -

an assumption rejected here. The xuarantee will increase total

national output by getting some output from persons who would have

contributed nothing had they been unemployed.

A guarantee in which the main burden is assumed by regular

producers - induced by subsidy via EIP - will be economically

highly efficient.

As stated in the introduction, any guarantee will enable

society to distinguish between heads who are genuinely willing

to work, and those who are not; in contrast to the inability of

the current welfare system to effectively do so. By assuring

the public that able-bodied persons must work to teceive income,

and are ineligible for welfare, it may be possible to achieve

higher welfare benefits for those who are unable to work.

An effective, productive guarantee, however, with primary

reliance on regular producers, can be achieved only if a workabLe

maintenance of effort index can be developed for the Employment

Incentive Program, and if an Anti-Recession Program is enacted

to control recession. If both of these are done, then the guar-

antee of a job opportunity - a long-time social goal - will become

feasible.
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