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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 suthors will emphasire
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 (rade unions) are
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 tum,
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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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
covers, from tyres o screws and nuts and bolts. And then
consider the origins and provenance of the steel, ghass,
rubber, plastic . . . etc. required to make these items, And
then take into account the iron ore and coal, the ships and
insumance . . .) Only a minute fraction of this enommous
interqelated chain is visible to us in our daily sctivities,
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.
These 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 :n-mm-
pass innumerzhle production units. Individual
{mmmwmmnmmtmemmm
obvious aspects of this vast invisible chain. Prices and wage
rates can then be seen as similar to readings on pauges —
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 sald above, this i rather like
assuming that the readings on the dials and gauges of highly
complicated machines are more or less arbitranily determined
by the engineers involved. To “fix™ the gauges so they

12



Preface

perpetually point to the same set of readings does not do
away with the intricate amd extremely complex processes
going on invisibly behind these visible dials. But these pro-
cesses are now forced to manifest themsalves 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 & wide variety of contexts, in which the
problem of nsing prices was tackled by ordening that prices
should remazin 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 (o stop inflation: wages and prices continued to
rise al faster rates than those aimed at.

It seems clear that there are other influences at work:
in tackling companies and unions, governments (ail to reach
the fundamental cause of inflation. 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 inflation.

Wage and price controls, however, have had other, un-
intended consequences. They have inhibited those relative
price movements that convey vital empinical 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. elc.

It & impossible in practice to disentangle the allocative
and informative function ol prices from their propensity to
rise. Wage and price controls do not achieve their set goals
— instead they have the unintended conseguence of dis-
rupting the flow of accurate information. Such controls
divert attention from yel another key question: that of
improving the information carmied by prices. There remains

13
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considerable scope for institutional change in this direction,
but wage and price controls add to the difficulties of induc-
ing sach 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

14



This, the first bpok to be published by the Centre for In-
dependent Studies, offers an interesting and comprehensive
survey of state attempis to control directly prices and wages.
A succinct condemnation of such attempts was given after
the First World War by Ludwig von Mises, the teacher of
Friedrich 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 1o pay, ‘excessive’ prices.”

The Theory of Money and Credit

{ Englisk translarion, [934) p. 245

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

15
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“Charging more than a certain price is prohibited, but
producing and selling has not been made compulsory.
There are no longer any sellers. The markel ceases (O
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 abolition of
private property . . . Ii is gradually forced towards
compulsory production, universal obligation to labour,
rationing of consumption, and, fnally, official regu-
lation of the whole of production and consumption . . .

During thousands of years, in all parts of the inhabited
earth, inmumerable 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. But, for all this,
economic affairs cannot be kepl going by magistrates
and policemen.”

idem, pp. 247-249

Chapter | 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 Lilley's survey of English exper-
jence of such controls from the reign of Edward L] to that
of Elizabeth [, and also Horst Mendershausen’s similar survey
for Germany from 1945 to 1948, There the general frecze
imposed by the occupying powers quickly led to a virtual
abandonment of money and hence breakdown of the market
economy, The German ‘economic mirscle’ 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 that the case for attempting

16



Kimikin: Foreword

such policies is weak — their obvious use & o check in-
flationary expectations — and their practicability worse
than doubtful. “*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 sslecting material for this book
of readings and ably editing it, has hersell contributed a
chapter which summarizes European experience of price and
income controls since 1950. Such controls have been al-
tempted in diverse institutional and social conditions, and
their results have been far from impressive.

In Austrin and the MNetherlands there have been “in-
partite” armangements for representatives of government,
unions and employers to delermine policies for wages and
prices 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 little
more than indicate guidelines based on macro-cconomic
forecasts. Nevertheless, from the late 1960's, Austrian
and Duich prices and wages rose more mpidly than those
in Western Europe a8 & whole and the Swedish sysiem was
unable to prevent serious imflation. Denmark has also at-
tempted tripartite arrangements, but much less successfully
than Austrin or the Netherlands, and its povernment 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 OECD countries. France has found income
controls impracticable and has tried to use an elaborate
system of price controls. They did not, however, succoed
in holding French inflation below the OECD average in the
1960's or the 1970'.

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 increases. Miss Shenoy attributes most of

17
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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, il they had
been strong enough, the price and income controls could
have been advantageously dropped; for, as von Mises ob-
served, they lead to increasing distortion of relative prices
thereby damaging elficient allocation of resources between
different economic activities and fostering social tensions.

Michsel Parkin, in Chapter 5 draws lessons from the
repeiled, increasingly half-hearted attempts at wage and price
controlé in Britain after 1945. This chapter goes beyond
historical illustration to consider more deeply von Mises'
basic crificism 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
fide 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 “little more than a huge
public relations scheme” and Jackson Grayson, who was
Chairman of the Price Commission in Phase Il of Nixon's
Economic Stabilization Program, damagingly concludes
that “to the extent that wage and price controls permit
excessive monetary expansion in the shori-term, they are
counter productive 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 Brittan and Lilley

18
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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 conirols. Expenence moreover, shows (hat
wage conirols are more guickly 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 panacess. He will also see that, quite
apart from their proven superfluousness, impracticability,
and immediate damage to the economy, any vigorous al-
tempt to impose them threatens the foundations of a liberal
and apen sociely.

C.G.F. Simkin
December, 1977 University of Sydney

L
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Wage — Price Control:
The First 5000 Years*

Robert Schuettinger

I INTRODUCTION

From the earliest 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 “fair” 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 lohn
Jewkes has cogently pointed out,) is perennisl. Centralized
planning regularly appears in every generation and is just as
readily discarded after several years of [ruitless experiment-
ation, only to rise again on 3 subsequent occasion, Grandiose
plans for regulating investment, wages, prices and production
are unusually unveiled with great fanfares and high hopes. As

*from: Robert Schecttinger, "ﬁﬂuﬂiihdmmﬁ_ Filfiy
Conturies™ in Michsel Walker, o, The Musion of Wage and Price Cowtrel, Fraws
Institute, Vancouwer 1976, with sddiions] material.
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History

reality forces its way in, however, the plans are modified in
the initial stages, then modified a litthe more, then drastically
altered, then finally allowed to vanish quietly and unmoumn-
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 ancw.

I THE ANCIENT WORLD: EGYPT, MESOPOTAMIA,
CHINA, INDIA. GREECE

1. In the land of the Nile

In the ancient world, of course, authority over the most
important economic commodity, foodstufls, was power
indeed. “The man, or class of men, who controls the supply
of esential foods is in possession of the supreme poswer.
The safeguarding of the lood supply has therefore been the
concern of governments since they have been in existence™
wrote Mary Lacy in 19227 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, *1 was lord
and overseer of southemn grain in this nome.”

For centuries the Egyptian government strove (o 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 1o outright
ownership: land became the property of the monarch and
was rented from him by the agricultural class *

Under the Lagid dynasty (founded by Prolemy | Soter
in 306 B.C.) “there was a real omnipresence of the siate
.« «1he state. . .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 frghtening propartions. There wis a whole army
of inspectors. There was nothing but inventores, censuses
of men and animals . . . estimations of harvests to come . . .
In villages, when farmers who were disgusted with all these
vexabions ran away, those who remained were responsible
for absentees’ production. . .(one of the first efTects 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 thind century B.C.,
as did her political stability. The financial crizis was a per
manency. Money was devalued. Alexandria’s commerce de-
clined. Workers, disgusted by the conditions imposed on
them, left their lands and disappeared into the country. "'

2. Sumeria
In his very instructive work, Musr History Repear liself?,
Antony Fisher* calls our asttention to s king of Sumeria,
Urakagina of Lagash, who reigned from about 2350 B.C.
Urakagina, from the scanty records that have come down
o us, was apparentily a precursor of Ludwig Erhard, who
began his rule by ending the burdens of excessive government
regulations over the economy. including conirols 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

*Far more very useful information on the sorry history of government
interventions in the ecomomy of all sorts (not only of wage and price
controls) consult Antony Fisher's Must History Repeat tseli™?, Church-
ill Press, London, 1974. Mr. Fisher himself has sccomplished a good
deal for the cause of liberty around the world by being tnstrumental
;mmdmwmmhmwﬂmum
government regulations the , including the e
o m:i:l:'w uding highly
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prevalent abuses, most of which could be traced to a ubiquit-
ous and obnoxious bureaucrzcy . . . 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
literally “return to the mother” . . . we still do not know wh
this figure of speech came to be used for “freedom™.

3. Babylon
In Babylon, some 40 centuries ago, the Code of Hammurabi,
the Mrst 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 Tew of the Articles of the Code will suffice to
illustrate this:*
257. If a man hire a feld-labourer, he shall give him
eight gur of com per anmum.
258. If a man hire a herdsman, he shall give him six
pur of com per Annum.
261. If a man hire a pasturer for cattle and sheep, he
thall give him eight gur of corn per annum,
268, If a man has hired an ox for threshing, twenty ga
of com is its hire.
269, Il an ass has been hired for threshing, ten qa of
com is ils hire,
270. If a young animal has been hired for threshing, one
g4 of cormn is its hire.
271. If a man hire cattle, wagon, and driver, he shall give
180 ga of corn per diem.
272, If a man has hired a wagon by itself, he shall
give forty qa of corn per diem.
273, If 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.

* Partially legible proviskonn have been ominied,
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274. If 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 slver,
Pay of a ropemaker four grains of slver,
he shall give him per diem.

275. If a man hire a (illegible), her hire is three grains

of silver per diem.

276. If a man hire a makhirtu, he shall give two and a

half grains of silver per diem for her hire.

277. If 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 sirong
central government which intervened in most economic
:l‘;ﬂu in general. W, F. Leemans describes the recession as
ollows:

“Prominent snd wealthy tamkaruy [merchmis) were no

longer found in Hammurabi's reign. Moreower, only o few

tamkara are known from Hammurabis tdme and after-

wards . ., all . . . evidently minor tradesman and mopey-

lenders.” !}
lnuﬁn%:twtﬁnhwp@hmm
supposed to benefit from the Hammurabi wage and price
mﬂmdmﬂutufth:muhibyﬂ'mmd
other statutes,

The trade restrictions laid down by “Hammurabi, the
protecting king . . . the monarch who towers above the kings
of the cities . . ." a5 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-Sins reign. The beginning of the eco-
nomic decline corresponds exactly with a series of “reforms™

inaugurated by him. It appears that the noble monarch, after
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a seres of impressive military victores, succeeded in having
himsell worshipped 23 a god and henceflorth took more
political and ecomomic 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 sdministrative documents,
which today we should call bureaucratic paper-work, simul-
taneously increases at a precipitous rate.'?

The other side of the world

the other side of the world, the rulers of ancient China
the same paternalistic philosophy which was found
the Egyptians and Babylonians and would later be
by the Greeks and Romans. In his study, The Eco-
nomic Principles of Confucius and His School, the Ehh'rm
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.™ 13

g*

EéE

The Officiad System of Chow, for instance, was a handbook
nl’pm'nm:nl regulations for the use of mandaring of the
Chou dynasty under which Confucius (bom 552 B.C.) lived.
According to Dr. Chen, there was detailed regulation of
Wmﬁrammm"mmmwmem
ment”. There was a large bureaucracy entrusted with this

. Chen that there was a master of merchants

gruin should be sold at the natural price (that is, at the price
believed to be “natural™ by the govermment) and during a
great epidemic cofTins should be sold in the same way.”™ '

The officials of the ancient Chinese empire expected

io do what members of their class have perennially attempt-
ed before and since; io 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 ro be. Accord-
ing to the official system of Chou (about 1122 B.C.) a super-
intendent of grain was appointed, whose job was to survey
the felds and determine the amount of grain (o 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
foolnote. “In modern 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.™ 13

The regulations cited above. according to Dr. Chen,
“were the actual rules under the Chou dynasty. In fact, in
the classical time, the government did interfere with the
commercial life very minutely ™ 1#

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 government
of modern China has not controlled the economic life of the
people as did the government of ancient China.” 17 Apparent-
ly, the Chinese mandarins did learn 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 @ means of
controlling inflation. In fact, they placed the blame for high
prices squarely on the shoulders of the government 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 alo
that the sufficiency of money cannot be seen.” '?

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

“Now, the officials are anxious 1o increase wealth, and want tu
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Looking back at what we know to be the ineffectual history
of governmént attempls to control inflation by regulating
prices and wages, it 8 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 Kautilyva
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 Arrhasastra, the mosi famous of the
ancient Indinn “handbooks for Princes’” as a guide to Chand-
ragupias and other rulers; this collection of essays on the art
of statesmanship contains muoch wise and perceptive
advice. 2 However, like most governmeni 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.

. o Lputhorised persons alone,” he wrote, “shall collect grains

and other merchandise. Collections of such things without
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In a chapter entitled “Protection Against Artisans™
Kautilys explains the “just” wages for a number of occu-
pations, ranging from musiclans 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-
meni 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 carnings . . . expenditure, and future eamings 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
regulations 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

bdl-lwdinjutlhenmuwaxmuphm“mu:mnin
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 fall
when there was an abundance. An army of grain inspectors,
who were called Sirophylakes, 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
by Aristotle as “to see to it first that the
n‘ﬂﬂmﬂdhtﬁemﬂﬂltljuﬂ price, than that the
m

g
8
:
g
i

s
“Just price was a medieval concept, not an anchent one, and this
interference by the state, altogether exceptional in its perm-
inence, I8 o suificient measure of the urgency of the food prob-
fern. And when this and all the other legislative measures | have

appointed officials called sifongi, com-buyens, who sought sup-
plies wherever they could find them, raised public subscriptions
ﬁlﬂ'ﬂ_ﬂmmmmﬂm-dm-

as might be expected: failure. Despite the

which the harassed government did not
hesitate to inflict, the laws controlling the grain trade were

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

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 life
every day, rather than cease to draw from you, the public,
their improper profits . . . If then. you shall condemn them,
you shall act justly and you will buy grain cheaper; other-
wise, the price will be much more. 7
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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 pul 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 fagged. Despite the high mortality
rates for merchants and burcaucrats alike, 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 immemoral. T. F. Camey, in his informative book
The Ecomomics of Antiguiry, has described the rise and the
economic effect of ancient regulatory agencies in the follow-
ing terms:

“If & government and ity key bureaucrath institutions can create
s favourable environment for business, by the mme token they
can alio do the reverse. Historically, economic development has
been associated with public instrumentalities . . .

v « « Bureaucrats (in the ancient world) were officlals, with & pun-
ishment orientation towards their subject populations. . . . The
government buresucracy was regulative and extractive, not de-
velopmental, Originating in a tribal culture, it always tended to
favour a mandarinate of literary generalists, There were no forces
to countervall against it. Meither corporations, leghalstures, mor
political parties were yet in existence. In most cases, most of any
society's tiny elite went into the apparatus of government. Thia
government served an sutocrat whose word wa law. 50 there
could be no constitutional safeguards for businesmen or against
that apparatus . . .* 28

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. If all else failed, Athenian colonial policy made it
convenient enough to gel 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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1 ROME: REPUBLIC AND EMPIRE
As might be expected, the Roman Republic was not to
be spared a good many ventures into control of the economy
by the government. One of the most famous of the Repub-
lican statutes was the Law of the Twelve Tables (449 BC)
which among other things, fixed the maximum rate of in-
terest per libra {(approximately 8%) but it is
not known whether this was for a month or for a year. At
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 8 maxi-
mum price of zero on interest. The lex Genucia (342 BC)
had » 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
wenl out of use." 30

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 boughi supplies of
com or wheat in times of shortage and re-sold them to the
people at a low flixed 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 (o the
govenment. Most of the farmers remaining in the country-
side simply Jeft to live in Rome without working. !

Slaves were 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;
through-out the ventures of the empire, Rome was to be
perpetually plagued with this problem of artificially low
.lpﬁnul for grain, which caused economic dislocation of

sorts.
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price,” according 1o Levy.
(AD 180-92) turmed 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 (AD 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 180 million 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 dmchmai in the first century
to 200 in the third century; in AD 314, the price rose to
9000 drachmai and to 78,000 in AD 334; by shortly after
the vear AD 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 affaine,” Levy writes, “ineffectunl regulations
were decreed to combat Gresham's Law (bad money drives
out good) and domestic speculation in the different kinds o
money. It was forbidden to buy or sl coins: they had to be
used for payment only. It was even forbidden to hoard them
Ii was forbidden to meli them down (to extract the small
amount of siiver alloyed with the bronre). The punishme
for il these offences was death. Controls were set up
roads and a1 ports, where the police searched traders and trav-
ellers. OF course, all these efforts were (0 po purpose.” 3

= T

it

control prices and wages occurred in the reign of the Emper-
or Diocletian who, to the considerable regret of his subjects,
was nol 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
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well documented it is an episode worth considering in some
detail,

Shortly after his assumption of the throne in AD 284,
“prices of commaodities of all 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 Moribus Persecutorum, lays almost
all the blame squarely at the feet of Diocletinn. Since, how-
ever, the author is known to have been a Christian and since
Diocletian, among other things, persecuted the Christians,

barbarian tribes during this period), to his huge building

h of his chosen capital in Asia
0 his consequent ralsing 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 Rﬂhﬁ,ﬁ
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 erm 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 of the in-
flation was the drastic increase in the money supply owing
1o the devaluing or debasing of the coinage. In the late
republic and carly empire, the standard Roman coin was the
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enarius: the value of that coin had gradually been

until in the years before Diocletian emperors wene

i ed copper coins which were still called by the

denarius”. Gresham's Law, of course, became oper-

, silver and gold coins were naturally hoarded and were
no longer found in circulation.

During the fifty vear interval ending with the rule of
Claudius Victorinus in AD268 the silver content of the Rom-
an coin fell to one five-thousandth of its original level. With
the monetary sysiem in total disarray, the trade which had
been a hallmark of the Empire was reduced to barter and eco-
nomic activity was stymied. “The middle class was almost
obliterated and the proletariat was quickly sinking to the
devel of serfdom. Intellectually the world had fallen into
an apathy from which nothing would rouse it." 37 To 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 ssociated with
centralized bureaucracy, he decentralized the administration
of the Empire and created three pew centres of power
under three “associate emperors.” Since moncy 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
sail to ensure that the taxes would be forthcoming.

The ‘reforms’ that are of most interesi, 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 pulting a stop lo
the production of debased gold and silver coins.

According to Kent, “Diocletian took the bull by the

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-
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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

soon realized that he was faced with a new dilemma.
The principal reason for the official overvaluation of the

“To inflate would be equally dissstrous in the long run. It was
inflation 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 it task.™ 3

It was in this seemingly desperate circumstance that
Diocletian determined to continue to inflate, but to do so in
o wiy that would, he thought, prevent the inflation from

He sought to do this by simultaneously fixing
the prices of goods and services and suspending the freedom
what the official currency was worth.
[ AD30] was designed to accomplish
very much aware of the fact that
a universal value for the denarius
of goods and services — a value that was wholly
its actual value — the system that they
collapse. Thus, the Edict was all per
coverage and the penalties prescribed, severe.
was duly proclaimed in AD301 and, accord-
“the preamble is of some length, and is couched
language which is as difficult, obscure, and verbose as
in Latin*Diocletian clearly was on
ouncing such a sweeping law which
afTected every person in the empire every day of the week:
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of Rome demand that the fortune of our State ., . . be ako
faithfully administered . . . To be sure, if 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 ameliorate this detestable enomity and
pitiable condition (but since it is unlikely that this greed
will restrain fitself) . . . it suits us, who are the watchful
parents of the whole human race, (the tenrm *“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 all.”

In The Common People of Ancient Rome, Frank
Abbot summarizes the essence of the Edict in the following
words “In his effort to bring prices down fto what he con-
sidered & normal level, Diocletian did not content himself
with hallf measures as we are trying in our attemplts to sup-
press combinations in restraint of trade, but he boldly fixed
the maximum prices at which beel, 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.” 42

Diocletian was not a stupid man (in fact, from all ac-
counts, he seems 1o 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 grest incresse in
carding. That is, if farmers, merchants and craftsmen could
expect to receive what they considered to be a fair price
their goods they would not put them on the market at
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.” 43

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. “In 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, if 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 87¢c. A quart of beer was meant to be especially
cheap, only 3c a quart (obviously a demogogic provision).
A farm labourer was o be paid no more than $0.108 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 asiro-
nomically expensive, sel at $72.18 per pound — it had to be
transported by land, of course, from China 44
* Thewe modern natkons who have bhed 1o endure “Retall Price Maintenance™,
“Fadi Trade Lawn™ and the varioms apenches msch s the IRternational
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were nol surprising and from the wording
ict, as we have seen, not unexpected by the em-
ccording to a contemporary account .

i the prices of all h:rldlhl-:l
Ilﬁn.p.mmmrmmhbhudﬂhndumnnry slight and
trifling accounts; and the people bought provisions no maore
to markets, since they could not get a reasonable price (or
them and this increased the dearth so much, that at last after
many had died by it, the law itsell was set aside.” **

It s 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. “In 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 the statute for its violation; would-be purchasers, finding
that the prices were above the legal limit, 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 gremter
increase in prices, so that what trading went on was at
illegal prices, and therelore performed clandestinely.™ ol

It is not known exactly how long the Edict remained in
force; it is known, however, that Diccletian, citing the strain
and cares of government, resulting in his poor health,
abdicated lour years after the statute on wapss and prices
wis promulgated. |t 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 cenl. 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 tum of the century this process had produced
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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
ut preserving 8 market, let alone a mint ratio, between the bronze
denarius and the pound of gold was lost. The aetronomical
figures of the French “assignats™, the German mark after the
Fimﬂmld'il'u.udnnhu}hnntmpnp-nurlhﬁmd
were not unprecedented phenomena 4% . Copper coins could
very easily be manufactured. mmm uﬂll} 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 foods of worthles, or nearly
paper money."” 49
M. Rostovizell, a leading Roman historian summed up
this unhappy experience in these words:

might be of some use. As a general measure intended to last, it
was coriain to do great harm and to cause terrible boodshed,
without bringing any reliel. Diocletian shared the pemicious
beeliel of the ancient world in the omnipotence of the state, a

ended in complete failure and he was forced to abdicate,
t was only sixty years later that his successor. Julian the
Apostate, was back at the same old stand. Edward Gibbon,
H‘hhliﬂhﬂhhh:lﬁm-ul'ﬂl: period, ironically noted that

. the emperor ventured on & very dangerous and doubitful
Mﬁuﬂhhﬂ-m the value of com (grain).
-umdml in a time of scarcity, it should be sold a1 & price
had seldom been known in the most plentiful years; and
his own example might strengihen his laws (he sent into the
8 large quantity of his own grain at the fixed price).
might have been foreseen and were soon felt.

wheat was purchased by the rich merchants; the
propristors of land, or of comn (grain) witheld from that ey the
sccusiomed supply, and the small guantities that appeared In
the market were secretly sold at an sdvanced and Mlegsl price.” 31

i'i'*‘“
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As a desperate measure, succeeding emperomns tried to
tie workers to the land or to their father's occupation in
order to prevent workers from changing jobs as a meéans 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 1o find a
willing replacement and then to give up all their goods 1o
him. The emperor Aurelian had previously compared a man
who left his profession to a soldier who deserted on the
ficld of battle. 52

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

“Seate intervention and a crushing fiscal policy made the whaole

empire groan under the yoke. more than once, both poor men

ond rich prayed that the barbarian would deliver them from it
in AD37E, the Balkan miners went over en maise o the Visigoih
invaders, and just prior to AD 500 the priest Salvian expressed

the universal resignation to barbarian domination.” 3

IV. THE 12TH — 18TH CENTURIES
Durning 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.” *4

In the year 1199 the government in London attempted
to control the wholesale and retail price of wine. The law
was difficult 1o enforce and eventually failed. In 1330 the
passion for price-fixing stirred again snd a new law 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 sgain. **

The many efTorts to regulate the prices of wheat and
bread in England came to a similar conclusion. The first
attempt was apparently made in 1202; the kading law in
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was 51 Henry IIl which fixed precise prices for

weights 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 beyvond
victuals, and regulated the prices of other articles of prime
importance to the Eoourchuu.mh s wood and coal,
tallow and candles.” =7

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 lair price not only for victuals but also for other com-
modities.” ** Most of these regulations received little
public support and gradually faded away.

