
Chapter 4

Price and Wage Policy for High Employment

XNFLATION need be no more of a threat in 1964 than it was in 1963 or
1962 or 1961—and the threat was well contained in each of those years.
But the good record of price stability in the expansion to date provides no
basis for relaxing our vigilance in 1964 and beyond. At stake are not only
important domestic economic objectives but also our long-term balance-of-
payments position.

The decisions that can make or break this country's price stability record
rest in private hands, and they should remain there. Yet it is the respon-
sibility—and the determined purpose—of the Administration to do all it
properly can to promote the right outcome.

THE PRICE-WAGE SITUATION AND THE PROSPECTS

The impressive noninflationary record of this expansion thus far—the
stability of wholesale prices and the slow upward movement of over-all
consumer prices—has been reviewed in Chapter 1 and is portrayed in
Chart 11. At the same time, as Tables 20 and 21 show, the price stability
has not been "paid for" either by a failure of wages to keep up with the
trend change in productivity in the economy as a whole or by a corporate
profits squeeze. (In the tables, "trend change in productivity" for any
given year is defined as the 5-year moving average of the annual percentage
changes in the Bureau of Labor Statistics index of output per man-hour in
the total private economy. These estimates use labor input data collected
primarily by establishments.) While money wages have not risen as fast as in
some earlier expansions, the gain in purchasing power has been eroded very
little by price increases. And while over-all profits have continued to rise,
this has been achieved without substantial price increases. In terms of the
balance among wages, prices, and profits, the economy is in a good position,
as it enters 1964, to avoid inflationary price and wage decisions.

The price stability of 1961-63 has resulted in part from persistent slack
in the economy. But another major factor has been the responsible action
of most union and business leaders in making noninflationary wage and
price decisions. Although shifting patterns of demand and supply are the
major factors ruling prices, wages, and output in our market economy, there
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Chart 11

Prices in Three Postwar Expansions
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TABLE 20.—Prices, wages, profits, and productivity in the private economy, 1948-63

Year

1948
1949 _-_

1950
1951
1952
1953
1954

1955
1956
1957 _
1958
1959

I960 . .
1961
1962
1963- .

Produc-
tivity i

Trend
produc-
tivity 2

Total com-
pensation

per
employee
man-hour

Prices 3

Percentage change 7

3.5
2.9

7.2
2.5
2.2
4.1
1.8

4.5
.1

3.5
2.5
3.6

1.9
3.3
3.9
3.5

3.6
3.8
3.5

3.0
2.5
2.8
2.5
2.8

2.3
3.0
3.0
3.2

8.6
2.5

5.7
9.3
5.9
5.8
3.3

2.9
6.1
5.9
3.6
4.6

3.6
3.4
3.9
3.1

6.8
- . 8

1.2
7.8
1.7
.6
. 8

.9
3.1
3.5
1.7
1.5

1.1
1.0
.8

1.2

Corporate
profits after

taxes4

Capital con-
sumption

allowances 8

Profits plus

capital con-
sumption

allowances8

Percent of corporate sales

5.1
4.1

5.0
3.8
3.2
3.2
3.0

3.6
3.4
3.0
2.6
3.1

2.6
2.5

8 2.6
8 2.7

2.0
2.3

2.2
2.3
2.5
2.7
3.1

3.1
3.2
3.2
3.4
3.3

3.4
3.4

8 3.7
83.6

7.0
6.4

7.2
6.0
5.7
5.9
6.0

6.6
6.6
6.3
6.0
6.4

6.0
6.0

8 6.3
8 6.3

i Output per man-hour for all persons; labor input based primarily on establishment data.
* Annual average percentage change in output per man-hour during latest 5 years.
3 GNP deflator for private economy.
4 Excludes profits for "rest of world."
«Includes depreciation, capital outlays charged to current accounts, and accidental damages.
6 Corporate profits after taxes plus corporate capital consumption allowances.
7 Percentage change from previous year except for trend productivity. (See footnote 2.)
8 Data beginning 1962 have been adjusted for the effects of the new depreciation guidelines. The effect

of the guidelines was to shift the proportion between profits and capital consumption allowances in favor
of the latter.

