
Chapter 3

The Problem of Rising Prices

THE MOST IMPORTANT and most gratifying economic development
in 1967 was the maintenance of high employment. The most disturbing

economic news was the continuation of the creeping inflation that began
in 1965.

Neither the United States nor any other major industrial country has
fully succeeded in combining price stability with high employment. Table
10 shows the average rise in U.S. prices during each of the four postwar
periods when the unemployment rate was consistently below 4.5 percent.
The price record of the current period compares favorably with the experi-
ence of earlier periods, including that of 1955-57, when the unemployment
rate averaged somewhat higher.

The recent price record of the United States also compares favorably
with that of other major industrial nations. Table 11 shows the average
rate of price increase in the principal member nations of the OEGD over
the past 65/2 years and the past 2 5/2 years. For the period from January 1961
to November 1967, the U.S. record is by far the best. Since June 1965,
however, three countries—Germany, France, and the Netherlands—have
had better price records than the United States. But in each of these coun-
tries a slowing down of price increases has been achieved only at the
expense of a loss of jobs, and, in at least the first two, a reduction of
economic growth.

PRICE STABILITY AND HIGH EMPLOYMENT

The problem of rising prices is thus neither new nor confined to the United
States. In some instances both at home and abroad, rapidly rising prices
have reflected pressures on productive capacity from excessive demand,
which ideally could have been moderated by fiscal and monetary restraint.
But industrial economies have also displayed an "inflationary bias"—a
tendency for prices to rise even when over-all demand does not exceed
productive capacity. Since high employment of resources—especially man-
power—is obviously a top priority for public policy, it is important that we
learn to control this inflationary bias.
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TABLE 10.—Price increases during periods of high employmentl

Period

January 1947-January 1949
September 1950-November 1953.
May 1955-September 1957
July 1965-December 1967.

Average un-
employment

rate (percent)

3.8
3.2
4.1
3.9

Percentage increase per year 2

Consumer
price index

5.5
3.2
2.4
2.9

Wholesale
price index

5.7
1.3
2.8
1.5

GNP deflator

35.6
3.3
3.4
2.9

1 Periods during which the monthly seasonally adjusted unemployment rate was less than 4.5 percent, except that
beginning of the first period is arbitrarily taken as January 1947.

2 Price change is measured between the month (quarter) prior to the first month (quarter) of the period and the last
month (quarter) of the period.

3 GNP deflator for fourth quarter 1946 is estimated.

Note.—Changes in consumer and wholesale price indexes based on monthly data and changes in the GNP deflator on
seasonally adjusted quarterly data.

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

TABLE 11.—Consumer price increases in major OECD countries since January 1961 and
June 1965

Country

United States...

Belgium.... . . .
Canada.
France
Germany
Italy
Japan
Netherlands.....
Sweden
Switzerland
United Kingdom

Percentage increase per year

January 1961
to November

1967

1.9

3.0
2.3
3.5
2.6
4.4
5.7
3.8
4.1
3.8
3.4

June 1965
to November

1967

2.8

3.3
3.5
2.4
1.7
2.8
4.3
2.7
5.1
4.3
2.8

Sources: Department of Labor and Organization for Economic Cooperation and Development.

INFLATIONARY BIAS IN A PROSPEROUS ECONOMY

There are several sources of inflationary bias in a high-employment
economy, in which output grows in pace with and does not generally strain
productive capacity.

Market Power

The first source of bias, which clearly interacts with and strengthens the
others, lies in the fact that, at high employment of manpower and capital
resources, the competitive pressures which limit the ability of firms and
unions to raise prices and wages are weaker than in a slack economy. Some
firms are likely to attempt to use their market power to widen their
profit margins, and some groups of workers may attempt to raise their
wages relative to wages of others. There is also an increased resistance to
price reductions when costs fall or demand slackens. Wage rates seldom
decline even when unemployment is widespread. But, in a generally strong
economy, many groups of workers try—often successfully—to resist even any
relative reduction in their own wages compared to those of other workers.
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If a significant number of firms or unions take advantage of their market
power to seek improvements in their profits or relative wages, those who have
to pay higher prices or wages will seek to maintain their absolute positions
by adding their cost increases to their prices, or their cost-of-living increases
to their wages. They may even seek to restore their relative positions by taking
a markup on cost increases or demanding wage increases as large as other
workers obtained.

There are many reasons why the effective market power of large firms
and unions is greater at high levels of resource use than at lower ones.
At high levels of employment and capacity utilization, firms have less rea-
son to fear that, if they raise prices, they will lose customers to competitors.
For their competitors are then not in a position to take on a large volume
of additional business. Similiarly, when profits are high throughout the
economy, there is less of a threat that new firms will enter a particular indus-
try in response to higher prices. In wage bargaining, when union members
are fully employed, organized labor is naturally less concerned that a large
settlement may curtail the growth of employment. Moreover, a firm which
is operating close to capacity is less willing to risk a protracted strike, and
therefore more likely to accede to demands for large settlements, since it
would have difficulty making up for output lost during a work stoppage.

Uneven Pressures of Demand

A second source of bias arises from the fact that—at high but not excessive
over-all employment of manpower and capital resources—the pressures of
demand on supply will not be equal in all sectors of either the product or
labor markets. In some industries, the growth of demand may be so large
that it cannot be immediately matched by additional output. This pulls up
prices even where individual firms possess little or no market power. Like-
wise, in those labor markets that are particularly tight, the rise of wages tends
to speed up even if workers are unorganized. But the rise in prices and the
faster rise in wages where markets are under pressure is not automatically
offset by price reductions or a slower advance of wages in the rest of the
economy. Moreover, other firms which buy the products which have risen in
price will pass along the cost increase—perhaps with a markup applied—and
other groups of workers will try to match the wage gains secured in the tight
labor markets.

An extraneous reduction of supply in a key sector—e.g., agriculture—can
have similar effects. Prices then rise in that sector without falling elsewhere,
leading to larger wage increases that raise costs and prices generally. Though
these influences may be temporary, the wage and price movements they in-
duce are not reversed fully when the supply problem is overcome.

Temporary Spurts of Demand

The third source of inflationary bias lies in the fact that the growth of
over-all demand is unlikely to be completely smooth, even with the best of
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fiscal and monetary policies. When demand is already adequate to use most
productive resources, a sudden speedup in the growth of demand may create
temporary upward pressures on prices and costs in a wide range of sectors.
And even if such a spurt in demand is subsequently balanced out by a tem-
porarily reduced growth of demand, costs and prices do not then correspond-
ingly fall. Indeed, the spreading and spiraling effect of the previous cost
and price increases will continue to be felt. Thus, although a spurt of de-
mand in 1965 and 1966 was followed by a balancing slowdown, the wage-
price spiral set off by the initial spurt continued to turn in the relatively
slack period of 1967.

Inefficiencies and Bottlenecks

Even in an economy as efficient and progressive as ours, there are a few
industries and labor markets where gross inefficiencies persist—stagnant
technology, weak management, firms of inefficient size, restrictive labor
practices, unnecessarily costly systems of distribution, Government policies
that weaken incentives to economize, avoidable seasonally of production
and employment, inadequate methods for training and recruiting workers,
and similar factors. Prices or wages or both tend to rise faster in these indus-
tries than in others* in a high-employment economy this tendency is aggra-
vated. These industries constitute a further source of inflationary bias in the
sense that they offer unexploited opportunities for significant cost reductions.

Workings of the Spiral

Any of these sources—or their interaction—can easily trip off a price-wage
spiral. In such a spiral, rising living costs support demands for wage increases
in excess of productivity gains. The resulting bulge in labor costs is reflected
in prices. Price and wage increases can continue to reinforce each other long
after the initial source of inflation has ceased to operate. Thus, the spiral can
continue to turn more or less on its own momentum. But, unfortunately, one
or another of the basic sources of the bias is likely to provide new motive
power, so long as resources remain adequately utilized.

On the other hand, the circular relationship between wages and prices
can support price stability as well as a spiral. If prices remain stable, the
demand for wage increases is not swollen to cover rising living costs. And
if wage increases remain moderate, costs and prices may remain stable.
But the stability can be broken on the side of either wrages or prices. And
once broken it is difficult to reestablish.

A general rise in prices and wages does not directly reduce total private de-
mands, for the higher prices and wages provide additions to money incomes
sufficient to permit the higher prices to be paid. But the spiral can be cur-
tailed by Government policies. The existence of a wage-price spiral requires
that the rate of growth of aggregate demand in money terms exceed the rate
of growth of real productive capacity. If fiscal and monetary policies should
fail to permit the expansion of demand in money terms necessary to "vali-
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date" the price rise, real growth would not keep up with the growth of capac-
ity. Unemployment would rise and utilization rates decline. This would lead
to the gradual slowing down and termination of the spiral. Obviously, the
greater the restraint through fiscal and monetary policy, the more quickly the
spiral can be brought under control. But this may require an unacceptably
high level of unemployment.

