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Wage — Price Control 
Myth & Reality 

Preface 

The Centre for Independent Studies was set up with the ob
ject of providing a stream of readable commentaries on 
economic and social issues presented by independent authors. 
These commentaries will elucidate principles, not grind par
ticular axes. In their analyses, the authors will emphasize 
the microlevel actions of individuals, and the further un
intended consequences of these actions. 

This first publication is offered as a contribution to the 
public debate on wage and price controls. These controls 
have been with mankind for well nigh 5,000 years. How is 
it possible to account for their recurrent popularity, with 
politicians, officials and the public? 

The activities of businessmen (and trade unions) arc 
visible and patent to all. Businessmen give orders, and these 
orders are followed by their subordinates. What, then, 
could be simpler than to order businessmen, in their turn, 
to follow certain quantitative regulations? 

What is far less visible and obvious is that each firm's 
activities are only part of one small link in a vast chain of 
interlinked activities. The actions of a large number of 
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Wage Price Control 

separate and separated firms (and individuals) contribute to 
the completion of any one product - from cars and tractors 
to pins and pencils. (Consider the origins and provenance of 
the thousands of items that go into a finished car ^ from 
windscreen to windshield wipers, from differential to seat 
covets, from tyres to screws and nuts and bolts. And then 
consider the origins and provenance of the steel, glass, 
rubber, plastic . . . etc. required to make these items. And 
then take into account the iron ore and coal, the ships and 
insurance . . . ) Only a minute fraction of this enormous 
inter-related chain is visible to us in our daily activities. 
And inside each business, of course, order is the result of 
orders, from superiors to subordinates. 

But this cannot be so of the entire chain of production 
linking all these companies together. The various firms and 
productive units, the different individuals and partnerships, 
all scattered over wide geographical distances, that co-operate 
together, in effect, to produce even a humble pencil, cannot 
all even know of one another. All these activities have to be 
co-ordinated by some other method than the giving of orders. 
They can be (and are) co-ordinated by means of price signals. 
Ihcie signals are needed to convey vital information - about 
what and how much to produce, where and when. 

To understand economic phenomena, then, we have to 
view the world in terms of such chains of production -
chains that include large numbers of companies and encom
pass innumerable production units. Individual companies 
(and trade unions) are then merely the most visible and 
obvious aspects of this vast invisible chain. Prices and wage 
rates can then be seen as similar to readings on gauges — 
visible indicators of an invisible and extraordinarily complex 
interconnected series of actions. 

Price and wage controls are based on the assumption 
that prices and wages are determined entirely by individual 
companies and trade unions - prices and wages stand at 
certain levels solely because companies and unions so decide. 
In terms of what has been said above, this is rather like 
assuming that the readings on the dials and gauges of highly 
complicated machines are more or less arbitrarily determined 
by the engineers involved. T o " f i x " the gauges so they 
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Preface 

perpetually point to the same set of readings does not do 
away with the intricate and extremely complex processes 
going on invisibly behind these visible dials. But these pro
cesses are now forced to manifest themselves in other ways -
in the shape of mysterious "breakdowns" or "malfunctions" 
of this very complicated machinery. 

The case studies in this book examine a number of in
stances, drawn from a wide variety of contexts, in which the 
problem of rising prices was tackled by ordering that prices 
should remain at certain specified levels or rise by only 
certain specified percentages. These price and wage-control 
policies were established on the assumption that business
men and unions are directly responsible for price and wage 
increases. In many cases, administrative controls were sup
ported by joint agreements with companies and unions not 
to raise prices, or to raise them by certain limited amounts. 
The record, however, shows that such policies and agree
ments failed to stop infiation: wages and prices continued to 
rise at faster rates than those aimed at. 

I t seems clear that there are other infiucnces at work: 
in tackling companies and unions, governments fail to reach 
the fundamental cause of infiation. Prices do not rise because 
no-one had thought of ordering them to stop; nor do they 
rise because no-one had set official target rates for infiation. 

Wage and price controls, however, have had other, un
intended consequences. They have inhibited those relative 
price movements that convey vital empirical information. 
This dis-co-ordination has produced its own symptoms: 
labour shortages, difficulties in obtaining supplies, quality 
reductions. The influences that would have otherwise ap
peared as rising prices have taken on other shapes: wage drift, 
periodic re-classification of employees, charges made for 
services formerly rendered free, etc. etc. 

It is impossible in practice to disentangle the allocative 
and informative function of prices from their propensity to 
rise. Wage and price controls do not achieve their set goals 
- instead they have the unintended consequence of dis
rupting the flow of accurate information. Such controls 
divert attention from yet another key question: that of 
improving the information carried by prices. There remains 
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considerable scope for institutional change in this direction, 
but wage and price controls add to the difficulties of induc
ing such desirable changes. 

The Centre for Independent Studies is grateful to the 
original copyright-holders for permission to reprint the var
ious essays included in this volume. The Centre's constitution 
requires it to dissociate itself from the conclusions reached 
by the authors here, but it strongly recommends these 
conclusions for serious examination by readers. 

Sudha R. Shenoy 
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Foreword 

This, the first book to be pubhshed by the Centre for In
dependent Studies, offers an interesting and comprehensive 
survey of state attempts to control directly prices and wages. 
A succinct condemnation of such attempts was given after 
the First Worid War by Ludwig von Mises, the teacher of 
Fricdrich von Hayek at the University of Vienna. 

"The oldest and most popular instrument of etatistic 
monetary policy is the official fixing of maximum 
prices. High prices, thinks the etatist, are not a con
sequence of an increase in the quantity of money, but 
a consequence of reprehensible activity on the part 
of 'bulls' and profiteers; it will suffice to suppress their 
machinations in order to ensure the cessation of the 
rise of prices. Thus it is made a punishable offence to 
demand, or even to pay, 'excessive' prices." 

The Theory of Money and Credit 
(English iranslalion. 1934) p. 245. 

But such attempts have always failed, and are bound to fail. 

15 



Wage Price Control 

"Charging more than a certain price is prohibited, but 
producing and selhng has not been made compulsory. 
There are no longer any sellers. The market ceases to 
function. But this means that economic organization 
based on the division of labour becomes impossible. 
The level of money prices cannot be fixed without 
overthrowing the system of social division of labour 
. . . A government that sets out to abolish market 
prices is inevitably driven towards the abohtion of 
private property . . . It is gradually forced towards 
compulsory production, universal obligation to labour, 
rationing of consumption, and, finally, official regu
lation of the whole of production and consumption . . . 

During thousands of years, in all parts of the inhabited 
earth, innumerable sacrifices have been made to the 
chimera of just and reasonable prices. Those who have 
offended against the laws regulating prices have been 
heavily punished . . . The agents of etatism have certain
ly not been lacking in zeal and energy. Bui . for all this, 
economic affairs cannot be kept going by magistrates 
and policemen." 

idem. pp. 247-249 

Chapter I of this book amply illustrates von Mises' 
remarks about the antiquity and persistence of attempts at 
price controls. Robert Schuettinger's survey ranges over the 
Ancient World from Egypt to China, the Roman Empire, the 
Middle Ages and 18th Century France and America. Chapter 
2 reproduces Brittan's and Lil ley 's survey of English exper
ience of such controls from the reign of Edward I I I to that 
of Elizabeth I , and also Horst Mendcrshauscn's similar survey 
for Germany from 1945 to 1948. There the general freeze 
imposed by the occupying powers quickly led to a virtual 
abandonment of money and hence breakdown of the market 
economy. The German "economic miracle' began only when 
such controls were scrapped. 

In Chapter 3, Malcolm Fisher asks whether price and 
income policies can work. This perceptive contribution 
looks mainly at theoretical evidence but also notices em
pirical results. The conclusion is thai the case for attempting 
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Simkin. Foreword 

such policies is weak - their obvious use is to check in
flationary expectations - and their practicabiUty worse 
than doubtrul. "We would need a lot of convincing that 
the resource-allocation role of markets - the key to the long-
run prosperity of our country - should be tampered with in 
this way on the accumulated evidence". 

Sudha Shenoy, besides selecting material for this book 
of readings and ably editing it, has herself contributed a 
chapter which summarizes European experience of price and 
income controls since 1950. Such controls have been at
tempted in diverse institutional and social conditions, and 
their results have been far from impressive. 

In Austria and the Netherlands there have been 'tri
partite' arrangements for representatives of government, 
unions and employers to determine policies for wages and 
price'^ and, in both countries, a considerable sentiment of 
national solidarity should have helped these policies. In 
Sweden, too, unions have shown much sense of economic 
responsibility although there the government did httle 
more than indicate guideUnes based on macro-economic 
forecasts. Nevertheless, from the late 1960's, Austrian 
and Dutch prices and wages rose more rapidly than those 
in Western Europe as a whole and the Swedish system was 
unable to prevent serious inflation. Denmark has also at
tempted tripartite arrangements, but much less successfully 
than Austria or the Netherlands, and its government has 
intervened more sporadically in labour markets. Since 1971 it 
has also tried various methods of freezing prices and profits. 
They did not prevent Danish prices rising more rapidly than 
the average for all O E C D countries. France has found income 
controls impracticable and has tried to use an elaborate 
system of price controls. They did not, however, succeed 
in holding French inflation below the OECD average in the 
I960 'sor the I970's. 

Western Germany has been more successful than any 
of these countries in controlling inflation. Its comparative 
success has been achieved without recourse to official price 
or income controls although, from 1965, there were tri
partite discussions which tended to accept government bench
marks for wage increa.ses. Miss Shenoy attributes most of 
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West Germany's success to strong use of general monetary 
and fiscal policies, and her concluding remarks suggest that 
the comparative failure of direct controls in the other coun
tries was due to weakness of such policies. And, if they had 
been strong enough, the price and income controls could 
have been advantageously dropped; for, as von Miscs ob
served, they lead to increasing distortion of relative prices 
thereby damaging efficient allocation of resources between 
different economic activities and fostering social tensions. 

Michael Parkin, in Chapter 5 draws lessons from the 
repeated, increasingly half-hearted attempts at wage and price 
controls in Britain after 1945. This chapter goes beyond 
historical illustration to consider more deeply von Mises' 
basic criticism of the irrationality of such controls. Parkin 
shows that they were generally ineffective in regard to their 
primary objective of price stability and had most damaging 
side effects: misallocation of resources, arbitrary redis
tribution of income, worsened industrial relations and a 
corrosive disrespect for the rule of law. 

Chapter 6 has a number of studies of wage and price 
control in the United States during Richard Nixon's Pres
idency. Michael Darby regards it as "Uttle more than a huge 
public relations scheme" and Jackson Grayson, who was 
Chairman of the Price Commission in Phase I I of Nixon's 
Economic Stabilization Program, damagingly concludes 
that "to the extent that wage and price controls permit 
excessive monetary expansion in the short-term, they are 
counterproductive and against the public interest" 

Lee Eckermann gives a useful account of economic 
developments in Australia from 1950 to 1970. and a closer 
look at recent changes, more particularly the work of the 
Prices Justification Tribunal and the Arbitration Commiss
ion's applications of wage indexation. He suggests that the 
former has depressed profits and hence investment, without 
having much effect on price increases, but that the latter has 
set a floor rather than a ceiling to wage increases. To this 
Peter Samuel adds a pungent journalistic comment in which 
he explains how the 1977 fiasco of a freeze "could be adopt
ed without any expert economic advice whatsoever" 

The book then takes us back to Britlan and Lilley 
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who have also discussed the general case against wage and 
price controls but with special reference to Britain. There 
controls were too weak to have much effect on prices or 
shortages but they did damage investment by making future 
profits uncertain. Nor was there much profit-push in British 
inflation. The real problem was wage-push and wage controls 
were politically impracticable without economically super
fluous price controls. Experience moreover, shows that 
wage controls are more quickly eroded than price controls. 

Finally comes a brief excerpt from Milton Friedman's 
address during his welcome visit to Sydney in 1976. With 
characteristic vigour he reiterates von Mises' warning that 
"there is nothing that will destroy private enterprise more 
certainly than the imposition of wage control and price 
control". The two must go together yet neither singly nor in 
combination are they a cure for inflation. Indeed, they have 
always tended to make it worse because governments impose 
these controls in order to continue inflationary policies 
instead of reversing them. 

I hope that this brief account of the book brings out 
the perennial threat of policies to control prices and income 
by magistrates and policemen - or their modem substitutes. 
We still have dangerous remnants of such policies in Aus
tralia, and can never be confident that they will not be 
quickly extended because of the influential advocacy of 
etatists or because of government refusal to curb such basic 
causes of inflation as monetary and fiscal expansion or 
unduly rigid exchange rates. Here the reader will find ample 
reasons, both theoretical and practical, for rejection of these 
policies as economic panaceas. He will also see that, quite 
apart from their provpn superfluousness. impracticability, 
and immediate damage to the economy, any vigorous at
tempt to impose them threatens the foundations of a liberal 
and open society. 

C.G.F. Simkin 

December, 1977 University of Sydney 
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Wage — Price Control: 
The First 5000 Years* 

Robert Schuettinger 

I I N T R O D U C T I O N 

From the eariiest times, from the very inception of organized 
government, rulers and their officials have attempted, with 
varying degrees of success, to "control" their economies. 
The notion that there is a "Just" or "fa i r" price for a certain 
commodity, a price which can and ought to be enforced by 
government is apparently coterminous with civilization. 

For the past forty-six centuries (at least) governments 
all over the world have tried to fix wages and prices from 
time to time. When their efforts failed, as they usually did, 
governments then put the blame on the wickedness and 
dishonesty of their subjects, rather than upon the ineffective
ness of the official policy. The same tendencies remain today. 

The passion for economic planning, as Professor John 
Jewkes has cogently pointed out,' is perennial. Centralized 
planning regularly appears in every generation and is just as 
readily discarded after several years of fruitless experiment
ation, only to rise again on a subsequent occasion, (jrandiose 
plans for regulating investment, wages, prices and production 
are unusually unveiled with great fanfares and high hopes. As 

• f r o m : Robert Schuel l iniwr. " A Survey of Vtfe aod Price Conlrolt Over l-'ifly 
Centur ie i" in Mic luc I Walker, cd . The lHuiioH of Wage tnd Price Control. VIUKI 

InsUlutc. V incouvcr 1976, w h h additional nuteria]. 
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History 

reality forces its way in, however, the plans are modified in 
the initial stages, then modified a little more, then drastically 
altered, then finally allowed to vanish quietly and unmoum-
ed. Human nature being what it is, every other decade or so 
the same old plans are dusted off. perhaps given a new name, 
and the process can begin anew. 

n T H E A N C I E N T W O R L D : E G Y P T . MESOPOTAMIA. 
CHINA. INDIA. G R E E C E 

1. In the land of the Nile 
In the ancient world, of course, authority over the most 
important economic commodity, foodstuffs, was power 
indeed. "The man, or class of men, who controls the supply 
of essential foods is in pos,ses.sion of the supreme power. 
The safeguarding of the food supply has therefore been the 
concern of governments since they have been in existence" 
wrote Mary Lacy in 1922.^ And as far back as the fifth 
dynasty in Egypt, generally dated about 2830 B.C. or earlier, 
the Monarch Henku had inscribed on his tomb, " I was lord 
and overseer of southern grain in this nome." 

For centuries the Egyptian government strove to main
tain control of the grain crop, knowing that control of food 
is control of lives. Using the pretext of preventing famine, 
the government gradually regulated more and more of the 
granaries; regulation led to direction and finally to outright 
ownership; land became the property of the monarch and 
was rented from him by the agricultural class.' 

Under the Lagid dynasty (founded by Ptolemy I Soter 
in 306 B.C.) "there was a real omnipresence of the state 
. . .The stale. . .intervened by employing widely all its public 
law prerogatives. . .all prices were fixed by fiat at all levels."* 
According to the French historian. Jean-Philippe Levy, "Con
trol took on frightening proportions. There was a whole army 
of inspectors. There was nothing but inventories, censuses 
of men and animals . . . estimations of harvests to come . . . 
In villages, when farmers who were disgusted with all these 
vexations ran away, those who remained were responsible 
for absentees' production. . .(one of the first effects of harsh 
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The First 5.000 Years 

price controls on farm goods is the abandonment of farms 
and the consequent fall in the supplies of food). The pressure 
(the inspectors) applied extended, in case of need, to cruelty 
and torture."* 

Egyptian workers during this period suffered badly 
from the abuses of the state intervention of the economy.* 
especially from the "bronze law", an economic theory which 
maintained that wages can never go above the bare necessities 
for keeping workers alive. The controls on wages set by the 
government reflected the prevailing economic doctrine. 

"After a period of brilliance," Levy concludes, "Egyp
tian economy collapsed at the end of the third century B.C., 
as did her political stability. The financial crisis was a per
manency. Money was devalued. Alexandria's commerce de
clined. Workers, disgusted by the conditions imposed on 
them, left their lands and disap|>eared into the country. 

2. Sumeria 
In his very instructive work, Musi History Repeat Itself?, 
Antony Fisher* calls our attention to a king of Sumeria. 
Urakagina of Lagash, who reigned from about 2350 B.C. 
Urakagina, from the scanty records that have come down 
to us, was apparently a precursor of Ludwig Erhard. who 
began his rule by ending the burdens of excessive government 
regulations over the economy, including controls on wages 
and prices. 

An historian of this period tells us that from Urakagina 
"we have one of the most precious and revealing documents 
in the history of man and his perennial and unrelenting 
struggle for freedom from tyranny and oppression. This 
document records a sweeping reform of a whole series of 

•For more very useful information on the sorry history of govemment 
interventions in the economy of ill sorts (not only of wage and price 
conuols) consult Antony Fisher's Must History Repeal Itself?,Church
ill Press. London, 1974. Mr. Fisher himself has accomplished a good 
deal for the cause of liberty around the world by being instrumental 
m the founding of several scholarly centers for the study of the effects 
of govemment regulations of the economy, including the highly re
spected Institute of Economic Affairs in London. 
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prevalent abuses, most of which could be traced to a ubk^uit-
ous and obnoxious bureaucracy . . . it is in this document 
that we find the word "freedom" used for the first time in 
man's recorded history ; the word is amargi, which. . .means 
Uterally "return to the mother" . . . we srill do not know why 
this figure of speech came to be used for "freedom".' 

3. Babylon 
In Babylon, some 40 centuries ago, the Code of Hammurabi, 
the first of the great written law codes, imposed a rigid sys
tem of controls over wages and prices. Remembering the 
somewhat limited nature of the ancient economies (partic
ularly those as ancient as the Babylonian) it is interesting 
to note the extent of wage controls imposed by the Ham
murabi Code, and the explicit way in which they are re
corded. A few of the Articles of the Code will suffice to 
illustrate this:* 

257. I f a man hire a field-labourer, he shall give him 
eight gur of com per annum. 
258. If a man liire a herdsman, he shall give him six 
gur of com per annum. 
261. I f a man hire a pasturer for cattle and sheep, he 
shall give him eight gur of com per annum. 
268. I f a man has hired an ox for threshing, twenty qa 
of com is its hire. 
269. I f an ass has been hired for threshing, ten qa of 
com is its hire. 
270. If a young animal has been hired for threshing, one 
qa of corn is its hire. 
271. I f a man hire cattle, wagon, and driver, he shall give 
180 qa of com per diem. 
272. I f a man has hired a wagon by itself, he shall 
give forty qa of com per diem. 
273. I f a man hire a workman, then from the beginning 
of the year until the fifth month he shall give six grains 
of silver per diem. From the sixth month until the end 
of the year he shall give five grains of silver per diem. 

• Parlially legible provisions have been omitted. 
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274. I f a man hire a son of the people, 
Pay of a potter five grains of silver. 
Pay of a tailor five grains of silver. 
Pay of a carpenter four grains of silver. 
Pay of a ropemaker four grains of silver, 
he shall give him per diem. 

275. I f a man hire a (illegible), her hire is three grains 
of silver per diem. 
276. I f a man hire a makhirtu. he shall give two and a 
half grains of silver per diem for her hire. 
277. I f a man hire a sixty-ton boat, he shall give a sixth 
part of a shekel of silver per diem for her hire.' 
It is arguable that these controls blanketed Babylonian 

production and distribution, and smothered economic pro
gress in the Empire, possible for many centuries.'" Certainly 
the historical records show a decline in trade in the reign of 
Hammurabi and his successors. This was partly due to wage 
and price controls, and partly due to the influence of a strong 
central government which intervened in most economic 
affairs in general. W. F . Leemans describes the recession as 
follows: 

"Prominent and wealthy tamkaru (merchants) were no 
longer found in Hammurabi's reign. Moreowr, only a few 
tamkaru are known from Hammurabi's time and after
wards . . . all . . . evidently minor tradesman and money
lenders."" 

In other words, it appears that the very people who were 
supposed to benefit from the Hammurabi wage and price 
restrictions were driven out of the market by those and 
other statutes. 

The trade restrictions laid down by "Hammurabi, the 
protecting king . . . the monarch who towers above the kings 
of the cities . . . " as he called himself, were, to some extent, 
built upon the foundations of the social system developed 
under his predecessor, Rim-Sin. There was a remarkable 
change in the fortunes of the people of Nippur and Isin 
and the other ancient towns which he ruled, which comes 
in the middle of Rim-Sin's reign. The beginning of the eco
nomic decUne corresponds exactly with a series of "reforms" 
inaugurated by him. It appears that the noble monarch, after 

29 



History 

a series of impressive military victories, succeeded in having 
himself worshipped as a god and henceforth took more 
political and economic power for his own administration 
and broke the influence of wealthy and influential traders. 
From thence, the number of tamkaru and wealthy men 
mentioned in the extant documents declines markedly. The 
number of property transactions for which records exist 
also diminishes. The number of administrative documents, 
which today we should call bureaucratic paper-work, simul
taneously increases at a precipitous rate.'^ 

4. The other side of the world 
On the other side of the world, the rulers of ancient China 
shared the same paternalistic philosophy which was found 
among the Egyptians and Babylonians and would later be 
shared by the Greeks and Romans. In his study. The Eco
nomic Principles of Confucius and His School, the Chinese 
scholar, Dr. Huan-Chang Chen, states that the economic 
doctrines of Confucius held that "government interference 
is necessary for economic life and competition should be 
reduced to a minimum." " 

The Official System of Chou. for instance, was a handbook 
of government regulations for the use of mandarins of the 
Chou dynasty under which Confucius (bom 552 B.C.) lived. 
According to Dr. Chen, there was detailed regulation of 
commercial life and prices were "controlled by the govern
ment". There was a large bureaucracy entrusted with this 
task; Dr. Chen relates that there was a master of merchants 
for every twenty shops and his duty was to establish the 
price of each item sold according to the cost. "When there is 
any natural calamity," he writes, "the merchants are not 
allowed to raise their price; for example, during a famine 
grain should be sold at the natural price (that is, at the price 
believed to be "natural" by the government) and during a 
great epidemic coffins should be sold in the same way." '* 

The officials of the ancient Cliinese empire expected 
to do what members of their class have perennially attempt
ed before and since; to replace the natural laws of supply 
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and demand with their own judgment, allegedly superior, 
of what the proper supply and demand ought to be. Accord
ing to the oITicial system of Chou (about 1122 B.C.) a super
intendent of grain was appointed, whose job was to survey 
the fields and determine the amount of grain to be collected 
or issued, in accordance with the condition of the crop, 
fulfilling the deficit of the demand and adjusting the supply. 
Indeed, lengthy economic "textbooks" on the subject of 
sensible grain management still exist from that time. 

Dr. Chen comments laconically on this system in a 
footnote. " I n modem times this policy has been changed 
to the opposite. During a famine, the price of grain is raised 
to induce merchants to bring in more grain." " 

The regulations cited above, according to Dr. Chen, 
"were the actual rules under the Chou dynasty. In fact, in 
the classical time, the govemment did interfere with the 
commercial life very minutely." '* 

However, the results were not very favorable. "Accord
ing to history," Dr. Chen notes, "whenever the government 
adopted any minute measure, it failed, with few exceptions 
. . . since the Ch'in dynasty (221-206 B.C.) , the govemment 
of modern China has not controlled the economic life of the 
fwople as did the govemment of ancient China." "Apparent
ly, the Chinese mandarins did leam from experience. 

Even in the classical period of Chinese history, however, 
there were a number of perceptive economists who saw the 
futility of government regulation of prices as a means of 
controlling inflation. In fact, they placed the blame for high 
prices squarely on the shoulders of the govemment itself. 
The economist Yeh Shih (A .D . 1150-1223), for instance, 
anticipated the principle known as Gresham's Law in the 
West by several centuries. "The men who do not inquire into 
the fundamental cause," he wrote, "simply think that paper 
should be used when money is scarce. But as soon as paper 
is employed, money becomes still less. Therefore, it is not 
only that the sufficiency of goods cannot be seen, but also 
that the sufficiency of money cannot be seen." '* 

Another economist of about the same time. Yuan Hsieh 
(A .D . 1223) saw the principle even more clearly. He wrote: 

"Now, the officials are anxious to increase wealth, and want t o 
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put both iron money and copper money in circulation. If money 
were suddenly made abundant during a period of scarcity, it 
should be very good. But the fact never can be so. Formerly, 
because the paper money was too much, the copper money 
became less. If we now add the iron money to it, should not 
the copper money but become still less? Formerly, because the 
paper money was too much, the price of commodities was 
dear. If wc now add the iron money to the market, would the 
price not become still dearer? 
. . . When we look over the different provinces, the general facts 
are these. Where paper and money are both employed, paper is 
super-abundant, but money is always insufficient. Where the 
copper money is the only currency without any other money, 
money is usually abundant. Therefore, we know that the paper 
can only iniure the copper money, but not help its in
sufficiency." 

Looking back at what we know to be the ineffectual history 
of government attempts to control inflation by regulating 
prices and wages, it is clear that these two Chinese econo
mists of eight centuries ago were fully aware then of a law 
of economics that many political leaders have not leamed 
to this day. 

5. Ancient India 
A renowned Indian political philosopher known as Kautilya 
and sometimes as Vishnugupta was an influential king-maker 
who put the great Maurya Chandragupta on the throne in 
321 B.C. He wrote the Arthasastra, the most famous of the 
ancient Indian "handbooks for Princes" as a guide to Chand
ragupta and other rulers: this collection of essays on the art 
of statesmanship contains much wise and perceptive 
advice. However, like most govemment officials of his 
time and since, Kautilya could not forbear the practice of 
trying to regulate the economy on the lines he thought best. 

In a chapter entitled "Protection Against Merchants", 
Kautilya outlined in some detail how the grain trade should 
be regulated and the levels of prices that merchants would 
be allowed to charge. 

. . ."authorised persons alone," he wrote, "shall collect grains 
and other merchandise. Collections of such things without 
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permission shall be confiscated by the superintendent of com
merce. 
Hence shall merchanu be favourably disposed towards the 
people in selling grains and other commodities. 
The superintendent of commerce shall fix a profit of five per 
cent over and above the fixed price of local commodities, and 
ten per cent on foreign produce. Merchants who enhance the 
price or realise profit even to (he extent of half a pana more 
than the above in the sale or purchase of commodiries shall 
be punished with a fme of from five panas in case of realising 
\00 panas up to 200 panas. 
Fines for greater enhancement shall be proportionally in
creased." 21 

In a chapter entitled "Protection Against Artisans" 
Kautilya explains the "just" wages for a number of occu
pations, ranging from musicians to scavengers and con
cludes by saying "Wages for the works of other kinds of 
artisans shall be similarly determined." 

Kautilya also recommends the appointment of govern
ment superintendents for a wide variety of economic activ
ities, such as slaughter-houses, liquor supplies, agriculture 
and even ladies of the evening. For instance, there is a pro
vision which states that "The Superintendent shall determine 
the earnings . . . expenditure, and future earnings of every 
prostitute". There is a footnote for guidance which states 
very clearly that "Beauty and accomplishments must be 
the sole consideration in the selection of a prostitute." 

It is not known exactly how these price and wage 
regulaUons worked out in practice, but it would not be un
reasonable to suppose that the end results were similar to 
what happened in Egypt. Babylon, Sumeria, China, Greece 
and other nations. 

6. Greek earnings 
Moving across another continent, we find that the Greeks 
behaved in just the same way. Xenophon^*teIls us that in 
Athens, a knowledge of the grain business was considered 
one of the qualities of a statesman. As a populous city-state 
with a small hinterland, Athens was constantly short of 
grain, at least half of which had to be imported from over-
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seas. There was, needless to say, a natural tendency for the 
price of grain to rise when it was in short supply and to fail 
when there was an abundance. An army of grain inspectors, 
who were called Situphylakes. was appointed for the purpose 
of setting the price of grain at a level the Athenian govern
ment thought to be just. It was a Golden Age consumer pro
tection agency (of unusually large size for the period) whose 
duties were defined by Aristotle as "to see to it first that the 
grain was sold in the market at a just price, than that the 
millers sold meal in proportion to the price of barley, that 
the bakers sold bread in proportion to the price of wheat, 
that the bread had the weight they had fixed." 

The Professor of Ancient History at the University of 
Cambridge, M. I . Finley, comments in his recent study, 
The Ancient Economy, that, 

"Just price wu a medieval concept, not an ancient one, and this 
interference by the state, altogether exceptional in its perm
anence, is a sufncient measure of the urgency of the food prob
lem. And when this and ail the other legislative measures 1 have 
mentioned on other occasions failed, the stale, as a last recourse, 
appointed officials called sitonai, corn-buyers, who sought sup
plies wherever they could find them, raised public subscriptions 
for the necessary funds, introduced price reductions and rat
ioning.' ** 

The result was as might be expected: failure. Despite the 
penalty of death, which the harassed government did not 
hesitate to infiict, the laws controlling the grain trade were 
almost impossible to enforce. We have a surviving oration 
from at least one of the frustrated Athenian politicians who 
implored a jury to put the offending merchants to death. 
"But it is necessary, gentlemen of the Jury," he urged, "to 
chastise them not only for the sake of the past, but also as 
an example for the future; for as things now are. they will 
hardly be endurable in the future. And consider that in con
sequence of this vocation, very many have already stood trial 
for their lives; and so great are the emoluments which they 
are able to derive from it that they prefer to risk their Ufe 
every day, rather than cease to draw from you, the public, 
their improper profits . . . I f then, you shall condemn them, 
you shall act justly and you will buy grain cheaper; other
wise, the price will be much more. 
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But Lysias was not the first and he was hardly the last 
politician to court popularity by promising the people lower 
prices in times of scarcity if only they would put an occas
ional merchant to the sword. The Athenian government, in 
fact, went so far as to execute their own inspectors when 
their price-enforcing zeal fiagged. Despite the high mortaUty 
rates for merchants and bureaucrats aUke, the price of grain 
continued to rise when supplies were short, and continued to 
fall when supply was plentiful. 

Regulatory agencies have had the same problems from 
time immemorial. T . F . Camey, in his informative book 
The Economics of Antiquity, has described the rise and the 
economic effect of ancient regulatory agencies in the follow
ing terms: 

" I f a government and its key bureaucratic institutions can create 
a favourable environment for business, by the same token they 
can also do the reverse. Historically, economic development has 
been associated with public instrumentalities . . . 
. . . Bureaucrats (in the ancient world) were officials, with a pun
ishment orientation towards their subject populations. . . . The 
government bureaucracy was regulative and extractive, not de
velopmental. Originating in a tribal culture, It always tended to 
favour a mandarinate of literary generalitts. There were no forces 
to countervail against it. Neither corporations, legislatures, nor 
pohtical parties were yet in existence. In most cases, most of any 
society's liny eUte went into the apparatus of govemnKnt. This 
government served an autocrat whose word was law. So there 
could be no constitutional safeguards for businessmen or against 
that apparatus . . 

And there is another way in which such ancient regu
latory efforts show great parallels with contemporary ones. 

The sitonai were originally intended to be temporary, but as 
shortages arose from time to time (in no way abated by their 
work) there was a growing desire to keep them as permanent 
officials. I f all else failed, Athenian colonial policy made it 
convenient enough to get rid of surplus citizens whom the 
regulated economy could not sustain. Some might ask why 
some present-day economists have not thought of this sol
ution to the comodity scarcities which inevitably follow 
upon price controls.*' 
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I I I ROME: R E P U B L I C AND E M P I R E 
As might be expected, the Roman Republic was not to 
be spared a good many ventures into control of the economy 
by Uie government. One of the most famous of the Repub-
Ucan statutes was the Law of the Twelve Tables (449 BC) 
which among other things, fixed the maximum rate of in
terest at one uncia per libra (approximately 8%) but it is 
not known whether this was for a month or for a year. At 
various times after this basic law was passed, however, 
politicians found it popular to generously forgive debtors 
their agreed upon interest payments. A Licinian law of 367 
BC, for instance, declared that interest already paid could be 
deducted from the principal owed, in effect setting a maxi
mum price of zero on interest. The lex Genucia (342 BC) 
had a similar provision and we are told that violations of 
this "maximum" were "severely repressed under the lex 
Marcia." Levy concludes that "Aside from the Law of the 
Twelve Tables, these ad hoc or demagogic measures soon 
went out of use." ^ 

The laws on grain were to have a more enduring effect 
on the history of Rome. From at least the time of the fourth 
century BC, the Roman government bought supplies of 
com or wheat in times of shortage and re-sold them to the 
people at a low fixed price. Under the tribune Caius Gracchus 
the Lex Sempronia Frumentaria was adopted which allowed 
every Roman citizen the right to buy a certain amount of 
wheat at an official price much lower than the market price. 
In 58 BC this law was "improved" to allow every citizen 
free wheat. The result, of course, came as a surprise to the 
government. Most of the farmers remaining in the country
side simply left to live in Rome without working. " 

Slaves wore freed by their masters so that they, as 
Roman citizens, could be supported by the state. In 45 BC 
Julius Caesar discovered that almost one citizen in three was 
receiving his wheat at government expense. He managed to 
reduce this number by about half, but it soon rose again; 
throu^-out the centuries of the empire, Rome was to be 
perpetually plagued with this problem of artificially low 
prices for grain, which caused economic dislocation of 
all sorts. 
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In order to attempt to deal with their increasing eco
nomic problems, the emperors gradually began to devalue 
the currency. Nero ( A D 54-68) began with small deval
uations and matters became worse under Marcus AureUus 
( A D 161-80) when the weights of coins were reduced. 
"These manipulations were the probable cause of a rise in 
price," according to Levy. The emperor Commodus 
(AD 180-92) turned once again to price controls and de
creed a series of maximum prices but matters only became 
worse and the rise in prices became "headlong" under the 
emperor Caracalla ( A D 211-17). " 

Egypt was the province of the empire most affected 
but her experience was reflected in lesser degrees through
out the Roman world. During the fourth century, the value 
of the gold solidus changed from 4000 to 180milUon Egypt
ian drachmai. Levy again attributes the phenomenal rise in 
prices which followed to the large increase of the amount 
of money in circulation. The price of the same measure of 
wheat rose in Egypt from 6 drachmai in the first century 
to 200 in the third century; in A D 314, the price rose to 
9000 drachmai and to 78,000 in A D 334; by shortly after 
the year A D 344 the price shot up to more than 2 million 
drachmai. As noted, other provinces went through a similar, 
if not quite as spectacular, inflation. 

"In monetary affairs." Levy writes. "inefTeclual regulations 
were decreed to combat Gresham's Law (bad money drives 
out good) and domestic speculation in the dilTerent kinds of 
money. It was forbidden to buy or sell coins; they had to be 
used for payment only. It was even forbidden to hoard them! 
It was forbidden to melt them down (to extract the small 
amount of silver alloyed with the bron/e). The punishment 
for all these offences was death. Controls were set up along 
roads and at ports, where the police searched traders and trav
ellers. Of course, all these efforts were to no purpoM." " 

The most famous and the most extensive attempt to 
control prices and wages occurred in the reign of the Emper
or Diocletian who, to the considerable regret of his subjects, 
was not the most attentive student of Greek economic his
tory. Since both the causes of the inflation that Diocletian 
attempted to control and the effects of his efforts are fairly 

37 



History 

well documented it is an episode worth considering in some 
detail. 

Shortly after his assumption of the throne in A D 284, 
"prices o f commodities of aU sorts and the wages of laborers 
reached unprecedented heights." ^ Historical records for 
determining the causes of this remarkable inflation are lim
ited. One of the few surviving contemporary sources, the 
seventh chapter of the De Moiibus Perseculorum. lays almost 
all the blame squarely at the feet of Diocletian. Since, how
ever, the author is known to have been a Christian and since 
Diocletian, among other things, persecuted the Christians, 
we have to take this report cum grano salts In this attack 
on the emperor we are told that most of the economic 
troubles of the empire were due to Diocletian's vast in
crease in the armed forces (there were several invasions by 
barbarian tribes during this period), to his huge building 
program (he re-built much of his chosen capital in Asia 
Minor, Nicomedia), to his consequent raising of taxes and 
the employment of more and more government officials 
and finally, to his use of forced labor to accomplish much 
of his public works program."Diocletian himself, in his 
Edict (as we shall see) attributed the inflation entirely to 
the "avarice" of merchants and speculators. 

A recent classical historian, Roland Kent, writing in 
the University of Pennsylvania Law Review, concludes 
from the available evidence that there were several major 
causes of the sharp rise in prices and wages. In the half 
century before Diocletian there had been a succession of 
short-reigned, incompetent rulers elevated by the military; 
this era of weak government resulted in civil wars, riots, 
general uncertainty and, of course, economic instability. 
There certainly was a steep rise in taxes, some of it justifiable 
for the defense of the empire but some of it spent on grand
iose public works of questionable value. As taxes rose, how
ever, the tax base shrank and it became increasingly difficult 
to collect taxes, resulting in a vicious circle. 

It would seem clear that the major single cause o f the in
flation was the drastic increase in the money supply owing 
to the devaluing or debasing of the coinage. In the late 
rL'public and early empire, the standard Roman coin was the 
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silver denarius: the value of that coin had gradually been 
reduced until in the years before Diocletian emperors were 
issuing tin-plated copper coins which were still called by the 
name "denarius". Gresham's Law, of course, became oper
ative, silver and gold coins were naturally hoarded and were 
no longer found in circulation. 

During the fifty year interval ending with the rule of 
Claudius Victorinus in AD268 the silver content of the Rom
an coin fell to one five-thou.sandth of its original level. With 
the monetary system in total disarray, the trade which had 
been a hallmark of the Empire was reduced to barter and eco
nomic activity was stymied. ' T h e middle class was almost 
obliterated and the proletariat was quickly sinking to the 
level of serfdom. Intellectually the world had fallen into 
an apathy from which nothing would rouse i t . " T o this 
intellectual and moral morass came the Emperor Diocletian 
and he set about the task of reorganization with great vigour. 
Unfortunately, his zeal exceeded his understanding of the 
economic forces at work in the Empire. 

In an attempt to overcome the paralysis associated with 
centralized bureaucracy, he decentralized the administration 
of the Empire and created three new centres of power 
under three "associate emperors." Since money was com
pletely worthless, he devised a system of taxes based on 
payments in kind. This system had the effect, via the 
ascripti glebae. of totally destroying the freedom of the 
lower classes - they became serfs and were bound to the 
soil to ensure that the taxes would be forthcoming. 

The 'reforms' that are of most interest, however, are 
those relating to the currency and prices and wages. The 
currency reform came first and was followed, after it had 
become clear that this reform was a failure, by the Edict 
on prices and wages. Diocletian had attempted to instil 
public confidence in the currency by putting a stop to 
the production of debased gold and silver coins. 

According to Kent, "Diocletian took the bull by the 
horns and issued a new denarius which was frankly of cop
per and made no pretence of being anything else; in doing 
this he established a new standard of value. The effect of 
this on prices needs no explanation; there was a readjust-

39 



History 

ment upward, and very much upward." The new coin
age gave some stability to prices for a time, but unfortunate
ly , the price level was still too high in Diocletian's judgment 
and he soon realized that he was faced with a new dilemma. 
The principal reason for the official overvaluation of the 
currency, of course, was to provide the wherewithal to sup
port the large army and massive bureaucracy - the equivalent 
of modem government. Diocletian's choices were to continue 
to mint the increasingly worthless denarius or to cut 'govern
ment expenditures' and thereby reduce the requirement for 
minting them. In modem terminology, he could either 
continue to 'infiate' or he could begin the process of'deflat
ing' the economy. 

Diocletian decided that deflation, reducing the costs 
of civil and mihtary govemment, was impossible. On the 
other hand: 

"To inflate would be equally disastrous in the long run. It was 
mflation that had brought the Empire to the verge of complete 
collapse. The reform of the currency had been aimed at check
ing the evil, and it was becoming painfully evident that it could 
not succeed in its task." ^ ' 

It was in this seemingly desperate circumstance that 
Diocletian determined to continue to inflate, but to do so in 
a way that would, he thought, prevent the inflation from 
occurring. He sought to do this by simultaneously fixing 
the prices of goods and services and suspending the freedom 
of people to decide what the official currency was worth. 
The famous Edict of AD301 was designed to accomplish 
this end. Its framers were very much aware of the fact that 
unless they could enforce a univer^l value for the denarius 
in terms of goods and services - a value that was wholly 
out of keeping with its actual value - the system that they 
had devised would collapse. Thus, the Edict was all per
vasive in its coverage and the penalties prescribed, severe. 

The Edict was duly proclaimed in AD301 and, accord
ing to Kent, "the preamble is of some length, and is couched 
in language which is as difficult, obscure, and verbose as 
anything composed in Latin.^Diocletian clearly was on 
the defensive in announcing such a sweeping law which 
affected every person in the empire every day of the week; 
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he uses considerable rhetoric to justify his actions . . . 
rhetoric which was used before him and which, with var
iations, has been used in most times and places since." 

He began by listing his many titles and then goes on to 
announce that "The national honor and dignity and majesty 
of Rome demand that the fortune of our State . . . be also 
faithfully administered . . . To be sure, i f any spirit of self-
restraint were holding in check those practices by which the 
raging and boundless avarice is inflamed . . . peradventure 
there would seem to be room left for shutting our eyes and 
holding our peace, since the united endurance of men's 
minds would ameUorate this detestable enormity and 
pitiable condition (but since it is unlikely that this greed 
will restrain itseiO . . . it suits us, who are the watchful 
parents of the whole human race, (the term "parents" 
refers to his associate Augustus and two Caesars) that justice 
step in as an arbiter in the case, in order that the long-hoped-
for result, which humanity could not achieve by itself, may 
by the remedies which our forethought suggests, be con
tributed toward the general alleviation of a l l . " ^ 

In The Common People of Ancient Rome. Frank 
Abbot summarizes the essence of the Edict in the following 
words " I n his effort to bring prices down to what he con
sidered a normal level. Diocletian did not content himself 
with half measures as we are trying in our attempts to sup
press combinations in restraint of trade, but he boldly flxed 
the maximum prices at which beef, grain, eggs, clothing 
and other articles could be sold (and also the wages that 
all sorts of workers could receive) and prescribed the penalty 
of death for anyone who disposed of his wares at a higher 
figure." * 2 

Diocletian was not a stupid man (in fact, from all ac
counts, he seems to have been more intelligent than all but 
a few of the emperors): he was therefore aware that one of 
the first results of his edict would be a great increase in 
hoarding. That is, i f farmers, merchants and craftsmen could 
not expect to receive what they considered to be a fair price 
for their goods they would not put them on the market at 
all, but would await a change in the law (or in the dynasty). 

He therefore provided that "From such guilt also he 
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too shall not be considered free, who, having goods necessary 
for food or usage, shall after this regulation have thought that 
they might be withdrawn from the market; since the 
penalty (namely, death) ought to be even heavier for him 
who causes need than for him who makes use of it contrary 
to the statutes." 

There was another clause prescribing the usual penalty 
for anyone who purchased a good at a higher price than the 
law allowed; again, Diocletian was well aware of the normal 
consequences of such attempts at economic regulation. 
On the other hand, in at least one respect the Edict was 
more enlightened (from an economic point of view) than 
many regulations of recent years. " I n those places where 
goods shall manifestly abound," it declared, "the happy 
condition of cheap prices shall not thereby be hampered* 
—and ample provision is made for cheapness, i f avarice is 
limited and curbed." ** 

Parts of the price-lists have been discovered in about 
30 different places, mostly in the Greek-speaking portions 
of the empire. There were at least 32 schedules, covering 
well over a thousand individual prices or wages. A selection 
of some of the more interesting items were translated by 
Roland Kent into U.S. equivalents as of 1920, (based upon 
the price of a pound of refined gold set at 50,000 denarii ) . 
The price of a bushel of barley, for instance, was set at no 
higher than 87c. A quart of beer was meant to be especially 
cheap, only 3c a quart (obviously a demogogic provision). 
A farm labourer was to be paid no more than SO. 108 a day 
(most workers received their meals from their employers). 
Masons or carpenters, however, could receive $0.217 a day. 

Teachers of reading and writing could receive $0,217 
per pupil monthly, teachers of Greek and Latin, $0,808 per 
pupil monthly. Teachers of public speaking (which prepared 
the way for governmental careers) were the highest paid, 
up to $1.08 per pupil monthly. Raw silk was almost astro
nomically expensive, set at $72.18 per pound - it had to be 
transported by land, of course, from China.** 

• Those modem nations who have had lo endure "Relail Price Maintenance". 
"I'air Trade l.aws" and the vaiiout price-flxing agencies such as the Inlenutional 
Air Transportation Association could well learn a useful lesson from Diocletian, 
who I I least made it always legal to lower a price. 
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The results were not surprising and from the wording 
of the Edict, as we have seen, not unexpected by the em
peror himself. According to a contemporary account " . . . 
then he set himself to regulate the prices of all vendible 
things. There was much blood shed upon very slight and 
trifling accounts; and the people bought provisions no more 
to markets, since they could not get a reasonable price for 
them and this increased the dearth so much, that at last after 
many had died by it, the law itself was set aside." 

It is not certain how much of the blood shed alluded 
to in this passage was caused directly by the government 
through the promised executions and how much was caused 
indirectly. An historian of this period, Roland Kent, believes 
that much of the harm was indirect. " I n other words," he 
concludes, "the price limits set in the Edict were not ob
served by the traders, in spite of the death penalty provided 
in tlie statute for its violation; would-be purchasers, finding 
that the prices were above the legal hmit, formed mobs and 
wrecked the offending traders' establishments, incidentally 
killing the traders, though the goods were after all of but 
trifling value; hoarded their goods against the day when the 
restrictions should be removed, and the resulting scarcity 
of wares actually offered for sale caused an even greater 
increase in prices, so that what trading went on was at 
illegal prices, and therefore performed clandestinely."*' 

It is not known exactly how long the Edict remained in 
force; it is known, however, that Diocletian, citing the strain 
and cares of government, resulting in his poor health, 
abdicated four years after the statute on wages and prices 
was promulgated. It certainly became a dead letter after the 
abdication of its author. 

Less than four years after the currency reform assoc
iated with the Edict, the price of gold in terms of the den
arius had risen 250 per cent. Diocletian had failed to fool 
the people and had failed to suppress the ability of people 
to buy and sell as they saw fit. The failure of the Edict and 
the currency 'reform' led to a return to more conventional 
fiscal irresponsibility and by AD305 the process of currency 
debasement had begun again. 

By the turn of the century this process had produced 

43 



History 

a two thousand per cent increase in the price of gold in terms 
of denarii: 

"These are impossible figures and simply mean that any attempt 
at preserving a market, let alone a mint ratio, between the bronze 
denarius and the pound of gold was lost. The astronomical 
figures of the French "assignats". the German mark after the 
First World War. and of the Hungarian pengo after the Second, 
were not unprecedented phenomena.*" . . . . Copper coiis could 
voy eady bemmufactured. Numismatists testify that the coins 
of the fourth century often bear signs of hasty and careless mint
ing: they were thrust out into circulation in many cases without 
having been properly trimmed or made tolerably respectable. This 
hasty manipulation of the mints was just as effective as our mod
em printing presses, with their fioods of worthless, or nearly 
worthless, paper money." 

M. Rostovtzeff, a leading Roman historian summed up 
this unhappy experience in these words: 

"The same expedient had often been tried before him and was 
often tried after him. As a tempory measure in a critical time, it 
m i ^ l be of some use. As a general measure intended to last, it 
was certain to do great harm and to cause terrible bloodshed, 
without bringing any relief. E>iocletian shared the pernicious 
belief of the ancient world in the omnipotence of the state, a 
belief which many modern theorists continue to share with him 
and with it." 50 

Although Diocletian's attempt to control the economy 
ended in complete failure and he was forced to abdicate, 
it was only sixty years later that his successor. Julian the 
Apostate, was back at the same old stand. Edward Gibbon, 
the brillian historian of the period, ironically noted that 

" . . . the emperor ventured on a very dangerous and doubtful 
step, of fixing by legal authority, the value of com (grain). 
He enacted that. In a time of scarcity, it should be sold at a price 
which had seldom been knovra in the most plentiful yean; and 
that his own example might strengthen his laws (he sent into the 
market a large quantity of his own grain at the fixed price). 
The consequences might have been foreseen and were soon felt. 
The imperial wheat was purchased by the rich merchants: the 
proprietors of land, or of corn (grain) witheld from that city the 
accustomed supply, and the small quantities that appeared in 
the market were secretly sold at an advanced and illegal price."51 
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As a desperate measure, succeeding emperors tried to 
tie workers to the land or to their father's occupation in 
order to prevent workers from changing jobs as a means of 
evading the low wages prescribed for certain professions. 
This, of course, was the ultimate consequence of the attempt 
to control wages by law. 