NOTE.—Detail will not necessarily add to totals because of rounding.

Sources: Department of Commerce, Department of Labor, and Council of Economic Advisers.

is considerable room for discretionary decision making in most major
industries. In the past, wage and other cost increases, together with price
decisions based on fixed markups or target-profit policies, have combined
to push up prices. And price increases often have led to wage increases.

The postwar record, shown in Tables 20 and 21, indicates how the com-
plex interaction of wage increases to catch up with prices, and price increases
to preserve profit ratios, worked in ratchet fashion. The net result has
been that prices have risen roughly in proportion to the difference between
increases in labor compensation per man-hour and national trend produc-
tivity gains. In particular, the experience of the years 1956-58 shows that
sharp price advances can occur in periods of increasing unused capacity and
rising unemployment. The data do not establish causality. But clearly the
collective bargaining power of unions and the market power of large firms
can interact to inject an inflationary bias into our price-wage performance.

It is encouraging that there has been so little inflationary exercise of
such power in the past 3 years. In that period, increases in compensation
to labor have been close to economy-wide productivity gains, and prices, on
the whole, have not been raised to widen profit margins. The ability of
private decision makers to extend this record through 1964 will be power-
fully reinforced by the effects of tax reduction. It is true that the tax
cuts, by stimulating demand and expanding output and employment, will
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TABLE 21.—Productivity in the private economy and prices, wages, and profits in
manufacturing, 1948-63

Year

1948
1949

1950
1951
1952
1953
1954

1955
1956
1957
1958
1959..

1960
1961
1962
1963

Trend pro-
ductivity
in private
economy l

Manufacturing

Total com-
pensation

per
man-hour

Prices *

Percentage change8

3.6
3.8
3.5

3.0
2.5
2.8
2.5
2.8

2.3
3.0
3.0
3.2

9.5
4.3

4.9
10.3
6.2
5.6
4.1

3.7
6.2
6.1
3.8
4.1

3.9
2.9
3.5
3.6

6.1
1.6

2.3
8.0
1.-3
2.1
1.3

1.7
4.1
3.5

.5
2.1

1.8
.4

- . 3
.6

Corporate
profits
after

taxes 3

Capital
consump-
tion allow-

ances*

Profits plus
capital con-
sumption

allowances«

Percent of corporate sales

5.7
4.6

5.9
4.2
3.4
3.5
3.4

4.3
4.1
3.7
2.9
3.7

3.1
3.0

7 3.1
7 3.2

1.9
2.2

2.0
2.1
2.3
2.5
3.0

3.0
3.2
3.2
3.4
3.2

3.3
3.4

73.7
7 3.8

7.6
6.8

7.9
6.3
5.8
6.0
6.5

7.4
7.3
6.9
6.3
6.9

6.4
6.4

7 6.8
7 7.0

1 Annual average percentage change in output per man-hour during latest 5 years. See Table 20.
2 GNP deflator for manufacturing, except 1963 which is based on goods output deflator.
3 Excludes profits for "rest of world."
4 Includes depreciation, capital outlays charged to current accounts, and accidental damages.
5 Corporate profits after taxes plus corporate capital consumption allowances.
8 Percentage change from previous year except for trend productivity.
7 Data beginning 1962 have been adjusted for the effects of the new depreciation guidelines. The effect

of the guidelines was to shift the proportion between profits and capital consumption allowances in favor
of the latter.

NOTE.—Detail will not necessarily add to totals because of rounding.

Sources: Department of Commerce, Department of Labor, and Council of Economic Advisers.

increase the opportunity and the temptation to raise prices and wages
contrary to the public interest. But they also will reduce management's and
labor's need to pursue such a course. The tax cuts will add to workers'
take-home pay. They will add directly to aftertax profit margins. And
by stimulating a larger volume of sales, they will tend to reduce firms' unit
costs by raising their operating rates, which now typically are well below
desired levels.