THE GOAL OF PRICE STABILITY

Since minimum unemployment and high utilization of our productive
resources bring so many obvious benefits to the Nation and to most indi-
viduals, the temptation is great to dismiss the accompanying inflationary bias
as a minor inconvenience, a-cost far outweighed by the benefits. Neverthe-
less, price stability is an important goal because the costs of inflation are
serious and pervasive. Inflation impairs economic efficiency, redistributes
income capriciously, and weakens the Nation's competitiveness in world
markets.

A realistic stabilization policy cannot expect to hold down to zero the
average change of prices of consumer goods and services. From 1961 to
1965, although wholesale prices remained virtually constant and there was
obvious slack in the economy, consumer prices rose between 1 and 1J4
percent each year. Such a moderate rate of price increase, however, does
not represent a significant erosion in the purchasing power of the consumer's
dollar. This is especially true because improvements in quality and the in-
troduction of new goods add to consumption opportunities even when they
are not fully reflected in price indexes as reductions in prices.

Furthermore, the objective of price stability does not aim to hold any
specific price constant. Within a stable average price level, there can and
must be constant adjustments to changing levels and patterns of demand,
to diverse movement of costs in different sectors, and to technological
change. Costs and prices of some items rise; others fall. These relative
price changes attract resources toward those areas where the need is
greatest.

Similarly, price stability is compatible with rising wages. Labor compensa-
tion can move up in line with the average growth of labor productivity with-
out adding to the labor costs of output. And the stability of over-all labor
costs is thoroughly consistent with readjustments in the relationships among
wages in different sectors and for different occupations. These changes tend
to be gradual and the disparities self-correcting, as workers—particularly
new entrants—are attracted into the areas where labor is in greatest demand.

The Impairment of Efficiency

Once prices start moving up on a broad front, however, the necessary
relative adjustments of prices and wages become much more difficult. Some
prices respond immediately to changes in underlying economic conditions,
others only after a long delay, but then often with a big change. Thus, while
each change may appear to correct one set of disparities, it creates others;
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adjustment of the latter, in turn, creates new problems. Relative prices,
wages, and profits cannot achieve the patterns appropriate to the changing
needs of the economy when all of them are ratcheting upward at an un-
certain and uneven rate. The efficient allocation and use of resources in-
evitably suffers. Thus, the objective of price stability is linked to the aim
of economic efficiency.

Arbitrary Redistribution of Income

Inflation has a significant effect on the distribution of income and wealth.
By and large, that impact is haphazard and inequitable from a social point
of view. Some groups in the economy are more vulnerable to inflation than
others; this is why inflation has been described as the "crudest tax."

A particularly significant income shift associated with rising prices takes
place between the active participants in the economy, whose money incomes
adjust more or less to rising prices, and those—such as the retired and dis-
abled—who are not active participants. The money incomes of millions of the
families in the latter group are relatively fixed at any given time and
augmented little, if at all, by rising prices. Many depend on pensions and
other sources of retirement income which come from accumulated savings
in forms that have a fixed money value, such as savings deposits, insurance
policies, or bonds. Some retired persons live on previously accumulated
wealth that has a fixed money value. There are some partial offsets: interest
rates on deposits tend to rise in periods of inflation, and so may the prices
of common stocks and of real estate. But not everybody holds assets that
rise in price or yield. Legislative changes in social security have provided
considerable relief to many retired and disabled individuals at the lower end
of the income range, but not to all. Nevertheless, the inactive members of
the population as a group suffer losses of real income that to them are
significant, even though the corresponding gains of the active group are
relatively small in terms of its income.

To be sure, in a period of inflation, some workers will have the oppor-
tunity for wage gains sufficiently large to enhance their real incomes relative
to other workers. Some businessmen do manage to widen their profit mar-
gins. Yet, in the ensuing spiral, neither business as a whole nor labor as a
whole is likely to make permanently larger gains in real income as a result
of inflation. Periods of rapid rises in both wage rates and prices have not
significantly altered the long-term distribution of income between labor and
business. Both groups reap their gains in a depreciated dollar, with some
loss to both by sacrificing the smooth functioning of the economy. Most
gains achieved by individual groups of workers are principally at the ex-
pense of other workers, and the profit gains of some industries may be ob-
tained largely at the expense of profits in other sectors.

Improvements in the distribution of economic rewards and in equality of
opportunity often occur in.periods of high demand and relatively full em-
ployment. It is during such periods that persons with educational, racial,
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locational, age, or physical disadvantages find the greatest opportunities to
move into the mainstream of economic life, and secure their greatest rela-
tive gains. But these gains come from full employment, not from the exces-
sive wage and price increases that may accompany it. Our objective is to
achieve the gains while avoiding costly inflation.

Inflation and the Balance of Payments

As Chapter 5 makes clear, rising prices also have important international
implications which—particularly at the present time—can be even more
serious. If our prices rise faster than those of our major competitors, Ameri-
can goods suffer in world markets. An increase in the U.S. surplus of exports
over imports is needed to strengthen our balance of payments and to permit
the eventual relaxation of the restrictions now necessary to maintain our
payments position.

A healthy trade surplus also has a direct and individual meaning for the
pocketbooks of the vast numbers of American workers, businessmen, and
farmers who are engaged in industries exposed to export or import competi-
tion. If costs and prices in these industries are not kept in check, markets may
shrink and profits along with markets. Restriction of imports to compensate
for this deterioration would be no answer, since it would lead to retaliatory
curbs on our exports, and thus to reduced markets and job opportunities in
our export industries.

Slowing the Trend of Rising Prices

The social and economic costs of rising prices point to the pressing need
to reestablish and to maintain reasonable stability of the U.S. price level.
It is clear, however, that the current inflationary trend cannot be stopped
abruptly. Yet it is equally clear that the trend must be slowed down. Once
a deceleration is achieved, it can become self-reinforcing. As wage increases
slow down, unit labor costs and prices will move up less rapidly. The succes-
sive upward adjustments of wages to prices and of prices to wages can pro-
gressively shrink. If price increases slow down in 1968 and reasonable
stability is in the process of being restored, the health and strength of the
U.S. economy will not be seriously impaired by the fact that prices are still
rising. But a new acceleration of price increases could have serious conse-
quences, both domestic and international.

THE RECENT RECORD

The upward movement of prices moderated somewhat during the first
half of 1967, largely reflecting declines in farm prices and the sluggishness of
industrial demand. But the pace stepped up again in the second half. De-
velopments during 1967, and the prospects and problems for the years
immediately ahead, can best be understood in the perspective of the entire
period of economic expansion (Charts 8 and 9).
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PRICE CHANGES SINCE 1961

For the purpose of such an assessment, the period since 1961 can be
divided into four fairly distinct segments: relative stability—1961 through
mid-1965; acceleration—mid-1965 through September 1966; easing pres-
sures—September 1966 through mid-1967; and renewed rapid advance—
since June 1967 (Table 12).

1961 Through Mid-1965

A remarkable degree of price stability characterized the early years of
the 19605s. Economic activity rose along a balanced and fairly steady path.
Because the margin of underutilized resources had been very large in 1961
and because it was absorbed gradually, significant economic gains did not
upset the stability of prices. Some moderate pressures began to emerge in
1965; many firms were approaching their preferred operating rates, as
expansion of plant and equipment lagged somewhat behind the growth of
output, and profits rose sharply.

The first significant departure from price stability occurred among farm
products. Throughout this period, farm prices had been falling slowly. Early
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Chart 9
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in 1965 they suddenly reversed direction, reflecting reduced domestic sup-
plies and heavy export demand. Price increases for food at both wholesale
and retail followed promptly.

Mid-1965 Through September 1966

Around mid-1965, the growth of demand for industrial products sud-
denly accelerated as the direct and indirect consequences of the enlarged
commitment of U.S. forces in Vietnam. Manufacturing output and employ-
ment spurted sharply in the last quarter of 1965 and the first quarter of
1966, and continued to rise steadily through most of 1966.

Prices of consumer services began to accelerate, as service firms found it
more difficult to obtain workers. With rising food and service prices and
stronger demands for labor, upward pressures on wages intensified in
both the organized and unorganized sectors. In the industrial area, the
impact of demand on prices was strongest in the defense-related and capital
goods sectors, where shortages of both capacity and skilled manpower were
most pronounced. But prices also advanced in many other areas.

The upward pressures on prices and wages in this period reflected both the
speed of the advance and the high level of resource utilization which
the economy achieved. These pressures tripped off a price-wage spiral.
Rising living costs and tight labor markets combined to enlarge wage in-
creases, and the resulting bulge in unit labor costs and the stronger product
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TABLE 12.—Major price trends during selected periods since December 1960

Price group

Wholesale prices:

All commodities .

Farm products and processed foods and
feeds

Industrials

Consumer prices:

All items .