The only legal escape for many workers was to find a 
willing replacement and then to give up all their goods to 
him. The emperor Aurelian had previously compared a man 
who left his profession to a soldier who deserted on the 
field of battle. 52 

The historian Levy concludes his survey of the economy 
of the empire by declaring that 

"State intervention and a crushing fiscal policy made the whole 
empire groan under the yoke; more than once, both poor men 
and rich prayed that the barbarians would deliver them from it. 
In A0378, the Balkan miners went over en masse to the Visigoth 
invaders, and just prior to AD 500 the priest Salvian expressed 
the universal resignation to barbarian domination." 53 

I V . T H E I 2 T H - 18TH C E N T U R I E S 
During the Middle Ages, not only the national governments 
but also guilds and municipalities engaged in price-fixing as a 
normal activity. In the thirteenth century officials in Eng
land "felt themselves bound to regulate every sort of eco
nomic transaction in which individual self-interest seemed 
to lead to injustice." 

In the year 1199 the government in London attempted 
to control the wholesale and retail price of wine. The law 
was difficult to enforce and eventually failed. In 1330 the 
passion for price-fixing stirred again and a new hiw was 
adopted requiring merchants to sell at a 'reasonable' price -
this figure to be based upon importation costs plus other ex
penses. In a few years, due to changing economic conditions, 
the price of wine rose far above the 1330 price and the 
government finally had to accept defeat once again. 

The many efforts to regulate the prices of wheat and 
bread in England came to a similar conclusion. The first 
attempt was appaa-ntly made in 1202; the leading law in 
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this case was 51 Henry I I I which fixed precise prices for 
varying weiglits of bread. The economic historian Simon 
Litman notes that "the law was enforced locally on sundry 
occasions, but fell gradually into disuse." ^ 

"During the fourteenth and fifteenth centuries," the 
historian W. J . Ashley tells us, "parliament and the exec
utive left the matter (of regulation of prices, place of sale, 
etc.) almost entirely in the hands of the local authorities 
. . . The municipal authorities frequently went beyond 
victuals, and regulated the prices of other articles of prime 
importance to the poorer classes, such as wood and coal, 
tallow and candles."" 

During the reign of the Tudor dynasty (after 1485), 
Parliament "was not content with passing acts against prac
tices which enhanced prices. It endeavoured to fix directly 
a fair price not only for victuals but also for other com
modities." *' Most of these regulations received httle 
public support and gradually faded away. 

Antwerp 
In the sixteenth century misplaced economic controls were 
decisive in determining the fate of the most important city 
in what is now Belgium. From 1584 to 1585 Antwerp was 
besieged by Spanish forces led by the Duke of Parma who 
was intent on maintaining the rule of the Hapsburg Empire 
in the Lowlands. Naturally, during a siege, food quickly 
becomes a scarce commodity and prices accordingly rise. 
The City Fathers of Antwerp reacted as many others in 
their position have done before and since; they passed a 
law fixing a maximum price for each item of food. Severe 
penalties were prescribed for anyone who attempted to 
charge the market price. According to the historian John 
Fiske, the consequences of this policy were twofold: 

"It was a long time before the Duke of Parma, who was besieg
ing the city, succeeded in so blockading the Scheldt as to pre
vent ships laden with eatables from coming in below. Com and 
preserved meats might have been hurried into the beleaguered 
city by thousands of tons. Bui no merchant would run the risk 
of having his ships sunk by the Duke's batteries merely for the 
sake of finding a market no better than many others which 
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could be reached at no risk at aU . . . If provisions had brought 
a high price in Antwerp they would have been carried thither. 
As it was. the city by its own stupidity blockaded itself far more 
effectually than the Duke of Parma could have done." 
"In the second place," Fiske concludes, "the enforced lowncss 
of prices prevented any general retrenchment on the part of 
the citizens. Nobody felt it necessary to economize. So the city 
lived in high spirits until all at once provisions gave out . . 
In 1585 the city of Antwerp surrendered and was oc

cupied by the forces of Spain. 

Bengal 
An even worse disaster, made more costly still by govern
ment bungUng, occurred in the Indian province of Bengal in 
the eighteenth century. The rice crop in 1770 failed com
pletely and fully a third of the population died. A number of 
scholars attribute this disaster primarily to the rigid pohcy 
of the government which was determined to keep the price of 
grains down rather than allowing it to rise to its natural level. 
A price rise, of course, would have been a natural rationing 
system permitting the available food to be stretched out 
until the next harvest. Without this rationing system the 
reserve suppUes were quickly consumed and millions died of 
hunger as a direct result. 

For once in human history, however, government did 
learn by experience. Ninety-six years later the province of 
Bengal was again on the verge of famine. This time the pro
cedure was completely different, as William Hunter relates: 

"Far from trying to check speculaUon. as in 1770, the Govern
ment did ail in its power to stimulate it . . . A government which, 
in a season of high prices, does anything to check speculation 
acts about as sagely as the skipper of a wrecked vessel who should 
refuse to put his crew upon half rations . . . In the earlier famine 
one could hardly engage in the grain trade without becoming 
amenable to the law. In 1866 respectable men in vast numbers 
went into the trade; for the Government, by publishing weekly 
returns of the rates in every district, rendered the traffic both 
easy and safe. Everyone knew where to buy grain cheapest and 
where to sell it dearest and food was accordingly bought from 
the districts which could best spare it and carried to tliosc which 
most urgently needed it." ^ 
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The experience of Bengal, which had two failed harvests 
of major proportions within a century, provided a laboratory 
for testing the two policies. In the earlier case, price-fixing 
was enforced and a third of the people perished; in the latter 
case, the free market was allowed to function and the short
age was kept under control. 

V . NORTH A M E R I C A AND F R A N C E - T H E 18th 
C E N T U R Y 

1. The early Canadians 
The history of attempts to control wages and prices in the 
early days of Canadian settlement has not yet been well 
researched. Accordingly, the episodes reported here may 
represent only a sample out of a broad but unrecovered ex
perience with controls. Most of the persons in authority in 
the eariy days of Canadian settlement were agents of some 
European govemment and it would be reasonable to sup
pose that these functionaries carried with them their home
land's propensities for economic controls. 

Quebec 
It is certain from some of the records that have been pre
served that the internal trade of Quebec was minutely regu
lated. Of particular concem in the late 17th century were 
the comings and goings of itinerant merchants. In general 
they were forbidden to enter into retail transactions of any 
sort and were subject to no less than ten general pro
hibitions. 6' These regulations had the effect of a retail 
price maintenance law since they expressly forbade the com
petition of 'outsider* merchants. These itinerant merchants 
were excluded specifically because they would have reduced 
the price of goods and taken business from resident merch
ants. There is some indication in the subsequent record that 
the regulation was not an unqualified success. In 1727 the 
local (Quebec) merchants found it necessary to write to the 
king requesting that he suspend the operation of the itinerant 
merchants. ^2 xherc is no evidence that this attempted 
interference was successful either. In fact, a memoir from 
the king dated April 19. 1729 contains a paragraph indicating 
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the king's general support for the activities of the itinerant 
merchants. 

In 1689, the Superior Council of Quebec, following the 
long-established European practice, gave expUcit permission 
to municipalities to regulate the price of bread. Although the 
exact effect of this regulation is not known it can be sup
posed that all was not well and that a change in the baker's 
costs would have meant a shortage of bread. Perhaps it was 
a situation of this sort that led to price controls on wheat 
in the fall of 1700 - certainly, it was clearly indicated in the 
regulation of that year that the bakers would have, as a result 
of the order, to work for the city and were constrained from 
working in any other way. 6* 

Louisbourg 
During 1750 rules were made as to the price that must be 
charged for fresh cod fish. It was, by this order, explicitly 
forbidden for fishermen to refuse to sell their fish at the 
posted price provided only that the buyer was solvent. To 
appreciate the serious nature of this law, it is necessary to 
remember that the bulk of New France's wealth was de
rived from the cod fishery. Of course, from time to time 
this regulation led to desperate circumstances for the fisher
men and there is some reason to believe that it was respons
ible for the decUne in the fishery in that area of New 
France *5 

Canada's first economist? 
The most interesting commentary on infiation that this 
early period in Canadian history yields is by a person or 
persons unknown writing in Quebec 19th April 1759. The 
passage, which is worth reprinting in its entirety, was writ
ten as a commentary appended to an exposition of the price 
of commodities in Canada. Having shown the rate of in
crease in the cost of most important commodities the writer 
went on to say: 

"The excessive expense which this picture presents is such that 
one has perhaps never seen before an example of it. And it comes 
less from real scarcity than from the enormous expenditures 
of the government which have multiplied paper money without 
any consideration for the stock of commodities nor ''or the 
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number of consumers . . . The price of commodities has been 
rising step by step because of a similar step by step increase 
in the expenditures of the government. These expenditures, 
which one can estimate by the sum of bills of exchange drawn 
on the royal treasury, have mounted as follows: 
- in 1754 to 7 or 800 thousand livres 
- in 1755 to 4,000 thousand livres 
- in 1756 to 7 or 8,000 thousand Uvres 
- in 1757 to 13 or 14,000 thousand livres 
- in 1758 to 20 or 25.000 thousand livres 

Perhaps in this year of 1759 they will go up to 50 millions and 
more from whence it is easy to forsee what will be the price of 
commodities before January 1760. One estimates that in France 
there are 18 million people and 1,400 millions of circulating 
money which makes a sum of 75 livres per capita. In Canada one 
can only estimate about 80 thousand people and the circulation 
in the month of August was more than 30 millions which makes 
ahnost 400 livres per capita. Thus, the stock of commodities in 
Catuda being in ^roporiion with those of France, theii price 
ought to be 6 times over and above that of France, since the 
representative signs (money) exceed by 6 times the things to be 
represented (goods). Now these notes being held in profusion by 
those who have a share in the business (government) they do not 
perceive the expensiveness of it all." ^ 

There are several amazing things about this paragraph. 
The first is that the writer showed such insight into the 
economic problems of the country at that juncture. The sec
ond is the remarkable extent to which current circumstances 
are a repetition of the follies of that earlier time. It appears 
that we learn very Uttle from experience. 

2. The early Americans 
The early New England colonists were convinced that govern
ment ought to extend its powers into the regulation of all 
aspects of society, from the religious to the political to the 
economic. "This was a defect of the age," the economic 
historian William Weeden tells us (though hardly a defect 
unique to seventeenth century Massachusetts) "but the 
Puritan legislator fondly believed that, once freed from the 
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malignant influence of the ungodly, that once based upon 
the Bible, he could legislate prosperity and well-being for 
everyone, rich or poor." * ' 

In 1630 the General Court made a fruitless attempt to 
fix wage rates. Carpenters, joiners, bricklayers, lawyers and 
thatchers were to receive no more than two shillings a day. 
A fine of ten shillings was to be levied against anyone who 
paid or received more. In addition, "no commodity 
should be sold at above four pence in the shilling (33 per 
cent) more than it cost for ready money in England; oil, 
wine, etc., and cheese, in regard to the hazard of bringing, 
etc.. (excepted)." « 

Weeden comments dryly that "these regulations lasted 
about six months and were repealed." 

There was an attempt at about the same time to regulate 
trade with the Indians . . . with the same result. The price 
of beaverskins (an important article of trade at the time) 
was set at no more than 6 shillings a skin with a "fair" profit 
of 30 per cent plus cost of transportation. A shortage of 
com, however, drove the price of that commodity up to 
10 shillings "the strike", and sales of this dwindling supply 
to the Indians were prohibited. "Under this pressure, beaver 
advanced to 10 shillings and 20 shillings per pound; *no com, 
no beaver," said the native. The court was obliged to remove 
the fixed rate, and the price mied at 20 shillings." 

The offshoot of the Mas.sachusetts Bay Colony in Con
necticut experienced the same artificial efforts to control 
prices and to divert trade from its natural courses. One nine
teenth century historian has briefly summed up these at
tempts. "The New Haven colony." he wrote, "was made 
notorious by its minute inquisition into the details of buying 
and selling, of eating and dressing and of domestic diffi
culties. Then the people were mosUy of one mind about 
the wisdom of such meddling, the community was small 
and homogeneous in population and religious sentiments. 
I f such legislative interference could have been beneficent, 
here was a favourable opportunity. I t failed utteriy. The 
people were wise enough to see that it was a failure." 

The effects of controls on prices and wages were by no 
means confined to the English-speaking colonics in North 
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America. In the territory that is now the State of IlUnois, 
French settlers were faced with similar harassments from a 
far away government. In a history of that part of French 
North America, Clarence Alvord notes: "The imposition of 
minute regulations issued from Versailles had been a burden 
upon the beaver trade. Fixed prices for beavers of every 
quality that had to be bought, whatever the quantity, by the 
farmers at the Canadian ports, had made impossible a free 
development and had reduced the farmers one after another 
to the verge of bankruptcy . . . an order was issued on May 
26, 1696, recalling all traders and prohibiting them from 
going thereafter into the wilderness . . . (though) complete 
enforcement of the decree was impossible." 

The sporadic attempts during the seventeenth and eariy 
eighteenth centuries to control the economic hfe of the 
American colonies increased in frequency with the approach 
of the War of Independence. 

Nut worth a Continental 
One of the first actions of the Continental Congress in 1775 
was to authorize the printing of paper money . . . the famous 
'Continentals'. Pelatiah Webster, who was America's first 
economist, argued very cogently in a pamphlet pubUshed in 
1776 that the new Continental currency would rapidly de
cline in value unless the issuance of paper notes was curbed. 
His advice went unheeded and, with more and more paper in 
circulation, consumers naturally began to bid up prices for a 
stock of goods that did not increase as fast as the money 
supply. By November, 1777, commodity prices had risen 
480 per cent above the pre-war average. 

Tl ic Congress, however, at least when addressing the 
public, professed not to believe that their paper money was 
close to valueless but that prices had risen mainly because 
of unpatriotic speculators who were enemies of the govern
ment. ' T h e real causes of advancing prices," one historian 
notes, "were as completely overiooked by that body as 
they were by Lysias when prosecuting the com-faiitors of 
Greece. As the Greek orator wholly attributed the deamess 
of com to a combination among the factors, so did Con
gress ascribe the enormous advance in the price of things to 
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the action of those having commodities for sale." 
On November 19, 1776, the General Assembly of Con

necticut felt impelled to pass a series of regulations provid
ing for maximum prices for many of the necessaries of life. 
It also declared that "all other necessary articles not enumer
ated be in reasonable accustomed proportion to the above 
mentioned articles."''* Another similar act was passed in 
May, 1777. By August 13, 1777, however, the unforeseen 
results of these acts became clear to the legislators and on 
that date both acts were repealed." " 

In February 1778, however, the pro-regulation forces 
were again in the ascendancy and Cormecticut adopted a 
new tariff of wages and prices. Retail prices were not to 
exceed wholesale prices by more than 25 per cent plus the 
cost of transportation. '8 In a few months it became evident 
once again that these controls would work no better than 
the former attempts and in June 1778, the Governor of Con
necticut wrote to the President of the Continental Congress 
that these laws too, "had been ineffectual." " 

The Connecticut experience, of course, was by no 
means unique. Massachusetts, among other states, went 
through ahnost exactly the same on-again. off-again syn
drome with its own version of wage and price controls. 
In January 1777, a law was pas.sed imposing "maximum 
prices for almost all the ordinary necessaries of life: food, 
fuel and wearing apparel, as well as for day labor . . . so far 
as its immediate aim was concerned," an historian concludes, 
"the measure was a failure."*^ In June 1777, a second law 
was pas.sed (a Phase I I ) , t on the ground that the prices fixed 
by the first law were "not adequate to the expense which will 
hereafter probably be incurred in procuring such articles."" 
A few months later, in September, The General Court of 
Massachusetts, convinced that the price-fixing measures 
"have been very far from answering the salutary purposes 
for which they were intended" completely repealed both 
Iaws.82 

ttditor's Note: "Phase 11" refers to the scrand stajtc of President Nixon't multi-
staged wafc and price control program. 
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Washington at Valley Forge 
In Pennsylvania, where the main force of Washington's 
array was quartered in 1777, the situation was even worse. 
The legislature of that commonwealth decided to try a 
period of price control limited to those commodities needed 
for the use of the army. The theory was that this policy 
would reduce the expense of supplying the army and lighten 
the burden of the war upon the population. The result might 
have been anticipated by those with some knowledge of the 
trials and tribulafions of other states. The prices of un
controlled goods, mostly imported, rose to record heights. 
Most farmers kept back their produce, refusing to sell at 
what they regarded as an unfair price. Some who had large 
families to take care of even secretly sold their food to the 
British who paid in gold. 

After the disastrous winter at Valley Forge when Wash
ington's army neariy starved to death (thanks largely to 
these well-intentioned but misdirected laws) the ill-fated 
experiment in price controls was finally ended. The Con
tinental Congress on June 4, 1778. adopted the following 
resolution: 

"Whereas . . . it halh been found by experience that limitaUons 
upon the prices of commodities are not only ineffectual for the 
purposes proposed, but likewise productive of very evil con
sequences to the great detriment of the public service and griev
ous oppression of individuals . . . resolved, that it be recommend
ed to the several states to repeal or suspend all laws or resolutions 
witliin the said states respectively limiting, regulating or restrain
ing the Price of any Article, Manufacture or Conmjodity."*^ 
One historian of the period tells us that after this date 

commissary agents were instructed "to give the current price 
. . . let it be what it may, rather than that the army should 
suffer, which you have to supply and the intended expedition 
be retarded for want of i t ." By the Fall of 1778 the army 
was fairly well-provided for as a direct result of this change 
in policy. The same historian goes on to say that "the flex
ibility in offering prices and successful purchasing in the 
country in 1778 procured needed winter supphes wanting 
in the previous year."** 

The American economist, Pelatiah Webster, writing 
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toward the end of the War of Independence in January, 
1780, evaluated in a few succinct words the sporadic record 
of price and wage controls in the new United States. "As 
experiment is the surest proof of the natural effects of all 
speculations of this kind," he wrote " . . . it is strange, it 
is marvellous to me, that any person of common discern
ment, who has been acquainted with all the above mentioned 
trials and effects, should entertain any idea of the expediency 
of trying any such methods again . . . Trade, if let alone, will 
ever make its own way best, and like an irresistible river, will 
ever run safest, do least mischief and do most good, suffered 
to run without obstruction in its own natural channel." 

3. The French revolurion 
During the twenty months between May 1793 and Decem
ber 1794, the Revolutionary Government of the new French 
Republic tried almost every experiment in wage and price 
controls which has been attempted before or since. 

At the beginning of 1793, France found itself besieged 
by all the powers of Europe and blockaded by the British 
fleet. On the home front, her currency was rapidly falling 
in value and inflation was rampant. On the other hand, 
France was the richest agricultural country in Europe and the 
harvest of 1793 was to be particularly abundant. 

Her food problem in that year was not one of 
production but rather of distribution. " A constant series 
of decrees and regulations, each one designed to remedy the 
defects of the last, had the effect of leading the bread basket 
of Europe to the brink of starvation. 

The Law of the Maximum 
The first of these laws aimed at keeping prices down was 
passed by the Committee of Public Safety on May 3, 1793, 
together with a progressive tax on the rich and forced 
loans. 8* This first Law of the Maximum, as it was called, 
provided that the price of grain and flour in each district 
of France should be the average of local market prices which 
were in effect from January to May 1793. In addition, farm-
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ers were required to accept in payment the paper assignats 
at their face value, just as if they were coin. 

Naturally many farmers kept their produce away from 
the markets since they were not allowed to ask a fair price 
for their goods in a time of rising inflation. Popular uprisings 
took place in several departments and by August of that year 
the May Law was generally regarded as a dead letter. 

On September I I , 1973 a new plan, which might be 
called Phase I I , was adopted by the National Convention: a 
uniform price for a long list of goods was set for the whole 
country, with allowances made for the cost of transporta
tion. This plan too was soon discarded and the Law of Sept
ember 29 was proclaimed (Phase 111). The new system pro
vided that prices should be fixed at the local rates of 1790 
plus one-third. 

In a little over a month, this plan too was clearly shown 
to be a failure and the Law of November 1 (Phase I V ) was 
enacted. This latest attempt at regulating prices was more 
complicated than the previous phases. Prices were to be 
based upon those of 1790 at the place of production plus 
one-third plus a rate per league for transportation plus 5 
per cent for the wholesaler and 10 per cent for the retailer. 
Local governments were given the right to compel farmers 
to bring their grain to markets and to sell it at the fixed 
price. By the use of the army and police, enough farmers 
were physically transported (with their grain) to market 
places to enable the French people to survive the last months 
of 1793 and the first months of 1794.8' 

The revised system of price control was. of course, no 
more successful than previous attempts. One scholar has 
succinctly explained why: 

'This scheme, judged from the point of view of modem exper
ience, had two bad features. The first was the failure to guar
antee the farmer a reasonable profit, and so encourage him to 
put more acres under cultivation and raise larger crops. Should 
his labors slacken and his crops become small, no amount of 
energy in insisting upon a fair distribution of the product would 
keep the people from going hungry. The scheme not only failed 
to encourage the fanmcr. it threatened him with ruin. His ex
penses for tools, draft animals and wages were steadily rising, but 
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his profits were cut down, with the prospect of further losses 
every succeeding month." 
"The second blunder was the obverse of this; it was the assump
tion that force could be used successfully with the largest body 
of producing workmen the country had. The agents utilized to 
apply the force, when the last links in the chain of authority 
were reached, would be the farmers themselves, for the com
munal officers were either farmers or men dependent upon 
them." 90 

A large black market grew up all over France in re
sponse to the govemment's repeated attempts to control 
the prices of foodstuffs. Butter, eggs and meat in particular, 
were sold in small quantities door-to-door, mainly to the 
rich. " It was impossible to control this contraband trade 
and the net effect was to insure that the wealthy had more 
than enough food while the poor were left to go hungry. In 
other words, the actual results of the Law of the Maximum 
were precisely the opposite of what was intended. 

An Englishwoman Uving in Amiens wrote that "de
tachments of dragoons are obhged to scour the country 
to preserve us from famine." By the summer of 1794, de
mands were coming from all over the country for the im
mediate repeal of the Law. In some towns in the South 
the people were so badly fed that they were collapsing in 
the streets from lack of nourishment. The department of 
the Nord complained bitterly that their shortages all began 
just after the passage of the by now hated Law of the Max
imum. "Before that time," they wrote to the Convention 
in Paris, "our markets were suppHed, but as soon as we fixed 
the price of wheat and rye we saw no more of those grains. 
The other kinds not subject to the maximum were the only 
ones brought in. The deputies of the Convention ordered us 
to fix a maximum for all grains. We obeyed and henceforth 
grain of every sort disappeared from the markets. What is 
the inference? This, that the establishment of a maximum 
brings famine in the midst of abundance. What is the 
remedy? Abolish the maximum,"'^ 

The attempts of the French Republic to control the 
prices of food were clearly doomed; many areas of France 
did not wait for the national government to act but repealed 
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the hated law by popular vote. Finally, in December 1794, 
the extremists in the Convention were defeated and the price 
control law was officially repealed. When Robespierre and his 
colleagues were being carried through the streets of Paris 
on their way to their executions, the mob jeered their last 
insult: "There goes the dirty Max imum."" 

V I T H E TWO WORLD W A R S - AND A F T E R 
1. The First World War 
With the outbreak of the First Worid War in 1914 the most 
wide-spread and extensive system of economic controls in 
history began to go into effect. Before the war was over all 
the major industrialized nations had enacted regulations 
governing production, distribution, profits, prices and in 
many cases, wages. 
The U.K. 
In Great Britain, the sudden and dramatic upsurge of govern
ment demands for supplies combined with almost immediate 
shortages caused by the German submarine fleet, drove prices 
far above pre-war levels. There were insistent demands, of 
course, for the government to 'do something.' 

The new government regulations, however, led to a 
whole series of difficulties and produced many new prob
lems. The Spectator pointed out that the dangers of govern
ment controls were double in character; they were both 
political and economic. Politically, too much power is con
centrated in the hands of the government and the people 
become accustomed to relying upon government to accom
plish goals which can best be done by the workings of indiv
idual initiative and the free market. As prices are arti
ficially kept down in times of increasing demand and dimin
ishing supply, the only results are inconveniences and dis
appointments. People go to the shops expecting to find food 
available at the legal prices and go away disappointed. 
Many people are also made to believe that high prices are 
caused by unseen manipulations which could be corrected 
by government manipulations. ' * They then ask for still 
stricter controls and yet more state interference. 

Economically speaking. ZVit- Spectator and other journ
als pointed out. in times of increasing demands and decreas-
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ing supplies, high prices are necessary. They act as a ration
ing system, checking consumption and channelUng goods 
into areas where they can be most productively used. Besides 
reducing waste, high prices act as a stimulant to production 
and importation. A free price system, in short, works to end 
a period of shortages and tends to solve economic problems. 
Government controls or rationing only act to prolong the 
shortages. '/'he Fortnightly warned that by restricting 
prices the government is "encouraging consumption, dis
couraging production and preparing disaster." " 7Vit-
Nation noted that without such conscription, a necessary 
corollary of government-fixed maximum prices set below 
the market rates, "a period of acute shortage, even of starv
ation, for the poor can be easily brought about." 

As TTie Edinburgh Review underscored, government 
regulation of the economy cannot be done without tying 
up the entire trade of a nation in official rules and red tape. 
Numerous boards and commissions must be appointed, 
countless clerks and supervisors employed, innumerable 
orders, rules and regulations must be issued. Perhaps worst 
of all it also "involves endless frauds, including the whole
sale forgery of food tickets, together with a general lower
ing of the moral standards of the c o m m u n i t y . T h e 
Fortnightly Review remarked dryly that a process which 
began with the promulgating of a few orders holding down 
prices ended by reaching a stage "when practically everything 
is controlled, and the greater the control the more complete 
the confusion and the greater the economic loss." '^^ 

After the war, one of the most respected journals in 
the world, 77ie Economist of London, summed up succinctly 
the legacy of controls in Great Britain. "Why not let it alone? 
(I t was) repeatedly said, in response to the shortsighted de
mand for control of prices, that price was less important 
than supply, and that if the State prevented prices from rising 
by artificial interference, it might cut off the supphes that 
high prices would attract . . . The State (nonetheless) inter
fered in every possible direction . . . The country now can 
view the results. On every side failure is visible and palpable. 
No single branch of trade which the government has touched 
shows a success." "'^ 
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No controls in the U.S.? 
The experience of the United States of America with eco
nomic regulation during the war was not very much different 
from that of Great Britain or indeed of other industrialized 
nations. The economic historian, Simon Litman, noted that 
"govemment price fixing during the war was guided httle 
by economic principles. It was not uniform either in its 
objects or in its methods feehng its way from case to case. 
I t mi|^t be termed opportunist." ' O * 

Oddly enough, no statute authorizing over-all flxing of 
prices was enacted by the United States Govemment during 
the war. The War Industries Board derived such power as it 
had to set prices from the power granted to the President 
to place compulsory purchase orders with any manufacturer 
and the related power to set priorities. In 1917 the Food and 
Fuel Administration was given very wide powers over the 
prices of food and fuel products and later the War Industries 
Board set up a Price Fixing Committee to estabUsh prices for 
goods other than food and fuels. Generally, it fixed prices at 
rather high levels permitting the low-cost producers in an 
industry to make huge profits, ^^s 

In theory, the Price Fixing Committee set prices by 
agreement with the industry concemed. Bemard Baruch. in 
his 1921 report to the President on the experience of govem
ment war-time economic controls, noted that "the bases in 
law for different regulations were varied, and in some cases 
doubtful." Mr. Baruch himself later pointed out that in fact 
most of the so-called 'voluntary agreements' were in fact 
imposed on industries under the threat of commandering."* 

Dr. Simon Litman summed up his study of the effects 
of price control in the United States in 1917-18 by conclud
ing that "the fixing of a 'reasonable' price, when the supply 
of a commodity is not sufficient to meet the usual demand, 
cannot prevent hardships and dissatisfaction. Price-fixing 
alone does not solve the problem of keeping the poor provid
ed with commodities; in fact, 'reasonable' prices may ag
gravate the situation by giving people of means an incentive 
and an opportunity to acquire ahead of their actual needs, 
thus leaving the less fortunate ones without any supply."'07 
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Not a liberal policy 
It would be fair to conclude that most American economists 
regarded the experiment with price controls in the First 
World War as having, at best, mixed results. Almost all 
students of the subject opposed their continuance in peace
time. The American Economic Review, in a special supple
ment pubUshed in March 1919, included an analysis of the 
pos.sibilities of price-fixing in time of peace. " A general 
policy of price-fixing, however democratic the government 
that adopts i t . is an ilUberal rather than a hberal pohcy . . . " 
the author asserted. " I f we adopt a general, undiscriminating 
policy of price-fixing as a part of a permanent peace pro
gram, we shall be going backward rather than forward; we 
shall be returning to a regime of authority and compulsion 
rather than going forward toward a regime of voluntary 
agreement among free citizens." 

Czechoslovakia 
Price controls were attempted by one of the new democra
cies to emerge from World War I in the first years of peace 
with results similar to those predicted by British. American 
and other economists. A study of the Carnegie Endowment 
For International Peace on the economic and social history 
of the Worid War reported that "not only did the attempt of 
the Government (of Czechoslovakia) to reduce prices by of
ficial order fail - it was bound to fail according to the laws 
of political economy - but it had the effect of constantly 
driving prices and costs of production upwards." " ^ ' I n 
December of 1920. "the control of meat and fats was dis
continued altogether and that of com and flour re
stricted." The author of this study concluded: " A l l 
this the people felt to be servitude rather than beneficent 
rule, so that even the most strenuous champions of economic 
control were compelled at length to capitulate." 
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Russia 
Although price controls seemed to have been something less 
than efficacious in democracies it might be expected that 
they would work better in a dictatorship. The case of Russia 
at this period provides an ahnost perfect laboratory. Prior to 
1917, that vast country was ruled by a semifeudal despot and 
after November of that year it fell into the hands of the 
Bolsheviks. Under the Imperial Government, the bureaucracy 
issued contradictory and confusing regulations which only 
succeeded in bringing the economy to the brink of chaos. 
The enforcement of a consistent poUcy on prices was not 
possible mainly because the government itself violated its 
own mles. "The authorized agents of the Ministry of War" 
we are told, "bought up supplies for the army at prices 
much higher than those officially fixed. 

When the Bolsheviks seized power from the Social 
Democrats in November, they "abolished all freedom of 
trade and inaugurated a severe policy of fixed prices on all 
necessary articles of consumption. The peasants retaUated 
by refusing to sell their produce, whereupon the Soviet 
Govemment began its systematic campaign against the 
villages, which continued for about two years and ended 
with the complete defeat of the Bolsheviks." ' ' ^ An ob
server who visited Moscow in 1919 reported that "controlled 
prices do not, in fact, exist. They are merely issued as decrees 
to which no one pays the slightest attention." 

It might be thought that price-fixing in the two kinds of 
dictatorship in Russia was still not given a fair trial because 
both the Czar and the Communists presided over an essen
tially weak govemment ravaged by long years of war and 
hampered by the inherent problems of a backward nation. 
For a genuine test of what can be done by a firm dictator
ship in a modem, industrialized nation one should examine 
events in Germany. 

Germany 
"The most comprehensive experiment in Europe in direct 
price-fixing," according to one scholar, "was that carried out 
by the German govemment subsequent to the outbreak of 
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war in August. 1914." After discussing aU of the many 
regulations designed to lower prices, he concludes that the 
Imperial Govemment was simply not effective in prevent
ing a large increase in the cost of food. 

An EngUsh economist, writing in 1916, concluded that 
"the lesson from the German experiment in the State control 
of food prices is not that maximum prices must inevitably 
fail in all circumstances. All that can be definitely asserted 
is that in this outstanding instance. Germany, the organized 
State par excellence, showed itself unable to make maximum 
prices work to any sort of national advantage." ' " 

Summary 
The record of govemment attempts to control the economies 
of the industraUzed participants in the First World War. 
democracies and dictatorships. Allies and Central Powers, 
seems inescapable. A prominent Canadian economist having 
no control system at home to observe, examined the systems 
of price-fixing in Great Britain. France, Germany, the United 
States and Australia during this period. He came to the con
clusion that, "the poUcy of fixing maximum prices . . . 
fails to accomplish the objects sought and it has a multitude 
of unforseen consequences which are frequently worse than 
the original evils." 

2. The Second Worid War 
A naive observer might have expected that at least one 
nation would have leamed from the experience of 5,000 
years when the Second Worid War broke out in 1939. None 
did, however, and all the major nations proceeded to set up 
machinery for govemment controls over a wide range of 
economic activities. 

Due to the inherent nature of their social and poUtical 
systems, some nations began the process earlier than others. 
Fascist Italy, for instance, moved toward govemment con
trol over the economy as soon as Benito Mussolini was in
stalled as Prime Minister and "Duce" in 1922. 
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Italy 
On April 3, 1926. the Rocco Law of Corporations was pro
mulgated under which 22 "Corporazione" were established, 
presided over by Mussolini. The Labor Charter of April 2 1 , 
1927, included a section (Article I X ) which specifically 
allowed the government to intervene in all economic affairs. 
"State intervention in economic production," it declared, 
"takes place only when private initiative is lacking or in
sufficient, or when the state's pohtical interests are at stake. 
Such intervention may take the form of controls, encourage
ment or direct management." 

The provisions of this law were soon put into effect in 
an attempt to stem the tide of the world-wide depression. 
Despite rigid price-fixing backed by a totalitarian regime, 
Italian prices and wages steadily declined and many busi
nesses collapsed as the unemployment rolls swelled. A l 
though the economy still floundered, government controls 
did have at least one major result ; they gave Mussolini almost 
absolute control over the labor movement and slightly less 
control over industry and businesses. 

Germany 
In Nazi Germany, events took a similar course, except that 
economic controls were administered with far more ruth-
lessness. In May. 1933, shortly after the Nazis came to power, 
trade unions were suppressed and merged into a German 
labor front. The Law Regulating National Labor was enacted 
on January 20. 1934. Wages were determined by labor 
trustees, appointed by the Nazi-controlled Labor Front. 
Hitler was quite clear about his plans to keep wages low. 
" I t has been the iron principle of National Socialist leader
ship," he announced, " . . . not to permit any rise in the 
hourly wage rates but to raise income solely by increase in 
performance." In September. 1938, the four-year plan 
was launched under the direction of Hermann Goering. The 
purpose was to make Germany economically independent 
and ready for war. "Imports were reduced to a bare mini
mum and severe price and wage controls were intro
duced." 
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An authoritafive critique of the Third Reich's eco
nomic policy was given by Reichsmarschall Hermann Goering, 
(who was responsible, among other things, for economic 
planning) while a prisoner of war in 1946. He told the war 
correspondent Henry J . Taylor that "Your America is doing 
many things in the economic field which we found out 
caused us so much trouble. You are trying to control 
people's wages and prices - people's work. If you do that 
you must control people's Uves. And no country can do that 
part way. I tried it and failed. Nor can any country do it 
all the way either. I tried that too and it failed. Y o u are no 
better planners than we. I should think your economists 
would read what happened here . . . " 

"Will it be," he asked, "as it always has been, that coun
tries will not leam from the mistakes of others and will con
tinue to make the mistakes of others all over again and 
again?" '2> 

Canada 
The Canadian war-time control system was the most com
prehensive attempt at price freezing that any country, up 
to that time, had ever been subjected to: 

"It was a novel experiment, never before attempted in any 
democratic country; even the German 'price stop' of 1936 
had been much less far-reaching . . . " 122 

The Maximum Prices Regulations of December 1, 1941 
provided that no good or service could be sold at a price 
above that charged during the historical period September 
15 to October I I , 1941. The price regulations were part 
of an overall economic mobilization program that included 
wage and salary controls, income and excess profits tax
ation, savings campaigns and a massive conservation program 
encouraging people to "eat it up", "wear it out", "make it 
do". Setting of production priorities, production directives, 
raw material allocation, distribution controls and selective 
service regulations were also part of the overall mobihzation 
effort. In recognition of the fact that the price of imported 
goods could not be controlled, the govemment established 
a system of subsidies to enable it to freeze domestic price of 
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imported goods. (A similar stance was taken during 1974-
1975 by the Government of Canada with respect to the 
price of oil.) 

The system of economy-wide controls that the govern
ment installed for the purpose of prosecuting the war effort 
was consciously designed to remove any semblance of market 
forces from the process of resource allocation. Canada active
ly encouraged inter-allied economic planning and the com
munal use of the raw materials available. In short, there was 
a total commitment to the war and virtually total sacrifice 
of personal economic freedoms. 

"The government, with the overwhelming support of the people, 
was committed lo an all-out war effort . . . 
Reliance on a free price system would have required the govern
ment to keep continuously outbidding its citi/ens. The con
sequent rapid and accelerating rise in prices would have entailed 
acute hardship." 

There is an element of self-contradiction in these two re
marks. Surely, the very best test of the first of these state
ments would have been the government's reliance on 
people's free choice in the market place rather than on 
coercion as a means of carrying on the war. The second 
statement contradicts the first and clearly indicates that, 
by and large, the population would not have supported the 
war effort to the extent that it did. without the coercwc 
measures adopted by government. Nevertheless, there was 
certainly wide-ranging support for the program and people 
were, it seems, willing to give up their economic freedoms 
in the short-run for the sake of freedom in the long-run. 

As we have seen, mankind has a terrible tendency to 
forget and hence repeat historical experiences. Human 
beings also have a tendence to 'color' past experiences -
the 'good old days' phenomenon being a good example of 
this sort of behaviour. In looking back on the war years 
there seems to be an assumption that wage and price con
trols 'worked' that they accomplished something that 
would not have occurred in their absence. It is certainly 
true that production controls 'worked' in the sense that 
large volumes of resources were devoted to the production 
of war materiel. It is not clear, however, that this redirect-
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ion of resources was accomplished without the inflation 
that would have occurred had there been no controls. 

An interesting test of the idea that controls reduced 
the inflation associated with the Second World War is pro
vided by a comparison of that inflation with the inflation 
during the period of the First World War. The impression 
given by the cost of living indices reproduced in Table I 
and Chart I is that, overall, the control program adopted 
during the Second World War had the effect of preventing 
the surge in prices that was associated with the First World 
War. Notably, the controls did not keep prices from ultim
ately rising by about the same amount. There is reason to 
beheve, however, that there was much more inflation during 
the Second World War than is suggested by the price index. 

"No matter how rigidly prices were held in check, costs tended 
to creep up . . . The major attack on this problem was along 
the lines of simpUflcation and standardization in both pro
duction and distribution . . . reducing the number of varieties 
or models, cutting out frills, minimizing the use of scarce mat
erials . . . every class of industry was affected." '24 

In other words there was a conscious effort to reduce the 
quality of every commodity that Canadians bought, to pre
vent the quoted prices from 'creeping up*. Since it is clear 
that quality degradation was used to cut costs, what are w ; 
to make of the 'reported' price index? 

Tabt. 1 - CofI 01 Living 
1935-1939-100 

COM of World W a r l CoMof Worid « » r I I 
Y M T Lhrint Indax V»W LMnfl Irtdax 

1913 79.5 100 1939 101.6 100 
1914 80.0 101 1940 105.6 104 
1915 81.4 102 1941 111.7 110 
1916 88.1 111 1942 117.2 116 
1917 104.3 131 1943 119.2 117 
1918 118.1 149 1944 119.8 118 
1919 129.8 163 1945 120.4 119 
1920 150.4 189 1946 124.5 123 
1921 132.3 166 1947 138.3 134 
1922 121.1 152 1948 156.7 163 
1923 121.5 153 1949 161.6 169 

Source: M.C. Urquhtn ed., Hiitorical Statiitict of Ctntdi. 1966. p. 304 
SeriM J139-140. 
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"It would be impossible to give any quantitative expression to 
the savings in man-power, materials or money which these orders 
achieved, but they were very considerable and undoubtedly 
were of major imporiance in enabling the Board . . . to 'hold 
ihe line" effectively." 125 

Accordingly, all that we can say for sure is that the official 
statistics for the rate of inflation during the Second World 
War represent a 'considerable' underestimate of the true in
flation situation. Accordingly, the straight-forward com
parison of the official statistics is not a totally meaningful 
exercise. In spite of this, the statistics indicate that after the 
'smoke had cleared', prices had risen by about the same 
amount over both war periods. We must therefore, seriously 
question whether the controls did indeed have much effect. 
In any event, it cannot simply be accepted that, even under 
those stringent war-time conditions, controls were suc
cessful." 
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U.S. 
When the United States entered World War I I , the Roose
velt Administration delayed imposing price and wage con
trols for almost two years. This reluctance may well have 
been stimulated by the example of Germany and Italy; 
restrictions on personal freedom were not altogether wel
come in the midst of an all-out war in defense of freedom. 
From January 1941. until October 1942, the government 
attempted to restrain the inevitable rise in both prices and 
wages by 'voluntary' controls and moral persuasion. Dur
ing that period, wholesale prices rose almost 24 per cent 
and consumer prices over 18 per cent. With the estabUsh-
ment of the Office of Price Administration and the im
position of strict controls, however, consumer prices rose 
8.7 per cent from October 1942 to August 1945. Price and 
wage controls were relatively effective during the Second 
World War largely because of the strong patriotic feehng 
which supported any government action that seemed to 
bring the end of the war nearer. Even so. hourly wage rates 
in manufacturing rose 14.7 per cent in that same 35 month 
period. The rise in prices was not as steep because some 
manufacturers lowered the quality of goods while not raising 
the official selling price and many persons engaged in the 
black market, paying very high prices to get what they 
wanted when they wanted it. 

After the war was over, however, the pent-up infiation 
burst and the controls broke down completely. From August 
1945 to November 1946 wholesale prices rose over 32 per 
cent and consumer prices ahnost 18 per cent, ' ^ a j t i s 
entirely possible, therefore, that the end result would have 
been almost the same by the year 1946 if controls had 
never been introduced in the first place. 

Much the same series of events occurred when the 
United States next imposed price and wage controls during 
the Korean War. In June 1950. when the war began, the 
Consumer Price Index stood at 177.8. Half a year later, 
when controls went into effect the Index was at the level 
of 184.7. In September of 1952 when that freeze ended, 
the Consumer Price Index had reached 191.1. It would 
seem clear from the experience of Korean War controls 
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that price and wage restraints, in the long run, have little 
effect in controlling inflation. The effects, of course, are 
largely negative. Thousands of bureaucrats spend hundreds 
of thousands of man-hours doing essentially non-productive 
work. In addition, the economy is distorted in numerous 
ways as workers, businessmen, and consumers devote their 
energies to getting around controls. 

And the U.K. too. . . 
Finally, to end this brief survey of 5.000 years of experience 
with wage and price controls, mention must be made of the 
U.K. 's controls during the Second World War. On September 
3, 1939, when Prime Minister Neville Chamberlain broad
cast the news that Britain was at war with Germany he 
commented: "I t is evil things we shall be fighting against, 
brute force, bad faith, injustice, oppression and persecu
tion." ' » 

Inevitably, the mobilization and organization of the 
British people to enable Winston Churchill's war-time 
Coalition Government to pursue the war aim to the bitter 
end involved the central government taking upon itself 
abnost limitless powers. According to the authors of the 
Civil History of Britain during the Second Worid War: "The 
year 1941 was certainly a watershed in the conduct of the 
war. producing firm policies of taxation, of free and forced 
saving, of price control, of rationing and control o f civilian 
supplies, together with exhaustive discussions of wages 
policy." >30 

As the war neared its conclusion, so the debate con
tinued on the best way for the smooth and orderiy demob
ilization of the war-time economy, and the future of con
trols over labour, raw materials, finished products, prices 
and consumption. Following the election of Clement At-
tlee's Labour Government, his Chancellor of the Exchequer, 
Sir Stafford Cripps, instituted a policy of wage and dividend 
restraint, which, as Professor Parkin notes in the fifth chapter 
"was based on persuasion and voluntary compliance." 
" I t must be borne in mind, however," Parkin comments, 
"that throughout this period an elaborate system of points 
rationing, licencing and other war-time controls remained 
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in force. These controls, in effect, temporarily replaced the 
resource allocating function normally performed by changes 
in prices and wages." 

In 1952, the then Chairman of Lloyds Bank in England 
put the results of controls over the British economy in clear 
perspective. "There cannot really be any dispute," he wrote, 
"about the superior efficiency of a properly woiicing price 
system . . . Rationing and controls are merely methods of 
organizing scarcity; the price system automatically works 
toward overcoming scarcity. I f a commodity is in short sup
ply, a rise in its price does not merely reduce demand but 
will also stimulate an increase in its supply. In this, the price 
system stands in direct contrast with rationing and controls, 
which tend to make it less profitable or less attractive in 
other ways, to engage in essential production than to produce 
the inessentials which are left uncontrolled." 

As Professor Parkin concludes in his study, the existence 
of controls has certainly contributed to "Britain's last 
twenty-five years of slide into economic and social chaos." 
One should add, this has happened largely, if not entirely, 
because of the continuation of the poUcies of planning, 
control and growing government intervention in the 
economy; policies which were widely endorsed and probably 
inevitable in the crucible of war-time conditions, but which 
have become obviously more and more disastrously re
dundant in peace-time society in Britain. Hence, the utter 
irony of the saying, "Great Britain won the war but lost the 
peace." 
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A Second Look at 
Three Episodes 

(i) Cr (ii) Samuel Brittan and Peter Lilley 
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THEAVTHOI^ 

Samuel Brittan is principal economic commentator on the Financial 
Times. He is also a Visiting Fellow of Nuffield College. Oxford, and in 
1965-6 he was an advisor in the U.K. Department or Economic Affairs. 
He is not a member of any political party. He explained why in Left 
or Right (1968) and Capitalism and the Permissive Society (1973). 
Among his other publications arc Steering the Economy (3rd edition 
1971) and Second Thoughts on Full Employment Policy (1975). 

Peter Lilley worked for several years as an economic consultant prin
cipally on assignment in Africa and Asia, and is now an investment 
analyst. He was chairman of the Bow Group from 1973 to 1975, and 
has published through the Bow Group a number of influential studies 
on topics ranging from controlling terrorism, in Ulster: Do you sincere
ly want to Win? (1972) to Controlling Inflation (1974) 

Horsl Mendershausen served with the U.S. Military Government of 
Germany in the capacity of Assistant Chief of Price Contiol. 
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A Second Look at 
Three Episodes. 

(i) 1361 - and the first 
English incomes policy* 

Samuel Brittan and Peter Lilley 

To the modem student, by far the most interesting attempt 
at control was the wage regulation imposed in England after 
the Black Death of 1348-9 had wiped out between a third 
and a half of the population. The result was an upsurge in 
wages, both money and real. The 1351 Statute of Labourers 
of Edward I I I was not the first attempt to impose maximum 
wages, but it was the most notable. The older view was that 
the motivation came from feudal lords trying to put the 
clock back and reimpose labour services - endeavoure which 
eventually provoked the Peasants' Revolt of 1381, so cele
brated by trendy schoolteachers and radical television play
wrights. The more up-to-date view is that the pressures 
came from smaller fanners. 

Throughout the middle ages there was plenty of un
cultivated land available for anyone with the energy to bring 
it into cultivation. Consequently all those who wished to 
farm on their own behalf did so and there was a chronic 
scarcity of landless labourers available at harvest and other 
busy seasons. There are a number of recorded statements 
of the resentment felt by small farmers at the substantial 

• f rom: Samuel R r i i u n and Peter L i l l c y . The Delusion of Incomes Policy. Maurice 
Temple Smith, London 1977. pp. 78-82. 
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wages they were obhged to pay landless labourers. Their 
indignation sounds astonishingly similar to that of a 
twentieth-century bourgeois declaiming at the cost of getUng 
a plumber. 

Maximum wages were fixed, first at pre-1349 rates and 
then according to the current price of wheat. Wage rates 
were also laid down for industrial craftsmen. The mobiUty 
of labourers was restricted. From 1388 anyone who had 
served in husbandry up to the age of twelve, had to con
tinue to do so. In 1376 the export of Cotswold yams was 
forbidden partly to prevent the spinning industry from 
drawing labour from the fields. A little later labourers and 
smallholders were forbidden to apprentice their sons to a 
craft. The guild statutes in many parts of Europe forbade 
one member to poach labour from another with offers of 
higher wages. 

Wherever the pressure came from, it proved markedly 
ineffective. Some landlords did probably try to compel their 
villeins, not to resume labour services, but to take up vacant 
holdings. But in Professor Postan's words, "Flight, com
petition among landlords anxious to attract settlers and the 
downright refusal of villeins to obey, defeated both the com
pulsory regulation of wages and the compulsory resettlement 
of vacant lands. In the end economic forces asserted them
selves and the lords and employers found that the most 
effective way of retaining labour was to pay higher wages 
just as the most effective way of retaining tenants was to 
lower rents and release servile obligations.' 

The data of the period are naturally sparse; but to what
ever source one goes, the story remains the same. Chart 1 
shows money wages in certain ecclesiastical manors of 
Winchester and Westminster. It demonstrates very clearly 
the pronounced rise in money wages after the Black Death, 
but no effect at all from the wage regulation statutes. A 
similar picture emerges from the Phelps Brown-Hopkins 
charts of 'the wages of building craftsmen and labourers 
reproduced in Chart 2. 