:

Antwerp

In the sixteenth century misplaced economic controls were
dechive in determining the fate of the most important city
what is now Belgium. From 1584 to 1585 Antwerp was
besicged by Spanish forces led by the Duke of Parma who
was intent on maintaining the rule of the Hapsburg Empire
in the Lowlands. Maturally, during a siege. food quickly
becomes a scarce commodity and prices accordingly rise.

g

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-
vemt ships laden with eatables from coming in below. Com and
meats might have been hurted into the beleaguered
by thousnds of tons, Bul no merchani would run ihe risk
having his ships sunk by the Duke's batteries merely for the
mke of finding a market better than many others which

i

i
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could be reached af no risk at ol . . . I provisions had broughi
high price in Antwerpthey would have been carmied thither.
it was, the city by its own stupidity blocksded itself far more
ffectually than the Duke of Parma coubd have done.™
In the second place,” Fiske concludes, “the enforced lowness
prices prevented any general retrenchment on the part of
citirens. Mobody Telt it necessary o ecomomize. So ihe city
in high spirits until all st once provisions gave out , . 39
n 1585 the city of Antwerp surrendered and was oc-
cupied by the forces of Spain.

r-

T

Bengal
An even worse disaster, made more costly still by govemn-

ment bungling, 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 policy
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 supplies were quickly consumed and millions died of
hunger as a direct result.

cedure was completely dilferent, as William Hunter relates:
“Far from trying to check speculation, as in 1770, the Govern-
ment did all in its power 1o stimulate it . . . A government which,
in & season of high prices, does anything to check speculation
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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 wis kept under control.

V. NORTH AMERICA AND FRANCE - THE I18th
CENTURY

1. The early Canadians

The history of atiempis to control wages and prices in the
garly days of Canadian settlement has not yel been well
researched. Accordingly, the episodes reported here may
represent only a sample out of a broad but unrecoverad ex-
perience with controls. Most of the persons in authority in
the early days of Canadian settlement were agents of some
European government and it would be reasonable to sup-
pose that these funcltionanes carried with them their home-
land’s propensities for ecomomic controls.

Duebec
It is certain from some of the records that have been pre-
served that the intemal trade of Quebec was minutely rego-
lated. OF particular concern in the late 17th century were
the comings and goings of itinerant merchants. In general
thaywmfnruﬁﬂen to enter into retail transactions of any
:ndmmhjuﬂ o no less than ten general pro-
&l Thmmummhdmnmmﬂnmuﬂ

HHE

the regulation mlmmrqulliﬁc-dm[nlﬂ?du
Iﬂﬂ{ﬂlﬂhﬂc]nwmlunufmnd it necessary to write to the
king requesting that he suspend the operation of the itincrant
merchants. % There 8 no evidence that this attempted
interference was successful either. In fact, a memoir from
the king dated April 19, 1729 contains a paragraph indicating

45



The Firrt 5,000 Yeary

the king’s general support for the activities of the itinerant
merchants, 84

In 1689, the Superior Council of Quebec, following the
long-cstablished European practice, gave explicit permission
to municipalities to regulate the price of bread. Although the
exact effect of this regulation &= nol known il can be sup-
posed that all was nol 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.

Louisbourg

During 1750 rules were made as (o 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 i necessary to
remember that the bulk of New France's wealth was de-
rived from the cod fMshery. Of course, from time to time
this regulution led to desperate circumstances for the fisher-
men and there is some reason to believe that it was respons-
ible for ‘t:]‘n decline in the fshery in that srea of New
France

Canada’s first economist?
The most interesting commentary on inflation that this
carly 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 imporiant 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 povernment which have multiplied paper money without
any consideration for the stock of commodities nor “or the
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= in 1’155 1o 4 D00 thousand livres

= i 1756 to T of 8,000 thoussnd livees

— In 1757 to 13 or 14,000 thousand livres
— I8 1758 to 20 or 25 D00 thouwsnd Hvres

Perhaps in this year of 1759 they will go up to 30 millions and
more [rom whence it is casy to foriee what will be

are a repetition of the follies of that earlier time. It appears
that we learn very little from experience.

1. 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
unigue 1o seventeenth century Massachusetis) “‘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,” &7

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 & 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, elc., and cheese, in regard to the harard of bringing,
etc., (excepted).”

Weeden comments dryly that “these regulations lasted
about six months and were repealed.” 70

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 st the time)
was set at no more than & shillings a skin with a “fair” profit
of 30 per cent plus cost of transportation. A shortage of
comn, however, drove the price of thal commodity up to
10 shillings “‘the strike”, and sales of this dwindling supply
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America. In the territory that is now the State of lllinols,
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.” 7}

The sporadic attempits during the seventeenth and early
cighieenth centuries to control the economic life of the
American colonies increased in frequency with the approach
of the War of Independence.

Mot 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’. Pelatinh Webster, who was America’s [irst
economist, argued very cogently in a pamphlet published 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, :ummur.'li? prices had risen
480 per cent above the pre-war average. 7

The Congress, however, at least when addressing the
public, professed not to believe that their paper money was
close to valucless but that prices had risen mainly because
of unpatriotic speculators who were enemies of the govern-
ment. “The real causes of advancing prices,” one historian
notes, “were as completely overlooked by that body as
they were by Lysias when prosecuting the com-factors of
Greece. As the Greek orator wholly attributed the dearness
[ corn to a combination among the factors, so did Con-
gress ascribe the enormous advance in the price of things (o
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the action of those having commodities for sale.” 7

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.” 77

In February 1778, however, the pro-regulation forces
were again in the sscendancy and Connecticut adopled a
new tariff of wages and prices. Retail prices were not lo
exceed wholesale prices by more than 25 per cent plus the
cost of transportation. " In a few months it became evident
once again that these controls would work no better than
the former attempts and in June | 778, 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 almost exactly the same on-again, off-again syn-
drome with its own version of wage and price controls,
In January 1777, a law was passed imposing “maximum
prices for almost all the ordinary necesaries of life: food,
fuel and wearing apparel, as well as for day labor . . . so far
as its immediate aim was concerned,” an histonan concludes,
“the measure was a failure.” ™ In June 1777, a second law
was passed (a Phase I1), ¥ 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 Iﬂﬂ:h they were intended” completely repealed both
laws.
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Washington at Valley Forge

In Pennsylvania, where the main force of Washington's
army 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
trisls and tribulations 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
[amilies 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 nearly 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 . . . il hath beeni found by experdence that imitations

udlulluumnlmlnmnp-lmnqnﬂlﬁhﬂwrmhﬂml

within the said states respectively limiting. regulating or restrain-
ing the Price of any Article, llmufmurlml:'mnr"l!

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 it." 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 supplies 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 mew United States. “As
experiment is the surest proof of the natural effects of all
speculations of this kind,” he wrote * . . . it is strange, il
is marvellous to me, that any person of common discern-
ment, who has been acquainted with all the above mentionad
trials and efTects, 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, suifered
to run without obstruction in its own natural channel.” 85

3. The French revolution

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 itsell besieged
by all the powers of Europe and blockaded by the British
fleet. On the home front, her currency was rpidly falling
in walue and inflation was mmpant. On the other hand,
France was the richest agricultural country in Europe and the
harvest of 1793 was to be particularly abundani. 8

Her food problem in that yvear was not one of
production but mther 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. ™ 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 markel 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 assignais
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 11, 1973 a new plan, which might be
called Phase 11, 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 transports-
tion. This plan too was soon discarded and the Law of Sept-
ember 19 was proclaimed (Phase [1I). The new system pro-
vided lhtpﬁnuﬂmﬂhnﬁxndltmulmﬂnmﬂim
plus one-third.

In a little over a month, this plan too was clearly shown
to be a failure and the Law of November | (Phase V) was
enacted. This latest attempt at regulating prices was more
complicated than the previous phases. Prices were to be
bassed 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 govemments were given the right to compel farmers
to bring their grain to markels 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, %9

.rmwmmmnmhﬁlmm:u-

antes farmer a reasonable profit, and so encourage him to
put more acres under cultivation and raise larger crops, Should
hds labsird alacken his erops become small, no amount of



The Firze 5,000 Years

his profits were cut down, with the prospect of further lomes
every micceeding monith.”

“The second blunder was the obvere of this; it was the ssump-
tion that force could be used successfully with the largest body
producing workmen the country had. The agents utilired to
pply the force, when the last links in the chain of suthority
were reached, would be the farmers themselves, for the com-

oificers were

minal gither farmens or men dependent upon
them.” %

3 &

A large black market grew up all over France in re-
sponse to the government's repeated attempis to control
the prices of foodstuffs. Butter, eggs and meat in particular,
were sold in small quantitics 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 living in Amiens wrote that “de-
tachments of dragoons are obliged 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 collupsing 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 supplied, but as soon as we flixed
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
fix & maximum for all grains. We obeyed and henceforth
of every sort disappeared from the markets. What is
inference? This, that the establishment of a maximum
famine in the midst of abundance. What is the
remedy? Abolish the maximum. ™2

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 sct but repealed

g
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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 Maximum, ™%

V1l THE TWO WORLD WARS — AND AFTER . ...

1. The First World War

With the outbreak of the First World War in 1914 the most
widespread 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
govemning production, distribution, profits, prices and in
MANY Cases, Wages.

The UK.

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 sbove 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 resulis are inconveniences and dis-
appointments. People go to the shops expecting to find food
available ai the legal prices and go away disappointed. 95
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, The Spectator and other journ-
als pointed out, in times of increasing demands and decreas-
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high prices are necessary. They act as a ration-
system, checking consumption and channelling goods
they can be most productively used. Besides
reducing waste, high prices act as a stimulant to production
and importation. A free price system, in shor, works to end
a shortages and tends to solve economic problems.
Government controls or rationing only act to prolong the
. 9" The Formightly wamed that by resiricting
prices the government I8 “encouraging consumption, dis-
couraging production and preparing disaster.” " The
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.™ 1%

As The 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 community.""! The
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 controd the more complete
the confusion and the greater the economic loss,” 102

After the war, one of the most respected journals in
the world, The Economist of London, summed up succinctly
the legacy of controls in Great Britain. “Why not let it alone?
{1t 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 supplies 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.
Mo single branch of trade which the government has touched
shows a success,” 103

ﬁ
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No controls in the US.?

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
“government price fixing during the war was guided Httle
by economic principles. It was not uniform either in its
objects or in its methods feeling its way from case to case.
It might be termed opportunist.”™ 104

Oddly enough, no statute authorizing over-all fixing of
prices was enacled by the United States Government 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 cstablish 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, 105

In theory, the Price Fixing Committee set prices by
agreement with the industry concerned. Bernard Baruch, in
his 1921 report to the President on the experience of govern-
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,”™ 107
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Not a liberal policy

1t would be fair 1o 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 published in March 1919, included an analysis of the
possibilities of price-fixing in time of peace. “A general
policy of price-fixing, however democratic the government
that adopts it, is an illiberal rather than a liberal policy . . ."
the author asserted. “If 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 snd compulsion
rather than going forward toward a regime of voluntary
agreement among free citizens.™ 108

Czechoslovakia

Price controls were attempted by one of the new democra-
cies to emerge from World War | in the first years of peace
with results similar to those predicted by British, American
and other economists. A study of the Camegic Endowment
For International Peace on the ecomomic and social history
of the World 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 vpwards.” '™in
December of 1920, “the control of meat and fats was dis-
continued altogether and that of com and flour re-
stricted.™ 110 The author of this study concluded: “All
this the people felt to be servitude rather than beneficent
rule, 5o that even the most strenuous champions of economic
control were compelled at length to capitulate.” 1
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Russia
Although price controls seemed to have been something hess
than efficacious in democracies it might be expected that
they would work better in a dictatorship. The case of Russia
al this period provides an almost 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 policy on prices was not
possible mainly because the government itself violated its
own fules. ""The suthorized agents of the Ministry of War”
we are told, “bought up supplies for the army at prices
much higher than those officially fixed. 112

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 retaliated
by refusing to sell their produce, whercupon the Soviet
Govemment began [is systematic campaign against the
villages, which continued for about two years and ended
with the complete defeat of the Bolsheviks.” '3 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.” 114

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 government 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 modern, industrialized nation one should examine
evenis in Germany.

Germany

“The most comprohensive experiment in Europe in direct
price-fixing.” according to one scholar, “was that carried out
by the German government subsequent to the outbreak of
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war in August, 1914." After discussing all of the many
regulations designed to lower prices, he concludes that the
Imperial Governmenl was simply not effective in prevent-
ing 3 large increase in the cost of food. 113

An English 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.” 119

The record of government attempts to control the economies
of the industralized 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 policy ol 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." 17

2. The Second World 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 World War broke out in 1939, None
did, however, and all the major nations proceeded to set up
machinery for government controls over a wide range of
economic activities,

Due to the inherent nature of their social and political
systems, some nations began the process earlier than others.
Fascist Italy, for instance, moved toward government con-
trol over the economy as soon as Benito Mussolini was in-
stalled as Prime Minister and “Duce”™ in 1921,

63



History

ltaly
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 21,
1927, included a section (Articke IX) which specifically
allowed the government Lo intervene in all economic afTairs.
“State intervention in economic production,” it declared,
“takes place only when private initiative is lacking or in-
sulficient, or when the state’s political interests are at stake,
Such intervention may take the form of controls, encourage-
ment or direct management,” 118

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. Al-
though the economy still Moundered, govemment controls
did have at least one major result; they gave Mussolini almost
sbsolute 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
labar front. The Law Regulating National Labor was enacted
on January 20, 1934. Wages were determined by labor
trustees, appointed by the Nazicontrolled Labor Front.
Hitler was quite clear about his plans to keep wages low.
“It 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 Seplember, 1938, the four-year plan
was launched under the direction of Hermann Goering. The
purpose was 1o make Germany economically independent
and ready for war. “Imports were reduced to a bare mini-
?m lr:.:l‘r severe price and wage controls were intro-
uced.”
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An authoritative critigue 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 ws %0 much trouble. You are trying (o control
people’s wages and prices — people’s work. Il you do that
you must control people’s lives. And no country can do that
part way. | tried it and failed. Nor can any country do it
all the way either. | tried that too and it failed. You are no
better plannérs than we. | should think your economists
would read what happened here .. . ™

“Will it be,” he asked, ““as it always has been, that coun-
tries will not learn from the mistakes of othes and will con-
tinue to make the mistakes of others all over again and
l“j"i!l-l |1]

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

“It was a novel experiment, never before atempted in any

democratic country: even the German “price stop’ of 1936

had been much less far-reaching . . .~ 112
The Maximum Prices Regulations of December |, 1941
provided that no good or service could be sold at a price
above that charged during the historical period September
I5 to October 11, 194]1. 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 overull mobilization
effort. In recognition of the fact that the price of imported
goods could not be controfled, 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 odl.)

The system of economy-wide controls that the govern-
meni installed for the purpose of prosecuting the war effort
was consciously designed (o remove any semblance of market
forces from the process of resource allocation. Canads 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 commitied 1o an all-out war effort . . .

Reliance on a free price system would have required the govemn-

ment (o keep comtinuously outbidding its citizens. The con-

sequent lﬂdﬂgﬂﬂimmmmmm“ﬁm
scute 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

ng

were, it seems, willing to give up their economic freedoms

in the short-run for the sake of freedom in the longrun.
As we have seen, mankind has a terrible tendency to
and hence repeat historical experiences. Human
beings also have a tendence to ‘color’ past experiences —
‘good old days’ phenomenon being n good example of
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
Nlarge volumes of resources were devoled to the production
of war mafericl It is not clear, however, that this redirect-
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jon of resources was accomplished without the inflation
that would have occurred had there been no controls.

An interesting test of the idea that controb 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 |
nndl‘:hl.rt | is that, overall, the control program adopted
during the Second World War had the effect of preventing
the surge in prices that was sssociated with the First World
War. Notably, the controls did not keep prices from ultim-
ately rising by about the same amount. There s reason to
believe, 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

1o creep Up . . . The major sitack on this problem was along
the lnes of smplification and standardization in both pro-

duction and distribution . . . reducing the pumber of varieties
of models, culting out frills, minimiring the use of scarce mat-
erials . . . every class of industry was affected ™ 1M
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?

Tabls 1 — Cout of Living

1835-1830=100
Comt af Workd War | Cowt of Winid W 11
¥ oar Liwing Indan i L iwirg | e
1913 s 100 1639 1818 100
1614 B m T 1084 il
1918 B4 102 gt 11,7 i
1018 81 1 1642 173 116
1T 143 LEL 1643 1183 nz
168 1981 148 154 1188 118
1918 1588 163 1545 1204 e
150 1604 189 1548 146 1
1 1323 168 1847 1383 134
12 LF A 152 - 188.7 153
1823 1.5 153 1545 1818 158

Source: M C. Urguhart ed., Mitenicel Swtintics of Ceaada, 1808, p. 304
St J139-140,
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“It would be impossible 10 give any quantitative expression to
the savings in man-power, materials or money which these ordens
ichieved, bui they were very considerasble and undoubtedly
were of major imporiance in emabling the Board . . . 1o ‘hold
the line" effectively,” 125
Accordingly, all that we can say for sure is that the official
statistics for the mte of inflation during the Second World
War represent a ‘considerable’ underestimate of the true in-
fation 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 ’I t wartime conditions, controls were suc-

E.ﬂ-

E 160 o
— COALD WAR |
140 < INDEX

% === WORLD WAR I
170 = INDEX

16

1913 1514 1915 1006 1517 1918 TS 1820 21 1927 1923
B0 IS0 1941 19AZ 1943 1544 145 1RAE 1047 1948 1949
Source: M.C. Urquhart, ed. Historical Statistics

of Canads, 1965 p. 304, Saeres J130-146
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L.5.

When the United States entered World War II, 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 [taly;
restrictions on personal freedom were not sltogether wel-
come in the midst of an all-out war in defense of freedom.
From January 1941, until October 1942, the govermment
attempied to restrain the inevitable rise in both prices and
wages by ‘voluntary' controls and moral pessussion. Dur-
ing that period, wholesale prices rose almost 24 per cent
and consumer prices over |8 per cent. With the establish-
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 feeling
which supported any government action that scemed to
bring the end of the war nearer. Even 30, hourly wage ratecs
in manufacturing rose 14.7 per cent in that same 35 month
period. 127 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 inflation
burst and the controls broke down completely. From August
1945 to November 1946 wholesale prices rose over 12 per
cent and consumer prices almost 18 per cent. 128 [1is
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 weni 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 experence of Korean War controls
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that price and wage restraints, in the long run, have little
ffect in comtrolling 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 UK. too. . .
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: “It is evil things we shall be fighting against,
Eh“ {;rﬂ:-, bad faith, injustice, oppression and pemsecu-
Inevitably, the mobilization and organization of the
Britth 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
almost limitless powers. According to the suthors of the
Civil History of Britain during the Second World 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 of civilian
supplies, together with exhaustive discussions of wages
policy.” 130
As the war neared its conclusion, so the debate con-
tinved on the best way for the smooth and orderly demob-
itization of the wartime 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.”
“It must be bome in mind, however,” Parkin commenis,
“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

tive. “There cannol really be any dispute,” he wrote,
“about the superior ¢fficiency of a1 properly working pnce
system . . . Rationing and controls are merely methods of
organizing scarcity; the price system automatically works
toward overcoming scarcity. If a commeodity i in short sup-
ply. & 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.” 1!

As Professor Parkin concludes in his study, the existence
of controls has certainly contributed to “Britain's lasi
twenty-five years of slide into economic and social chaos.”
One should add, this has happened largely, il not entirely,
because of the continuation of the policies 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. Heace, the ulter
irony of the saying, “Great Britain won the war but lost the

peace.
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CHAPTER 2.
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Three Episodes

(i) & (ii) Samuel Brittan and Peter Lilley
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A Second Look at
Three Episodes.

(i) 1351 — and the first
English incomes policy*®

Samuel Brittan and Peter Lilley

To the modemn student, by far the most interesting attempt
at control was the wage regulation imposed in England after
the Black Death of 13489 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 111 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 — endeavours which
evenfually provoked the Peasants’ Revolt of 1381, so cele-
brated by trendy schoolteachers and radical television play-
wrights. The more up-to-date view is thal the pressures
came from smaller farmers.

