
Chapter 4

Price Behavior in a Free and
Growing Economy

T H E OBJECTIVES

PRICE BEHAVIOR embraces both changes in the over-all level of
prices throughout the economy and changes in price structure—the

relation of particular prices to each other. Changes in either the level
or the structure of prices have far-reaching influences which can affect for
better or worse the performance of a free economy. Both aspects of price
behavior are closely related to major problems which confront the U.S.
economy today.

Our success in solving the international payments problem (discussed
in the previous chapter) will depend to a major extent on our ability to
avoid inflation. To recognize this compelling reason for price stability
is not to say that stable prices are desirable only for their contribution to
the achievement of equilibrium in our balance of payments. Even creep-
ing inflation has effects on the distribution of income which are always
capricious and often cruel, and it may generate perverse changes in the
structure of prices. Galloping inflation is profoundly disruptive of eco-
nomic efficiency and growth. But to these persisting arguments for avoid-
ing inflation is now added the pressing and immediate need to strengthen
the competitiveness of U.S. industry in world markets.

International competitiveness is affected by many considerations, in-
cluding quality, variety, service, credit facilities, and promptness in delivery.
But after full weight is given to these considerations, price remains at the
heart of the matter. The effect of price developments on our international
competitive position will not, of course, be determined by the behavior of
U.S. prices alone; what counts is the change in the ratio of U.S. prices to
the prices of those countries with which we compete in world markets.
There is independent reason to expect in the next few years a moderate
upward price trend in some competitive countries, but a decline in the ratio
of our prices to theirs is obviously more likely if our own prices remain stable
than if they rise.

Large potential gains in national economic welfare are at stake in the
course of price developments over the next year or two. Stable prices—
together with the many other measures to strengthen our payments position
discussed in Chapter 3—will move us toward equilibrium in our inter-
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national payments. This, in turn, will remove a possible impediment to
the vigorous pursuit of full employment.

It is always possible to strengthen the balance of payments, at least for
a time, by weakening the economy. Checking and reversing the economic
expansion would reduce our demand for imports by reducing our demand
for all goods and services. Raising interest rates sharply would probably
attract some foreign capital to the United States, but it would raise the cost
and reduce the volume of domestic expenditures for new business plant and
equipment and residential construction. This road to balance of payments
equilibrium endangers the interests of the whole Nation and specifically the
interests both of labor and of business; for the former it increases unemploy-
ment, while for the latter it lowers profits. Both groups stand to gain
from price level stability, which lays the foundation for the harmonious
coexistence of balance of payments equilibrium with full employment and
rapid economic growth.

Price level stability does not, of course, require stability of all prices.
On the contrary, the structure of relative prices constitutes the central
nervous system of a decentralized economy. Changing relative prices
are the signals and stimuli which foster the efficiency and guide the growth
of such an economy.

Changing relative prices serve to ration scarce goods and services. They
encourage consumers and business firms to economize on the use of things
which have grown scarcer, and to use more freely those things which have
become more abundant. They attract resources into the production of those
things for which demand has increased, and encourage the outflow of
resources from the production of things for which demand has declined.
They provide generous rewards to innovators, and then assure that the
benefits arising from innovation are widely diffused throughout the economy.
They direct economic activity into the most productive channels. A
smoothly functioning price system, while it cannot solve all of the resource-
use problems of our economy, is nevertheless an indispensable agent for
reconciling decentralized private decision-making with national economic
objectives.

In the context of current economic policy goals, flexible relative prices
play an important role in encouraging maximum production and shaping
the pattern of growth. As the economy approaches full utilization of
productive resources, premature and stubborn bottlenecks may arise in
some sectors while labor and capital are underutilized elsewhere. This
danger is lessened if productive resources are sufficiently mobile to shift
promptly into the sectors of the economy which are coming under pressure.
Flexible price and wage relationships are not in themselves sufficient to
assure that capital and labor will flow from relatively declining to rela-
tively expanding sectors. But flexible price and wage relationships can
smooth the process, both by signaling the directions in which resource
movements should occur, and by providing incentives to encourage such
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shifts. Prices must fall as well as rise, however, if changing relative prices
are to play their role in guiding resource movements without forcing a steady
rise in the over-all level of prices.

T H E PRESENT SITUATION

Price Developments in Perspective

The frequent characterization of the postwar period as generally "in-
flationary" obscures two important facts. First, increases in wholesale
prices were concentrated in three periods: 1946-48, 1950, and 1955-57.
In the other 9 of the 16 postwar years taken together, the net movement
of wholesale prices was downward. Second, since the middle of 1958, the
wholesale price level in the United States has been stable, and there are
signs that the inflationary impulses set off by the second World War and
reinforced by the Korean conflict have been weakening.

War-induced inflation. By far the strongest burst of inflation occurred
immediately after the end of the war, and for obvious reasons. The stock
of consumers' and producers' durable goods had been depleted during the
long years of depression and war. Private debt had been reduced, and the
heavy reliance on public debt financing of the war had provided households
and firms with large supplies of liquid assets.

The result was a demand for consumer goods and plant and equipment
which far exceeded the capacity of the economy to produce them. Al-
though the Federal Government ran a substantial cash surplus in the
1946-48 period, which had the effect of reducing total demand for goods
and services, aggregate demand nevertheless outran supply until late in
1948. From the end of the war through September 1948, the consumer
price index rose by 35.2 percent, and the wholesale price index by 54.4
percent. In the recession which followed, both consumer and wholesale
prices fell, the former by 1.9 percent between November 1948 and October
1949, the latter by 6.5 percent.

A new burst of excess-demand inflation was set off by the Korean hostil-
ities. Between June 1950 and February 1951, consumer prices rose by 8.0
percent and wholesale prices by 16.3 percent, as consumers and businesses,
remembering the shortages of 1942-45, scrambled to build up stocks of
goods.

These two inflationary episodes account for 70 percent of the increase
in the level of consumer prices since the second World War, and more than
account for the increase in the wholesale price level. Costs rose steeply
in these periods, but the major force pulling prices upward was clearly
pressure of excessive demand for a wide range of products.

Post-Korean price stability. The scare-buying of late 1950 and early
1951 drove prices to a level from which a mild reaction set in. From mid-
1951 to mid-1955, except for construction costs and the index of services to
consumers, most price indexes remained stable or fell. Consumer prices for
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food and other commodities, as well as wholesale price indexes of farm and
nonfarm commodities, were lower in mid-1955 than they had been in mid-
1951, despite the fact that large parts of the economy had operated at near
capacity levels from the fall of 1952 to the fall of 1953.