Commodities

Food
Commodities less food

Services

GNPdeflatori

Percentage change per year

December
1960 to June

1965

0.5

1.1
.3

1.3

1.0

1.5
.7

2.0

1.4

June 1965 to
September

1966

3.1

6.1
2.1

2.9

2.3

4.0
1.4

4.0

2.6

September
1966 to June

1967

- 0 . 6

- 4 . 9
1.0

2.2

1.2

- . 6
2.4

4.2

2.6

June 1967 to
December

1967

0.9

- 3 . 8
2.7

3.8

3.5

1.9
4.1

4.3

4.0

i Based on seasonally adjusted data for quarter containing month indicated.
Sources: Department of Commerce and Department of Labor.

markets generated higher prices. Rising prices in turn served as the basis for
further wage advances, and further wage advances as the basis for price
increases.

September 1966 Through Mid-1967

Largely as a consequence of restrictive monetary and fiscal policies and a
concurrent rise in the personal saving rate, the growth of final demand
slowed in late 1966. A period of inventory adjustment and sluggish over-
all growth followed in the first half of 1967. The slowdown, combined
with larger supplies, caused prices to fall sharply for most farm products and
some other commodities traded in organized markets. To a degree, these
declines were reflected in lower prices for foods and other commodities
directly processed or fabricated from the less costly raw materials. Price
increases also slowed in most—but not all—other areas.

The rise in prices that did occur in that sluggish period was essentially
a reflection of rising costs rather than of excessive demand. However, these
cost increases originated in the strong demand conditions of 1965 and 1966.
Thus, the price-wage spiral continued to turn, although the initial motive
force had subsided.

Second Half of 1967

As demand advanced with renewed strength in the second half of 1967,
the rate of price increase again stepped up. Demand was not yet pressing on
productive capacity—over-all or in most major sectors. The period of
slow expansion had created enough slack so that production could respond
to increasing demand without significant strain on productive resources.
But costs had continued to rise throughout the period of sluggishness. The
full adjustment of prices to these rising costs had been suppressed or de-
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layed in the first half year. Later in the year, stronger markets and expecta-
tions of renewed expansion led businessmen to raise prices to reflect the
earlier cost increases, thus turning the wage-price spiral another notch.

Because the basic inflationary force in 1967 was rising costs, the pattern
of price and wage changes was rather different from that of 1966, when
excessive demands were the chief inflationary force.

DEVELOPMENTS IN 1967

The rate of increase of prices in 1967 was much the same as in 1966.
To be sure the annual average of wholesale prices barely rose from 1966 to
1967 in contrast with a 3.3 percent increase from 1965 to 1966. However,
the increase in consumer prices slowed only from 2.9 percent in 1966 to 2.8
percent in 1967. The GNP deflator—which covers all output—rose 3.0 per-
cent in 1967 as against 2.7 percent in 1966.

All three price indexes showed a modest deceleration when price changes
are measured during the year (December to December) rather than by
annual averages. For example, during 1967, consumer prices increased 3.1
percent compared with 3.3 percent during 1966. And the GNP deflator reg-
istered a 3.1 percent advance during 1967, slightly less than the 3.2 percent
rise during 1966.

Increases in wages and hourly labor compensation continued at high levels
in 1967. Meanwhile, productivity gains lagged, and unit labor costs rose
considerably.

The discussion which follows summarizes the wage and price record of
1967.

LABOR SUPPLY AND DEMAND

Labor markets were generally not as tight in 1967 as they had been in
1966, despite the fact that the over-all unemployment rate was the same in
both years. This conclusion is supported by various measures of labor mar-
ket tightness, such as hours of work, new hire and layoff rates, help-wanted
advertising, unfilled job openings, and insured unemployment.

Employment showed little change in the first half of the year but surged
ahead in the second half. Most measures of labor market conditions reflected
the changing pace of employment. For example, the number of unfilled non-
farm job openings placed by employers with the U.S. Employment Service
declined 23 percent from September 1966 to July 1967, then moved irregu-
larly upward. Throughout, unfilled openings remained above 1965. Average
hours per week in manufacturing, the help-wanted index compiled by
the National Industrial Conference Board, insured unemployment, and
new hire and layoff rates weakened from the fall of 1966 to mid-1967, then
strengthened during the remainder of the year. All these measures indicated
that labor market conditions eased in 1967; all except the workweek indi-
cated that labor markets were tighter than in any year between the end of
the Korean war and 1966.
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The unemployment rate, however, did not rise in 1967 though it fluctuated
from month to month. Changes in employment were offset to a remarkable
degree by parallel changes in the labor force. The participation of women in
the labor force varied considerably. When job openings waned in the first
half of the year, growth of the adult female labor force stopped; when
employment opportunities brightened in the second half of the year, the
participation of women rose strongly, accounting for 1.1 million of the
unusually large 1.5 million increase (seasonally adjusted) in the total labor
force.

The rise in demand for labor and in employment during 1967 was
unevenly spread among occupations and sectors, reflecting the pattern of
economic activity. Manufacturing employment, after rising by about 6 per-
cent between 1965 and 1966, declined by nearly 2 percent in the first half of
the year, and at the end of 1967 was still 0.3 percent below a year earlier.
There was also a small reduction in mining employment. But in the service
sectors, employment rose slightly more between 1966 and 1967 than between
1965 and 1966. Employment in the professional, technical, and salaried man-
agerial categories continued to increase rapidly.

On the whole, the balance between the composition of labor demand and
of labor supply improved in 1967. In particular, the metalworking skills
which had been in such short supply in 1966 were no longer so scarce. This
mainly reflected the easing of demand pressures on the industries which are
the largest employers of men with these skills. Total employment actually
declined in 1967 in the machinery and equipment industries.

In part, the easing of shortages also reflected the fact that the structure of
the labor force had another year—and the assistance of greatly expanded
private and public training programs—to adjust to the job requirements of
a high-employment economy.

The number of long-term unemployed declined significantly, indicating
that many previously "hard-core" unemployed were moving into the main-
stream of employment.

Moreover, the geographical balance of labor supply and demand also
improved. For example, the number of "major" labor market areas classified
as having "persistent" unemployment fell from 9 in December 1966, to 6
in December 1967. The number of "small" labor market areas with per-
sistent unemployment fell from 60 to 57 and the number of "very small"
labor market areas from 399 to 366 over the same period.

But while specific shortages were reduced and the over-all balance in the
labor market was improved, labor markets remained tighter than they had
been for many years prior to the surge of demand in late 1965 and 1966.
Even in manufacturing, where employment was not growing, labor turnover
remained relatively high. And the continuing rapid growth of demand in the
professional, technical, and managerial occupations produced severe com-
petition for workers with these abilities and skills.
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Wages

The faster rise in wages that had begun in 1966 continued throughout
1967. Though marked shortages were not widespread, employers continued
to compete to attract or retain experienced, well-qualified workers. Workers
in relatively low-wage industries and occupations continued to have opportu-
nities to move to better jobs, and their wages rose particularly rapidly.
Unions negotiating in 1967 had the background of two years of rising living
costs, low unemployment—especially for adult men—and relatively high
profits to support their negotiating positions. Moreover, in 1967, union bar-
gainers had many more large settlements by other unions—and, in some
cases, large awards to unorganized workers—to point to in support of their
demands. They sought to catch up with—and, if possible, to surpass—the
pattern of wage increases established by other unions in earlier settlements.
Thus, collective bargaining settlements in 1967 averaged about 5}4 per-
cent a year, well in excess of settlements in 1966 and far above those earlier
inthel960's (Table 13).

TABLE 13.— Wage and benefit changes in collective bargaining situations, 1962—67

Type of change
Median percentage change negotiated or effective during

1962 1963 1964 1965 1966 1967 1

Most important collective bargaining situations, annual rate of
increase over life of contract:2

Wage and benefit changes negotiated during specified
year:3

Equal timing4

Actual timing8

Wage changes negotiated during specified year:«
Equal timing

All important collective bargaining situations: *

First-year wage adjustments negotiated during specified
year:

All industries

Manufacturing
Nonmanufacturing-.

Wage adjuidjustments effective during specified year, regard-
less of date of negotiations:8

All industries

Manufacturing
Nonmanufacturing.

2.9

2.4
4.0

2.8

2.6
3.5

2.5

3.0

2.5
3.4

2.9

2.7
3.2

3.5

3.0

3.2

2.0
3.6

2.7

2.0
3.5

3.3

3.3

3.8

4.0
3.7

3.4

3.4
3.4

4.1
4.5

3.9

4.8

4.2
5.0

3.6

3.3
3.8

5.2
5.6

5.1

5.7

6.4
5.0

4.4

4.0
4.8

» Based on preliminary data available in early January 1968.
2 Possible increases in wages resulting from cost-of-living escalator adjustments are omitted except for any part of the

escalator increase guaranteed in the contract.
3 The 1964 estimate is based on 20 key contracts which affected 2.25 million workers in 11 major industries. The 1965

estimate covers most settlements affecting 10,000 workers or more in all industries excluding construction, services,
finance, and government. The 1966 and 1967 estimates cover all settlements affecting 5,000 workers or more in all industries
except government.