The view that 1964 need not be marked by renewed inflationary pres-
sures is further reinforced by the prospect that, even with the strong
expansion forecast in Chapter 1, the economy will be operating throughout
the year with sizable balances of unused capacity and idle manpower.

However, some recent omens are disquieting. A widely scattered
minority of the larger industrial corporations in recent months has been
testing the market's readiness to accept price increases. And more and
more firms that do not face strong competition may try to improve their
short-run profit positions by raising prices as the expansion continues.

Such action could trigger intensified worker demands for much steeper
wage increases. Many workers are restive, especially in industries that
have been making above-average gains in productivity and profits. Thus,
despite the present strong foundation for continued price stability, either
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management or labor, by unrestrained pursuit of its own near-term advan-
tage, could reactivate the price-wage spiral that has remained quiescent for
several years.

ANTI-INFLATIONARY POLICIES FOR HIGH EMPLOYMENT

It is the business of responsible government to try to achieve the best
possible balance among such major economic objectives as full employ-
ment, economic growth, reasonable price stability, and the promotion of
economic freedom and opportunity. The importance of price stability as
compared with the other goals is sometimes minimized. But there are
compelling reasons why we can ill afford to neglect prices.

THE NEED FOR STABILITY

First, inflation redistributes real incomes and wealth arbitrarily. When
prices rise, those groups that are able to expand profits and wages most
rapidly improve their situation at the expense of those whose incomes
respond slowly. Inflation erodes the real value of public assistance and
makes it difficult for local governments to maintain adequate standards of
education and other essential services. It also reduces the purchasing
power of retirement pensions and other fixed incomes—in effect, subjecting
them to a discriminatory tax. Fixed-income assets lose value, while the
prices of equity securities and other properties rise.

A second cost of inflation that we cannot afford is its adverse impact
on our balance of trade and on our balance of payments. During most of
the 1950's the pricing of American industrial products caused some loss of
competitive ground to the* products of other industrial countries. From
1953 to 1958, the over-all wholesale price index rose only moderately
more than the comparable indexes in most Western European countries
and Japan. But the prices of certain goods important among U.S. exports
rose substantially faster in the United States than in most of the countries
with which we compete. Table 22 indicates the deterioration of our rela-

TABLE 22.—Changes in wholesale prices in selected industrialized countries, 1953 to 1958

Percentage change in wholesale prices

Total

8.3
9.8
.9

-1.3
11.4
3.0

Steel

24.0
5.2

(8)
•16.5

1.8
9.1

Machinery
and

equipmentl

20.2
5.1
2.6

«6.8
18.2
6.0

United States
France 2
Italy
Japan *
United Kingdom.
West Germany...

1 Implicit deflator for machinery and equipment component of gross national product used for all coun-
tries except Japan.3 Adjusted for change in exchange rate in 1958.

»Not available.
* Change from 1954 to 1958.
»Iron and steel.
• Machinery.
Sources: Organization for Economic Cooperation and Development, Japanese Economic Planning

Agency, and Council of Economic Advisers.
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tive price position particularly in the crucial areas of steel and machinery
and equipment during the period 1953 to 1958.

Since 1958 the relative movement of over-all prices has begun to be re-
versed, partly because our unit labor costs have declined in comparison with
those in most European countries (Chart 12, Chapter 5) . The competitive
price position of American producers has improved both in their home mar-
kets and overseas. It would be foolishly complacent, however, to believe that
these recent gains can be extended, or even retained, without special effort.
The European countries have been striving to establish rigorous "incomes
policies" to restrain wages and prices. Despite recent setbacks, they will
continue to press these efforts. In doing so, some European nations are
willing to accept substantial interventions into private decision making.
The United States is not. If we would compete with them successfully
over the long pull, we shall need to achieve a high degree of price stability
by means that are consistent with our traditions and values.