The result is the more remarkable because of the 
evidence that prices of 'consumables' were, after a temporary 
rise after the Black Death, on a gradually falling trend for 
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Three Episodes 

well over a century. Indeed the Phelps Brown-Hopkins index 
of real wages (not adjusted for hours of work) suggests that 
building craftsmen attained a Uving standard towards the 
middle and end of the fifteenth century which they were 
afterwards to lose and not regain until the second half of 
the nineteenth century. With whatever pinch of salt we want 
regard these exact figures, the boom in working<la.ss living 
standards at the end of the Middle Ages, and the subsequent 
setback, are attested to in nearly all contemporary records 
and literature. 

(ii) The 16th Century: 
Elizabethan direction of labour* 

Samuel Brittan and Peter Lilley 

There were many English attempts at wage and price control 
during the Price Revolution of the sixteenth century. These 
controls certainly had an impact on daily life; but they do 
not figure in the historical Uterature on the course or the 
extent of the inflation. As far as we know no scholar has 
suggested that Elizabeth refrained from debasing the coinage 
because the Statute of Apprentices kept wages in check -
though perhaps this remark will stimulate some historically 
minded wage-push devotee to advance the suggestion! 

The fourteenth-century wage regulations had never 
been abolished, but the task of fixing wage scales had been 
transferred to the JPs and town councils. The tendency had 
been to ratify market rates; and with the coining of the 
Price Revolution official scales were increasingly disregarded. 

' f rom: S«muel Brittan and Peter LiDey, The Delation of IncomaPolicy, Maurice 
Temple Smith, London 1977, pp. 85-88. 
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The original wage-control statute of Hdward I I I was 
continually being re-enacted and modified with ineffective 
results. Richard I I . Henry I V . Henry V . Henry V I , Henry V H , 
Henry V I I I and Hdward I V all enacted laws of this kind. Sir 
Charles Oman, in his magisterial book The Coinage of 
England, mentions that Henry V I I I had 'been simple enough 
(or shameless enough) after his earlier mild debasement to 
issue a Proclamation in 1526 forbidding any person to raise 
the price of any wares or merchandise under the colour of 
the money being changed.' The most serious attempt to 
tighten up was. however, Elizabeth's Statute of Artificers 
and Apprentices of 1563. The Act has normally been ascrib
ed to Cecil; but a revisionist view attributes it to Bacon 
(presumably as a little light rehef before going on to write 
Shakespeare's plays). A yearly wage assessment was to be 
made by JPs of maximum wage rates, graded for different 
occupations and based on the cost of living. The Statute 
was for the most part a summary restatement and rein
forcement of the original legislation of Edward H I . There 
were similar measures in France, Germany, Italy. Spain and 
the Netherlands. 

The legislators were well aware that wages or prices 
at below market levels were liable to create shortages; and 
the 1563 Statute set up a complicated system of direction 
of labour. Professor Bindoff calls the Statute the 'National 
Senice Act of the sixteenth century'. There was a system 
of priorities, with agriculture coming first, simple trades 
such as cloth making next, and merchants and lawyers 
lowest in order of priorities, as they used to in Sir Harold 
Wilson's speeches. Entry into most crafts was restricted to 
those who had served a seven-year apprenticeship, and no 
employee was to be engaged for less than a minimum per
iod, usually a year. Trades such as clothier, merchant or gold
smith were to be confined to the wealthier families. Every
one seeking employment had to a produce a certificate from 
his last master. Qualified craftsmen miglil be compelled to 
work at their crafts; other men might be compelled to work 
in agriculture, and women in domestic service. 

All artificers and labourers might be compelled to work 
in Ihc field at harvest time. All unmarried people, and the 
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unemployed poor, might be compelled to work for a farmer. 
The Act also attempted to lay down minimum working 
hours, including a twelve-hour day for labourers in summer. 
But these provisions, together with compulsory harvest 
service, soon became a dead letter. Indeed most of the 
agrarian side of the legislation was superfluous, as the grow
ing pressure of population kept enough labour on the land 
to rob it of scarcity value. Some of the absurd urban re
strictions were also relaxed after a while. In the year 1600, 
for instance, the courts niled that a costemionger need not 
have served an apprenticeship 'because his art was in the 
selling of apples, which required no skill ' . 

According to the preamble of the 1563 Act. JPs were 
suppo.scd to adjust wages to the cost of living ('the plenty 
and scarcity of the time") after consulting 'grave and dis
creet persons'. Professor R . H . Tawney demonstrated in an 
essay forming part of W. E . Minchinton's Wage Regulation 
in Pre-lndustrial England that in the late sixteenth and 
seventeenth centuries wheat prices rose much faster than 
wages. But after the Civil War 'the scarcity of labour forced 
wages up' and JPs* assessments followed the market upwards. 
Tawney was no lover of the market system, but he was a 
conscientious historian and he stated that, on the meagre 
available evidence, 'the legal rate fixed under the .Statute of 
Artificers often differed considerably from the market rate 
and usually fell short of it.* In Buckinghamshire building 
workers at the end of the sixteenth century were being 
'paid more than double than what had been allotted under 
the 1S67 assessment. Although the legal scale was raised in 
the seventeenth century, it was still exceeded by the actual 
rates paid.* Eighteenth-century court rulings allowed what 
we should call today merit awards at the employers' dis
cretion over and above the legal scales. In short, capitalist 
competition secured an increase in working-class living 
standards despite the attempt of capitalists to use the law to 
keep labour cheap. 

The precise working of wage regulation is still far from 
clear. The degree of enforcement, and the divergence be
tween legal and market wages, varied from county to county 
and time to time; but enforcement was far more active in 
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the late sixteenth and early seventeenth centuries than in 
the subsequent hundred years, and by the mid-eighteenth 
century the system was moribund, although prices were far 
more stable. A modem survey by Minchinton accepts Tawn-
ey's general presumption that market forces were more 
important than assessments in determining wage rates. But 
the wage provisions of the 1563 Statute were not finally 
repealed until 1813. 

Despite the continuing rediscovery of county wage 
assessments, they were cleariy not frequent enough and 
rigorous enough to please the Privy Council which often had 
to remind JPs of their responsibilities in the eariy part of the 
period. In many cases the same wage schedule was auto
matically reissued over decades or even half centuries. Where 
assessment was taken seriously, the three main influences 
were the desire to keep down real wages, cost of living 
adjustment and the state of the labour market. The last 
factor became more important as the seventeenth century 
proceeded. An instance was in Shrewsbury where the JPs 
increased all wages in 1640 even though prices had been 
falling. 

The evidence then is clear that the periods of great
est legislative activity coincided with the fourteenth-century 
wage increases and the sixteenth-century wage and price 
rises. During the long period of price stability in the seven
teenth and eighteenth centuries the system of wage setting 
by JPs withered away. The simplest explanation is that 
periods of inflation provoke legislative intervention which 
has little effect one way or the other on general wage or 
price levels, but which may nevertheless interfere with 
individual freedom in a throughly uncomfortable manner. 
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(iii) Germany 1946-48: 
evasion saves the day* 

Horst Mendershausen 

In the summer of 1948, the economy of Western Germany 
underwent a radical change. The change was brought about 
by a variety of factors. The monetary reform of the 20th 
of June and the subsequent abandonment of a large part of 
price and rationing controls reestablished money as an 
effective devices of allocation. An abnormally good harvest 
and increased external aid led to a significant rise of food 
rations and improved suppUes of industrial raw materials. 
But, above all, there came into existence an economy with 
legal and functioning markets. 

The effect of the monetary and economic measures 
was impressive. I f the Rentenmark of 1923 performed a 
miracle, the Deutsche Mark of 1948 may be said to have 
wrought a revolution. Beyond the immediate change in the 
availability of goods, a significant change in economic re
lations took place. It was as if money and markets had been 
invented afresh as reliable media of the division of labor. 

During the preceding years there had occurred a genuine 
regression of economic civiUzation. Foreign trade had practic
ally ceased and come to be replaced largely by the intake of 
foreign relief and the outgo of foreign levies, internal trade 
had become a most ineffectual system of redistribution by 
government agencies, overlaid with forms of primeval long
distance trade and local barter, both illegal. Far from having 
been a "market economy" during the I930's and the war 
years, the German economy in terms of its legal institutions 
came close to being an "economy without markets." This 
regression was as extraordinary to the economic observer 

•from HorM Mendershausen. "Price Controls in Postwar Germany. 1945-1948", 
in Colin D. Campbell, ed. Wage-Price Controls in World War U. United Slates 
and Gtrmany. American Enterprise Institute. Washinfton, DC 1971. pp. 55-62. 
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as it was painful and bewildering to the people involved 
in it. 

The severe effects of Germany's repressed or stagnant 
inflation on incentives and production had been widely 
realized. The index of industrial production in the bizonal 
area did not reach 50 percent of 1936 before March, 1948-
it was at 51 per cent in the month of currency reform, June, 
1948 while the published indexes of other countries, except 
Japan, reached levels of at least 66 per cent of prewar, 
generally better than 75 per cent, in 1947. But it is far from 
certain that an earUer imposition of currency reform and an 
earlier decontrol of prices and commodity flows alone 
would have caused an earlier and better recovery. In view of 
the protracted disorganization of government, social life, 
and foreign suppUes, it may be said that economic recovery 
was hardly vrithin reach before 1948, and that a policy 
of rigidly suppressed inflation was not more unsatisfactory 
than any other policy available during that time. Nor would 
it be proper to limit one's view to the effects of stagnant 
inflation on production. The listlessness of the economy 
was accompanied by a dulling of organized social conflict. 
Market, government, and social conflict had simultaneously 
and temporarily fallen into disorganization. When decisions 
were taken to reorganize the economy and the government, 
the stage was set for progress and for more acute social 
conflicts. 

The economic experience of Germany in the three years 
since V - E Day contains interesting lessons in the reaction of 
a modem Westem nation to severe economic disorganization. 
Features of general significance are of course inextricably 
inter-woven with the pecuUar facts of post-Hitler Germany. 
It would be very difficult to separate these components of 
the situation. 

1. I94S:The AUies maintain Hitlers price and wages control. 
Price control and rationing survived the collapse of the 
Hitler Reich. In November, 1945, the four-power Allied 
Control Authority resolved to continue the German price 
laws and regulations and the local and regional agencies for 
price control, thus reaffirming eariier actions taken by the 
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various zone commanders. On February 7, 1946, the Co
ordinating Committee of ACA agreed on a statement of 
price principles applicable in the four zones of occupied 
Germany and Beriin. This was to remain the basic price 
policy document for more than two years. 

TTiis statement provided for the rigid maintenance 
of the price stop: " A s a rule, on the majority of commodities, 
prices are to be maintained, for the time being, at the level 
before occupation. Price increases over the level prevailing 
on the 9th of May 1945 shall only be permitted as an ex
ception . . ." The need for such exceptions was to be proven 
by actual los-ses. after exhaustion of all methods to eliminate 
cost increases. The possibilities of price relief were further 
limited by the stipulation that only "average direct cost of 
production of the aggregate of products of the firm" should 
be covered, that not more than "the smallest margin for over
head and profits" should be allowed, and by the consider
ation that "the cumulative effect of all price increases per
mitted . . . on the cost of living shall not be so great as to 
necessitate any adjustment in the present general level of 
wages. . . ." 

With the formation of bipartite Anglo-American eco
nomic pohcy bodies in late 1946, the principle of the price 
stop was reaffirmed. In a statement on price, wage, and 
subsidy policy of November 2, 1946, the Bipartite Board 
declared that " fu l l expression in prices should not be given 
to the many temporary and abnormal elements in the pres
ent cost structure, especially in the basic commodities, and 
a limited program of temporary subsidies and stringent 
control generally is recommended for this purpose." The 
(Jerman price authorities, at the bottom of the hierarchy, 
refiected the combined infiuencc of Allied policy and Genn-
an popular opinion. Applications for price increases usually 
faced long delay and much red tape. 

The "price stop with exceptions" was maintained in 
the face of a tremendous imbalance of spendable money 
and available goods. In 1947, currency in circulation in the 
four zones of Germany and BerUn was estunated at about 
10 times the amount that circulated in the Reich in 1936-
when Hitler imposed the price stop total currency and 
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deposits at five times the amount of 1936, while the real 
national income was put at roughly one-half of that of the 
Reich of 1936 . . . 

2. The failures and successes of price control. 
Price control during the first three years of occupation 
was surprisingly effective. There was a great deal of evasion: 
but the bulk of the goods changed hands at legal or neariy 
legal prices. Legal prices were charged for rationed food
stuffs which made up more than three-quarters of the 
"normal" consumers' intake of food—and for the few man
ufactured consumers* goods that could be obtained on 
rations or purchase permits; for allocated raw materials 
and equipment and, as will be seen below, even for pro
ducers' goods obtained outside the allocation system. Legal 
prices governed the sale of all imported agricultural prod
ucts as well as the bulk of the deliveries of domestic grain 
and other products. Legal prices were paid for export goods. 
In addition, legal wages prevailed throughout the economy. 
Even the fees of artisans and professions remained relatively 
stable, although to a lesser degree than wages and although 
extra services usually had to be rendered in return. 

It is of course true that the legal prices and rates did 
not represent the essence of the bargain in many of these 
transactions. Much more important than the return in money 
was the preservation of goodwill or at least tolerance on the 
part of government authorities, customers or employers, 
suppliers or workers in a social situation that was full of 
dangers to Uberty and property. Compliance with price 
control was a form of insurance premium, and there were 
ways for many businesses and individuals to make the prem
ium relatively inexpensive. 

Most of the violations discovered by the price super
vision offices were relatively minor. During 1947, the price 
authorities of the bizonal area confiscated excess proceeds of 
32 million marks in the prosecution of 200.000 cases of price 
violations. Price increase applications were submitted to the 
price formation offices in a regular fashion. Usually more 
than half of the applications submitted in the U.S. zone got 
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some measure of price relief; more than three-quarters, in 
the British zone. 

Thus, in the midst of currency, supply and demand con
ditions that would certainly have produced price inflation 
in a market economy, there remained a fairly high degree 
of price discipline and stability under price control. But the 
economic incongruity of the situation produced changes 
in the methods of distribution, a limited black market and 
a widespread system of reciprocal exchanges of goods and 
services. These changes took the substance out of the price 
system and tended to make it a hollow shell. 
The black market was one of the balance wheels of postwar 
Germany's disequilibrium system. Its existence could hardly 
surprise; but its limitation and its stabihty did. There is no 
evidence of its spreading during the three years' period, nor 
is there evidence of general cumulative price movements. 
The German black market before currency reform may be 
empirically defined as the purchases and sales for money 
(or for such money substitutes as cigarettes or coffee) at 
prices many times as high as the legal level. It comprised a 
certain section of economic transactions, probably less than 
10 per cent of the total by volume. It had its special agents 
and links to the remaining bulk of economic exchanges. 

It is impossible to measure the quantitative importance 
of black market transactions with any degree of exactitude; 
but "informed guesses" of Military Government officials 
allowed to them not more than 5 per cent of imported 
grains, industrial materials or Army supplies; not more than 
10 per cent of German industrial and agricultural production; 
up to 20 per cent of the imported goods coming into the 
hands of Allied personnel as their private property (after 
private importation of cigarettes had been banned); probably 
90 per cent of the turnover of existing luxury goods Oewelry, 
cameras, china, rugs, furniture). 

Black market operations consisted primarily of trans
actions in finished products. They usually involved traders 
and final consumers, to a lesser extent original producers. 
The products came partly out of German production 
(typically bread, potatoes, fats, meat, soap, textiles), partly 
from Allied sources (typically gasoline, tobacco goods. 
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chocolate, certain foods), partly out of personal and house
hold possessions of the German population. They were 
handled by black market traders, recmited from the ranks of 
the displaced persons and Germany's unstable and dislocated 
population. 

The contacts between this class and the rest of the 
population were manifold. People who knew where to buy 
or sell "black" goods could be found in nearly every house, 
especially in the larger cities. Every family was involved, at 
more or less frequent intervals, in the black market sale of 
some possessiorjs and the purchase of some "black" foods, 
stimulants, clothing, etc. Characteristically, the excess of 
expenditures over income in a sample of 81 Bavarian 
workers' and white collar households (September, 1947). 
amounting to about one-third of income was almost entirely 
balanced by money receipts from the sale of personal 
property. 

Likewise, all business enterprises would at one time or 
another make a black market purchase or sale to obtain 
critical materials or parts and to cover costs and tax bills 
that could not be met out of legal income. But the great 
majority of house-holds and businesses considered their 
involvement in black market transactions as shameful, and 
the agents of the black market as immoral and asocial 
individuals. 

The prices of the black market varied from place 
to place and fluctuated in time. Owing to bad transportation 
and communications and to its illegaUty it was of course an 
imperfect market, in which some transactions and some 
places, especially Berlin, would show much higher prices 
than others. Information collected by the price supervision 
offices and the police indicated that in May, 1947 black 
market prices in the main cities of the U.S. zone were about 
lOO times or more the legal prices for sugar, butter, coffee, 
saccharine, flour, ladies' stockings, soap, flints; about 75 
times the legal prices of oleomargarine, eggs, hquor; about 
50 times the legal prices of potatoes, beef, Leica cameras; 
about 25 times the legal prices of coal, suits and dresses, 
electric bulbs, automobile tires and gasoline; and about 10 
times the legal prices of typewriters, and electric wire. The 
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most important black market foodstuffs sold at prices in 
the range of 50 to 150 times the legal level. As a rule, in
dustrial goods had a smaller black market agio, with the 
notable exception of ladies' stockings, soap and flints. The 
average of black market prices may be estimated at 50 
to 75 times the legal prices. 

At that price level, even a small turnover of goods 
would absorb a large volume of purchasing power. Assuming 
that only 8 per cent of the total volume of transactions 
were carried out at that level, while the remaining 92 per 
cent were carried out at legal prices, the volume of money 
engaged in the black market transactions would be about five 
times as great as that engaged in transactions at legal prices. 
Allowance for the use of money substitutes might lower 
this figure somewhat; but the order of magnitude would 
probably remain similar. 

In this fashion, the black market absorbed a consid
erable part of the excess supply of money in postwar 
Germany. The remainder of the excess was neutralized by 
the considerable decline in the velocity of money circu
lation, compared with prewar, that resulted from a variety 
of factors: the dechne of financial transactions, the regression 
to cash payment and official sterilization poUcies. Moreover, 
the excess did not increase; it possibly even declined with 
time. The slow advance of production and of legal prices 
probably exceeded any net infusion of money that may 
have come from the Soviet zone. The fiscal policies fol
lowed in the bizonal area whittled away some of the ex
cess purchasing power after 1945. These factors explain 
in large part the stability or slightly downward tendency 
in the black market price level during the three years' period. 

The black market was limited to commodity and prop
erty transactions. Black market wages commensurate with 
black market prices were practically unknown. Employees 
working in establishments with obvious black market in
comes as a rule preferred compensation in extra goods to 
extra money, and the same rule usually applied to irreg
ular employment and odd Jobs. 
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3. Widespread evasion through barter. 

While Germany's postwar infiation remained stagnant 
in a setting of rigid price control and a stable black market, 
the distribution of goods and services underwent an import
ant institutional change. Bilateral exchange assumed major 
proportions. In a large sector of the economy, goods and 
services could not be obtained for money alone, nor even 
for money plus ration coupons or allocation certificates. 
They could only be obtained on the condition of deUvery 
of other goods and services. 

To most people, money did not lose value by way of 
depreciation but it lost significance through an increasing 
limitation of its usefulness. Food rations could be bought 
at legal prices, but it was the ration card, not the money, 
that controlled the access to the scanty and irregular distrib
ution of foodstuffs. The amount of money that could 
actually be spent on the food rations was not hard to find. 
Pegged wages and an occasional black market sale would put 
that amount into everybody's hands, even without the bene
fit of former savings. This held true a fortiori for other 
consumer goods. The quantities of clothing and metal goods 
available after allotments to refugees, and in the latter part 
of the period, to miners and other workers' groups, were so 
small that the opportunities to obtain them for money and 
permits were negligible. The black market, finally, was 
narrow and an unreUable source of supply for the com
modities of daily living, entirely insufficient to obtain the 
ingredients of production. A mark might be worth half a 
cent or half a dollar in relative purchasing power; but in 
either case there was not much of a point in relying on 
that purchasing power and in laboring to get hold of the 
mark. 

For reliable supplies, businesses, farmers and workers 
increasingly turned to bilateral exchange via "compensation 
trade," "distributions to works," and regular barter. These 
practices were illegal under the sweeping prohibitions of Nazi 
wartime legislation, in particular the War Economy Ordin
ance which were kept in force under the occupation. But the 
German and occupation authorities found these breaches 
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of economic controls almost irrepressible. In September, 
1947 U.S. Military Uovemment experts believed that from 
one-third to one-half of all business transactions in the bizonal 
area proceeded in the form of "compensation trade." "At 
least 50 per cent," was the guess of German government 
officials in the Ruhr area. This was an all-pervading feature 
of the economy. 

Apart from the limited usefulness of money, two factors 
helped to establish bilateralism on a broad scale. First, the 
occupation authorities led the way. In the early days of oc
cupation, local military commanders obtained essential goods 
for their district by loading up some trucks with the district's 
products and taking them to the outside suppliers for straight 
barter. Throughout the period, the occupation authorities 
offered a ration-free noon-day meal at the legal price to all 
of their German employees, from topMevel expert to street 
cleaner. This arrangement was the major and indispensable 
material attraction of service in occupation establishments. 
Likewise, the occupation authorities introduced "incentives 
in kind" to boost the economic activities judged most import-
and; coal mining and export production. They thereby 
acknowledged that in order to buy something you have to 
sell something to the seller. 

Second, in the eyes of most people bilateral exchange 
was far less immoral than black-marketing. It was usually 
considered an unfortunate necessity. "How can I keep my 
workers without putting tires on their bicycles? They will 
take them, anyway," said the rubber manufacturer. "Every
body knows that to get cement you must offer coal," said the 
city fathers of Stuttgart, and they bought liquor brewed in 
the surrounding countryside, shipped it to the French zone in 
exchange for cigarettes, shipped the cigarettes to a Ruhr 
mine and swapped them for coal, brought the coal back to a 
cement plant in Wuerttemberg, and thus got the cement for 
reconstruction work. The monitored correspondence between 
two businessmen showed the negotiations preceding certain 
compensation deals. Their illegality was understood. But 
when one of the parties demanded an unusually large 
counter-shipment in return for his products, the second 
party indignantly charged him with "illegal black-marketing." 
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Money did enter into "compensation" trade, both as 
an accounting standard and as a means of payment. 
Typically, the equivalent quantities of goods in these recip
rocal transactions were computed with the help of legal or 
near-legal prices, the common formula being "peace-time 
value for peace-time value". From the point of view of price 
control, many of these transactions were inoffensive. But 
there also were characteristic changes in equivalencies that 
reflected the incorrectness of the frozen price stmcture. 
For instance, the going rate for the widespread bilateral 
exchange of cement for coal was one ton of coal for one 
ton of cement. At legal prices, one ton of coal was the 
equivalent of one-half ton of cement. The balance due 
the cement producer at legal prices would usually be settled 
in money. That was for bookkeeping purposes chiefly. 

"Compensation trade" was the typical form of bilateral 
exchange among industrial producers and wholesale traders. 
A considerable part of their effort was spent on locating 
partners to a deal and in arranging for the expeditions needed 
to carry goods from one place to another safely. The system 
was costly and cumbersome, and most businessmen disUked 
it intensely. But it provided a market mechanism, even to 
the point of developing some clandestine "bourses", and 
it helped avoid a complete breakdown of industrial activity 
under the weight of scarcities and trade prohibitions. It is 
noteworthy that in the more elaborately planned and policed 
Soviet zone, compensation trade was not only rampant but 
even formalized occasionally. A big chemical plant, 
appropriated by u Soviet Corporation, was known to have a 
detailed list showing the exchange equivalences of a 
hundredweight of fertilizer in terms of coal, flour, potatoes 
and other goods, for the benefit of its customers. 

Bilateralism in the employer-employee relationship took 
the form of factory meals more substantial than the tumed-in 
ration coupons of the workers warranted, the sale of con
sumers' goods to the workers at legal prices but without 
pennits, and the granting of facilities and materials to "work 
shops" in the plant, where the workers could make some 
articles for their own use on company time or after hours. 
Naturally favored were the employers producing goods 
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of general usefulness to consumers. But where the production 
was not suitable, or could not be made so by the addition 
of special lines, goods for distribution to workers were ob
tained from other producers through "compensation trade", 
or the workers were given factory products that could be 
taken out to the peasants and bartered for food. In this way, 
even a steel mill could satisfy its workers by giving them 
I homas fertilizer and steel bands for the wheels of peasant 
carts. 

The pre-commercial system of Deputate (payment in 
kind) that had lived on in German coal mining and on large 
agricultural estates thus spread throughout the entire 
industrial economy, chiefiy in the form of the provision of 
facilities to buy at legal prices what was otherwise unob
tainable. The 20th century institution of the works* councils, 
representatives elected by all the workers of a plant, was 
frequently made the vehicle of the Deputar system. The 
works councils allotted the goods to workers according to 
some standard of need and they frequently also participated 
in the procurement of food for the works kitchens. 

Finally, there was the direct barter between city dwellers 
and peasants. The city people hiked to the villages with an 
assortment of hardware, textiles, tobacco and personal 
possessions and bartered them for food. In this trading, 
money played almost no role at all. City people also worked 
as farm helpers for the food and whatever living quarters 
were available in the crowded villages. 

The bilateral exchange economy was tJie chief means 
of survival for businesses and individuals in Germany before 
currency reform. It developed in the domestic economy to 
cope with the same basic problem that bilateralism seeks to 
meet on an international plane, i.e., unreliability of a com
plex dhrision of labor. Its German variety represents the 
extreme stage of a development that could be observed in 
milder forms in the war and postwar economies of Great 
Britain and the United States. Where neither trading for 
money nor redistribution of goods by political authority, 
alone or in combination, can ensure a reliable division of 
labor, bilateral exchange seems to be the safest Une of 
economic retreat . . . 
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Price and Income Policies: 
Can They Work? 

Malcolm Fisher 

1. Incomes inflation — Keynes and (he Keynesians. 
The difficulty of diagnosis 
Wc all know that medical diagnosis can prove difficult. Wc 
also know that even with a correct diagnosis the correctives 
ascribed, though appropriate, may have unfortunate side 
effects. We also know that where diagnosis is unreliable the 
'correctives', so-called, may prove detrimental directly as 
well as through side effects. 

Incomes and prices policies are presented as correctives 
for a certain type of inflation, traditionally known as cost-
push. It is often unclear that the patient, the economy, 
suffers from this disease, and hence the prescription policy 
may be called into question. Whether or not it is clear that 
that is the disease, it is known that incomes and prices 
policies have important adverse side effects. Hence accurate 
diagnosis of the disease is all the more important before 
such a 'corrective' is prescribed. There is even much uncert
ainty as to the homogeneity of the corrective, the incomes 
and prices policy itself. 
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Theoretical explanations of "cost-push" 
In economics we know that theories are virtually never 
displaced, merely pushed aside for a while and then qualified. 
' I t takes a theory to kill a theory', is a good precept for 
which there is little sign of support in the social sciences. 
And theories of inflation prove no exception. 

In modem economic thought it would seem that the 
process, cost-push inflation, derives directly from Keynes' 
work not the General Theory, but his immediately pre
ceding work, A Treatise on Money ' There we find a 
section in Volume I where Keynes talks of the possibility 
of spontaneous changes in earnings. This spontaneity he 
attributes to "the character of the Wages System (includ
ing in this e.g., the powers and activities of trade 
unions)" ^. It is also clear that Keynes regards this as 
Income or Earnings inflation, in contradistinction to Profits 
inflation. He says that the former might come about under 
a system of competitive individualism by an act of collective 
foresight on the part of entrepreneurs in anticipation of 
impending monetary changes, or by a coup de main on the 
part of trade unions. 

" I n existing circumstances, however, the most usual 
and important occasion of change will be the action of the 
entrepreneurs, under the influence of the actual enjoyment 
of positive or negative profits, in increasing or diminishing 
the volume of employment which they offer at the existing 
rates of remuneration of the factors of production, and so 
bringing about a raising or lowering of these rates'-" 

This would seem to suggest that in 1930 Keynes accord
ed primacy to profits over earnings inflation and there does 
not seem to be anything in the General Theory that alters 
that * ranking. Indeed his How to Pay for the War^ seems 
to be presented with just such a similar priority in mind. 

Where spontaneous changes in earnings arise the out
come in employment terms depends crucially upon whether 
the Currency Authority is suppjortive, or not supportive, 
in a closed economy. In the absence of support, unemploy
ment will mount in step with money wage rises even if , in 
the new equilibrium, product prices were somewhat higher. 
But unemployment will not emerge i f the Currency Author-
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ity is fully and simultaneously supportive in a closed 
economy. 

As argued, this appears to be a discussion of a one-
shot effect of spontaneity on the part of unions: as inflation, 
by definition, relates to persistent price rises, clearly we 
have to refer to repeated acts of worker spontaneity, fully 
and simultaneously endorsed by the Currency Authority. 
Thus these acts of spontaneity must be regularly repeated -
evidently there is no learning from experience. This of 
itself suggests that some must have gained from money 
illusion, else why reactivate the process? Presumably there 
must be enough "noise" in the economic system to 
mislead enough people sufficiently as to the payoff from the 
process. 

Alternatively, (as Keynes also allowed for), when we 
recognise that we live in an open economy, spontaneous rises 
in earnings transmitted to prices imply transfer of foreign 
purchases from domestic markets - which must spell un
employment unless the exchange rate moves down in step, 
and the re-adjustments in domestic demands througli lowered 
imports are speedily executed. Of course the domestic 
spontaneity can be accommodated in the international 
economy if other countries' demands move precisely in step. 

The modern Keynesian interpretation 
As Sir John Hicks puts it, " . . . the causes of *wage-push', 
on this view are exogeneous, even non-economic. They are 
matters of trade union organisation, of poHtics. or of public 
opinion. So if we dislike the effects of the wage-push, we 
must deal with it directly - by negotiation between Govern
ment and unions, by political pressure or by legal freezes. . . 
The Keynesian independence between wage policy and other 
economic policy is by this school still maintained." ' 

To this we might add that the spontaneities must be 
repeated spontaneities, and in an international trading 
world produce rather similar movements across countries, 
if the effects of such domestic spontaneity are not to prove 
nugatory. 

This view of incomes infiation seems to accord with 
that long maintained by Lord Kahn, Keynes' closest disciple. 
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who in Itis writings ' riglit up to the present time, has 
inuintained this, virtually to the exclusion of the profits 
inflation to which Keynes" himself tended to accord primacy. 
Essentially these same views are held within the Cambridge 
School. 

The thesis analysed 
If one accepts the Keyncsian thesis that, up to the full em
ployment range, wage rates are exogeneously determined, 
clearly, within that range, spontaneous changes in earnings 
can alter the base level of money wage rates, and such spon
taneity can be attributed to non-economic influences. But 
we must enquire as to whether the analytic sufficiency of 
the basic Keynesian model is assured, for it is on this that 
such spontaneous rises are super-imposed. Granted that it 
is. wc must si-condly enquire as to the empirical significance 
to be attached to it. 

On the analytics there has been much argument 
especially appertaining to the behaviourist implication of 
Keynes' thesis that workers bargain for money wage rates, 
not for real wage rates, for this implies a degree of money 
illusion. It should be noted that, in this context, it is not 
enough to point to sustained wage and price rises as a denial 
of money illusion, for the theorem only requires that move
ments in prices should be recognised by workers after a lag. 
and that this lag persists over a series of spontaneous rises 
in wage rates demanded. But one is entitled to ask why this 
lag does not eventually disappear a question that demands 
more attention than it has so far received. 

But more attention must also be paid to the full em
ployment zone. The presence of various types of labour, 
the mix of other factors, the existence of separated goods 
markets in the complex of industries, means that wage 
rates are likely to start to rise over a range within the vicinity 
of full employment. Moreover, such spontaneity in the 
actions of labour can easily give rise to these effects at 
successively lower rates of capital and labour utilisation when 
repealed througli time. Indeed, it is probably only in this 
way that workers are able to delay the adverse effects of 
leaming from experience from becoming dominant. In any 
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event, .such acts of repeated spontaneity mighl induce one 
to ask whether the presumed exogeneity of the effects 
should not be accorded a more substantial intellectual base. 

The monetarist analysis 
Yet it must be admitted that those who would ascribe 
inflation to demand forces could face a similar conceptual 
difficulty insofar as the explanators of inflation are here 
also regarded as autonomous. For certain groups of years, 
not least the late sixties and early seventies, the American 
financing of the Vietnam War would seem eminently capable 
of carrying much of the weight of explanation required 
without the need to strain credulity with resort to a set of 
ad hoc influences. Moreover it has the merit of aiding ex
planation of fairly closely aligned movements noted across 
a wide range of trading countries when each is adhering to 
a stable exchange rate pohcy and permitting the inflow of US 
dollars to expand the monetary base. 

2. Modern infialion the empirical reality 
But we are already running over into our second question 
of empirical relevance. These bursts of spontaneity are 
especially difficult to account for, when repealed with some 
regularity, the more so when we try and account for them 
in an international context. The forces that would engender 
reasonable parallel movements in wages and prices in a range 
of major trading countries are not at all obvious. The Trade 
Union movement is comparatively weak in the USA, at least 
when Judged by European standards Yet even in Europe, 
inflationary effects have varied greatly in intensity, as witness 
France and Italy on the one hand and Federal (iemiany on 
the other. Of course we are really making a comment upon 
the exogeneous wage pres.surcs when generated, in combin
ation with the attitude of the currency authorities, and it 
may be that in some of these countries the authorities have 
a sufficient degree of political support to sfifie such pressures 
at birth. Or it may be that for some countries sustained 
gains in real incomes per capita, in the absence of money 
illusion, have served to ensure that worker tensions and 
frustrations are kept suf ficiently in check. 
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Are Hicksian remedies relevant? 
The uncertain strength and relevance of this 'Incomes in
flation' view in a closed economy, let alone in an internation
al context, raise questions as to the relevance of the proposed 
remedies. For, say we stick to Hicks' selected three, negoti
ations between Government and Unions, political pressure, 
and legal freezes. Each of these is capable of being 
interpreted in more than one way and it is quite clear that 
Hicks views them as differing one from another. Moreover, 
it is self-evident that each of them is capable of considerable 
economic influence - yet they arc brought forward to cope 
with a non-economic originating cause! 

Hence it is abundantly clear that the listed remedies 
are at best gross correctives for the "Incomes inflation' 
disease. Each of them has considerable side-effects. They 
are in no sense symmetric with the incomes inflation that 
induced the authorities to consider their use. We must hence 
be wary that their side-effects are not more detrimental 
than their direct effects. 

The UK experience 
The three Hicksian remedies have each been deployed several 
times over in the United Kingdom in the last fifteen years. 
Political pressure on the decision-makers in nationalised 
industries has been used to hold down the prices o f public 
utility products and the wages and salaries of bargaining 
groups 'with clout' in the public sector, doubtless in the be-
Uef that good examples established here would induce more 
co-operative behaviour in the private sector. It proved easier 
to hold prices of products than costs and eventually sub
stantial losses produced such an addition to the national 
budgetary deficit that the scheme had to be abandoned -
but only after many, especially the elderly, had been induced 
to invest in such items as electrical appliances. The inequities 
they suffered really hurt. 

Negotiations between Governments and powerful 
interest groups such as the Confederation of British Industry 
and the leaders of the Trade Union Congress have become a 
regular feature under successive Governments. Sometimes 
Governments have tried to induce concerted support for 
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both prices and incomes controls, intensified to explicit 
instructions where insufficient support was forthcoming. 
At other times they have leaned on the representatives of 
one side of Industry hoping that indirectly this would also 
bring the other to heel. Government pressure has been great 
when inflation has been great, sometimes resulting in a com
prehensive system of controls, beginning with a freeze, and 
then being modified to formulae for adjustment, to cope 
with the problem of containment in circumstances where 
the underlying rates of inflation would not pemiit adherence 
to a freeze for long. At other times essentially the same 
results have been sought in more informal arrangements, 
such as the recent 'social contract'. 

3. Controk: The long run effects 
Nearly always the initiative has come from Government and 
it has had to pay a price to secure cooperation, a price in 
arm-twisting that has tended to increase with time. In a sense. 
Governments get caught in their own trap. They introduce 
such controls in order both to expose, and put brakes on. the 
behaviour of specific interest groups. Such controls distort 
market allocation and when the controls fail to fulfil their 
objectives Governments become afraid to contemplate their 
relaxation because the deviation between their regulated 
rates of wage and price levels and the current expected 
market rates are becoming large. The second round of con
trols which serves to broaden the disparity has to be bought 
at a high price from the interest groups because they are 
becoming more conscious of the costs imposed. These con
cessions by Government to secure continuance of the con
trols have taken the form of protective job legislation, the 
offer of more extensive participation in firm decision-taking, 
specifically favourable patterns of taxation. These deals 
entered into rather surreptitiously, and ostensibly without 
immediate cost, can build up tremendous longer run costs 
in an economy through the impediments they introduce to 
flexibility and change in the economy over time. These are 
integral elements in the maintenance of long run employ
ment patterns. 
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But m the meantime considerable uncertainty attaches 
to the short-run success of the policies. Unless directional 
contractionary fiscal and monetary measures are working 
in harmony, the mere damming up of price elements of 
the income Hows is not likely to do more than distort the 
p.itti-ms of those flows. Even when such directional flows 
have proceeded in harmony the fact that the income and 
prices policies were introduced at an arbitrary date and 
with scant attention to the price and wage structure per
taining across industries and occupations at that dale, means 
that there will be an accumulation of pres.sures for realign-
iiu-nt of wage-price structures as soon as that becomes 
practicable. This Is the so-called re-entry problem This 
problem will be all the greater if the combination of de
flationary measures have not worked, for. short of the 
introduction of comprehensive controls, there is a limit to 
the period of tolerance of any interest group with inter
ference in the pattern of its wage and price setting policy 
in anything less than a completely centralised economy. 

Government's respoasibility 
Unanticipated inflation is politically unpopular: hence Gov
ernments are eager to disclaim responsibility by attacking 
any interest group whose pricing indicators currently give 
the appearance of being out of line. It is a moot question 
whether any interest group can engender inflation without 
at least the tacit support of Government. Often Government 
has itself directly set inflationary forces in train. Where 
interest groups appear to have instigated inflation the explan
ation probably lies in the presumed political inability of the 
Government and currency authority to withstand the press
ures generated. This would seem to be a direct commentary 
on the ineptness of the democratically elected Government 
m the country in question. Such ineptness can arise by 
accident; sometimes it is a failure to learn from experience; 
al other times, given the electoral cycle, it is probably wil
fully contrived. 

Price and incomes policies have tended to produce 
an appeal of their own to (iovemmenis, even where under
lying circumstances are not wage-push originating. l-or ex-
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ample, one would he hard-pressed to describe the infiation-
ary expansion of 1^72 in Britain as union power in action 
but this did not deter the Prime Minister from resorting to 
an elaborate set of price and wage controls as the major 
anti-inflationary weapon. 

f alse stahility 
More often than not such measures are not introduced as 
a sole c«»unter-inflationary device and the empirical task of 
ascribing success to one influence or another becomes 
onerous. Not surprisingly empirical studies have proved 
indecisive. What they have shown is that incomes policies 
tend to distort the movement of wages and prices across 
lime causing moderation in rises currently with the in
troduction of controls and marked .icceleration in wages 
and prices two or three years later. There has even been the 
suggestion that the uftimafe price and wage rise is higher 
than it would have been without the controls. 

If such controls were to break the pattern of inflation
ary expectations, market interference to promote stability 
might more than offset tiie damage to resource allocation 
for society at large, f'ailure to achieve this means that any 
credit points on stability grounds are likely to be easily 
outweighed by the negative effecls on resource allocation 
and on growth. It cannot be gainsaid that scxriety uses a 
mixture of competitive price and wage indicators coupled 
with movements in stocks of factors and products as guides 
to the sensible deployment of resources across time. By 
definition, the introduction of an incomes and prices policy 
necessarily means a different alignment of these from that 
which market forces would themselves generate. This must 
be true even when a substantial range of decisions affect 
bodies within the public sector directly. Otherwise such 
policy measures could have been aligned already, l l i e 
question then becomes one of how much short-term dis-
locaUon in market patterns should be cndua-d for stability 
reasons when long-run effects of such controls are negative. 

The answer turns on the nmge of influences we have 
already enumerated. In general, we doubt the significance 
of wage-push inflation, anil we dt)ubt the cleanness of the 
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counterattacks that incomes and prices policies can pro
vide. Hence, apart from a short sharp freeze to break accu
mulating inflationary expectations, we find the case for such 
policies extremely weak, and of doubtful merit even in a 
freeze context. On the accumulated evidence * we would 
need a lot of convincing that the resource allocation role of 
markets - the key to the long-run prosperity of our country 
- should be tampered with in this way. 

Fortunately, it would seem tiaat considered opinion 
is moving in our direction, as the report to the O E C D known 
as the Mc-Cracken Report signifies ' But on this we 
must not remain sanguine. The need to disburse blame for 
undesired economic effects is going to make incomes and 
prices policies attractive to democratic Governments for a 
long time to come, for whatever else they produce their 
smokescreening properties are politically attractive. 
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Europe, 1951—76 
Persistance Unrewarded* 

Editorial Summaries 

I . INTRODUCTION 
In this chapter, I shall attempt to summarise the various 
price and incomes policies pursued by six West European 
governments over the last 25-odd years. Four out of these 
six governments have had an incomes policy of one kind or 
another in operation since at least the early l9S0's and in 
.some cases, even earlier. Towards the end of the I960's. 
they added price policies. 

One government, that of France, has never succeeded 
in imposing an incomes poHcy. Instead, it has had a com
prehensive prices policy since the early I960's. Only West 
Germany has not had price and income controls, whether 
official or unofficial. 

As we shall see, a wide variety of incomes policies were 
tried out. The institutional settings are equally varied, ranging 
from a fairly tightly knit employer-union framework, as in 
Austria, to the much looser system found, for instance, in 
Denmark. The extent to which the central trade union 

'baaed on Eric SctiiH". Incomet Policies Abroad, American Enlcrpriie Insiiiutc. 
Washington DC 1971. and on further material. 
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and employers' organisations control their individual member 
unions and associations also varies from the fairly effective 
control exercised in Austria and Sweden, to the relatively 
greater autonomy to be had in Denmark and the Netherlands. 
With the exception of France, all the countries considered 
here have some method, formal or informal, of bringing 
unions and employers together, and frequently governments 
as well, into a central consultative council. In some countries, 
this council has the authority to impose specific decisions 
or issue guidelines, with respect to money-wage increases, 
in other countries it remains merely a deliberative body. 

Some union federations, e.g., in Austria and Sweden, 
have displayed considerable awareness of their possible role 
in maintaining overall economic stabiUty. Other union organ
isations have not expressed any official opinions in this re
gard. Some union federations have cooperated with official 
incomes policies; others have co-operated intermittently: 
some (in France) have simply refused to deal with the gov
ernment. 

Price policies have been less varied than incomes pol
icies. Attempts to control prices have usually taken the form 
of price freezes, either general or for some commodities or 
services. Such attempts have been supplemented by attempts 
to slow down price increases, or to link price increases to 
increases in costs or to ensure that companies absorbed cost 
increases. Employers' associations and individual firms have 
generally co-operated with governments in operating price 
controls. 

In the following sections. 1 shall summarise each coun
try's experience individually. 

I I . AUSTRIA 
The institutional setting 
All workers and employers, in agriculture and in industry, 
are obliged to Join some branch of an appropriate trade 
union or employers' organisation. These branches are organ
ised on a regional or a federal basis. 

At the federal level, the Joint Commission, (also known 
as the Parity Commission), consists of representatives from 
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employers' organisations, trade unions and the government. 
The federation of employers' organisations, the federation 
of agricultural organisations and the two major trade union 
federations have two members each. The government is 
represented by four senior ministers, including the Federal 
Chancellor. 

Price and wage policies are implemented via the price 
and wage sub-committees of the Joint Commission. The 
price sub-committee has representatives of employers' 
organisations and trade unions, together with two ministerial 
members. The wages sub<ommittee consists of employer and 
trade union representatives only. 

An Economic and Social Advisory Council was set up 
in 1963. As economic growth slowed down, while wages 
and prices rose, it appeared desirable to place wage and price 
policy within a wider context, by closer co-ordination 
with investment, budgetary, foreign trade and social policy. 
The Council is made up of technical experts from the main 
employers' and workers' organisations. Its recommendations, 
based on consideration of broad policy issues, are submitted 
to the federal government via the Parity Commission, rather 
than to the various organisations involved in the Commission. 
In these recommendations, the Council is required to aim 
simultaneously at achieving price stability, economic growth 
and full employment. 

Price Policy 
Under the Anti-Profiteering Act and the Price Control Act 
(of 1957), about 20% of the prices entering into the Con
sumer Price Index are fixed by government, including the 
prices of such "necessities" as bread, flour, sugar, cigarettes, 
etc. Bus, railway and tram fares are also government-regulat
ed. Government attempts to raise these prices in a contra-
cyclical manner resulted in sudden sharp rises at the end of 
prolonged booms. 

A further 20% of the prices entering the consumer 
index come under the review of the Joint Commission's 
price sub-committee. The sub-committee does not .scrutinise 
the prices charged by private bodies (such as private schools) 
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that are not afTiliated to any employers' organisation or 
trade union. Prices in retail trade and in service industries 
are also left unsupervised, where profit margins are not 
affected. 

Applications for price increases are submitted by the 
firm (or industry) to the sub-committee, via the federal 
employers' organisation. In general, price increa.ses are 
permitted only where costs have risen, without offsetting 
increases in productivity. The sub-committee is required 
to render a decision within six weeks. In the absence of any 
decision, the price increase automatically passes through. 
I f the sub-committee does decide to consider the appU-
cation, it may approve or reject the entire increase or a part 
of the increase; or it may refer the appUcation to the full 
Commission. Up to 1966, in practice, price increases of up 
to 3% were passed virtually automatically - i.e., the sub
committee made no recommendations within the six weeks 
stipulated. 

Until 1962, the price review system was entirely vol
untary, i.e., the employers' federation was able to ensure 
compliance without further government backing. In that 
year, the government took additional statutory powers to 
set prices for a maximum of six months, where the price 
increase was unauthorised or exceeded the approved limit. 
Two more Acts, one in September. 1972 and the other in 
January, 1973, extended government authority in this 
field. The Price Determination Act (September, 1972) 
obUged firms to deduct certain taxes and to pass on re
ductions in customs duties when computing final prices to 
consumers. 

Comprehensive computerised surveys were undertaken 
by the appropriate ministry with the assistance of employ
ers' organisations, trade unions, local authorities, etc. Actual 
prices are checked against ceiling prices to facilitate enforce
ment of the sub-committee's decisions. 

Wage Policy 
Wage claims go from the union concerned via the trade union 
federation of which it is a member, to the Joint Commiss-
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ion's sub-committee on wages. The sub-committee takes into 
account both productivity increases and changes in the cost 
of living in making its recommendationss. It may approve the 
claim, ask for more information, recommend a postpone
ment, or refer the claim to the full Commission. It is obliged 
to make such a reference where the wage increase in question 
is likely to lead to price increases, or is held to be of national 
significance. 

Influences on the Austrian price index 
(a) International influences: Austria is a small country, 

heavily dependent on both exports and imports, and on 
income from tourism and other international trans
actions. Austrian prices are thus, generally, quite sen
sitive to international influences, and particulariy to 
developments in the West German economy. 

(b) Structural changes: The 1960's saw a significant shift 
of labour out of manufacturing and industry into 
services. "Productivity" here is difficult to assess, but 
incomes rise just as rapidly as in other sectors. 

Price and Wage Developmenls 
In the early 1960's. Austrian prices and labour costs -
after allowing for productivity increases - more or less kept 
pace with costs and prices in the E . E . C . and the E . F . T . A . 
countries, Austria's major trading partners. However, towards 
the middle and the end of the I960's. Austrian labour costs 
began rising more rapidly. From 1970 onwards, it appeared 
that domestic cost influences became more pronounced than 
international ones. At the regional level and that of the 
individual firm, actual earnings rose more rapidly than 
nationally-settled money-wage rates. 

By 1972. Austrian price increases began to exceed the 
average for all other European O.E.C.D. countries (although 
the Austrian index fell behind the average for all the 
O.E.C.D. countries). At the same time, investment rose 
quite strikingly, a building boom appeared, and the demand 
for labour rose rapidly in relation to supply. Productivity 
increases were reduced, and could no longer offset increa.ses 
in labour costs. 
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1973 saw a six-month wage and price freeze, together 
with the passage or implementation of the two Acts mention
ed earlier. Nevertheless, a cumulative wave of unauthorised 
price increases swept through the economy. The Price De
termination Act was extended to the end of December, 
1974. 

The wage-drift accelerated through 1974 (Table I ) 
and the "voluntary" co-operation of trade unions and em
ployers' organisations became more and more strained. 
The government postponed increases in many controlled 
prices, but since only a minor part of the consumer price 
index was covered, this did not mitigate increases in other 
prices. An attempt to extend the 1957 Price Control Act 
to other goods and services failed; but the government was 
empowered to impose a six-month price freeze on services 
and on goods other than those mentioned in the 1957 Act. 