4 Annual rate of increase assuming equal spacing of wage and benefit changes over life of contract.5 Annual rate of increase taking account of actual effective dates of wage and benefit changes during contract period.
• The estimates for 1963 to 1965 cover most settlements affecting 10,000 workers or more in ail industries excluding

construction, services, finance, and government. The 1966 and 1967 estimates cover all settlements affecting 5,000
workers or more in all industries except government.

7 All contracts affecting 1,000 or more workers. From 1962 to 1965, construction, services, finance, and government are
excluded. All industries except government are covered in the 1966 and 1967 estimates.

« Includes changes in wage rates negotiated during specified year, plus increases decided upon in earlier years, cost-of-
living escalator adjustments, and no wage changes.

Source: Department of Labor.
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An important influence on both union and nonunion wage increases in
1967 was the 12-percent increase in the Federal minimum wage and the ex-
tension of coverage to millions of additional workers.

As a result of all these factors, wage increases in most sectors—unorganized
and organized—accelerated between 1966 and 1967. Gross average hourly
earnings for nonsupervisory employees in the private nonfarm sector in-
creased 4.7 percent between 1966 and 1967, up from 4.1 percent in 1965-66
(Table 14).

Gross hourly earnings in manufacturing were held down by a decline
in overtime hours. Changes in the proportion of workers in high and low
wage industries—the interindustry "mix"—within manufacturing also held
down the average increase in earnings. Corrected for changes in overtime
and for interindustry mix, average straight-time earnings for production
workers in manufacturing increased 4.6 percent in 1967, considerably above
the 4.0 percent increase in gross average hourly earnings based on actual
employment weights, and far in excess of the 3.3 percent corrected increase
in 1966. The acceleration in wage rates in 1967, therefore, was even more
marked than the table indicates.

As has been the case in each of the last several years, increases in hourly
earnings were largest in low-wage industries. Indeed, every sector shown in
Table 14 with below average wage levels had above average wage increases
(although the reverse was not uniformly true). Even within manufacturing,

T A B L E 14.—Changes in average gross hourly earnings, by industry, 1960—67

Industry

Percentage change per year

1960 to 1964 1964 to 1965 1965 to 1966 1966 to 19671

Total private nonagricultural employees 2

Manufacturing

Durable goods
Nondurable goods.

Mining
Contract construction
Transportation and public utilities:

Communication
Electric, gas, and sanitary services..
Trucking and warehousing
Local and suburban transportation..

Wholesale trade
Retail trade 3..
Finance, insurance, and real estate.
Service and miscellaneous:

Hotels, tourist courts, and motels...
Laundries and drycleaning plants <_.

Agriculture.

3.1

2.9

2.8
2.8

1.9
3.6

3.8
3.5
4.2
2.9
3.0
3.6
3.3

4.3
3.8

2.5

3.8

3.2

3.0
3.1

3.9
4.2

3.3
4.3
3.7
3.6
3.6
4.0
3.9

5.4
5.6

5.2

4.1

4.2

3.9
3.8

4.8
4.9

3.2
4.1
3.6
3.1
4.6
4.9
3.8

5.1
5.3

8.3

4.7

4.0

3.4
4.9

4.6
5.4

3.4
4.2
3.8
4.9
5.5
5.2
5.2

8.4
8.1

8.7

1 Preliminary.
2 Includes industries not shown separately.
3 Includes eating and drinking places.
4 Prior to January 1964, data relate to production workers.

Note.—Data are for production workers in manufacturing and mining, for construction workers in contract construction,
and for all nonsupervisory employees in other industries (except as noted).

Sources: Department of Agriculture and Department of Labor.
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some of the most notable advances were achieved in such low-wage indus-
tries as textiles, apparel, shoes, and furniture.

The faster wage increases for the lowest paid industries reflects the general
tendency for differentials to narrow—at least in percentage terms—when
labor markets are relatively tight. During such periods, many employees
in low-wage industries can find a ready market) for their services in higher-
paid sectors, forcing employers to raise wages rapidly in order to retain
their workers. The narrowing of differentials was further reinforced in
1967 by the increase in the level and coverage of the minimum wage.

However, the tendency for wage differentials to narrow was partially
offset in a number of areas by new collective bargaining agreements. There
was considerable variation in the size of new contracts in 1967. One-fifth of
all workers affected by new major settlements received annual increases in
compensation exceeding 6 percent. Particularly large gains were secured by
workers in the automotive, rubber, pulp and paper, railroad, farm imple--
ment, and construction industries—all high-wage industries.

Average hourly compensation (which includes wages, fringe benefits, and
employer contributions for social insurance) for all employees in the total
private economy rose 6 percent in 1967 (Table 15). The difference between
the over-all increase in hourly compensation and the increase in hourly

T A B L E 15.—Changes in compensation, productivity, unit labor cost, and output price
in the private economy since 1947

Sector and item

Percentage change per year

1947 to
1966

5.2
3.4
1.7
2.0

4.9
2.8
2.0
2.2

5.1
3.2
1.8
2.0

1961 to
1965

4.4
3.8
.5
1.2

4.0
3.5
.5
1.2

3.6
4.6

-1.0
.3

1965 to
1966

6.9
3.1
3.7
2.5

6.0
2.6
3.4
2.2

4.9
2.2
2.7
1.8

1966 to
19671

6.0
1.4
4.5
2.7

5.8
.9
4.8
3.3

6.1
.9
5.1

(3)

Total private:

Average hourly compensation2

Output per man-hour
Unit labor cost
Implicit GNP price deflator._.

Private nonfarm:

Average hourly compensation 2.
Output per man-hour
Unit labor cost . . .
Implicit GNP price deflator

Manufacturing:

Average hourly compensation2..
Output per man-hour
Unit labor cost
Implicit GNP price deflator

1 Preliminary.
2 Wages and salaries of all employees and supplements to wages and salaries such as employer contributions for social

i nsurance and for private pension, health, unemployment, and welfare funds, compensation for injuries, pay of the military
reserve, etc. Also includes an estimate of wages, salaries, and supplemental payment part of the income of the self-

employed.
3 Not available.
Note.—Data for each sector relate to all persons.
Sources: Department of Commerce, Department of Labor, and Council of Economic Advisers.
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earnings of production workers reflects, in part, a decline in the proportion
of man-hours worked by production workers, whose average pay is lower
than that of supervisory employees. Fringe benefits grew more rapidly than
wages and, in addition, a small increase in 1967 in employer contributions
for social insurance accounts for some of the difference.

Real Income Gains

About half of the 6-percent increase in current-dollar compensation per
man-hour was eroded by the increase in consumer prices. In real terms,
compensation per man-hour rose by 3.2 percent, somewhat less than in 1966,
but above the average gain in recent years. Real weekly earnings of produc-
tion workers—which do not include employer contributions for social insur-
ance and other fringe benefits—increased less than 1 percent, partly as a
result of lower weekly hours. This was the smallest rise since the late 1950's
(Table B-31).

Productivity, Unit Labor Costs, and Profits

Along with the greater increase in hourly compensation, there was a
marked slowdown in the growth of output per man-hour in 1967. In part,
this reflected the reduced efficiency that occurs when capacity utilization
falls. During the early part of 1967, output per man-hour actually de-
clined, but it more than recovered as expansion resumed. For 1967 as a
whole, output per man-hour for the entire private economy increased about
iy2 percent. For the private nonfarm sector and in manufacturing, the rise
was slightly less than 1 percent.

The large rise in compensation and the small gain in productivity resulted
in an unusually sharp increase in unit labor cost, amounting to 4l/2 percent
for the entire private sector and to 5 percent for manufacturing (Table 15).
Analysis of earlier periods suggests that short-run fluctuations in the growth of
productivity are not as immediately or fully reflected in prices as are changes
in compensation. Thus, business, especially in manufacturing, tends to
absorb higher cost resulting from temporary reductions in productivity, as
well as other cost increases due to reduced capacity utilization. In 1967
this absorption meant a sizable fall in unit profit margins, not fully offset
by a rise in volume. Corporate profits (before taxes) fell about 4j/i per-
cent in 1967 but remained well above 1965 and earlier years. The drop in
profits was largely concentrated in manufacturing.