Construction costs failed to stabilize in the post-Korean period; while the
average of wholesale prices fell by 5.7 percent between February 1951
and May 1955, the Department of Commerce index of construction costs
rose by 8.8 percent.

Another exception to this record of stability—consumer services—is highly
important. Services have a weight of about one-third in the consumer
price index. Prices of services, taken as a group, have risen in every year
since the war, and have accounted for much of the rise in the consumer
price index.

Because of the heterogeneous character of the services category, no single
explanation can account for the behavior of the services index. Some
tentative observations may be made, however, about the forces influencing
the prices of particular services. Residential occupancy costs, with a weight
of about 42 percent within the services category, include rents, mortgage
payments and interest, real estate taxes, and property insurance. Rents and
home prices tend to be influenced in the short run by the vacancy rate, and
in the long run by changes in construction costs, interest rates, and property
taxes. Movements in all these components tended to push the index upward
in the postwar period. In addition, the retention of rent controls
in some important areas well into the postwar period tended to delay
the adjustment of rents to market forces. Medical care service
prices, with a weight of about 14 percent, have been rising steeply.
This is a sector, however, in which there has probably been a
substantial improvement in the quality of services. If it were possible to
take account of quality changes in the index, the rate of increase would have
been less. Regulated utility services (telephone, gas, electricity, and water),
with a combined weight of about 10 percent, are subject to substantial price
lags. Depreciation costs recognized for rate-making purposes have tended
to rise as the share of low-priced prewar capital goods in the rate base has
diminished and the share of higher-priced postwar goods has increased.
Public transportation services (transit fares and railroad fares), with a com-
bined weight of about 4 percent, may have been influenced to a limited ex-
tent by the same forces mentioned in connection with regulated utility serv-
ices, and to a further extent by the effects of declining demand on unit cost
in industries where overhead costs are high. Personal care services (men's
haircuts and certain beauty parlor services), with a weight of about 3 percent,
are services not readily susceptible to improvements in labor productivity,
though wages in this sector tend to move up in step with economy-wide
trends.

Inflation, 1955-58. The relative price stability which began in 1951
gave way in 1955 to renewed inflationary pressure which persisted into early
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1958. Although prices rose far less sharply than in 1946-48 or 1950-51,
consumer prices rose by 8.0 percent from May 1955 to March 1958, and
wholesale prices increased by 8.9 percent.

In contrast to the two earlier inflationary bursts, there is still considerable
uncertainty as to the causes of rising prices during this period. A simple
explanation running in terms of over-all excess demand is not satisfactory.
If aggregate excess demand prevailed at all, it existed only briefly toward the
end of 1955. After the end of 1955, capacity utilization slackened as invest-
ment created capacity more rapidly than final demands were increasing.
Employment of production workers in manufacturing began to decline in the
latter half of 1956 and was lower in 1957 than in 1955. The average work-
week in manufacturing declined over this period—from 40.7 hours in 1955
to 40.4 in 1956 to 39.8 in 1957. Unemployment as a percent of the civilian
labor force, seasonally adjusted, dipped below 4.0 percent in only three
months during the entire period.

Any explanation of the 1955-58 price experience must give special weight
to the fact that the 1955-57 boom was concentrated in durable manu-
factured goods. Demand strained production capacity in the machinery
and equipment industries. Except for the third quarter of 1956, in which
a strike occurred, the iron and steel industry operated at a rate above 90
percent of capacity from the second quarter of 1955 through the first quarter
of 1957. Automobile production set an all-time record in 1955.

In this sector of the economy, prices and wages rose sharply. More than
three-fourths of the 1955-58 rise in the index of wholesale industrial prices
was directly attributable to price increases in metals and metal products and
machinery and motive products (including motor vehicles). Substantial
employment cost increases were negotiated in the automobile settlement of
1955 and the steel settlement of 1956. Both were three-year agreements,
with the result that large wage commitments made in a boom environment
became effective as the economy was slowing down. Price and wage be-
havior in this sector initiated impulses which spread to other parts of the
economy, both via increases in materials and equipment cost and via imita-
tive influences in wage settlements.

Elements of major importance in the 1955-58 episode were thus the ex-
istence of relatively high demand, principally in one sector of the economy;
the use of market power by management to maintain profit margins despite
rising costs; the exercise of market power by labor unions in an effort to
capture a substantial share of rising profits for their membership; and the
transmission of these developments to other sectors of the economy.

One of the striking and significant aspects of the 1955-58 inflation was
the leading part played by industries which are important exporters.
Metals, machinery, and transport equipment make up about two-thirds of
U.S. exports of manufactures. What in this context is more important,
these U.S. prices rose faster than the prices for similar goods in foreign
countries. To take but one example, between 1956 and 1958 U.S. steel
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prices rose nearly 20 percent more than the average price rise in five other
major steel exporting countries.

During this period the United States experienced a noteworthy decline
in its share of world exports of manufactures—from 30 percent in 1956 to
27J/2 percent in 1958. The decline was even sharper for some product
groups; the U.S. share of world exports of iron and steel products, for ex-
ample, declined from 19 percent to 14 percent. The relative increase in
U.S. prices probably contributed—along with the rapid postwar growth in
capacity and output abroad—to the drop in American export shares.

Price behavior since 1958. Since mid-1958, there has been stability on
the average in the prices of commodities at wholesale and retail, with a
continuing upward trend in consumer service prices. This record of relative
price stability is in part the result of widespread excess capacity in the last
few years, but it may also reflect a weakening of lagged price responses to the
sharply inflationary episodes of 1946-48 and 1950-51.

An important element in the cessation of inflationary pressure has been
the stability shown in the prices of metals and machinery. The index
of metal and metal products, which rose by 17 percent from the beginning of
1955 to the end of 1956, and drifted irregularly upward through late 1959,
has since remained below its 1959 high. The index of machinery and
motive products, which rose by 22 percent from January 1955 to September
1959, has also been stable since then. Steel prices were raised once a year
in the period 1952-58, for a total increase of 50 percent, but have not been
raised since 1958.

Movements in construction costs are in sharp contrast to this pattern
of price stability. After increasing against the general price trend over
1951-55, they rose 10.5 percent from May 1955 through March 1958—
an increase significantly greater than the 8.9 percent rise in the wholesale
price level over the same period. From March 1958 through December
1961, the increase was 5.8 percent.

As Chart 13 shows, a period of stability in the wholesale price index
tends to be a period of slow rise in the consumer price index and in the
implicit price index for GNP. The reason for the divergent behavior of
consumer prices is primarily the service component already discussed; the
price index for GNP rises because of the methods of measurement used for
the government sector (in which no allowance is made for productivity
increase), and for plant and equipment spending (where only partial allow-
ance is made for quality change).