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 behall 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

*fram. Samucl Beittan and Peter Lilkey, The Delwgion af fmcowmser Podicy, Maurke
Temple Smith, London 1977, pp. TR-&1,
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wapes they were obliged to pay landless labourers. Their
indignation sounds astonishingly similar to that of a
twentieth-century bourgeois declaiming at the cost of getting
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 mobility
of labourers was restricted. From 1388 anyone who had
served in hushsindry up o the age of twelve, had to con-
tinue 10 do so. In 1376 the export of Cotswold yvarns was
forbidden partly to prevent the spinning industry from
drawing labour from the fields. A little later labourers and
smallholders were lorbidden to apprentice their sons to o
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 (rom, 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 resetilement
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 tenanis was (o
lower rents and release servile obligations.”

The data of the period are naturally sparse; but to what-
evel sourte one pocs, the story remains the same. Chart |
shows money wages in certain ecclesiastical manors of
Winchester and Westminster. [t 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
ris¢ 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 living standard towards the
middle and end of the fifteenth century which they were
afterwards to lose and not regain until the second hall of
the nineteenth century, With whatever pinch of zalt we want
regard these exact figures, the boom in working-class living
standards at the end of the Middle Ages, and the subsequent
setback, are aitested 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 literature on the course or the
extent of the inflation. As far as we know no scholer has
suggested that Elizabeth refrained from debasing the coinage
because the Stutute of Apprentices kept wages in check —
though perhaps this remark will stimulate some historically
minded wage-push devotee (o 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 coming of the
Price Revolution official scales were increasingly disregarded.

*from; Semuel Brittan and Peter Lilley, The Dvbasion of Inooma Policy, Maurion
Temple Smith, London 1977, pp. B5-88,
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The original wage-control statute of Edward 111 was
continually being re-enacted and modified with ineffective
results. Richard 11, Henry IV, Henry V, Henry V1, Henry VII,
Henry VIII and Edward IV all enacted laws of this kind. Sir
Charles Oman, in his magisterial book The Coinage of
England, mentions that Henry VIII had “been simple enough
{or shameless enough) after his earlier mild debasement to
issue 8 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 o
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 relief 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 [11. There
were similar measures in France, Germany, ltaly, Spain and
the Netherlunds.

The legislators were well aware that wages or prices
at below market levels were lisble to create shortages: and
the 1563 Statute set up a complicated system of direction
of labour. Professor BindofT calls the Statute the ‘National
Service Actl of the sixteenth century’. There was a system
of priorities. with agriculture coming first, simple trades
such a8 cloth making next, and merchants and lawyers
lowest in order of priorities, as they used to in Sir Harold
Wikon's speeches. Entry into most crafls was restricted to
those who had served a seven-year apprenticeship, and neo
employee was to be engaged for less than a minimum per-
iod, usually a year. Trades such as clothier, merchant or gold-
smith were 1o be confined to the wealthier familics. Every-
ane secking employment had to a produce a certificate from
his last master. Qualified craftsmen might be compelled to
work at their crafls; other men might be compelled to work
in agriculture, and women in domestic service.

All artificers and labourers might be compelled to work
in the field at harvest time. All unmarricd people, and the

B



Three Episodes

unemployed poor, might be compelled to work for a farmer.
The Act also aticmpted to lay down minmum 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 superflucus, 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 ruled that a costermonger 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, IPs were
supposed 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-Industrial 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 1567 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 workingclas 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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th 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 m 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

Despite the mthuln; rediscovery of county wage
assessments, they were clearly not frequent enough and
rigorous enough to please the Privy Council which often had

to remind JPs of their responsibilities in the early part of the
pericd. In many cases the same wage schedule was auto-
even

The evidence then is clear that the periods of great-
est kegislative activity coincided with the fourteenth-century
wage increases and the sixteenth-century wage and price
riscs. During the long period of price stability in the seven-
teenth and eighteenth centuries the system of wage sefting
by IPs withered away. The simplest explanation s that
periods of infation provoke legislative intervention which
has little effect one way or the other on general wage or
price levels, but which may nevertheles interfere with
individual freedom in a throughly uncomfortable manner.



(iii) Germany 1945-48:
evasion saves the day*

Horst Mendershausen

In the summer of 1948, the sconomy 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
gnd increased external aid led to a significant rise of food
rations and improved supplies of industrial mw 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 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 civilization. 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, overlald with forms of primeval long-
distance trade and local barter, both illegal. Far from having
been a “market economy™ during the 1930'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 Hors Mendershaumn, “Frice Controli i Pomrwsr CGesmany, 1545319487,
-mnmﬂ-ﬁ.wm#mu—# Umited Srater
gnd Cormamy, American Esterprise Inwiitute, Washington, DT 1971, pp. 3541
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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 per cent 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 earlier 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 protracled disorganizaiion of government, social life,
and foreign supplies, it may be said that economic recovery
was hardly within 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 simultaneousty
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 acule social
conflicts.

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

1. 1945:The Allies maintain Hitler's price and wages control.
Price control and mationing 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 reaflfirming carlier actions taken by the
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various zone commanders. On February 7, 1946, the Co-
ordinating Committee of ACA agreed on 3 statement of
price principles applicable in the four zones of occupied
Germany and Berlin, This was to remain the basic price
policy document for more than two years.

This stafement provided [or the righ maintenance
of the price stop: *'As a rule, on the majority of commodities,
prices are 1o 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 exceplions wis to be proven
by actual losses, after exhaustion of all methods to eliminate
cost increases. The possibilities of price reliel 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 elfect of all price increases per-
mitted . . . on the cost of living shall not be %0 great as to
necessitate any adjustment in the present general level of
wages. ...

With the formation of bipartite Anglo-American eco-
nomic policy 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 “full expression in prices should not be given
to the many temporary and abnormal elements in the pres
ent cost structure, especially in the basic commaodities, and
a limited program of temporary subsidies and stringent
control generally is recommended for this purpose.” The
German price authorities, at the bottom of the hierarchy,
reflected the combined influence of Allied policy and Germ-
an popular opinion. Applications for price increases usually
laced long delay and much red tape.

The “price stop with exceptions™ was maintained in
the foce of a3 tremendous imbalance of spendable money
and available goods. In 1947, currency in circulation in the
four rones of Germany and Berin was estimated at about

the amount that circulated in the Reich in 1936
when Hitler imposed the price stop-total currency and
89
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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
Reichof 1936. ..

1. The fallures and successes of price control.
Price control during the first

was surprisingly effective. There was a
but the bulk of the goods changed hands at legal or nearly
legal prices. Legal prices were charged for mationed food-
stuffi— which made up more than three-quarters of the
“nomal”’ consumers’ intake of food-and for the few man-
ufactured consumers’ goods that could be

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 liberty and property. Compliance with price
control was a form of insurance premium, and there were
ways for many businesses and individuals (o make the prem-
fum 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 ecomomy, there remaned a Mirdy 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 stability did. There is no
evidence of its spreading during the three years' period, nor
i# there evidence ol 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 cigareites or coffec) 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 'mum:h:uru with any degree of exactitude;
but “informed guesses” of Military Government officils
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 tumover of existing luxury goods (jewelry,
cameras, china, rugs, flumiture).

Black market operations consisted primarly of trans-
actions in finished products. They usually involved traders
and final consumers, 10 a lesser extent original producers.
The products came partly out of German production
(typically bread, potatoes, fals, meal, soap, textiles), partly
from Allied sources (typically gasoline, tobscco pgoods,
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chocolate, certain foods), partly out of personal and house-
hold possessions of the German population. They were
handied by black market traders, recruited from the runks of
the displaced persons and Germany’s unstable and dislocated
population,

The contacts between this class and the rest of the
populsition were manifold. People who knew where to buy
or sl “black™ goods could be found in nearly every houss,
especially in the larger cities. Every lfamily was involved, at
more of less frequent intervals, in the black market sale of
some possessions 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 houscholds (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 enlerprises would at one time or
another make a black market purchase or sale to oblain
critical materials or parts and (0 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 wvaried from place
to place and fluctuated in time. Owing to bad transportation
and communications and to its illegatity 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 citiés of the U.S, zone were about
100 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, liquor; about
50 times the legal prices of potatoes, beel, 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 1o 150 times the legal level. As a rule, in-
dustrial goods had a smaller black market sgio, 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 poods
would absorb a large volume of purchasing power. Assuming
that only B per cent of the total volume of transactions
were camried 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 magitede would
probably remain similar.

In this fashion, the black market absorbed a consid-
erable part of the excess supply of money in postwir
Germany. The remainder of the excess was neutralized by
the considerable decline in the welocity of money circu-
lation, compared with prewar, that resulted from a variety
of factors: the decline of financial transactions, the regression
io cash payment and official stenlization pohces. Moreover,
the excess did not increase; it possibly even declined with
time. The slow advance of production and of legal prices
probably exceeded any nel 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 o rule preferred compensation in extra goods to
exira money, and the same rule usually applied o irmep-
ular employment and odd jobs,
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3. Widespread evasion through barter,

While Germany's postwar inflation 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 delivery
of other poods and services.

To most people, money did not lose value by way of
depreciation but it lost significance through an increasing
limitation of its wsefulness. 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 foodstulfs. 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 lformer savings. This held true a fortiori for other

of the period, to miners and other workers’ groups, were so
small that the opportunities to obtain them for money and
pﬂﬁumﬂiﬁbh.ﬂmhh:tmutﬂ,m,wu
narrow and an unreliable source of supply for the com-
maodities of daily living, entirely insufficient to obtain the
ingredients of production. A mark might be worth half a
cenl or half a dollar in relative purchasing power; but in
gither case there was not much of a point in relying on
lhutpmﬂuhupnmmdmhhﬂ’h;lunlhnldu{ﬂu

Fu:r reliable supplies, businesses, (armers and workers
increasingly tumed 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 hreaches
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of ecomomic controls almost irrepressible. In September,
1947 US. Military Government 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 arca. 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 top-level 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 cam | 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 lor
reconstruction work. The monitored correspondence between
two businessmen showed the negotiations preceding certain
compensation deals. Their illegality was undemtood. But
when one of the parties demanded an unusually large
counter-shipment in returmn 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
neardegal 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 incomreciness of the frozen price structure.
For instance, the going rate for the widespread bilateral
exchange of cement for coal was one ton of coul for onc
ton of cement. At legal prices, one ton of coal was the
equivalent of one-hall tom 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 disliked
it intensely. But it provided a market mechanism, even lo
the point of developing some clandestine *‘bourses”, and
it helped avoid & complete breakdown of industrial activity
under the weight of scarcities and trade prohibitions. It is
noteworthy that in the more claborately planned and policed
Soviel zone, compensation trade was not only rampant but
even formalized occasionally. A big chemical plant,
appropriated by a 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 turned-in
ration coupons of the workers warranted, the sale of con-
sumers' goods to the workers at legal prices but without
permits, 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 afler hours.
Maturally 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 satsfy its workers by giving them
Thomas fertilizer and steel bands for the wheels of peasant
carts.

The pre<commercial system of Deputare (payment in
kind) that had lived on in German coal mining and on large
agricultural estates thus spread throughout the entire
industrial economy, chiefly 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 Depular system. The
works councils allotied the goods fo 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
asmortment of hardware, texitiles, tobacco and personal
posmcssions and bartered them for food. In this trading,
money played almost no role at all. City people ako worked
as farm helpers for the food and whatever living quarters
were available in the crowded villages.

The bilateral exchange economy was the 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, Le.. unreliability of a com-
plex division 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 line of
economic retreat . . .
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Price and Income Policies:
Can They Work?

Malcolm Fisher

1. Incomes inflation — Kevnes and the Keynesians.

The difficulty of diagnosis

We all know that medical dingnosis can prove difficult. We
ko know that even with a correct dingnosis the comectives
pscribed, though appropriate, may have unfortunate side
cifects. We also know that where diagnosis is unncliable the
‘cormectives”, so-called, may prove detrimental directly as
well as through side effects.

Incomes and prices policies are présented as cormectives
for a certain type of inflation, traditionally known as cost-
push. It is often unclear that the patient, the economy,
sulfers from this disease, and hence the prescription policy
muay be called into question. Whether or not it is clear that
that iv the disease, it is known that incomes and prices
policies have important sdverse side effects. Hence accurate
diagnosis of the disease is all the more important before
such & ‘corrective’ is prescribed. There is even much uncert-
ginty 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 wvirtually never
dizplaced, merely pushed aside for a while and then qualified.
‘Tt takes a theory to kill a theory', Is a good precept for
which there is little sign of support in the social sclences.
And theories of inflation prove no exception.

In modern economic thought it would seem that the
process, cost-push inflation, derives directly from Keynes'
work — not the General Theory, bul his immediately pre-
ceding work, A Trearise on Money' There we find a
section in Volume 1 where Keynes talks of the possibility
of spontanecus changes in earnings. This spontaneity he
attributes to “the character of the Wages System (includ-
ing in this eg, the powers and activities of trade
unjons)” 2. It is also clear that Kevnes regards this as
Income or Eamings 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.

“In existing circumstances, however, the most usual
and important occasion of change will be the action of the
entreprencurs, 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 Kevnes 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 fo Pay for the War' seems
to be presented with just such a similar pdority in mind.

Where spontaneous changes in ecamings arise the out-
come in employment terms depends crucially upon whether
the Currency Authority is supportive, 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 if the Currency Author-
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ity is fully and simultaneously supportive in a closed
economy.

As argued, this appears to be a discusion of a one-
shot effect of spontaneity on the part of unions; as inflation,
by definition, relstes 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 regulardy repeated —
evidently there s no leamning from experience. This of
itsell suggests that some must have gained from money
illusion, else why reactivate the process? Presumably there
must be enough “noise™ in the cconomic system fo
mislead enough people sufficiently as to the payofl from the
process.

Alternatively, (as Keynes also allowed for), when we
recognise that we live in an open economy , spontaneous rises
in eamings transmitted to prices imply transfer of loreign
purchases from domestic markets — which must spell un-
employment unless the exchange rate moves down in step,
and the re-adjustments in domestic demands through 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 puis it, *. . . the causes of ‘wage-push’,
on this view are exogeneous, even non-economic. They are
matters of trade union organisation, of politics, or of public
opinion. S0 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 mdupnndmm between wage pn&:y and nlh:r
economic policy is by this school still maintained.”

To this we might add that lh:rpnnundtlmmunhu
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 inflation seems to accord with
that long maintained by Lord Kahn, Keynes® closest disciple,
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who in hix writings 7 right up to the present time, has
maintained 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 Keynesian thesis that, up to the full em-
plovment range, wage rales are exogencously determined,
clearly, within that range, spontancous changes in camnings
can ater the base level of money wage rates, and such spon-
tuneity 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 & on this that
such spontancous rises are super-imposed. Granted that it
is, we must secondly enquire as 1o 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
illugon. It should be noted that, in this context, it i not
enough to point o sustained wage and price rises as a denial
of money illusion, for the theorem only requires that move-
menls in prices should be recognised by workers after a lag,
and that this lag persists over o series of spontancous 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 stiention must alko be puid to the full em-
ployment zone. The presence of various lypes 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 casily give rise to these cffects at
successively lower rates of capital and labour utilisation when
repeated through time. Indeed, it i probably only in this
way that workers are able to delay the adverse effecls of
leaming from experience from becoming dominant. In any
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event, such acts of repeated spontaneity might induce one
to ask whether the presumed exogeneity of the effects
should not be accorded n more substuntial intellectual base.

The mone tarist 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 carly seventies, the American
financing of the Vietnam War would seem eminently capable
of carrying much of the weight of explamation required
without the need to sirain credulity with resort 1o a set of
ad hoc influences. Moreover it has the merit of aiding ex-
planation of fuirly closely aligned movements noted across
i wide mnge of trading countries when each s adhering to
i stable exchange rate pobcy and permitting the inflow of US
dollars to expand the monetary base.

2.  Modern inflation — the empirical reality

But we are already running over into our second gquestion
of empirical relevance. These bursts of spontancity are
especiafly difficult to sccount for, when repeated 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 o 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 ltaly on the one hand and Federal Germany on
the other. O course we are reslly making a comment upon
the cxogeneous wage pressures when generated, in combin-
ation with the attitude of the currency suthorities, and it
may be that in some of these countries the authorities have
a sufficient degree of political support to stifle such pressures
at birth. Or it may be thalt for some countries sustaimed
gaind in real incomes per capila, in the absence of monoy
fllusion, have served to ensure that worker tensions and
frustrations are kept sufficiently in check.

107



Madern Contrals

Are Hicksian remedies relevant?

The uncertain strength and relevance of this ‘Incomes in-
flation’ view in a closed economy, let alone in an intemation-
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. Moreaver,
it is self-evident that each of them is capable of considerable
economic influence — yet they are brought forward to cope
with a non-economic originating cause!

Hence it is abundantly clear that the Hsted remedies
are at best gross comrectives 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 sidecffects are not more detrimental
than their direct effects.

The UK expericnce

The three Hicksian remedies have cach 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 of public
utility products and the wages and salaries of bargaining
groups ‘with clout’ in the public sector, doubtless in the be-
lief 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 shandoned —
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 permit adherence
to a freere for long. At other times essentially the same
regults have been sought in more informal arrangements,
such as the recent ‘social contract’.

3. Controls: The long run effects

Nearly always the initiative has come from Government and
it has had to pay a price lo secure cooperalion, 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 currenl 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 o 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 fonger run costs
in an economy through the impediments they introduce to
Mexibility and change in the economy over time, These are
integral clements in the maintenance of long run employ-
ment patterns.
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But in the meantime considerable uncertainty attaches
ta the short-run success of the policies, Unless directional
contractionary fiscal and monetary measures are working
tn harmony, the mere damming up of price clements of
the income flows ik not likely to do more than distort the
patterns of those flows. Even when such directional Mows
have proceeded in harmony the fact that the income and
prices policies were introduced at an arbitrary date and
with scant attention (o the price and wage structure per-
laining across industries and occupations at that date, means
that there will be an accumulation of pressures for realign-
ment of wage-price structures as soon as that becomes
practicable. This s the so-called re-enrry problem. This
problem will be all the grester if the combination of de-
Mationary measures have not worked, for, short of the
introduction of comprehensive controls, there is a limit to
the period of tolerunce of any interest group with inter-
ference in the pattern of its wage and price selting policy
in anything less than a completely centralised economy.

Governmeni's responsibility
Unanticiputed inflation i politically unpopular: hence Gov-
emments are cager (o disclaim responsibility by attacking
any inferest group whose pricing indicators currently give
the sppearance of being out of line. It is 3 mool question
whether any interest group can engender inflation without
al beast the tacit support of Government. Often Government
has itsell directly set infMationary forces in train, Where
interest groups appear to have instigated inflation the explin-
ation probably lies in the presumed political inability of the
Government and currency authorily to withstand the press-
ures gencrated, This would scem 1o be a direct commentary
on the meptness of the democratically elected Government
in the country in question, Such ineptness can arise by
accident; sometimes it s 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 1o produce
an appeal of their own to Governmenlts, even where under-
lying circumstances are not wage-push originating. For ex-
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ample, one would be hard-pressed 1o describe the inflation-
ary expansion of 1972 in Britain as union power in action
but this did not deter the Prime Minister from resorting to
an claborate set of price and wage controls as the major
anti-mlationary weaporn.

False stability

More often than not such measures are nol ntroduced as
a sale counter-inflationary device and the empirical task of
ascribing success (o one influence or another becomes
onerous. Mot surprisingly empirical studies have proved
indecisive. What they have shown i that incomes policies
tend to distort the movement ol wages and prices across
time causing moderation in rises currently with the in-
troduction of controls and marked acceleration in wages
and prices two or three years later. There has even been the
suggestion that the ultimate price and wage rise is higher
than it would have been without the contrals.

If such controls were to break the pattern of inflation-
ary expectations, market interference to promote stability
might more than offset the damage to resource allocation
for society at large, Failure 1o schieve this means that any
credit points on stability grounds sre likely o be easily
outweighed by the negative effects on resource allocation
and on growth. It cannot be gainsaid that sociely uses a
mixture of competitive price and woge indicators coupled
with movements in stocks of factors and products as guides
to the sensible deployment of resources scross lime. 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 o substuntinl range of decwions aflect
bodies within the public sector directly. Otherwise such
policy measures could have been aligned already. The
question then becomes one of how much short-term dis-
location in market patterns should be endured lor stability
reasons when long-run effects of such controls are negative.

The answer turns on the mnge of influences we have
already enumerated. In peneral, we doubt the significance
of wage-push inflation, and we doubt 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 that considered opinion
is moving in our direction, as the report to the OECD known
as the McCracken 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 clse they produce their
smokescreening properties are politically attractive.
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Europe, 1951—76
Persistance Unrewarded*

Editorial Summaries

I. INTRODUCTION

In this chapter, | shall attempt to summarnse the varous
price and incomes policies pursued by six West European
povernmenis over the last 25-o0dd years. Four oul of thess
gix povernments have had an incomes policy of one kind or
another in operation since at least the early 1950's and in
some cases, even carlier. Towards the end of the 1960,
they added price policies,

One government, that of France, has never succeeded
in imposing an incomes policy. Instead, it has had a com-
prehensive prices policy since the early 1960°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

*hased on Fric Schifl, facomer Policie dbroad. American Enterprise Tnatiuls,
Waakhington DC 1971, snd on further material.
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and employers’ organisations control their individual member
unions and associations also vares from the fairly effective
control exercised in Austrin 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 suthority to impose specific decisions
or isue 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 stability. Other union organ-
isations have not expressed any official opinions in this re-
gard. Some union federations have co-operated with official
incomes policies; others have co-operated intermittently;
some (in France) have simply refused to deal with the gov-
emment.

Price policies have been less varied than incomes pol
icles. Attempis to control prices have usually taken the form
of price freezes, either general or for some commodities or
services. Such attempls have been supplemented by attempts
to slow down price increases, or to link price increases to
increases in costs or {0 ensure that companies absorbed cost
increases, Employverns’ associations and individeal firms have
genenully co-operated with govermments in operating price
controls.

In the following scctions, | shall summarise each coun-
try's experience individually.