PRICES OF CONSUMER SERVICES

The importance of service prices is illustrated by the fact that in 1967 they
accounted for nearly half the total rise in the consumer price index. Follow-
ing an increase of 4.9 percent during 1966, prices of consumer services con-
tinued to advance in 1967, though somewhat less rapidly. The 3.9 percent
increase in the cost of consumer services during 1967 remained far in excess

I I I
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TABLE 16.—Changes in consumer prices for services, 1965-67

Type of service

Percentage change

December
1965 to

December
1966

4.9

7.4

6.5

6.4
8.1
5.2
5.9

1.0

1.6

4.4

December
1966 to

December
1967

3.9

3.2

5.8

3.9
7.9
4.8
4.6

1.3

2.0

5.2

Contribution
to total

change in
1967

(percent)

Consumer prices, all services

Interest and property insurance, and taxes

Public transportation and labor-intensive services.

Public transportation...
Medical care services..
Skilled labor services K.
Other2

Rent and utilities..

Rent
Utilities..

All other services 3

100

20

59

4
29
17
9

7
2

12

1 Includes repair and maintenance services, barbers, and beauticians.
2 Includes hotels and motels, domestic services, babysitters, laundries, drycleaning, and shoe repair.
3 Includes postal charges, recreational services, legal and banking services, etc.

Source: Department of Labor.

of the average annual advance of about 2 percent between 1961 and 1965
(Table 16).

The principal source of the modest slowdown in 1967 was a considerably
less rapid increase in the average cost of insurance, finance, and taxes. This,
in turn, reflected the fact that interest costs on new mortgages on homes did
not repeat in 1967 the very sharp 12.4 percent advance recorded in the pre-
vious year, although they were rising again as the year ended. Most other
consumer services continued to rise at much the same rate during 1967 as
in the previous year.

In many service occupations, increases in productivity are not nearly rapid
enough to offset increases in wage rates or professional salaries. The avail-
able data on average hourly earnings of service employees in some lower
paid industries indicate that they received larger than average wage increases
in 1967 (Table 14). Moreover, shortages of skilled personnel in other serv-
ices—notably medical care—combined with strong demand to produce
higher than average increases in earnings. So long as these forces continue
to push service industry wages up at a rapid rate, the prices of services will
continue to advance substantially.

Medical Services

Over the years, the cost of medical services has been rising more rapidly
than that of other consumer services (Table 17). The increase accelerated
sharply in 1966 and 1967 when the average price of these services rose at
about 8 percent a year.

1 1 2
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T A B L E 17.—Changes in medical care components of consumer prices for services) 1950—67

Item

Consumer prices, all services.

Medical care services1

Hospital daily service charges..
Physicians' fees

Percentage change per year

1950 to 1960

3.6

4.3

6.9
3.4

1960 to 1965

2.0

3.1

6.3
2.8

December
1965 to

December
1966

4.9

8.1

16.5
7.8

December
1966 to

December
1967

3.9

7.9

15.5
6.1

1 Includes items not shown separately.
Source: Department of Labor.

Hospital daily service charges, which had been rising strongly in the
1950's and the early 1960's, spurted in 1966 and 1967.

Between 1960 and 1965, the large annual increase in nonpayroll expense
per patient-day (7.0 percent) and the actual decline of 1.7 percent a year in
the number of patients per hospital employee reflected in part more elab-
orate and expensive hospital equipment and the increased variety and in-
tensity of care. While measured labor productivity declined, hospital wages
kept pace with other service industry wages, and consequently payroll costs
per patient-day increased rapidly. The result of all these cost pressures
was that hospital daily service charges increased 6.3 percent annually from
1960 to 1965, while all consumer prices were rising at a 1.3 percent rate.

Physicians' fees rose 2.8 percent annually between 1960 and 1965. Com-
bined with a small increase in productivity, this enabled physicians' earnings
to rise about 4.6 percent a year. The demand for physicians' services in-
creases steadily, the most important reason being simply the rising incomes
of their patients. There is a definite tendency for higher-income families to
purchase more physician visits than lower-income families. Another factor
has been the growth of insurance coverage. Even before the introduction of
Medicare, the portion of consumer expenditures on physicians' services that
was covered by insurance more than doubled, from 12 percent in 1950 to
32 percent in 1965.

From December 1965 to December 1966, medical service prices rose 8.1
percent, a sharp increase over the 3.1 percent annual increase from 1960
to 1965. The increase from December 1966 to December 1967 was 7.9 per-
cent. The new elements were the intensification of inflationary pressures
in the economy generally, and the entry into force of Medicare and Medic-
aid. Hospital daily service charges rose 16.5 percent during 1966 and 15.5
percent during 1967. These price increases must have considerably ex-
ceeded the rise in hospital costs. The concurrent enlargement of the insured
hospital clientele—who are less immediately sensitive to price increases be-
cause much of their costs are prepaid—made it easier for hospitals to raise
their charges.
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Prices for physicians' services moved sharply upward beginning in the first
quarter of 1966, and then tapered off toward the end of 1967. The increase
early in 1966 may have reflected a revision of fee schedules in anticipation
of the introduction of Medicare and Medicaid.

Public Utilities

Prices of utility services have risen much less than those of other major
services (Table 16). Table 18, discussed more fully below, shows that com-
munication and electric, gas, and sanitary services are also the sectors where
output per man-hour has grown most rapidly, and unit labor cost has fallen
rather consistently.

The comparison between price changes and unit labor costs suggests, how-
ever, that public utilities have not passed the full benefit of improved produc-
tivity on to their customers. Although their capital costs per unit of output
have undoubtedly risen, their profits have increased at an exceptional rate.
In fact, the two utilities sectors are the only ones in Table 18 for which
profits as a share of corporate output increased from 1947 to 1966. These
are, of course, regulated industries, substantially protected from competition.

PRICES OF INDUSTRIAL PRODUCTS

Prices in the industrial sectors of the economy reflected with reasonable
fidelity the interplay of the market forces which prevailed during 1967.
During the first half of the year, the influence of rising production costs
was largely masked by the easing of demand pressures, and prices showed
relatively little change; in the second half, with gradually rising demand,
cost pressures were more readily translated into substantial advances in
prices. This pattern is observed in a wide range of manufacturing industries
and in construction.

Industrial Materials

Among the industrial sectors, cost factors were least immediately signifi-
cant in the case of industrial raw materials. There, the trend of demand in
relation to supply was most dominant. In general, demand pressures eased,
supplies were adequate, and prices moved lower for such materials as hides
and skins, natural rubber, hardwood lumber, and zinc. There were, however,
important exceptions for which supplies were not adequate; some prices,
such as those of sulfur, copper, and nickel, rose sharply.

Nonfood Manufactures

The imbalance between supply and demand which had characterized
major sectors of the economy between mid-1965 and late 1966 had been
especially marked and widespread in manufacturing industries. By the same
token, these industries were most affected by the easing of demand pressures
in late 1966 and the first half of 1967.

Over-all demand for manufactured products grew more slowly in 1967
than in 1966, yet plant capacity grew about as rapidly. Moreover, the com-
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position of demand was better balanced with productive capabilities. The
easing of demand pressures, coupled with the completion of new facilities,
showed up in a notably lower rate of capacity utilization (Table B-38).
In the fourth quarter of 1967, manufacturing output averaged 84 percent
of capacity as compared with 90 percent in the last quarter of 1966. The
strain on available facilities was reduced in almost all industries. By'the end
of 1967, capacity utilization was again rising, but remained generally well
below the rates of 1966.

While demand pressures in 1967 were weaker than in 1966, costs in manu-
facturing were rising rapidly. In addition to the pervasive rise in unit labor
costs there were also increases in other elements of production cost including
construction and equipment prices, interest costs, and freight rates for rail,
highway, and inland waterway transportation.

During the first half of the year the average price of nonfood manufac-
tures showed little change, rising about 0.5 percent between December 1966
and June 1967. With increasing demand in the second half, manufacturers
in virtually all industries sought to raise prices to compensate for higher costs
and to restore profit margins.

For nonfood manufactures as a whole, prices rose 1.3 percent in the second
half of 1967—more than twice as fast as in the preceding six months.

Differences in the size of price increases among industries reflected the
differing strength of demand, the incidence of increased costs, the extent of
intra- and inter-industry competition as it affected the degree of discretion
available to individual firms, and the degree to which business firms with
discretionary pricing power gave weight to the public interest in their
pricing decisions.

As may have been expected, the effects of changing demand were most
clearly and promptly evident in the less concentrated, highly competitive
industries in which individual manufacturers enjoy little discretion in their
pricing decisions.

In the textile industry, for example, the decline in demand during the first
half was quite severe, partly as a result of heavy overbuying during 1966.
Inventories rose sharply, despite a substantial drop in the operating rate. As
a result, manufacturers had to cut prices in the face of rising labor costs.
The average price of cotton products fell 3 percent between December
and June; synthetics also declined. In the second half, as demand increased
and inventories were gradually worked off, prices rebounded, and prices of
cotton products registered a net advance of 1.5 percent during the year.