The chart also calls attention to an important difference between price
behavior in the 1961 recovery and in the recovery of 1958. In 1958, sta-
bility in the wholesale price index resulted from a significant reduc-
tion in the prices of farm products and processed foods, balanced by a rise
in industrial prices. In the first 10 months of recovery in 1958-59, the
index for industrial commodities rose by 1.8 percent. By contrast, in 1961,
the index of industrial prices fell by 0.3 percent between February and
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CHART 13
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December, reinforcing rather than offsetting a fall of 1.9 percent in farm
and food prices. In all of the previous postwar recoveries, by contrast,
the index of wholesale industrial prices rose over the first 10 months of
recovery.

From the recession's turning point in February, through November, con-
sumer prices rose by 0.6 percent. While this was a greater increase than the
0.2 percent by which the index rose in the first 9 months of recovery from
the 1958 trough, the difference in performance is attributable to move-
ments in the retail food index, which fell more sharply after the 1958
upturn than in 1961. The behavior of other major components was sim-
ilar in the two recoveries, except for rents, which rose slightly more in 1958
than they did in 1961.

More than three-fourths of the rise in consumer prices during 1961 was
attributable to higher service prices, particularly advances for health insur-
ance and other health services, movie admissions, rent, and public trans-
portation. Moderating the rise in the service price index were lower
average mortgage interest rates and stable average prices for utilities.

Wage and Cost Developments in Perspective

Wages and salaries are at the same time the principal cost to employers,
the main source of income to employees, and the major source of demand
to the economy as a whole.

If living standards are to rise over time, real wages must increase. Sta-
bility in the general price level means, therefore, that average money wage
rates should follow a generally rising path. As output per man-hour in-
creases, rising money wage rates can be absorbed into stable labor costs
per unit of output. So long as unit labor costs do not increase, rising wages
are fully compatible with stability in the price level.

Whatever its cause, a rising price level is characteristically accompanied
by a rate of wage increase in excess of the rate of increase in output per
man-hour. It is quite true, of course, that when employment costs per
man-hour rise more rapidly than output per man-hour, prices sooner or
later will increase. But it is equally true that, when prices are pulled up
by excess demand, competition for labor will tend to raise employment
costs per man-hour faster than output per man-hour increases. Thus wage
increases will tend to outstrip productivity increases both when the infla-
tionary pressures arise from cost and when they arise from demand. The
mere coexistence of rising prices and wages rising faster than productivity
tells nothing about causation.

Postwar wage changes. While wages rose throughout the postwar period,
they rose more rapidly in the first part of the period than in more recent
years. The primary cause of the most rapid increases lies in the excess
demand which was the legacy of the second World War and which arose
again during the Korean mobilization. Hourly compensation in manufac-
turing increased at an average rate of nearly 7 percent a year between 1947
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and 1953; the rate of increase fell to 5 percent between 1953 and 1957, and
to less than 4 percent between 1957 and 1961 (Table 20). The period
1947-53, of course, included most of the two war-induced inflationary
booms.

T A B L E 20.—Changes in compensation and productivity in all private nonagricultural industries
and in manufacturing industries, 7947 to 7967

Item

Percentage change per year

1947
to

19611

5.1
2.5

5.5
2.9

4.7

4.7

1947
to
1953

6.2
2.7

6.8
3.2

6.1

5.9

1953
to
1957

4.6
2.3

5.0
1.8

4.2

4.2

1957
to

19611

4.0
2.5

3.9
3.7

3.1

3.4

Private nonagricultural industries, all employees:

Average hourly compensation 2
Output per man-hour..

Manufacturing industries, all employees:

Average hourly compensation 2..
Output per man-hour

Manufacturing industries, production workers:

Average gross hourly earnings
Average hourly earnings adjusted to exclude overtime and inter-

industry shifts

1 Preliminary.
2 Wages and salaries of all employees and supplements to wages and salaries such as employer contribu-

tions for social insurance, for private pension, health, and welfare funds, for injuries, for pay of the military
reserve, etc.

Sources: Department of Commerce and Department of Labor.

In the post-Korean years—a period which included three of the four
postwar recessions—over-all demand conditions played a less decisive role
in wage behavior. The movement of wages during this period reflected in
part the power exercised in labor markets by strong unions and the power
possessed by large companies to pass on higher wage costs in higher prices.
Although the high demand of the 1955-57 period was concentrated in the
area of durable manufactures, wages also rose by substantial increments in
some less prosperous but highly organized industries.

The post-Korean years were marked by the coincidence of relatively large
wage increases with declines in industry employment. Table 21 illustrates
these developments as they are reflected in changes in average hourly earn-
ings and the number of production workers for selected industries. Earn-
ings in textiles and apparel, typically lower than the average for all
manufacturing industries, fell further behind during the years 1954-61.
Workers in retail trade received percentage wage increases equal to the
average of those in manufacturing; the initial low wage level and the increase
in employment in retailing suggest that this rise in wages reflects pres-
sure of demand. Construction worker employment increased, and wages
rose more than the average for manufacturing; indeed, over the entire
postwar period, average hourly earnings in construction have risen more
than 100 percent against a rise of 80 percent for production workers in
manufacturing. In manufacturing and mining, unionization was undoubt-
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T A B L E 21.—Changes in average hourly earnings- and employment of production workers in
selected industries, September 1954 to September 1961

Industry

Average hourly
earnings (dollars)

Septem-
ber 1954

Septem-
ber 19611

Employment
(thousands)

Septem-
ber 1954

Septem-
ber 19611

Percentage change,
September 1954 to

September 1961

Average
hourly

earnings

Employ-
ment

Manufacturing 3

Blast furnaces and basic steel products
Motor vehicles and equipment
Flat glass . . .
Fabricated metals

Metal cans

Petroleum refining
Tires and inner tubes.
Textile-mill products
Apparel and related products-

Bituminous coal mining..
Contract construction
Class I railroads
Retail trade5

1.78

2.29
2.24
2.49
1.89
1.98

2.42
2.25
1.35
1.38

2.41
2.40
1.94
1.30

2.33

3.17
2.84
3.16
2.48
2.91

3.21
3.13
1.64
1.65

3.15
3.22
2.69
1.70

12,821

537
479
26

835
55

142
84

955
1,065

201
2,489

* 1,064
5,589

12,407

513
470
25

839
54

108
75

804
1,082

128
2,603

4 723
6,096

31

38
27
27
31
47

33
39
21
20

31
34
39
31

(*)

- 3

- 4
- 2
- 4

i

- 2

- 2 4
-11
-16

2

5
-32

9

1 Includes data for Alaska and Hawaii.
3 Also includes industries not shown separately.
3 Increase of less than 0.5 percent.
* Data relate to all employees.
5 Excludes eating and drinking places.
Note.—Data relate to production workers or nonsupervisory employees, except as noted.