1. AUSTRIA

The institutional setting
All workers and employers. in agriculture and in industry,
are obliged to join some branch of an appropriale trade
union or emplovers’ organisation. These branches are organ-
ised on a regional or a federal basis,

At the federal level, the Joint Commission, (also known
a3 the Parity Commission), consisis of representatives from
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employers’ organisations, trade unions and the government.
The federation of employers’ organisations, the federation
of agricultural orgenisations and the two mapr trade union
federations have fwo members each. The govermnment 1s
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-committee 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
emplovers’ and workers' organisations. [ts recommendations,
based on consideration of broad policy issues, are subntitted
to the federal government via the Parity Commission, rather
than to the varous organisations involved in the Commission.
In these recommendations, the Council & required to aim
simultancously 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™ a3 bread, fMour, sugsr, cigareties,
etc. Bus, railway and tram fures are also governmeni-regulai-
ed. Government attempts to raise these prices in a contra-
cyclical manner resulted in sudden sharp rises af the end of
prolonged booms.

A fTurther 105 of the prices entering the consumer
index come under the review of the Joint Commission’s
price sub-commiliee. The subcommiltes does not scrutinise

the prices charged by private bodies (such as private schools)
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that are not affiliated to any employers’ organisation or
trade union. Prices in refail 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 increases are
permitted only where costs have risen, without offsetting
increases in productivity. The sub-commitiee i required
to render a decision within six weeks. In the absence of any
decision, the price increase automatically passes through.
If the sub-committee does decide to consider the appli-
cation, it may approve or reject the entire increase or a part
of the increase; or it may refer the application to the full
Commission. Up to 1966, in practice, price increases of up
to 3% were passed virtually automatically — ie., the sub-
commitiee 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 govermment 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 lmit.
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)
obliged firms to deduct certain laxes and to pass on re-
ductions in cusioms duties when computing final prices to
COnSUMmMers.

Comprehensive computerised surveys were undertaken
by the appropriate ministry with the assistance of employ-
ers’ organisations, trade unions, local authorities, ete. 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 8 member, to the Joint Commiss-
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ion's sub-committee on wages. The sub-committee takes into
asccount both productivity increases and changes in the cost
of living in making its recommendationss. [t may approve the
claim, ask for more information, recommend a postpone-
ment, or refer the claim o the full Commission. It is obliged
to make such a reference where the wage increase in question
i% likely to lead to price increases, or is held to be of national
significance.

Influences on the Ausirian price index

{a) International influences: Austria & a small country,
heavily dependent on both exports and imports, and on
income from tourism and other intemational trans-
actions. Austrian prices are thus, genenlly, quite sen-
sitive to infernational influences, and particularly 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 Developmenis

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 (rading partners. However, towards
the middle and the end of the 1960, Austrian labour cosls
began nsing more rapidly. From 1970 onwards, it appeared
that domestic cost inflluences became more pronounced than
international ones. At the regional level and that of the
individual firm, actual carnings rose more rapidly than
nationally-settled money-wage rates.

By 1972, Austrian price increases began (o exceed the
average for all other European O.E.C.D. countries {(although
the Austrian index fell behind the average for all the
0.E.C.D. countries). At the same time, investment rose
quite strikingly, a building hoom appeared, and the demand
for labour rose rapidly in relation to supply. Productivity
increases were reduced, and could no longer offset increases
in labour costs.

19
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1973 saw & six-month wage and price freeze, together

The wage-drift accelerated through 1974 (Table 1)
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, bul since only a minor part of the consumer price
index was covered, this did not mitigate increases in other
prices. An attempt to extend tha 1957 Price Control Act

down (Table 1),

1969 | 1970 | 1970 | D972 | 4973 | 1974 | 1975
Rlalard wage-raies,
weerall 71 . 4 | 3 | 1E3 | 133 ]| 129
Total compermatian of

8.4 3 | 151 | 13D | A | 1S5S | 129
Source: O.L.C.0., Economic Sarvey of Asstria, 1975, p. 11

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. Officials 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% and the 1970°s. Despite
the close personal contscts between the members of the
various unjon federations, employen® asociations 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.

. DENMARK

Introduction

Denmark has no formal “tripartite” machinery of the kind
found in some other Western European countries where
government, employers’ associations and unjons are all
formally and continuously involved in wage negotiabions.
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 govemnmeni 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 1950, Denmark experienced considerable
inflation. Hence, incomes policies were added to the pre-
existing fiscal and monetary policies (in 1962), to better
control this infMation. 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 finance and economic affairs also
had representatives on the council. Danish wige and price
policy have thus proceeded generally in tandem.

In 1963, existing wage agreements, all of which had
cost-ofliving 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 guidelines,
now covering wage-drift us well, The maximum increase was
sel at 6% per annum (a rate which implied that price stabil-
ity had been abandoned as an aim of policy). Of this &%,
1.5% was meanl to cover increases in the cost-of-living.
Wagedrift was supposed to be held to n maximum of 2.5%.
Bargaining could incresse money wages in particular sectors
by 1%. However, as we saw above, wage-drift pushed the
rate of increase in earnings to nearly twice the recommended
MAXImm.

Following the 1967 devaluation, the government
recommended that cost-ofliving adjustmenis 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 — cither adopt a stringent line
on wage increases or clse submit to higher taxation. Trade
union leaders preferred the lutter alternative.

The Danish government now tried to influence the
volume of money wages by more indirect methods — via
the cosi-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, 1971. 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 negolations had generally proceeded on the egali-
tarian principle of narrowing differentials). 1973 also saw
@ 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 hall of such increases.

The behaviour of wages and prices

If the increases in average hourly earnings over the four years
1966-70 are analysed, we find that wage-drift tended to
reflect varations in the demand for labour. Thus, the rate
of increase in eamings declined when unemployment rose
{and vice versa). Centrally-negotiated wage ntes tended to
narrow skill differentials, butl wage-drift offset this trend;
the money eamings of skilled workers rose at higher rates
than did the earmings of unskilled workers.

If 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-
ﬁmmu of this period, during the years 1950-55, wage-dnft
gecounted for 37% of the nse i money wages, in the case
of skilled men; 21% 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 44% respectively.

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 exoced 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 profil margins, and on
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dividend and bonus payments, in the manufacturing, handi-
crafl, transport and service sectors of the economy. Firms
continued to receive cost-of-living subsidies.

In August, 1976, the Danish parfiament adopted »
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 guidelines, wages and salaries could rise by
& maximum of only 6%. Indexation would take up 3I%-4%
of this maximum, leaving only 2-2%% 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. FRANCE

Introduction

France is u ¢ in having a fairly comprehensive system of
price mntrﬂguﬂtﬂlrm itthe official nmudmrmm
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
s the lowest of any Western industrial nation. Only some
20-30% of workers in manufacturing belong to unions.
Secondly, any form of central wages policy is strongly
opposed by both unions and employers. The main trade
union in France B Communisi-dominated; other unions are
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controlled by various socialist groups. In cither case, union
leaders are little inclined to co-operate with any official wage
policy.

Incomes policy by exhortation and guidelines

Nevertheless, between 1959-1963, the government attempted
to control wages by exhortation. lts 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 government 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 understaiement of net profit.
Business organisations on the other hand stressed the im-
portance of profits in financing investments. After this
fundamental disagreement, the governmenl 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, 3 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 government failed to obtain an in-
comes policy which could be enforced. It had to remain
content with appeals to employers and to trade unions o
show a sense of responsibility.

Prices policy

French policy has concentrated perforce on price controls,
of which a large variety have been imposed. The 1960%s
saw the spread of so-<called “price planning contracis”, or
agreements, between the government 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 concerned.
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Large productivity gains must be passed on, but where prod-
uctivily 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

the distributive trades. In return for price moderation on

Within the limits of these planning agreements, firms may
raise prices withoul giving prior notice to the government
Il a firm raises its prices beyond the limits agreed upon,

producing luxury goods, and small firms, are all exempted
from the operation of any price controls, By the end of the
1960's, some BO-90% 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

In June, 1971, prices in the service industries and profit
margins in retail food distribution were all frozen. During
1971, the service industries were directed to consult the
gpovernment 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 vared, 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. If
profits exceeded pre-determined margins, they were (o
be taxed. The levy was refunded if price increases, on aver-
age, remained within certain overall limits. To prevent dy-
namic (irms 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.

S0 far as costs were concerned, only increases in the
costs of raw materials, fuel and intermediate goods could be
passed on in full. All 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
incrensed. 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 1o serious cash flow difficulties for some TMrms. Detailed
maximum prices were sel for oil products, among a number
of other items. During the following year, some lood prices
and the prices of certain consumer goods were frozen. Other
prices were gradually freed from some of the stringent con-
irols imposed on them in the previous years,

Conclusions
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 (o trade union
intransigence. Price planning agreements with firms have
attempted to limit price increases by: -
. linking these increases to praductivity;
2.  limiting the exieni to which cost increasss could be
passed 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 OD.E.C.D. average of 3.5%. From
December, 1972 and up to January, 1976, the average annual
incresses in the French price index just about equalled the
O.EC.D. average — 11.3% as aguinst 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
could bring the rate of price increase in France below the
average for all other developed countries.

¥. THE NETHERLANDS

Introduction

The Netherlands have covered the spectrum from relatively
free collective bargaining 1o & 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 World War, the main
task facing economic policy was to rebuild the devastated
Dutch economy. Wage policy was formulated and imple-
mented via a powerful Board of Government Mediators,
who had the suthority to fix wages and set the terms of
collective agreements. 11 was required to consult a tripartite
body -~ the “Foundation of Labour™ — which included
employer and employee representatives and independent
experts, From 1945 o 1948, wages were flixed at “socially
tokrable 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
1950's and early 1960°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 govern-
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 analy tical basis.

The years from 1959 1o 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-
dustrics were not necessarily those that it was economically
most desirable to expand; nor were they necesarily those 1o
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 Government
Mediators and the other government agencies concerned
found themsclves 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 s on.

The “objective” criterion of productivity turned out lo
be highly subjective in practice and to increase rather than
reduce government 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 guidelines 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 te 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 thess
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 nml
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 shoriages made both employers and
unions restive. They became less and less willing to accept
the prescribed maximas, and ever more willing to violaie 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 Duich 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 guidelines. In
1965, wage increases once again exceeded the official maxi-
mum — | 1% as against 7%. Between 1963 and 1965, money
wages rose overall by some 38% 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 limit
of 7% for wage rises, but scveral agreements exceeded 10%.
The governmentset 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” cosis (raw materials, freight,
ete.) could be passed on while cost declines had to be re-
fected in lower prices. All 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 1%% Employers’
associations voluntarily maintained stable prices. In Decem-
ber, the unions, employers and govemment 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 guidelines. The
government, however, reserved the right to veto agreements
that “threatenced 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 tum out projections for “acceptable™
wage increases. Although these limits were no longer binding
on employers and unions, the government used them as the
hasis for its intervention in labour markets.

A wage frecze was staved off in 1969 only by strong
parliamentary opposition. Throughout that year and the
next, the government sought to reduce the lkevel of wage
settiements, in an attempt to stave off a further wages
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explosion. The tripartite Social and Economic Council
recommended that wage increases be held to 5%.

In February, 1970, the Dutch parliament 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 basis as
previously. Bul as wages rose, prices rose by more than the
increase in “external” costs. As altempis to keep price in-
ereases within the official guidelines failed, prices were frozen
in April, 1969. Six months later, the frecze was partly lifted,
to permit higher “external™ costs to be passed on. Firms
wore 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.

Deetailed 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 o be passed on,
but forbidding unit profits to fse. Wage increases could not
be passed on if productivity had also risen.

In December, 1972, a tripartite agreement was con-
cluded among unions, employers and the govemment.
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 o 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 (5-5%%), partly as a result of cost-of-living
adjustments. Price regulations were eased somewhatl, to
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permit the maintenance of profit margins.

A Specinl Powers Act was passed in January, 1974,
allowing the government to control prices and wages without
first obtaining parliamentary approval. Wages were frozen
for the first quarter. Then, as the employers’ organisations
and trade unions failed fo resch an agreement for the year,
the wage freere was extended. Finally, a maximum incroase
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 eased somewhat fo raise
profit margins and o permit some part of the wage increases
for the year 1o be passed on.

But money wage increases in 1974 exceeded those in
the previous year. The government's price regulations were
intended 1o ensure that wage rizes covered by productivity
increases were nol passed on as higher prices. As productivity
declined, these regulations had to be eased. The price-index
ross m-m.- 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
SUCCesKion,

During 1975, wage regulations actually accelerated the
growth in earnings; wage rates were fully indexed, and cost-
of-living adjustments actually pushed up wages faster than
the consumer price index. In July and again ot the end of
the year, wages were rased by a flat amount, rather than
by reference to the cost-of-living. Buil then the consumer
price index rose by more than expected, and wage payments
were raised slightly to offsel this increase. Wage differentials
were thus narmowed 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 ruised further;
non-wage costs continued to be passed through. Detailed
regulation of professional fees remained in Torce.
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In Decgmber, 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 cosf-of-living adjustments. The Dutch
government, however, fmni@ wage payments, and wage
sgreements, through to the maddle of 1976. It also announc-
ed that full indexation would not be permitted for the
second half of that year. Saluries in the civil service and pro-
fessional camnings 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
hnrdmmﬂn:tminmmihlt had occurred before
& sct date.

Comparative price behaviour

During the yvears 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.CD. average of 3.8%. In
the pericd from December, 1972 to January, 1976, this
situation was reversed — the O.E.C.D. average (11.2%)
exceeded that of the Netherlands (9.4%).

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

3

HlL

Conclusions

The Netherlands thus moved from a fairly well controlled
butl 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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and prices. The Dutch system was particularly note-

il: reliance on the Ipplﬂnﬂjl' objective criteria
rom widely accepted macroeconomic forecasts
But even mch widespread economic swareness failed to
prevent continued inflation.

[

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 awarencss 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
wape increases in excess of productivity gains, then the price
level would rise even il other unions moderated their wage
demands, and despite any fiscal or monetary restraints.
Fiscal, monetary and wage policy all had to work together.
The trade union congress even acknowledged that under
extreme conditions, s wage freeze might be necessary,

Ten years later, however, an official report to the
annual trade union congress placed macroeconomic stability
on a soméwhat lower plane. The report listed two main
objectives for union wage policy. First came the creation of
“rational wage structure™, ie. one in which mcomes and
differentials were determined by labour effort, rather than by
variations in profitability among firme. The wcond main
objective was to ensure that a reasonable share of the nation-
al income went to wage earners. Preventling macroeconomic
disequilibrium, and supporting structural shifis 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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stubility, the trade union congress added that unions should
not be made o bear the sole responsibility,

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 abtaining
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 vears. The various unions and firms affiliated with the
two central organisstions negolinle separate agreements
within these centrally negotiated guidelines. The two white-
collar unions also follow these guidelines. As Sweden is one
of the world's most highly unionised countries, and as both
the employers’ and the union fedemations are relatively

viz-pviz their constifuent union and company
members, it has been possible to maintain some control
over individual wage agreements.

For a number of years, the government confined itsell
to issuing macroeconomic forecasts and outlining possible
future wape and price developments. These views have litile
influence on negotiations. Government, employers and
untons are (or were) convinced that official guidelines and in-
comes policies would be far less effective than direct, bi-
lateral negotistions conducted with a sense of national
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 al these wage rates. Wapge 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 beitween 0.1% and
4% per annum. In all three sectors, actual camings rose by
some 4-10% per annum. Between 46% and 92% of the in-
crease in hourly cammings for these three sectors could be
attributed to wage-drift. Negotiators were willing to restrain
wage increases, but they could notl 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 restive
and broke away from the central federation to conclude
seitlements outside the guidelines. A general price frecze
was imposed in October, 1971,

Wage drift continued through the 1970's adding 7% to
camnings 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
a2 “wage-drift guarantee™, Le., cerfain other additional in-
creases in earmings.

Total hourly wage costs sccelerated over the 1970
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 1970%.
Wage drift and the total rise in wage incomes slackened
somewhat through 1975 and 1976, but both remained higher
than in the five years

In the 10 years to 1972, the retail price index in Sweden
rose ot 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 sverage O.EC.D. rate, however, rose somewhat faster
to 11.3%.

Swedish price policy followed the familiar pattern. The
price freexe 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 mate 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 cow-
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 unmion movement was well aware, long
before unions and even economists in other countries were,
of the dangers to price and economic stability of a lack of
wige restraint. Union negotiators fully recognised the meed
for moderation and acknowledged that unions had a role (o
play in securing macroeconomic equilibriom. Yet, despite
this awareness and despite their responsible attitudes, unions
and employers alike were helpless to prevent wage and price
increases through the 1960 and 1970, The Swedish system
ran into the same inflationary difficulties that faced other
countries, and proved no more adept at meeting these
problems.

VIL WEST GERMANY

Introduction

Of all the couniries referred to in this chapter, West Germany
alone has no official controls over prices and incomes. The
govermnmeni considers that such policies distract atlention
from the real problems. It prefers to rely on demand manage-
menl, principally via stern 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 fumishing information, to be con-
sidered by trade unions and employvers’ associations. This
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information takes the form of ““benchmarks”™ or flenlative
targets for the four main policy objectives: price stability, a
high level of employment, balance of payments equilibrium,
and a steady rate of economic growth. Initially, these targels
were stated fairly specifically. Then they became zones of
scceplability.

The other mujor source of such macroeconomic back-
ground information is the independent Counal of Economic
Advisers, which was sel up in 1963. The Council issues an
annual report conlaining its views as to how these four main
policy aims might be reconciled and achieved simultaneously.
115 views and suggestions have differed frequently from those
of government and it has been often critical of policy. The
Council argued against incomes policy on the grounds that
German inflation is imported and not due to rising domestic
costs, It drew attention repeatedly to the incompatibility
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, 1o
call for wage restraint (the Council 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-
alic attempis should be made o provide “concerted” action
between trade unions and employers’ groups. Consequently,
annual discussions are held within the framework of the four
policy “benchmarks™ sel out by the government. Partici
pation in these discussions i entirely voluntary and each
union of employers’ association decidex for iisell whether
either discussion or “benchmarks”™ should influence its
policy. No guidelines or recommendations are ssued, no
votes are taken, and there are no official “deliberations™
of any sort. Nevertheless, up to the end of the |960'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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povernment 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 sccount, 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 al 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 nol escape entirely from
international infMationary influences. In 1973, the rate of
increase in the consumer price index accelerated almost 2%
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 0.E.C.D. observes that the German price index
was unigue 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%.

Conclusions

Almost alone among the Western industrialised nations,
West Germany has displayed a remarkable degree of price
stability. Money incomes, too, have risen only modemtely.
The West German government is virlually 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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age and price policy. West German trade union leaders are
uuﬂmbtﬂlly moderate in their money-wage demands, and
very well aware of the macroeconomic implications of these
demands, but they are not unigue in this respect. The success
of the West German government in containing inflation
clearly must be attributed to its economic policies.

VIIl. CONCLUDING OBSERVATIONS

It would not be unfair to conclude that price and income
policies have failed to control increases in prices and in
money incomes in a wide variety of contexis and a wide
range of institutional settings. It appears to have made little
difference whether governments were actively involved in
unionemployer negotiations or whether they were content
to remain — officially — on the sidelines; whether individual
unions and employers’ associations were tightly controlled
by their central federations or had considerably autopomy;
whether incomes policies were more or les ad hoc or based
on productivity criteria, or derived from macroeconomic
forecasts. In all instances, money incomes continued to
rise inexorably. 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 outlined 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 movemenis in
relative prices and incomes necessitated by changing circum-
stunces, i.e., changes in supply and demand conditions in
individual product and labour markets. Consequently, the
more “successful”™ these policies, the greafer the associated
difficulties — labour shortages and wages drift. Changes
in prices and incomes perform vital allocative functions -
they direct resources (o 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
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money incomes, they actually produce confusion in the
allocation of resources.

Direct wage and price controls implicitly assume that a
price index rises, or total money incomes rise, because of the
particular incresses 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 genceral 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
varety 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, amd in aggregate money incomes. The West
German government was also alone in relying on general
Macroeconomic measures — monetary and fiscal policies —
far more than in many other West European countries, It is of
course true that the governments of these countries have also
used wider macroeconomic restrictions. But they have not
been as nuthlessly 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

1 INTRODUCTION

It i5 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 il the twin objectives of
high and stable employment and stable prices are to be
simultancously 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 cighteenth centuries?
that the principles governing the determination of the general
level of prices were made clear. The insights of Bodin and

*[ram Michsel Parkin, “Wage srd Price Coatmils - ihe Lesom From Britain™,

in Michuel Walker, od, [The Dusion of Wape snd Price Coateol, Fraver Tarimte,
Vamcouwr [OTE,
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Hume and the refinements which have followed through the
work and writings of Irving Fisher, Wicksell, Keynes and
modern monetary theorists such as Milton Friedman, are
critical for understanding and influencing the fundamental
monctary forces which determine the general level of prices,
the mte 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 task, of analyzing the effects of wage-price controls and
of showing that, whatever their superficial attractiveness,
they simply do not work. They do nor control inflation. At
best, they are evaded by the skilful use of legal and linancial
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 sirong
claims and cannot simply be made by assertion. Nor can
they be justified by a priori argument. They must be dem-
anstrated by hard evidence.

This paper focuses solely on the United Kingdom's ex-
perience with wage-price controls since 1945, The study has
three 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 ofT" periods and assesses the impact of
conirols on the pace of inflation. Third, it examines the side-
effects of controls,

Il INFLATION AND CONTROLS:

THE BRITISH POST-WAR HISTORY

Britain's post-war inflation record has, on the average, been
wome 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 1. Three things
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Chart 1 — United Kingdom inflation, 18451875 (Retall Prices)
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stand out in this chart. First, with the exception of 1948,
the Korean war years 1951-52 and the yean since 1969,
inflation has never been really severe and has uniformly been
below 5 per cent per annum. Second, there has been, until
recently, & pronounced and rather regular cyck with a dur-
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ation of approximately four years. Third, there is no single
discernible trend but rather two distinet sub-trends: the
1950's during which, measuring from trough to trough to
avoid the distortion of the Korean War, the trend was clearly
downwards, while in the 1960's and 1970% the price trend
has been strongly upwards and explosively so in the final
¥ean.

Against this background of the ebbs and Mows 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 chiel feature was
an impressive and widely-respected appeal by Sir StafTord
Cripps (the then Chancellor of the Exchequer), to the
Trades Union Congress (TUC) for wage restraint and to the
Federation of British Industry for dividend restraint. The
episode ended in October 1950 with a vote by the TUC o
abandon wage restrainl. There were no statutory agencies
sel up to implement Cripps’ policy and no announced
‘norms’ or guidelines. The entire program was based on per-
suasion and voluntary complisnce. 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-
porerily replaced the resource allocating function normally
performed by changes in prices and wages.