A third cost of inflation that we can ill afford is the compromise it could
impose on our pursuit of full production and full employment. If cost
and price pressures should arise through the exercise of market power while
the economy is still climbing toward high output and employment levels,
we would be forced once more into the dreary calculus of the appropriate
trade-off between "acceptable" additional unemployment and "acceptable5*
inflation. This could result in a serious setback to attainment of our
national goals.

The choice for key private decision makers is clear. It is a particularly
critical choice as the economy, after 6 years of excessive slack and unem-
ployment, progresses toward full employment after enactment of the tax cut.
For several years now many observers, including many leaders of the business
and labor communities, have been saying that we have solved the cost-push
inflation problem that appeared in the mid-fifties to have become endemic.
This hopeful appraisal could not be demonstrated conclusively in a period
when unemployment averaged 6 percent. But, given a combination of
private and public efforts, we will have the opportunity to prove it in 1964
and later years.

GOVERNMENT ACTIONS

For its part, the Government will be striving energetically to reinforce one
of the most significant comparative advantages that the American economy
has over nearly all other industrialized nations—namely, a tradition and an
institutional structure that nurture vigorous internal competition.

In the period ahead the Administration plans actively to enforce the Na-
tion's antitrust laws, in part choosing its cases and concentrating its enforce-
ment energies so as to curb price-fixing and those proposed mergers and other
business practices and structures that tend to make for anticompetitive en-
hancement of prices. Likewise, it will resist proposals—such as the revival
of resale price maintenance now before the Congress in the so-called Quality
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Stabilization Bill—that would inhibit price competition and reduce the
competitive vitality of our marketing system. In its efforts to promote freer
international trade the Government typically is not unmindful of the
effects that import competition has on domestic American pricing practices.
And it will continue to promote and encourage vigorous price competition by
United States exporters.

At the same time, existing, expanding, and new labor market pro-
grams, already enacted by the Congress or proposed by the Adminis-
tration, will help firms meet their labor needs without raising costs and
prices. These programs will increase labor mobility, provide opportunities
for training and retraining, and improve education at all levels.

The Government also will be making a determined and continuing effort,
as was pointed out in Chapter 3, to promote what are by all odds the best
anti-inflationary measures of all—large and sustainable productivity im-
provements, which allow both wages and profits to increase with stable
prices. The pending tax bill will have a major effect of this kind through
its lasting stimulus to investment.

Finally, as the economy's single largest buyer of goods and services, the
Federal Government will redouble its efforts in 1964 to get full value for each
dollar it spends.

PRIVATE DECISIONS AND THE PRICE-WAGE GUIDEPOSTS

Government policies can only provide an environment conducive to
responsible private price and wage decision making. By choice, our Gov-
ernment can advise, inform, and bring to bear the pressure of public
opinion—but it cannot direct.

With so much at stake, however, the Government's opportunity to
advise and inform the public is one it must seize. In the Kennedy
Administration, general advice as to the pattern of private price-wage
decision making that would take account of the public's interest in avoid-
ing market-power inflation was first formally set forth in the Economic
Report of January 1962. The "guideposts" therein described—and re-
peated in the 1963 Report—offered standards by which union and business
leaders themselves—along with the general public—could appraise par-
ticular wage and price decisions. They are restated here.

The guideposts contain two key propositions. The first—the general
guidepost for wages—says that, in a particular firm or industry, the appro-
priate noninflationary standard for annual percentage increases in total
employee compensation per man-hour (not just in straight-time hourly
rates) is the annual increase in national trend output per man-hour. The
standard is not the productivity trend in the particular firm or industry
in question. Nor is it the particular year's productivity change, which can
be influenced by short-run transitory factors.

The general guidepost for prices specifies that when an industry's
trend productivity is growing less rapidly than the national trend, prices
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can appropriately rise enough to accommodate the labor cost increases indi-
cated by the general wage guidepost. Similarly, in an industry whose trend
productivity is growing more rapidly than the national average, product
prices should be lowered enough to distribute to the industry's customers
the labor-cost savings it would make under the general wage guidepost.