Source: Department of Labor.

edly a factor in the increase in wages during a period of declining employ-
ment; the above-average increase in wages in construction reflects both
unionization and the stimulus of strong demand.

The effect of unionization is also reflected in the contrast between earnings
and employment of salaried workers in manufacturing and those of pro-
duction workers in manufacturing over the period. Although aggregate
salaries in manufacturing have risen twice as rapidly as aggregate wages,
annual disbursements per worker for salaried workers increased at an average
rate of only 3.8 percent a year during the period 1947-61, while disburse-
ments per production worker increased at a rate of 4.9 percent. At the
same time, the number of salaried workers was increasing at a rate of 3.7
percent a year, and the number of production workers declining at a rate
of 0.5 percent.

Recent wage developments. Although wages and fringe benefits have
continued to increase throughout the economy, the rate of increase in
hourly earnings in manufacturing has declined steadily since 1957. The
decline has been not only steady but large; as Table 22 demonstrates, the
rate of increase in adjusted hourly earnings has fallen by one-half since
1955-56. These percentage movements are consistent with recent declines
in median wage increases, measured in cents per hour, under major
collective bargaining contracts. These are shown in Table 23.
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T A B L E 22.*—Changes in average hourly earnings and hourly compensation in manufacturing industries,
1955 to 1961

1955 to 1956
1956 to 1957
1957 to 1958. _
1958 to 1959
1959 to 1960
1960 to 19613

Period

Percentage increase

Adjusted hourly earnings i

Current
prices

5.4
5.1
4.1
3.4
3.3
2.7

Constant
prices 3

3.8
1.7
1.3
2.5
1.8
1.6

Average hourly
sation 2

Current
prices

6.2
6.0
3.9
4.1
4.1
3.4

compen-

Constant
prices3

4.6
2.5
1.1
3.2
2.5
2.3

1 Wages of production workers adjusted to exclude overtime and interindustry shifts.
2 Wages and salaries of all employees and supplements to wages and salaries such as employer contribu-

tions for social insurance, for private pension, health, and welfare funds, for injuries, for pay of the military
reserve, etc.

3 Preliminary.

Sources: Department of Commerce and Department of Labor.

T A B L E 23.—Median hourly wage increases negotiated or effective in major collective
bargaining situations, 1956-61

Year

1956
1957

1958
1959 _ _

I960 _ _ _ __
1961 1

Median hourly wage
increases (cents)

Negotiated
during year

10.7
10.6

8.8
8.8

8.7
7.0

Negotiated
or effective
during year

10.8
12.7

12.6
8.8

9.4
8.0

i Preliminary.

NOTE.—Data are limited to major collective bargaining situations (generally those affecting 1,000 or more
workers) in manufacturing and selected nonmanufacturing industries. The latter exclude construction,
the service trades, finance, and government.

Source: Department of Labor.

Further evidence of this decline in the magnitude of wage increases is
presented in Table 24. This table shows, for 1959-61, an increase in the
number of workers affected by zero or negative wage changes and a decline
in the number of workers receiving large percentage wage increases in
major negotiations. The percentage of employees receiving wage increases
of 3 / 2 percent or more declined from 64 percent in 1959 to 35 percent in
1961.

Smaller percentage increases in hourly wages do not necessarily imply
smaller percentage increases in real wages. In recent years, annual in-
creases in consumer prices have tended to become smaller and thus have
offset, to some extent, lower rates of increase in adjusted hourly earnings
and total hourly compensation in manufacturing.
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TABLE 24.—Employees affected by major collective bargaining negotiations, by wage change, 1959-61

Wage change

Total employees affected

No wage change _
Decrease in wages..
Increase in wages

Under 2H percent
2H and under 3
3 and under 3H
3J^ and over
Not specified or computed _.

1959

Thousands
of em-
ployees

3,343

111
4

3,228

254
198
597

2,144
34

Percent
of total

100

3
(2)

97

8
6

18
64

1

1960

Thousands
of em-
ployees

4,508

191
2

4,314

994
414

1,131
1,763

11

Percent
of total

100

4
(2)

96

22
9

25
39

(2)

1961 i

Thousands
of em-
ployees

3,600

234
17

3,350

1,095
625
385

1,245

Percent
of total

100

(2)
93

30
17
11
35

1 Preliminary.
2 Less than 0.5 percent.
NOTE.—Data relate to changes negotiated during the year. They exclude changes negotiated in earlier

years (i.e., deferred increases) and cost-of-living escalator adjustments.
Data are limited to major collective bargaining situations (generally those affecting 1,000 or more workers)

in manufacturing and selected nonmanufacturing industries. The latter exclude construction, the service
trades, finance, and government.

Detail will not necessarily add to totals because of rounding.

Source: Department of Labor.

For example, in 1956-57, a 5.1 percent rise in adjusted hourly earnings
(as shown in Table 22) was translated into an increase of only 1.7 percent
in real adjusted hourly earnings because consumer prices rose by 3.4 per-
cent. In 1959-60, on the other hand, money earnings increased by only
3.3 percent, but real earnings rose by 1.8 percent because of a slower rise
in consumer prices. Similarly, total hourly compensation in money terms
increased by 6.0 percent in 1956-57 and by only 4.1 percent in 1958-59;
however, as a result of differences in price movements, the percentage rise
in real compensation was greater in the second period than in the first.

The recent slowing down in the rates of increase of money wages may
signify a gradual weakening of some of the cost pressures in the economy.
However, the continuation of this trend is by no means certain. With long-
term contracts, the industries affected by negotiations vary considerably
from year to year, and the behavior of average wage rates in any year may
be fortuitously influenced by this consideration. Thus, in 1960, negotia-
tions were concluded in basic steel; in 1961 new long-term agreements
were negotiated in automobiles, automotive parts, meat-packing, farm
equipment, and construction. In 1962 major contracts will expire
in basic steel, aluminum, fabricated metals, construction, aircraft, airlines,
and the maritime industry. It must also be remembered that the period
1957-61 was characterized by relatively high rates of unemployment; the
test of wage behavior in a period characterized by stronger demand for
labor is still ahead.

The shares of wages and profits. Employee compensation as a percent
of corporate sales rose somewhat between the immediate postwar years and
1953-54, but since then the employee share has been below the 1953-54
high with no clear trend either up or down. This is shown in Table 25.
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T A B L E 25.—Relation of employee compensation, profits, and capital consumption allowances to
sales: All private corporations, 7947—67

Period

1947
1948
1949

1950
1951
1952
1953
1954

1955
1956
1957
1958
1959

I960 -
1961 !