Episode two — mild rebufl

The second episode covered one year only, 1956, and was
milder than either its predecessor or successors. [t 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 freeze (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 light

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 mssumption that
productivity would grow at 1.5 per cent per annum. The
‘guiding light” for wages wus to be a rise of 2 10 2.5 per cent
per annum and for prices nil. Again these ‘norms’ were
voluntary but for the first time an agency (the National In-
comes Commission) was established 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.

five — accord

That election saw the retum 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 govermment was
able to sign with the Trade Unions and the employers’ fed-
eration (the Confederation of British Industry) a Joimi
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-1 966,

Episode six — Labour — first forced freeze

The next episode was the first British attempt (and this by a
Labour government) to impose statufory limits on wage and
price increases with penalties (fines) for nomcompliance
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’.
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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 - controls for a decade

The next episode was, in effect, the phasing out of the
previous restraint. A White Paper published in April 1968,
Productivity, Prices and Incomes in 968 and 1969, reverted
to & 1.5 per cent per annum norm for wage increasses but
made exceptions, both for “lower paid’ workers and in cases
of ‘productivity agreements’. These tumed 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 permissible 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 in June 1970. This also
ended almost ten unbroken years of some form or other of
wage and price controls.

Episode nine — Tory phased-frecre
Controls were reactivated by Edward Heath's Conservative
Government in November 1972 in a threestage statutory
program. Stage | was a three month total freeze (similar to
that imposed by President Nixon in 1971); Stage 11 a Mat
E1 per week plus 4 per cent to last six months; Stage [11,
norm of 7 per cent plus partial indexation. Stage 111 was
in a bitter conflict between the govern-
ment and the coal miners which led to British industry
being put on the three-duy week and ended in the defeat of
Heath Government in February 1974,

i
1
i

Episode ten — Labour’s social contract

The new Labour Government of Harold Wilson which emerg-
ed from the wreckage entered into a ‘social contract’ or
volunlary 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
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and more sustained real income in return for the unions
delivering moderation in money wage claims.

Episode eleven — Arrack on Inflarion

The final episode started in July 1975 and & still in force
(1976). This places statutory obligations on employers lo
limit pay increases to £6 per week (about 12 per cent of the
average weekly wage) and to limit price rises to ensure that
marging do not increase.

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

Il THE EFFECTS OF CONTROLS ON THE PACE OF
INFLATION

lIsolating 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 influences from many sources and it is
necessary o assess what these influences are in order lo
remove their effect from our analysis and establish the
separate and independent influence of wage-price controls.

As a preliminary to that analysis it is instructive to see
how Britain's record of inflation lines up with ifs expenence
with controls. This is done in Chart 2 which repeats the
course of inflation shown in Chart | and superimposes as
shaded arcas 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
inflation. 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 infMation has accelerated.

Of course, 10 a large extent, this reflects causation
running from inflation to controls. As inflation 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 1o 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
1845-1975

Source: UK Department of Employment Gareite
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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 mte
of UK. inflation was higher at the end of each control
episode than it had been at the beginning of the episode.
However, we must qualify, 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 throughout 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 1o 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 sbsence 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 guestion and one on which a L4
deal has been written — much by the present author.” [t
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 i the
notion that, in an economy which uses Keynesian aggre

gate
demand management techniques to maintain full employ-
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ment, the demand for labour in aggregate will be almost
independent of the level money wages since any wage
level will be validated by the actions of the government and
ceniral 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 inflate in line with
the initiating behaviour of wages. Monetary and fiscal policy
will sccommodate and validate the inflation in order to
ensure that real output does not fall and too much
unemployment emerge. Further, if the inflation 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 altemnative ‘monetary-pull” view takes as its starting
point an analysis of the socio-political factors which lead
to the printing of an excessive supply of money relative 1o
the demand for it. The central ingredients in this analysis
are that vote-secking 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
maore persistent is the inflationary money creation process,
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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 & cormect. To
do this we have to examine what sctually 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 the rate of money creation and the rate
of inflation.

According to the wage-push view the presure 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-
Mation. Hence, if the monetary-pull view is comect 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,
in wages represent a struggle for “the income pie’
are only vaguely related to the demand for and supply
bour on the one hand and to inflation expectations on
ther. If this view is correct, the rate of change in wages,
whole, should be observed to adjust lasgely inde-
tly of labour market conditions and inflation ex-
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pectations and respond, instead, to a whole variety of socio-
psychological factors. 1f the ‘monetary-pull’ view is correct,

wages should be seen to respond primarily to market forces
- ie. the supply of and demand for labour — and inMation

expectations.

Chart 3 — Inflation Rate and Growth of Money Stock,
United Kingdom 1964-1974
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Source. Aeproduced from “Whore is Brtain's inflation Goang ™
LUsyds Bank Review, July 1975, Mo 117

We now have two predictions from each of the views of
inflation. To determine which one of the theores is cormect
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 mte of
inflation and the rate of growth of the money w?ply" on
a quarterly frequency from the beginning of 19647,
inspection of the chart does not reveal any strong mr-
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 similarly
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 clearly 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 UK. devaluation of the pound of that year can be
seen to have generated the inflation takeofT 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-
&d with esrlier 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
‘monelary-pull’ 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
through the later 1960°s and 1970°s. Hence, simply observing
that infation increased despite the presence of wage-price
controls, does not lead to the inference that such controls
were uscless. 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 nol easy since that
relationship is never exact and 5 subject (o variable time
lags. It turns out to be more fruitful to procesd 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-
tigns. As a prelude to examining that relationship let us
briefly consider the basic methods emploved in the large
and still growing literature which has attempied to solate
the separate effects of controls on the pace of wage
inflation®

Controls and Inflation

tion — with and without conirols

basic method adopted in all the studies which we shall

is the same and can be desoribed very simply. First,

the periods in which controls were not in operation are
and a quantitative model s developed which ex-

plains how wages (and prices) are affected by the state of

o
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demand pressure, 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 are 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 labomtory
experiment in which everything is held constant except for
the presence or absence of 8 controls program and the ex-
periment then repeated a large number of times. It is, how-
ever, the nearest we can get to a labomatory experiment in a
social science and, provided the statistical work is handled
carcfully, provides us with the most reliable information
available.

The starting point for such studies has been a familiar
and intuitively appealing 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
maond for labour, the expected rate of inflation (usually
measured by a weighted average of recent actual rates of in-
fation) and such factors as the change in the fraction of the
labour force unionized. The second proposition is that prices
are & markup over unit cosis, which in tum are determined
by wages, output per head and import prices. Models basad
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 s 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 Imk at the fndings of a study done by
Lipsey and Parkin.® Chart 4 summarizes their findings.

158



Britain 195172

Chart 4 — Wage Inflation in the United Kingdom
1948-1968
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CONTROLS OFF" PERIOCS AND PREDICTION ERRORS
OF THAT EQUATION FOR “CONTROLS ON™ PERIDDS:

Source: Raproduced from Lipsey and Parkin, op. o, Figune 4

The chart shows the difference between the actual rate
of wage inflation and the rate of wage inflation predicted
by the model that Lipsey and Parkin constructed. Because
the model is only an approximation to reality there will
always be n lack of precision in predicting the rate of wage
increase at particular times. However, if the basc determin-
ants of wage inflation 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 1o 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 are 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 1o make ermors during periods of control thal would
vary in size with the effectiveness of the controls. A 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 sucoessful in reducing the rate
of wage increase,

Using this criterion let us analyvze the varous conirol
periods. The first control episode — that of Cripps — was
clearly successful. The annual reduction in the rate of wage
inflation was almost fwo percenfage points. The 1956 epi-
sode averaged out at virfually zero. The 1961 [reeze was
highly successiul 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 s 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
freete 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 conceming 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 rero 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 1o examine
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that episode is by Frank J. Reid of the University of Toronto
though his study is not yet published.? Reid's study whilst
more sophisticated than the carlier ones agrees with earlier
findings on the success of the Cripps palicy 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 sbout the overall effectiveness of controls
do not differ from my own.

About prices and expeciations

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 inflation, 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 tum.

The linkage between wages and prices 5 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 peniods 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 rose fasier
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 mte 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 inflation was in 1956. For the
remainder of the time, there & no discemible change in
price behaviour. The implication of this is that, to some
extent, ‘successful’ reductions in the rate of wage change
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Do controls affect expectations of inflation 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 s monthly survey of
individual expectations of future price increases they estim-
ated a time series which measures variations in inflation
expectutions. The authors determined that inflation ex-
pectations are adjusted in the light of current inflation ex-
pericnce but are not influenced by the presence or absence
of controls. This is broadly in line with resulis obtained by
a rather different procedure for U.S. experience. For that
country, chanpes in rates of interest on assets with various
terms to maturity have been used to make inferences about
the relationship between expectations about inflation and the
length of time into the future about which expectations are
held. Thus, for example, a person investing money for three
monihs is thought to be concemned about (and have ex-
pectations about) the inflation rate three months in the
future. Similarly for people investing for six months, two
years, ten years and 50 on.

What emerges from these studies is that the short-term
{three months ahead) expected inflation rate falls during o
freeze but that longer-term expectations are little affected.
These results are of course entirely in line 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
expeclations are influenced little by their imposition.

IV THE SIDE EFFECTS OF CONTROLS IN THE UK.
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 relstions, and an
increasing disregard for the rule of law. We now examine
those assertions more fully, Unfortunately, important though
these arcas are, they are less easily documented and have
been less comprehensively studied than the effects of
controls on the rate of inflation itsell. However, there is a
good deal that can be said.

1. Om 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 sccounting professions.
This, however, is just the tip of the iceberg. Just as govern-
ment has to set up jis own statutory body to handle the
controls 0 major unions and firms 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 varable.
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 serously to the
operation 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



Often it is possible 1o avoid the controls while remain-
ing within the letter of the law. On the prices front this is
use of inventory and asset
valuations designed to produce a particular impression con-
ceming 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 earmned by any particular in-
dividual goes outside those limits. On occasions, however,
it has been ecasier to avoid the controls by actions which
are technically illegal. In these cases it is terribly hard,
indeed impossible in the absence of courl cases ol 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 1 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 writlen 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 Mat 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, OFf 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 outpul is most valuable. I a government
regulation tells employers that they may not pay their highly-
skilled workers as much as they are worth, then firms will
gither 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 law. It has the effect of pricing out of the
labour market certain lower skilled and low marginal product
workers. It therefore 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 inflationary pressures for the controls
to attempt to contain.

A more serious consequence of the policy 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 public sector produced gas, electricity, public
housing and public transport. Also, food has been subsidized.
This has resulted in an encrmous increase in the public
sector deficit and borrowing requirement and far from
reducing inflationary pressures has exacerbaled 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.
The first feature worth looking at here is that between
labour income on the oné 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
s 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, theén,
after peaking in 1968-69 took a prolonged slide down to
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Chart 5 — Income from Employment as a Percentage
ol Gross Domestic Product,
United Kingdom 1952-1974
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1973 after which 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 little over 66 per cent and by 1974
had reached almost 72 per cent.

The factors making for that trend increase in the share
of employment income would take us beyond the scope of
this study. Furthermore, there i 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 ol 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,
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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

of income from employment
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 flor getting their supply
price right rather than placing all the responsibility for
employment on the aggregate demand management policies
of the government.

Much less casy 1o document are movements of relative
wages which result from controls. There must be a sirong
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 snd closer to the original
claims than are those of weaker groups.

Also, not at all well-documented but highly likely, are
redistributions within the corporste sector arising from the
fact that some prices are more easily pegged than others.
Highly-standardized products, for example, sre ecasier (o
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 prvate sector.
Within the public sector there has been a greal 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

167



Modern Confrols

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 employees such as doctors, nurses, refuse collectors,
teachers, academics and the like have all lost out over the
past few vears. Thus, the general pattern is that the adminis-
trative civil servanis 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
mosi 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
abhout that chart i3 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

Chart 8 — Strikes in the United Kingdom, Number of
Working Days Lost Annually 1947-1974

Ll e L e

-r-rf"i."".-""!!'




Brivain 195]-72

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 o certain euphoric support for the first postwar Labour
Governmeni on the part of the newly-demobilized labour
force.

In the period of the middle 1950's and throughout the
1960"'s we see that the more controls were prolonged, the
higher was the volume of strike activity. This also seems to
have applied during the reintroduction of controls in
1973-74. Of course, comrelation does not prove causation.
There seem to be three possibilities: [) controls cause strikes,
ii) strikes cause inflation which lead fo conmtrols, and i)
some third outside factor both generates controls and strikes.
The obvious candidate in this latter case is inflation itself.
That s, a rising inflation rale could be thought of as both
bringing on controls and generating more strikes. Unscramb-
ling these three alternative possible causation theories is not

well all of the variability of Britain’s inflation rate and that
there is no independent role left for strikes '* Thus, it seems
fairly safe to conclude that strikes do not cause inflation.

it is wory difficult 1o ses why the two sides of industry
should take different views about the rate of inflation in a
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way that is systematically related to the degree of inflation,
It seems much more likely 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.

Although one cannot be sure, it scems that the most
plausible interpretation of the persistent increase in strike
activity in the 1960's and the upturn again in 1973-74 s
that it was caused by the government placing itsell in a sit-
uation of confrontation with labour unions leaving them with
the option of accepting a cul 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 ridiculing a legal system is to enacl 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

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
ty and authority of parliament. In Britain, espec-
ially during the most recent phase of controls in 1974, this
reached the amaring pitch of leading to a generul election
on the central theme “Who Governs Britain —
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 UK. 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

é
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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 encrgy. Also, the miners’ union was some-
what more centrally and tightly organized by 1974 than it
had been in earlier years. The combination of these two
things enabled the coal miners to put in a large but, many
would have judged, mot unrealistic wage claim. The claim,
however, was well ouiside the guidelines of the prices and
incomes control program then in force. The Conssrvative
Government dug in its toes, refused to meet the miners
demands and this led to a prolonged and very costly coal
sirike. The strike led to a masive reduction in electricity
generation and eventually to most of the Bntish economy
moving onto & three daoy working week. Thiz particular
gpisode 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
distribution of income in opposition to undouobted market
forces pointing in the direction of an increase in the relative
woge of coal miners: they produced a crisis in industrial
relations close to the proportions of the British General
Strike of 1926 and finally brought sbout 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 unfortunaie and were not of the
essence of wage-price controls but just one extreme example
of them. True, that episode was extreme, but it & the
extremes that most vividly illustrate the dangers in pursuing
policies such as these.

It has been argued that controls are counter-productive
and that they do not control inflation and in addition have
damaging sideeffects. It may be thought that Britain's
current conitrol program confradicts 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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which has produced the present unemployment level of one
million 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.

severely contractionary path since mid-1972 and it is that
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The USA, 1971—-74:
How Many Matzo Balls
in the Soup?

(i) Economic ‘Stabilisation”
— the real effects*

Michael R. Darby

I. INTRODUCTION

President Richard M. Nixon announced his Ecomomic Stab-
ilization Program (ESP) on August 15, 197]. This program
- popularly termed price and wage controls — was initially
immensely popular and similar programs were soon estab-
lished in other countries. The program expired on April 30,
1974, after an eclection-year Congress refused to renew
suthorization, This paper examines the nature and effects
of the program as it evolved over time.

The most surprising feature of the progmm was that
nearly 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 sdministrative costs on
many induesiries and sedous effects in a few, bul mostly
*full of sound and lury, signifying nothing”.

The ESP is generally credited with reducing the rate of

“from Michael R. Darby . “The 1.5, Economic Stabilietion Progmm of 1%71-74%
in Michael Walker, o, Fhe [Mution of Wape oud Price Conirod, Fraser [natitube,

Vancouwver 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
hhtmnhﬂmnmﬂuﬂmwﬂhmmmdum
“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
reporied swings in the rate of inflation appear to reflect
initial hidden reductions in the quality of products. Such
reductions were undertaken to avoid administrative costs
involved in making large explicit price changes. After Jan-
uary 1973, these administrative costs were reduced or clim-
inated and firms began to restore quality.

I1  ORIGINS OF THE AMERICAN INFLATION

Price and wage controls were politically popular in the
United States in 1971 because of widespread dissatisfaction
with the mte of inflation then being expenenced. Controls
were popularly interpreted as strong political action to "do
something’ about inflation.

The canses 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-
fately 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
1o 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 mate of the US.
money supply is determined by the central bank — in the
case of the US., the Federal Reserve System, popularly
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 ol govern-
ment policy and instead encouraged myths attributing infla-
tion to greedy businessmen and greedy unionists. Increased
infation 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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Il THE NATURE AND EFFECTS OF THE 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 excepl for raw agricultural products and imports.
This sction, variously termed as Freeze | or Phase 1, was
taken under suthority 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 o use the ‘standby’ authority to control prices and

Phase [ (Freeze 1) was followed by Phase 11, Phase 11,
Freeze 1l, and Phase IV, each with significantly different
rules and regulations. The esential features and effects of
each phase will be considered separately below.

Leaving aside the briel 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: If
compensation per hour of work rises by 5.5 per cent
per annum, and if output per hour of work rises hy 3
per cent per annum, labor costs per unit of output will
rise by approximately 2.5 per cent per annum. If prices
rise in the same proportion as labor costs, which are 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 CLC.” 2

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. FPhase | — surprise attack
The initial Freeze Was 4 surprise sction 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 s 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 time. 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 labor at the frozen wage scales and employment grew at
the rapid rate of 4.2 per cent per annum from August to
Movember, 1971.

Wages the target
The major economic raticnalization for thn ESP was that the
wage demands of nonunionized workers' and the agreed
wages in union contracts included a substantial adjustment
for expected inflation. It was argued that the ESP could
speed the sdjustment to a lower rate of inflation by reduc-
ing inflationary 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 climinated. As will
be shown below, the Fed increased moncy 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 m*ml:mutﬂpitafumpnﬁlmuﬂrmmiﬁ-

or portions, products became unavailable except in new
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higher priced ‘deluxe’ wvemsions (the-cherry-on-the-top
phenomenon).

1. Phase Il - wage and price controls?

The Phase 11 program (November 14, 1971 — January 10,
1973} bore little 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.
Instzad regulations were applied on a firm-by-firm basis.
Subject to exceptions and exemptions, there were three key
consiraints imposed on firms: (1) Profit margins were limited
to the average of the best two of the three fiscal years pre-
ceding Phase 1. (2) Wage scales were limited to a 5.5 per
¢ent per annum rate of growth, (3) Large firms had to ob-
tain prior approval for any increase in prices (firms with sales
of 5100 million or more) or wages (firms with 5000 em-
ployees or more). These constraints, as well as other sub-
sidiary regulations, were mppmd to be enforced by a stall
of less than 4000 people.*

The general standard for price incresses was that prices
could increase proportionately (o imcreases in costs. But this
is exactly what happens in any pure inflation and so pro-
vided no real constraint for most firms. Only where major
shifts in relative demand or supply increased the market
retumn to factors of production owned by the firm — notably
in the lumber, oil, and leather industries — was the profit
margin rule 2 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 1o 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
fn duties. It will be in the intgrest of employers in com-
petitive labor markets to evade the controb 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 firms would be required by
the courts to meet were limited to a 5.5 per cent per annum
increase. Nearly all unionized firms could still hire all the
employees they desired under the controlled wage rate and
s0 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
of the latter in the 1968 and 1972 Presidential elections.
Generally, firms in competitive markets could and did
easily cvade the wage ceiling where it was less than the
market wage. Unionized firms were quite willing to abide
by the reduced wage scales. The only real enforcement of the
wage ceiling was the unwillingness of the courts and the ESP
sdministration 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 1o increase
the number of workers which unionized firms were willing
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to hire. As o result some workers were shifted from less

power is unknown, it must have been at most about one
quarter of one per cent. Even i 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 have
the increase in real output and the reduction in the
| due to Phase II wage controls were both refatively
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Commission in order to raise prices.
increases, the Price Commission did not adhere

ns. For example, the excess of wage
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 aveid the administrative
costs of separate applications by entering into “term limit
pricing’ agreements permitting them to rise prices at an
average rale of, say, 1.8 to 2.0 per cent per annum with no
single price lo be increased by more than an agreed amount
such as 8 per cent.

Although stated prices were controlled, there was no
stafl 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

i
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case by 1.5 per cent. So long as the quality reduction was
covert and profit marging did not exceed the firm’s allow-
able limit, no penalities were incurred.

Government statistical agencies find it difficult to
comrect for quality changes in normal times; it is therefore
not surprising that they should miss most such covert de-
teriomation in quality. As a result, the reported price index
appeans to have fallen steadily below the ‘true’ price level -
the price level adjusted for the changing quality of goods —
during Phase I1. Section 11l 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 Il controls were genenlly quite popular excepl
with unionists. The President had taken apparently dramatic
and effective action which reduced the lpplrml 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 political use fulness
by the end of the year and change was in order.

3. Phase [l — prices catch up.

The Phase Il program (January 11, 1973 through June 12,
1973) removed the requirements I'w prior approval of price
increases except in a few listed industries. The profit margin
limitation remained in force as did the 5.5 per cent 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 firms 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 cosis necessary to restore the
previously degraded quality. So whereas in Phas [I the rate
of inflation had been consistently umderreporfed in the of-
ficlal price indices, with the beginning of Phase [Il 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 (o 3.5 per cent per annum from July 1972 to Jan-
uary 1973, In something of a panic Phase 111 was abandoned.

4. Freeze Il and Phase IV — opposition becomes
unanimous,

Freeze Il (June 13, 1973 to August 11, 1973) was imposed
to permit refermulation of stricter controls. All prices except
rents and raw agricultural products at first sale were frozen
at their June 1-8 levels. Wages, however, were allowed to rise
as under Phase Ill. So, unlike the first freeze, firms faced
price ceilings 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 IV food regulations on July 18, 1973,

The fiasco which was Freeze [l was soon replaced with
Phase IV (August 12, 1973 to April 30, 1974). Phase IV con-
tinved the relaxed Phase IIl wage controls and reinstated
Phase 11 requirements for prior notification and approval of
price increases by the largest firms, with the exception that
pplications not acted on in 30 days could be implemented.
inistration to allow price in-
to avoid shortages without any ex-
margin limit was replaced with a
amount of net income per unit — profits
increase only in proportion to unit sales.
t limit was hard to enforce but was suf-
that most remaining supporters of con-
business side joined unionists in opposition.
general public had also lost its naive faith in
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of Phase IV, however, was gradual de-
control. At the end of Phase |1, owing to its faflure 1o ac-
count for the decline in quality, the government price in-
dex underreported the “true’ price level by about 4 per cent.
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By the end of Phase [11, this difference was reduced to about
1.5 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 & per cent per annum and the
2.5 per cent gap between the reported and true price indices
were eliminated over a vear, then the reported rate of in-
flation for that year would be 8.5 per cent per annum. If
instead the gap was eliminated over six months, the price
index would rise in those six months 5.5 per cent or 11
per cent per annum which would look much more alarming.