In 1975, wage-drift began to slow down (Table 1), 
as foreign demand slackened of f and Austrian labour costs 
began to decline relative to the O.E.C.D. average. 

T A B L E I : W A G E D R I F T I N A U S T R I A . 1969-1975 
(% Chmnge Over Previous Y B M ) 

1969 1970 1971 1972 1973 1974 1975 
Slandaid waf̂ e-rales. 
overall 7.1 6.1 9.4 9.3 11.3 13.2 12.9 

Total compenntion of 
employees 8.8 9.3 15.1 13.3 16.9 15.5 12.9 

Source: O.E.C.D., Economic Survey of Austria, 1975, p. 13. 

Conclusions 
For historical reasons, and because of Austria's peculiar 
international position, there is an unusual degree of consen
sus between Austrian employers' organisations and trade 
union federations. Ofncials and members frequently meet, 
even on an informal basis. But a strong sense of national 
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unity, of social co-partnership, failed to prevent wage and 
price acceleration in the late 1960's and the 1970's. Despite 
the close personal contacts between the members of the 
various uruon federations, employers' associations and 
economic commissions, despite a national spirit of com
promise, wages and prices followed much the same pattern 
of accelerated increases as in other countries. 

I I I . D E N M A R K 
Introduction 
Denmark has no formal "tripartite" machinery of the kind 
found in some other Western European countries where 
government, employers' associations and unions are all 
formally and continuously involved in wage negotiations. 
Instead, intervention by the Danish govemment in labour 
markets has been more sporadic. Such intervention, however, 
has often involved far more drastic measures than in many 
other European countries. As all Danish wage contracts 
have a cost-of-living clause, the govemment sought mainly 
to influence the unindexed component of money-wage in
creases. But it was impelled, in due course, to intervene on 
the cost-of-living side of wage agreements as well. 

Wage-drift, price and income policies 
In the late I950's. Denmark experienced considerable 

inflation. Hence, incomes policies were added to the pre
existing fiscal and monetary policies (in 1962), to better 
control this inflation. An Economic Council was set up, with 
representatives from unions, employers' associations, the civil 
service, the handicraft sector, and agriculture. The National 
Bank and the ministries of flnance and economic affairs also 
had representatives on the council. Danish wage and price 
policy have thus proceeded generally in tandem. 

In 1963, existing wage agreements, all of which had 
cost-of-living clauses, were officially extended for two 
years. Prices, profit margins, dividends, directors* fees, and 
agricultural subsidies were all temporarily frozen. 

1964 saw the wage-price spiral start up again. The 
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Economic Council recommended that wages should increase 
by a maximum of 3% per annum. This recommendation was 
accepted by the employers' federations and the federations 
of trade unions. But wage drift pushed earnings well above 
this limit. Between 1965 and 1971. hourly earnings in manu
facturing and construction rose by an average of 11.5% per 
annum, or 3.8 times higher than the 3% guidepost. 

In 1967, the Economic Council issued new guidehnes, 
now covering wage-drift as well. The maximum increase was 
set at 6% per annum (a rate which implied that price stabil
ity had been abandoned as an aim of policy). Of this 6%, 
1.5% was meant to cover increases in the cost-of-living. 
Wage-drift was supposed to be held to a maximum of 2.5%. 
Bargaining could increase money wages in particular sectors 
by 2%. However, as we saw above, wage-drift pushed the 
rate of increase in earnings to nearly twice the recommended 
maximum. 

Following the 1967 devaluation, the government 
recommended that cost-of-living adjustments be suspended 
for a year. During 1968, a partial price and profit freeze was 
imposed. In an attempt to stop money wages from rising, the 
government offered a virtual ultimatum to the leading 
Danish trade union federation - either adopt a stringent line 
on wage increases or else submit to higher taxation. Trade 
union leaders preferred the latter alternative. 

The Danish government now tried to influence the 
volume of money wages by more indirect methods - via 
the cost-of-living index. In an attempt to stave off increases 
in retail prices, the government began to compensate firms 
(in September, 1976) for the cost-of-living adjustments they 
were obliged to make in their wage bills. This subsidy was 
ended in February, I 9 7 I . Since then, the Danish authorities 
have reverted to using a variety of price and profit freezes, 
for the same purpose. 

1973 saw an acceleration of wage-drift; it accounted 
for almost half the total money wage increases in that year. 
Attempts to restore differentials were partly responsible 
(wage negotiations had generally proceeded on the egaU-
tarian principle of narrowing differentials). 1973 also saw 
a further two-month price freeze, followed by new price 
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control legislation. Wage-drift began slackening somewhat, 
as the demand for labour fell off. 

Wages, however, continued to rise through 1973 and 
1974. The combined effect of cost-of-living compensation 
and wage-drift brought wage increases to an annual average 
rate of 20-25%. Firms were once again granted subsidies 
to cover the cost-of-living increases they had to pay, but 
these subsidies now equalled only half of such increases. 

The behaviour of wages and prices 
I f the increases in average houriy earnings over the four years 
1966-70 are analysed, we find that wage-drift tended to 
reflect variations in the demand for labour. Thus, the rate 
of increase in earnings decUned when unemployment rose 
(and vice versa). Centrally-negotiated wage rates tended to 
narrow skill differentials, but wage-drift offset this trend; 
the money earnings of skilled workers rose at higher rates 
than did the earnings of unskilled workers. 

I f wage patterns over the 23-year period from 1950 
to 1973 are examined, it becomes evident that wage-drift 
became more important as time went on. It contributed a 
growing share to total money wage increases. At the be
ginning of this period, during the years 1950-55, wage-drift 
accounted for 37% of the rise in money wages, in the case 
of skilled men; 2 1 % of the total increase for unskilled men; 
and the same percentage for women. By the end of the 
period, in the years 1969-73, these percentages had risen to 
66%. 55% and 447' respecthrely. 

During the decade 1961-71, the Danish consumer price 
index rose twice as fast as the average for all the O.E.C.D. 
countries. Between May, 1972 and December, 1974, the 
Danish price index continued to exceed the O.E.C.D. average, 
but by a far smaller margin. 

Recent developments 
Early in 1975, wage negotiations broke down Hence, the 
government extended existing wage agreements for another 
two years by legislation. Only very small wage rises were 
permitted. Ceilings were imposed on profit margins, and on 
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dividend and bonus payments, in the manufacturing, handi
craft, transport and service sectors of the economy. Firms 
continued to receive cost-of-living subsidies. 

In August, 1976, the Danish parliament adopted a 
series of income guidelines. These guidelines were to cover 
the two years from March. 1977 to March, 1979. Rents, 
prices and incomes were frozen to the start of this new wage 
agreement. 

Under these guidehnes. wages and salaries could rise by 
a maximum of only 6%. Indexation would take up 3Vi-4% 
of this maximum, leaving only 2-2Vi% for plant ~ or firm -
level bargaining. Indexation payments would not rise beyond 
6% no matter what happened to consumer price index. Price 
and profit regulations were tightened. The cost-of-living 
subsidy to firms was abolished. 

Conclusions 
Denmark's openess and smallness, its loose institutional 

structure, and the close link between Danish money wages 
and the cost-of-living index, all meant that the Danish money 
wage explosion was the more explosive when it came. But 
for the same reasons, this explosion was open and not divert
ed into other channels. The Danish government was no more 
successful than other governments have been so far in con
taining wage and price increases whether by direct or in
direct measures. 

IV. F R A N C E 

Introduction 
France is unique in having a fairly comprehensive system of 
price controls, with very little official control over incomes, 
though not for want of trying on the government's part. In 
the first place, there are practical obstacles to incomes con
trol - the percentage of the labour force unionised in France 
is the lowest of any Western industrial nation. Only some 
20-30% of workers in manufacturing belong to unions. 
Secondly, any form of central wages pohcy is strongly 
opposed by both unions and employers. The main trade 
union in France is Communist-dominated; other unions are 
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controlled by various socialist groups. In either case, union 
leaders are little inclined to co-operate with any official wage 
poUcy. 

Incomes policy by exhortation and guidelines 
Nevertheless, between 1959-1963, the government attempted 
to control wages by exhortation. Its recommendations had 
little influence on wage negotiations. Money wages rose 
well ahead of increases in productivity. In October, 1963, 
recognising the failure of exhortative incomes policy, the 
French govemment convened an Incomes Conference. A 
large number of unions and employers' associations partic
ipated, but the Conference failed to provide any basis for an 
official incomes policy. The unions feared that only wages 
would be controlled; they argued that tax allowances and tax 
evasion together resulted in an understatement of net profit. 
Business organisations on the other hand stressed the im
portance of profits in financing investments. After this 
fundamental disagreement, the govemment was obliged to 
continue with an incomes policy which remained merely 
"indicative". 

The Five Year Plan, published in 1965, offered a set of 
quantitive guidelines for increases in money incomes in var
ious occupations. Three years later, a money wage explosion 
followed by a price spiral relegated these guide-lines to his
tory. Despite massive increases in money wages, real incomes 
failed to rise above trend. 

Thus, the French govemment failed to obtain an in
comes pohcy which could be enforced. It had to remain 
content with appeals to employers and to trade unions to 
show a sense of responsibility. 

Prices policy 
French policy has concentrated perforce on price controls, 
of whk;h a large variety have been imposed. The I960's 
saw the spread of so-called "price planning contracts", or 
agreements, between the govemment and particular firms. 
These contracts include the following features - permitted 
price increases are linked both to overall national productiv
ity and to the productivity of the individual firms concemed. 
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Large productivity gains must be passed on, but where prod
uctivity increases are low. prices may be increased to a 
greater extent. Limits are placed on the extent to which cost 
increases may be passed on. In the case of certain non-wage 
cost increases, larger price increases are permitted than for 
rises in other costs. Profit margins are regulated, especially 
in the distributive trades. In return for price moderation on 
the part of companies, the government undertakes to hold 
down public sector prices and the rates of indirect taxation. 
Within the limits of these planning agreements, firms may 
raise prices without giving prior notice to the government. 
I f a firm raises its prices beyond the limits agreed upon, 
these prices are then frozen. 

Those companies that do not sign price planning agree
ments are subject to price surveillance. They are required to 
give notice of proposed price increases and to deposit their 
list prices and sale conditions with the Prices Directorate, 
which may object to the proposed increases, and freeze 
existing prices. Firms in highly competitive sectors, those 
producing luxury goods, and small firms, arc all exempted 
from the operation of any price controls. By the end of the 
1960's. some 80-909? of French industry was either covered 
by price planning agreements or subject to price surveillance. 

The terms of these agreements are varied from time to 
time and prices in certain sectors may be temporarily frozen. 
In June, 1971, prices in the service industries and profit 
margins in retail food distribution were all frozen. During 
1972, the service industries were directed to consult the 
government before raising their prices. Indirect tax rates 
were reduced and firms were told to pass on these reduc
tions. As the year progressed, prices were refrozen in the 
service sector, and in firms without an official price planning 
agreement. 

The following year, agreements were varied, permitting 
firms to pass on increases in raw material costs, on condition 
that they absorbed increases in other costs. Larger price 
increases on some products were required to be offset by 
lower price increases on other products. Profit margins 
could be raised in proportion to costs. Firms without official 
price agreements had their profit margins frozen. Some 
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firms subject to vigorous international competitors were 
nonetheless subjected to domestic price controls on the 
grounds that the import of international cost increases 
must be prevented. Service firms were allowed to increase 
their prices to cover higher non-wage costs only. 

In 1974, an excess profits levy was introduced. I f 
profits exceeded pre-determined margins, they were to 
be taxed. The levy was refunded if price increases, on aver
age, remained within certain overall limits. To prevent dy
namic firms from being penalised, allowances were made 
for an increase in employment directly connected with 
production; for higher exports; and for productivity gains, 
all on the assumption that the price target was reached. 

So far as costs were concerned, only increases in the 
costs of raw materials, fuel and intermediate goods could be 
paased on in full . A l l other cost increases had to be partly 
absorbed. Service industries were allowed to pass on wage 
increases only if these were limited and productivity was 
increased. Firms were made liable both to fines and to 
imprisonment, for breaking price planning agreements. 

In 1975. the excess profits levy was repealed when it 
led to serious cash flow difficulties for some firms. Detailed 
maximum prices were set for oil products, among a number 
of other items. During the following year, some food prices 
and the prices of certain consumer goods were frozen. Other 
prices were gradually freed from some of the stringent con
trols imposed on them in the previous years. 

Conchisions 
To summarise, it has not been possible to do much by way 
of an incomes policy in France. Even public sector wages 
policy has met with little success owing to trade union 
intransigence. Price planning agreements with firms have 
attempted to limit price increases b y : -

1. linking these increases to productivity; 
2. limiting the extent to which cost increases could be 

pa-ssed on legally; 
3. regulating profit margins. 

These agreements are reinforced by a comprehensive 
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system of price surveillance and by various other sanctions, 
chiefly price freezes. 

Despite this highly organised, elaborate system of price 
controls, price rises in France have not been held back to 
any significant degree. Between 1959 and 1972, the French 
consumer price index rose by an annual average of 4.2% -
slightly more than the O.E.C.D. average of 3.5%. From 
December, 1972 and up to January, 1976, the average annual 
increases in the French price index just about equalled the 
O . E . C D . average 11.3% as against 11.1%. Between 1968 
and 1972, the French economy experienced substantial 
gains in productivity. But apparently, neither an extensive 
system of price controls nor large increases in productivity 
could bring the rate of price increase in France below the 
average for all other developed countries. 

V . T H E N E T H E R L A N D S 

Introduction 
The Netherlands have covered the spectrum from relatively 
free collective bargaining to a fairly tightly controlled system. 
In doing this, they have tried out a rich variety of incomes 
policies and price controls. These attempts were based on 
the faith, evinced by even the trade unions, in the officially-
made short-term economic forecasts. (This faith waned in 
due course as we shall see). These forecasts were used to de
rive wage guidelines. 

Immediately following the Second Worid War, the main 
task facing economic policy was to rebuild the devastated 
Dutch economy. Wage poUcy was formulated and imple
mented via a powerful Board of Government Mediators, 
who had the authority to fix wages and set the terms of 
collective agreements. It was required to consult a tripartite 
body the "Foundation of Labour" - which included 
employer and employee representatives and independent 
experts. From 1945 to 1948. wages were fixed at "socially 
tolerable minimum levels" with some allowances for regional 
cost of living and skill differentials. General price controls 
remained in force to 1948. when they were abolished. From 
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1948 to 1950, wages were linked more closely to the cost 
of living index. 

Wage guidelines their rise and fall 
The system of wage guidelines which now came into opera 
tion eventually come under increasing strain by the late 
I950's and early I960's. The emergence of full employment 
and more especially the development of labour shortages 
in many areas led to grave difficulties with this system of 
wage fixing. 

Up to 1959, wage guidelines were based on the com
prehensive macroeconomic forecasts made by official govem
ment agencies. These guidelines sometimes included limits 
on the extent to which wage increases could be passed on as 
higher prices. The use of economic forecasts meant that 
there were systematic attempts to found wage policy on a 
well worked out analytical basis. 

The years from 1959 to 1963 witnessed an interest
ing case study in the use of productivity criteria for wage 
increases. A rise in wages in any particular industry or sector 
was made dependent on productivity increases in that sector 
or industry. The Dutch experience, however, confirmed the 
theoretical objections to the use of physical productivity as 
an economic criterion; the physically most productive in
dustries were not necessarily those that it was economically 
most desirable to expand; nor were they necessarily those to 
which more labour should have been attracted. Two fund
amental practical difficulties recurred firstly, that of act
ually measuring productivity at the plant or enterprise level. 
Secondly, there was the problem of checking up on these 
reported productivity increases. The Board of Govemment 
Mediators and the other govemment agencies concemed 
found themselves involved in endless disputes and discussions. 
Productivity figures were manipulated (or alleged to be); 
"productivity" was offered as the occasion for wage increases 
that had been previously agreed upon, on some other basis: 
and so on. 

The "objective" criterion of productivity tumed out to 
be highly subjective in practice and to increase rather than 
reduce govemment intervention in labour markets. 
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In 1963. wage fixing was placed on a new basis. The 
productivity-linked system was abandoned and predetermin
ed wage guidelines were introduced. These guidehnes con
tinued to be derived from official macroeconomic fore
casts. The Central Planning Bureau and the Social and Eco
nomic Council made a comprehensive and extensive ex
amination of the state and prospects of the Dutch economy. 
These two bodies then indicated the possibilities for wage 
increases. 

Although employers and unions were given somewhat 
more freedom than previously to reach collective agree
ments, the Dutch government retained its extensive powers 
to disallow agreements, to impose a wage freeze and to 
issue other directives on wages. The permitted wage maxima 
were made binding and violators were prosecuted. But these 
maxima in turn were obtained after an extremely complex 
series of consultations with unions and employers, down to 
the individual plant level. 

The wage explosion and more intervention 
This system of wage fixing ran almost immediately into a 
large number of practical difficulties. As labour markets 
became tighter in 1963, there were four notified vacancies 
for every person registered as unemployed - wage-drift and 
the phenomenon of "black wages" appeared. "Black wages" 
made up an estimated 6-7% of the total wages bill for 1968. 
In due course, labour shortages made both employers and 
unions restive. They became less and less willing to accept 
the prescribed maximas, and ever more willing to violate the 
guidelines. 

A wages explosion set in after 1963. In 1964, wages 
rose by some 15% as against the official guidelines of 6%. 
Moreover, in both 1964 and 1965. the Dutch economy 
performed better than forecast. Union leaders suspected the 
government of undue pessimism in these forecasts in order 
to be able to hand down conservative wage guidehnes. In 
1965, wage increases once again exceeded the official maxi
mum - 11% as against 7'.{. Between 1963 and 1965, money 
wages rose overall by some 'i'&^'< while the official limit was 
less than half that figure. Government guidelines were based 
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on the long term growth of productivity - but the short 
term tightness of Dutch labour markets pushed money wages 
well above this standard. 

Active wage and price controls 
1966 saw a sharp increase in government intervention in the 
field of prices and incomes. The government laid down a Hmit 
of 7% for wage rises, but several agreements exceeded 10%. 
The government-set maximum was disregarded for very 
understandable reasons. Employers offered more than 7% 
and union members saw no reason for refusing; thus, union 
leaders saw their rank and file slipping away. The govern
ment, however, now imposed both wage and price con
trols. Wages were frozen at first, and then the government 
insisted that no agreement should exceed 7%. With respect 
to prices, firms were forbidden to pass on wage increases. 
Only increases in "external" costs (raw materials, freight, 
etc.) could be passed on while cost declines had to be re
flected in lower prices. A l l price rises had to be reported to 
the Ministry of Economic Affairs; any such increases could 
not be used to raise profit margins. 

Wage controls were continued through 1967. The limits 
were reduced to 4% and then to IV4%. Employers' 
associations voluntarily maintained stable prices. In Decem
ber, the unions, employers and government reached a tri
partite agreement which was to last for another 2 years. 

Beginning in January. 1968, collective wage agreements 
were permitted to be settled outside the guklelines. The 
government, however, reserved the right to veto agreements 
that "threatened the economy's equilibrium". The Board 
of Government Mediators and the Foundation of Labour 
were converted into advisory bodies. The Central Planning 
Bureau continued to turn out projections for "acceptable" 
wage increases. Although these limits were no longer binding 
on employers and unions, the government used them as the 
basis for its intervention in labour markets. 

A wage freeze was staved of f in 1969 only by strong 
parliamentary opposition. Throughout that year and the 
next, the government sought to reduce the level of wage 
settlements, in an attempt to stave off a further wages 

\3\ 



Modem Controls 

explosion. The tripartite Social and Economic Council 
recommended that wage increases be held to 5%. 

In February, 1970, the Dutch pariiament finally passed 
the wage regulation bill first introduced by the government 
in September, 1968. The government's "standby" veto powers 
over wage agreements were formally enacted into statute. 
This so angered union leaders, however, that two major 
trade union federations refused to co-operate in tripartite 
agreements. 

Price controls were continued on the same ba.sis as 
previously. But as wages rose, prices rose by more than the 
increase in "external" costs. As attempts to keep price in
creases within the official guidelines failed, prices were frozen 
in April, 1969. Six months later, the freeze was partly lifted, 
to permit higher "external" costs to be passed on. Firms 
were required to give 30 days' notice of any price increase. 

Thus, wages and prices rose inexorably beyond the 
limits set by government, both when these limits were 
legally binding and when they were not. 

Detailed price and wage regulation 
In 1972, the government moved from price control by 
notification, to a price freeze. Then regulations were intro
duced, allowing non-wage cost increases to be passed on, 
but forbidding unit profits to rise. Wage increases could not 
be passed on if productivity had also ri.sen. 

In December, 1972, a tripartite agreement was con
cluded among unions, employers and the government. 
Wage rises for 1973 were to be limited by productivity in
creases and by increases in the cost-of-living. Price increases 
were also to be limited - price controls were tightened to 
reduce the quantum of cost increases that could be passed 
on, and also to ensure that cost reductions led to lower 
prices. Government, in turn, made certain concessions in 
tax and investment policy. 

Union wage policy now turned to narrowing diff
erentials, but this simply exacerbated wage drift. Wage in
creases in 1973, at 13-14%, significantly exceeded pro
ductivity gains (5-SV^%), partly as a result of cost-of-living 
adjustments. Price regulations were eased somewhat, to 
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permit the maintenance of profit margins. 
A Special Powers Act was passed in January, 1974. 

allowing the government to control prices and wages without 
first obtaining parhamentary approval. Wages were frozen 
for the first quarter. Then, as the employers' organisations 
and trade unions failed to reach an agreement for the year, 
the wage freeze was extended. Finally, a maximum increase 
of 1% was permitted. Price controls were also extended. The 
passing-on of cost increases was further delayed. Professional 
fees, rents and public sector prices were either frozen or rises 
were limited. 

Later in the year, the wage limits were raised slightly 
and the price regulations were ea.scd somewhat to raise 
profit margins and to permit some part of the wage increases 
for the year to be passed on. 

But money wage increases in 1974 exceeded those in 
the previous year. The government's price regulations were 
intended to ensure that wage rises covered by productivity 
increases were not passed on as higher prices. As productivity 
declined, these regulations had to be eased. The price-index 
rose more rapidly than expected earlier price controls had 
delayed, not prevented, price increases. At the end of the 
year, wage negotiations broke down for the second year in 
succession. 

During 1975, wage regulations actually accelerated the 
growth in earnings; wage rales were fully indexed, and cost-
of-living adjustments actually pushed up wages faster than 
the consumer price index. In July and again at the end of 
the year, wages were raised by a flat amount, rather than 
by reference to the cost-of-living. But then the consumer 
price index rose by more than expected, and wage payments 
were raised slightly to offset this increase. Wage differentials 
were thus narrowed over the year. Hours worked continued 
to fall throughout 1975. but wage incomes rose by a total 
of 16%. 

Price regulations were eased in the course of the year to 
permit a slight widening of profit margins. The margin by 
which wage increases could be passed on was raised further; 
non-wage costs continued to be passed through. Detailed 
regulation of professional fees remained in force. 
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In December. 1975. wage negotiations broke down for 
the third year in succession. Leaders of the main trade union 
federations now demanded wage rises which combined a 
flat increase with cost-of-living adjustments. The Dutch 
government, however, froze all wage payments, and wage 
agreements, through to the middle of 1976. It also announc
ed that full indexation would not be permitted for the 
second half of that year. Salaries in the civil service and pro
fessional earnings were now brought into the control system. 
With regard to price regulations, a larger proportion of wage 
increases could now be passed on in higher prices. In other 
respects, the regulations were tightened and prices could not 
be raised to reflect cost increases that had occurred before 
a set date. 

Comparative price behaviour 
During the years 1961 to 1972, the consumer price index 
in the Netherlands rose by an average annual rate of 5.1% -
somewhat higher than the O.E.C.D. average of 3.8%. In 
the period from December, 1972 to January, 1976, this 
situation was reversed - the O.E.C.D. average (11.2%) 
exceeded that of the Netheriands (9.4%). 

Price controls were not the only restraining influence 
during these latter years. Domestic demand was slack; the 
guilder was revalued; and the rise in Dutch import prices 
itself decelerated. Nevertheless, as Dutch earnings rose well 
above the rise in productivity, such increases were clearly 
regarded by the Dutch authorities as an acute policy prob
lem. Although the Dutch consumer'price index did not rise 
as rapidly as the average for all other O.E.C.D. countries, 
the Dutch government was still patently unhappy about this 
increase. 

Conclusions 
The Netherlands thus moved from a fairly well controlled 
but decentralised system of collective bargaining to a period 
of relatively free collective bargaining, and then to a system 
of government-determined wage and price regulations. None 
of these changes prevented the continued upward pressure on 
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wages and prices. The Dutch system was particularly note
worthy for its reliance on the apparently objective criteria 
obtained from widely accepted macroeconomic forecasts. 
But even such widespread economic awareness failed to 
prevent continued inflation. 

V I SWEDEN 

Introduction 
The Swedes describe their wage policy as being "privately 
determined, yet nationally oriented", one in which "the 
government remains merely a watchful observer". 

Swedish trade unions initially displayed a commend
able awareness of the problems that wage demands could 
create for macroeconomic management. In two official pub
lications in 1951, the Swedish trade union congress em
phasised that fiscal, monetary and wage restraint were all 
necessary if wage and price stability was to be achieved. 
Under conditions of excess demand, wage restraint would 
fail to produce price stability. If some unions pressed for 
wage increases in excess of productivity gains, then the price 
level would rise even if other unions moderated their wage 
demands, and despite any fiscal or monetary restraints. 
Fiscal, monetary and wage policy all had to work together. 
1 he trade union congress even acknowledged that under 
extreme conditions, a wage freeze might be necessary. 

Ten years later, however, an official report to the 
annual trade union congress placed macroeconomic stabiUty 
on a somewhat lower plane. The report listed two main 
objectives for union wage policy. First came the creation of 
"rational wage structure", i.e. one in which incomes and 
differentials were determined by labour effort, rather than by 
variations in profitability among firms. The second main 
objective was to ensure that a reasonable share of the nation
al income went to wage earners. Preventing macroeconomic 
disequihbrium, and supporting structural shifts in the 
economy, in the interests of general economic expansion, 
were listed as only secondary objectives. 

On another occasion, while accepting that trade unions 
could not avoid part of the responsibility for ensuring price 
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stability, the trade union congress added that unions should 
not be made to bear the sole responsibDity. 

The institutional set-up 
The Swedish Employers' Confederation negotiates wage 
agreements with the Swedish Trade Union Association, the 
largest and most powerful union organisation, covering blue-
collar workers. Professional and salaried employees are 
members of two separate and smaller trade union bodies. 

The Swedish system developed gradually. Up to 1948, 
the government relied on exhortation and direct controls 
to achieve wage restraint. Although wage increases remained 
moderate up to 1950, the following year saw a wage ex
plosion. As official attempts at containment failed on this 
occasion, it was felt that the responsibility for obtaining 
moderation in wage increases must be placed on those 
negotiating directly with one another. 

Since 1956, the Swedish Employers'Confederation and 
the Swedish Trade Union Association have negotiated so-
called "framework agreements", covering wages and other 
conditions of employment. These agreements run for up to 
three years. The various unions and firms affiliated with the 
two central organisations negotiate separate agreements 
within these centrally negotiated guidehnes. The two white-
collar unions also follow these guidehnes. As Sweden is one 
of the world's most highly unionised countries, and as both 
the employers' and the union federations are relatively 
powerful viz-a-viz their constituent union and company 
members, it has been possible to maintain some control 
over individual wage agreements. 

For a number of years, the government confined itself 
to issuing macroeconomic forecasts and outlining possible 
future wage and price developments. These views have little 
influence on negotiations. Government, employers and 
unions are (or were) convinced that official guidelines and in
comes policies would be far less effective than direct, bi
lateral negotiations conducted with a sense of nafional 
responsibility. 
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The results - wage-drift and labour shortages 
The Swedish system is not. however, an unqualified success. 
While negotiated increases in wage rates have been moderate, 
it has not been possible to satisfy the demand for labour in 
many markets at these wage rates. Wage drift has been 
exceptionally high. Thus, over the ten years from 1957 to 
1967, wage rate increases of between 2% and 5% per annum 
were negotiated in the mining and manufacturing sectors. 
In construction, agreed increases ranged between 0.1% and 
4% per annum. In all three sectors, actual earnings rose by 
some 4-10% per annum. Between 46% and 92% of the in
crease in hourly earnings for these three sectors could be 
attributed to wage-drift. Negotiators were willing to restrain 
wage increases, but they could not control incomes. 

Wage acceleration and price controls 
The system came under mounting strain in the years after 
1968. The leaders of the white collar unions became resth'e 
and broke away from the central federation to conclude 
settlements outside the guideUnes. A general price freeze 
was imposed in October, 1971. 

Wage drift continued through the 1970's adding 7% to 
earnings in 1970 and some 14% per annum over the period 
to 1973. The "framework agreement" concluded for that 
year provided not only for an increase in wage rates, but also 
a "wage-drift guarantee", i.e., certain other additional in-
crea.ses in earnings. 

Total hourly wage costs accelerated over the 1970's 
from a rise of 11% in 1972 to 15% in 1974 and 22% a year 
later. Wage costs fell back somewhat in 1976, but the in
crease remained well above the level of the early I970's. 
Wage drift and the total rise in wage incomes slackened 
somewhat through 1975 and 1976, but both remained higher 
than in the five years preceeding. 

In the 10 years to 1972, the retail price index in Sweden 
rose at an average annual rate of 4.7%, slightly higher than 
the average for all the O.E.C.D. countries at 3.9%. Over the 
next four years to January, 1976, the rate of increase in 
the Swedish index doubled to an average of 9.6% per annum. 
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The average O.E.C.D. rate, however, rose somewhat faster 
to 11.3%. 

Swedish price policy followed the familiar pattern. Tlie 
price freeze imposed in October, 1971 was relaxed and then 
ended at the beginning of 1972. But in December of that 
year, food prices were frozen and remained so until July, 
1974. Subsidies on food products and a tighter system 
of price surveillance helped to contain the rate of increase 
in the price index in that year. 1975 saw the passage of a 
price regulation act which was later extended. 

December, 1976 saw yet another price freeze, now cov
ering a wider range of products. This freeze was ended three 
months later, but it was replaced by a tighter system of price 
surveillance. 

Conclusions 
The Swedish trade union movement was well aware, long 
before unions and even economists in other countries were, 
of the dangers to price and economic stabihty of a lack of 
wage restraint. Union negotiators fully recognised the need 
for moderation and acknowledged that unions had a role to 
play in securing macroeconomic equilibrium. Yet, despite 
this awareness and despite their responsible attitudes, unions 
and employers alike were helpless to prevent wage and price 
increases through the I960's and 1970's. The Swedish system 
ran into the same inflationary difficulties that faced other 
countries, and proved no more adept at meeting these 
problems. 

V I ! . WEST G E R M A N Y 

Introduction 
Of all the countries referred to in this chapter. West Germany 
alone has no official controls over prices and incomes. The 
government considers that such policies distract attention 
from the real problems. It prefers to rely on demand manage
ment, principally via stem monetary controls. 

In the area of prices and incomes. West German arrange
ments are all unofficial and informal. The government con
fines itself strictly to furnishing information, to be con
sidered by trade unions and employers* associations. This 
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information takes the form of "benchmarks" or tentative 
targets for the four main policy objectives: price stability, a 
high level of employment, balance of payments equihbrium, 
and a steady rate of economic growth. Initially, these targets 
were stated fairly specifically. Then they became zones of 
acceptability. 

The other major source of such macroeconomic back
ground information is the independent Council of Economic 
Advisers, which was set up in 1963. The Council issues an 
annual report containing its views as to how these four main 
policy aims might be reconciled and achieved simultaneously. 
Its views and suggestions have differed frequently from those 
of government and it has been often critical of policy. The 
Council argued against incomes poUcy on the grounds that 
German inflation is imported and not due to rising domestic 
costs. It drew attention repeatedly to the incompatibiUty 
between internal price stability, fixed exchange rates and 
free convertability. In the context of persistent large surpluses 
on the balance of payments, with a fixed exchange rate, to 
call for wage restraint (the CouncU argued) would raise false 
hopes with respect to the achievement of price stability. The 
Council saw price stability as dependent on achieving ex
ternal balance. 

"Concerted" action 
In 1965, it was generally felt that some rather more system
atic attempts should be made to provide "concerted" action 
between trade unions and employers' groups. Consequently, 
annual discussions are held within the framework of the four 
policy "benchmarks" set out by the government. Partici
pation in these discussions is entirely voluntary and each 
union or employers' association decides for itself whether 
either discussion or "benchmarks" should influence its 
policy. No guidelines or recommendations are issued, no 
votes are taken, and there are no official "deliberations" 
of any sort. Nevertheless, up to the end of the 1960's wage 
claims tended to remain within the "benchmarks" issued 
by the government. 

On the incomes front, a certain consensus prevailed 
throughout this period. Unions, employers' groups, the 
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government and the council of experts all agreed that money 
wages could not be reduced. The council of experts went on 
to suggest that money wage increases should take fringe 
benefits into account, and should be strictly linked to in
creases in productivity, except where the terms of trade 
were favourable and where unit capital costs had fallen. 
Union leaders generally accepted these principles, but felt 
that there should be some compensation for increases in 
the cost of living, and some attempt at redistributing in
come. Thus, despite the lack of any official incomes policy, 
there prevailed an informal yet effective consensus on the 
principles of income determination. 

The record - price and wage behaviour 
Between 1962 and 1972, the consumer price index in West 
Germany rose at an annual average rate of 3.2%, somewhat 
behind the O.E.C.D. average of 3.9%. Over the same period, 
money wages in West Germany rose at an annual average 
rate of 7.5%. 

However, the West German economy, as part of the 
larger international economy, could not escape entirely from 
international inflationary influences. In 1973. the rate of 
increase in the consumer price index accelerated almost IVi 
times to 7.9% .̂ But the rate of increase slowed down in the 
next two years, falling to 5.3% per annum by the beginning 
of 1976. The O.E.C.D. observes that the German price index 
was unique in showing "no significant acceleration after the 
outbreak of the oil crisis". The rate of increase in money 
incomes also rose, but not steeply, to a peak of 10.9% 
per annum in 1974. Thereafter, it also fell back to an annual 
rate of 7.8% at the end of 1975. This rate was only slightly 
above the average for the 1960's. 

Conclusions 
Almost alone among the Western industriahsed nations. 
West Germany has displayed a remarkable degree of price 
stability. Money incomes, too. have risen only moderately. 
The West German government is virtually alone, too, in 
relying on monetary and fiscal policies to promote macro-
economic stability, and in refusing to use an officially backed 
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wage and price policy. West German trade union leaders are 
undoubtedly moderate in their money-wage demands, and 
very well aware of the macroeconomic implications of these 
demands, but they are not unique in this respect. The success 
of the West German government in containing inflation 
cleariy must be attributed to its economic pohcies. 

V I I I . C O N C L U D I N G O B S E R V A T I O N S 
It would not be unfair to conclude that price and income 
pohcies have failed to control increases in prices and in 
money incomes in a wide variety of contexts and a wide 
range of institutional settings. It appears to have made little 
difference whether governments were actively involved in 
union-employer negotiations or whether they were content 
to remain - officially - on the sidelines; whether individual 
unions and employers' associations were tightly controlled 
by their central lederations or had considerably autonomy; 
whether incomes policies were more or less ad hoc or based 
on productivity criteria, or derived from macroeconomic 
forecasts. In all instances, money incomes continued to 
rise mexorably. Equally, price freezes, price surveillance, 
advance warnings, limits on price increases all were of no 
avail against the persistent rise in the consumer price indices 
of the five countries considered here. 

The price and income policies outhned in this chapter 
have one common feature - they have tried to limit overall 
increases — in a price index or in total money incomes — 
by limiting increases in particular prices and incomes. In 
doing this, such policies have prevented those movements in 
relative prices and incomes necessitated by changing circum
stances, i.e.. changes in supply and demand conditions in 
individual product and labour markets. Consequently, the 
more "successful" these policies, the greater the associated 
difficulties labour shortages and wages drift. Changes 
in prices and incomes pert'orm vital allocalive functions -
they direct resources to particular uses, and away from 
others. These allocative functions need to be performed even 
in an inflationary context. Consequently, direct wage and 
price controls hit another target than the one aimed at: 
while seeking to control increases in a price index or in total 

141 



Modern Controls 

money incomes, they actually produce confusion in the 
allocation of resources. 

Direct wage and price controls implicitly as.sume that a 
price index rises, or total money incomes rise, because of the 
particular increases in prices and incomes in particular mark
ets. The failure of direct controls suggests that price and wage 
increases in particular markets are simply the channels for 
some more general economic influence. Both sets of phen
omena, the rise in a price index, together with rises in money 
incomes, on the one hand, and particular money wage and 
price increases on the other hand, reflect this more general 
influence. This supposition is strengthened when we see the 
variety of institutions and policies under which money wage 
and price increases occurred. 

Alone among the six countries considered here. West 
Germany succeeded in moderating increases in its consumer 
price index, and in aggregate money incomes. The West 
German government was also alone in relying on general 
macroeconomic measures - monetary and fiscal pohcies -
far more than in many other West European countries.lt is of 
course true that the governments of these countries have also 
used wider macroeconomic restrictions. But they have not 
been as ruthlessly persistent as the West German government 
has. An examination of the record as regards monetary and 
fiscal policies is beyond the scope of this chapter. Whatever 
the role these policies played (or could have played), it 
seems clear that direct controls added difficulties of their 
own without curing inflation. 
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Britain 1951-72: 
The Lessons Unlearned* 

Michael Parkin 

I I N T R O D U C T I O N 
It is an increasingly common view that the simultaneous 
pursuit of high and stable employment and stable prices via 
Keynesian-inspired economic policies is inconsistent with 
traditional free collective bargaining and market determin
ation of prices. It is a popular view that 'new' prices and 
incomes policies must be adopted if the twin objectives of 
high and stable employment and stable prices are to be 
simultaneously achieved. In fact, nothing could be further 
from the truth. Rather, the so-called 'new* policies are the 
oldest' and crudest, best likened to medieval medicine, based 
on ignorance and misunderstanding of the fundamental pro
cesses at work and more likely to kill the patient than to cure 
him. 

Understanding inflation 
It was not until relatively recently in the long sweep of hum
an history, in the seventeenth and eigliteenth centuries^ 
that the principles governing the determination of the general 
level of prices were made clear. The insights of Bodin and 

*froni Michael Parkin. "Wage and Price CunlrnU - ihc LciKint From Britain", 
in Michael Walker, ed, (The Illusion o/ Wage anj Price Control, h'ratrr Instllulr. 
Vancouter 1976. 
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Hume and the rcfinements which have followed through the 
work and writings of Irving Fisher. Wicksell. Keynes and 
modem monetary theorists such as Milton Friedman, are 
critical for understanding and influencing the fundamental 
monetary forces which determine the general level of prices, 
the rate of inflation and the general level of output and 
employment. In their way. these insights are as important as 
those of Newton and the subsequent refinements of his ideas 
for an undertstanding of gravity and the fundamental laws 
governing the behaviour of physical matter. 

This study has the more negative, though vitally impor
tant ta.sk, of analyzing the effects of wage-price controls and 
of showing that, whatever their superficial attractiveness, 
they simply do not work. They do not control injlalion. At 
best, they arc evaded by the skilful use of legal and financial 
talent talent which is scarce and could, more importantly 
should, be put to productive use. At worst, they destroy the 
allocation of scarce economic resources, they produce 
arbitrary and in general unjust redistributions of income, 
they generate a deterioration in industrial relations and they 
engender a disregard for the rule of law. These are strong 
claims and cannot simply be made by assertion. Nor can 
they be justified by a priori argument. They must be dem
onstrated by hard evidence. 

This paper focuses solely on the United Kingdom's ex
perience with wage-price controls since 1945. The study has 
tha-e main sections. First, it examines Britain's post-war 
inflation record and describes the various episodes of controls. 
Second, it compares the performance of inflation in 'con
trols on' and 'controls o f f periods and assesses the impact of 
controls on the pace of inflation. Third, it examines the side-
effects of controls. 

I I I N F L A T I O N AND C O N T R O L S : 
T H t B R I T I S H POST-WAR H I S T O R Y 
Britain's post-war inflation record has. on the average, been 
worse than that of most other major industrial countries 
and, in the years since 1970, has been especially severe. The 
full post-war record, as measured by the rate of inflation of 
retail (consumers') prices is set out in Chart I . Three things 
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Chart 1 - United Kingdom Inflation, 1945-1975 (Retail Prices) 

1945 1950 1955 1960 
Source U K Department ot Employmeni Gazette 

Stand out in this chart. First, with the exception of 1948, 
the Korean war years 1951-52 and the years since 1969. 
inflation has never been really severe and has uniformly been 
below 5 per cent per annum. Second, there has been, until 
recently, a pronounced and rather regular cycle with a dur-
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ation of approximately four years. Third, there is no single 
discernible trend but rather two distinct sub-trends; the 
1950's during which, measuring from trough to trough to 
avoid the distortion of the Korean War, the trend was cleariy 
downwards, while in the 1960's and 1970's the price trend 
has been strongly upwards and explosively so in the final 
yean. 

Against this background of the ebbs and flows of the 
inflation tide, let us now briefly describe chronologically, 
the various episodes of 'prices and incomes policies'. Eleven 
distinct episodes can be identified, many of them consecutive. 

Episode one - the Cripps-TUC co-op 
The first ran from 1948 to 1950, and its chief feature was 
an impressive and widely-respected appeal by Sir Stafford 
Cripps (the then Chancellor of the Exchequer), to the 
Trades Union Congress ( T U C ) for wage restraint and to the 
Federation of British Industry for dividend restraint. The 
episode ended in October 1950 with a vote by the T U C to 
abandon wage restraint. There were no statutory agencies 
set up to implement Cripps' policy and no announced 
'norms' or guidelines. The entire program was based on per
suasion and voluntary comphance. It must be borne in 
mind, however, that throughout this period, an elaborate 
system of points rationing, licensing and other wartime 
controls remained in force. These controls, in effect, tem
porarily replaced the resource allocating function normally 
performed by changes in prices and wages. 

Epi-sode two - mild rebuff 
Tlie second episode covered one year only, 1956, and was 
milder than either its predecessor or successors. It amounted 
to repeated requests by the then Conservative government for 
wage restraint and repeated refusals by the unions to co
operate. 

Episode three - the pay pause 
Episode three was initiated at the height of a balance-of-pay-
ments crisis in the summer of 1961 and was a request by the 
Conservative Government for a temporary' wage free/.e (or 
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•pay pause' as it was called). Again there was no enforcing 
agency and compliance was voluntary. 

Episode four - the guiding liglil 
The next episode was a direct extension of the previous one 
and was an attempt to make the relaxation of the 1961 wage 
freeze as orderly as possible. It specified a set of 'guiding 
lights' for wage and price rises based on the assumption that 
productivity would grow at 2.5 per cent per annum. The 
'guiding liglit' for wages was to be a rise of 2 to 2.5 percent 
per annum and for prices nil. Again these "norms' were 
voluntary but for the first time an agency (the National In
comes Commission) was estabUshed to monitor and encour
age compliance. However, the unions adopted a position of 
non-cooperation with this agency. The 2.5 per cent (max
imum) 'guiding light" for wages was adjusted to 3.5 per 
cent in 1963 and by the time of the 1964 General Election 
(October) the policy was abandoned. 

Epi.s()de five - accord 
That election saw the return of a Labour Government after 
thirteen years of Conservative rule and, in consequence, a 
revival of cooperation between government and organized 
labour. By the middle of 1965, the new government was 
able to sign with the Trade Unions and the employers' fed
eration (the Confederation of British Industry) a Joint 
Statement of Intent on Productivity, Prices and Incomes. 
which set down a voluntary guideline of 3 to 3.5 per cent per 
annum for wage increases, rules for permissible price in
creases, and criteria for exceptions. It also established a 
National Board for Prices and Incomes. This episode of 
policy lasted until mid-1966. 

Episode six - Labour - first forced freeze 
The next episode was the first British attempt (and this by a 
Labour government) to impose statutory limits on wage and 
price increases with penalties (fines) for non-compliance 
and provision for 'roll-backs'. For the first six months. July 
to December 1966. there was a total wage freeze and to 
mid-1967 a further period of'severe restraint'. 

149 



Modem Omtroh 

Episode seven rule by exception 
Episode seven was a mild relaxation of its predecessor. The 
force of the law still lay behind the guidelines, but more 'ex
ceptional cases' were permitted to take pay increases above 
the *norm'. 

Episode eight conlruU for a decade 
The next episode was. in effect, the phasing out of the 
previous restraint. A White Paper published in April 1968. 
Produclivily. Prices and Incomi's in 1968 and 1969, reverted 
to a 3.5 per cent per annum norm for wage increases but 
made exceptions, both for "lower paid' workers and in cases 
of 'productivity agreements'. These turned out to produce 
loopholes through which a blindfolded man could drive a 
bus and in effect were the method whereby the policy was 
gradually abandoned. The maximum pcmiissiblc normal 
wage increase was raised from 3.5 to 4.5 per cent at the 
end of 1969 and the policy finally ended with the election of 
the new Conservative Government m June 1970. This also 
ended almost ten unbroken years of some form or other of 
wage and price controls. 

Episode nine - Tory phased-frec/e 
Controls were reactivated by Edward Heath's Conservative 
Government in November 1972 in a three-stage statutory 
program. Stage I was a three month total freeze (similar to 
that imposed by President Nixon in 1971); Stage II a flat 
£1 per week plus 4 per cent to last six months; Stage I I I . 
a norm of 7 per cent plus partial indexation. Stage III was 
finally abandoned in a bitter conflict between the govern
ment and the coal miners which led to British industry 
being put on the three-day week and ended in the defeat of 
the Heath Government in February 1974. 

Episode (en Labour's social contract 
The new Labour Government of Harold Wilson which emerg
ed from the wreckage entered into a "social contract' or 
voluntary incomes policy, with the unions, a contract de
scribed as 'not worth the paper on which it was not written' 
which pledged the government to deliver high employment 

LSO 



Britain 1951-72 

and more sustained real income in return for the unions 
delivering moderation in monty wage claims. 

Episode eleven - Attack on Inflation 
The final episode started in July 1975 and is still in force 
(1976). This places statutory obligations on employers to 
limit pay increases to £6 per week (about 12 percent of the 
average weekly wage) and to limit price rises to ensure that 
margins do not increase. 

With all this vast variety and extent of experience, it 
should be possible to discover whether or not controls do 
have any effect on infiation and also to establish what side 
effects they have. We now turn to that task. 

Ill T H E E F F E C T S O F CONTROLS ON THE PACE OF 
INFLATION 
Isolating the effects controls have had on the pace of in
flation in the United Kingdom is no easy matter The rate of 
inflation is subject to infiuences from many sources and it is 
necessary to assess what these infiuences are in order to 
remove their effect from our analysis and establish the 
separate and independent infiuence of wage-price controls. 

As a preliminary to that analysis it is instmctive to see 
how Britain's record of infiation lines up with its experience 
with controls. This is done in Chart 2 which repeats the 
course of infiation shown in Chart I and superimposes as 
shaded areas the various episodes of wage-price controls. 
What is striking about this chart is the lack of any systematic 
tendency for controls to be associated with a reduction in 
infiation. Indeed, in broad terms, the reverse is true. As con
trols have become more severe (with statutory controls re
placing voluntary guidelines) and more prolonged, so the 
pace of infiation has accelerated. 

Of course, to a large extent, this reflects causation 
running from infiation to controls. As infiation becomes 
more serious so it brings in its wake an increasing clamour for 
the government to *do something' and, in view of their 
primitive appeal, controls are the natural measures to create 
the impression of government action. Few would want to 
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deny that inflation leads to controls; but do controls lead 
to the moderation of inflation? 

Chart 2 — Inflation and Controls, United Kingdom 
1945-1975 
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The answer from the facts portrayed in Chart 2 must 
be a qualified "no". It is true that in the early phases of 
episodes (1), (3) and (6) and throughout episodes (2) and (5), 
the rate of inflation did fall. However, it is also clear that in 
the later phases of episodes (1). (3) and (6) and in all other 
episodes of controls, the inflation rate continued to climb. 
It is noteworthy that, with the exception of 1956, the rate 
of U.K. inflation was higher at the end of each control 
episode than it had been at the beginning of the episode. 
However, we must quahfy, with a caution, the conclusion 
that controls do not help to reduce inflation. Could it be 
that the forces making for inflation were on a strong upward 
trend, especially througliout the 1960's and that, bad though 
Britain's inflation record was over this period, in the absence 
of controls it would have been much worse? If we are to 
assess properly the contribution of the controls, we cannot 
dodge that question. 

To answer this question it is necessary to establish what 
have been the main causes of inflation in postwar Britain 
and, in the light of these factors to predict the course that 
inflation would have taken in the absence of controls and 
then to measure the separate and independent effects of the 
controls. 

What then have been the main sources of Britain's 
post-war inflation? This, of course, has been and continues 
to be a controversial question and one on which a great 
deal has been written - much by the present author.' It 
is also though a question on which a stronger consensus is 
beginning to emerge as the facts become clearer. The two 
broad opposing views on the question may be labelled: 
'wage-push' and 'monetary-pull'. 