In other highly competitive industries, the decline in demand and output
during the first half of the year was not generally reflected in price reduc-
tions, but rather in some deferment or moderation of price increases to cover
rising costs. For example, prices were not cut, but indeed raised, for house-
hold furniture, apparel, and shoes. In each case, the advance accelerated
in the second half of the year, and, for 1967 as a whole, the rise in prices
exceeded that for all nonfood manufactures. These are all labor-intensive
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industries and hence strongly affected by rising wages. They are also low-
wage industries which experienced above-average increases in compensation.

In more concentrated industries, in which sellers enjoyed a greater degree
of discretion in their pricing policies, the record varied, in part reflecting
the use made of that discretion.

In the tobacco industry, for example, prices were raised 5.0 percent in
1967, on top of a 4.1 percent boost in 1966. Labor costs are relatively
minor in this industry, and return on equity is among the highest for any
industry group.

An even larger increase was recorded in the rubber industry. In December,
wholesale prices of tires and tubes were 5.1 percent above a year earlier;
those of miscellaneous rubber products were 6.6 percent higher. One element
in the price increase was higher labor costs—the result of a very large settle-
ment granted after a prolonged strike. But price increases appear to have far
exceeded the rise in unit labor costs. Moreover, a sharp decline in the cost
of natural rubber and a small decrease for some types of synthetics offset
some of the higher costs for other materials, labor, and transportation.

In a number of other highly concentrated industries, in which manu-
facturers ordinarily enjoy significant discretion in their pricing policies, price
increases in 1967 were somewhat smaller, although above the average for
nonfood manufactures. Manufacturers' prices of automobiles were raised
about 2^4 percent late in the year. Prices of electrical machinery rose 2 5/2
percent during 1967. Average prices of steel mill products also rose nearly
2 percent. Steel is less profitable and has slower productivity growth than the
other industries mentioned, but, unlike the others, had the advantage of still
operating under a moderate labor settlement negotiated in 1965.

FARM AND FOOD PRICES

To a far greater extent than for industrial commodities and services, prices
of farm products are very highly responsive to relatively small changes in the
supplies available for domestic consumption. And these supplies are greatly
influenced by weather conditions, Federal farm programs, and developments
abroad that affect the level of U.S. exports.

During 1965 and much of 1966, domestic supplies of several major com-
modities were curtailed, primarily because of poor weather. In the important
case of hogs, the drop in supply was a consequence of large marketings and
low prices in 1963 and 1964. In the last months of 1966 and all of 1967, sup-
plies of most farm commodities were relatively abundant—the combined re-
sult of changes in Federal farm programs, of generally excellent growing
conditions, and of the response by farmers to the higher prices obtained in
1966. (One major exception was cotton, which had the smallest crop since

?
Civilian consumption of food in the United States increased in 1966 and

1967 as both population and incomes grew, while military food purchases
increased from the late summer of 1965 to the end of 1966 and remained
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high throughout 1967. Foreign demand was strong during 1965 and 1966 but
weakened in 1967 when larger crops abroad reduced the demand for U.S.
farm products.

As a result of these supply and demand conditions, prices received by
farmers advanced sharply between early 1965 and August 1966, reaching
their highest level since the Korean conflict. They then fell rapidly, and re-
mained below year earlier levels throughout 1967.

RETAIL PRICES

The impact of price increases for nonfood commodities at the manufac-
turing level on the consumer was aggravated by an appreciable widening
of distributive margins, reflecting rising costs of wholesale and retail distribu-
tion. As indicated in Table 14, average hourly earnings of wholesale and
retail employees rose more than those of manufacturing workers. Higher
commercial rents, rising freight rates, and interest charges imposed a further
burden. As a result of these factors, prices at retail generally rose somewhat
faster than those at wholesale for comparable goods. In fact, during the sec-
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ond half of 1967, retail prices of nonfood commodities were rising at the rate
of 4 percent per year.

In the face of the decline in farm prices in 1967, retail food prices for use
at home rose slightly, and restaurant prices increased sharply. As seen in
Chart 10, the spread between farm and retail food prices widened in 1967.
Unit labor costs rose for food processing and marketing firms as they experi-
enced above-average wage increases. Prices of intermediate goods and serv-
ices purchased by these firms were also higher. The wider margins also
reflect the long-term trend of improved quality and increased refinements in
processing, preparation, packaging, and distribution of foods available to
consumers.

CONSTRUCTION

The measurement of construction costs presents difficult problems, but
the statistics record an average annual advance of 3.2 percent since 1961.
The rate of increase fluctuated somewhat during the last two years, with a
slowdown in late 1966 and early 1967 when demand eased. As housing starts
recovered, construction costs also resumed their usual trend.

The rise in construction prices thus has generally exceeded the advance in
most other industrial sectors by a substantial margin. This is due principally
to the fact that wages of construction workers have been rising more rapidly
than those of other industrial workers while improvement in construction
practices and techniques has lagged seriously.

While construction activity has been expanding steadily with the excep-
tion of the downturn during late 1966 and early 1967, the supply of skilled
workers has not kept pace. Entrance requirements and apprenticeship rules
in some construction unions have not been adequately adjusted to the re-
quirements of a rapidly growing economy. For this and other reasons, the
bargaining strength of unions in the construction industry is generally strong.
At the same time, the resistance of contractors to high wage demands is
reduced by the fact that construction contracts are generally let by bid, with
all contractors in a given area operating under the same wage scales. Dur-
ing 1967, this bargaining strength was reflected in the annual wage increases
of 8 percent or more provided in a number of important construction
settlements.

At the same time, changes in construction techniques which would im-
prove productivity and afford at least a partial offset to rapidly rising wages
have been slow in coming. This has been especially true in many urban areas,
where standards are rigidly controlled under local building codes. These
codes, originally intended to protect the public against inferior design, ma-
terials, and workmanship, have been slow to adjust to the opportunities
afforded by new materials and methods. They have thus retarded the ad-
vances made possible by developing technology and have preserved high-cost
techniques. Both the smaller specialized contractors and the construction
trade unions have resisted changes in these codes. The latter have been espe-
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cially opposed to changes in the allocation of work among different categories
of craftsmen and to the use of prefabricated parts.

PRICE AND WAGE POLICY

The magnitude of the stakes involved in moving promptly toward restora-
tion of reasonable price stability is abundantly clear. It is equally evident
that the steps taken to achieve this objective must not impair our other
essential goals: maintaining high employment; preserving the effectiveness
of free markets in allocating productive resources; and encouraging efficien-
cy and minimizing waste.

The various policies available to improve price stability must be evalu-
ated in the light of all these goals.

DIRECT CONTROLS

The most obvious—and least desirable—way of attempting to stabilize
prices is to impose mandatory controls on prices and wages. While such con-
trols may be necessary under conditions of an all-out war, it would be folly to
consider them as a solution to the inflationary pressures that accompany high
employment under any other circumstance. They distort resource allocation;
they require reliance either on necessarily clumsy and arbitrary rules or the
inevitably imperfect decisions of Government officials; they offer countless
temptations to evasion or violation; they require a vast administrative appa-
ratus. All these reasons make them repugnant. Although such controls may
be unfortunately popular when they are not in effect, the appeal quickly
disappears once people live under them.

FISCAL AND MONETARY MEASURES

Fiscal and monetary policy always plays a central role in price stabiliza-
tion efforts. When over-all demand threatens to outrun supply, restrictive
fiscal and monetary measures can reduce the growth of demand to keep it in
line with the growth of productive capacity.

Once a wage-price spiral has developed—from whatever source—a suffi-
ciently restrictive fiscal and monetary policy can stop it, but only at the cost
of creating a rather wide margin of underutilization of resources. It is possible
for a spiral to slow down gradually without a retreat from high employment.
But the existence of the spiral makes it particularly important to use fiscal
and monetary restraints to minimize the risk of upsurges in demand which
would give the spiral new momentum.

Most economists believe that the rate of price increase would be signifi-
cantly lower than it now is if we had attained the present level of unemploy-
ment more gradually. Nevertheless, few would disagree that, at the present
level of resource utilization, prices would in any event rise somewhat faster
than in the early 1960's. Clearly, we cannot afford to attempt to achieve
price stability by returning to the unemployment conditions of those years.
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Equally clearly, we need to find other policies which will serve to reduce the
rate of price increase that occurs at high levels of employment.

IMPROVING MARKET EFFICIENCY

In its 1967 Report, the Council discussed at some length the possible
contributions to price stability of programs to upgrade labor skills—espe-
cially of the disadvantaged groups—and to bring about a closer match be-
tween the capacities of the labor force and the needs of a changing economy.
It also discussed efforts to strengthen competition, break bottlenecks, and
raise the rate of productivity gains—especially in sectors where the produc-
tivity trend is now low.

Over time, these and similar measures should gradually reduce inflationary
bias and thus permit the economy to achieve higher levels of utilization and
lower rates of unemployment without increasing pressures on the price level.
Such programs are highly important for many reasons. They offer substan-
tial benefits over the long run and are an essential part of our efforts to
combine price stability with full employment.