In the first four months of Phase IV, 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 ESP administrative
body) devised a technique for spreading the inflation bulge
beyond the expiration of controls. This was lo 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.

IV PRICES AND OUTPUT UNDER THE ESP

Now that we have set out the main features of the various
phases and freezes, we can examine the impact on prices
and ocutput of the Economic Stabilization Program as a
whole. In doing s0, we are necessarily comparing what did
happen withour best estimate of what would haw 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, bul reasonably good approximations seem possible.

Reported inflation rates

Let us first examine what did happen. Figure | 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 eslimated by the GNP
Deflator, 1970-1975
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numbers. The number in the top of the ratio & the govern-
ment’s estimate of total spending in the cconomy during
the guarter. The number in the bottom of the ratio is the

t's estimate of the value of total spending in
terms prices that prevailed in some base 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
defMate or translate current spending estimates into spend-
ing estimates at base vear prices. The GNP deflator is the
US. price series with the broadest coverage ind includes
price information about the whole range of spending in the
LS. As s evident from Figure 1, the reported growth rate
of the GNP deflator during Freeze | and Phase [1 (third
guarter 1971 through fourth gquarter 1971) dropped to
3.2 per cent per annum compared 1o an average inflation
rale of 5.2 per cent per annum in the preceding six quarters.
Shortly after the advent of Phase 11l during the first quarter
of 1973, inflation, as estimated by the GNP deflator, rose
above the previous average and did not retum to the §
per cent per annum range until the second and thind quarters
of 1975, It is therefore quite easy to understand the popular
impression that Phases | and [l were effective in reducing
the mte of inflation whereas the rest of the ESP was not.

Inflation rates corrected for changes
The earlier discussion of Phase [l showed that there were
considerable incentives for large firms to evade the admin-
istrative limits on price increases through covert reductions
in the guality 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 quality
changes) were underreporfed through the founh gquarter
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) cormected for changes in
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quality. Before considering how [ actually did that | 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 o 1974, Suppose that we knew the total number of
boxes =old 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 & 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 guality 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 1 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 | use later to correct
the GNP deflator can be described as follows.

The nature of the ordinary calculation described abowe
is essentially that of dividing a total spending number {dollars
spent on chocolale mixes) by a measure of quaniity or
output {number of boxes of mix sold). By simply uzsing 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
cocon used in the prepamtion 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 s larger amount that the simplistic calculation -
hu;l on the assumption of unchanged quality — had led us
o ,

In the case of total spending in the economy (GNP)
the asociated price (GNP deflator) the adjustment
ure 5 the same as that just described. However,

EE
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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 nl’
total output. To calculate the quality-adjusted or “true’
price of total output 1 dwmd total spending by my own
estimate of total output. '? In the case of hot chocolate
mix we would have been able to use input of mw cocoa as
an adjustment factor. In the case of total output, for reasons
discussed below, 1 have used the input of labour to make
the adjustment.

First, 1 estimated the growth mate of quality-adjusted
real output (GNP). | made this estimate using a trend or
normal growth rate adjusted for the quarter to quarier
change in the percentage of the labor force unemployed.
This procedure is derived from s well-established relation-
ship bthll'ﬂl'l output and employment known as Okun's
Law.'* Since the Law is based on statistical regularity and
the period of controls was nol ‘regular’ in thal 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 forthooming from a given amount of effort and
therefore the output estimate would tend to over-estimate
actual output. Since both of these sources of emor were of
trivial magnitude and offsetting in their effect on the output
estimate | did not attempt to adjust Okun's Law to take
them into sccount.

Having calculsted 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 outpul and hence a
quality-adjusted price of total output.

Table | shows that the apparent sharp decline in the
rate of inflation during Phases | and Il was a» statistical
illusion. Indeed, the avernge mte of inflation 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 ithasion

Tabsla 1 — Actunl snd
InFlation Aates, US. 1970-1978

Porady Avarags Rate of infiaton
Gpyarmment Coerrpcted lor
Dt Cusliny Chargss

b I | T B2 [ b
W = 19Ty 12 54
YT = ETEN 2.0 1.0
Y = e 1.4 1.4
187 = 18780 6.1 [ 8

Compoundsd snmual rese of EREngs ovel Dewibul Guaster n GNP defiator [per
cani par snnuml. Conecied data for periods not affectsd by the ESP (mariced
writh evierivka] are wientical 1o the governmens dete.

Souroen:  Ses Figure 3.

Figure 1 shows the estimates of the inflation rale corrected
for quality changes together with the inflation rate reported
in the government data. As would be expected from the de-
tajled examination of the ESP regulstions, the initial freeze
involved Kittle evasion, but the government data under
reported inflation during Phase Il and then overreported
inflation in the succeeding Phases,

An alternative way of illustrating the effects that quality
varation has on the reported price of total output is by
comparing the reported and correcled 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 Il and is thereafter reduced. The trend
g&ﬁmﬂmﬁnhlwﬁtﬂe affected by the
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Figure 2 — Reported rates of inflation compared with
rales corrected for qualily changes, U.S. 1970-1975
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Figure 3 — Reporiad price level compared with price
level corrected for quality changes, U.S. 1870-1975

INDEX 1958 = 100

X

AR L AR R T R E T T AR I T R YT
1w 1| 1973 e | 1974 1978
Soucon: See Figume 2.

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, LS. 18T0-1875
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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
leadings. These series did not seem to fall nearly as much
as would be expected from the reported fall 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. S50 to discover whether the (corrected) price and
oulput behaviour was different because of the ESP, it is
necesary 1o make some asumption as to what moneiary
policy would have been in the absence of the ESP. There 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 197]
through June 1973 as compared to the previous trend of
abou! 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 ESP was supposed to reduce
the expected rate of inflation and hence ease the adjust-
ment to lower rates of money supply growth and infation.
Apparently the Fed did not get the message since it increased
the maney supply growth rate when it should have reduced
il. S0 previous progress against inflation — achieved at a cost
that included the 1969-70 recession — was thrown away and
the U.S. had to sulfer another deceleration of money supply
growth from July 1973 through January 1975,
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Figure 5 — Reported real Gross Nalional Product
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V. LASTING EFFECTS OF THE ESP

The first question is whether the ESP had any lasting efTects
on pnces and output or whether any carly effects were
washed out after the policy ended? We can answer this
question by using government data for pre-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 sufT-
iciently past the end of ESP to be free of reporting problems.

On prices

From the second quarter of 1971 through the third quarter
of 1975, the GNP deflator rose by 31.9 per cent.!® 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
incresse 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
4 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 of output, 1 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 i 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 1o 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 ascertsin what prices would have done in
any particular quarter in the absence of controls it is commes-
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, bul does
render difficult the assessment of particular short-run periods
like Freeze | which lasted for only one quarter.

On the basis of my research [ would have to conclude
that the quality-adjusted price data behave very muoch 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 | 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 duning 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 langely offset by
the reduced rates of inflation during the second quarter
of 1975 and the third quarter of 1975,

The effects of Freeze | were seen in Section 11 to reflect

a brief increase in the number of employees who could be
hired at the frozen wage because of reduced expectations of
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inflation. The temporary real reduction in the price level was
reflecied in a temporary increase in employment and real
ocutput.

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 reimposed
and to an illusion that such price increases were possible;
an illusion fostered by a naive public acceptance of the over-
reported rales of inflation during the deconirol period.
While this price behaviour undoubtedly worsened the re-
cession caused by the July 1973 - January 1975 deceleration
of maney supply growth, it s too tenuously related to be
fairly attributed to the ESP.

VI. EVALUATIONS AND CONCLUSIONS

The major direct effect of the Economic Stabilization Pro-
gram was to impart 3 significant bias to government price in-
dices such as the GNP deflator: inflation was underreported
during Phase 1l and overreported thereafter through the de-
control period. America is blessed with statistical bureaus
staffed by diligent, 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
staf 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 | 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 lasi 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
ncome growth was stimulated during Freeze 1, 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 o 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 assoclated with reduction of in-
fMation 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 1] inflation rates or simply a feeling
that the ESP rclieved the Federal Reserve System of re-
sponsibility for controlling the inflation rate. It is a nice
guestion whether it is politically feasible for the central bank
to continue monetary restraint after the imposition of such
a program.

Phase 11 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 umun power could only result in a trivial per-
centage gain.!? Against this gain must be weighed the loss of
output due to the administrative cosis 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 huri,
some were helped. A few quarters showed lower inflation
rates than would be expected. others showed higher in-
Mation rates. Many people still believe that Phase 1l was
a success and if such a program were implemented without
the mistakes of Phases 111 and 1V, a controls program would
be effective. This conclusion was seen o 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 him-
ited. The resulting deterrent to future investment may well
be the anly important and lasting efTect of the program.
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{ii) “Is prostitution a service industry
or a regulated utility? — Dilemmas
of a Price Controller.”*

C. Jackson Grayson

I INTRODUCTION

On the 18th of October, 1971, 1 assumed responsibility for
the Price Commission in the conduct of Phase 11 of Pres
ident Mixon's Wage and Price Control progmam. A detailed
account of the 15 months of the program is to be found in
my book with Louis Neeb, Confessions of a Price Controlier.
The 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 cssay | will draw severnl conchlusions about
wage and price controls policies that anse not from a de-
tailed economic analyss, but from common sense reflec
tions on my experiences during Phase 1.

I THE MAKING OF POLICY

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 withowt having
given the matter much thought, | 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 essy (o understand how and why | might have had that

“from C. Jeckson Graysom, “A Yiew fom the Outside of the lasilde of Upside
Down™, in Michesl Walker, ed, The [Tunon of Mepe amd Prige Conrrol. Fraser
Iextiinte, Vamooweed 1976,
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impression. | think that the average person 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 s0) and as subject to human frailty as the eco-
nomic behavior that policy attempis to control.

In the course of the next few pages | want 1o relate
something about my view of policy-making at the national
level. | want to explain why it is inherently a confused sort
of occupation and | 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-
berently difficult is because they are sttempting to regulate
the most sophisticated information system that the world
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 50 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 see what happens
in their absence. The system of price controls in the US,
attempted, for a time, to replace the U.S. market mechantsm.
(1 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 emeérge
early in the program.) To the extent that the program was
effective, it began (0 produce an asionishing variety of
evidence on the job that the market meéchanism had been

Shortages of products (ranging from natuml gas to
molasses) began o 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 US. Certain chemical derivatives
of petroleum 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 armay 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 lives can be taken for granted
only because there is a functioning price system. A sysiem
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
Califomnia and the price of finished lumber in Boston. As we
discovered when we tampeéred with, and efTectively sus-
pended, the operation of the price svstem, 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, if
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 themn.

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

S0, 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 ele and there
was, accordingly, no such thing as one intervention. We
were drawn inevitably and progressively deeper into the
system and the temptation to limit the necessity for our in-
volvement by arbitrarily changing the system was very
great. Herein lies the real danger from centralized control,
that is, that an inability to handle the overload of signals,
both incoming snd outgoing may produce attempts to
simplify the system and hence jeopardize its survival.

Il PRICE CONTROLS APPLIED — A RELENTLESS
TIDE OF DETAIL

price controller faces — it manipulates the thinking of those
who would design a control strategy. it frustrates the con-
trofler and his agents and ultimately it leads to the collapse
of the control system. | want to spend some time on this
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notion because although complexity exists in every insiance
of central economic policy. the effects are nowhere as
clear as they are in the case of wage and price controls. To
that extent we can regand wage and price controls as a
*case study” in “applied economic policy”.

Mozt forms of economic policy attempi to achieve a
change in the course of ecomomic activity by operating
through the signalling mechanism as it exists. For example,
a change in the personal tax rute reduces take home pay
and thereby signals people to reduce their expenditures.
Subsidies to particular industries strengthen the ‘produce
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 buflding 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 list of signals, under controls,
that will not be transmitted in the marketl place is almost
endless.

Life goes on

Although for a time wage and price controls can remove
the low of information in the economy, they cannot remove
the functions that the information flow performs. Com-
maodities in short supply must be rationed somehow; a
shortage of skilled tradesmen must somehow be placed in
the most valuable jobs. It is this sort of fact that haunts
wage and price controllers, that leads to elabomte evasion
schemes and that ultimately leads either to the abandon-
ment of controls or the imposition of progressively more
m'hl:i.mt and pervasive central control over economic
pelivity.
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Not only prices and wages

Controls on wages and prices are not just that, they are
also controls on the fMlow of all the resources of an economy.
What do | mean by that? Well, when we at the Price Com-
mission were making decizsions 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 11 we inherited from the Phase
| Freeze a 400 page book of problems of industries, firms
and individuals being squeezed to the point of bankruplcy,
shortages and law suits when Freeze prices were set below
the costs of production. There were impending shortages of
products ranging from applessuce o peanut butter.
Obwviously, 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

The difficulty of taking over the wage-price signalling mech-
anism I8 indicated by the fact that during the first three
weeks of Phase [l 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 |
Freeze.

Enforcement

It is 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 1 have to
gay that | don't think that our cfforts in Phase Il 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.

“Is prostitution a service industry or a regulated wrility?”
This, possibly tongue-in-cheek, request from a legal brothel
in Nevada indicates the reason why controls cannot work
in an adversary climate. The possibilities and incentive for
evasion grow at an increasing rate the longer controls are
in force. If 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 ol 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 matenal can be used
in & 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 indusiry 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 lJumber industry
only to have 1o 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 ol the
sophisticated mathematical decision-making models that
have been developed with the advent of large, high speed
computers. In fact, | 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, | 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.

Mo escape

| have perhaps said enough by now to convince the reader
that wage and price controls are, by nature, a bureaucratic
nightmare. There is no casy way to proceed, no escape from
the remorseless tide of detail that is the inevitable con-
sequence of attempting to interrupt the nommal 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.

208



LLEA 197104

IV THE SIDE EFFECTS OF CONTROL

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 Il 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 | want
in this section to address mysell to the side effects that
I obaarved.

Equity
Owr first realization in the Price Commission was that if 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 ability to act. And s0
our first conscious decision was to be simple and to be
arbitrary.

It seems to me that inequity is an inevitable conse-
guence of the sort of wage and price control program that
we altempted to run in Phase I1. In a program of this sort
there fsn't the time or the resources to permil the detailed
regulation that equity demands.

Another sort of inequity that may be sssoclated 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 | have no doubt
there were some — gained at the expense of those who did
not. It i an odd law, indeed, that confers advantages on
those who ignore it and punishes those who comply. We have
to acoept, however, that such could well have been the case.
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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 inequitics built into the controls them-
selves. Companies trapped by the controls with low base-
period profit margins were beginning to consider selling
out o 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 of 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 feeling that controks 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 s evident from the experiences | related
above, that the more cemtralized decision-making becomes,
the less control is actually exercised over economic activity,
Ceniralized decision-making cannot replace the countless
millions of decisions that are made in the market auro-
matically. The most likely effect of cemtralized decision-
making is not more control over economic activity, but less
economic activity, less productivity and in the end more
inflation.

210



USA 1971-74

Mnihummnfm an instigator of a false
sense of security lies in the possibili hr that they will distract
public attention from the true causes of inflation. For ex-

ample, ﬂimhme:ﬁdmthﬂthnmhﬂmm
the U.5. was used asa damper to temporarily keep the lid on
inflation, while the money supply was being increased at an
inflationary rate. Ultimately, inflation seems to be a
monetary phenomenon and is not brought under control
until the growth in the money supply has been checked.
Ta the extent that wage and price controls permil excessive
monelary expansion in the short-ferm, they are counter-
productive and are against the public inrerest,
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The Lucky Country
Joins the Club

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

Lee Eckermann

| INTRODUCTION

Although the Australian experience with an incomes policy
has been somewhat patchy, there s 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 31 years from 1921 to 1953, the Australian
basic wage was automatically adjusted, on a quarterly 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 palicy of price
control since World War [I. The establishment of the Prices
Justification Tribunal in 1973 represents the first Australian
experiment with price control in 30 years, albeit a semi-
violuniary one.
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Despite the recent excursions into a quasi-incomes
policy, Australin continues to experience a mate of price
inflation which is high both historically and relative to
its trading partners, together with a high and increasing
unemployment rate. In common with most western in-
dustrialized economies, Australia is currently in the grips
of a prolonged and pemsistent recession, the likes of which
has not been experienced since the Great Depression of
the 1930s.

Because of the Hmited Australian experience with an
incomes policy and because the recession of the 1970s has
generated a considerable literature on that topic, this chapter
on the Australian experience 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 WHY HAVE INCOME POLICIES BECOME AN 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 policy™ as pursued
in Australia will be analysed in some detail.

Prior to the onset of the present recession in the carly
19705, the pursuit by most governments in western econo-
mics of policies based largely on extensions of Keynesian
idess gave the appearance of working fuirly well: the 2
decades prior to the appearance of stagilation were, by and
large, characterized by relatively low rates of inflation and
unemployment, and continual increases in total production
of poods and services leading, by implication, to ever-rising
living standards.

In Australia, for example, during the 1960s, the snnual
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 5.0%.
As Table | 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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TABLE [: INFLATION, UNEMPLOYMENT, AND OUTPUT CROWTH

AN INTERNATIONAL COMPARISON
Amtralin | ULSA UK. | W, Germany
Tem % (%) n 7 %) (%)
. A amnmal
wrrage -
i EImet
1960 1o 1970 11 14 3.9 18
1971 1a 1973 1.1 46 16 1.2 59
1974 1o 1976 4.6 & 14.8 e iE
1. Aversge asnusl
Fule
19640 1o 1970 1B 48 1. 12 1.1
1971 1o 1973 16 5.5 1.3 3.2 i1
1974 1o 1976 17 1.3 (] 4.0 4.0
X wnnaial
in resd
1960 fo 1970 50 19 1.1 45 19
1971 1o 1973 4.9 5.1 7.7 1.0 17
1974 1o 1976 11 0.8 25 | -0l 1.0

Sourcen mmhmummmm
Nations, Moathly Bulletia of Ststistcs

1. Economic Developmenis, 1950 1o 1970

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

Duiput

As the figures in Table 2 indicate, the value of aggregate
production in Australia (GDP) rose consistently over this
period, atl an average rate of almost 10% a year. Raw GDP
figures, however, do nol provide an accumate picture of
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TABLE 1 OUTPUT GROWTH

economy over this period

stant prices, overcome this difficulty to a limited extent,
close to 5% of year. The ANZ Bank index, showing move-
ents 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.

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
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However, this growth was by no means uniform across
various manufacturing industry groups. For example,
average annual growth in output over this 20 year period
some specific industry groups was: basic metals 8%; in-
dustrial machinery 3%; electrical apparatus 6%; building and
construction malerials 5%: chemicals and allied industries 85%;
motor vehicles 11%; fumiture and household goods 8%;
food, drink and tobacco 3%, clothing and footwear 4%.
Clearly, there were significant changes in the structure of
production over these two decades.

o 5 7

Prices, Wages, and Factor Shares:

With the exception of the Korean War boom period, Aus-

tralia experienced only moderate price inflation and a 2%

gﬂﬁmmiumﬂwmthmldﬂnﬂﬂ.uTﬁkJ
icates.

TARLE 3: FRICES AND WAGES

Average amnus] T growik
Comumer Averuge Weakly Minimum Weekly

Period Price st

Inddan indult makes (ndullt Fmaken)
= %) (%)
1 1] “:-!,'I-H 115 133 1.6
193429 1o 195639 186 4.6 3o
195940 to 196364 ¥ Ak 1.1
196465 to | RGH-65 3] &3 52

b 1]

IDHH 19RH-LF 4.7 1.2 (4]

w:nfﬂrm:'fh Commamicalth of
Auviralin, 1965y Vol H;I.Lhﬁ.mm.hltm
{ed ), Thie Aissresliom Ecomomy (London: Weidenfald & Nicolsn, 1971
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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 1950-5] and
1951-52, the CPl rose by 20% and 17% respectively, while
minimem wage rates rose by 17% and 23%, and average
weekly eamings by 20% and 22% respectively.

Concurrent with this fairly low rate of price and wage
increase, the shares of total income going to labour and

over

TABLE 4: FACTOR SHARES®

-'--l_.ﬁm_.",__
‘ L
Perius Gop Gop
% b
1o 155354 48.2 11.3
1954-55 to 195859 506 128
195960 1o | 9% 164 0.8 13.6
196465 1o | DEH-6 517 14.3
bl
uﬂﬁ: o 196869 50.3 130

'& = Wape, mlsries, shd isipplements ss o % of GOP

% = g cperating surples of compankey s a % of GDPF
Bourcd: Ansirallan Bereaw 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.

TABLE §: WAGES, PROFITS AND INCOME TAXES
L AT ENIT OF DUTPUT®

vear | _w | neyw | T NET T I
Rueal Real GDF | Real GOP | Real GDP | Real GDF
1REE0 L 1 104 160 1
13EE-HY 128 134 145 138 158

'ﬂ'-ﬂﬂﬁhﬁuhhﬂ“;ﬂni-!‘l—mmmnau,
Wt = Hm“mpﬂﬁ-mmm“.u. wi aff
puﬂnﬂlﬂﬂrpﬂﬂlhmntl:"ﬂhﬂlhlfﬂlﬂm.

Eoaree: Amstralian fiuresn af Siaibiics

Whereas total wages and salaries per unit of outpul
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
I8, te tax revenue per unit of output from these
Immmhyiﬂmrﬂthpuiud-Mvﬂlhtﬂn
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 &
demonsirates.