1. Causes of Inflation 
Wage-push inflation 
The wage-push view takes as its starting point factors which 
directly determine the rate of wage inflation. The central 
precondition for the wage-push analysis of inflation is the 
notion that, in an economy which uses Keynesian aggregate 
demand management techniques to maintain full employ-
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ment, the demand for labour in aggregate will be aUnost 
independent of the level of money wages since any wage 
level will be validated by the actions of the government and 
central bank. Trade unions, behaving in the absence of con
straints on employment will set wages in order primarily to 
achieve what they regard as fair wages. Concern with justice 
in the distribution of wages will ensure that any badly out-of-
line high wage settlement in a particular sector of the econo
my will quickly transmit itself to other sectors, thereby 
preserving the general structure of relative wages but raising 
their overall level. With wages determined in this manner 
and with productivity growth determined by longer-term 
factors, unit costs and hence prices will infiate in line with 
the initiating behaviour of wages. Monetary' and fiscal policy 
will accommodate and validate the inflation in order to 
ensure that real output does not fall and too much 
unemployment emerge. Further, if the infiation gets too 
far out of line with inflation in other countries, then, from 
time to time, the exchange rate will have to be depreciated. 

Monetary-pull inflation 
The alternative 'monetary-pull' view takes as its starting 
point aa analysis of the socio-poUtical factors which lead 
to the printing of an excessive supply of money relative to 
the demand for it. I he central mgrcdicnts in this .inalysis 
are that vote-seeking politicians believe (rightly apparently) 
that, by increasing government expenditure on social pro
grams, subsidies and the like, and by holding down interest 
rates, especially in the housing sector, they can improve 
their electoral chances. The result of such behaviour is an 
excessive rate of money creation to pay for the programs. 

Excessive money supply leads first (with a variable 
time lag but a lag of between one and two years) to an in
crease in the demand for goods and labour services. With a 
further (variable) time lag of up to a year, this excess de
mand leads to faster rises in wages and prices. Further, 
because the prices of some groups are the costs of others, an 
interactive spiral between wages and prices is set up. The 
more persistent is the inflationary money creation process. 
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the more will firms and unions come to expect its contin
uance and the faster will wages and prices rise simply in an
ticipation of what others are likely to do. If the resulting 
inflation is faster than in other countries, the exchange rate 
will eventually have to be depreciated. When this happens 
inflation will be given a further upward thrust, the mag
nitude of which will be determined by the country's depend
ence on imported goods. 

What does cause inflation? 
Having said what the two most popular views of inflationary 
forces are we must now decide which of them is correct. To 
do this we have to examine what actually happened in the 
United Kingdom and compare what actually happened to 
what these two theories would have predicted. First, let's 
consider what the theories would have predicted about the 
relationship between (he rate of money creation and the rate 
of inflation. 

According to the wage-push view the pressure for in
creases in wages produces, via cost increases, increases in 
prices. Increasing prices then produce pressure for increases 
in the money supply. Accordingly, if the wage-push theory 
is correct we expect to find that on average changes in wage 
growth and inflation precede, by a short interval, changes in 
monetary growth. 

The monetary-pull view, on the other hand, maintains 
that a high rate of money creation is the cause of the in
flation. Hence, if the monetary-pull view is correct we would 
expect to find that changes in the rate of inflation occur two 
or three years after a change in the rate of money creation. 

The second relationship that we must analyze is that 
between changes in wages and the factors that are supposed 
to cause the changes. 

From the point of view of the 'wage-push' theory, 
changes in wages represent a struggle for 'the income pie' 
and are only vaguely related to the demand for and supply 
of labour on the one hand and to inflation expectations on 
the other. If this view is correct, the rate of change in wages, 
on the whole, should be observed to adjust largely inde
pendently of labour market conditions and inflation ex-
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pectations and respond, instead, to a whole variety of socio-
psychological factors. If the 'monetary-pull' view is correct, 
wages should be seen to respond primarily to market forces 
- i.e. the supply of and demand for labour - and inflation 
expectations. 

Chart 3 — Inflation Rate and Growth of fvloney Stock. 
United Kingdom 1964-1974 
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Source: Reproduced from Where is Britain's Inllalion Going'' 
Uoyds Bank Review. July 1975, No 117. 

We now have two predictions from each of the views of 
inflation. To determine which one of the theories is correct 
we must compare the predictions to what has actually hap
pened. Let us look first at the relationship between money 
and inflation which Chart 3 illustrates. It shows the rate of 
inflation and the rate of growth of the money supply* on 
a quarterly frequency from the beginning of 1964^ Casual 
inspection of the chart does not reveal any strong cor
relation between money supply growth and inflation. How
ever more careful inspection reveals there to be a strong 
correlation between the rate of monetary expansion and the 
rate of inflation some three years later. There is no similariy 
strong correlation in the opposite direction. That is, there 
is no strong tendency for the rate of growth of money to 
lag behind inflation as is predicted by the 'wage-push' theory. 

In terms of the cycles, these regularities can be seen 
most cleariy in the latter part of the period depicted in the 
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chart. The buildup of the money supply growth rate in 1967 
and the U.K. devaluation of the pound of that year can be 
seen to have generated the inflation takeoff in 1969-70 and 
the even more dramatic buildup in the money supply growth 
rate from mid-1969 to mid-1972 as having brought the 1972 
onwards inflation explosion. The reductions in the rate of 
inflation in 1969 and 1971-72 are equally clearly associat 
ed with earlier reductions in the rate of growth of the money 
supply in 1966 and 1968-69 respectively. 

Thus, on the basis of this evidence, it appears that the 
'monetary-puir view is the correct explanation of Britain's 
inflation. It is also clear that the monetary forces making 
for faster inflation were in fact on the increase on the average 
througli the later 1960"s and 1970's. Hence, simply observing 
that inflation increased despite the presence of wage-price 
controls, does not lead to the inference that such controls 
were useless. We must examine whether, with controls in 
force, inflation was worse or better than it otherwise would 
have been. To do that within the framework of the relation
ship between money and inflation is not easy since that 
relationship is never exact and is subject to variable time 
lags. It turns out to be more fruitful to proceed by way of 
an analysis of the other relationship predicted by the 'mone
tary-pull' view and denied by the 'wage-push' view, that is 
the relationship between wages and the state of the supply 
of and demand for labour, together with inflation expecta
tions. As a prelude to examining that relationship let us 
briefly consider the basic methods employed in the large 
and still growing Uterature which has attempted to isolate 
the separate effects of controls on the pace of wage 
inflation.^ 

2. Controls and Inflation 
Inflation - with and without controls 
The basic method adopted in all the studies which we shall 
consider is the same and can be described very simply. First, 
the periods in which controls were not in operation are 
studied and a quantitative model is developed which ex
plains how wages (and prices) are affected by the state of 
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demand pres.sure. the state of inflation expectations and 
other (if any) relevant variables. The model is then used to 
predict the rate of wage and price change during a period in 
which controls arc in operation. Any systematic differences 
between the actual behaviour and predicted behaviour of 
wages and prices is then attributed to the effects of controls. 
This procedure is not, of course, as reliable as a laboratory 
experiment in which everything is held constant except for 
the presence or absence of a controls program and the ex
periment then repeated a large number of times. It is, how
ever, the nearest we can get to a laboratory experiment in a 
social science and. provided the statistical work is handled 
carefully, provides us with the most rehable information 
available. 

The starting point for such studies has been a familiar 
and intuitively appeaUng model which describes inflation in 
the absence of controls and has two propositions. The first 
proposition is that wage change depends on the excess de
mand for labour, the expected rate of inflation (usually 
measured by a weighted average of recent actual rates of in
flation) and such factors as the change in the fraction of the 
labour force unionized. The second proposition is that prices 
are a markup over unit costs, which in turn are determined 
by wages, output per head and import prices. Models based 
on these propositions explain the bulk of the variability of 
wages and prices in postwar Britain.' 

Predicting the effect of controls 
When such models are used to predict the rate of wage and 
price change during a period of wage-price controls they 
show that, on the average, with the exception of the Cripps 
episode, there is no significant downward adjustment of in
flation attributable to the controls. The controls do, how
ever, have a temporary effect but one which, in the sub
sequent development of inflation, is offset and negated. 
Although individual studies differ in their details, their 
broad findings agree and to illustrate the calculated effects 
of controls, we will look at the findings of a study done by 
Lipsey and Parkin,^ Chart 4 summarizes their findings. 
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Chart 4 — Wage inflation in the United Kingdom 
1948-1968 
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The chart shows the difference between the actual rate 
of wage inflation and the rate of wage infiation predicted 
by the model that Lipsey and Parkin constructed. Because 
the model is only an approximation to reality there will 
always be a lack of precision in predicting the rate of wage 
increase at particular times. However, if the basic determin
ants of wage infiation stay the same then we should expect 
the precision of the model to stay the same through time. 
The shaded areas show the precision of the model during 
periods when controls were not in effect. As can be seen. 
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the model was usually successful in predicting the percentage 
change in wages to within one per cent of the actual change. 

During periods of wage controls the normal wage-
determining process is suspended to the extent that the 
controls arc successful. Therefore, we would not expect the 
model, which contains only the normal variables, to predict 
well during such periods. In fact, we would expect the 
model to make errors during periods of control that would 
vary in size with the effectiveness of the controls. .\ positive 
error larger than about one per cent during the 'controls 
on' period indicates that the control period produced a larger 
increase in wages than would otherwise have occurred. A 
negative value less than about one per cent (negative) in
dicates that the controls were successful in reducing the rate 
of wage increase. 

Using this criterion let us analyze the various control 
periods. The first control episode - that of Cripps was 
clearly successful. The annual reduction in the rate of wage 
inflation was almost two percentage f>oints. The 1956 epi
sode averaged out at virtually zero. The 1961 freeze was 
highly successful but for a single quarter only and was follow
ed by some catch-up effects which at least offset the gains 
during the freeze. This is seen in the chart as the sequence 
of wage rises in excess of those predicted in the absence of 
controls peaking at almost 3 per cent in 1963. The 1966 
freeze is seen as highly successful but again very short-lived. 
It lowered wage change by more than three percentage points 
below the level predicted in the absence of controls. How
ever, it was quickly followed by oversized wage rises of more 
than four percentage points in 1967. 

Controls don't work on wages 
The general picture concerning the effects of controls on 
wages, given the actual degree of labour market demand 
pressure and state of inflation expectations, is of a successful 
immediate postwar policy episode followed by a zero average 
thereafter. The study by Lipsey and Parkin and the large 
literature which grew out of this work did not explore the 
effects of the most recent controls introduced at the end of 
1972. The only study done recently enough to examine 
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that episode is by Frank J. Reid of the University of Toronto 
though his study is not yet published.' Rcid's study whilst 
more sophisticated than the eariier ones agrees with eariier 
findings on the success of the Cripps policy and on the tem
porary success of freezes. He finds that the freeze imposed 
during the first quarter of 1973 was also successful. However, 
his conclusions about the overall effectiveness of controls 
do not differ from my own. 

About prices and expectations 
The analysis of the effects of controls on the behaviour of 
wages which we have just reviewed leaves several questions 
in the air, two of which we now address. The first is. even if 
controls can temporarily hold wages back, do those effects 
feed through to prices? Second, do controls affect expecta
tions of infiation, thereby reducing wage and price rises in a 
way that would be missed by the procedures described 
above? We take up each of these questions in turn. 

The linkage between wages and prices is by no means 
an exact one even in the absence of controls. We can how
ever, use the same procedure as described above to calculate 
that relationship (including an allowance for changes in 
import prices and productivity) for periods when controls 
are not operating and then use that relationship to predict 
the rate of price change which would have taken place given 
the rates of wage, import price, and productivity change. 
After conducting such an exercise, Lipsey and Parkin cal
culated that during the Cripps policy period prices ruse faster 
by three-quarters of a percentage point per annum on the 
average than predicted, thereby partly though not wholly 
negating the successful reduction in the rate of wage 
inflation during that period. " 

Prices not affected 
A similar situation arose during the wage freeze of 1961. 
The only solidly successful reduction of the rate of price 
inflation relative to wage infiation was in 1956. For the 
remainder of the time, there is no discemible change in 
price behaviour. TTie implication of this is that, to some 
extent, 'successful' reductions in the rate of wage change 
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are offset by rising profit margins but, on the whole, the 
behaviour of prices under a controls program is not very 
different than would have occurred in the absence 
of controls. 

Expectations 
Do controls affect expectations of infiation thereby re
ducing both wage and price rises in an almost direct manner? 
This question has been addressed in a study by Carlson 
and Parkin. " Using the results of a monthly survey of 
individual expectations of future price increases they estim
ated a time series which measures variafions in infiation 
expectations. The authors determined that infiation ex
pectations are adjusted in the light of current infiation ex
perience but are not infiuenced by the presence or absence 
of controls. This is broadly in line with results obtained by 
a rather different procedure for U.S. experience. For that 
country, changes in rates of interest on assets with various 
terms to maturity have been used to make inferences about 
the relationship between expectations about infiation and the 
length of time into the future about which expectations are 
held. Thus, for example, a person investing money for three 
months is thought to be concerned about (and have ex
pectations about) the infiation rate three months in the 
future. Similarly for people investing for six months, two 
years, ten years and so on. 

What emerges from these studies is that the short-term 
(three months ahead) expected inflation rate falls during a 
freeze but that longer-term expectations are little affected. 
These results are of course entirely in hne with the notion 
that people form their expectations about economic 
phenomena in a rational manner using whatever information 
is available for the purpose. Controls have been seen to 
fail so often in the past in the U.K. that rational people's 
expectations are infiuenced little by their imposition. 

IV THE SIDE E F F E C T S O F CONTROLS IN THE U.K. 
Four major side effects of controls were identified in the 
introduction to this chapter; resource misallocation. income 
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redistribution, a deterioration in industrial relations, and an 
increasing disregard for the rule of law. We now examine 
those assertions more fully. Unfortunately, important though 
these areas are. they are less easily documented and have 
been less comprehensively studied than the effects of 
controls on the rate of inflation itself. However, there is a 
good deal that can be said. 

I. On misuse of resources 
First let us look at resource misallocations. The most clear 
and obvious resource reallocation that takes place when 
comprehensive wage-price controls are introduced is that 
involved with the very process of administration of the 
controls. First, a statutory agency of some kind is usually 
set up which typically takes the cream of the civil service 
and brings in talented people from industry and the labour 
unions as well as from the legal and accounting professions. 
This, however, is just the tip of the iceberg. Just as govern
ment has to set up its own statutory body to handle the 
controls so major unions and Arms have to hire specialist 
services to plead with, argue with, and make cases to the 
statutory body. It is very hard to quantify the loss from 
this resource reallocation and it indeed has been variable. 
Some controls in the British case hardly used any resources 
of this type at all but others, most notably that set up in 
the middle 1960's under the National Board for Prices and 
Incomes, absorbed an enormous amount of scarce talent. 

The classical economic analysis of resource misalloca-
tion. in the face of relative prices that do not reflect market 
conditions, probably does not apply very seriously to the 
ojjeration of wage-price controls. If the controls were totally 
inflexible and made rigidly to stick then such misallocations 
would occur and possibly indeed they do occur on a relative
ly limited scale for those short periods (usually not longer 
than three months) when controls have been absolutely 
rigid. However, I suspect that the resources expended in 
evading the controls are sufficient to ensure that relative 
prices do adjust to reflect underiying changes in supply 
and demand. Precisely how this is achieved will depend on 
the nature of the control regime. 
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Often it is possible to avoid the controls while remain
ing within the letter of the law. On the prices front this is 
most easily done by the skilful use of inventory and asset 
valuations designed to produce a particular impression con
cerning movements in unit costs. On the wages front there 
are sufficient possibilities for regrading workers so that, 
although the pay scales for particular jobs stay within the 
guidelines, the actual wages earned by any particular in
dividual goes outside those limits. On occasions, however, 
it has been easier to avoid the controls by actions which 
are technically illegal. In these cases it is terribly hard, 
indeed impossible in the absence of court cases of which 
there have been very few, to provide documentary evidence. 
However, it was common knowledge (but based entirely on 
hearsay) that many British firms during the most recent 
phase of wage-price controls were evading the controls by 
writing invoices which sold output to subsidiaries overseas 
and then reimporting the material from the overseas 
subsidiary or agent at a price sufficiently high to ensure that 
their costs as a result of rising import costs were adequately 
large to justify the price which they wanted to charge for 
their output. In order to do this it was not necessary to incur 
the shipping costs of actually exporting and reimporting the 
goods. All that was necessary was to generate the docu
mentation. This, of course, is a very simple procedure to 
pursue and almost an impossible one to police. 

Although I have suggested that the classical resource 
misallocations arising from the fixing of disequilibrium 
relative prices are probably not serious in most cases, there 
is one aspect of the way in which controls were applied in 
Britain which probably did have an adverse effect on re
source allocation. That is the tendency for wage controls 
to be written in such a way that they discriminate against 
the more highly-paid members of the community. In Brit
ain there were often limits specified in terms of the flat rate 
of money increase. This of course would translate into a 
much smaller percentage increase for the better off than the 
poorest members of the community. Of course, it is usually 
sought to justify this type of arrangement in terms of equity 
arguments. However, that misses the point. High wages are 
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paid to those whose output is most valuable. I f a government 
regulation tells employers that they may not pay their highly-
skilled workers as much as they are worth, then firms will 
either have to find other ways of compensating those em
ployees or run the risk of losing some of their services. 

At the other extreme in the British case, the lower 
paid workers were more favoured than average workers. The 
permissible wage rise of the lower paid has been higher than 
the average, and has become the minimum as well as the 
maximum raise possible. This, of course, is exactly like a 
minimum wage bw. It has the effect of pricing out of the 
labour market certain lower skilled and low marginal product 
workers. It tlicrefore raises the unemployment rate amongst 
those classes of workers and carries with it the risk that the 
government will misread the resulting rise in unemployment 
and see it as a signal to stimulate aggregate demand, thereby 
generating even more infiationary pressures for the controls 
to attempt to contain. 

A more serious consequence of the pohcy is the way in 
which price controls have been applied in the public sector 
especially during the recent 'social contract*. Government 
subsidies have been widely used in an attempt to hold down 
the price of pubUc sector produced gas. electricity, public 
housing and public transport. Also, food has been subsidized. 
This has resulted in an enormous increase in the public 
sector deficit and borrowing requirement and far from 
reducing inflationary pressures has exacerbated them. 

2. On the redistribution of income 
The second major area in which controls have side effects 
is in the arbitrary redistribution of income which they cause. 
TTie first feature worth lookmg at here is that between 
labour income on the one hand and profits on the other. 
Chart 5 illustrates the share of employment income in the 
post-war years. Here we see that income from employment as 
a percentage of gross domestic product fell between 1952 
and 1953. then climbed to 1956. fell slightly down to 1959. 
then rose to a peak in 1962 when it fell for one year, then 
rose to another peak in 1966 when it fell for one year. then, 
after peaking in 1968-69 took a prolonged slide down to 
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Chart 5 — Income from Employment as a Percentage 
of G r o s s Domest ic Product. 
United Kingdom 1952-1974 

n coi 

•MO iMt 'Me ttn ' >*rt 
Source From U K Government Statistics 

1973 after whicfi it surged forward again. Taking the period 
as a whole there has been a tendency for the share of in
come from employment in national income to rise. That 
share in 1952 was a Uttle over 66 per cent and by 1974 
had reached almost 72 percent. 

The factors making for that trend increase in the share 
of employment income would take us beyond the scope of 
this study. Furthermore, there is still a good deal of con
troversy surrounding that question. It seems likely that at 
least one of the main contributing factors has been the in
creased market power of labour that arises from a persistent 
commitment to a full employment program. However, 
despite the fact that there has been a trend increase in 
income from employment, there have been five occasions on 
which labour's share has fallen. Four of those are associated 
with the application of wage-price controls. This suggests 
that controls bite more heavily on employment income 
than they do on prices of final output and than they do, 
therefore, on profit margins. This would not be surprising 
in view of the fact that it is possible to single out and widely 
publicize wage settlements in particular sensitive sectors. In 
contrast to this, outside a few key products in the public 
sector, it is very difficult to pin down one or two key prod
ucts for high publicity and rigid control. 

166 



Bnrain 1931-72 

It would be foolish to claim that the connection be
tween controls and the dips in labour's share in national 
income are at all strong. There are several continuations of 
the reduction in the share of income from employment 
which run beyond a control period and two which precede 
a control period. Thus there are periods outside controls 
when labour's share has fallen. However, what is noticeable 
is that whenever controls have been in operation, labour's 
share has also fallen. This is not to say that because con
trols apparently have some potential for curbing the rise 
in labour's share that they are therefore doing a good job. 
There are other ways in which labour's share could be con
trolled if indeed it was desirable to control it: most notably 
by generating a competitive environment in labour markets 
which made workers responsible for getting their supply 
price right rather than placing all the responsibility for 
employment on the aggregate demand management poUcies 
of the government. 

Much less easy to document are movements of relative 
wages which result from controls. There must be a strong 
presumption that the weak will lose under a control regime 
despite clauses favouring low wage groups. Governments 
usually try to avoid head-on confrontations with major 
and powerful groups of organized labour and therefore one 
way or another wage settlements for such groups are likely 
to be further from the guidelines and closer to the original 
claims than are those of weaker groups. 

Also, not at all well-documented but highly likely, are 
redistributions within the corporate sector arising from the 
fact that some prices are more easily pegged than others. 
Highly-standardized products, for example, are easier to 
police than are highly-specialized items. 

Possibly the most serious arbitrary redistribution of 
income in the British control experiments has been within 
the public sector and between the public and private sectors. 
Within the public sector there has been a great deal of wage 
disparity. As a rough approximation it seems reasonable to 
say that the private sector has probably on the average not 
been much affected by controls. In the public sector the ad
ministrators and those directly and indirectly involved in 
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the administration of the state's increasing economic inter-
ventionism have done very well. Real wages of administra
tive civil servants in Britain have increased as rapidly as 
those of any group in the economy. However, other public 
sector emfrfoyees such as doctors, nurses, refuse collectors, 
teachers, academics and the like have all lost out over the 
past few years. Thus, the general pattern is that the adminis-
tratWe civil servants have done best, private sector employees 
have about held their own. while other public sector workers 
lost. 

3. On industrial relations and strikes 
The third major area in which controls have had a clear and 
devastating effect on the British economy has been in in
dustrial relations. The British strike record is one of the 
most widely-known facts about that country in the rest of 
the world. That strike record, in terms of number of working 
days lost each year, is set out in Chart 6. What is significant 
about that chart is the strong trend growth in working days 
lost all through the 1960's. The very high peak of almost 24 
million working days lost in 1972 is due almost entirely to 
the introduction in 1971 of the 'infamous' Industrial Re
lations Act. That Act, introduced by a Conservative govern
ment, generated a great deal of hostility from the labour 

C h a r t s — S t r i k e s in the United Kingdom,Number of 
Working Days Lost Annually 1947-1974 

Source: U K Department ot Employment Gazette 
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movement and industrial relations in the period were very 
bad for reasons completely unconnected with controls. 
However, apart from that peak it is clear that controls have 
been associated with a tendency for the frequency of strikes 
to rise. The only exception to this is the relatively placid 
period of the immediate postwar years, at a time when there 
was a certain euphoric support for the first postwar Labour 
Government on the part of the newly-demobilized labour 
force. 

In the period of the middle I950's and throughout the 
I960's we see that the more controls were prolonged, the 
higher was the volume of strike activity. This also seems to 
have appUed during the reintroduction of controls in 
1973-74. Of course, correlation does not prove causation. 
There seem to be three possibilities: i) controls cause strikes, 
ii) strikes cause inflation which lead to controls, and iii) 
some third outside factor both generates controls and strikes. 
The obvious candidate in this latter case is inflation itself. 
That is, a rising inflation rate could be thought of as both 
bringing on controls and generating more strikes. Unscramb
ling these three alternative possible causation theories is not 
at all straightforward. However, i f we try to explain the 
variabiUty of the inflation rate using the conventional hy
pothesis that the rate of inflation is higher the higher is the 
state of inflation expectations and the greater is the pressure 
on aggregate demand then we find that we can explain pretty 
well all of the variability of Britain's infiation rate and that 
there is no independent role left for strikes.'^Thus, it seems 
fairly safe to conclude that strikes do not cause infiation. 

Does infiation cause strikes though? In a study of the 
determination of strike activity in the British economy. 
Pencavel " has shown that there is a partial correlation be
tween inflation and strikes. However, we must be very 
cautious how we interpret this correlation. A priori there 
seems no reason at all why a high rate of inflation should lead 
to a high volume of strike activity. We would expect strikes 
to arise because of a mismatching of expectations about 
inflation between the two sides of industry. On the face of it, 
it is very difficult to see why the two sides of industry 
should take different views about the rate of mflation in a 

169 



Modem Controls 

way that is systematically related to the degree of inflation. 
It seems much more Ukely that both sides of industry take 
broadly the same view but that because of government 
regulation labour unions need to demonstrate more strongly 
their determination to see their expectations given effect to. 

Althougli one cannot be sure, it seems that the most 
plausible interpretation of the persistent increase in strike 
activity in the 1960*s and the upturn again in 1973-74 is 
that it was caused by the government placing itself in a sit
uation of confrontation with labour unions leaving them with 
the option of accepting a cut in real wages or using their 
market power, displayed through the strike weapon; faced 
with these alternatives, organized labour has opted for the 
latter. 

4. On respect for the rule of law 
This leads naturally into the final major and perhaps most 
dangerous side-effect of controls, namely the disrespect 
which they engender for the rule of law. The most effective 
way of ridicuUng a legal system is to enact laws which have 
no way of being implemented. Perhaps the best example is 
that of King Canute standing on the beach and ordering the 
tide to stop. Although it looks less ridiculous it is in the same 
category of laws for a parliament to legislate that wages and 
prices will not rise or will not rise by more than a certain 
amount. It is akin to attempting by statute to repeal the law 
of gravity. When, as would be predicted, the law begins to 
be ignored or worse, when strong and well-organized groups 
line up against the law, this raises questions concerning the 
sovereignty and authority of parUament. In Britain, espec
ially during the most recent phase of controls in 1974, this 
reached the amazing pitch of leading to a general election 
campaign on the central theme "Who Governs Britain -
Whitehall or the Unions?" That particular episode illus
trates this point most vividly. 

In the winter of 1973-74 following the oil price rise 
of the fall of 1973 a major pay claim was put in to the Heath 
Government by the coal miners in the U.K. The miners had 
by that time suffered a relative fall in wages largely as a 
result of their weakening competitive position in a world of 
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cheap alternative sources of fuel and of a declining industry. 
However, as a result of the oil price rise, coal became a more 
viable source of energy. Also, the miners' union was some
what more centrally and tightly organized by 1974 than it 
had been in earUer years. The combination of these two 
things enabled the coal miners to put in a large but, many 
would have judged, not unrealistic wage claim. The claim, 
however, was well outside the guidelines of the prices and 
incomes control program then in force. The Conservative 
Government dug in its toes, refused to meet the miners' 
demands and this led to a prolonged and very costly coal 
strike. The strike led to a massive reduction in electricity 
generation and eventually to most of the British economy 
moving onto a three day working week. This particular 
episode serves to illustrate, in fact, all four major side-
effect arguments that have been advanced above. Here we 
have a clear case in which the controls led to a massive 
reduction in economic welfare as a result of lost output. 
They also were an attempt to force through an arbitrary 
distribufion of income in opposition to undoubted market 
forces pointing in the direction of an increase in the relative 
wage of coal miners; they produced a crisis in industrial 
relations close to the proporUons of the British General 
Strike of 1926 and finally brought about the fall of the 
Health Government in February 1974. 

Of course, it could be argued that the particular 
policies being pursued by that particular government at that 
particular time were very, unfortunate and were not of the 
essence of wage-price controls but just one extreme example 
of them. True, that episode was extreme, but it is the 
extremes that most vividly illustrate the dangers in pursuing 
policies such as these. 

It has been argued that controls are counter-producUve 
and that they do not control inflation and in addition have 
damaging side-effects. It may be thought that Britain's 
current control program contradicts to some degree these 
conclusions since with the latest episode of controls in 
operation, the rate of inflation is reported to be moderating. 
However, it would be wrong to attribute that inflation 
moderation to controls. Monetary policy has been on a 
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severely contractionary path since mid-1972 and it is that 
which has produced the present unemployment level of one 
milUon plus and has reduced the inflation rate. The lesson 
from the latest British experiment with controls is entirely in 
line with that of the previous episodes. 
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The USA, 1971-74: 
How Many Matzo Balls 

in the Soup? 

(i) Economic 'Stabilisation' 
— the real effects* 

Michael R. Darby 

1. I N T R O D U C T I O N 
President Richard M. Nixon announced his Economic Stab
ilization Program ( E S P ) on August 15, 1971. This program 
— populariy termed price and wage controls was initially 
immensely popular and similar programs were soon estab-
Ushed in other countries. The program expired on April 30. 
1974. after an election-year Congress refused to renew 
authorization. This paper examines the nature and effects 
of the program as it evolved over time. 

The most surprising feature of the program was that 
neariy the only enforced restrictive ceiling was that on in
creases in wages in unionized firms. In effect, the ESP was 
little more than a scheme for regulating the monopoly power 
of unions. When this rein was relaxed in January 1973, the 
program became a shell imposing administrative costs on 
many industries and serious effects in a few. but mostly 
' ful l of sound and fury, signifying nothing'. 

The ESP is generally credited with reducing the rate of 

•from Michael R. Darby. "The U.S. Economic Stabilisation Propim of 1971-74" 
in Michael Walker, ed. The Illutlon of Wage and Price Control. Fraser Institute, 
Vancouver 1976. 
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inflation during the first eighteen months of its existence, 
but in the last fifteen months inflation was recorded at a 
higher rate than would otherwise have occurred as prices 
'caught up'. Taken as a whole, the ESP did not appear to 
have any effect on the average rate of inflation from the 
second quarter of 1971 to the third quarter of 1974. The 
reported swings in the rate of inflation appear to reflect 
initial hidden reductions in the quaUty of products. Such 
reductions were undertaken to avoid administrative costs 
involved in making large expUcit price changes. After Jan
uary 1973. these administrative costs were reduced or elim
inated and firms began to restore quahty. 

n ORIGINS OF T H E A M E R I C A N I N F L A T I O N 
Price and wage controls were pohtically popular in the 
United States in 1971 because of widespread dissatisfaction 
with the rate of inflation then being experienced. Controls 
were popularly interpreted as strong poUtical acfion to 'do 
something' about inflation. 

The causes of inflation 
Persistent inflation is always and everywhere a monetary 
phenomenon, as has been ably demonstrated by other 
essays in this series. That is. leaving aside year-to-year wig
gles around the basic trend, the price level grows if, and to 
the extent that, money is created faster than the normal 
growth in the public's desire for money expressed in terms 
of the real goods and services that it can buy. The average 
price of goods and services must rise because until it does 
people will think that they have more cash than they desire 
and attempt to adjust their position by spending the 'excess'. 
This process will continue until prices rise and people's 
desire for cash correspondingly rises to absorb the available 
supply. 

This relation is not perfect over any short period of 
time. In particular, prices and wages do not adjust immed
iately to an increased rate of money creation and so later 
must rise faster for a time - like a late starter in a race - to 
catch up. This cyclical adjustment of the rate of inflation 
to a change in the growth rate of the money supply is the 
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source of much confusion. At first, an increased rate of 
money creation induces increased spending and little increase 
in inflation so that real spending grows abnormally rapidly 
and unemployment falls. In time, workers increase their wage 
demands and inflation and unemployment rise while growth 
of real income and spending becomes abnormally slow. The 
growth rates of wages and prices seem disproportionate to 
the growth of money during this catch-up period and talk of 
"cost-push inflation' becomes popular. When the catch-up 
is completed, the rate of inflation falls but to a rate higher 
than existed before the increase in the rate of money 
creation.' • 

Pre-control monetary policy in the U.S. 
As in all industrialized countries, the growth rate of the U.S. 
money supply is determined by the central bank in the 
case of the U.S. , the Federal Reserve System, populariy 
called the Fed. For complex reasons peripheral to this paper, 
the Fed's monetary policy from 1963 to the start of con
trols can be characterized as accelerating money creation, 
except for slow-downs in the second half of 1966 and in 
1969. As a direct result, the trend rate of inflation also 
accelerated, to the protest of the populace and the dis
comfort of the politicians. 

The wage-price spiral 
Politicians of course denied blame for the results of govern
ment policy and instead encouraged myths attributing infla
tion to greedy businessmen and greedy unionists. Increased 
inflation implies more rapid growth in prices and wages, but 
these are symptoms not causes. Still, businessmen were quite 
willing to hang any charge on unionists and so popularized 
the myth with respect to their adversaries. Unionists were 
pleased to return the compliment. With so much propaganda 
laying blame for inflation to the monopoly power of bus
iness or unionists, the public and press largely overlooked 
the undramatic money supply data and the careful com
plaints of academics. So the pressure rose to do something 
about the supposed villains. 
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III THE NATURE AND E F F E C T S O F T H E ECONOMIC 
STABILIZATION PROGRAM 
On August 15, 1971, President Nixon announced the im
position of a 90-day freeze on all prices, rents, wages and 
salaries except for raw agricultural products and imporis. 
This action, variously termed as Freeze I or Phase 1, was 
taken under authority of the Economic Stabilization Act 
of 1970, as amended. The Act had been passed by a Demo
cratic Congress in an election year to provide debating am
munition against the Republican President who had pledged 
not to use the 'standby' authority to control prices and 
wages. 

Phase I (Freeze I ) was followed by Phase I I , Phase I I I , 
Freeze I I . and Phase I V . each with significantly different 
rules and regulations. The essential features and effects of 
each phase will be considered separately below. 

Leaving aside the brief freezes, the basic philosophy of 
the controls was a cost-plus theory of pricing. A typical 
statement was:-

"The standards announced by the Pay Board and the 
Price Commission imply the following arithmetic: I f 
compensation per hour of work rises by 5.5 per cent 
per annum, and if output per hour of work rises by 3 
per cent per annum, labor costs per unit of output will 
rise by approximately 2.5 per cent per annum. I f prices 
rise in the same proportion as labor costs, which arc the 
largest element in total costs for the economy as a 
whole, then prices will also rise by 2.5 per cent, a rate 
within the range of the goal set by the C L C . " ^ 

Price and wage rules were set relative to historical 
base periods for individual firms and there was no uniformity 
in permissible prices or wages between firms. 

Exemptions were granted based on the size of firms 
(for prices), on the number of employees (for wages), on 
the industry, and on the level of wages.^ 

1. Phase I - suriirLsc attack 
The initial Freeze was a surprise action aimed at avoiding 
strategic price and wage increases while a more sophisticated 
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control program was formulated and implemented. 
Just prior to the Freeze, the rate of inflation was run

ning about 4.5 per cent per annum; so after the end of a 90-
day freeze the level of prices would be about one percentage 
point below the level that market forces would have pro
duced if the market price level had continued to grow at 
about the same rate as previously. Even this is a high es
timate of the difference between what we might call the 'ceil
ing' and the 'market' price levels however. Since the growth 
rate of wages normally exceeds the growth rate of prices by 
the amount of productivity growth, a successful freeze on 
wages might cause the price level to fall over lime. If this is 
to happen, the freeze on wages must not result in labor 
shortages. In fact, firms were able to hire increased quantities 
of lat)or at the frozen wage scales and employment grew at 
the rapid rate of 4.2 per cent per annum from August to 
November, 1971. 

Wages the target 
The major economic rationalization for the ESP was that the 
wage demands of nonunionized workers^ and the agreed 
wages in union contracts included a substantial adjustment 
for expected infiation. It was argued that the ESP could 
speed the adjustment to a lower rate of infiation by reduc
ing infiationary expectations and abrogating union contracts. 
Thus the temporary increase in unemployment that would 
have been associated with a decrease in the growth rate of 
the money supply would be reduced or ehminated. As will 
be shown below, the Fed increased money supply growth 
to new heights during the Freeze instead of reducing it. 
Nevertheless, during the brief life of the Freeze the hoped-
for reduction (or perhaps postponement) of wage increases 
seems to have occurred. 

The price freeze restricted most prices only trivially if 
at all; the market price for some goods actually rose signifi
cantly because of increased demand or cost conditions. This 
was especially true for restaurant meals and processed foods 
as prices of raw agricultural products were exempt from con
trols. Where it was difficult to conceal reductions in quality 
or portions, products bcc;iine unavailable except in new 
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higher priced 'deluxe' versions (the<herry-on-the-top 
phenomenon). 

2. Phase II - wage and price controls? 
The Phase I I program (November 14, 1971 - January 10, 
1973) bore Uttle resemblance to standard ideas of price and 
wage controls. No economy-wide regulations were issued as 
to maximum permissible prices for certain products or 
maximum permissible wage rates for certain types of labor. 
Instead regulations were apphed on a firm-by-firm basis. 
Subject to exceptions and exemptions, there were three key 
constraints imposed on firms: ( I ) Profit margins were limited 
to the average of the best two of the three fiscal years pre
ceding Phase I . (2 ) Wage scales were Umited to a 5.5 per 
cent per annum rate of growth. (3) Large firms had to ob
tain prior approval for any increase in prices (firms with sales 
of SI00 million or more) or wages (firms with 5000 em
ployees or more). These constraints, as well as other sub
sidiary regulations, were supposed to be enforced by a staff 
of less than 4000 people.^ 

The price formula 
The general standard for price increases was that prices 
could increase proportionately to increases in costs. But this 
is exactly what happens in any pure inflafion and so pro
vided no real constraint for most firms. Only where major 
shifts in relative demand or supply increased the market 
return to factors of production owned by the firm notably 
in the lumber, oil, and leather industries - was the profit 
margin rule a serious limit. Most firms required only a little 
creative accounting^ to meet the profit margin ceiling. 

With prices essentially uncontrolled - so long as they 
rose in normal proportion to costs - the program could 
affect the rate of inflation only by reducing the rate at which 
costs were growing. This was the role of the wage controls. 

Wage controls 
Generally wage controls are very easy to evade as long as 
employer and employee both find it advantageous to do so. 
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For example, the number of hours worked can be over-
reported or a spurious promotion made with no real change 
in duties. It will be in the interest of employen in com
petitive labor markets to evade the controls as otherwise 
they will lose employees to those who do so. 

Unions the target 
This is not true for unionized firms. U.S. labor laws in effect 
give unions the power to impose considerably higher wages 
than required to obtain the number of employees that the 
firm is willing to hire at those wages. Under the ESP, the 
maximum wage demands that finns would be required by 
the courts to meet were Umited to a S.S per cent per armum 
increase. Nearly all unionized firms could still hire all the 
employees they desired under the controlled wage rate and 
so had no incentive to evade the wage controls. In effect, 
the government imposed a price regulation on the unions 
who had previously been granted monopoly power. It may 
not be surprising that the Nixon administration should use 
the Economic Stabilization Act to benefit the owners of 
unionized firms at the expense of union leaders and mem
bers' given the general support of the former and opposition 
o f the latter in the 1968 and 1972 Presidential elections. 

Generally, firms in competitive markets could and did 
easily evade the wage ceiling where it was less than the 
market wage. Unionized firms were quite wilhng to abide 
by the reduced wage scales. The only real enforcement of the 
wage ceihng was the unwillingness of the courts and the ESP 
administration to approve union contracts which exceeded 
it by much. Little actual evasion was required by non-
unionized firms as low-wage and small-firm exemptions ex
cluded most private nonfarm workers from any controls.' 
Significantly, the small-firm exemption did not apply to 
the heavily-unionized construction industry regulated under 
the Pay Board's Construction Industry Stabilization 
Committee. 

Effects on wages and employment 
The impact of the controls on union wages was to increase 
the number of workers which unionized firms were willing 
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to hire. As a result some workers were shifted from less 
productive work in non-unionized forms to more productive 
work in unionized firms and total output increased. Un
fortunately, there is no satisfactory way to estimate the 
precise net increase in total output which resulted. Earlier 
estimates of the reduction in U.S. real output due to unions' 
monopoly power to set wage rates were approximately 0.3 
per cent of gross national product at most.' So although 
the precise increase in output due to the reduction in union 
power is unknown, it must have been at most about one 
quarter of one per cent. Even if the demand for money in 
terms of real goods and services were increased proportion
ately, this would imply at most a 0.25 per cent decrease 
in the price level compared to what it would otherwise luivc 
been. So the increase in real output and the reduction in the 
price level due to Phase I I wage controls were both relatively 
trivial. 

Prices up, quality down 
About 1700 large firms were required to obtain prior ap
proval from the Price Commission in order to raise prices. 
In granting increases, the Price Commission did not adhere 
to the general regulations. For example, the excess of wage 
increases over 5.5 per cent per annum even where approved 
by the Pay Board due to some provision of law might not be 
included in allowable costs. Historical averages of industry 
productivity growth were substituted for firm-by-firm ex
perience. However 'cost justified' large price increases were 
not approved. Firms could and did avoid the administrative 
costs of separate applications by entering into 'term limit 
pricing' agreements permitting them to raise prices at an 
average rate of, say, 1.8 to 2.0 per cent per annum with no 
single price to be increased by more than an agreed amount 
such as 8 per cent. 

Although stated prices were controlled, there was no 
staff on the Price Commission to attempt to control the 
quality of goods. So firms which would otherwise have in
creased prices by 4 per cent were free to increase prices by 
the approved amount, say 2.5 per cent, and to make up the 
difference by reducing quality so that unit costs fell, in this 
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case by 1.5 per cent. So long as the quality reduction was 
covert and profit margins did not exceed the firm's allow
able limit, no penalities were incurred. 

Government statistical agencies find it difficult to 
correct for quality changes in normal times; it is therefore 
not surprising that they should miss most such covert de
terioration in quaUty. As a result, the reported price index 
appean to have fallen steadily below the 'true' price level -
the price level adjusted for the changing quahty of goods -
during Phase I I . Section I I I below presents estimates of the 
true changes in the price level adjusted for such omitted 
changes in quality. These estimates indicate that the reported 
price index rose about 0.2 per cent per month or 2.5 per cent 
per annum less than the true price level. 

Phase I I controls were generally quite popular except 
with unionists. The President had taken apparently dramatic 
and effective action which reduced the apparent rate of 
inflation with virtually no allocative ill effects." Neverthe
less, with the Presidential election over in November 1972 
and increasing popular doubt about the reported low rates 
of inflation, the program had outlived its poUtical usefulness 
by the end of the year and change was in order. 

3. Phase I I I - prices catch up. 
The Phase I I I program (January I I , 1973 through June 12, 
1973) removed the requirements for prior approval of price 
increases except in a few listed industries. The profit margin 
hmitation remained in force as did the 5.5 percent per an
num standard for wage increases. Prior approval of wage 
increases was largely discontinued as well. 

The main change was the removal of the requirement 
that large firms receive prior - and arbitrarily limited -
approval of price increases. As a result, these finns were free 
to increase their prices not only in proportion to the increase 
in costs required to produce a unit of given quality but also 
in proportion to the increased costs necessary to restore the 
previously degraded quality. So whereas in Phase I I the rate 
of inflation had been consistently underreported in the of
ficial price indices, with the beginning of Phase I I I the rate 
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of inflation was overreported because of a failure to correct 
for the restoration of quality. 

For these reasons, the consumer price index rose at a 
rate of 9.0 per cent per annum from January to June 1973 as 
compared to 3.5 per cent per annum from July 1972 to Jan
uary 1973. In something of a panic Phase 111 was abandoned. 

4. Freeze I I and Phase I V - opposition becomes 
unanimous. 
Freeze I I (June 13, 1973 to August I I , 1973) was imposed 
to permit reformulation of stricter controls. All prices except 
rents and raw agricultural products at fu^t sale were frozen 
at their June 1-8 levels. Wages, however, were allowed to rise 
as under Phase I I I . So, unlike the first freeze. Arms faced 
price ceiUngs which fell relative to the market level of prices. 
Shortages and outright cheating became more common. Food 
shortages in grocery stores forced the administration to begin 
Phase I V food regulations on July 18, 1973. 

The fiasco which was Freeze I I was soon replaced with 
Phase I V (August 12, 1973 to April 30, 1974). Phase IV con
tinued the relaxed Phase I I I wage controls and reinstated 
Phase I I requirements for prior notification and approval of 
price increases by the largest firms, with the exception that 
applications not acted on in 30 days could be implemented. 
This permitted the ESP administration to allow price in
creases where required to avoid shortages without any ex
plicit approval. The profit margin limit was replaced with a 
limit on the dollar amount of net income per unit - profits 
were permitted to increase only in proportion to unit sales. 

The unit profit limit was hard to enforce but was suf
ficiently restrictive that most remaining supporters of con
trols on the business side joined unionists in opposition. 
Much of the general public had also lost its naive faith in 
the efficacy of controls. 

Besting the bulge 
The main thrust of Phase I V , however, was gradual de
control. At the end of Phase I I , owing to its failure to ac
count for the decline in quality, the goverrunent price in
dex underreported the 'true' price level by about 4 per cent. 
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By the end of Phase I I I . this difference was reduced to about 
2.5 per cent. '^The main objective of Phase IV was to spread 
the 'bulge' in the reported rate of inflation over as long a 
period as possible. The idea is a simple one; if the true rate 
of inflation were a constant 6 per cent per annum and the 
2.5 per cent gap between the reported and true price indices 
were eliminated over a year, then the reported rate of in
flation for that year would be 8.5 per cent per annum. I f 
instead the gap was eliminated over six months, the price 
index would rise in those six months 5.5 per cent or I I 
per cent per annum which would look much more alarming. 

In the first four months of Phase I V , industries were 
selected for decontrol primarily to eliminate or prevent 
shortages of basic materials. As it became increasingly un
likely that an extension of the Economic Stabilization Act 
would pass Congress, the pace of decontrol accelerated in 
1974. The Cost of Living Council (the E S P administrative 
body) devised a technique for spreading the inflation bulge 
beyond the expiration of controls. This was to exchange 
decontrol for an agreement by the major firms in an in
dustry as to pricing policy for some months after control. 
As the April 30th expiration date became a certainty, the 
Council's ability to persuade firms to enter such agreements 
dried up. 

I V P R I C E S A N D O U T P U T U N D E R T H E ESP 
Now that we have set out the main features of the various 
phases and freezes, we can examine the impact on prices 
and output of the Economic Stabilization Program as a 
whole. In doing so, we are necessarily comparing what did 
happen withour best estimate of what would have happened 
in the absence of the ESP. No conclusive answer can. of 
course, be given as to either what was or what might have 
been, but reasonably good approximations seem possible. 

Reported inflation rates 
Let us first examine what did happen. Figure 1 shows the 
rate of inflation as measured by the 'price deflator for gross 
national product (GNP deflator)'. This price series is calcu
lated for each quarter by the government as the ratio of two 
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Figure 1 — U . S . Inflation rates as estimated by the GNP 
Deflator, 1970-1975 
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Source U S Department of Commerce 
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numbers. The number in the top of the ratio is the govern
ment's estimate of total spending in the economy during 
the quarter. The number in the bottom of the ratio is the 
goven^pent's estimate of the value of total spending in 
terms-<6f prices that prevailed in some ba-se or benchmark 
period; Calculated in this way, the price series has a value 
of 1, in the base period and values in subsequent periods 
that reflect movements in the prices of goods away from 
their level in the base period. The price series calculated 
in this way is called a 'deflator" because it can be used to 
deflate or translate current spending estimates into spend
ing estimates at base year prices. The GNP deflator is the 
U.S. price series with the broadest coverage and includes 
price information about the whole range of spending in (he 
U.S. As is evident from Figure I , the reported growth rate 
of the GNP deflator during Freeze I and Phase I I (third 
quarter 1971 through fourth quarter 1972) dropped to 
3.2 per cent per annum compared to an average inflation 
rate of 5.2 per cent per annum in the preceding six quarters. 
Shortly after the advent of Phase I I I during the first quarter 
of 1973. inflation, as estimated by the GNP deflator, rose 
above the previous average and did not retum to the 5 
per cent per annum range until the second and third quarters 
of 1975. It is therefore quite easy to understand the popular 
impression that Phases I and I I were effective in reducing 
the rate of inflation whereas the rest of the ESP was not. 

Inflation rates corrected for quality changes 
The eariier discussion of Phase I I showed that there were 
considerable incentives for large firms to evade the admin
istrative limits on price increases through covert reductions 
in the quahty of their products. In later phases relaxation 
of prior approval and decontrol permitted restoration of 
previously degraded quality. The nature of the ESP thus 
leads us to suspect that price increases (corrected for quahty 
changes) were underreporled through the fourth quarter 
of 1972 and thereafter overreported until the decontrol 
process was complete. 

Fortunately, there is a way to obtain estimates of the 
inflation rate (the GNP deflator) corrected for changes in 
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quality. Before considering how I actually did that I want 
to give an example of how it is done using a more everyday 
example. Suppose that we were interested in measuring the 
rate of increase in the price of hot chocolate mixes from 
1973 to 1974. Suppose that we knew the total number of 
boxes sold in 1973 and the total dollar amount spent on 
chocolate mixes; by dividing total dollars spent by the 
total number of boxes sold we would get the average price 
of a box of hot chocolate mix. Assuming that the inform
ation was available, we could perform the same calculation 
for 1974 and then calculate the percentage increase. 