INCOMES POLICIES

In seeking still further ways to reconcile high employment with reason-
able price stability, the governments of most industrial countries have con-
cluded that it is necessary to develop specific policies aimed at the tendency,
under conditions of high employment, for money incomes to rise faster than
production—so-called "incomes policies."

These policies seek to induce industry, labor, and possibly other groups,
to avoid the irresponsible and self-defeating use of market power when the
demand for their products or services increases temporarily. It is recognized
that shifts in relative prices or wages should occur to bring about a needed
reallocation of resources. But incomes policies encourage business and labor
not to take full advantage of every opportunity to charge what the traffic will
bear—in their own longer run interest and in the general interest of the
economy.

The Council's Guideposts

The Council's well-known "guideposts," first presented in January 1962,
represent a form of incomes policy for the United States. The guideposts
do not merely appeal for general restraint, but in addition try to provide
guidance to individual unions and firms as to the specific behavior of wages
and prices which would be consistent with general price stability as well as
with efficient allocation of resources.

The genesis, objectives, and principles of the guideposts were reviewed in
detail in the Council's 1967 Report, and need not here be elaborated. In
general, the wage guidepost calls for increases in hourly compensation to
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be limited to the trend rate of productivity growth for the economy as a
whole. The price guidepost emails for prices to remain stable in industries
in which the trend gain in productivity approximates the average rate for
the economy; it points to price declines where productivity gains exceed
this average; and it recognizes the need for prices to be increased as required
where the improvement is lower than average.

The Council recognizes that many sellers of commodities and services
have little or no discretion over the prices they can charge. In these cases,
however, the workings of competitive markets may be expected to yield
results similar to those prescribed by the guideposts, so long as the general
movement of wages and prices is consistent with the guideposts. It is also
recognized that many wages are not set by collective bargaining. But, in an
environment of general price stability, these wages may be expected to move
in line with the productivity guidepost, especially since many nonunion
wages are tied more or less automatically to union wages.

There are, of course, many commodities whose price movements are not
directly determined by the domestic wage level or by discretionary deci-
sions of firms with market power. Imports and farm products are the most
important examples. But imports, though significant in some industries, do
not have a major direct impact on the general trend of costs and prices.
And farm prices show no marked long-term trend, although they display
wide short-term fluctuations. To be sure, such fluctuations can cause a tem-
porary bulge in the average level of consumer prices. But that bulge would
not necessarily become permanent if labor unions recognized the nature
of the situation and avoided seeking immediate long-term compensatory
increases.

Thus, if the guideposts were essentially observed by those firms and unions
that possess discretion with respect to prices and wages, the inflationary bias
inherent in a high-employment economy should be largely overcome.

Economic Validity of the Guidepost Logic

In their simplest form, the guideposts rest on three basic propositions:
1. While changes in wage rates in any particular year reflect special

conditions in specific segments of the labor market, they tend to be broadly
similar throughout the economy. Existing wage differentials largely reflect
a whole set of institutional factors and basic differences in skill require-
ments or other attributes of the job, and it is reasonable that they should
change rather slowly.

2. Price changes in any industry or sector are strongly influenced by unit
labor costs and also reflect the influence of the value of capital used per unit
of output and the prices of materials and services purchased from other in-
dustries. For the economy as a whole, the influence of purchased materials
and services essentially cancels out, so that prices depend largely on wages
and returns to capital—profits, interest, and depreciation. If prices move in
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proportion to unit labor costs, the relative shares of wages and returns to
capital will remain constant. Moreover, since the capital employed per unit
of output shows little trend in most sectors, the rate of return on capital will
remain stable.

3. Simple arithmetic requires that, for the average of unit labor costs in
the entire economy to be stable, it is necessary that the average change in
hourly compensation match, as a percentage, the average change in output
per man-hour in the entire economy; and, for the average of prices to be
stable, the movements of prices should conform to the movements of unit
labor costs.

In defending the first two of these propositions, the Council has frequently
asserted not only that they reflect the ways in which wages and prices
"ought" to behave, but that they basically reflect the way in which wages and
prices tend, in the long run, to behave under free-market conditions. Data
have recently become available which provide additional evidence that, in
fact, they do behave in such a manner.

The data in Table 18 show average annual rates of change in output,
compensation, productivity, unit labor costs, and prices for major sectors of
the nonfarm economy during the postwar period, 1947-66, and for each of
three subperiods: 1947-53, 1953-59, and 1959-66. The beginning and end-
ing years of each of these subperiods were years of relatively high employ-
ment, chosen so as to mimimize the influence of cyclical fluctuations. The
prices used are "value-added" prices—that is selling prices adjusted for
changes in the prices of goods and services purchased from other sectors.

These data are subject to qualifications, largely because of difficulties in
the measurement of the real output originating in a sector. Thus in finance,
insurance, and real estate, much of the output is imputed rather than actu-
ally sold. In the construction sector, the nature of the available price data
may lead to an understatement of the growth in real output and hence of
output per man-hour. For similar reasons, there may be some understatement
of real output in the service sector. However, any error in the price deflator
would also affect unit labor cost and need not distort the measured differ-
ence between the rates of change in price and in unit labor cost.

The three subperiods covered in the table vary markedly in their economic
characteristics. Both the first and the last periods show considerably stronger
growth both in output and in productivity than the middle period. More-
over, with relatively few exceptions, the rate of increase of compensation
declined from the first to the third period, as did the rate of increase in
prices. Yet in each subperiod, and for the postwar period as a whole, the
following facts stand out:

1. Changes in hourly compensation were markedly similar in all sectors.
2. Productivity changes, on the other hand, varied widely among the

sectors. In some sectors, they also varied somewhat among the three time
periods, reflecting longer-term trends or structural changes.

3. For the economy as a whole, the data indicate that, when wages rise
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TABLE 18.—Changes in selected economic indicators by industry division, 1947-66

Industry and period

Private domestic nonfarm economy: 3
1947 to 1966 -

1947 to 1953
1953 to 1959
1959 to 1966

Mining:
1947 to 1966 . .

1947 to 1953
1953 to 1959
1959 to 1966

Contract construction:
1947 to 1966 . .

1947 to 1953
1953 to 1959. .
1959 to 1966 . . .

Manufacturing:
1947 to 1966

1947 to 1953
1953 to 1959
1959 to 1966

Transportation:
1947 to 1966

1947 to 1953
1953 to 1959
1959 to 1966

Communication:
1947 to 1966

1947 to 1953
1953 to 1959
1959 to 1966

Electric, gas, and sanitary services:
1947 to 1966

1947 to 1953
1953 to 1959
1959 to 1966.

Wholesale and retail trade:
1947 to 1966 .--

1947 to 1953
1953 to 1959
1959 to 1966

Finance, insurance, and real estate:
1947 to 1966

1947 to 1953
1953 to 1959 . .
1959 to 1966

Services:*
1947 to 1966

1947 to 1953
1953 to 1959_
1959 to 1966

Percentage change per year

Outputl

4.2
4.8
2.7
4.8

2.2
2.8
1.1
2.8

3.4
6.6
2.6
1.3

4.4
5.8
1.3
5.8

2.1
. 1
.8

4.9

7.3
8.5
6.1
7.4

7.3
10.2
6.8
5.2

4.0
3.5
3.7
4.6

4.8
4.7
4.6
4.9

3.5
2.5
4.0
3.9

Output
per

man-hour

2.8
3.2
2.3
2.9

4.2
5.2
3.2
4.2

1.9
3.8
2.5

- . 3

3.2
3.7
2.3
3.6

3.1
1.8
2.8
4.5

5.3
5.2
5.5
5.3

6.0
7.5
6.2
4.6

2.7
1.9
2.7
3.4

1.9
1.2
2.1
2.3

1.4
1.1
1.8
1.3

Compensa-
tion per

man-hour 2

4.9
6.2
4.4
4.1

4.6
7.6
3.0
3.5

5.1
6.7
3.8
4.8

5.1
6.8
4.9
3.8

5.2
7.2
4.9
3.7

5.0
5.9
4.9
4.3

5.6
7.1
5.7
4.4

4.4
4.7
4.4
4.3

4.9
5.6
5.2
4.0

5.1
5.3
5.0
5.0

Unit
labor
cost

2.0
3.0
2.1
1.1

.4
2.3

- . 2
- . 7

3.1
2.8
1.3
5.0

1.8
3.0
2.5

.3

2.0
5.4
2.0

- . 8

- . 3
.7

- . 5
- 1 . 0

- . 4
- . 4
- . 5
- . 2

1.7
2.8
1.6
.9

2.9
4.3
3.1
1.6

3.6
4.1
3.1
3.7

Implicit
gross product

deflator

2.2
3.2
2.3
1.3

1.7
4.7
1.4

- . 6

3.9
4.2
2.4
4.9

2.0
3.0
2.6

.6

2.3
6.0
1.3
.1

1.6
3.7
1.3
.0

1.0
1.1
1.5
.6

1.5
1.9
1.6
1.1

3.1
5 4
2.8
1.5

3.6
4.C
3.4
3.4

1 Gross product in constant dollars.
2 Wages, salaries, and supplements.
3 Includes government enterprises.
4 Includes private households, agricultural services, forestry, and fisheries.
Sources: Department of Commerce, Department of Labor, and Council of Economic Advisers.

faster than output per man-hour, prices rise correspondingly with little effect
on the distribution of income. With certain exceptions—notably mining, the
regulated utility industries (as discussed above), and construction—price
movements in the various sectors, and in the several subperiods for a given
sector, conformed closely to the movements of unit labor costs. Moreover,
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as Chart 11 illustrates, the agreement between changes in unit labor cost
and changes in prices is particularly close for the 1959-66 subperiod.