Percent of sales

Employee
compen-

sation

23.3
23.2
23.7

22.6
23.2
24.3
25.3
25.3

23.7
24.5
24.2
24.2
24.2

24.7
24.5

Profits

Before
taxes

8.3
8.3
6.9

9.2
8.4
7.1
7.1
6.3

7.2
6.8
6.1
5.4
6.3

5.8
5.8

Before taxes
plus inven-
tory valua-
tion adjust-

ment

6.6
7.7
7.4

8.0
8.1
7.3
6.9
6.3

6.9
6.4
5.9
5.4
6.2

5.9
5.9

After taxes

5.0
5.1
4.1

5.0
3.8
3.2
3.2
3.0

3.6
3.4
3.0
2.6
3.0

2.8
2.8

Capital
consump-
tion allow-

ances

1.8
2.0
2.3

2.2
2.3
2.5
2.7
3.1

3.1
3.2
3.2
3.4
3.3

3.5
3.6

Profits after
taxes plus

capital con-
sumption

allowances

6.9
7.0
6.4

7.2
6.0
5.7
5.9
6.0

6.7
6.6
6.3
6.0
6.4

6.3
6.4

* Preliminary estimates by Council of Economic Advisers.

NOTE.—The sum of compensation of employees, profits, and capital consumption allowances is a com-
paratively small percentage of sales because the latter includes all sales made by firms to other firms in
successive stages of the production process, and, therefore, reflects a large amount of duplication. The
comparative relations shown here would remain unaltered, however, if they were calculated on the basis of
unduplicated sales.

Source: Department of Commerce (except as noted).

Corporate profits after taxes as a share of corporate sales were at their
highest level in the 1947-50 period, when they were between 4.1 and 5.1
percent annually. Since 1951, the profit-after-tax share has been lower,
fluctuating between 2.6 and 3.6 percent. Throughout the period, the
profits share has shown a clear tendency to dip in periods of high unem-
ployment and unutilized capacity.

A number of forces were involved in the behavior of profits. Unusually
high inventory gains resulting from bursts of excess demand inflation swelled
the profits share in 1947-48 and 1950; this can be seen in Table 25 by
comparing corporate profits before taxes with profits before taxes plus inven-
tory valuation adjustment. The rate of Federal corporate income taxation
was increased in two steps from a level of 38 percent in 1947 to 52 percent
in 1951, where it stands today; also, an excess profits tax was in effect from
1951 to 1953. Failure of the economy since the first half of 1957 to reach
full employment has tended to depress the profits share in recent years.

Corporate capital consumption allowances (principally depreciation
charges) have risen steadily throughout the postwar period as a share of
corporate sales. One explanation of this trend is the fact that depreciation
charges immediately after the war were based upon prewar prices of capital
goods, and were thus further out of alignment with the replacement cost of
business plant and equipment than they are today. In other words, as
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compared with recent years, corporate profits in the earlier postwar years
were relatively overstated and depreciation charges relatively understated.
Also, the rise in depreciation charges is related to the Korean accelerated
tax amortization program, and to the more generous depreciation formula
enacted in the Revenue Act of 1954.

Corporate profits after taxes plus capital consumption allowances—"cash
flow"—have shown considerable stability in relation to sales, particularly if
allowance is made for the large inventory gains of 1947-48 and 1950. This
is shown in the last column of Table 25. Gash flow is of course not the
same as net profits; only a part of it is return on investment, and the re-
mainder is an element of cost. But cash flow is a significant measure as an
indication of potential availability of internally generated funds for the
financing of investment.

T H E OUTLOOK FOR PRICES

Although over-all excess demand is unlikely to develop in 19G2 and cost-
price developments in the past year were favorable to continued price
stability, the economic future can never be predicted with certainty. Un-
expected inflationary pressures could emerge from any one of several
sources: scare-buying induced by a national security crisis, the emergence
of major bottlenecks caused by shifts in the pattern of demand, price in-
creases for imported raw materials, exercise of market power by manage-
ment or labor to increase their shares of the national income, or other causes
which lie at least within the realm of possibility.

Nevertheless, a review of the relevant statistical and analytical evidence
gives some grounds for optimism on the outlook for price behavior in the
months ahead—though the evidence cannot, of course, be conclusive.

Changes in the wholesale price index are more closely related to our inter-
national competitiveness than are changes in the consumer price index or the
GNP implicit price index. The consumer price index is heavily influenced
by changes in the prices of consumer services and in wholesale and retail
margins, which do not directly affect our international trade, and it does not
encompass producers' durable equipment, which is a major component of our
foreign trade. On the other hand, the all-inclusive GNP implicit price index
includes major components which do not enter directly into international
trade, such as consumer services and government services. As noted earlier
in this chapter, stability in the wholesale price index is likely to be associated
with a slow rise in the consumer price index and a slightly greater rise in
the GNP implicit price index.

At the present time, we are on the plateau of a period of price sta-
bility. Wholesale prices have been stable for over 3 / 2 years, and wholesale
industrial prices (excluding farm and food prices) have been stable for more
than 2J/2 years. Both the wholesale price index and wholesale industrial
prices were lower in December 1961 than at the cyclical trough in February.
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This was the first of the four postwar recoveries in which wholesale indus-
trial prices fell during the first 10 months of recovery.

Recent wage changes have been consistent with these price developments.
As indicated earlier, annual wage increases in manufacturing have been
declining for several years. The index of wage and salary cost per unit of
output in manufacturing changed little from the cyclical peak in July 1957
to the peak in May 1960; by contrast, there were substantial peak-to-peak
increases from 1948 to 1953 and from 1953 to 1957.

Such encouragement as may be derived from these recent price and wage
trends must be tempered by the realization that they do not provide full
protection for fixed-income recipients, and relate mainly to a period
characterized by excess unemployment and productive capacity. The
U.S. economy last experienced full employment in the first half of
1957; the recovery of 1958-60 stopped well short of full employment.
While some significance can be attached to the fact that adjusted hourly
earnings in manufacturing increased slightly less in 1959, a year of re-
covery, than in 1958, a cyclical trough year, and from the further fact that
wholesale industrial prices fell during the 1961 recovery, the behavior of
wages and prices in a period of sustained slack is an insufficient basis for
inferences about price-wage behavior when the economy is moving up
toward full employment.

Other considerations provide somewhat firmer grounds for optimism.
As indicated in the analysis of Chapter 1, the continued recovery of the
economy in 1962 is not likely to create major supply bottlenecks or to
reach a state of over-all excess demand. The supply outlook for major im-
ported raw materials does not suggest that an inflationary stimulus will
originate in this quarter.