It should be emphasized that the general price guidepost does not counsel
against price changes per se in a particular firm or industry. On the
contrary, it contemplates changes in specific prices—downward in indus-
tries with high rates of productivity gain, as well as upward in industries
with lower-than-average productivity gains.

Adherence to these general guideposts not only would make for over-all
price stability but would be generally consistent with the tendencies of
competitive labor and product markets. The principles established by the
guideposts do not imply that the entire gains from productivity improve-
ment should go either to labor or to capital. Rather, they suggest a propor-
tionate sharing of average national productivity gains among labor, capital,
and the other related factors of production throughout the economy.

The general guideposts can cover the vast majority of wage and price
decisions, but cannot provide for all of the adjustments the economy requires,
especially over an extended period. Hence, the guideposts, as originally
expounded in 1962, appropriately included a set of exceptions that reflected
certain considerations of equity and resource allocation.

On the wage side, it was suggested that exceptions might be made to
adjust for labor supply conditions and for wages that are exceptionally
high or low compared with the average for comparable work. Price
exceptions took into consideration capital requirements, nonlabor costs,
and profits based on excessive market power.

The original formulation of the guideposts in the January 1962
Report of the Council of Economic Advisers also noted that ". . . 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."

These modifications of the general guideposts still apply, but it must
be emphasized that they are intended to apply to only a relatively few cases.
Particularly at a time when our national capabilities for responsible price
and wage making may undergo a more serious test than in recent years,
the most constructive private policy in the great majority of situations
would be to arrive at price decisions and wage bargains consistent with
the general guideposts.

Two other comments on the guideposts seem appropriate this year.
First, it is not the purpose of these advisory policies permanently to freeze
the labor and nonlabor shares of total industrial income, as would a rigorous,
unrelieved application of the general guideposts. The 1962 Report noted
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that "The proportions in which labor and nonlabor income shares the
product of industry have not been immutable throughout history . . ."
It went on to point out that bargaining over the shares is consistent
with the guideposts if it is conducted "within the bounds of noninflationary
price behavior." Specifically, this means that it is consistent with the guide-
posts for wage and profit shares to be bid up or down in a particular industry
so long as price behavior in that industry remains consistent with the general
price guidepost indicated above.

Second, it is appropriate to focus special attention this year on price reduc-
tions. The guideposts call for reductions in those industries whose trend
productivity gains exceed the national trend. It is fair to say that large
industrial enterprises thus far have not widely heeded this advice. And yet,
as noted earlier, there will be ample room for such price reductions in 1964.
If they are not forthcoming, over-all price stability will be rendered more
difficult, since price increases are likely in industries that are progressing
at a less-than-average rate. Moreover, in industries whose trend of produc-
tivity rises faster than the national average, if wages conform more nearly
to national than to industry productivity trends (as the guideposts would
have them do), failure to follow the general price guide will cause profits to
pile up. Such profits become highly visible to the public and constitute
a lure for strongly intensified wage demands.

Such circumstances pose a most unattractive dilemma from the
viewpoint of the public interest. On the one hand, extra increases in
wages or fringe benefits might tend to spread to other industries, creating a
general cost-push from the wage side. On the other hand, there is no justifi-
cation, on either economic or equity grounds, for distributing above-average
gains in productivity exclusively through the profits channel. The real way
out of this dilemma is for the firms involved to remove its cause by reducing
prices.

CONCLUSION

In 1964, a year of still ample unused resources and a year in which both
after-tax profits and labor incomes promise to rise substantially, there is no
occasion for actions that result in substantial price increases. The public,
quite properly, will be intolerant of any major businesses or unions whose
short-sighted actions tend to set inflation in motion. To discharge its own
responsibility, the Administration is taking steps to follow emerging price
and wage developments with great care and to assemble data that will
illuminate the price- and wage-making situations in particular industries.
It will not hesitate to call public attention to major private decisions—by
either business or labor—that seriously overstep noninflationary price and
wage standards.

Certainly it is reasonable to hope, however, that such instances will be
rare and that 1964 will be recorded as another year when American private
price and wage makers demonstrated their capacity for responsible action.
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