The situation would be made more complicated if we 
had reason to believe that the quality of the mix had changed 
from one year to the next. Suppose, for example, we found 
that 1.5 teaspoons of the 1974 vintage were required to brew 
an excellent cup whereas only I teaspoon of the 1973 mix 
was required - a difference caused by the percentage of 
cocoa in the mix. We would have to conclude that the 
quality of the mix had fallen. As a result, our price cal
culation would have to be adjusted to reflect the decline 
in quality. One method of making the adjustment that 
parallels the method of adjustment that I use later to correct 
the GNP defiator can be described as follows. 

The nature of the ordinary calculation described above 
is essentially that of dividing a total spending number (dollars 
spent on chocolate mixes) by a measure of quantity or 
output (number of boxes of mix sold). By simply using a 
different, quality-adjusted measure of output with the same 
total spending number we arrive at a quality-adjusted price 
of chocolate mix in 1973 and 1974. In the present case, it 
would be appropriate to use the number of ounces of raw 
cocoa used in the preparation of one box as an adjustment 
factor to derive an adjusted output number. Having done 
this we would find that hot chocolate mix had increased in 
price by a larger amount that the simplistic calculation -
based on the assumption of unchanged quaUty ~ had led us 
to believe. 

In the case of total spending in the economy (GNP) 
and the associated price (GNP deflator) the adjustment 
procedure is the same as that just described. However, 
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because a quality-adjusted output number is not readily 
available, the procedure is more complicated. In calculating 
the price of total output for the economy, government 
divides total spending in the economy by an estimate of 
total output. To calculate the quahty-adjusted or 'true" 
price of total output I divided total sf>ending by my own 
estimate of total output. " In the case of hot chocolate 
mix we would have been able to use input of raw cocoa as 
an adjustment factor. In the case of total output, for reasons 
discussed below, I have used the input of labour to make 
the adjustment. 

First. I estimated the growth rate of quality-adjusted 
real output (GNP) . I made this estimate using a trend or 
normal growth rate adjusted for the quarter to quarter 
change in the percentage of the labor force unemployed. 
This procedure is derived from a well-estahiislicd relation
ship between output and employment known as Okun's 
L a w . ' * Since the Law is based on statistical regularity and 
the period of controls was not 'regular' in that sense, our 
estimates are subject to two sources of error. To the extent 
that the controls reduced union power, the relationship 
between output and employment imbedded in Okun's 
Law would tend to underestimate real output. On the other 
hand, shortages and administrative costs may have reduced 
the amount of output forthcoming from a given amount of 
output forthcoming from a given amount of effort and 
therefore the output estimate would tend to over-estimate 
actual output. Since t>oth of these sources of error were of 
trivial magnitude and offsetting in their effect on the output 
estimate I did not attempt to adjust Okun's Law to take 
them into account. 

Having calculated a quality-adjusted growth rate for 
total output it was a simple matter to use this growth rate to 
calculate estimates of the level of total output and hence a 
quahty-adjusted price of total output. 

Table I shows that the apparent sharp decline in the 
rate of infiation during Phases I and I I was a statistical 
illusion. Indeed, the average rate of infiation corrected for 
quality changes rose slightly during the first six quarters 
of the ESP. Nor do the corrected data show such a dramatic 
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increase in the average rate of inflation during the latter part 
of the control period. 

The statistical illusion 

Table 1 - Actual and Quality-Corrected 
Innation Rates, U.S. 1970-1975 

Pariods Averaga Rata of Inflat ion 
Govarnmanl Corractad for 

Data QualKy Clwtigw 

19701 - 1971-11 5.2 6.2* 
1 9 7 1 I I I - 1972-IV 3.2 5.4 
19731 - 1974-111 9.0 7.0 
1974- I V - 1975-1 11.4 11.4* 
1975- 11 - 1976-111 S^ B . I * 

Comooundad annual rates of change over previous quarter in GNP deflator (per 
cent per annum). Corrected data for pariods not affected by the ESP (marked 
witti asterisks) are identical to the government data. 

Sources: See Figure 2 . 

Figure 2 shows the estimates of the inflation rate corrected 
for quality changes together with the inflation rate reported 
in the government data. As would be expected from the de
tailed examination of the ESP regulations, the initial freeze 
involved Uttle evasion, but the government data under-
reported inflation during Phase I I and then overreported 
inflation in the succeeding Phases. 

An alternative way of illustrating the effects that quality 
variation has on the reported price of total output is by 
comparing the reported and corrected estimates of the 
national price level. This is done in Figure 3. The difference 
between the reported and corrected price level represents the 
accumulated effect of quality degradation. This difference 
grows during Phase II and is thereafter reduced. The trend 
of the corrected price level appears little affected by the 
ESP. 
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Figure 2 — Reported rates of inflation compared with 
rates corrected for quality changes, U.S. 1970-1975 

Inllalion 
Rates 
Corrected 
lot Quality 
Cnanges 

Inflation 
Rates 
Reported by 
Government 

II II IV III IV 
1974 

II III IV I 

Source Reported data — U.S Department of Commerce 
Corrected data — Computed from data m M R Dartsy. 
"Wage and Price Controls Further Evidence.' 
in K Brunner and A Meltzer (eds ) Camegie-
Rochester Conference Series 
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Figure 3 — Reported price level compared with price 
level corrected for quality changes, U.S. 1970-1975 
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Output changes 
As we saw earlier, if the assumption is made that quality has 
not changed, but it has in fact changed, then calculations 
based on that assumption will yield an overestimate of real 
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GNP. Figure 4 compares the growth rates of real output as 
reported in the government data with those of the corrected 
data implied by Okun's Law. Figure 5 does the same, for the 
reported and corrected estimates of the level of real GNP. 

The corrected data show slower growth rates through 
the first quarter of 1973, and faster growth rates thereafter. 

Figure 4 — Reported growth rates of real Gross Na
tional Product compared with growth rates corrected 
for quality changes. U.S. 1970-1975 
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Qovamment 

Real GNP 
Corrected 
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Sources: See Figure 2 
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Some confirmation for the correction procedure is provided 
by the much closer agreement of the corrected data during 
1973-74 with the behaviour of such physical unit series as 
industrial production, employment, and railway box car 
loadings. These series did not seem to fall neariy as much 
as would be expected from the reported faU after the fourth 
quarter of 1973 in real GNP. Indeed, employment continued 
to rise through September 1974. Thus the corrected data 
show about the same effect from the October 1973 - March 
1974 Arab oil embargo as would be expected from a major 
strike of similar duration. 

Monetary policy during the ESP 
The dominant influence on the behaviour of prices and out
put - at least over periods of several quarters is monetary 
policy. So to discover whether the (corrected) price and 
output behaviour was different because o f the ESP, it is 
necessary to make some assumption as to what monetary 
policy would have been in the absence of the ESP. Tliere is 
no obvious alternative monetary policy that one may sup
pose the Fed would have followed in the absence of the 
ESP; so the discussion will assume that monetary policy 
would have been the same in the absence of ESP as it was in 
its presence. 

This assumption may be unduly favorable to controls 
because the growth rate of the money supply was sharply 
increased to 8.0 per cent per annum from December 1971 
through June 1973 as compared to the previous trend of 
about 6.0 per cent per annum. It may well be that the 
effect of the ESP on the reported data reduced the Fed's 
concern over inflation. The E S P was supposed to reduce 
the expected rate of inflation and hence ease the adjust
ment to lower rates of money supply growth and inflation. 
Apparently the Fed did not get the message since it increased 
the money supply growth rate when it should have reduced 
it. So previous progress against inflation achieved at a cost 
that included the 1969-70 recession was thrown away and 
the U.S. had to suffer another deceleration o f money supply 
growth from July 1973 through January 1975. 
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Figure 5 — Reported real Gross National Product 
compared with GNP corrected for quality changes, 
U.S. 1970-1975 

<Q_ 850 

^ 840 H 

Real GNP 
Reported by 
Qovemrnent t 820 -1 

5 

m H I ' I . A 

/ 
/ Real GNP 

Corrected 
lor Quality 
Ctianges 

-T 1 1—r 
I II III IV I 

- 1 — I — I — I — r 
II III IV I II IV I II III IV I II III IV I II III IV 

1970 1971 ' 9 7 2 1973 1974 1975 

Sources: See Figure 2. 

195 



Modem Controls 

V . L A S T I N G E F F E C T S O F T H E ESP 
The first question is whether the ESP had any lasting effects 
on prices and output or whether any early effects were 
washed out after the policy ended? We can answer this 
question by using government data for prc-ESP and post-
ESP magnitudes with little concern about a bias arising from 
the effects of controls. At this writing, the latest available 
data is for the third quarter of 1975 which would seem suff
iciently past the end of ESP to be free of reporting problems. 

On prices 
From the second quarter o f 1971 through the third quarter 
of 1975. the GNP deflator rose by 31.9 percent. '* Allowing 
for the usual lag of 1.5 years for price changes behind money 
supply changes, this is to be compared with a 31.0 per cent 
increase in the money supply from the fourth quarter of 
1969 to the first quarter of 1974. Now the trend growth 
rate of the real quantity of money demanded over the last 
several decades is between 0 and 0.5 per cent per annum 
depending on the method of calculation used. So over 4.5 
years the increase in the price level should be between 0 and 
2 percentage points less than the increase in the money stock 
over the corresponding period. So the fact that the actual 
growth in prices exceeded that of money by 0.9 percentage 
points would indicate that the overall effect of the ESP on 
prices was either nil or to slightly increase them relative to 
what they otherwise would have been. 

On output 
From the second quarter of 1971 to the third quarter of 
1975 real GNP increased by 8.4 per cent '^ However, the 
unemployment rate was 2.4 percentage points higher in the 
third quarter of 1975 than in the fourth quarter of 1971 and 
this had a depressing effect on output growth. In order to 
abstract from the effect that this change in the unemploy
ment rate had on the growth o f output, I used Okun's Law 
to predict what output would have been had the unemploy
ment rate been the same. By my calculation, if the unem
ployment rate had not changed then real output would 
have risen 15.6 per cent (or 3.5 per cent per annum) had 
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unemployment been the same. This growth rate is a bit 
higher than the trend growth rate of 3.1 or 3.2 per cent per 
annum over the last century but less than the 3.7 per cent 
per annum trend of the 24 postwar years before the controls. 
So, except to the extent that the unemployment rate in the 
third quarter of 1975 was influenced by the ESP, there is, 
in the case of output as well, no evidence of a lasting effect 
of the ESP. 

Short-run effects of the ESP 
There are no models which can consistently predict the rate 
of inflation in any particular quarter with an accuracy of, 
say. plus or minus one percentage point. Because it is diffi
cult for us to ascertain what prices would have done in 
any particular quarter in the absence of controls it is corres
pondingly difficult to ascertain what the effect of controls 
was in any particular quarter. As we have just seen, this does 
not preclude an assessment of the overall effect, but does 
render difficult the assessment of particular short-run periods 
Uke Freeze I which lasted for only one quarter. 

On the basis of my research I would have to conclude 
that the quality-adjusted price data behave very much as 
would be expected from the behaviour of money supply 
growth and that controls had no discernible effect in par
ticular quarters except in two instances: 

(1) Freeze I reduced the level of prices relative to the pre
dicted level by about 1 per cent during the third quarter 
of 1971 and the fourth quarter of 1971. but this was 
mostly caught up during the next two quarters. 

(2) The very high rate of inflation during the fourth quarter 
of 1974 was considerably higher than would be ex
pected but this appears to have been largely offset by 
the reduced rates of inflation during the second quarter 
of 1975 and the third quarter of 1975. 

The effects of Freeze I were seen in Section I I to reflect 
a brief increase in the number of employees who could be 
hired at the frozen wage because of reduced expectations of 

197 



Modem Controls 

inflation. The temporary real reduction in the price level was 
reflected in a temporary increase in employment and real 
output. 

The 14.4 per cent per annum rate of inflation in the 
fourth quarter of 1974 was about 6 percentage points higher 
than would be expected from past monetary policy. This 
anomaly may have been caused by strategic price increases 
due to widespread fear that controls would be rcimposed 
and to an illusion that such price increases were possible; 
an illusion fostered by a naive public acceptance of the over-
reported rates of inflation during the decontrol period. 
While this price behaviour undoubtedly worsened the re
cession caused by the July 1973 - January 1975 deceleration 
of money supply growth, it is too tenuously related to be 
fairiy attributed to the ESP. 

V I . E V A L U A T I O N S AND CONCLUSIONS 
The major direct effect of the Economic Stabilization Pro
gram was to impart a significant bias to government price in
dices such as the GNP deflator, inflation was underreported 
during Phase I I and overreported thereafter through the de
control period. America is blessed with statistical bureaus 
staffed by dihgent. honest civil servants who would never 
go along with fudging the data. The ESP's combination of 
arbitrary price ceilings on large firms and a tiny enforcement 
staff induced firms to provide 'prefudged' data to the stat
istical bureaus which in turn used it in all good faith to com
pute the price indices. Given the difficulties which these 
bureaus face in correcting for overt changes in quality, they 
can hardly be blamed for missing such covert changes. 

When the data are corrected for quality changes, only 
Freeze 1 seems to have been successful at the stated goal of 
reducing the rate of inflation. Even that success was balanced 
by more rapid inflation in the next few quarters. The growth 
in the price level from the last pre-ESP quarter to the latest 
post-ESP quarter was certainly no less rapid than would have 
been anticipated in the program's absence. Similar, real 
income growth was stimulated during Freeze I . but any such 
effect soon washed out. So. as a means of reducing inflation 
and increasing real income, the ESP was a failure. 
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Early defenders of the ESP had argued that while the 
program could not reduce inflation of itself, it could ease the 
adjustment to a lower rate of inflation brought about by 
monetary policy. The idea was to reduce inflationary an
ticipations by a bold political stroke so that the temporary 
increase in employment associated with reduction of in
flation rates would be moderated. Unfortunately, the Federal 
Reserve System instead of reducing the growth rate of the 
money supply significantly increased it and hence the in
flation rate. This may have reflected a naive acceptance of 
the underreported Phase I I inflation rates or simply a feeling 
that the ESP relieved the Federal Reserve System of re
sponsibility for controlling the inflation rate. It is a nice 
question whether it is politically feasible for the central bank 
to continue monetary restraint after the imposition of such 
a program. 

Phase I I in effect subjected unions to regulation of their 
monopoly power. But the lost output due to union power 
is normally a trivial percentage of total output so any re
duction in union power could only result in u trivial per
centage gain. Against this gain must be weighed the loss of 
output due to the administrative costs of the program and 
misallocated resources in the industries restrained at one 
time or another by controls. It would be difficult to con
clude that benefits significantly exceeded the costs. 

In sum, the Economic Stabilization Program was little 
more than a huge public relations scheme. Some were hurt, 
some were helped. A few quarters showed lower infiation 
rates than would be expected, others showed higher in
fiation rates. Many people still believe that Phase I I was 
a success and if such a program were implemented without 
the mistakes of Phases I I I and IV, a controls program would 
be effective. This conclusion was seen to rest on biases in 
the data reported by the government. For little economic 
gain if not a small loss, people's civil rights to own property 
and enter into exchanges with consenting adults were lim
ited. The resulting deterrent to future investment may well 
be the only important and lasting effect of the program. 
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Notes 

1. For a complete analyils. the inlcrestixl reader ihould see Michael R. Darby, 
Microeconomict: The Theory of liKome. employmeni, and the Price Level, 
New York. McGraw-HUI. 1976. eipeciaUy Chapter 7. 

2. Council of EcoiMmK Advuets, t'conomk Report of the President 
1972, Wathir^ton: GovernmenI Printing Office, 1972. p. 96. 

3. Low-wage employees were exempted by statute. 
4. Note that only 20 to 25 per cent of the U.S. labor force belong to unions. 
5. U.S. Council of Economic Advuers, Economic Report of the President 

1973, Washington: Government PrinUng Office. 1973. p.66. 
6. Such as 'conservative' valuation of end-of-period inventories so as to increase 

the reported cost of goods sold and reduce the reported net Income. 
7. Workers in nonunionizcd llrnu and consumers also benefited - while owners 

of nonunionizcd firms were hurt - from the regulation of the unions' 
monopoly power, but the dollar amounts per individual in these much larger 

Ssups was much smaller than for those directly invohred with unioniziMl 
ms. 

8. Fifty six per cent were exempted as of July 1972 accordiiw to U.S. Cost of 
Living Council. Economic Stabilization Program Quarterly Report. Covering 
the Period July I . 1972. through September 30. 1972. Washington: Govern
menI Printing Office. 1972. p. 33-34. 

9. Albert Rees, "The Effects of Unions on Resource Allocation." Journal of 
Ltw and Ecormmics. October 1963, 6: 69-78 Rees estimated that there 
might be a similar reduction in real output because of wasteful work rules, 
but these were not covered by the ESP 

10. Money demand in fact increases leu than in proportion to short-run changes 
in output. 

11. The lumber, oil, and leather industries (accounting for a bit less than 2 per 
cent of gross tutional product) were the only ones with significantly restrict
ive profit margin ceilings. Evasion was neverthelou quite easy in the multi-
product and decoiKcntrated lumber and leather Itulustries and added little 
to the consumers' cost of those products. Oil was relatively easy to control 
ai to both price and quality and shortages of fuel oil arose. 

12. See Section HI below for more detail on these estimate!. 
13. By the method of calculation, growth in real GNP wdl be ovcrrei>oned to 

the extent that the rate of inflation is underreported: ao an Independent 
estimate is necessary. 

14 Arthur Okun. "Potential GNP: Its Measurement and Significance." 1962 
Proceeding! of the Business and Economic Statistics Section of the American 
Statistical Association, p. 98-104 

15. Or 6.7 per cent per annum. 
16. Or 1.9 per cent pet annum. 
17. The dollar amount is nonetheleu on the order of 12 billion which is not 

trivial in itself. 
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(ii) "Is prostitution a service industry 
or a regulated utility? — Dilemmas 

of a Price Controller."* 

C. Jackson Grayson 

I I N T R O D U C T I O N 
On the 18th of October, 1971, I assumed responsibility for 
the Price Commission in the conduct of Phase I I of Pres
ident Nixon's Wage and Price Control program. A detailed 
account of the 15 months of the program is to be found in 
my book with Louis Neeb, Confessions of a Price Controller. 
Tlie purpose of this essay is not to reiterate that ground but 
to attempt to draw out of it lessons for the future. In the 
course of the essay I will draw several conclusions about 
wage and price controls pohcies that arise not from a de
tailed economic analysis, but from common sense reflec
tions on my experiences during Phase I I . 

n T H E M A K I N G O F P O L I C Y 
In coming to the task of Chairman of the Price Commission 
I was new to the economic policy 'game' and certainly 
shared some of the popular delusions about the way in which 
the policy" process worked. In particular, and without having 
given the matter much thought, I was under the impression 
that economic policy was conducted in a very precise fashion 
in a milieu somehow above the foibles of human nature. It 
is easy to understand how and why I might have had that 

•from C. Jackson Gnyaon. " A View from the Outside of the Insiile of Upside 
Down", in Michael Walker, ed. The Illusion of Wage and Price Control. Frascr 
Institute. Vancouver 1976. 
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impression. I think that the average persoo wants to think 
that somewhere somebody does know exactly what is going 
on and what needs to be done about it. Few people want to 
believe that the policy-making process is as uncertain (per
haps more so) and as subject to human frailty as the eco
nomic behavior that policy attempts to control. 

In the course of the next few pages I want to relate 
something about my view of policy-making at the national 
level. I want to explain why it is inherently a confused sort 
of occupafion and I want to imbue the reader with a healthy 
skepticism for the ability of central control to solve eco
nomic problems. 

Information overload 
One of the main reasons why the policy-making process in 
general and wage and price controls in particular are in
herently difficult is because they are attempting to regulate 
the most sophisticated information system that the worid 
has ever seen namely the North American market econo
my. Information from market decisions leads to decisions 
that determine the production, income and spending ac
tivities that, taken together, are the economy. It tells people 
when to hire more (or fewer) people and machines, it tells 
people how much they can expect to pay for a mind-boggling 
menu of products, it allocates scarce resources to their most 
valued use, it causes new firms to come into existence and 
others to leave industry. It tells people where they should 
live and under what general conditions, and so on. 

The information system is the network formed by free 
people buying and selling and the signals are the variations 
in and the levels of wages, prices, interest rates, rents and, 
unfortunately, taxes. 

What the system does 
Very often the best way to determine the contributions of 
people or things to an ongoing process is to sec what happens 
in their absence. The system of price controls in the U.S. 
attempted, for a time, to replace the U.S. market mechanism. 
( I say "attempted" because the market is like a balloon -
when it is squeezed, activity simply moves in the direction 
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of lease resistance. Much evidence of legally permissible 
evasion of the spirit of controls was beginning to emerge 
early in the program.) To the extent that the program was 
effective, it began to produce an astonishing variety of 
evidence on the job that the market mechanism had been 
performing. 

Shortages of products (ranging from natural gas to 
molasses) began to appear as slow-to-rise controlled prices 
told producers 'don't make more' and told consumers 'buy 
more'. Some products (fertilizer for example) were exported 
and sold at market prices elsewhere rather than at con
trolled prices within the U.S. Certain chemical derivatives 
of f>etroleum could be purchased only by bartering other 
chemicals in exchange. In the case of lumber products, 
virtually all of the classic distortions associated with price 
control appeared. 

For example, log prices were not controlled, but the 
price of finished lumber was. Predictably, this led to a 
shortage of finished lumber, produced an array of artificial 
middlemen and active black markets. Ultimately, our efforts 
to control lumber prices led to reduced production and an 
increase in the export of lumber. 

In short, most of the products and services that we take 
for granted in our everyday Uves can be taken for granted 
only because there is a functioning price system. A system 
that, despite its imperfections, delivers just the right 
quantity of California lettuce to Montana or Alberta, Can
ada; and decides the relationship between jaw log prices in 
California and the price of finished lumber in Boston. As we 
discovered when we tampered with, and effectively sus
pended, the operation of the price system, we could no 
longer rely on the system itself and were forced to get more 
and more involved with what were, before controls, 
essentially automatic functions. 

The problem that policy-makers must cope with, i f 
they are determined to control the system, is the endless 
detail that is involved in the operation of the system. To 
control the system and yet keep it running smoothly, the 
authorities must intercept all of the signals coming from 
the system (and there are hundreds of millions), interpret 
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them, appropriately change them (assuming they know how) 
and retransmit them. 

To be effective the controllers must replace the auto
matic aspects of the system with discretionary, centralized 
decisions. In point of fact, such wholesale replacements is 
not possible and the most that the authorities can hope to 
do is to influence a very few of the signals. 

What a tangled web 
So, there is no omniscient policy maker who knows what 
exactly is going on and what exactly must be done. There 
are only men with some understanding of how the system 
works and some ability to change the signals. Owing to the 
almost unlimited ability of the system to change and adapt, 
the policy-maker can never be sure that the most recent 
change in policy was the correct one. He can be sure, how
ever, that it won't be the last one. 

What we at the Price Commission continuously found 
was that everything is related to everything else and there 
was, accordingly, no such thing as one intervention. We 
were drawn inevitably and progressively deeper into the 
system and the temptation to Umit the necessity for our in
volvement by arbitrarily changing the system was very 
great. Herein lies the real danger from centraUzed control, 
that is. that an inability to handle the overload of signals, 
both incoming and outgoing, may produce attempts to 
simphfy the system and hence jeopardize its survival. 

HI P R I C E C O N T R O L S A P P L I E D - A R E L E N T L E S S 
T I D E O F D E T A I L 
In this section I want to discuss the important role that 
complexity plays in the operation of a control program. 
Complexity Ues at the base of the difficulties that a would-be 
price controller faces - it manipulates the thinking of those 
who would design a control strategy, it frustrates the con
troller and his agents and ultimately it leads to the collapse 
of the control system. I want to spend some time on this 
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notion because although complexity exists in every instance 
of central economic policy, the effects arc nowhere as 
clear as they are in the case of wage and price controls. To 
that extent we can regard wage and price controls as a 
'case study' in 'applied economic policy'. 

Most forms of economic policy attempt to achieve a 
change in the course of economic activity by operating 
through the signalling mechanism as it exists. For example, 
a change in the personal tax rate reduces take home pay 
and thereby signals people to reduce their expenditures. 
Subsidies to particular industries strengthen the 'product-
more' signals and encourage production that might not 
otherwise have occurred. 

Wage and price controls, on the other hand, by design 
prevent the signalling mechanism from working. Ostensibly, 
the goal is to prevent wages and prices from increasing or 
to limit the rate at which they increase. In effect, however, 
controls eliminate the relative movements in wages and 
prices that do the signalling work. For example, the rise in 
wages in an area of the country with a labor shortage will 
not be allowed to occur under controls. The rise in price of 
particular sorts of building materials that would signal to 
builders to substitute other materials and signal to producers 
to increase their outputs of the materials in short supply will 
not be permitted to occur. The Ust of signals, under controls, 
that will not be transmitted in the market place is almost 
endless. 

Life goes on 
Although for a time wage and price controls can remove 
the flow of information in the economy, they cannot remove 
the functions that the information flow performs. Com
modities in short supply must be rationed somehow; a 
shortage of skilled tradesmen must somehow be placed in 
the most valuable jobs. I t is this sort of fact that haunts 
wage and price controllers, that leads to elaborate evasion 
schemes and that ultimately leads either to the abandon
ment of controls or the imposition of progressively more 
stringent and pervasive central control over economic 
activity. 
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Not only prices and wages 
Controls on wages and prices are not just that, they are 
also controls on the fiow of all the resources of an economy. 
What do I mean by that? Well, when we at the Price Com
mission were making decisions about the justifiability of a 
price increase we were effectively deciding about the value 
of the products involved. A decision not to allow the re
quested price increase on commodity A . but to allow it on 
commodity B, meant that we were restricting the ability 
of the producer of commodity A to compete for resources 
to use in the production of commodity A. In many cases 
this meant that less of commodity A was produced. 

When we started Phase I I we inherited from the Phase 
I Freeze a 400 page book of problems of industries, firms 
and individuals being squeezed to the point of bankruptcy, 
shortages and law suits when Freeze prices were set below 
the costs of production. There were impending shortages of 
products ranging from applesauce to peanut butter. 
Obviously, our actions to allow or not to allow price in
creases involved more than the rate of increase in the con
sumer price index. 

The impossible dream 
Tlie difficulty of taking over the wage-price signalling mech
anism is indicated by the fact that during the first three 
weeks of Phase I I there were nearly 400.000 inquiries about 
the program. In terms of getting down to the nitty gritty, 
had the Dow Chemical Company and the Commission not 
agreed to an across the board increase of 2 per cent we would 
have had to examine nearly 100,000 submissions on different 
products for that company alone. A similar story could be 
told about the 1,500 largest companies with which a similar 
across the board average increase was negotiated. While the 
average increase saved the bacon in terms of the ad
ministrative burden that we had to bear, it gave the Com
mission less control over individual product prices since the 
companies could increase selected prices by as much as 
the market would bear. (Eventually, we had to establish a 
limit because of public opinion). In retrospect, though, it 
seems likely that this averaging provision helped the economy 
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avoid some of the more serious distortions that wage and 
price controls can cause and were causing during the Phase I 
Freeze. 

Enforcement 
It b clear to me that it is in general quite impossible to 
literally control prices in an economy as large as that of 
the U.S. or Canada as long as we retain our free society. 
History teaches us that even in the presence of the severest 
form of coercion, attempts to control wages and prices 
have not been successful except when there has been a 
general support for them. Being totally honest I have to 
say that I don't think that our efforts in Phase I I would 
have been successful without the whole-hearted support 
of the firms subject to control. Even in those cases where 
violations were discovered there was little evidence that there 
was intent to act in a manner out of keeping with the spirit 
of the controls. 

" I s prostitution a service industry or a regulated utility?" 
This, possibly tongue-in-cheek, request from a legal brothel 
in Nevada indicates the reason why controls cannot work 
in an adversary cHmate. The possibilities and incentive for 
evasion grow at an increasing rate the longer controls are 
in force. I f there is a determination to avoid the spirit of 
controls, then the actual words of the control legislation 
and the enforcement machinery have to be extraordinarily 
complex. Enforcement of law in the system of justice com
mon to free societies takes the form of a judicial procedure. 
Accordingly the handling of all compliance checks, includ
ing the filing of statistical evidence, has to be handled in a 
legally appropriate manner so that the material can be used 
in a court of law. 

In some cases the potential size of this task precluded 
the Price Commission from establishing controls where they 
were thought to be necessary. The service industry is a good 
example. The Commission initially voted to put a 3 per 
cent ceiling on price increases in the service industry. We 
reversed that decision for two reasons. First of all, there are 
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millions of service firms and the Internal Revenue Service, 
which was acting as our enforcement arm, didn't think they 
could enforce the regulation. Secondly, the staff of the 
Commission felt that it would not be possible to devise forms 
to secure data in a form proper for analysis and decision
making. In another case, we recontrolled the lumber industry 
only to have to back off, owing to an avalanche of paper. 

The blinding light of science 
People are surprised that in an age of computers and 
sophisticated data processing that mere operational details 
could be a determining factor in the control process. For 
example, it was suggested to me on more than one occasion 
that the Price Commission ought to use some of the 
sophisticated mathematical decision-making models that 
have been developed with the advent of large, high speed 
computers. In fact, I think that some people assumed that 
we were using highly-sophisticated econometric models to 
'fine tune' the economy. We did look at such models, but 
the builders were the first to admit that these models were 
not useful for our purposes. In fact, there are no models of 
use in 'planning' a detailed control system available and my 
considered opinion is that they are not likely to be forth
coming in the future. I should add that I am not opposed 
to models and computers in principle and am a member in 
good standing of the Operational Research Society of 
America. 

No escape 
I have perhaps said enough by now to convince the reader 
that wage and price controls are, by nature, a bureaucratic 
nightmare. There is no easy way to proceed, no escape from 
the remorseless tide of detail that is the inevitable con
sequence of attempting to interrupt the normal current of 
economic affairs. There is also no escape from the con
clusion that detailed regulation breeds a restiveness in those 
being regulated that eventually must lead either to the 
collapse of the controls or the adoption of more coercive 
measures. 
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I V T H E S I D E E F F E C T S OF C O N T R O L 
The wishful thinking that produces wage and price controls 
is the expression of a belief that controls can stop inflation. 
That belief is the subject of careful analysis elsewhere in this 
volume. Also, Professor Michael Darby has made an effort 
to assess the impact that the Economic Stabilization Pro
gram (ESP) of which Phase I I was a part, had on the rate of 
inflation. Whether the program was a successful anti-inflation 
device or not, it certainly had the side-effects or costs and 
leaving to the reader to assess Professor Darby's work I want 
in this section to address myself to the side effects that 
I observed. 

Equity 
Our first realization in the Price Commission was that i f the 
control system was to be manageable it had to be simple. In 
the face of the complexity of individual circumstances that 
we proposed to control we knew there would be a mismatch 
— we knew there would be unequal treatment of equals. 
But, our objective was action and the abiUty to act. And so 
our first conscious decision was to be simple and to be 
arbitrary. 

It seems to me that inequity is an inevitable conse
quence of the sort of wage and price control program that 
we attempted to run in Phase I I . In a program of this sort 
there isn't the time or the resources to permit the detailed 
regulation that equity demands. 

Another sort of inequity that may be associated with 
controls relates to the fact that, for the majority of firms, 
compliance was more or less self-regulated. The chances that 
a small firm violating the controls would escape detection 
were very large. Hence those who did - and I have no doubt 
there were some - gained at the expense of those who did 
not. It is an odd law. indeed, that confers advantages on 
those who ignore it and punishes those who comply. We have 
to accept, however, that such could well have been the case. 
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Distortions 
Another of the costs associated with controls that has been 
discussed in previous sections is that of the distortions that 
controls produce in the system. In some cases these dis
tortions occur direcUy as a result of the fact that controls 
treat the symptoms of inflation and not its causes. For 
example, rising world demand for some products caused 
world prices for these products to rise - a phenomenon 
unrelated to the 'cost-push' we were trying to control. The 
presence of controls in the U.S. simply meant that domestic 
supplies were exported. The shortages that ensued were a 
direct consequence of controls. 

In other cases the distortions arose from the attempt 
of firms to avoid mequities built into the controls them
selves. Companies trapped by the controls with low base-
period profit margins were beginning to consider selling 
out to companies with higher base-period margins or ship
ping their capital out of the country. In the case of the 
labor market, instances of false job upgrading - which 
were actually 'raises' in disguise were reported on a scat
tered but increasing basis. 

The security blanket effect 
Perhaps the most disturbing but least obvious effect o f a 
wage and price control program is the impact that it has on 
people's perceptions of. and attitudes toward, economic 
reality. In particular, it is my feeUng that controls give people 
a false sense of security. They create the illusion that 'the 
problem is being solved' - that 'everything is under control*. 
The fact is, as is evident from the experiences I related 
above, that the more centralized decision-making becomes, 
the less control is actually exercised over economic activity. 
Centralized decision-making cannot replace the countless 
millions of decisions that are made in the market auto
matically. The most likely effect of centralized decision
making is not more control over economic activity, but less 
economic activity, less productivity and in the end more 
inflation. 
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The other aspect of controls as an instigator of a false 
sense of security lies in the possibility that they will distract 
public attention from the true causes of inflation. For ex
ample, there is some evidence that the control program in 
the U.S. was used as a damper to temporarily keep the lid on 
infiation, while the money supply was being increased at an 
infiationary rate. Ultimately, infiation seems to be a 
monetary phenomenon and is not brought under control 
until the growth in the money supply has been checked. 
To the extent that wage and price controls permit excessive 
monetary expansion in the short-term, they are counter
productive and are against the public interest. 
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The Lucky Country 
Joins the Club 

(i) Recession, price control and 
incomes policy in Australia 

Lee Eckermann 

I I N T R O D U C T I O N 
Although the Australian experience with an incomes policy-
has been somewhat patchy, there is considerable evidence 
to suggest that during those periods when policies designed 
to restrain wage and price increases have operated, on balance 
their effect has not been beneficial to the economy. 

For the 32 years from 1921 to 1953, the AustraUan 
basic wage was automatically adjusted, on a quarteriy basis, 
in line with changes in the consumer price level. Wage index
ation was reintroduced in April 1975, since which time it 
has remained a controversial element of government policy. 
Despite frequent attacks on the indexation system and 
warnings of its imminent demise, it lingers on. Nevertheless, 
its expected life has been considerably shortened by recent 
events, as will be detailed below. 

Prior to 1973 there had been no active policy of price 
control since World War I I . The establishment of the Prices 
Justification Tribunal in 1973 represents the first Australian 
experiment with price control in 30 years, albeit a semi-
voluntary one. 
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Despite the recent excursions into a quasi-incomes 
policy, Australia continues to experience a rate of price 
inflation which is high hoth historically and relative to 
its trading partners, together with a high and increasing 
unemployment rate. In common with most western in
dustrialized economies, AustraUa is currently in the grips 
of a prolonged and persistent recession, the Ukes of which 
has not been experienced since the Great Depression of 
the 1930s. 

Because of the hmited Australian experience with an 
incomes poUcy and because the recession of the 1970s has 
generated a considerable literature on that topic, this chapter 
on the AustraUan exi>erience concentrates on the recent 
past. Although brief mention will be made of developments 
in the Australian economy over the past 30 years, attention 
will be primarily focused on the period since 1960 in general 
and since 1970 in particular. 

I I WHY H A V E INCOME P O L I C I E S B E C O M E A N ISSUE? 
This section deals with some general economic developments 
in Australia over the 2 decades to 1970, and then concen
trates on the period since that time. When examining the 
latter time period, the impact of "incomes poUcy" as pursued 
in Australia will be analysed in some detail. 

Prior to the onset of the present recession in the early 
1970s, the pursuit by most governments in western econo
mies of policies based largely on extensions of Keynesian 
ideas gave the appearance of working fairly well: the 2 
decades prior to the appearance of stagflation were, by and 
large, characterized by relatively low rates of inflation and 
unemployment, and continual increases in total production 
of goods and services leading, by implication, to ever-rising 
living standards. 

In Australia, for example, during the 1960s, the annual 
increase in the consumer price index averaged a modest 
2.7% while unemployment averaged 1.8% each year and 
annual growth in real gross domestic product averaged S.0%. 
As Table 1 indicates, Australia performed rather well in all 
3 areas over that period compared with the experience of 
the major world economies. 
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TABLK 1: INFLATION, UNEMPLOYMENT. AND OUTPUT GROWTH 
AN INTERNATIONAL COMPARISON 

Item Australia 
(%) 

U.S.A. 
(%) (%) 

U.K. 
(%) 

W. Germany 
(%) 

1. Average annual 
increase in 
consumer prices: 
1960 to 1^70 
consumer prices: 
1960 to 1^70 2.7 2.4 5.6 3.5 2.8 
1971 to 1973 7.1 4.6 7.6 8.2 5.9 
1974 to 1976 14.6 8.6 14.8 18.7 5.8 

2. Average annual 
unemployment 
rale: 
I960 to 1970 1.8 4.8 1.0 2.2 1.1 
1971 to 1973 1.6 5.5 1.3 3.2 I . l 
1974 to 1976 3.7 7.3 1.8 4.0 4.0 

3. Average annual 
growth in real 
GDP: 
1960 to 1970 5.0 3.9 I I .1 4.9 2.9 
1971 to 1973 4.9 5.1 7.7 3.0 3.7 
1974 to 1976 2.3 0.9 2^ - 0.1 1.0 

Sources: OECD, Economic Outlook; OECD. Main Economic Indicalon; 
United Nations. Monthly Bulletin of Statistic*. 

1. Economic Developmenls. 1950 to 1970 
The twenty-year period to 1970 was. by and large, char
acterized by sustained economic growth with relative price 
stability and low unemployment. There was a high level of 
capital inflow which gave Australia a fairly healthy balance 
of payments position. This period also saw relatively small 
budget deflcits and low rates of growth in the money supply, 
and a relatively constant distribution of aggregate income 
between wages and profits. 

Output 
As the figures in Table 2 indicate, the value of aggregate 
production in Austraha (GDP) rose consistently over this 
period, at an average rate of ahnost 10% a year. Raw GDP 
figures, however, do not provide an accurate picture of 

219 



Australia 

TABLt2: OUTPUT GROWTH 

Period 

Avenge Annual % growth 

Period Gross Domeitic 
Product 

(%) 

Real GDP 
(%) 

ANZ Bank Index 
(All Group*) 

(%) 

Quinquennial: 
6.3 1949-SO to I953-S4 15.5 4.6 6.3 

1954-55 to 1958-59 6.7 4.3 6.4 
1959-60 to 1963-64 7.6 4.5 5.6 
1964-65 to 1968-69 8.7 5.5 5.2 

20 yean: 
1949-50 to 1968-69 9.6 4.7 5.9 

Suutcv: Australian Bureau of Staliillcs; ANZ Bunking Group Ltd. 

trends in output - because they are aggregate values, com
prising the sum of thousands of "price times quantity" 
valuations, they give little clue to changes in quantities 
produced when prices also change over time. For example, 
during the Korean boom of the early 1950s. GDP rose by 
20% in 1949-50, by 34% in 1950-51 and in the following 
year by a mere 7%. The first 2 figures include a large element 
of price increase, and do not represent growth in output 
of anywhere near these percentage figures. 

The figures for real GDP, expressed in terms of con-
slant prices, overcome this difficulty to a limited extent, 
and thus provide a better guide to movements in output. 
The figures show a fairly consistent upward trend in ag
gregate output in the Australian economy over this period 
of close to 5% of year. The A N Z Bank index, showing move
ments in the quantity (not value) of factory production 
confirm this consistent growth pattern, suggesting an average 
rise in manufacturing sector output of almost 6% a year. 
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However, this growth was by no means uniform across 
the various manufacturing industry groups. For example, 
the average annual growth in output over this 20 year period 
in some specific industry groups was: basic metals 8%; in
dustrial machinery 3%; electrical apparatus 6%; building and 
construction materials 5%; chemicals and allied industries 8%; 
motor vehicles 11%; furniture and household goods 8%; 
food, drink and tobacco 3%; clothing and footwear 4%. 
Cleariy. there were significant changes in the structure of 
production over these two decades. 

Prices. Wages, and Factor Shares: 
With the exception of the Korean War boom period, Aus
tralia experienced only moderate price inflation and a 2% 
to 3% growth in real wages over these 2 decades, as Table 3 
indicates. 

TABLE 3: PRICES AND WAGES 

Average annual giowth 

Period 
Consumer 

Pilce 
Index 
(%) 

Average Weekly 
Earnings 

ladull males) 
(%) 

Minimum Weekly 
Wage Ratei 

(adult males) 
(*) 

Ouinquenniil: 
1949-50 to 1953-54 
1954-55 to 1958-59 
1959-60 to 1963-64 
1964-65 to 1968-69 

11.5 
2 6 
1.6 
3.2 

13.3 
4.6 
4.6 
6.3 

12.6 
3;0 
3.1 
5.2 

20 yean: 
1949-50 to 1968-69 4.7 7.2 6.0 

Source: Australian Bureau of Statistics: 
Report of the Committee of Economic Enquiry (Canberra: Commonwealth of 
Australia, 1965) Vol. I I : J. E. Isaac. "Industrial Relations", in R. 1. Downing 
(ed.). TKe Australian Economy (London Wcidcnfeld & Nicolson. 1973). 
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The rate of price inflation averaged a mere 2.5% over 
the 15 year period 1954-55 to 1968-69, while minimum wage 
rates increased by 3.8% and average weekly earnings by 5.2% 
a year. The rapid inflation and rate of wage increase in the 
early 1950s were, in fact, at similar rates to those experienc
ed during the 1970s recession: in the 2 years 1950-51 and 
1951-52, the CPI rose by 20% and 17% respectively, while 
minimum wage rates rose by 17% and 23%, and average 
weekly earnings by 20% and 22% respectively. 

Concurrent with this fairiy low rate of price and wage 
increase, the shares of total income going to labour and 
capital both rose slowly but steadily over the period (see 
Table 4). During the 20 years to 1968-69. the share of 
profits in GDP ranged from a low of 10.6% to a high of 
14.9% (average 13.0%), while the share of wages and sal
aries in GDP ranged from a low of 43.2% to a high of 52.6% 
(average 50.3%). 

TABLE 4: FACTOR SHARES* 

Annual Average 

Period 
W 

GDP 
* 

^ 
GDP 

% 

Quinquennial: 
1949-50 to 1953-54 
1954-55 to 1958-59 
1959-60 to 1963-64 
l%4-65 to 1968-69 

m 
50.8 
51.7 

11.3 
12.8 
13.6 
14.2 

20 years: 
1949-50 to 1968-69 50.3 13.0 

GDP 
J L 
GDP 

Wages, salaries, and supplements as a * of GDP 

gross operating surplus of companies as a % of GDP 

Source: Australian Bureau of Statistics. 
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Moreover, the decade of the 1960s saw only a marginal 
impact of the income tax system on wages and profits per 
unit of output, as indicated in Table 5. 

T A B L E S : WAGES, PROFITS AND INCOME TAXES 
PER UNIT OF OUTPUT* 

YEAR w NETW IT NETTT T YEAR 
Real GDP Real GDP Real GDP Real GDP Real GDP 

1959-60 too 100 100 100 100 

1968-69 128 124 145 138 159 

• W and n-defined as for Table 4; Net W =• W leu personal Income uxes |»id; 
Netjr-iriess company income uxei paid; T • income Ux revenue, i.e. the sum oi 

personal and corporate income tax receipts of the federal government. 
Source: Australian Bureau of Statistics. 

Whereas total wages and salaries per unit of output 
rose by 28% over this decade, after-tax unit wage costs 
rose by 24%; and whereas total profits per unit of output 
increased by 45%, after-tax unit corporate profits rose by 
38%. Aggregate tax revenue per unit of output from these 
2 sources rose by 59% over this period. As will be seen 
below, the period since 1970 has seen a marked change 
in these relationships. 

Unemployment 
The 20 year period to 1968-69 was also characterized by a 
very low rate of unemployment in Australia, as Table 6 
demonstrates. 
With the exception of the "credit-squeeze" years o f the 
early 1960s, the unemployment rate did not rise above 1.7% 
throughout this |>eriod, and the average annual rate for the 
20 years was a low 1.3%. 
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TABLE 6: UNEMPLOYMENT 

Period 
Registered unemployed ai a 
percentage of the work-force 

(annual average) 
(%) 

Quinquennial: 
1949-50 to 1953-54 
1954-55 to 1958-59 
1959-60 to 1963-64 
1964-65 to 1968-69 

0.8 
1.1 
1.8 
1.4 

20 yean: 
1949-50 to 1968-69 

Source: Australian Bureau of .Statistics; 
Aum7lirV96'5)̂ vT/L'' "̂""'̂ ^ ^'^"'^^ (Canberra: CommonwealUi of 

Money Supply and Deficit Financing. 
This period was also characterized by money supply growth 
averaging 7% a year, and federal government deficits averag
ing $250m. a year (see Table 7) . These deficits ranged from 
around 2% to 11% of federal spending during these 2 
decades. 

T A B U 7: MONEY SUPPLY GROWfH: FEDERAL DEFICITS 

Period 
Average annual 
growth in M3 

(%) 

Federal deficit 
(annual average) 

($m.) 

Oiinquennial: 
1949-50 to 1953-54 
1954-55 to 1958-59 
1959-60 to 1963-64 
1964-65 to 1968-69 

9.5 
3.6 
7.5 
7.9 

192 
133 
289 
398 

20 years: 
1949-50 to 1968-69 7.1 253 

AUSV965)'VOI'7L'' "f^"""""" ^"^""y (Canberra: Commonwealth of 
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Balance of Payments 
Although there were relatively minor fluctuations in Aus-
traha's international reserves over these 20 years, the high 
lelve of capital inflow in most years was more than sufficient 
to offset the persistent deficit on current account of the 
balance of payments (see Table 8). 

T A B L E S : BALANCE OE PAYMENTS 

Annual Average 
Period Current 

Account 
(Jm.) 

Net apparent 
capital inflow 

($m.) 

Net monetary 
movements 

($m.) 

Quinquennial: 
1949-50 to 1953-54 
1954-55 to 1958-59 
1959-60 to 1963-64 
1964-65 to 1968-69 

- 104 
- 280 
- 338 
- 890 

145 
270 
480 
865 

40 
-10 
142 

- 26 

20 years: 
1949-50 to 1968-69 - 4 0 3 440 37 

Source: Reserve Bank; 
Report of the Committee of Economic Enquiry (Canberra. Commonwealth of 
Australia. 1965) VoLH. 

The deficit on current account grew persistently over this 
period, from $70m. in 1949-50 to $460m. in 1959-60, 
and to SI .008m. in 1968-69. At the same time, net capital 
inflow also grew strongly, from $296m. in 1949-50 to 
S476m. in 1959-60 and to $1,157m. in 1968-69. The net 
result was to keep Australia's international reserves relatively 
constant over this period - they increased by an average of 
S37m. a year. 

2. The Recession. 1970-77 - An Overview 
The eariy 1970s saw sharp increases in inflation rates 
throughout the world. In 1974 and 1975. they reached a 
peak of more than double (and up to seven times) the rates 
which had persisted during the 1960s. The AustraUan in
flation rate in 1974 and 1975, of 15%, was more than five 
times the 1960s average; the U.S. peak rate of 11% in 1974 
was more than four times the \960s average, as was the 
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Japanese figure of 23% in that year; German inflation reach
ed a more modest 7% in 1974, two and a half times its 
recorded 1960s average: while inflation in Britain peaked 
at 24% in 1974, some seven times the average 1960s rate. 

In line with the dramatic increases in inflation rates 
occurred a phenomenon which mainstream economic ortho
doxy was at a loss to predict - namely, sharp increases in 
unemployment. The rate of unemployment in Australia 
began increasing in 1974 and has continued to rise ever 
since. Similarly, the proportion of the workforce unemploy
ed has continued to rise in both Japan and Britain, while 
the unemployment rate peaked in 1975 in the U.S. and 
Germany since which time it has declined marginally. 

Concurrent with the onset of inflationary recession 
in the early 1970s, rates of economic growth slipped back 
markedly from their former high annual levels, and most 
countries experienced either a very low rate of growth or 
an actual decline in real GDP in 1974 and 1975. 

This is the environment, of depressed economic con
ditions generally, into which the question of an incomes 
policy has become an issue in Australia during the 1970s. 
Incomes policies came into prominence as a policy 
issue in Australia when it became apparent that orthodox 
demand-management policies were incapable of solving 
the twin problems of rapid inflation and high unemploy
ment. 

3 The Recession 1970-77 - A closer look 
The mineral boom of the late 1960s led to a substantial 
growth in the AustraUan economy. Along with a very high 
rate of capital inflow ($2,400m. in 1967-68 and 1968-69 
alone), Australia experienced a 97c growth in real GDP 
in 1968-69, followed by 6% growth in the subsequent year. 
With an increased rate of growth in the money supply in 
the late 1960s, the combination of demand pressure and cost-
push fuelled by the boom led inexorably to a rise in the in
flation rate. Then, in 1972-73, money supply growth more 
than doubled (to 26%, from 11% in 1971-72) - the result 
was a doubling in the inflation rate in 1973-74. (Note that 
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these developments occurred prior to the oft-cited OPEC 
oil price jump.) The marked jump in unemployment began 
late in 1974, and the labour market situation has continued 
to deterioriate ever since. It is useful to add perspective 
detailing some economic developments over the past few 
years. 