Foreign competition in the last few years has injected a powerful price-
restraining force into the U.S. economy. We are now faced with
sharp competition from imports in our domestic markets and from the
exports of other industrial countries in our traditional export markets.
Competition of any kind, internal or external, provides strong discipline for
prices; the effects of foreign competition are stronger than might be sug-
gested by the absolute size of foreign trade in our economy. The
response to import competition itself tends to limit imports, so that the
volume of realized imports is not a full measure of the force exerted by
foreign competition. Moreover, conventional views as to appropriate
shares of markets have great weight in pricing and other decisions. The
number of foreign automobiles imported never amounted to as much as 11
percent of sales in the United States, and yet they helped to bring about a
radical change in the design and marketing policy of a great industry.

The commodities component of the consumer price index, which in the
last few years has mirrored the stability in the wholesale price index, is
likely to continue to follow the course of wholesale prices in the months
ahead. The services component, which has risen steadily since the war
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will probably continue to do so. There are some favorable signs, however,
which may indicate a slowing down in the rise of the prices of services.
The great postwar expansion in the housing supply and higher vacancy
rates seem to have slowed down the rise in rents. Also, movements in the
rates charged by public utilities subject to rate regulation should reflect
increasingly the narrowing of the gap between original cost and replace-
ment cost of capital goods included in the rate base.

The slowing down since 1957 in the upward creep of consumer prices
has reduced the effects on wages of cost of living escalator provisions in labor
contracts, and may moderate somewhat the pressure of employees for large
wage increases. It is also worthy of note that escalator provisions have
been eliminated from, or modified in, a number of collective bargaining
agreements.

Developments in the steel industry in 1961 were propitious for the
continuation of price stability. Steel prices at the end of the year were
slightly below the level of the end of 1958. This was a striking shift in
trend for an industry in which prices had risen at the average rate of 5.8
percent a year from 1940 to 1958.

In early 1960, the steel industry, after a long strike, reached a wage
settlement with the Steelworkers Union which provided for an estimated
3.7 percent annual increase in employment cost per worker. Though still
somewhat above the over-all trend rate of productivity increase, this was a
considerably smaller settlement than the 1956 contract, the cost of which was
estimated at 8 percent a year.

Under the 1960 contract, a wage increase was scheduled to take effect
on October 1, 1961. Confronted on one side with increasing foreign compe-
tition, stronger rivalry with substitutes, and intraindustry price shading, and
on the other with an increase in wage rates, steel companies were reported
in the press to be weighing the desirability of an October 1 price increase.
In this setting, the President on September 6 addressed a letter to the heads
of the 12 largest steel companies. Urging them to preserve price stability,
the President stressed the damaging impact of a steel price increase on the
balance of payments. "Steel is a bellwether," he said, "as well as a major
element in industrial costs. A rise in steel prices would force price increases
in many industries and invite price increases in others."

The President said:

In emphasizing the vital importance of steel prices to the strength of our
economy, I do not wish to minimize the urgency of preventing inflationary
movements in steel wages. I recognize, too, that the steel industry, by ab-
sorbing increases in employment costs since 1958, has demonstrated a will to
halt the price-wage spiral in steel. If the industry were now to forego a price
increase, it would enter collective bargaining negotiations next spring with a
record of three and a half years of price stability. It would clearly then be
the turn of the labor representatives to limit wage demands to a level con-
sistent with continued price stability. The moral position of the steel industry
next spring—and its claim to the support of public opinion—will be strength-
ened by the exercise of price restraint now.
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A week later, the President addressed a letter to the President of the
United Steelworkers of America. Referring to the forthcoming collective
bargaining negotiations, the President urged "a labor settlement within the
limits of advances in productivity and price stability." The President ex-
pressed his confidence that "we can rely upon the leadership and members
of the Steelworkers Union to act responsibly in the wage negotiations next
year in the interests of all of the American people."

At the end of the year, steel prices had not been raised.
All of these considerations suggest that a resumption of inflation in the

course of the economic expansion foreseen for 1962 is not inevitable. As
the year opens, the atmosphere is favorable for reasonable price stability.
Whether this atmosphere is preserved or dissipated will depend on the wis-
dom of Government, business, and labor, in evolving policies affecting prices
and costs.

POLICIES AFFECTING PRICE BEHAVIOR

The Setting

The over-all stability of prices should be achieved in a manner consistent
with the flexible response of individual prices and wage rates to changes
in cost and demand within an environment of dynamic competition. Thus,
government policies to promote price stability must work to maintain and
increase the freedom of the private economy, not to limit it. In peacetime,
attempts to stabilize prices through the imposition of direct wage and price
controls or through interference with the rights of employees to organize
and bargain collectively are unacceptable. Also unacceptable are policies
which pursue price stability without regard for the effects on employment,
production, and purchasing power. Prices might be stabilized in an un-
deremployed economy; but to accept heavy unemployment and persistent
slack as the necessary cost of price stability is to undermine the vitality and
flexibility of the economy and to reduce American strength.

Competitive behavior throughout the economy involves more than rivalry
among firms selling similar products in a single market; it also involves hard
bargaining between firms buying and selling from each other and between
firms and unions. Abridgement of competition may be evidenced as much
in permissive wage increases which are simply passed along in higher prices
as in agreements among firms to divide markets.

Public policies to encourage economy-wide competition not only con-
tribute to the goal of price stability; they also promote efficiency and the
advance of productivity. Hence, such policies serve both the goal of
economic growth and the goal of balance of payments equilibrium. In
addition, such policies have an independent justification in that they make
the economy more responsive to the demands of consumers and thereby
improve the qualitative nature of the output generated by the economy at
rising levels of activity. Improving the range of consumer choices is an
important facet of economic progress, and one that gives ultimate meaning
to policies of full employment and economic growth.
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Policies to Foster Market Competition

Competition in product markets is promoted by an increase in the num-
ber and diversity of market alternatives available and by the removal of
anticompetitive restrictions on business behavior. Examples of the former
are reduction of import barriers and encouragement of new and growing
businesses. Examples of the latter are attempts to halt tendencies toward
monopolization and to eliminate collusive agreements among firms through
antitrust policy.

Reduction of import barriers widens and strengthens competition in do-
mestic markets. The experience of the European Common Market has
demonstrated clearly that a broadened scope for international competition
tends to spur cost reduction and innovation and to stimulate economic
vitality. Two factors have been of paramount importance in the success of
this experiment. First, the terms of the Common Market agreement were
such that producers understood well in advance the scope and timetable
of coming tariff reductions and thus were able to prepare for them. Sec-
ond, because free trade policies were pursued in an environment of rapid
economic growth, increased foreign competition was not so much a threat
to existing markets as an incentive to respond to new profit-making oppor-
tunities. Similar advantages can be reaped for the United States through
the adoption of the new foreign trade expansion program proposed by the
President. Although imports are now, and will remain, a much smaller
proportion of sales in our market than in Europe, modest increases in im-
ports can yield competitive benefits to the U.S. economy out of proportion
to their size.