With the exception of the “creditsqueeze™ years of the
early 19608, the unemployment rate did not rise above 1.7%
throughout this period, and the average annual rate for the
20 years was a low 1 3%.
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TABLE §: UNEMPLOYMENT

Reghitered unemployed as u
petcentage of the work-force
Period (nhnasl aversge)
(%)
to 195544 0.8
195455 1o 1958-49 |
155980 to 196344 1B
196445 1o 1965-69 ia
0

194550 1o 196849 13

Source: Audtralian

Hmreay of Statisticn;
Repawr of phe Commities Eeonomic Enguiry (Canberrs: Commomwealth of
Arala, 1968 Ve

Money Supply and Deficit F
This period was also characterized by money supply growth
averaging 7% a year, and federal government deficits avera
ing $250m. a year (see Table 7). These deficits ranged

around 2% to 11% of federal spending during these 2
decades.

3

TABLE 7: MONEY SUPPLY GROWTH: FEDERAL DEFICTTS

A anmual Fosdrral defici
Period growth in M3 (anmusal sverags)
(%) (5m.)
4950 1o 1953.54 9.5 192
1954.55 1o 1938.39 3% 133
195960 1o 196364 73 9
196445 1o 196869 5 93
0
194550 to 196869 71 253

m:mmwm
Repowt of the Comwerities Evonomic Enguiry (Casbeimn: o ealih
.ﬁ-n;:rl“ﬂ'fﬂ.ﬂ. 2 e i
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Balance of

Although there were relatively minor Muctuations in Aus-
tralia’s international reserves over these 10 years, the high
leive 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 §).
TABLE B: BALANCE OF PAYMENTS
Annual Averuge
Perkod Current Met Wel monetary
Acoouni nﬂm maremcnin
(fm) (3m.) (§m.)

MHI-H - 104 145 &
195455 o 1998-59 - 180 ITD o ]
1595940 1o 1 963-64 - X8 AR 1432
15bd-£5 1o | BGE-4F - B0 B35 - M
20
I.J!--!IFh 1968-6% - i3 A4 37

ﬂ'ﬂlm of Eoonamic iCanksrmn Cospsonw
Rrepory Enguiry ealth of
ﬁml“ﬁ}\ful.ﬂ." "

The deficit on current account grew peristently over this
period, from $70m. in 1949-50 to $460m. in 1959-60,
and to $1,008m. in 1968-69. At the same time, nel capital
inflow also grew strongly, from $296m. in 1949-50 to
£476m. in 195960 and to $1,157m. in 1968-69. The net
result was to keep Australin’s intemational reserves relatively
constani over this period — they increased by an average of
£37m. a year.

2. The Recession, 1970-77 - An Overview

The ecardy 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 Australian 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 1960s average, ax 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 fts
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
occurmed a phenomenon which mainstream econamic 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
countrics 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 Australian economy. Along with a very high
rate of capital inflow ($2.400m. in 1967-68 and 196859
alone), Australia experienced a 9% growth in real GDP
in 1968-69, followed by &% growth in the subsequent year.
With an increased rate of growth in the moncy 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 resuli
wis & 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
mdmmilte ever since, It is useful to add perspective
detailing some economic developments over the past few
Years,

Output

Az Table 9 indicates, production continued its strong growth
of the preceding two decades well into the 19705 Then, in
1974-75 both real GDP and the ANZ Bank Index of Factory
Production fell, and ocutput picked up only marginally in
1975-76. In 1976-T7, output growth increased, but is sull
significantly below pre-recession levels.

Yor Fiend GOV (%) ANT Bank lndes (AN growpi B
1969-70 58 5.4
1970-71 ad 44
1971-12 43 1.1
197273 4.5 5.5
197374 58 5.2
1974-75 a1 T
1975-T6 14 13
197617 14 3.1

Bouwrce: Ausirabisn Hares of Statiitis; ANT Banking Group Lid.

Once again, these movements in output were not evenly
experiecnced through the economy. In the manufacturing
sector, production of consumer goods was not as seriously
affected in the latest two years as was outpul 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 1% a
vear; food, drink and tobacco output rose by 0.4% a year,
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the clothing and footwear, and furniture and house-

goods industry groups recorded avernge output de-
es of 4% a year,

£EE

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-
flation) 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 vears,

TARLE 1 FRICES, WAGES & FACTOR SHARESY

PERIOD CPl| AWE| W m NETW |NETTT| T
M) (w | GOF | GOF | TOF | TOF | COF
(b 1] (&) (% | (% Eﬂq
Average Anmual
125560 1o 196849 4 5.5 | 513 139 R E] 10.2 1.2
196970 33 B4 | 3128 154 417 114 i35
1970-71 481 110 | =25 | 143 448 100 | 140
1971-72 &8 100 | =8 | 139 444 5.7 144
19721-713 &0 ) 91 | 3386 | 142 4319 104 | 156
197374 129 163 | S44 | 121 436 .1 | I4E
1974-78 67| 298 | 3922 | 109 #6.3 68| 170
197576 130 144 | 582 | 108 450 71| 110
19M%-77 138 124 | 565 | 120 429 4| 171

*® Nots o Table 4 & 5§ for defisitions of W, sel W, T, aerT, & T.
Soarce: Auntfalisn Bureau of Statisdice
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Mote 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 penonal 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 B% in 197677, still well
below its historical levels. At the same time, the revenue ob-
tained from personal and company income laxes increased
as a proportion of GDP from 14% in 1971-72 to 15% in
1973-74, and to 1 7% in the latest years,

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

TABLE 11: WAGES, FROFITS, AND INCOME TAXES FER UNIT OF OUTFUT*

Real GOF | Resl GDF | Read GDF | Real GDP rul GO
196970 100 10 10 Log T
197314 147 142 unr 10 133
1974-7% 187 177 11 ] a7
197576 Fi 154 134 158 240
1971677 18 112 165 L4 F L]
* Sed Tabie §

Somrce: Australiam Bureaw of Statitks

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

a minimal 56% on an after-tax basis. In 1974-T5, net
/Real GDP was 7% less than the level of 5 years before.
Income tax revenue per unit of output, by contrast, rose by
| 68% over these seven years, These figures clearly reflect
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teness (1o say the least) of corporate income
based on historical cost accounting during a period of
inflation. Although there has since been a half-hearted
pt 1o implement appropriate changes to the company
+ the level of corporate profitability has still to be
to anywhere near the level necessary for an upsurge
in investment spending.

£

it

i

X

|

Unemployment

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

TABLE 12: UNEMPLOYMENT

Reginlered -mmu L T
Yoeur the = oo >
196970 L0
19T 1.2
1971-72 1.6
197373 L7
1973-T4 1.4
1974-T4 6
197476 4.6
197877 5.0
Sowrce: Australias Rurean of Statistics
Money Supply and Deficit Financing

The level of both money supply growth and of the federal
deficit remained at relatively low rates (ie. 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

30



Auwstralian Controly

!

to unprecedented levels in 1974-75 ($2.6 billion)
75.76 ($3.6 billion), a semblance of greater monetary
returned in those years and money supply growth
to annual rates of 14% to 15%. Latest figures
a further wind-down in monefary expansion o
1% 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 cerl-
ainly did not precede it.

Hls

:
2

TABLE 1} MONEY SUFPLY GROWTH: FEDERAL DEFICITS

Gaowrth in M1 Fedegal dedicit

Yias L ifm.)
19458-10 6. 191
197071 &8 10
197172 10.% 134
1972-73 15.7 0%
197374 137 93
1974-78 15.2 1567
1975-76 154 1583
197677 1.0 1, T80

Sowree; Auttralian Buteaw of Statitic

Balance of Payments

The rate of 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 Australia’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 Australian
dollar was inevitable. As a result, Australis experienced o
net outflow of capital inm 1975-76 as speculation height-
ened conceming the exchange rate. This outflow was only
the recorded in more than 215 years (there was a
outflow of $22m. in 1952-53).

I
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TARLE 14: BALANCE OF PAYMENTS

Yaar Carrest Acoomni Met apparent Net montdary
capital iafow IO TS
(Sm.) _(3m.) - (3m)
1969-70 = 160 Th6 £
19971 - R4S 1.510 k5 |
187112 =315 1.8TE 1443
1973-73 a 443 10T
197574 ~ T4 183 = 369
19M4-T5 - 933 471 -~
1975-T% - E40 = |80 - 1020
17T = |92 1,453 ~ &

Soupcs: Resgrve Hank

The 17.5% devaluation of November 1976 and sub-
sequent appreciations had the effect of reversing that sit-
uation, and Australia experienced a retumn to a net inflow
of sizesble 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 5198 m.

Il AUSTRALIA, A “DEPENDENT" ECONOMY:

A SPECIAL CASE?

Before examining the working of the Prices Justiflication
Tribunal (the PIT) and of wage indexation, we must con-
sider the question of whether or not Australia is a special
case in some sensc, and whether incomes policies may be
mare successfully implemented in this country.

The Australian economy is a “dependent” economy
Enﬂntihhmmfh:demmﬁluyﬂummdun.hym
hnmthhﬂmmwdmm:mmkpﬂw.Tht
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 little influence on either the prices it receives
for exports or the prices it pays for imporis. Changes in
domestic conditions of supply and demand have little impact
on export and import prices. More specifically, the Austral-
jan economy has the following characteristics: it is small
compared with most of its trading partners; exports von-
sist mainly of agricultural and mineral products and are
produced in a capitalintensive 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: if 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. Exporits become less profitable,
as they are more difficult to sell overseas, and this will re-
strict both the Now 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. At the same time, balance of pay-
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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, Stagflarion and Wages Policy in Australic (Mel-
bourne: Longman, 1973),

IV PRICE AND WAGE REGULATION IN

AUSTRALIA
The mpid 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-intreduction of wage index-
ation (after 5 22 year break). These are the 2 main areas in
which “incomes policy™ has been applied in Australia during
the 19708 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 st of that year).
The PIT was set up primarily to take an active role in re-
straining inflation in Australia, and s 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 PIT is not overtly charged with the re-
spomsibility for controlling prices; rather, the siress is on ils
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 accepl 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 rsen 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 PIJT are to inguire 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 tumover of at least $20m. Those companies
proposing 1o increase prices are required to notify the Tri-
bunal of their intentions, and the PJT must, within 21 days,
then notify the company concemned 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 PIT and also for companies to substitute their original
proposal with another.

Amendments to the Act in 1974 broadensd the scope
of the Tribunal’s activities, Although only those companies
with a turnover exceeding $20m. are required to notifly the
PIT of proposed price increases, the 1974 amendments
gave the Tribunal general authorty to inguire into and
report on prices charged by all companies, regardless of
turnover. In addition, the amendments reguire the Tribunal
to inform companies of any lower price or whether they
intend (o proceed with their original proposml: a public
inquiry is then held if the company does not accept the
Tribunal’s recommended price.

e PIT Act clearly points to the antiinflationary
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 cannol recom-
a higher price than that proposed.

Note that the Act includes no provision for any author-
ty for compelling observance of the Tribunal's rec-

tions. Although the 1973 Act made provision for
fines to be imposed on companies if they fail to notify the
ribunal of proposed price increases or il they do not follow

g .
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the stipulated procedures, the PJT 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 PJT has adopted a short-
term view, by concentrating on the immediate impact of
proposed price increases; as a result, it has devoted lttle
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 carly life of the
Tribunal is evidenced by Treasurer Crean’s statement in his
1974 budget speech . the Government expects the
principal burden of mm‘hﬂ to fall on upper income groups,
particulardly through the impact on pmﬂl:l of the operations
of the Prices Justification Tribunal . . ." (Budger Speech,
1974-75),

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 establishment of the PIT,
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 PJT and the inflation rate: ie.,
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 PJT activity. Moreover, there
appears o be an inverse relationship between the level of
PIT lﬂirhy and the share of national income accruing to
profits: ie. the ratio of profits to GDP fell with increasing
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PIT 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 owverly simplistic 1o be dogmatic
about these two observations, it is nevertheless tempting
to suggest the implications of this line of reasoning: wiz.
that the lower the level of PIT activity, the lower will be the
inflation rate and the higher the rate of corporate profit-

ability!

TABLE 15: INFLATION, PIT ACTIVITY & PROFITS

Chiarte Annasl inflation rate Mumber of price potioes
procemed by PIT %
% ®
197374 & 10.8
D 132 138y 131
il 138
] 1458
191475 § 16.0
D 163
M 1786 1.502 10,9
J 169
197376 S i1l
D LK .74 10.8
M i34
1 i3
1976 5 39
5] 144 AT 130

Seairce: ABRS: PIT Heports

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 PIT activity is in fact one such factor.

m
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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 PIT 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 “pormalize™ profits, it has adversely affected the incentive
to invest. In a market economy, the need for investment in
particular area is reflected in the opportunity for making
above-average profit. The fact that such opportunities for
making high profits tend to attruct investment does not
necessarily mean that the high profits will be indefinitely
maintained, for self-correcting forces tend to come into
operstion 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 PIT'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 arcas 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
PIT have distorted the pattern of investment in Australis
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
seclor investment levels since the Tribunal's establishment:
over the period 1959-60 to 1973-74, real gross private in-
vestment (ie. 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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No justification for the PIT?
16 and 17 summarize the activity of the PJT during
4] months of its operation (iLe. from August 1973
ber 1976). During that period, the PJT processed
price notices; of that total, 18,583 were approved
PIT in their original form, 2,317 were subject to
approvals by the PIT and subsequently accepted

concerned, and 795 were withdrawn by
Some B5% of all price notices processed by the
its first 41 months of operation were thus ap-
on the basis originally notified to the PIT, and 15%
uced or completely withdrawn. The proportion of
ice notices approved in their orginal form has declined,

B7% in 1973-74 to 82% in the latest hall-year, and
roportion withdrawn by companies has increased, from
to 7% respectively.

The stall 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 vasi majority of price notices processed by the PIT have
been approved in their orginal form, without alteration:
to date, some H5% of all price notices processed fall into
this category. It is therefore little wonder that the Tribunal’s

AFIRTgEIIIneE
TN

fications have been successful, so it i to be expected that
most price recommendations have been accepted by the
companies concerned.

In sum, then, to the extent that the PJT takes litthe
cognizance of market signals, its activities tead 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 ol timeé and resources. There & little doubt
that a cost-benelit study of the PIT's activities would be
hard-pressed (o find a justification for its existence.



TABLE 16: FEICES FUSTIFICATHEN TRIBUNAL ACTIVITY

Ferisd Total aumber of .ol
e L Mo, ol price notices N HWW appaaved
procemed by Heard Where publsc being haued
s public RathE
caquisy i Substitate | Withdmwn
smended o
accapied
A} NUMBER:
1 1o end Jume 197 N L1 15 n 1356 a1 3
el o (3 %l RdE
& moatha 80 sad Dec. 1976 1M 3 i 2349 08 201
TOTAL 41 MONTHS TO
END DECEMBER 1976 s 1] 196 18,580 1317 THi
) FROPORTION OF
NUMBER
| to ood Juna | 974 100 0.4 08 o 109 k]
I ‘15 Mscall year 10 o7 1% BYE 1.5 214
& months to end Dec, 1976 108 (N | .4 B8 1a.7 1.0
TOTAL, 41 MONTHS TO
END DECEMBER 1976 100 o4 0% [ 10.6 16

Source: PIT Reporty
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on overseas trade, and it trades in competitive world markets
in which it has little 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 i small
compared with most of its trading partners; exports con-
sist mainly of agricultural and mineral products and are
produced in a capitakintensive 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: il 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 cosi-
push pressure on exports. Exports become less profitable,
as they are more difficult to sell overseas, and this will re-
| th the flow of additional resources into the export
well as investment by enterprises already in that
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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
“dependenl” 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 Wiages Policy in Australia (Mel
bourne: Longman, 1973).

IV PRICE AND WAGE REGULATION IN

AUSTRALIA
The mpid increase in the rate of inflation during the early
19708 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 Australia during
the 19708 recession.

1. The Prices Justification Tribunal: a toothless tiger?
The PIT was established in 1973 by the Prices Justification
Act (which came into force on August 1st of that year).
The PIT was set up primarily to take an active role in re-
straining inflation in Australia, and is an administrative or-
ganisstion 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-
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 bhetween 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 PIT. 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 mccepted 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 inguire into the appro-
pristeness 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 $20m. Those companies
proposing 10 increase prices are required to notify the Tri-
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 PIT 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 & turnover exceeding $20m. are required 1o notify the
PJT of proposed price increases, the (974 amendments
gave the Tribunal general suthorty (o inguire into and
report on prices charged by all companies, regardless of
turnover. In addition, the amendmenis require the Tribunal
io inform companies of any lower price or whether they
intend to proceed with their original propesal: a public
inguiry i then held if the company does nod accept the
Tribunal's recommended price.

Fhe PJT Act clearly points to the ant-inflationary
role of the Tribunal, for if its deliberations lead the PIT
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.

MNote that the Act includes no provision for any author-
ity for compelling observance of the Trbunal'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 PJT has no way of compelling
the implementation of its recommendations.

1. The PJT in action

From the outset, the PJT has been predominantly concemned
with its anti-inflationary role. The First Annual Report of
the Tribunal spelt out in clear terms that it was using the
resources af its disposal so as fo achieve the greatest possible
anti-inflationary impact. Thus, the PJT has adopied a short-
term view, by concentrating on the immediate impact of
proposed price increases; as a result, it has devoted lLittle
effort to a consideration of long-{erm aspects of
such as the increased availability of goods and
That this emphasis on short-run effects was in accord with
deliberate government policy during the eardy 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,
particularly through the impact on profits of the operations
ﬁ ?‘:'f;.s';'h“ Justification Tribunal . . ." (Budget Speech,

il

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 establishment of the PIT,
together with the number of price nolices 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 PJT and the inflation rate: Le.,
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 PJT activity. Moreover, there
appears 10 be an inverse relationship between the level of
PIT activity and the share of national income accruing to
profits: iLe. the ratio of profits to GDP fell with increasing
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PIT 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 reasoming: viz.
that the lower the level of PIT activity, the lower will be the
ln:[htil::n mate and the higher the rate of corporate profit-
ability!

TABLE 15: INFLATION, PIT ACTIVITY & PFROFITS

Quariet Anniel nflation rate Mumbser of molicen
& %=
197374 § 10.&
D 132 RS 131
| 136
J 14.5
197475 § 180
[ 7] 16.3
| 176 T.502 (LR ]
1 16.9
1975-76 § 11
o 14.0 .19 .8
L] 134
1 1.3
1976 8 11.%
1] 144 1ET1 130

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 PIT activity is in fact one such facter.
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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 PIT 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 atiempting
to “normalize™ profits, it has adversely affected the incentive
to invest. In a market economy, the need for investment in o
particular area is reflected in the opportunity for making
aboveaverage 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 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 PIT's attempis
to control prices are well-meaning, the fact that the Tribunal
attempts to ensure that all firms oblain 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 sccount of only shortrun considerations of
market performance and omitting any significant consider-
ation of long-run factors. In so doing, the workings of the
PIT 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 (ic. investment expressed in terms of constant
1966-67 prices) increased at an annual average rate of 6%;
in IF;I-?S it fell by 10%, and rose marginally by 1% in
19T75-T6.
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3. No justification for the PIT?
Tables 16 and 17 summarize 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 PIJT processed
21,97 price notices; of that total, 18583 were approved
by the PJT 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 4] 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 Jine 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 B5% of all price notices processed fall into
this category. It is therefore litthe 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 PIT takes little
cognizance of market signals, its activities fend 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 PIT's activities would be
hard-pressed to find a justification for its existence.
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TARLE 17T: PIT ACTIVITY BY INDUSTRY GROUPS®
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4. Wage 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 sctting, as its lead in varving 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
wias @ 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 of its impact on the rate of price
inflation. From 1961 to 1965, the Commission’s approach
was 10 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-
earmer. This system of wage determination remained in force
until early 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-
erease awarded prior to the re-introduction of wage index-
ation in 1975). Percentage increases in prices and in average
weekly eamnings are also shown.
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TABLE 18: WAGE DECISIONS, EARNINGS & FRICES

= incresss in % increass im Mytional wage de-
Yiear Average Weelkly Consumes Price | ciion® (manth of
hr:-n h:n effect in benckets)
195445 56 0.6 6.3 (Mox. 1954)
193554 (9] il =
1946-57 47 i 1.2 (une 19361
1957580 i | 10 1.3 (May 1957}
195859 1l 16 1.6 (iay 1958)
195980 T.8 15 9l Dune 1955)
| S0 B a.i -
1981621 P | 0.4 A2 (huly 19615
196263 14 0.1 -
196364 10 0.% 1.9 (Apeil 1565)
1964-65 T3 38 54 (mne [964)
196565 4 18 1.2 {Jene 1965)
196667 64 | 6. (luly 1946)
1967-68 LN 3 3 Chuly 1967)
19GER-6 75 16 1.9 (Dctober 196H)
9670 B 32 1.0 (December 1969)
19706-71 1.0 48 6.0 (lunusry 1971)
1971-72 [ 8] b 1.5 (May 19710
19721 2.1 &0 &4 (May 1975)
197374 63 118 &1 (May 1574)

*Nole: Figursi given are T incees in perge seurd wages implicd by sny
increane in basic wepe snd masghns (pre 1 967) or total waps (pos 19671

Sowrce: ARS: J, B lmac, op. cit (Table 8) p. 138; F. B Jonson, K. L. Mahar
.ﬂﬂ_:.mnup.“ﬁmhrl.tm i Auatrsla™, in Adusrralian
Eromoevie Pepers, Yol 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 CPl in 9 yvears, was the same as it in
one year, and was less than the CPl 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 & substantially higher rate than the national wage
decisions implied, indicating the importance of over-award
payments in the Australian wage structure.

