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One notion that has seemingly become part of the 
conventional wisdom recently is the idea that wage 
growth has not kept pace with inflation. This is com
monly denoted by the fact that the real average hourly 
earnings (AHE) series published each month by the 
Bureau of Labor Statistics (BLS) has shown little or 
no growth over the past three decades.

Despite its appeal to policymakers and pundits, the 
real average hourly earnings series published by BLS 
can be seriously misleading as a measure of worker 
pay. The main reason is that it omits almost all benefits, 
including employer-provided pension contributions, 
health insurance premiums, and any legally required 
benefits, such as the employer’s share of payroll taxes 
for Social Security and Medicare. On the other hand, 
real hourly compensation (CPH) of the business sector, 
another BLS series, includes all forms of compensation.

The chart below plots real (inflation-adjusted)
AHE and CPH since 1964. Prior to 1973, both 
series more or less moved in tandem, although 
CPH generally increased at a faster rate. Since 
then, however, hourly compensation has continued 
to increase, albeit at a greatly reduced pace, 
while average hourly earnings has not: From 
1973 to 1995, real AHE fell at a 0.6 percent 
annual rate, while real CPH rose at a 0.4 percent 
rate—a marked contrast to the 1.7 percent (AHE) 
and 2.6 percent (CPH) growth rates that prevailed 
between 1964 and 1973.

One reason AHE has declined over time but 
CPH has not is that many fringe benefits are not 
taxable whereas cash wages are. The most im
portant example is employer-provided health

insurance premiums. In addition, payroll taxes have 
risen significantly over time as share of total compen
sation. Overall, however, compensation growth has 
waned significantly since the early 1970s. Most 
economists attribute this to the marked slowing in me 
growth of business productivity that began around 1973.

Also often overlooked is the fact that both series 
probably understate actual increases in real pay over 
time because both are deflated by the Consumer Price 
Index (CPI), which most experts believe overstates 
the rate of inflation. For example, the 1995 Report 
by the Advisory Commission to Study the Consumer 
Price Index estimated that the CPI overstated the actual 
inflation rate by between 1 percent and 2.7 percent per 
year over the period from 1987 to 1995. If we assume 
the 1 percent estimate is correct, then real AHE would 
have actually increased by an average annual rate o f 
about 0.5 percent over this period, while growth in 
CPH would have been at about a 1.2 percent annual 
rate. During the same period, business sector produc
tivity grew 1 percent per year on average.

—Kevin L. Kliesen
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NOTE: Hourly compensation deflated by the CPI for Wage Earners and Clerical Workers. 
Average hourly earnings deflated by the CP! for All Urban Consumers.
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