Public policy toward small business has as its purpose the strengthening of
the small business sector of the economy and the removal of artificial and
discriminatory barriers to the profitability and growth of small firms. Al-
though some of the limitations upon small business participation in the
economy arise from technological considerations and true cost economies
associated with large size, important limitations arise from direct dis-
crimination and from lack of access to capital, of widespread market con-
tact, and of information. Programs which redress these imbalances of
competitive advantage make possible the salutary competition of new and
growing enterprises throughout the economy. Small firms are often par-
ticularly well-situated to perceive changing market needs and production
possibilities, and to take the lead in adapting to them, thus contributing to
the efficiency and growth of the economy.

Antitrust policies promote market competition by halting tendencies to-
ward monopolization and by eliminating unfair methods of competition
and illegal restraints upon trade. Antimerger actions are designed to
prevent the disappearance of independent competitors and the consequent
impairment of competition. Checking monopolistic price increases during
periods of expanded demand is facilitated both by the continuing effort
to prevent the increase of business concentration and by the detection
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and prosecution of market conspiracies. The dissolution of such con-
spiracies is especially important during periods of economic expansion,
for it is during such periods that potential competitors find it easiest to
reach agreement on market divisions and price increases. An important
by-product of corrective antitrust action is the deterrent effect which suc-
cessful prosecution has upon other potential offenders. To the extent that
potential anticompetitive developments are deterred and existing competi-
tive elements in the economy preserved and strengthened, antitrust policy
contributes to the maintenance of competition and price stability far more
than a simple list of prosecutions would indicate.

GUIDEPOSTS FOR NoNINFLATIONARY WAGE AND PRICE BEHAVIOR

There are important segments of the economy where firms are large or em-
ployees well-organized, or both. In these sectors, private parties may exer-
cise considerable discretion over the terms of wage bargains and price
decisions. Thus, at least in the short run, there is considerable room for the
exercise of private power and a parallel need for the assumption of private
responsibility.

Individual wage and price decisions assume national importance when
they involve large numbers of workers and large amounts of output directly,
or when they are regarded by large segments of the economy as setting a
pattern. Because such decisions affect the progress of the whole economy,
there is legitimate reason for public interest in their content and conse-
quences. An informed public, aware of the significance of major wage
bargains and price decisions, and equipped to judge for itself their compati-
bility with the national interest, can help to create an atmosphere in which
the parties to such decisions will exercise their powers responsibly.

How is the public to judge whether a particular wage-price decision is in
the national interest? No simple test exists, and it is not possible to set out
systematically all of the many considerations which bear on such a judgment.
However, since the question is of prime importance to the strength and
progress of the American economy, it deserves widespread public discussion
and clarification of the issues. What follows is intended as a contribution to
such a discussion.

Mandatory controls in peacetime over the outcomes of wage negotiations
and over individual price decisions are neither desirable in the American
tradition nor practical in a diffuse and decentralized continental economy.
Free collective bargaining is the vehicle for the achievement of contractual
agreements on wages, fringes, and working conditions, as well as on the
"web of rules" by which a large segment of industry governs the perform-
ance of work and the distribution of rewards. Similarly, final price decisions
lie—and should continue to lie—in the hands of individual firms. It is,
however, both desirable and practical that discretionary decisions on wages
and prices recognize the national interest in the results. The guideposts
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suggested here as aids to public understanding are not concerned primarily
with the relation of employers and employees to each other, but rather with
their joint relation to the rest of the economy.

Wages, prices, and productivity. If all prices remain stable, all hourly
labor costs may increase as fast as economy-wide productivity without, for
that reason alone, changing the relative share of labor and nonlabor in-
comes in total output. At the same time, each kind of income increases
steadily in absolute amount. If hourly labor costs increase at a slower rate
than productivity, the share of nonlabor incomes will grow or prices will
fall, or both. Conversely, if hourly labor costs increase more rapidly than
productivity, the share of labor incomes in the total product will increase
or prices will rise, or both. It is this relationship among long-run economy-
wide productivity, wages, and prices which makes the rate of productivity
change an important benchmark for noninflationary wage and price
behavior.

Productivity is a guide rather than a rule for appraising wage and price
behavior for several reasons. First, there are a number of problems involved
in measuring productivity change, and a number of alternative measures are
available. Second, there is nothing immutable in fact or in justice about the
distribution of the total product between labor and nonlabor incomes.
Third, the pattern of wages and prices among industries is and should be
responsive to forces other than changes in productivity.

Alternative measures of productivity. If the rate of growth of produc-
tivity over time is to serve as a useful benchmark for wage and price be-
havior, there must be some meeting of minds about the appropriate methods
of measuring the trend rate of increase in productivity, both for industry
as a whole and for individual industries. This is a large and complex

T A B L E 26.—Annual rates of growth of output per man-hour, 7909 to 7960

[Based on establishment series]

Industry series

Total private economy..

Nonagriculture

Nonmanufacturing. .
Manufacturing.

Manufacturing corrected for varying rates of
capacity utilization

Average annual percentage change *

1909 to 1960 1947 to 1960 1947 to 1954 1954 to 1960

2.4

2.1

3.0

2.4

2.2
2.8

2.8

3.5

2.7

2.6
2.9

2.8

2.6

2.2

1.9
2.9

3.1

1 Computed from least squares trend of the logarithms of the output per man-hour indexes. See Table
B-31 for indexes for 1947-60.

2 Not available.

Sources: Department of Labor and Council of Economic Advisers.
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subject and there is much still to be learned. The most that can be done
at present is to give some indication of orders of magnitude, and of the
range within which most plausible measures are likely to fall (Table 26).

There are a number of conceptual problems in connection with produc-
tivity measurement which can give rise to differences in estimates of its
rate of growth. Three important conceptual problems are the following:

(1) Over what time interval should productivity trends be measured?
Very short intervals may give excessive weight to business-cycle movements
in productivity, which are not the relevant standards for wage behavior.
The erratic nature of year-to-year changes in productivity is shown in
Chart 14. Very long intervals may hide significant breaks in trends; in-
deed in the United States—and in other countries as well—productivity
appears to have risen more rapidly since the end of the second World War
than before. It would be wholly inappropriate for wage behavior in the
1960's to be governed by events long in the past. On the other hand,
productivity in the total private economy appears to have advanced less
rapidly in the second half of the postwar period than in the first.