This analysis thus supports the guidepost conclusions that price stability
can be achieved and maintained only to the extent: (1) that increases in
hourly compensation generally conform to the average economy-wide
improvement of output per man-hour; and (2) that changes in prices in
individual sectors generally conform to changes in unit labor costs in those
sectors.

The former requirement was clearly violated beginning in 1965, and
there have been notable exceptions to the second requirement in a few major
industries throughout the 1960's. The crucial problem for 1968 and the
years ahead is to find means to achieve both requirements without sacrificing
other essential objectives.

Chart 1 1

Prices and Unit Labor Costs, 1959-66
Private Domestic Nonfarm Economy
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SOURCES: DEPARTMENT OF COMMERCE, DEPARTMENT OF LABOR, AND COUNCIL OF ECONOMIC ADVISERS.
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WAGE-PRICE POLICY FOR 1968

Meaningful progress toward the restoration of price stability will not be
easy to achieve in 1968. The policy choices must be assessed in the light of
current and prospective pressures on prices and wages.

The basic forces working on wages and prices this year will be similar in
many ways to those at work in 1967. Unemployment and capacity utilization
will show relatively little change.

In the areas not directly affected by the market power of unions and busi-
ness, the available evidence does not point to a significant net reduction in
price pressures. Farm prices are likely to rise a little instead of declining as
they did in 1967. Strong demand pressures will continue to pull wages up
rapidly in several areas, including engineering, scientific, and technical occu-
pations; State and local governments; and medical and hospital services—
though in some markets supplies may begin to catch up with demands, with
a consequent reduction in wage pressures. Moreover, the 14-percent increase
in the minimum wage in 1968 will have an even greater impact than did the
1967 increases, which mainly restored the minimum wage to a more typical
relationship with the average wage level in the economy.

Responsible Private Decisions

Major union settlements in 1967 provided wage and benefit increases
averaging about 5 ^ percent a year over the life of the contracts, while aver-
age hourly compensation in the entire private economy increased by 6 per-
cent. (These two figures are not strictly comparable. Average compensa-
tion reflects new and continuing contracts in organized sectors as well as all
compensation in nonunion areas; it also reflects changes in employers' con-
tributions for social insurance. Moreover, it is influenced by shifts in the
composition of the labor force.)

If new collective bargaining settlements reached in 1968 should again
average 5 5/2 percent, the rise in average hourly compensation for the econ-
omy as a whole would be appreciably larger than in 1967. One reason is that
the second- and third-year provisions of contracts negotiated in 1966 and
1967 will provide larger increases, on the average, in 1968, than were in-
herited in 1967 from similar provisions of earlier contracts.

Despite the favorable prospect that productivity gains in 1968 should
exceed those of 1967, the pressure of rising unit labor costs on prices would
continue to be strong in 1968, on the assumption of a 5 / 2 -percent average
for new union settlements. And stronger demand conditions will make it
easier for cost increases to be passed on in prices. Thus, there would be no
prospect of any slowing down in the rate of increase of consumer prices.

In fact, several prominent settlements last year substantially exceeded
6 percent a year, and some unions have already taken this figure as their
target to meet or beat in negotiations during 1968. If new union settlements
were to average even higher in 1968 than in 1967, a clear acceleration of
price increases would be likely in 1968.
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Such an acceleration in 1968—or even a continuance of the 1967 rate of
price increase—would have a major impact on the prospects for prices in
1969 and even 1970. It would push the ultimate restoration of reasonable
stability farther into the future. And as the momentum of the spiral became
built into attitudes, expectations, and practices of business, labor, and con-
sumers, the restoration of stability would not merely be pushed farther into
the future but would become progressively more difficult to achieve.

On the other hand, if the rise of prices slows down in 1968, there is the
clear possibility of restoring reasonable price stability in subsequent years.
Hence, every effort must be made to slow down the rate of price increase in
1968. This surely can only be achieved if the average of new union settle-
ments is appreciably lower than the 5 */s>-percent average of 1967 and if busi-
ness firms avoid any widening of their gross margins over direct costs and
indeed absorb cost increases to the extent feasible. A decisive slowing down
from the recent rate of price advance could then take place in 1968. This
would be the first step toward our target of essential stability of prices.

The Government will continue in 1968 to urge both business and labor to
exercise the utmost restraint in their decisions. Such restraint will demand
some immediate sacrifices. The rewards of such restraint lie in the assurance
of continued high employment, a steady rise in real compensation, and
healthy expansion of markets, sales, and profits. These gains may be less im-
mediately perceptible than the costs—but no less certain and far greater in
the end.

Productivity Principle

In calling for restraint in wage and price decisions, the Council recog-
nizes that, in 1968, as in 1967, it would clearly be inappropriate to set the
trend of productivity as a numerical target for wage increases. In the face
of the 3-percent increase of consumer prices that occurred during 1967, it
would be patently unrealistic to expect labor to accept increases in money
wages which would represent essentially no improvement in real hourly
income.

Nevertheless, despite the justification for compensation increases in excess
of the productivity trend, such increases are inevitably inflationary. As the
Council stated in its 1967 Report:

"The only valid and noninflationary standard for wage advances
is the productivity principle. If price stability is eventually to be restored
and maintained in a high-employment U.S. economy, wage settlements
must once again conform to that standard."

In the discussion above, the Council has outlined the pattern of price and
wage decisions required in 1968 to begin progress toward the target of price
stability. That target cannot be achieved in 1968. It will be achieved only
when wage settlements once more conform to the productivity standard,
and only when business engages in responsible price-making, which means
that prices in each industry should conform to the trend of unit costs, with no
widening of margins.
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Government Organization To Promote Price Stability

The discussion of this chapter should make clear that the task of recon-
ciling price stability with high employment will require sustained efforts of
public policy on many fronts. The full resources of the Government should
be enlisted to deal effectively with structural problems that impede economic
efficiency and contribute to inflation.

The machinery of Government policymaking and administration should
be adapted to keep the objective of over-all price stability clearly in focus,
and to give it a high priority in the formulation and administration of
Government programs throughout the entire range of Federal activities.

Consequently, as his Economic Report has indicated, the President has
established a Cabinet Committee on Price Stability, consisting of the
Secretaries of Treasury, Commerce, and Labor, the Director of the Budget,
and the Chairman of the Council of Economic Advisers. The heads of other
agencies will participate in the Committee's work as required. This Com-
mittee will be coordinated by the Council Chairman and will be served by
a small professional staff. It will meet on a regular schedule, and hold
special meetings to deal with urgent problems.

Its activities will include the following:
1. The Committee will prepare and publish from time to time studies in

depth of economic conditions in those industries which are a persistent
source of inflationary pressure, either because of inappropriate exercise of
market power by labor or business, or because of inefficient or ineffective
institutional arrangements, trade practices, or market institutions.

2. The Committee will study intensively, and make constructive recom-
mendations concerning all aspects of Government policy that affect prices
in particular sectors, including, among others, policies related to Federal
procurement and construction; manpower and labor market programs;
imports and exports; competition and trade practices; research, develop-
ment, and technological changes; and the supply of natural resources to
particular markets. Where appropriate, it will develop and coordinate inter-
agency programs to deal with the structural problems of particular indus-
tries which make them a source of inflationary bias.

3. The Committee will work with representatives of business, labor, and
the public to enlist cooperation toward responsible wage and price behavior
and structural improvements that promote the achievement of over-all price
stability. However, it will not become involved in specific current wage and
price matters.

4. In line with these objectives, the Committee will shortly begin a series
of conferences both with representatives of business, labor, and the public
interest at large, and with representatives of particular industries or par-
ticular segments of labor

—to attempt to reach some consensus on appropriate general standards
to guide private price and wage decisions;
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—to identify remediable problems that inhibit price stability in partic-
ular areas, and attempt to design cooperative programs for private
and governmental action to deal with these problems.

5. The Committee will occasionally recommend to the President and the
Congress suitable legislation which would advance the objective of price
stability in a free market economy.
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