Output 
As Table 9 indicates, production continued its strong growth 
of the preceding two decades well into the 1970s. Then, in 
1974- 75 both real GDP and the ANZ Bank Index of Factory 
Production fell , and output picked up only marginally in 
1975- 76. In 1976-77, output growth increased, but is stUI 
significantly below pre-recession levels. 

TABLE 9; OUTPUT GROWTH 

Year Real GDP (%) ANZ Bank Index (All groups %) 

1969-70 5.8 5.4 
1970-71 4.4 4.4 
1971-72 4.3 2.1 
1972-73 4.6 5.5 
1973-74 5.8 9.2 
1974-75 0.1 -6.6 
1975-76 2.4 1.3 
1976-77 3.4 3.2 

Source: Australian Bureau of Statistics; ANZ Banking Group Ltd. 

Once again, these movements in output were not evenly 
experienced through the economy. In the manufacturing 
sector, production of consumer goods was not as seriously 
affected in the latest two years as was output of producer 
goods: during the years 1974-75 and 1975-76, production 
of industrial machinery fell by an average of 6% each year, 
and output in the electrical apparatus and building and con
struction materials industry groups fell by 7% a year; pro
duction of motor vehicles declined by an average of 2% a 
year; food, drink and tobacco output rose by 0.4% a year. 
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and the clothing and footwear, and furniture and house
hold goods industry groups recorded average output de
clines of 4% a year. 

Prices, Wages and Factor Shares 
The rate of both price inflation and wages' increase accel
erated after the mineral boom of the late 1960s, as evidenced 
in Table 10. After reaching a peak rate of 17% (price in-
fliition) and 26% (wages increase) in 1974-75, both deceler
ated subsequently - wages growth in particular fell dramat
ically in 1975-76. The latest fiscal year saw a marginal rise 
in the rate of price inflation and a slight fall in wages growth. 

One result of the wages explosion in 1974-75 was a 
marked jump in the share of aggregate income accuring to 
wages and salaries (from 54% in 1973-74 to 59% in 1974-75). 
with a corresponding drop in the share of profits from 13% 
to 11%. This low relative level of corporate profits had not 
been experienced for 25 years. 

TABLE 10: PRICES. WAGES A FACTOR SHARES* 

PERIOD CPI 
(%) 

AWE 
(%) 

w 
(:i<V 
(%) 

TT 
i.liP 
(%) 

NF.T W 
GDP 
(*) 

NETTT T PERIOD CPI 
(%) 

AWE 
(%) 

w 
(:i<V 
(%) 

TT 
i.liP 
(%) 

NF.T W 
GDP 
(*) 

CbP 
(%) 

GDP 
(%) 

Average Annual 
1959-60 to 1968-69 2.4 5.5 51.2 13.9 43.5 10.2 11.4 

1969-70 3.2 8.4 52.8 15.4 42.7 11.4 13.5 
1970-71 4.8 11.0 54.5 14.3 44.8 10.0 14.0 
1971-72 6.8 10.1 54.6 13.9 44.4 9.7 14.4 
1972-73 6.0 9.1 53.6 14.2 43.9 10.4 13.6 
1973-74 12.9 16.3 54.4 13.1 43.6 9.1 14.8 
1974-75 16.7 25.8 59.2 10.9 46.3 6.8 17.0 
1975-76 13.0 14.4 58.2 10.8 45.0 7.1 17.0 
1976-77 13.8 12.4 56.5 12.0 42.9 8.4 17.1 

• Note to Tables 4 A 5 for derinitions of W. net W. TT. nelTT, A T. 
Source: Australian Bureau of Statistics. 
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Note from table 10, however, that the impact of the 
tax system had a far more pronounced effect on profits 
than on wages. Despite the progressive personal income 
tax, the net (after-tax) share of wages in GDP was main
tained at a relatively constant level prior to 1974-75 and 
following an increase in the two subsequent years the share 
fell in 1976-77 to 43%. The impact of company income 
tax, however led to a substantial fall in the net (after-tax) 
share of profits in GDP in 1974-75 - it decreased from 
9% in 1974-74 to less than 7% in 1974-75, and only picked 
up marginally in 1975-76. Relatively strong growth in the 
latest year saw that ratio rise to 8% in 1976-77, still well 
below its historical levels. At the same time, the revenue ob
tained from personal and company income taxes increased 
as a proportion of GDP from 14% in 1971-72 to 15% in 
1973-74, and to 17% in the latest years. 

The effect of the income tax structure on corporate 
profits in particular is dramatically illustrated in Table 11 . 

TABLE I I : WAGES, PROFITS, AND INCOME TAXES PER UNIT OF OUTPUT' 

Yew W Net W 7T NeiTT T 
Yew 

Real GDP Real GDP Real GDP Real GDP Real GDP 

1969-70 100 100 100 100 100 
1973-74 147 142 117 108 153 
1974-75 187 177 117 93 207 
1975-76 212 198 135 135 240 
1976-77 228 212 165 156 268 

• See Table 5 
Source: AustraUan Bureau of StatUlkrs 

Whereas labor costs per unit of output doubled over this 
period (on both a gross and after-tax basis), corporate profits 
per unit of output rose by a mere 65% on a gross basis and 
by a minimal 56% on an after-tax basis. In 1974-75. net 
Tl/Real GDP was 7% less than the level of 5 years before. 
Income tax revenue per unit of output, by contrast, rose by 
168% over these seven years. These figures clearly reflect 
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the inappropriateness (to say the least) of corporate income 
tax based on historical cost accounting during a period of 
rapid inflation. Although there has since been a half-hearted 
attempt to implement appropriate changes to the company 
tax base, the level of corporate profitabiUty has still to be 
restored to anywhere near the level necessary for an upsurge 
in investment spending. 

Unemployment 
As Table 12 indicates, the rate of unemployment remained 
at its historicafly low levels of around 1.5% until 1974. 
Since that time, the unemployment has continued to cUmb, 
and 1977 figures indicate that it is still increasing. 

TABLE 12: UNEMPLOYMENT 

Year 
Registered unemployed as a % of 

the work force 
% 

1969-70 1.0 
1970-71 1.2 
1971-72 1.6 
1972-73 1.7 
1973-74 1.4 
1974-75 3.6 
1975-76 4.6 
1976-77 5.0 

Source: Australian Bureau of Sutistics 

Money Supply and Deficit Financing 
The level of both money supply growth and of the federal 
deficit remained at relatively low rates (i.e. at around his
torical rates) until 1971-72 as Table 13 demonstrates. Then, 
in 1972-73, the deficit jumped to $709m. and the money 
supply increased by a massive 26%. Whereas the deficit 
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jumped to unprecedented levels in 1974-75 ($2.6 billion) 
and 1975-76 (S3.6 billion), a semblance o f greater monetary 
realism returned in those years and money supply growth 
returned to annual rates of 14% to 15%. Latest figures 
indicate a further wind-down in monetary expansion to 
around 11% in mid-1977. It is relevant to note that the 
most rapid increases in prices and wages occurred well 
after that explosion in money supply growth - they cert
ainly did not precede It. 

T A B L E 13: M O N E Y S U P P L Y GROWrH; F E D E R A L D E n C I T S 

1969- 70 
1970- 71 
1971- 72 
1972- 73 
1973- 74 
1974- 75 
1975- 76 
1976- 77 

Growth in M3 
% 

6.2 
6.8 

lO.S 
25.7 
13.7 
15.2 
13.8 
11.0 

I cdctal deficit 
($m.) 

191 
10 

134 
709 
293 

2.567 
3.585 
2.740 

Source: Australian Bureau of Statistics 

Balance of Payments 
The rate o f capital inflow fell to levels which had characteris
ed the early 1960s consequent upon the Labor government 
taking office late in 1972 (See Table 14). Despite some 
currency realignments by AustraUa's monetary authorities 
in the years 1973 to 1975, it became clear that with Aus
tralia's inflation rate substantially in excess of that of its 
major trading partners, a devaluation of the AustraUan 
dollar was inevitable. As a result, Australia experienced a 
net outflow of capital in 1975-76 as speculation heiglit-
ened concerning the exchange rate. This outflow was only 
the second recorded in more than 25 years (there was a 
minimal outflow of $22m. in 1952-53). 
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T A B L E 14: B A L A N C E O F P A Y M E N T S 

Y e u Cunent Account Net apparent Net monetary 

dm.) 
capital inf low movements 

dm.) ($m. ) (Sm. ) 

1969-70 - 760 796 37 
1970-71 849 M I D 598 
1971-72 - 3 7 5 1.878 1,442 
1972-73 699 443 1.079 
197J-74 - 744 183 - 569 
1974-75 - 9 3 5 471 - 464 
1975-76 - 840 - 180 - 1.020 
1976-77 - 1,453 - 4 9 0 

Source: Rcjcrvc Bank 

The 17.5% devaluation of November 1976 and sub
sequent appreciations had the effect of reversing that sit
uation, and Australia experienced a return to a net inflow 
of sizeable proportions once again during the first few 
months after devaluation. However it is apparent that the 
capital inflow well had dried up by June 1977. Following a 
capital inflow of $ 1,246 m in the three months ended Feb
ruary 1977, the inflow dwindled to $73 m in May, to $6 m 
in June, and August saw a net outflow of $198 m. 

U I A U S T R A L I A , A " D E P E N D E N T " ECONOMY: 
A S P E C I A L CASE? 

Before examining the working o f the Prices Justification 
Tribunal (the P J T ) and of wage indexation, we must con
sider the question of whether or not Australia is a special 
case in some sense, and whether incomes policies may be 
more successfully implemented in this country. 

The Austrahan economy is a "dependent" economy 
in that its terms of trade are essentially given and can, by and 
large, not be influenced by domestic economic policy. That 
is to say, Australia is a small country which is heavily reliant 
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on overseas trade, and it trades in competitive world markets 
in which it has Uttle influence on either the prices it receives 
for exports or the prices it pays for imports. Changes in 
domestic conditions of supply and demand hare little impact 
on export and import prices. More specifically, the Austral
ian economy has the following characteristics: it is small 
compared with most of its trading partners; exports con
sist mainly of agricultural and mineral products and are 
produced in a capital-intensive sector; imports are primarily 
manufactured products and comprise mainly capital goods 
and producer goods which are not produced domestically. 

It has been argued that the need for an incomes policy 
may be greater in such an economy than in an economy 
characterised by a dominant manufacturing sector and with 
some control over its terms of trade (see for example. White
head footnote). The argument is as follows: i f domestic 
prices in a "dependent" economy such as Australia rise more 
rapidly than prices overseas, the economy will tend to ex
perience balance of payments problems by way of cost-
push pressure on exports. Exports become less profitable, 
as they arc more difficult to sell overseas, and this will re
strict both the flow of additional resources into the export 
sector as well as investment by enterprises already in that 
sector. The impact of this mechanism will be to retard 
exfxart volume growth. At the same time, balance of pay
ments pressure would result on the import side: with a 
higher domestic inflation rate than that experienced over
seas, there will tend to be some increase in imports as Aus
tralians switch from locally-produced goods to the now 
relatively cheaper imported products. 

Although the impact of these twin balance of pay
ments pressures will be different in a dependent economy 
compared with a manufacturing country, they will never
theless operate. The relevant question in need of answer at 
this point is the extent to which a wages and prices policy 
would alleviate the balance of payments pressures generated 
by inflation. Clearly, an incomes policy would have the 
desired effect on the balance of payments only if it proves 
successful in eliminating the cause of the dilemma, i.e. in 
reducing inflation. As indicated elsewhere in this volume, 
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there are strong theoretical grounds for doubting the abihty 
of an incomes policy to lower the inflation rate. 

Despite the fact that the Austrahan economy is a 
"dependent" economy, so long as economic poUcy is direct
ed towards the effects of inflation (through an incomes 
poUcy) and not at its root causes, there exist no grounds 
for arguing a special case. 
See D H. Whitehead. Stagflation and Wages PoUcy in Australia (Mel-
bounie: Longman, 1973). 

I V P R I C E AND WAGE R E G U L A T I O N IN 
A U S T R A L I A 

The rapid increase in the rate of inflation during the early 
1970$ led to the establishment of the Prices Justiflcation 
Tribunal in August 1973. And the wages explosion in the 
subsequent year led to the rc-introduction of wage index
ation (after a 22 year break). These are the 2 main areas in 
which "incomes policy" has been applied in AustraUa during 
the 1970s recession. 

1. The Prices Justification Tribunal: a toothless tiger? 
The PJT was established in 1973 by the Prices Justification 
Act (which came into force on August 1st of that year). 
The PJT was set up primarily to take an active role in re
straining inflation in Australia, and is an administrative or
ganisation which plays a "watch-dog" role in the determin
ation of prices for most goods. The name given to this body 
indicates that the P J T is not overtly charged with the re
sponsibility for controlling prices; rather, the stress is on its 
role in assessing the justification of price rises or proposed 
price rises. 

Whilst the distinction between justifying prices and 
controlling prices may be difficult to accept in practice, it 
is clear that the operations of the Tribunal have, by and large, 
had little significant impact on Australian inflationary ex
perience since the establishment of the PJT . Not only has 
the inflation rate risen dramatically since its inception, 
but also the great bulk of price increases which have fallen 
within the Tribunal's ambit since August 1973 have been 
accepted as "justified". In other words, to the extent that 
the vast majority of notices of proposed price increases have 
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been accepted by the Tribunal, there is a strong case for 
arguing that the estabhshment of the P J T has been a cosfly 
waste of time, effort, and resources, and that it has contrib
uted very little to anti-inflationary poUcy. 

The functions of the PJT are to inquire into the appro
priateness of prices at which companies falling within the 
ambit of the Act supply or propose to supply goods and serv
ices. Companies to which the Act originally applied were 
those with a turnover of at least S20m. Those companies 
proposing to increase prices are. required to notify the Tr i 
bunal of their intentions, and the PJT must, within 21 days, 
then notify the company concerned whether or not it intends 
to hold an inquiry into the appropriateness of that price. 
The Act provides both for exemptions from the procedure 
of the P J T and also for companies to substitute their original 
proposal with another. 

Amendments to the Act in 1974 broadened the scope 
of the Tribunal's activities. Although only those companies 
with a turnover exceeding $20m. are required to notify the 
P J T of proposed price increases, the 1974 amendments 
gave the Tribunal general authority to inquire into and 
report on prices charged by all companies, regardless of 
turnover. In addition, the amendments require the Tribunal 
to inform companies of any lower price or whether they 
intend to proceed with their original proposal: a public 
inquiry is then held if the company does not accept the 
Tribunal's recommended price. 

The P J T Act clearly points to the anti-inflationary 
role of the Tribunal, for if its deliberations lead the PJT 
to conclude that a particular price rise is not justified, it is 
required to report on what lower price would be justified. 
While the Tribunal may, therefore, recommend a lower 
price than that sought by a company, it cannot recom
mend a higher price than that proposed. 

Note that the Act includes no provision for any author
ity for compelling observance of the Tribunal's rec
ommendations. Although the 1973 Act made provision for 
fines to be imposed on companies if they fail to notify the 
Tribunal of proposed price increases or if they do not follow 
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the stipulated procedures, the P J T has no way of compelling 
the implementation of its recommendations. 

2. The PJT in action 
From the outset, the P J T has been predominantly concerned 
with its anti-inflationary role. The First Annual Report of 
the Tribunal spelt out in clear terms that it was using the 
resources at its disposal so as to achieve the greatest possible 
anti-inflationary impact. Thus, the P J T has adopted a short-
term view, by concentrating on the immediate impact of 
proposed price increases; as a result, it has devoted little 
effort to a consideration of long-term aspects of pricing 
such as the increased availability of goods and services. 
That this emphasis on short-run effects was in accord with 
deliberate government policy during the early life of the 
Tribunal is evidenced by Treasurer Crean's statement in his 
1974 budget speech . . . the Government expects the 
principal burden of restraint to fall on upper income groups, 
particulariy through the impact on proflts of the operations 
of the Prices Justification Tribunal . . . " (Budget Speech. 
J 974-75). 

No effects on inflation 
Yet when we examine the record, it is not at all self-evident 
that the Tribunal has had any noticeable beneficial effect 
on the inflation rate. Table 15 details movements in Aus
tralia's inflation rate since the estabUshment of the PJT . 
together with the number of price notices processed by 
the Tribunal each year and the share of GDP accruing to 
corporate profits. 

One could be excused for making the observation that 
there appears to be a direct relationship between the number 
of notices processed by the P J T and the inflation rate: i.e., 
that the inflation rate increased along with the Tribunal's 
activity during its first few years of operation and has fallen 
with the recent decline in P J T activity. Moreover, there 
appears to be an inverse relationship between the level of 
PJT activity and the share of national income accruing to 
profits: i.e. the ratio of profits to GDP fell with increasing 
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P J T price "surveillance" and rose with the recent decUne 
in the Tribunal's activity. A cursory glance at the Table 
suggests such correlations, albeit loose ones. 

Whilst it may be overly simplistic to be dogmatic 
about these two observations, it is nevertheless tempting 
to suggest the implications of this line of reasoning: viz. 
that the lower the level of P J T activity, the lower will be the 
inflation rate and the higher the rate of corporate profit
ability! 

T A B L E 15: I N F L A T I O N . P / T A C T I V I T Y A P R O F I T S 

Quarter Annual inflation rale 

% 

Number of price notices 
processed by PJT 

_n_ 
% 

1973-74 S 
D 
M 
J 

10.6 
13.2 
13.6 
14.5 

3,859 13.1 

1974-75 S 
D 
M 
S 

16.0 
16.3 
17.6 
16.9 

7.502 10.9 

1975-76 S 
D 
M 
J 

1 2 . i 
14.0 
13.4 
12.3 

7.739 10.8 

1976 S 
D 

13.9 
14.4 2.871 13.0 

Source: A B S ; P J T Reports 

The PJT arnl investment risks 
It is. of course, true that a number of factors have an import
ant bearing on inflation and profit rates, but it is here sug
gested that P J T acrivity is in fact one such factor. 
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The rudimentary evidence given in Table 15 supports 
the view that the existence of a price-surveillance body such 
as the P I T disturbs the working of the market. 

One of the crucial results of the activities of the P J T 
has been to increase uncertainty and risk. By attempting 
to "normalize" profits, it has adversely affected the incentive 
to invest. In a market economy, the need for investment in a 
particular area is reflected in the opportunity for making 
above-average profit. The fact that such opportunities for 
making high profits tend to attract investment docs not 
necessarily mean that the high profits will be indefinitely 
maintained, for self-correcting forces tend to come into 
operation whereby other investment is attracted into that 
area. This process will reduce profitability in that industry 
to something approaching "normality". Similarly, the ex
istence of low profits in a particular industry suggest over
investment, that additional investment resources would be 
better employed in other areas. 

Notwithstanding the claim that the PJT ' s attempts 
to control prices are well-meaning, the fact that the Tribunal 
attempts to ensure that all firms obtain roughly the same 
rate of return on funds essentially suppresses the market 
signals which indicate those areas where investment is or is 
not required. In other words, the Tribunal is using a concept 
of "normal profits" whenever it assesses whether a particular 
firm's profits are too high or too low; it therefore is im-
pUcitly taking account of only shortrun considerations of 
market performance and omitting any significant consider
ation of long-run factors. In so doing, the workings of the 
PJT have distorted the pattern of investment in Australia 
during the 1970s recession. The disincentive towards risk 
taking, as provided by the existence and operation of the 
PJT, has doubtless been one factor in the dismal private 
sector investment levels since the Tribunal's establishment: 
over the period 1959-60 to 1973-74. real gross private in
vestment (i.e. investment expressed in terms of constant 
1966-67 prices) increased at an annual average rate o f 6%; 
in 1974-75 it fell by 10%, and rose marginally by 1% in 
1975-76. 
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3. No justification for the PJT? 
Tables 16 and 17 summarize the activity of the P J T during 
the first 41 months of its operation (i.e. from August 1973 
to December 1976). During that period, the P J T processed 
21,971 price notices; of that total, 18,583 were approved 
by the P J T in their original form, 2,317 were subject to 
lower price approvals by the PJT and subsequently accepted 
by companies concerned, and 795 were withdrawn by 
companies. Some 85% of all price notices processed by the 
Tribunal in its first 41 months of operation were thus ap
proved on the basis originally notified to the P J T . and 15% 
were reduced or completely withdrawn. The proportion of 
price notices approved in their original form has declined, 
from 87% in 1973-74 to 82% in the latest half-year, and 
the proportion withdrawn by companies has increased, from 
1% to 7% respectively. 

The staff establishment of the PJT has grown in roughly 
the same proportion as the number of price notices process
ed, from 86 positions at the end of June 1974 to 160 at the 
end of June 1976. 

The data in Tables 16 and 17 clearly demonstrate that 
the vast majority of price notices processed by the P J T have 
been approved in their original form, without alteration: 
to date, some 85% of all price notices processed fall into 
this category. It is therefore Uttle wonder that the Tribunal's 
recommendations have been largely adhered to: most noti
fications have been successful, so it is to be expected that 
most price recommendations have been accepted by the 
companies concerned. 

In sum, then, to the extent that the PJT takes little 
cognizance of market signals, its activities tend to distort 
investment expenditure; and to the extent that the great 
bulk of its proces-sing is mere formality, the Tribunal's effort 
is largely a waste of time and resources. There is little doubt 
that a cost-benefit study of the PJT's activities would be 
hard-pressed to find a justification for its existence. 

239 



T A B L E 16: PRICF.S J U S T I U C A T I O N T R I B U N A L A C n V F T Y 

Period Total number of 
price notices 
processed by 

P J T 

No. of price notices No. of notices of proposed prices approved 
or withdrawn without public inquiry notice 

being issued 

Period Total number of 
price notices 
processed by 

P J T Heard 
public 

enquiry 

Where public 
inquiry notice 

issued but 
later withdrawn 

and/or 
amended 

No. of notices of proposed prices approved 
or withdrawn without public inquiry notice 

being issued 

Period Total number of 
price notices 
processed by 

P J T Heard 
public 

enquiry 

Where public 
inquiry notice 

issued but 
later withdrawn 

and/or 
amended 

Origiiial 
notices 

Substitute 
notices for 

a lower price 
Issued and 
accepted 

Withdrawn by 
companies 

A l NUMHI R 

11 months to end June 1974 
1974- 75 fiscal yew 
1975- 76 f l scd year 
6 monUis to end Dec. 1976 

T O T A L 41 M O N T H S T O 

E N D D E C E . M B E R 1976 

3.859 
7,502 
7.739 
2,871 

I S 
50 
13 

2 

31 
140 

14 
11 

3.356 
6 4 7 1 
6.607 
2.349 

421 
863 
725 
308 

36 
178 
380 
201 

A l NUMHI R 

11 months to end June 1974 
1974- 75 fiscal yew 
1975- 76 f l scd year 
6 monUis to end Dec. 1976 

T O T A L 41 M O N T H S T O 

E N D D E C E . M B E R 1976 21,971 80 196 1 8 4 8 3 2 3 1 7 795 

B ) P R O P O R T I O N O F 
N U M B E R 

11 monih i to end June 1974 
1974-75 rucal year 
6 months to end D e c 1976 

T O T A L , 41 M O N T H S T O 
E N D D E C E M B E R 1976 

100 
100 
100 

0.4 
0.7 
0.1 

0.8 
1.9 
0.4 

87.0 
83.6 
81.8 

10.9 
I I J 
10.7 

0.9 
2.4 
7.0 

B ) P R O P O R T I O N O F 
N U M B E R 

11 monih i to end June 1974 
1974-75 rucal year 
6 months to end D e c 1976 

T O T A L , 41 M O N T H S T O 
E N D D E C E M B E R 1976 100 0.4 0.9 84.6 10.6 3.6 

a 
5 

Source: P J T Reports 
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on overseas trade, and it trades in competitive world markets 
in which it has Uttle influence on either the prices it receives 
for exports or the prices it pays for imports. Changes in 
domestic conditions of supply and demand have little impact 
on export and import prices. More specifically, the Austral
ian economy has the following characteristics: it is small 
compared with most of its trading partners; exporis con
sist mainly of agricultural and mineral products and are 
produced in a capital-intensive sector; imports are primarily 
manufactured products and comprise mainly capital goods 
and producer goods which are not produced domestically. 

It has been argued that the need for an incomes pohcy 
may be greater in such an economy than in an economy 
characterised by a dominant manufacturing sector and with 
some control over its terms of trade (see for example. White
head footnote). The argument is as follows: i f domestic 
prices in a "dependent" economy such as Australia rise more 
rapidly than prices overseas, the economy will tend to ex
perience balance of payments problems by way of cost-
push pressure on exports. Exports become less profitable, 
as they are more difficult to sell overseas, and this will re
strict both the flow of additional resources into the export 
sector as well as investment by enterprises already in that 
sector. The impact of this mechanism will be to retard 
export volume growth. A t the same time, balance of pay
ments pressure would result on the import side: with a 
higher domestic inflation rate than that experienced over
seas, there will tend to be some increase in imports as Aus
tralians switch from locally-produced goods to the now 
relatively cheaper imported products. 

Although the impact of these twin balance of pay
ments pressures will be different in a dependent economy 
compared with a manufacturing country, they will never
theless operate. The relevant question in need of answer at 
this point is the extent to which a wages and prices policy 
would alleviate the balance of payments pressures generated 
by inflation. Clearly, an incomes poUcy would have the 
desired effect on the balance of payments only i f it proves 
successful in eliminating the cause of the dilemma, i.e. in 
reducing inflation. As indicated elsewhere in this volume. 
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there are strong theoretical grounds for doubting the ability 
of an incomes policy to lower the inflation rate. 

Despite the fact that the Australian economy is a 
"dependent" economy, so long as economic policy is direct
ed towards the effects of inflation (through an incomes 
policy) and not at its root causes, there exist no grounds 
for arguing a special case. 
See D. H. Whitehead. Stagflation and Wages Policy in Australia (Mel
bourne: Longman. 1973). 

I V P R I C E AND WAGE R E G U L A T I O N IN 
A U S T R A L I A 

The rapid increase in the rate of inflation during the early 
1970s led to the establishment of the Prices Justification 
Tribunal in August 1973. And the wages explosion in the 
subsequent year led to the re-introduction of wage index
ation (after a 22 year break). These are the 2 main areas in 
which "incomes policy" has been applied in AustraUa during 
the 1970s recession. 

1. The Prices Justification Tribunal: a toothless tiger? 
The PJT was established in 1973 by the Prices Justification 
Act (which came into force on August 1st of that year). 
The PJT was set up primarily to take an active role in re
straining inflation in Australia, and is an administrative or
ganisation which plays a "watch-dog" role in the determin
ation of prices for most goods. The name given to this body 
indicates that the PJT is not overtly charged with the re-
sponsibihty for controlling prices; rather, the stress is on its 
role in assessing the justification of price rises or proposed 
price rises. 

Whilst the distinction between justifying prices and 
controlling prices may be difficult to accept in practice, it 
is clear that the operations of the Tribunal have, by and large, 
had little significant impact on Australian inflationary ex
perience since the establishment of the PJT. Not only has 
the inflation rate risen dramatically since its inception, 
but also the great bulk of price increases which have fallen 
within the Tribunal's ambit since August 1973 have been 
accepted as "justified". In other words, to the extent that 
the vast majority of notices of proposed price increases have 
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been accepted by the Tribunal, there is a strong case for 
arguing that the establishment of the PJT has been a costly 
waste of time, effort, and resources, and that it has contrib
uted very little to anti-inflationary policy. 

The functions of the PJT are to inquire into the appro
priateness of prices at which companies falling within the 
ambit of the Act supply or propose to supply goods and serv
ices. Companies to which the Act originally applied were 
those with a turnover of at least S20m. Those companies 
proposing to increase prices are. required to notify the Tr i 
bunal of their intentions, and the PJT must, within 21 days, 
then notify the company concerned whether or not it intends 
to hold an inquiry into the appropriateness of that price. 
The Act provides both for exemptions from the procedure 
of the PJT and also for companies to substitute their original 
proposal with another. 

Amendments to the Act in 1974 broadened the scope 
of the Tribunal's activities. Although only those companies 
with a turnover exceeding $20m. are required to notify the 
PJT of proposed price increases, the 1974 amendments 
gave the Tribunal general authority to inquire into and 
report on prices charged by all companies, regardless of 
turnover. In addition, the amendments require the Tribunal 
to inform companies of any lower price or whether they 
intend to proceed with their original proposal: a pubhc 
inquiry is then held if the company does not accept the 
Tribunal's recommended price. 

The P J T Act cleariy points to the anti-inflationary 
role of the Tribunal, for if its deliberations lead the P J T 
to conclude that a particular price rise is not justified, it is 
required to report on what lower price would be justified. 
While the Tribunal may, therefore, recommend a lower 
price than that sought by a company, it cannot recom
mend a higlier price than that proposed. 

Note that the Act includes no provision for any author
ity for compelling observance of the Tribunal's rec
ommendations. Although the 1973 Act made provision for 
fines to be imposed on companies if they fail to notify the 
Tribunal of proposed price increases or i f they do not follow 
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the stipulated procedures, the P J T has no way of compelling 
the implementation of its recommendations. 

2. The PJT in action 
From the outset, the PJT has been predominantly concerned 
with its anti-inflationary role. The First Annual Report of 
the Tribunal spelt out in clear terms that it was using the 
resources at its disposal so as to achieve the greatest possible 
anti-inflationary impact. Thus, the P J T has adopted a short-
term view, by concentrating on the immediate unpact of 
proposed price increases; as a result, it has devoted little 
effort to a consideration of long-term aspects of pricing 
such as the increased availability of goods and services. 
That this emphasis on short-run effects was in accord with 
deUberate government policy during the early life of the 
Tribunal is evidenced by Treasurer Crean's statement in his 
1974 budget speech . . . tiie Government expects the 
principal burden of restraint to fall on upper income groups, 
particularly through the impact on profits of the operations 
of the Prices Justification Tribunal . . . " (Budget Speech. 
J 974-75). 

No effects on inflation 
Yet when we examine the record, it is not at all self-evident 
that the Tribunal has had any noticeable beneficial effect 
on the inflation rate. Table 15 details movements in Aus-
traha's inflation rate since the estabUshment of the P J T , 
together with the number of price notices processed by 
the Tribunal each year and the share of GDP accruing to 
corporate profits. 

One could be excused for making the observation that 
there appears to be a direct relationship between the number 
of notices processed by the P J T and the inflation rate: i.e., 
that the inflation rate increased along with the Tribunal's 
activity during its first few years of operation and has fallen 
with the recent decline in P J T activity. Moreover, there 
appears to be an inverse relationship between the level of 
PJT activity and the share of national income accruing to 
profits: i.e. the ratio of profits to G D P fell with increasing 
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P J T price "surveillance" and rose with the recent decline 
in the Tribunal's activity. A cursory glance at the Table 
suggests such correlations, albeit loose ones. 

Whilst it may be overly simplistic to be dogmatic 
about these two observations, it is nevertheless tempting 
to suggest the implications of this line of reasoning: viz. 
that the lower the level of PJT activity, the lower will he the 
inflation rate and the higher the rate of corporate profit-
abihty! 

T A B L E 15: I N F L A T I O N . P T f A C T I V I T Y 4 P R O F I T S 

Quarter Annual inflat ion rate 

% 

Number of price notices 
processed by PJT 

J L 
G D P 

% 

1973-74 S 
D 
M 
J 

10.6 
13.2 
13.6 
14.5 

3.859 13.1 

1974-75 S 
D 
M 
J 

16.0 
16.3 
17.6 
16.9 

7,502 10.9 

1975-76 S 
D 
M 
J 

12.! 
14.0 
13.4 
12.3 

7.739 10.8 

1976 S 
D 

13.9 
14.4 2,871 13.0 

Source: A B S ; P I T Reports 

The PJT and investment risks 
It is, of course, true that a number of factors have an import
ant bearing on inflation and profit rates, but it is here sug
gested that P J T activity is in fact one such factor. 
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The rudimentary evidence given in Table 15 supports 
the view that the existence of a price-surveillance body such 
as the PJT disturbs the workings of the market. 

One of the crucial results of the activities of the PJT 
has been to increase uncertainty and risk. By attempting 
to "normalize" profits, it has adversely affected the incentive 
to invest. In a market economy, the need for investment in a 
particular area is reflected in the opportunity for making 
above-average profit. The fact that such opportunities for 
making high profits tend to attract investment does not 
necessarily mean that the high profits will be indefinitely 
maintained, for self-correcting forces tend to come into 
operation whereby other investment is attracted into that 
area. This process will reduce profitabihty in that industry 
to something approaching "normality". Similarly, the ex
istence of low profits in a particular industry suggest over
investment, that additional investment resources would be 
better employed in other areas. 

Notwithstanding the claim that the PJT's attempts 
to control prices are well-meaning, the fact that the Tribunal 
attempts to ensure that all firms obtain roughly the same-
rate of return on funds essentially suppresses the market 
signals which indicate those areas where investment is or is 
not required. In other words, the Tribunal is using a concept 
of "normal profits" whenever it assesses whether a particular 
firm's profits are too high or too low; it therefore is im
plicitly taking account of only shortrun considerations of 
market performance and omitting any significant consider
ation of long-run factors. In so doing, the workings of the 
P J T have distorted the pattern of investment in AustraUa 
during the 1970s recession. The disincentive towards risk 
taking, as provided by the existence and operation of the 
P J T . has doubtless been one factor in the dismal private 
sector investment levels since the Tribunal's establishment: 
over the period 1959-60 to 1973-74, real gross private in
vestment (i.e. investment expressed in terms of constant 
1966-67 prices) increased at an annual average rate of 6%; 
in 1974-75 it fell by 10%, and rose marginally by 1% in 
1975-76. 
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3. No justiHcation for the PJT? 
Tables 16 and 17 suinmari/e the activity of the PJT during 
the first 41 months of its operation (i.e. from August 1973 
to December 1976). During that period, the PJT processed 
21.971 price notices; of that total. 18.583 were approved 
by the P J T in their original form, 2,317 were subject to 
lower price approvak by the PJT and subsequently accepted 
by companies concerned, and 795 were withdrawn by 
companies. Some 85% of all price notices processed by the 
Tribunal in its first 41 months of operation were thus ap
proved on the basis originally notified to the PJT . and 15% 
were reduced or completely withdrawn. The proportion of 
price notices approved in their original form has declined, 
from 87% in 1973-74 to 82% in the latest half-year, and 
the proportion withdrawn by companies has increased, from 
1% to 7% respectively. 

The staff establishment of the PJT has grown in roughly 
the same proportion as the number of price notices process
ed, from 86 positions at the end of June 1974 to 160 at the 
end of June 1976. 

The data in Tables 16 and 17 clearly demonstrate that 
the vast majority of price notices processed by the PJT have 
been approved in their original form, without alteration: 
to date, some 85% of all price notices processed fall into 
this category. It is therefore little wonder that the Tribunal's 
recommendations have been largely adhered to: most noti-
ficaUons have been successful, so it is to be expected that 
most price recommendations have been accepted by the 
companies concerned. 

In sum, then, to the extent that the PJT takes little 
cognizance of market signals, its activities tend to distort 
investment expenditure; and to the extent that the great 
bulk of its processing is mere formality, the Tribunal's effort 
is largely a waste of time and resources. There is little doubt 
that a cost-benefit study of the PJT's activities would be 
hard-pressed to find a justification for its existence. 
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T A B L E 16: PRICFS JUSTIFICATION TRIBUNAL A C T I V I T Y 

Period Total number of 
price notices 
processed by 

PJT 

No. of price notices No. of notices of proposed prices approved 
or withdrawn without public inquiry notice 

beinit iuued 

Period Total number of 
price notices 
processed by 

PJT Heud 
pubUc 

enquiry 

Where public 
inquiry notice 

issued but 
later withdrawn 

and/or 
amended 

No. of notices of proposed prices approved 
or withdrawn without public inquiry notice 

beinit iuued 

Period Total number of 
price notices 
processed by 

PJT Heud 
pubUc 

enquiry 

Where public 
inquiry notice 

issued but 
later withdrawn 

and/or 
amended 

Ori(inal 
notices 

Substitute 
notices for 

a lower price 
issued and 
accepted 

Withdrawn by 
companies 

A) NXAIBER: 
11 monihs to end June 1974 
1974- 75 fbcal year 
1975- 76 n»cal yen 
6 monthi to end Dec 1976 

TOTAL 41 MONTHS TO 
END DECEMBER 1976 

3.859 
7,502 
7.739 
2.871 

15 
50 
13 

2 

31 
140 
14 
11 

3.356 
6.271 
6.607 
2.349 

421 
863 
725 
308 

36 
178 
380 
201 

A) NXAIBER: 
11 monihs to end June 1974 
1974- 75 fbcal year 
1975- 76 n»cal yen 
6 monthi to end Dec 1976 

TOTAL 41 MONTHS TO 
END DECEMBER 1976 21.971 80 196 18.583 2417 795 

B) PROPORTION OF 
NUMBER 

11 monthi to end June 1974 
1974-75 riical yeu 
6 montJu to end Dec. 1976 

TOTAL, 41 MONTHS TO 
END DECEMBER 1976 

100 
100 
100 

0^ 
0.7 
0.1 

0.8 
1.9 
0.4 

87.0 
03.6 
81.8 

10.9 
I I J 
10.7 

0.9 
2.4 
7.0 

B) PROPORTION OF 
NUMBER 

11 monthi to end June 1974 
1974-75 riical yeu 
6 montJu to end Dec. 1976 

TOTAL, 41 MONTHS TO 
END DECEMBER 1976 too 0.4 0.9 84.6 10.6 3.6 

5 I 

Source: PJT Reports 



TABLK 17: PJT ACTIVITY BY INDUSTRY GROUPS' 

1973-74 1974-75 1973-76 . 2nd Half. 1976 

Total 
No. 

% Approved 
(») 

Total 
No. 

% Approved 
( * ) 

Total 
No. 

* Approved 
(%) 

Toul 
No. 

% Approved 
(%) 

Manufacturing: 
OiemicaU k tdaied pioduclt 371 88 523 86 509 91 191 82 

Household appluncej, elec
trical equipment. T.V.. ind 
radio 661 91 725 88 564 89 87 79 

Food products & beverages 732 89 1139 84 1178 90 375 89 

Wholesale trade: 
Petroleum and petroleum 
products 208 87 300 86 312 60 90 53 

ReiaU trade: 
Motor vehicles, paru, etc. 
Department, variety stores 

361 84 252 
146 

72 
82 

380 
161 

77 
94 

155 
60 

62 
77 

Other: 
Finance t invcstraeni etc. - 172 85 231 80 98 86 

•Note: The 2 figures given for each year, for each Indusuy group, are the total number of price notices processed by the Tribunal, 
and the proportion of those notices approved on the basis originaUy notified to the PJT. 

Source: PJT Reports 
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4. Viagc Indexation: anodyne for inflation? 
The history of wage-fixation in Australia has been dominated 
by the Arbitration Commission. This federal body has the 
central role in wage setting, as its lead in varying wage rates 
for employees on federal awards is generally followed by the 
various Stage wages tribunals. 

From the basic to the "total" wage 
Prior to 1966. wage and salary levels comprised 2 quite sep
arate components: the basic wage, which was a minimum wage 
and the basic component of all wages; and a margin, which 
was a payment above the minimum wage for skill. For the 
32 years from 1921-1953, the Arbitration Commission auto
matically adjusted the Australian basic wage, on a quarterly 
basis, in line with changes in the consumer price level. 

Quarterly indexation of the basic wage was discon
tinued in 1953 because o f its impact on the rate of price 
inflation. From 1961 to 1965, the Commission's approach 
was to increase the basic wage on an annual basis in line with 
the rate of price-infiation during the preceding year, unless 
convincing arguments to the contrary were raised. 

Then, in 1966, the concept of the basic wage was 
abolished and the concept of the total wage introduced. 
The reason for this change stemmed from the fact that 
unions had tended to use essentially the same arguments 
both for increasing the basic wage and for increasing marg
ins: the two were accordingly combined, and wage determ
ination on a total wage basis came into operation in 1967. 
Since that time, the Commission has exphcitly maintained 
the concept of a minimum wage, quite separate from the 
total wage, as the minimum wage received by any wage-
earner This system of wage determination remained in force 
until eariy 1975. 

Table 18 details the national wage decisions of the 
Arbitration Commission from the end of quarteriy index
ation in 1953 to the 1974 national wage case (the last in
crease awarded prior to the re-introduction of wage index
ation in 1975). Percentage increases in prices and in average 
weekly earnings are also shown. 
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T A B L E 18: WAGE D E a S l O N S . EARNINGS A PRICES 

Year 
% increase in 

Average Weekly 
Earnings 

% 

t increase in 
Consumer Price 

Index 
% 

Nalloiul wage de-
cinon* (month of 
effect in brackeu) 

1954-55 5.6 0.6 6.3 (Nov. 1954) 
1955-56 6.8 4.2 — 

1956-57 4.7 5.8 3.2 (June 1956) 
1957-58 2.7 1.0 3.3 (May 1957) 
1958-59 3.1 1.6 1.6 (May 1958) 
1959-60 7.8 2.5 9,4 (June 1959) 
1960-61 4.8 4.1 — 

1961-62 2.8 0.4 3.2 (July 1961) 
1962-63 2.6 0.2 -
1963-64 5.0 0.9 1.9 (April 1963) 
1964-65 7.3 3.8 5.4 (June 1964) 
1965-66 4.4 3.8 1.2 (June 1965) 
1966-67 6.5 2.7 6.9 (July 1966) 
1967-68 5.8 3.3 2.3 (July 1967) 
1968-69 7.5 2.6 2.9 (October 1968) 
1969-70 8.4 3.2 3.0 (December 1969) 
1970-71 11.0 4.8 6.0 (January 1971) 
1971-72 10.1 6.8 2 J (May 1972) 
1972-73 9.1 6.0 4.4 (May 1973) 
1973-74 16.3 12.9 4.2 (May 1974) 

•Note; Figures given are % increase in average award wages implied by any 
increase in basic wage and margins (pre 1967) or loul wage (post 1967). 

Source: ABS: J . E . ISMC. op. cll (Table 6) p. 158; P. D- Jonson. K. L . Mahar 
and G. J . Thompson. "Earnings & Award Wages in Australia", in Autlralian 
Economic Papers. Vol 13. June 1974. p. 89. 

The emergence of over-award wages 
In the 20 years to 1973-74, the national wage decLsion ex
ceeded the rise in the CPI in 9 years, was the same as it in 
one year, and was less than the CPI rise in 10 years (in 3 
of these years there was no national wage increase granted). 
It is interesting that average weekly earnings typically in
creased at a substantially higher rate than the national wage 
decisions implied, indicating the importance of over-award 
payments in the AustraHan wage structure. 

The rise to prominence of over-award wages cleariy 
occurred only after the introduction of the total wage con
cept. During the 13-year period 1954-55 to 1966-67. al
though the national wage decision marginally exceeded the 
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increase in average weekly earnings on 5 occasions (this 
situation arose because of the lags associated with the timing 
of the implementation of such decisions), in most years the 
2 series rose at very similar rates. After the introduction of 
the total wage concept, however, the divergence between 
the national wage decision and increases in average earnings 
intensified. The ever-increasing resort to over-award pay
ments after 1967 led fmally to a 12 percentage points excess 
of average weekly earnings growth (of 16%) over the national 
wage decision (of 4%) in 1974. 

The enormous pressures generated by this rapid growth 
in earnings, way above the increase awarded by the 
Arbitration Commission, led to the question of the reintro-
duction of wage indexation being brought up at the 1974 
national wage case. However, wage indexation was rejected 
at that time. 

The re-introduction of indexation 
Following persistent and widespread calls for the reintro-
duction of wage indexation throughout 1974, the Ful l Bench 
of the Commission came out with a qualified acceptance of 
wage indexation at the conclusion of its 1975 national wage 
case on April 30th. Although much of the basic ground, 
both for and against indexation, had been argued in detail 
in previous national wage cases, the Commission's deliber
ations resulted in a very lengthy hearing indeed, early 
in 1975. The national wage case began on the 21st January 
and the final decision, to reintroduce wage indexation, 
was handed down on 30th April more than three months 
after the hearing began. One reason for the prolonged hearing 
was that, whereas both the union movement and the federal 
( A L P ) government supported the proposals for wage index
ation, the national employers' groups and various state gov
ernments were against its introduction. 

In that historic decision of the 30th April 1975, the 
Arbitration Commission, in reintroducing a system of wage 
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indexation into Australia, incorporated the following four 
features: 

( i ) all ordinary award rates were to be adjusted by the 
full 3.6% increase in the CPI for the March 1975 
quarter; 

(i i) the male minimum wage was increased by S4; 
(i i i ) under the wage indexation system introduced, 

there is to be no wage adjustment to compensate 
for a CPI rise in any quarter unless the CPI increase 
in that quarter is at least 1% - movements in the 
C P I of less than 1% are to be carried forward to 
subsequent quarter(s) and an indexation wage 
adjustment will orUy occur when the accumulated 
movement is at least 1%; and 

(iv) in addition to the above increases, the only other 
grounds which may justify wage increases are 
changes in work value (such as the nature of the 
work), skill, and responsibility required, or the 
conditions under which the work is performed. 

It is particulariy noteworthy that, in contrast to the system 
of automatic quarterly wage adjustment which operated 
up to 1953, the latest wage indexation experiment is not 
automatic. That is to say, AustraUa's post-1975 wage index
ation system does not provide for the automatic full adjust
ment of \*ages and salaries in line with rises in the C P I . 

As Table 19 indicates, for the first 4 quarters of index
ation, the Arbitration Commission decided in favour of full 
indexation, that is, of increases in wages and salaries equal 
to the full rise in the C P I of the preceding quarter. Although 
no increase was granted in the September 1975 quarter (as 
the CPI rise was below 1%). the December decision compen
sated wage levels for the increases in the combined Septem
ber and December CPI figures. 
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T A B U 19: IN[>EXATION. EARNINGS. AND PRICES 

% increax in % increase in 
Quaner AWE (qiuilerly) CPl (quarterly) Indexation deciiion 

% % 

1975 M 2.4 3.6 3.6% 
J 2.8 3.5 3.5% 
S 3.0 0.8 
D 5.0 5.6 6.4% 

1976 M 2.3 3.0 3.0% up to $125; $3.80 

J 
above $125 

J 4.5 2 J $2.50 upto $166;1J% 
above $166 

S 3A 2.2 2.2% 
D 1.4 6.0 $5.70 flat increaie 

1977 M 2.5 2.3 1.9% up to $200; $3.80 

J 
above $200 

J 3.1 2.4 2.0% 

Soorca: ABS; CBA Bank Economic Review 

Indexation and inflation 
At the end of 1975, it became clear that, although the in
flation rate had peaked earlier that year (see Table 15), the 
impact of wage indexation was locking the economy into a 
high inflation rate which was only very slowly falling. Taking 
cognizance of the inescapable effects of wage indexation in 
perpetuating inflation rates or at best allowing inflation to 
fall only slowly, the Arbitration Commission altered its 
approach from the March 1976 quarter. 

Since that time, wage indexation in every quarterly 
decision other than September 1976 and June 1977 has 
taken the form of either a flat increase or a combination of 
a percentage increase and a flat increa.se (this latter approach 
is termed "plateau indexation"): except for the June 1976 
decision, plateau indexation has taken the form of a percent
age increase up to around average earnings and a flat increase 
above that level. 

The national wage decision in respect of the December 
1976 quarter awarded $2.90 per week to all wage and salary 
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earners in respect of the Medibank price-effect (resulting 
from the introduction of a revised national health scheme), 
plus a flat $2.80 for the remaining component of the Dec
ember CPI rise. The indexation decision in respect of the 
March quarter 1977 put the final seal on the price-wage 
freeze coffin. The proposed 3-month voluntary price-wage 
freeze, announced at the April Premiers' Conference, ranks 
as one of those rare instances when state and federal govern
ment leaders agree on a common course of action. Yet it 
was clear from the outset that such a freeze could not work. 
The award of 1.9% on incomes up to S200 per week and a 
flat $3.80 on incomes above that level by the Arbitration 
Commission formalised the already-apparent end of the 
proposed voluntary freeze. The Arbitration Commission's 
March decision excluded the impact of devaluation on the 
CPI (estimated at 0.4% out of the 2.3% March CPI rise). 
This was continued in the June 1977 decision, which rep
resented a full flow-on of the CPI rise after the marginal 
impact of the devaluation was excluded. 

5. The system under strain 
The adherence by the Commission, throughout 1976 and 
1977. to less than full indexation (with the exception of the 
September 1976 quarter) has placed ever-increasing strains 
on the indexation system itself. But the shakiness of the 
indexation system does not stem merely from its impact in 
permitting the inflation rate to fall only slowly. An addition
al factor militating against the longer-term viability of wage 
indexation has been the continual erosion of after-tax earn
ings. One reason for the present shakiness of indexation as 
a wage-fixing system in Australia is reflected in the figures 
given in Table 20: the figures chart the course of average 
weekly earnings, on a gross and net basis, in comparison 
with CPI movements, since the introduction of wage 
indexation. 