CHART 14

Indexes of Output per Man-Hour

INDEX, 1947-49 = 100 (Ratio scale)

I 70

I 60

150

140

130

120

I I 0

1 0 0

9 0

ILLUSTRATIVE
GROWTH RATES

TOTAL NONAGRICULTURAL

1948 1950 1952 1954 1956 1958
NOTE: MAN-HOURS ESTIMATES BASED PRIMARILY ON ESTABLISHMENT DATA.

SOURCE: DEPARTMENT OF LABOR.
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(2) Even for periods of intermediate length, it is desirable to segregate
the trend movements in productivity from those that reflect business-cycle
forces. Where the basic statistical materials are available, this problem
can be handled by an analytical separation of trend effects and the effects
of changes in the rate of capacity utilization.

(3) Even apart from such difficulties, there often exist alternative statis-
tical measures of output and labor input. The alternatives may differ
conceptually or may simply be derived from different statistical sources.
A difficult problem of choice may emerge, unless the alternative measures
happen to give similar results.

Selected measures of the rate of growth of productivity in different
sectors of the economy for different time periods are shown in Table 26.
Several measures are given because none of the single figures is clearly
superior for all purposes.

The share of labor income. The proportions in which labor and non-
labor incomes share the product of industry have not been immutable
throughout American history, nor can they be expected to stand forever
where they are today. It is desirable that labor and management should
bargain explicitly about the distribution of the income of particular firms
or industries. It is, however, undesirable that they should bargain im-
plicitly about the general price level. Excessive wage settlements which
are paid for through price increases in major industries put direct pressure
on the general price level and produce spillover and imitative effects
throughout the economy. Such settlements may fail to redistribute income
within the industry involved; rather they redistribute income between that
industry and other segments of the economy through the mechanism of
inflation.

Prices and wages in individual industries. What are the guideposts which
may be used in judging whether a particular price or wage decision may be
inflationary? The desired objective is a stable price level, within which
particular prices rise, fall, or remain stable in response to economic pres-
sures. Hence, price stability within any particular industry is not necessarily
a correct guide to price and wage decisions in that industry. It is possible,
however, to describe in broad outline a set of guides which, if followed,
would preserve over-all price stability while still allowing sufficient flexibility
to accommodate objectives of efficiency and equity. These are not arbitrary
guides. They describe—briefly and no doubt incompletely—how prices
and wage rates would behave in a smoothly functioning competitive econ-
omy operating near full employment. Nor do they constitute a mechanical
formula for determining whether a particular price or wage decision is
inflationary. They will serve their purpose if they suggest to the interested
public a useful way of approaching the appraisal of such a decision.

If, as a point of departure, we assume no change in the relative shares of
labor and nonlabor incomes in a particular industry, then a general guide
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may be advanced for noninflationary wage behavior, and another for non-
inflationary price behavior. Both guides, as will be seen, are only first
approximations.

The general guide for noninflationary wage behavior is that the rate of
increase in wage rates (including fringe benefits) in each industry be equal
to the trend rate of over-all productivity increase. General acceptance of
this guide would maintain stability of labor cost per unit of output for the
economy as a whole—though not of course for individual industries.

The general guide for noninflationary price behavior calls for price reduc-
tion if the industry's rate of productivity increase exceeds the over-all rate—
for this would mean declining unit labor costs; it calls for an appropriate
increase in price if the opposite relationship prevails; and it calls for stable
prices if the two rates of productivity increase are equal.

These are advanced as general guideposts. To reconcile them with ob-
jectives of equity and efficiency, specific modifications must be made to
adapt them to the circumstances of particular industries. If all of these
modifications are made, each in the specific circumstances to which it
applies, they are consistent with stability of the general price level. Public
judgments about the effects on the price level of particular wage or price
decisions should take into account the modifications as well as the general
guides. The most important modifications are the following:

(1) Wage rate increases would exceed the general guide rate in an
industry which would otherwise be unable to attract sufficient labor; or in
which wage rates are exceptionally low compared with the range of wages
earned elsewhere by similar labor, because the bargaining position of
workers has been weak in particular local labor markets.

(2) Wage rate increases would fall short of the general guide rate in an
industry which could not provide jobs for its entire labor force even in
times of generally full employment; or in which wage rates are exceptionally
high compared with the range of wages earned elsewhere by similar labor,
because the bargaining position of workers has been especially strong.

(3) Prices would rise more rapidly, or fall more slowly, than indicated
by the general guide rate in an industry in which the level of profits was
insufficient to attract the capital required to finance a needed expansion in
capacity; or in which costs other than labor costs had risen.

(4) Prices would rise more slowly, or fall more rapidly, than indicated by
the general guide in an industry in which the relation of productive capacity
to full employment demand shows the desirability of an outflow of capital
from the industry; or in which costs other than labor costs have fallen;
or in which excessive market power has resulted in rates of profit substan-
tially higher than those earned elsewhere on investments of comparable risk.
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It is a measure of the difficulty of the problem that even these complex
guideposts leave out of account several important considerations. Although
output per man-hour rises mainly in response to improvements in the
quantity and quality of capital goods with which employees are equipped,
employees are often able to improve their performance by means within
their own control. It is* obviously in the public interest that incentives be
preserved which would reward employees for such efforts.

Also, in connection with the use of measures of over-all productivity
gain as benchmarks for wage increases, it must be borne in mind that
average hourly labor costs often change through the process of up- or down-
grading, shifts between wage and salaried employment, and other forces.
Such changes may either add to or subtract from the increment which is
available for wage increases under the over-all productivity guide.

Finally, it must be reiterated that collective bargaining within an industry
over the division of the proceeds between labor and nonlabor income is
not necessarily disruptive of over-all price stability. The relative shares can
change within the bounds of noninflationary price behavior. But when a
disagreement between management and labor is resolved by passing the
bill to the rest of the economy, the bill is paid in depreciated currency to
the ultimate advantage of no one.

It is no accident that productivity is the central guidepost for wage settle-
ments. Ultimately, it is rising output per man hour which must yield the
ingredients of a rising standard of living. Growth in productivity makes it
possible for real wages and real profits to rise side by side.

Rising productivity is the foundation of the country's leadership of the
free world, enabling it to earn in world competition the means to discharge
its commitments overseas. Rapid advance of productivity is the key to
stability of the price level as money incomes rise, to fundamental improve-
ment in the balance of international payments, and to growth in the Nation's
capacity to meet the challenges of the 1960's at home and abroad. That
is why policy to accelerate economic growth stresses investments in science
and technology, plant and equipment, education and training—the basic
sources of future gains in productivity.
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