The rise to prominence of overaward wages clearly
occurred only after the introduction of the total wage con-
cept. During the 13.year period 1954-55 to 196667, al
though the national wage decision marginally exceeded the
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increase in average weekly eamings 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 eamings
intensified. The everincreasing resort to over-award pay-
ments after 1967 led finally to a 12 percentage poinis excess
of average weekly earnings growth (of |6%) over the national
wage decision (of 4%) in 1974,

The enormous pressures generated by this rapid growth
in eamings, 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 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 deliber-
ations resulted in a very lengthy heaning 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
{ALF) government supported the proposals for wage index-
ation, the national employers’ groups and various state gov-
emments 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 CPl for the March 1975
quarter;

(i) the male minimum wage was increased by $4;

(iii) under the wage indexation system introduced,
there is to be no wage adjustment o compensale
for & CPl rise in any quarter unless the CPl increase
in that quarter is at least 1% — movements in the
CPl of less than 1% are o be carded forwand Lo
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 particularly 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 wages and salaries in line with rises in the CPlL

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 CPl of the preceding quarter. Although
no increase was granted in the September 1975 quarter (as
the CPl 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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TABLE 19: INDEXATION, EARNINGS, AND PRICES

% oreas in & Increase in
Duarar k“tqrmﬁl L | [qruﬂr] Indgnstion decision
1975 M 14 18 16%
| 1K i3 5T
i LR B -
o 0 6 A%
1976 M 13 30 3.0% wp to 3115; 3180
Eﬂ“ §125
i 4.3 15 3250 wp 10 5166 1. 5%
abowe §166
] 1A 12 1%
1] 14 6.0 $5.70 Nan increas
1977 M 15 11 .55 up 1o §200; 5380
whove $200
i £ | 14 1.0%

Indexation and inflation

Al 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
perpeiuating 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 Mat increase or 4 combination of
a percenlage increase and a flat increase (this latter approach
is termed “platean indexation™): except for the June 1976
decision, platesu 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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eamers 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 CPl 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
gz 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 reeze could not work.
The award of 1.9% on incomes up to 5200 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
CPl (estimated at 0.4% out of the 2.3% March CPl rise).
This was continued in the June 1977 decision, which rep-
resented a full flow-on of the CPl rise after the marginal
impact of the devaluation was excluded.

§.  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 everincreasing strains
on the indexation system itself. But the shakiness of the
indexation system does not stem merely from itsimpact 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 eam-
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 camnings, on a gross and net basis, in comparison
with CPl movements, since the introduction of wage
indexation.

The figures indicate that over the 2% years to June
1977, consumer prices rose by 32% while (gross) average

eamnings increased by 30%; over thal period, tax

payable on AWE rose by 35% with the result that net take-
home AWE increased by less than 28%.

247



TABLE M AVERAGE WEEKLY EARNINGS: GROSS & NET

Caarter AWE® Tan Payabie Nat AWE _Hl from March 1973
51] on AWE** (1) (4 1) A AWE (s ]}

1975 N 1318 a1 1092 - - - -
I 154.2 LT 1106 1.4 18 13 s

5 1588 453 1136 a5 56 4.0 43

D 166.7 48.0 187 9.7 120 81 10

1976 M s 49 121.2 122 15.1 1o 1.4
! 171 0.6 1275 172 182 168 163
5 1843 124 1315 13 134 0.5 188
D 186.0 534 1326 124 4.7 s %0

19717 M 1521 557 136.4 6.4 30.1 M9 mE
1 1901 18 140.3 303 10 %4 1.9

SAWE = sveruge weekly earnings per employed male, meaponally el justed

*% Income mx payable b grow of rebaten

Source: ABS
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TABLE 17: BIT ACTIVITY BY INDUSTRY GROUPS®
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4. Wage 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 & 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 of its impact on the rate of price
inflation. From 1961 to 1965, the Commission's approach
was {0 increase the basic wage on an annusl basis in line with
the mate 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 carly 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-
ation in 1975). Percentage increases in prices and in average
weekly earnings are also shown.

242



Australicn Cowntrols

TABLE 18: WAGE DECISIONS, EARNINGS & FRICES

= & incieans i = IRciease B hﬂnrl wape t
‘car A Weskly

T | | e
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1967-68 18 13 L3 (huly 196T)
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197172 1ol [ 1.5 ey 197D
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fincresss in beske wape and margisa (pre 1967) or tots] wage (post 196T).

Soarce; AH!‘E.l-:d,ltﬂ{T-l'-HH . 158; P. B, Jonson, K. L. Mahat
and G, ). Thompson, ElnhT Award i Asviralia™, In dsireliss
mhpﬂl.\hﬂl] Juse 1974, p. B9,

The emergence of over-award wages

In the 20 years to 1973-T4, the national wage decision ex-
ceeded the rise in the CPl 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 camings typically in-
creased at a substantially higher rate than the national wage
decisions implied, indicating the importance of over-award
payments in the Australian wage structure.

The rise to prominence of over-award wages clearly
occurred only after the introduction of the total wage con-
cept. During the lB-rmpﬂhﬂ 1954-55 to 196667, al
though the national wage decision marginally exceeded the
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increase in average weekly eamnings 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 twial wage concept, however, the divergence between
the national wage decision and increases in average eamings
intensified. The everincreasing resort to over-award pay-
ments after 1967 led finally to a 12 percentage poinis excess
of average weekly eamnings growth (of 1 6%) over the national
wage decision (of 4%) in 1974,

The enormous pressures generated by this rapid growth
in eamings, 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 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 deliber-
ations resulted in a very lemgthy 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
(ALP) government supported the proposals for wage index-
aticn, the national employers’ groups and various state gov-
ermments were against its introduction.

In that historic decision of the 30th April 1975, the
Arbitration Commission, in reintroducing a system of wage

244



Auitratian Confroly

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;

{ii) the male minimum wage was increased by 54;

{iliy under the wage indexation system introduced,
there is to be no wage adjustment 10 compensate
for a CPI rise in any quarter unless the CPl increase
in that quarter iz at least 1% — movements in the
CPl of less than 1% are to be carried forward to
subsequent quarten(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 particularly noteworthy that, in contrast lo the system
of automatic quarterly wage adjustment which operated
up to 1953, the latest wage indexation experiment is nol
automatic. That is to say, Australia’s post-1975 wage index-
ation system does not provide for the automatic full adjust-
ment of wages and salaries in line with rises in the CPL

As Table 19 indicates, for the first 4 guarters of index-
ation, the Arbitration Commission decided in favour of full
indexation, that is, of increases in wages and wmlaries equal
to the full rse in the CPl of the preceding quarier. Although
no increase was granted in the September 1975 quarter (as
the CP1 rise was below 1%), the December decision compen-
sated wage levels for the increases in the combined Septem-
ber and December CPl figures.
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TABLE 1% INDEXATION, EARNINGS, AND PRICES

H increame (B W [acroase in
Quarter | AWE ft:nlm'l Pl lq-u:rhh'lﬂ Indenation decislon
19715 M 14 1.6 1én
| 18 15 3%
s L] L1 ¥ -
D A0 E¥ 3 fA%
1976 M 3 3.0 3.0% mp vo §125; 53.80
sbhowe §115
| ag 15 $1.50 wp 1o 5166 1.5%
abave 5166
8 14 ad 118
1] 14 6.0 5,70 MNay incresss
1977 N 15 a3 1.5% up o $200; §3.80
shoave § 200
J R | 14 4.0

Sosieos: ABS; CHA Benk Foosomic Review

Indexation and inflation

At the end of 1975, it became clear that, although the in-
flation rate had peaked earfier 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 cither a flat increase or 8 combination of
a percentage increase and a flat increase (this latter approach
5 termed “plateau indexation™): except for the June 1976
decision, plateau indexation has taken the form of a percent-
age increase up to arcund average eamings 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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camers 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 CPl 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 Aprl Premiers’ Conference, ranks
as one of those rare instances when state and fedeml 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 3200 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
CPl (estimated at 0.4% out of the 1.3% March CPI rise).
This was continued in the June 1977 decision, which rep-
resented a full Now-on of the CPl rise after the marginal
impact of the devaluation was excluded,

§.  The system under strain

The adherence by the Commission, throughout 1976 and
1977, to lesa than full indexation {with the exception of the
September 1976 quarier) has placed ever-increasing strains
on the indexation system itsell. But the shakiness of the
indexation system does not stem mercly from its impact in
permilting 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 eam-
ings. One reason for the present shakiness of indexation as
s wage-fixing system in Australis 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 CPl movements, since the introduction of wage
indexation.

The figures indicate that over the I years t© June
1977, consumer prices rose by 32% while (gros) averige
weekly eamings increased by JOF; over that period, tax
payible on AWE rose by 35% with the result that net take-
home AWE increased by less than 28%.

247



TABLE 2 AVERAGE WEEKLY EARNINGS: GROSS & NET
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Taxation versus indexation

In other words, in the 2% years since the introduction of
wage indexation, gross weekly camings of the “average”
Australian male have risen by around 95% of the rise in the
CPl, 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 CP1.

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

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 aftertax eamings has
continued.

Mote 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
e:p:ﬂmhih:pmﬁﬁmnf:n:h]-ﬂhuurﬂ:ummh
the tax system. Although take-home average eamnings have
increased less rapidly than the price level, af the same time
the “average” Australian is no longer required to provide
for health costs out of take-home income; he has improved
holiday and sick leave; he has no need to provide for the
education of his children (or himself); 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
lﬂ.ﬁmmhhpﬁdthtﬁeuﬁﬂpﬂdﬁwﬂ
commentators to the effect that the Federal government
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A excluded the impact of Medi-

bank and devalustion on the CPl from wage deliberations,

while the government has also reduced the benefits of tax

indexation by eliminating the impact of these two
OCCurmences.

The pressure on wage indexation continues to build

review of Australia’s wage fixation system: this review
began late in June 1977.

In the meantime, wage indexation continues in the lace
of definite signs that its cuthanasia will be completed soon.
With inflation receding only slowly, it is clear that Wige
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 foor in the Aus-
tralian economy.

The preceding analysis suggests the implication that,
regardless of what incomes policies are pursued by the
Australian suthorities, their success will be limited until
the maintenance of a stable currency as a policy objective
takes precedence over incomes policies and other measures
designed to placate interest groups,
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(ii) 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 if we are
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™ fiasco. Rarcly 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.

It 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 itsell over individual prices is foolish,
or worse. It could have been very unlucky for Australia,
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 undoobiedly 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 sccond 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 17%% devaluation of November 1976 and the extra-
ordinary mismanagement of the exchange rate through the
carly months of 1977. Liquidity had been alternately heavily
squeczed 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 & “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
the sheer lack of the most elementary commonsense
demonstrated by various government and business
Almost without exception, Liberal politicians and
business leaders joined in o chorus of collectivist
cajolery. It was almost Maoist, in the sense that the view was
put that if only everybody could together summon up
sufficient “national will" 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 lttle learnt that it will

bear repeating perhaps that generally rising prices and wages

]

252



Auztralian Control

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 ihe
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 political 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 political failure in prospect, the Liberal
leaders at least were anxious to find some other news to
distract attention from this disappomtment.

Yet it would be pleasing to be lieve that the “frecze™
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
frecze. 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

ithe tide of .
clared at one high point in the rhetoric: “Ths s not miry
fairy; it is feasible if we have the will to do it”. NSW Premier
Wran also subscribed to similar sentiments, referring to the
“curious lack of motivation in Australia amongst all sections
of the community to come to grips with what we know isa
divisive and difficult problem . . ." Ewveryone, he claimed,
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“would be thrilled if we could get some national com-
sensus . . " ":wmmh:u:mldﬂlufthhwmﬂy
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
beliefs 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 politicians 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 fof reason.

That explains how the freeze could be adopted without
any expert economic advice whatever. There were no de-
partmental submissions, There was nol even a Cabinet mect-
ing on the subject. It was a crude act of faith on behalf of
Prime Minister Fraser 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 publicly against it).

The proximate causes of the “thaw™ of the “frecze”
lie in its inherent absurdity. No one had thought how to
frecze 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 powe
to "freeze™? And what about price rises “in the pipeline”,
approved by govenment 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 work.

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 fresze their prices
if the costs of inputs were nol also frozen. [t 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 markel economy
as “nineteenth century economics”, but their thinking s 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.

255



PART D
A SUMMING UP

8. The Political Economy
of Wage and Price Control




The Political Economy
of Wage and Price Control

(i) Samuel Brittan & Peter Lilley
{iil} Milton Friedman



THE AUTHORS
(i} Samsel Brittan and Peter Lilley. (see Chapter 1)

() Miton Friedman was born in 1912 in New York City and grad-
uated from Rutgers before taking his M.A. st Chicago and PhD at
Columbis. From 1935.37 he worked for the U.S. Matlonal Resournces
Committee and from 194143 for the US. Treasury. Since 1946 he
has tsught st the University of Chicago, where he i now the Paul
Snowden Russell Distinguished Service Professor of Economdes. He
has dso taught st the Universities of Minnesota, Wisconsis and Col-
umbi & well as lecturing at universities throughout the world from
Cambridge to Tokyo, Since 1946 he has also been on the research
stafT of the National Bureau of Economic Research, and, from Decemb-
er 1576, s senbor Research Fellow at the Hoover Institution of Stan-
fosd University. Professor Friedman was swarded the 1976 Nobel
Prize in Ecomomic Sciences



The Political Economy
of Wage and Price Control

(i) Incomes policy — the case against®

Samuel Brittan and Peter Lilley

1. PRICES — 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 (o thinking of the rate of increase of the cost-
of-living index, or of average wage rates or eamings, that it
is easy even for economists to overlook the importance of
relative prices and relative wages.

The evils of a gencral 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 lists of volers’ 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 — 8 much less widely understood. Still less
appreciated is the need for changes in these ntios. In the
carly mediacval period a book of avemage price might ex-
change for the equivalent of two cows. Today & single cow
would be worth several dozen hard-cover books and several
hundred paperbacks.

People can appreciate that the development of printing

*from Samusel Britien and Petev Lilley, The Delusion of fecomer Palicy, Maurkos
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 @ easy 1o appreciate the reasons for the more rapid
upsels 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
hourly building wage to get some simple repairs done in
one’s home,

Varations in relative prices and wages have a dual
role. One & to tramsmit 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, governmeni agenches,
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-
vils of many months. Il these changes are frustrated the
price mechanism will not be able to secure even a rough bal-
ance beiween 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 difli-
cult enough to piich price ceilings to allow an appropriaie
level of profits for the whole cconomy. (If the prices fixed
are oo low, firms will have to dismiss workers, and invest-
ment will fall engendering fewer new jobs. IT they are too
high, the whole point of the exercise is lost.) It is next to
impossible to fix tens of thousands of individual wuges and
prices in the whole economy.

Yet if 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
are: even gross profits have not exceeded 16 per cent of GDP
since the early 19508 (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 froren 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. Bankrupicy and unemployment
would be widespread.

For precisely that reason any incomes policy that
attempts to influence the pattern of market wage rates must
allow businesses to adjust prices to reflect wage (and other)
costs. So incomes policies almost by necessity involve cost-
plus pricing. This removes, at a stroke, the long term com-
petitive pressure (o make economic use of scarce resources.
If market signals and incentives are prevented from function-
ing, not only will output be wastefully low, but unemploy-
ment needlessly high

It is small consolation that some of the worst effects
are averted by the ineffectivencss of the controls — either
because they mercly ratify market levels or because they
are avoided. Nor is there the slightest reason o 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 remunemtion. If 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 voler may not see much harm in directives (o
large corporations; and he may even welcome moves to force
financial mstitutions o invest in approved ways (until he
finds that the sums do nol belong to an abstract entity
called the City. but are his own pension funds). But he will
certainly notice it il the attemptled suppression of market
forces on the job market leads to direction of hbour, which
it is almost certain to do il carried far enough for long
enough.
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The prospect is not just a doom-monger’s nightmare.
Alresdy 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 casily 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
cconomic 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 are very deeply
entrenched in Britain, They are basically lobbies for regulat-
ing wages, with price control thrown in a2 a sop 1o make
them acceptable to the unions. The whole mixture is known
ecupbhemistically 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 pood 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
Commrvative regimes of the 19508 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 (OEEC) 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 waming 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
rond : but after 29 months he too had imposed statutory
confrols.

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 L 6 pay limit followed by its 1976 "4% per cent’
successor. The pay controls were meant to be enforced by a
combination of TUC 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 vear. But whoever is in charge of economic policy
in 1977 will have to face very strong establishment pressure
to continue pay controls in some form and to tighten them if
they have been eroded too f(ar.

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 per cent 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 control will be in an

apparently good position to say ‘I told you so'.

1. A DIALOGUE ON INCOMES POLICY

¥ ou have spoken of ‘the apparent short-term success’ of wage
controls, How would you summarise the record to date,
taking Britain as your instance?

If incomes policy 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 if 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 carly 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, 1o an average of
16 per cent per annum in 1972-6. It s 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
inftial 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 ceiling, 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 limil wage increases, The second
phase of tight, but slightly more flexible, control has a mixed
record. In the third and fourth phases, which are supposed
to lead the way to a more permanent sysiem, the policy
is luble to explode and disintegrate and we often end up
with higher wage increases than before the policy started.

In a nuishell, incomes policy will always come un-
tuck 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 snomalies and rigidities destroys every incomes policy.
In other words, neither a uniform amount or percentage,
nor some centrally agreed pattemn 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 & 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 ‘uncxpecied’ deterioration in the terms of trade or a sur-
prise increase in the price of cil. Such events are nol of
course Acts of God, but are in large part a reaction to infla-
tion either in the country concermed 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 templation to do so is extremely great in a pol
itical world where a week is a long time. Inflation — or to be
more sccuraie an unexpected increase in the mte 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
policy appears to provide a much less painful method of
curbing inflation without having to curtail 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 politicians, officials and journalists to go for
the apparent immediate gain is obvious.

very little efTect either way?

Our imaginary interlocuter is on to an important point.
The more effective the price controls are, the more ham
they do for the reasons given carlier. But the converse docs
not follow. The controls can be inefTective in limiting prices
and =till do harm.

The easiest way of avoiding price controls is through
changes of classification or quality. It is impossible [



Sumiming Lp

the Nixon price controls there was a public controversy,
never guite resolved, on whether a soup manufacturer had or
had nol 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 becomes gradually more mis-
leading and — in the nicest and most gradual way — can be
said 1o be rigged.

If price controls are severe enough to reduce the price
of articles of a given quality below their competitive level,
physical shoriages will normally result. That is why wartime
price conirol 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 s lower price demand must be higher, supply less and
shortages develop. Some method of allocation is required;
and in the absence of a government coupon scheme goods
to those who have the time and patience to stand
queues; or there will be unofficial rationing by suppliers,
there be black markets and side payments: or some

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

o profitable subsidiary employing 250 people with
£2m of export sales for similar reasons. Other companies,
cited in a CBI survey did not, however, consider it worth
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too much effort to eliminate loss-making activities,
this would have brought them up to the edge of per
margins for the whole of their activities.

The dividing line between avoidance, quality change
and allocation of goods by rationing or quewes, is not casy
to define. 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 supplies 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
squeered through sheer ignorance. The time and energy,
not only of accountants but of chairmen and top execulives,
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 ICI, a
third of these involving annual sums of £50,000 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-price meth-
ods of allocation weaken both the signals and the incentives.
The greater the impact that the controk are meant to have
on price levels the greater is the harm done.

The hyperinflation in Germany after World War |1, 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 forgotien
that there was a runaway rise in prices in Germany alter
both World Wars. The difference s that the inflation after
World War | was an open one with most prices and wages
determined by market forces; whereas after the Second
World War wages and prices were righdly controlled. Although
the earlier inflation was far more severe, output and employ-
ment remained high until the crazy last six months in 1923
when the curmency collapsed completely. After the Second
World War, by contrast, output fell by hall. The shortfall
cinnol be attributed to war damage, as output shotl up soon
after Dr Ludwig Erhard — then bizonal controller and alter-
wards Economics Minister — abolished all controls in 1948,

;
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of pm;dm:h became unobtainable or were subject to long
delivery dates even in the depths of the severest postwar

The worst effect of the controls, however, was that
businesses were not sure whether they would be allowed
lo earmm & 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

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, if price controls were relaxed so much as to be
come a formality, or a fancy label for anti-monopoly palicy,
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 liberalsation might
at best make businesses confident that they could secure
the average prevailing market rate of return on capital. But
many of the most important projecis are nol expecied fo
earn an average rate of return. They are undertaken in the
hope of being able to make a killing if they tun 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 if all major companies and investment institutions
were state-owned or workers' cooperatives. An important
effect of discouraging risk capital i to raise the sustainable
rate of unemployment. One way in which entreprencurs
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.
If 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 15 to 16 per cent 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 12to 13
per cent 1o between O and 4 per cent. The amount of profits
going to shareholders and available for squeering 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
companics (o 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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Summing Up

Brown, did not involve price or profit margin control. The
price investigations of the Aubrey Jones Prices and Incomes
?m#mdwﬂumumd had no sutomatic statutory
orce,

But politically this hall-way house could not last. If
unhumﬂudlnmplmuda{:ped&mihw
Hﬂ]mtmﬂnflpﬂﬁﬁcplﬂﬂ.ﬂrlthﬂtpmﬁtmlﬂiﬂ
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 almost every country
where wages have been controlled, prices and profits have
eventually heen controlled as well.

] Treding profitn as in () e
CEpital conpumplicn valusd
B4 B CLFTRA] rel soermen | ooite

n - i i
LEEEL BN B e o O N R B L AR TR N S B [ ke e |

1@ed 1966 18970 ars

Chart 1: COMPANY PAOFITS AS A PROPORTION OF
GROSS DOMESTIC PRODUCT
Source: Tramwry Economer Progres Repost, May 1878

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 UK 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 L6 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 briefl 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’. If con-
trols were on a weekly carnings 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 piecowork recakulations 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 increase? “What is an establishment?”, 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 1o be proportion-
ately as large as variations in profits among firms, it is still
important that they should take place. If 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 L6 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.
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lii) Price controls, business and
government®

Milton Friedman

| should say a word at this point about one panacea (for
inflation) that is proposed, namely, price and wage controls.
| saw in today's paper that there was a business group that
asked for Government restraint on wages. | am sorry 1o 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. If 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 permilling wages to go up. The result of course is to
squeeze every enterprise and force many into liquidity
difficulties. The enterprises then come running to the Gov-
emnment o be bailed out. The Government is glad to bail
them out by taking them over. That is an almost certain road

*trom Milrom Frisdmen fn Awstralia, Constsbbe & Bain, Sydney 1976, pp. 61 - 62,
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to complete socialisation of an economy. This is why | say
the businessmen who ask for wage and price controls are
asking for their own elimination and the socialisation of the

And they are asking for it for mothing 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 imposition 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 Government 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 nol foolish. The people who do these things
aren’t stupid. They know the record of history. They know
as well as you and | 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. Loock at the record in recent years. In the United
States in 1971, Mr. Nixon imposed price and wage controls
al a time when our rate of inflation was running at the
horrendous level of 4%% 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. | can assure you if
you look at the record you will find that what | have said
characterises essentially every peried of imposition on price
and wage controls,
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