The figures indicate that over the 2Vi years to June 
1977, consumer prices rose by 32% while (gross) average 
weekly earnings increased by 30%; over that period, tax 
payable on AWE rose by 35% with the result that net take-
home AWE increased by less than 28%. 
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T A B L E 20: AVERAGF WEFKLV EARNINGS: GROSS k NET 

Quarter AWE* Tax Piyable Net AWE Cumulative t change from March 1975 
($) on AWE»» ($) (S) AWl. Tax Net AWE CPI 

I97S M 1S2.0 42.8 109.2 — — _ 
J 154.2 43.6 110.6 1.4 1.8 i . 3 3.5 
S 158.8 45.2 113.6 4.5 5.6 4.0 4.3 
D 166.7 48.0 118.7 9.7 12.0 8.7 10.1 

1976 M 170.5 49.3 121.2 12.2 15.1 11.0 13.4 
J 178.1 50.6 127.5 17.2 18.2 16.8 16.3 
S 184.3 52.8 1 3 1 i 21.3 23.3 20.5 18.8 
D 186.0 53.4 132.6 22.4 24.7 2 1 J 26.0 

1977 M 192.1 55.7 136.4 26.4 30.1 24.9 28.8 
J 198.1 57.8 140.3 30.3 35.0 28.4 31.9 

to 

•AWE = average weekly eamlnni per employed male, jcasoiully-adjusted 
** Income tax payable i i giots of rebates 

Source: ABS 



T A B L E 17: PIT ACTIVITY BY INDUSTRY GROUPS* 

1973-74 1974-75 1975-76 2nd Half. 1976 

Total 
No. 

% Approved 
(») 

Total 
No. 

% Approved 
( * ) 

Total 
No. 

% Approved 
(%) 

Total 
No. 

% Approved 
(%) 

Manufacturing: 
Chemicali A related products 371 88 523 86 509 91 191 82 

Household appliances, elec
trical equipment, T.V.. and 
radio 661 91 72$ 88 564 89 87 79 

1 ood products A beverages 732 89 1139 84 1178 90 375 89 

Wholesale trade; 
Petroleum and petroleum 
products 208 87 300 86 312 60 90 53 

Pet»i| t^4' 
Motor vehicles, parts, ate. 
Department, variety stores 

361 84 252 
146 

72 
82 

380 
161 

77 
94 

155 
60 

62 
77 

Other: 
Finance A investment etc. - - 172 85 231 80 98 86 

•Note: The 2 flgures given i i 
and the proportion of those notices approved on (he basis originaUy notified to the PJT. 

.Source: PJT Reports 
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4 . Wage Indexation: anodyne for inflation? 
Tlie history of wage-fixation in Australia has been dominated 
by the Arbitration Commission. This federal body has the 
central role in wage setting, as its lead in varying wage rates 
for employees on federal awards is generally followed by the 
various Stage wages tribunals. 

From the basic to the "total" wage 
Prior to 1966, wage and salary levels comprised 2 quite sep
arate components: the basic wage, which was a minimum wage 
and the basic component of all wages; and a margin, which 
was a payment above the minimum wage for skill. For the 
32 years from 1921-1953, the Arbitration Commission auto
matically adjusted the AustraUan basic wage, on a quarterly 
basis, in line with changes in the consumer price level. 

Quarterly indexation of the basic wage was discon
tinued in 1953 because of its impact on the rate o f price 
inflation. From 1961 to 1965. the Commission's approach 
was to increase the basic wage on an annual basis in line with 
the rate of price-inflation during the preceding year, unless 
convincing arguments to the contrary were raised. 

Then, in 1966. the concept of the basic wage was 
abolished and the concept of the total wage introduced. 
The reason for this change stemmed from the fact that 
unions had tended to use essentially the same arguments 
both for increasing the basic wage and for increasing marg
ins: the two were accordingly combined, and wage determ
ination on a total wage basis came into operation in 1967. 
Since that time, the Commission has explicitly maintained 
the concept of a minimum wage, quite separate from the 
total wage, as the minimum wage received by any wage-
earner. This system of wage determination remained in force 
until eariy 1975. 

Table 18 details the national wage decisions of the 
Arbitration Commission from the end of quarterly index
ation in 1953 to the 1974 national wage case (the last in
crease awarded prior to the re-introduction of wage index-
arion in 1975). Percentage increases in prices and in average 
weekly earnings are also shown. 
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T A B L E 18: WAGE DECISIONS. EARNINGS i PRICES 

Veai 
% increase in 

Average Weekly 
Earnirigs * 

% Increase in 
Consumer Price 

Index 
% 

Natioiul wage de
cision* (month of 
effect In brackets) 

1954-55 5.6 0.6 6.3 (Nov. 1954) 
1955-56 6.8 4.2 — 

1956-57 4.7 5.8 3.2 (June 1956) 
1957-58 2.7 1.0 3.3 (May 1957) 
1958-59 3.1 1.6 1.6 (May 1958) 
1959-60 7.8 2.5 9.4 (June 1959) 
1960-61 4.8 4.1 — 

1961-62 2.8 0.4 3.2 (July 1961) 
1962-63 2.6 0.2 -
1963-64 5.0 0.9 1.9(AprU 1963) 
1964-65 7.3 3.8 5.4 (June 1964) 
1965-66 4.4 3.8 1.2 (June 1965) 
1966-67 6.5 2.7 6.9 (July 1966) 
1967^8 5.8 3.3 2.3 (July 1967) 
1968-69 7.5 2.6 2.9 (October 1968) 
1969-70 8.4 3.2 3.0 (December 1969) 
1970-71 11.0 4.8 6.0 (January 1971) 
1971-72 10.1 6.8 2 J (May 1972) 
1972-73 9.1 6.0 4.4 (May 1973) 
1973-74 16.3 12.9 4.2 (May 1974) 

•Note: l-'igurcs given are % Increase in average award wages implied by any 
increase in basic wage and margins (pre 1967) or total wage (post 1967). 

Source: ABS; J . E . Isaac, op. cit (Table 6) p. 158; P. D. Jonson. K. L . Mahar 
and G. J . Thompson. "Earnings & Award Wages in Australia", in Autlralian 
Economic Papert. Vol 13. June 1974. p. 89. 

The emergence of over-award wages 
In the 20 years to 1973-74, the national wage decision ex
ceeded the rise in the CPI in 9 years, was the same as it in 
one year, and was less than the CPI rise in 10 years (in 3 
of these years there was no national wage increase granted). 
It is interesting that average weekly earnings typically in
creased at a substantially higher rate than the national wage 
decisions implied, indicating the importance of over-award 
payments in the AustraUan wage structure. 

The rise to prominence of over-award wages clearly 
occurred only after the introduction of the total wage con
cept. During the 13-ycar period 1954-55 to 1966-67. al
though the national wage decision marginally exceeded the 
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increase in average weekly earnings on 5 occasions (this 
situation arose because of the lags associated with the timing 
of the implementation of such decisions), in most years the 
2 series rose at very similar rates. After the introduction of 
the total wage concept, however, the divergence between 
the national wage decision and increases in average earnings 
intensified. The ever-increasing resort to over-award pay
ments after 1967 led finally to a 12 percentage points excess 
of average weekly earnings growth (of 16%) over the national 
wage decision (of 4%) in 1974. 

The enormous pressures generated by this rapid growth 
in earnings, way above the increase awarded by the 
Arbitration Commission, led to the question of the reintro-
duction of wage indexation being brought up at the 1974 
national wage case. However, wage indexation was rejected 
at that lime. 

The re-introduction of indexation 
Following persistent and widespread calls for the reintro-
duction of wage indexation throughout 1974, the Full Bench 
of the Commission came out with a qualified acceptance of 
wage indexation at the conclusion of its 1975 national wage 
case on April 30th. Although much of the basic ground, 
both for and against indexation, had been argued in detail 
in previous national wage cases, the Commission's deHber-
ations resulted in a very lengthy hearing indeed, early 
in 1975. The national wage case began on the 21st January 
and the final decision, to reintroduce wage indexation, 
was handed down on 30th April more than three months 
after the hearing began. One reason for the prolonged hearing 
was that, whereas both the union movement and the federal 
( A L P ) government supported the proposals for wage index
ation, the national employers' groups and various state gov
ernments were against its introduction. 

In that historic decision of the 30th April 1975, the 
Arbitration Commission, in reintroducing a system of wage 
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indexation into Australia, incorporated the following four 
features: 

( i ) all ordinary award rates were to be adjusted by the 
full 3.6% increase in the CPI for the March 1975 
quarter; 

( i i ) the male minimum wage was increased by $4; 
( i i i ) under the wage indexation system introduced, 

there is to be no wage adjustment to compensate 
for a CPI rise in any quarter unless the CPI increase 
in that quarter is at least 1% - movements in the 
C P I of less than 1% are to be carried forward to 
subsequent quarter(s) and an indexation wage 
adjustment will only occur when the accumulated 
movement is at least 1%: and 

(iv) in addition to the above increases, the only other 
grounds which may justify wage increases are 
changes in work value (such as the nature of the 
work), skill, and responsibility required, or the 
conditions under which the work is performed. 

It is particulariy noteworthy that, in contrast to the system 
of automatic quarterly wage adjustment which operated 
up to 1953, the latest wage indexation experiment is not 
automatic. That is to say, Australia's post-1975 wage index
ation system does not provide for the automatic full adjust
ment of \^ages and salaries in line with rises in the CPI . 

As Table 19 indicates, for the first 4 quarters of index
ation, the Arbitration Commission decided in favour of full 
indexation, that is, of increases in wages and salaries equal 
to the full rise in the CPI of the preceding quarter. Although 
no increase was granted in the September 1975 quarter (as 
the CPI rise was below 1%), the December decision compen
sated wage levels for the increases in the combined Septem
ber and December CPI figures. 
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T A B I i 19; LNDEXATION. EARNINGS. AND PRICFS 

% Increase in % increase In 
Quarter AWE (quarterly) CPl (quarterly) Indexation decision 

% % 

1975 M 2.4 3.6 3.6% 
J 2.8 3.5 3.5% 
S 3.0 0.8 _ 
D 5.0 5.6 6.4% 

1976 M 2.3 3,0 3.0% up to $125:53.80 
above $125 

J 4.5 2.5 $2.50 up to $166:1.5% 
above $166 

S 3.4 2.2 2.2% 
D 1.4 6.0 $5.70 flat inaease 

1977 M 2.5 2.3 1.9% up to $200: $3.80 
above $200 

3.1 2.4 2.0% 

Source: ABS: CBA Bank Economic Review 

Indexation and inflation 
At the end of 1975. it became clear that, although the in
flation rate had peaked earlier that year (see Table 15), the 
impact of wage indexation was locking the economy into a 
high inflation rate which was only very slowly falling. Taking 
cognizance of the inescapable effects of wage indexation in 
perpetuating inflation rates or at best allowing inflation to 
fall only slowly, the Arbitration Commission altered its 
approach from the March 1976 quarter. 

Since that time, wage indexation in every quarterly 
decision other than September 1976 and June 1977 has 
taken the form of either a flat increase or a combination of 
a percentage increase and a flat increase (this latter approach 
is termed "plateau indexation"): except for the June 1976 
decision, plateau indexation has taken the form of a percent
age increase up to around average earnings and a flat increase 
above that level. 

The national wage decision in respect of the December 
1976 quarter awarded S2.90 per week to all wage and salary 
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earners in respect of the Medibank price-effect (resulting 
from the introduction of a revised national health scheme), 
plus a flat S2.80 for the remaining component of the Dec
ember CPI rise. The indexation decision in respect of the 
March quarter 1977 put the final seal on the price-wage 
freeze coffin. The proposed 3-month voluntary price-wage 
freeze, announced at the April Premiers' Conference, ranks 
as one of those rare instances when state and federal govern
ment leaders agree on a common course of action. Yet it 
was clear from the outset that such a freeze could not work. 
The award of 1.9% on incomes up to $200 per week and a 
fiat $3.80 on incomes above that level by the Arbitration 
Commission formalised the already-apparent end of the 
proposed voluntary freeze. The Arbitration Commission's 
March decision excluded the impact of devaluation on the 
C P I (estimated at 0.4% out of the 2.3% March CPI rise). 
This was continued in the June 1977 decision, which rep
resented a full fiow-on of the CPI rise after the marginal 
impact of the devaluation was excluded. 

5. The system under strain 
The adherence by the Commission, throughout 1976 and 
1977, to less than full indexation (with the exception of the 
September 1976 quarter) has placed ever-increasing strains 
on the indexation system itself. But the shakiness of the 
indexation system does not stem merely from its impact in 
permitting the infiation rate to fall only slowly. An addition
al factor militating against the longer-term viability of wage 
indexation has been the continual erosion of after-tax earn
ings. One reason for the present shakiness of indexation as 
a wage-fixing system in Australia is reflected in the figures 
given in Table 20: the figures chart the course of average 
weekly earnings, on a gross and net basis, in comparison 
with CPI movements, since the introduction of wage 
indexation. 

The figures indicate that over the 2Vi years to June 
1977, consumer prices rose by 32% while (gross) average 
weekly earnings increased by 30%; over that period, tax 
payable on A W E rose by 35% with the result that net take-
home AWE increased by less than 28%. 
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TABLK 20: AVERAGE WEEKLY EARNINGS: GROSS A NET 

Quariet AWE* 
($) 

Tax Piyable 
on AWE** ($) 

Net AWE 
($) 

CumulatWe A change from March 1975 Quariet AWE* 
($) 

Tax Piyable 
on AWE** ($) 

Net AWE 
($) AWl Tax Net AWE CPl 

1975 M 1S3.0 42.8 109.2 °_ _ 
J 154.2 43.6 110.6 1.4 1.8 J.3 3.5 
S 158.8 45.2 113.6 4.5 5.6 4.0 4.3 
D 166.7 48.0 118.7 9.7 12.0 8.7 10.1 

1976 M 170.5 49.3 121.2 12.2 15.1 11.0 13.4 
J 178.1 50.6 127.5 17.2 18.2 16.8 16.3 
S 184.3 52.8 131J 21.3 23.3 20.5 18.8 
D 186.0 53.4 132.6 22.4 24.7 21J 26.0 

1977 M 192.1 55.7 136.4 26.4 30.1 24.9 28.8 
J 198.1 57.8 140.3 30.3 35.0 28.4 31.9 

*AWE - average weekly earnings per employed male, KasonaUy-adjustcd 
** Income lax payable U grou of rebates 

Source: ABS 
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Taxation versus indexation 
In other words, in the 2Vi years since the introduction of 
wage indexation, gross weekly earnings of the "average" 
Australian male have risen by around 95% of the rise in the 
C P l , but the impact of the progressive income tax has been 
such as to limit the growth in take-home pay to around 90% 
of the growth in the C P I . 

Thus, the purchasing power of average weekly earnings 
has fallen quite noticeably during the period of wage index
ation, a wag-fixing system which was supposed to ensure the 
constancy of real wages. And although tax indexation 
(designed to ensure that income recipients pay no greater 
proportion of their income in tax simply because inflation 
and wage indexation have increased pay-packets) has been 
in operation since the start of the 1976-77 fiscal year, this 
decline in purchasing power of after-tax earnings has 
continued. 

Note that the above in no way necessarily implies that 
the "average" Australian income-earner has lost under wage 
indexation: the conclusion is merely that the growth in 
average earnings (both gross and after tax) has been below 
the rate of price inflation since the introduction of the 
wage indexation system in 1975. It may well be demon
strable that the "average" Australian has gained under 
wage indexation rather than lost, because of the enormous 
expansion in the provision of social welfare services through 
the tax system. Although take-home average earnings have 
increased less rapidly than the price level, at the same time 
the "average" Australian is no longer required to provide 
for health costs out of take-home income; he has improved 
hoUday and sick leave; he has no need to provide for the 
education of his children (or himselO; and can look forward 
to tax-financed improved retirement benefits. 

Indexation in the recession 
A convincing argument can be made for the claim that 
wage indexation has tended to lift the wages floor: that is. 
that wage indexation has acted as a wages floor rather than as 
a wages ceiling. This is implicit in the oft-expressed view of 
commentators to the effect that the Federal government 
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should not only refrain from raising its own indirect taxes 
and charges, but also avoid policies which would force 
state and local government authorities to raise their taxes 
and charges, because of the impact of such taxes and charges 
in raising the CPI and hence wages via wage indexation. 

The recent decisions by both the Arbitration Com
mission and the federal government in excluding certain 
variables from wage and tax indexation are an implicit 
expression of the view that indexation has raised the wages 
floor. Tlic Commission has excluded the impact of Medi-
bank and devaluation on the CPI from wage deliberations, 
while the government has also reduced the benefits of tax 
indexation by ehminating the impact of these two 
occurrences. 

The pressure on wage indexation continues to build 
up, as evidenced by the decision to carry out an extensive 
review of Australia's wage fixation system: this review 
began late in June 1977. 

In the meantime, wage indexation continues in the face 
of definite signs that its euthanasia will be completed soon. 
With inflation receding only slowly, it is clear that wage 
indexation has contributed little in the Australian fight 
against "stagflation", and that indeed, it is playing a positive 
role in perpetuating the recession. 

V . CONCLUSION 
Our analysis suggests that Australia's recent experience of 
incomes policies reinforces the view that the Prices Justi
fication Tribunal has been a largely ineffectual body which 
has assisted the process of distorting investment by its neglect 
of a consideration of market signals, while the system of 
wage indexation has proven to be slowly self-destructing 
whilst at the same time raising the wages floor in the Aus
tralian economy. 

The preceding analysis suggests the impUcation that, 
regardless of what incomes policies are pursued by the 
Australian authorities, their success will be limited until 
the maintenance of a stable currency as a poUcy objective 
takes precedence over incomes policies and other measures 
designed to placate interest groups. 
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ill) Much ado about nothing: 
The Australian wage and 

price freeze, April 1977 

Peter Samuel 

"She'll do mate" is one of those phrases that is supposed 
to encapsulate something about the Australian character -
the idea that we are a casual, happy-go-lucky people who do 
not take things very seriously. We give it a burl and i f we arc 
not winning, well too bad. No sweat. We cut our losses 
quickly. 

Something of that colloquial spirit seems to have been 
invested in the recent "freeze" flasco. Rarely in the long, 
dismal history of government attempts to control prices 
and wages has any authority so casually embarked on a 
freeze and never so quickly and casually abandoned it. as 
the Australian Federal Government did in April, 1977. 

I t started on April 13th and some wit in Canberra 
pointed out that April is the fool's month and the 13th. 
the unlucky day. It was foolish of course. Any attempt by 
a government to impose itself over individual prices is foolish, 
or worse. It could have been very unlucky for Austraha. 
except that it was so casually pursued that it was not able 
to wreak the damage that seriously pursued controls have 
invariably produced. .Some damage it undoubtedly did do. 
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Until May it looked as though unemployment had stabilised. 
But the May survey of the Bureau of Statistics showed a 
major rise in joblessness, the largest rise since the onset of 
the recession in the second half of 1974. The June quarter 
covering the period of the "freeze" also saw a major setback 
to corporate revival. After six successive quarters of good 
growth, the National Accounts Estimates came up with a 
major drop in company "gross operating surplus" (roughly 
profit before depreciation allowance). It would be wrong 
to attribute the unemployment and the profit drop entirely 
to the "freeze". Higher minimum wages decreed by the 
Arbitration Commission in March may have played a part, 
and in addition, the economy was suffering from the shock 
of the nVi% devaluation of November 1976 and the extra
ordinary mismanagement of the exchange rate through the 
early months of 1977. Liquidity had been alternately heavily 
squeezed by the futile attempt to hold the old exchange rate, 
then it was buffeted by the shock size of the devaluation and 
by the frantic backtracking as dissident officials tried to raise 
the currency again in what was called a "managed float" 
(that was the euphemism for what was perceptively dubbed 
in Canberra the "mismanaged grope"). 

But the other vicissitudes of government policy aside, 
the freeze contributed heavily to the economic downturn 
evident in the second and third quarters of 1977. More 
significant however was the political weakness evident in the 
fiasco, the sheer lack of the most elementary commonsense 
or wisdom demonstrated by various government and business 
leaders. Almost without exception. Liberal politicians and 
even business leaders joined in a chorus of coUectivist 
cajolery. It was almost Maoist, in the sense that the view was 
put that if only everybody could together summon up 
sufficient "national w i l l " and "community spirit", the 
country's economic problems would suddenly be eliminated, 
like sparrows or flies remorselessly pursued by millions of 
people in one enormous campaign by the masses. 

It should not be necessary to point out that controls 
have never solved inflation, as the previous chapters so well 
explain. But the lesson has been so little learnt that it will 
bear repeating perhaps that generally rising prices and wages 
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are not inflation, but the symptoms of inflation. You never 
treat diseases by treating the symptoms. You can for a while 
remove the symptoms, but the disease will be unaffected 
and may indeed be worsened and will at last break out in 
other manifestations. In the case of "treating" inflation by 
means of price controls, the greatest damage is done through 
the damage to the central nervous system by which the 
economic animal senses changes in the economic environ
ment, communicates these and develops responses. 

The freeze of April 13th 1977 demonstrated the abys
mal economic illiteracy of our national leaders. It was born 
out of poHtical expediency in large degree. The Premiers' 
Conference out of which the "freeze" announcement came, 
was called to discuss proposals for the second stage of Prime 
Minister Fraser's income tax sharing arrangements and was 
a dismal failure in this regard, since none of the state Prem
iers was prepared to take responsibility for raising his own 
revenue. With this poUtical failure in prospect, the Liberal 
leaders at least were anxious to find some other news to 
distract attention from this disappointment. 

Yet it would be pleasing to be lieve that the "freeze" 
was just political expediency, a distracting gimmick of the 
kind politicians frequently engage in. Unfortunately the 
evidence is that politicians concerned really believed in the 
freeze. Leakage of the text of the closed discussions shows 
many of the government leaders expressing profound faith 
in the freeze. The proposer of the freeze, Victorian Liberal 
Premier Dick Hamer referred to it in extravagantly hopeful 
terms. He said it was going to "bring about a permanent 
check" to inflation. He said "we should all pull together 
. . . recognising that we all have something to contribute 
to the fight . . ." I t would give "the whole community a 
breathing space". What was needed was "a real national 
consen.sus to try and stem the tide of inflation". He de
clared at one high point in the rhetoric: "This is not airy 
fairy; it is feasible if we have the will to do i t" . NSW Premier 
Wran also subscribed to similar sentiments, referring to the 
"curious lack of motivation in Australia amongst all secfions 
of the community to come to grips with what we know is a 
divisive and difficult problem . . ." Everyone, he claimed. 
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"would be thrilled if we could get some national con
sensus . . ." We were to hear a great deal of this woolly 
collectivist nonsense from the Prime Minister and his 
colleagues in the next few weeks as his government tried to 
launch the freeze, or pause as it was sometimes called (there 
were immediately quarrels over terminology). 

That such inflated and empty rhetoric could be express
ed in private is an indication of the extent of delusionary 
beUefs that somehow inflation (and other difficult problems) 
can be solved not by the rational application of tough-
minded analysis followed by remedial policy action but by 
a greater upsurge of collectivist exhortation about restraint 
and consensus and all working together, somehow. Instead 
of justifying the freeze in terms of explanations as to how 
it should work, the pohticians simply pointed out how many 
other fools there were, continually quoting messages of 
support and opinion polls on the subject. Faith was seen as a 
substitute for reason. 

That explains how the freeze could be adopted without 
any expert economic advice whatever. There were no de
partmental submissions. There was not even a Cabinet meet
ing on the subject. It was a crude act of faith on behalf of 
Prime Minister Eraser and Premiers Wran and Hamer (to 
their credit. Premiers Dunstan, Bjelke-Petersen and Court 
expressed mild doubts about the scheme, but at first were 
reluctant to come out pubUcly against i t ) . 

The proximate causes of the "thaw" of the "freeze" 
lie in its inherent absurdity. No one had thought how to 
freeze prices determined flexibly by auction and tender 
every day such as the prices of a whole range of food 
products, building jobs and contracted services. What to do 
about imports whose prices are beyond anyone's powers 
to "freeze"? And what about price rises "in the pipeline", 
approved by government regulatory bodies, or notified, 
but not yet in effect? 

Some large shopping chains, foolishly seeking popular 
acclaim and publicity boldly announced they would pay 
no more for any of their stocks, whereupon it not surprising
ly transpired that they quickly started to run short of many 
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lines. There was enormous confusion about the details of 
how the freeze was supposed to woric. 

It was originally said that the freeze was to be depend
ent on everyone agreeing to stop raising prices and wages; 
that businesses would not be expected to freeze their prices 
if the costs of inputs were not also frozen. It was also de
clared to be voluntary. Both principles were quickly aband
oned. One business which declared that it could not abide 
by the freeze on prices, was viciously denounced and threat
ened with retaliatory action. The unions denounced the 
scheme and it was quickly clear that the whole thing was a 
chaotic gimmick, lots of noise and little thought or action. 
Its end was acknowledged on May 24th, just 41 days after 
its inauguration. The Arbitration Commission and the unions 
put the final torpedoes into an already sinking hulk and few 
mourned its disappearance. 

The major lesson to be learned is that many of our 
leaders and opinion-makers live in a mental world of medieval 
delusions. They sometimes denounce the market economy 
as "nineteenth century economics", but their thinking is far 
more primitive. In imposing such madness as the "freeze" 
they reveal themselves captive to primitivist notions of the 
existence of objectively "just" prices and wages and guild-
type concepts of regulation. Historians of economic thought 
would probably date their thinking as somewhere in the 
fourteenth century. 
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The Political Economy 
of Wage and Price Control 

(i) Incomes policy — the case against* 

Samuel Brittan and Peter Lilley 

I . P R I C E S - OR COMPULSION? 
It is at the level of particular wages and prices that controls 
can do some of their greatest harm. We have become so 
accustomed to thinking of the rate of increase of the cost-
of-living index, or of average wage rates or earnings, that it 
is easy even for economists to overlook the importance of 
relative prices and relative wages. 

The evils of a general increase in prices, especially of a 
rapid and unpredictable kind, are by now common know
ledge. The 'cost of living' has for several decades been at or 
near the top of the Usts of voters' concerns as registered by 
the opinion polls. But the importance of relative prices -
having the right ratio between the prices of different goods 
and services - is much less widely understood. Still less 
appreciated is the need for changes in these ratios. In the 
early mediaeval period a book of average price might ex
change for the equivalent of two cows. Today a single cow 
would be worth several dozen hard-cover books and several 
hundred paperbacks. 

People can appreciate that the development of printing 

•from Samuel Brittan and Peter Lilley. The Delusion of IncomnPolicy. Maurice 
Temple Smith. London 1977, pp. 14 - 18. 26 - 33. 
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has over the centuries made books cheaper relative to other 
things, while the technology of cattle rearing has not proved 
susceptible to such revolutionary improvements. But it is 
not so easy to appreciate the reasons for the more rapid 
upsets of our own day. why mortgage rates should rise and 
fall, why fares should rise so quickly, or why it is sometimes 
necessary to pay far more than the nationally negotiated 
houriy building wage to get some simple repairs done in 
one's home. 

Variations in relative prices and wages have a dual 
role. One is to transmit information: about changing cus
tomer requirements, changing availability of labour, materials 
and other resources, and changing technology. The second is 
to give everyone in the market - firms, govenunent agencies, 
workers and consumers, an incentive to act on that inform
ation in the most efficient way. Some prices, such as fresh 
fruit or stock market securities change from hour to hour; 
others such as specific consumer durables or cars, at inter
vals of many months. I f these changes are frustrated the 
price mechanism will not be able to secure even a rough bal
ance between supply and demand; and there will be short
ages of some goods and some types of labour side by side 
with surpluses of others. 

A control system faces a truly herculean task. It is diffi
cult enough to pitch price ceilings to allow an appropriate 
level of profits for the whole economy. ( I f the prices fixed 
are too low, firms will have to dismiss workers, and invest
ment will fall engendering fewer new jobs. I f they are too 
high, the whole point of the exercise is lost.) It is next to 
impossible to fix tens of thousands of individual wages and 
prices in the whole economy. 

Yet i f they are wrong which means too different from 
that which would prevail in a competitive market - too 
many of some goods will be produced and not enough of 
others, and many workers will be left without jobs. Even 
small wage or price discrepancies may result in quite sub
stantial distortions. This is inevitable given how small profits 
arc: even gross profits have not exceeded 16 percent of GDP 
since the early 1950s (see Chart 1) and have usually been 
much less. Measured as a proportion of gross revenues (which 
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is how they appear to entrepreneurs) profits are an even 
smaller fraction. It follows that if. for example, product 
prices were frozen but the pattern of wage rates was altered 
under an incomes policy even by fairly small percentages, 
many goods previously in profitable production would be 
rendered unprofitable. Bankruptcy and unemployment 
would be widespread. 

For precisely that reason any incomes policy that 
attempts to infiuence the pattern of market wage rates must 
allow businesses to adjust prices to reflect wage (and other) 
costs. So incomes policies ahnost by necessity involve cost-
plus pricing. Tliis removes, at a stroke, the long term com
petitive pressure to make economic use of scarce resources. 
I f market signals and incentives are prevented from function
ing, not only will output be wastefuUy low, but unemploy
ment needlessly high. 

I t is small consobtion that some of the worst effects 
are averted by the ineffectiveness of the controls - either 
because they merely ratify market levels or because they 
are avoided. Nor is there the slightest reason to think that 
the prices and wage levels which help to clear markets and 
promote output and employment, have anything to do with 
a pattern of awards based on merit. 

Shortages and surpluses of workers and goods, and 
inefficiencies in production and distribution, are by no 
means the worst of the effects of controls which do succeed 
in enforcing non-market levels of remuneration. I f the price 
mechanism is prevented from exercising its coordinating 
role there will eventually be demands to put something in 
its place, which can only be government compulsion. The 
ordinary voter may not see much harm in directives to 
large corporations; and he may even welcome moves to force 
financial institutions to invest in approved ways (until he 
finds that the sums do not belong to an abstract entity 
called the Ci ty , but are his own pension funds). But he will 
certainly notice it i f the attempted suppression of market 
forces on the job market leads to direction of labour, which 
it is almost certain to do if carried far enough for long 
enough. 
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The prospect is not just a doom-monger's nightmare. 
Already there are tell-tale symptoms. Demands can be heard 
to prevent or tax the emigration of people with marketable 
talents; the process could begin with a tightening of capital 
controls for those who leave the country. The present vogue 
for so-called 'job creation' as an alternative to unemploy
ment could easily become a way of using the threat of dole 
deprivation to force people to carry out certain tasks against 
their will. Calls for peacetime national service are a recurrent 
theme of authoritarians of all political persuasions. The 
economic meaning of these demands is that instead of 
paying the market rate for the least pleasant jobs, young 
people should be conscripted into doing them at cut rates 
(and with 'discipline' thrown in on the side). 

Yet no amount of argument can take away the fact 
that the lobbies in favour of pay controls arc very deeply 
entrenched in Britain. They are basically lobbies for regulat
ing wages, with price control thrown in as a sop to make 
them acceptable to the unions. The whole mixture is known 
euphemistically as 'incomes policy' - a usage too well 
entrenched to be worth disputing. 

Incomes policy advocates are particularly well placed to 
secure the ear of politicians, business and trade union groups. 
A good many people in the British Treasury had nostalgic 
memories of the Cripps Pay Restraint of 1948-50 and were 
never reconciled to the absence of a pay policy under the 
Conservative regimes of the 1950s. But the main conversion 
of that Department came early in 1961, when it was still 
'under the Tories' and coincided with the publication of a 
pro-incomes-policy report by the Organisation for European 
Economic Cooperation ( O E E C ) entitled The Problem of 
Rising Prices. There followed in July of that year the Selwyn 
Lloyd pay pause, which was enforced by government and 
private employers, but without formal legislation. 

Mr. Harold Wilson's first Labour Government, which 
came to office in October 1964, temporised for 21 months 
with the 'Statement of Intent' and an 'early warning system'. 
But by July 1966, it had opted for a statutory freeze: and 
there were further statutory restraints imposed in 1967-68 
after devaluation. Mr. Edward Heath, who became Prime 
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Minister in June 1970, determined not to go down the same 
road; but after 29 months he too had imposed statutory 
controls. 

The second Wilson Government which was elected 
in March 1974, also tried to hold out against pay controls, 
while maintaining and intensifying the price controls it 
had inherited. Its resolve lasted sixteen months before it 
adopted the £ 6 pay limit followed by its 1976 *4Vi per cent' 
successor. The pay controls were meant to be enforced by a 
combination of T U C cooperation and severe price control 
sanctions on employers. They were certainly regarded by 
Ministers as compulsory although not statutory a dis
tinction unknown to British law. 

After the 1976 pay deal was announced the Chancellor 
of the Exchequer, Mr. Denis Healey dropped hints that there 
might be a return to normal collective bargaining in the 
following year. But whoever is in charge of economic policy 
in 1977 will have to face very strong estabhshment pressure 
to continue pay controls in some form and to tighten them i f 
they have been eroded too far. 

Indeed so much has been bottled up during the British 
pay restraint phases of 1975 and 1976 that it would require 
a miracle to prevent a pay acceleration in subsequent years. 
The mere consolidation of the £ 6 pay rise into overtime and 
bonus rates could add a good many percent to labour costs, 
before taking, into account the effects of restoring differ
entials and removing the rigidities accumulated over two 
years. Thus the advocates of pay controls will be in an 
apparently good position to say "I told you so'. 

n. A D I A L O G U E ON INCOMES P O L I C Y 
You have spoken of 'the apparent short-term success' of wage 
controls. How would you summari.se the record to date, 
taking Britain as your instance? 

I f incomes p>olicy had been such a shining success, the 
onus of proof might be on its opponents. There have been 
some particular years when pay controls appear to have 
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worked and others when they have ended in an explosion. 
But i f we take one year with another or better still look at 
a run of business cycles the rate of inflation has been on 
a long-run upward trend and so has unemployment since 
the early 1960s. This has been true of the industrial world in 
general and Britain in particular. The British inflation rate 
rose from around 3 to 4 per cent in the early 1960s when 
incomes policy first came back into vogue, to an average of 
16 per cent p>er annum in 1972-6. It is of course open to 
supporters of pay controls to say that without their labours 
the trends would have been worse still; but this strains cred
ulity, especially when there are convincing alternative ex
planations of the long-term deterioration in prices and 
employment. 

Both the temptation and the trap of pay controls lie 
in the peculiar time scale of their success and failure. The 
initial phase of an emergency wage freeze or ceiling nearly 
always surprises people by its remarkable success, which 
gives rise to hopes for the longer haul which are doomed 
to failure. This is partly because a zero norm, or a ceihng, is 
equally unfair to everyone. It is also normally imposed 
during or at the onset of a recession when market forces 
are in any case tending to Umit wage increases. The se^'ond 
phase of tight, but sUghtly more flexible, control has a mixed 
record. In the third and fourth phases, which are supposed 
to lead the way to a more permanent system, the policy 
is liable to explode and disintegrate and we often end up 
with higher wage increases than before the policy started. 

In a nutshell, incomes policy will always come un
stuck on the rock of relativities which cannot be frozen (or 
compressed by uniform amounts) indefinitely although 
the attempt to do so may distort the economy for a long 
time. As soon as different groups begin to obtain different 
amounts, the hoped-for norm or average begins to melt away. 
One way of putting the point is to say that the accumulation 
of anomalies and rigidities destroys every incomes policy. 
In other words, neither a uniform amount or percentage, 
nor some centrally agreed pattern of wage increases, can be 
maintained against the pull of market forces operating 
differently in different industries, or against the push of rival 
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union monopolies jostling for relative position. 
As the detailed pattern of breakdown is different on 

every occasion and in every country, the advocates of in
comes policy can always point to specific pieces of bad luck 
or bad tactics, such as unwise official handling of a strike, 
an 'unexpected' deterioration in the terms of trade or a sur
prise increase in the price of oil. Such events are not of 
course Acts of God, but are in large part a reaction to infla
tion either in the country concerned or in the industrial 
world as a whole. But the moral is still drawn that one must 
have another attempt and try to do better next time. 

The temptation to do so is extremely great in a pol
itical world where a week is a long time. Inflation - or to be 
more accurate an unexp>ected increase in the rate of in
flation - is painful. But so is a genuine cure through tight
ening the monetary tap. On the other hand there are many 
policies with attractive short-term effects which will ultim
ately lead to higher or even runaway inflation. Incomes 
pohcy appears to provide a much less painful method of 
curbing inflation without having to curtaU the other more 
attractive policies. The inflationary kickback may be de
ferred for years; and so may the adverse side effects of pay 
and price controls, or at least their public recognition. The 
temptation of pohticians, offlcials and journalists to go for 
the apparent immediate gain is obvious. 

Is there no! a difference between pay and price controls? 
Surely the price controls are mainly cosmetic and have 
very little effect either way? 

Our imaginary interlocuter is on to an important point. 
The more effective the price controls are, the more harm 
they do for the reasons given earlier. But the converse docs 
not follow. The controls can be ineffective in limiting prices 
and still do harm. 

The easiest way of avoiding price controls is through 
changes of clas.siflcation or quality. It is impossible for any 
price controller to police the size of meals served in res
taurants or the quality of the ingredients or cooking, still 
less intangibles such as the efflciency of service. During 
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the Nixon price controls there was a public controverey, 
never quite resolved, on whether a soup manufacturer had or 
had not reduced the number of matzo balls in his soup. 
But quality deterioration can be more subtle. Articles can be 
made available in a smaller or less convenient number of 
packages. Minor services thrown in free by petrol pump 
attendants can be abandoned or charged for. 

Quality variations amount to concealed price increases, 
and the consumer gets less value for a constant money out
lay. The official price index be<:omes gradually more mis
leading and in the nicest and most gradual way - can be 
said to be rigged. 

I f price controls are severe enough to reduce the price 
of articles of a given quality below their competitive level, 
physical shortages will normally result. That is why wartime 
price control was accompanied by official rationing schemes. 
The object of the control is to reduce the price below the 
level at which demand balances supply in the market place. 
At a lower price demand must be higher, supply less and 
shortages develop. Some method of aUocation is required; 
and in the absence of a government coupon scheme goods 
will go to those who have the time and patience to stand 
in queues; or there will be unofficial rationing by suppliers, 
or there will be black markets and side payments; or some 
combination of all methods. 

Price controls usually exempt imports, whose con
sumption would otherwise be encouraged, and this im
mediately generates another kind of avoidance. US cattle 
ranchers during the Nixon controls would send their animals 
to be slaughtered in Canada and then bring back the im
ported meat. A British manufacturer of cosmetics reported 
in the early IVTOs that he had to import from the Continent 
a scarce ingredient which he believed had been originally 
exported from the U K to escape the Price Code. 

Some American corporations with low base-period 
margins were considering selling out to other corporations. 
A UK company reported that it was considering closing or 
selling a profitable subsidiary employing 2S0 people with 
L2m of export sales for similar reasons. Other companies, 
cited in a C B I survey did not, however, consider it worth 
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devoting too much effort to ehminatc loss-makmg activities, 
as this would have brought them up to the edge of per
missible margins for the whole of their activities. 

The dividing line between avoidance, quality change 
and allocation of goods by rationing or queues, is not easy 
to defme. After all, standing in line for an article which might 
run out before our turn arrives, amounts to a reduction in 
the quality of service. But these methods, preferable though 
they are to supphcs drying up altogether, are far from cost
less; and the same applies to illicit markets. 

It takes time and trouble to work out how to get round 
controls or to ensure that one's company is not unnecessarily 
squeez.ed through sheer ignorance. The time and energy, 
not only o f accountants but of chairmen and top executives, 
were devoted for several years after 1972 to making the 
detailed submissions required by the British Price Com
mission some 1.000 in three years in the case of I C I . a 
third of these involving annual sums of £S0.OOO or less. 

The great advantage of open rationing by price is that 
information and incentives are provided which will lead 
to an elimination of shortages. The various non-prico meth
ods of allocation weaken both the signals and the incentives. 
The greater the impact that the controls are meant to have 
on price levels the greater is the harm done. 

The hyperinflation in Germany after World War I , in 
which people carried notes in suitcases or wheelbarrows 
and the printing presses could not keep up with the demand 
for notes, is frequently discussed. But it is often forgotten 
that there was a runaway rise in prices in Germany after 
both World Wars. The difference is that the inflation after 
World War I was an open one with most prices and wages 
determined by market forces; whereas after the Second 
World War wages and prices were rigidly controlled. Although 
the eariier inflation was far more severe, output and employ
ment remained high until the crazy last six months in 1923 
when the currency collapsed completely. After the Second 
World War, by contrast, output fell by half The shortfall 
cannot be attributed to war damage, as output shot up soon 
after Dr Ludwig Erhard then bizonal controller and after
wards Economics Minister - abolished all controls in 1948. 
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But surely British price controls in the 1970s had nothing 
like these effects? There were not even the queues and 
shortages of which you make so much. 

By and large British controls were not severe enough 
either to have much impact on prices or to drive goods out 
of shops. They were in force for a great deal of the time 
during periods of recession, when the controlled prices for 
many commodities were above what could be charged on 
the market. Imports also provided a safety valve for goods 
which were short in Britain. But as price controls - when
ever they were effective - also provided an incentive to 
export the net result was an artificial and absurd expansion 
of shipments out of and into this country, as already dis
cussed. It was also remarkable how many varieties and sizes 
of products became unobtainable or were subject to long 
delivery dates even in the depths of the severest postwar 
recession. 

The worst effect of the controls, however, was that 
businesses were not sure whether they would be allowed 
to earn a commercial return on new investment. The de
terrent was masked by the business upturn which began 
in the winter of 1975-76; but it undoubtedly affected both 
the quality and the quantity of the new projects planned. 
One British company told the C B I that the Price Code had 
transformed an estimate of £ l m profit on an investment 
into a £300,000 loss. Another was reviewing a £170,000 
project to save imported fuel and improve heat insulation, 
which would normally yield savings of £100,000 a year. 
But all this benefit might disappear under the Code's pro
vision for the passing on of all cost reductions. Even the 
relaxation in the summer of 1976 did not allow compan
ies to keep any of the benefits of cost reductions other 
than those resulting from the spreading of overheads. Of 
course, i f price controls were relaxed so much as to be
come a formaUty, or a fancy label for anti-monopoly policy, 
and if the relaxations were expected to be permanent, then 
these effects would dwindle away. But we doubt if such 
emaciated price controls would buy much wage restraint. 
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The deterrent effects thus cannot be removed merely 
by 'liberalising* price controls. Such liberalisation might 
at best make businesses confldent that they could secure 
the average prevailing market rate of return on capital. But 
many of the most important projects are not expected to 
earn an average rate of return. They are undertaken in the 
hope of being able to make a killing i f they turn out well, 
and in the knowledge that all the sums spent may have to 
be written off, and severe losses incurred, if they turn out 
badly. This is what is meant by risk investment. 

Such investment would be discouraged by price con
trols, even i f all major companies and investment institutions 
were state-owned or workers' cooperatives. An important 
effect of discouraging risk capital is to raise the sustainable 
rate of unemployment. One way in which entrepreneurs 
take risks is to employ people, at wages which other bus
inessmen do not think they are worth, to make a product 
or provide a service not previously regarded as profitable. 
I f exceptional rewards for risk are banned, there will be 
no point in putting out tentacles to the less obvious sectors 
of either the labour or the goods market, and it will be much 
better to play safe all round. 

Why cannot you have pay controls without price controls? 

The case for price controls is indeed weaker than that for 
wage controls. There has been no profit-push in the UK - or 
most other Western economies. Gross trading profits after 
stock appreciation fell from 1 5 to 16 percent of the national 
product in the late 1950s to 6 to 8 per cent in the mid-1970s. 
After allowing for replacement costs they fell from 12 to 13 
per cent to between 0 and 4 per cent. The amount of profits 
going to shareholders and available for squeezing is, on the 
crudest arithmetic, a trivial proportion of the national in
come. Even if profits were 'too high' it would be possible 
to regulate the total by variations in corporation tax, a way 
which - unlike price control - would still allow individual 
companies to compete for their share of the available total. 

For such reasons the revival of incomes policy in the 
1960s, under Selwyn Lloyd , Reginald Maudling and George 
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Brown, did not involve price or profit margin control. The 
price investigations of the Aubrey Jones Prices and Incomes 
Board were of specific cases and had no automatic statutory 
force. 

But politically this half-way house could not last. I f 
unions arc a.sked to accept control of specific wages, they 
will want control of specific prices, or at least profit margins 
as a quid pro quo. In James Callaghan's words: 'Pay restraint 
and price control, in the eyes of the ordinary people of this 
country go together.' (Our italics). In ahnost every country 
where wages have been controlled, prices and profits have 
eventually been controlled as well. 

(a) Gron trading profiti 
aftar deducting ttock 
appraciation 

§ 
o 

lb) Trading profiti at In (a) iMi 
capital coniumptlon valued 
at current replacement coin 

1970 1975 

Chart 1: COMPANY PROFITS AS A PROPORTION OF 
GROSS DOMESTIC PRODUCT 

Source: Treafury Economic Progress Report. May 1976 

The dislocation and misallocations arising from the con
trol of individual wages and prices may not matter all that 
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much in the context of, say, a one-year freeze; but for the 
reasons already discussed, once goverments embark on a 
policy of controls, the temptation to prolong them is over
whelming. In the U K there was over a year's break in wage 
control in 1974-5 between the disintegration of the Heath 
Government's 'Phase Three* policy and the Labour Govern
ments £6 pay limit. But there was no such gap in price 
control which existed from 1972 in a form more stringent 
than in any advanced non-Communist country. 

In fact wage controls would be a doubtful blessing 
even if they could be enacted without other accompanying 
measures. Apart from brief periods of emergency, they are 
even more liable to be eroded than price controls Quality 
and classification changes occur very easily in the labour 
market where they are often known as 'wage drift ' . I f con
trols were on a weekly earnings basis, pay increases could 
take the form of shorter hours. There can be improvements 
in fringe benefits or working conditions. There can be a 
shift towards more overtime. People can be promoted and 
jobs reclassified. Periodic piecework recalculations are 
almost impossible to police; and workers themselves can 
drift to the higher-paying firms. Every set of guidelines 
apart from a simple freeze or ceiling gives rise to growing 
scholastic questions of interpretation such as 'What is a 
principal increa.se?' 'What is an estabbshment?', or 'How do 
you treat a productivity bonus?" and 'How can you con
solidate the £6 of 1975 and .the unconsolidated portion 
of 1976-7 awards without an explosion?' 

Moreover although variations in relative wages among 
different groups of works may not have to be proportion
ately as large as variations in profits among firms, it is still 
important that they should take place. I f relative wages in 
terms of thousands of different jobs are frozen, or differ
entials narrowed in opposition to market forces, all sorts 
of unwelcome consequences follow. The uniform £6 flat 
sum agreed in the 1975 pay deal directly priced out of work 
some of the less skilled or lower paid who might otherwise 
have settled for less. In many cases - including the whole 
public sector - the £6 became a minimum as well as a 
maximum. 

273 



Summing Up 

(ii) Price controls, business and 
government* 

Milton Friedman 

I should say a word at this point about one panacea (for 
inflation) that is proposed, namely, price and wage controls. 
I saw in today's paper that there was a business group that 
asked for Government restraint on wages. I am sorry to say 
that the businessmen of Australia, like the businessmen of 
America, have a suicidal impulse. There is nothing that will 
destroy private enterprise more certainly than the imposition 
of wage control and price control. You may think that there 
will be wage controls and not price controls. But anybody 
who can count heads and votes will know that, in fact, it 
will be the other way around. You will have in that case 
ineffective wage controls and effective price controls. I f you 
look at what's going on in Britain today, you will see what 
the consequences of such a policy would be. Britain is hold
ing down the prices that industries may charge while they 
are permitting wages to go up. The result of course is to 
squeeze every enterprise and force many into liquidity 
difficulties. Tlie enterprises then come running to the Gov
ernment to be bailed out. The Government is glad to bail 
them out by taking them over. That is an almost certain road 

*froni Miton Friedman In Ausrralia. Conitable A Bain. Sydney 1976, pp. 61 - 62. 
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to complete sociaUsation of an economy. This is why 1 say 
the businessmen who ask for wage and price controls are 
asking for their own elimination and the socialisation of the 
society. 

And they are asking for it for nothing, because con
trols are not in any way a cure for inflation. On the con
trary, they are one of the worst consequences of inflation. 
Their imposifion invariably tends to make inflation worse 
and not better. That is true on the record of history of 
2000 years from the time of Diocletian to the present. 
You know why price and wage controls are imposed? 
They are imposed whenever a Govemmcnt wants to 
inflate. The imposition of price and wage controls is a sure 
sign that the Government wants to inflate. After all. Gov
ernments are not foolish. The people who do these things 
aren't stupid. They know the record of history. They know 
as well as you and I do that wage and price controls don't 
have anything to do with inflation, then why do they impose 
them? Because they want to inflate and this is a way in which 
on the one hand they can inflate and on the other can give 
the public the impression that they are doing something 
about inflation. In addition, they want to postpone the evil 
consequences of inflation. They want to have as much of 
their inflation as possible come out initially in the form of 
increased output. After all, politicians are necessarily short 
sighted. As elections come near, they try to postpone the 
problem. Look at the record in recent years. In the United 
States in 1971, Mr. Nixon imposed price and wage controls 
at a time when our rate of inflation was running at the 
horrendous level of 454% a year. That temporarily suppressed 
inflation but the final result of those wage and price controls 
was an inflation at the rate of 12% a year. It was perfectly 
clear that the reason Mr. Nixon imposed price and wage 
controls at that time is that he wanted to take expansionary 
fiscal and monetary measures that would create a favourable 
economic climate for the 1972 elections. Mr. Heath did 
exactly the same thing in Great Britain. I can assure you if 
you look at the record you will find that what 1 have said 
characterises essentially every period of imposition on price 
and wage controls. 
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