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LETTERS OF TRANSMITTAL

JUNE 21, 1982,

To the Members of the Joint Economic Commiittee :

Transmitted herewith is a volume of essays entitled “Wage and
Price Policies in Australia, Austria, Canada, Japan, The Netherlands,
and West Germany,” prepared by the Congressional Research Service
as part of the committee’s broad examination into cures for inflation.

The chapter on Australia was prepared by Raymond Ahearn, Spe-
cialist in International Trade and Finance; Austria and The Nether-
lands by David Driscoll, Consultant in International Economics;
West Germany by Arlene Wilson, Specialist in International Trade
and Finance; Canada by Julius W. Allen, Economic Consultant, Eco-
nomics Division; and Japan by Dick K. Nanto, Analyst in Interna-
tional Trade and Finance.

Each of these countries supplement traditional anti-inflation macro-
economic policy with explicit or implicit wage and price policy,
designed to minimize the social and economic costs imposed by defla-
tionary economic policies—policies which only succeed in moderatin
inflation by creating substantial excess productive capacity anﬁ
unemployment.

The views expressed in this volume are those of the authors and
do not necessarily represent the views of the Joint Economic Com-
mittee or of its members.

Sincerely,
Henry S. Rruss,
Chairman, Joint Economic Committee.

JuneE 15,1982,
Hon. Hexry S. Rruss,
Chairman, Joint Economic Committee,
Congress of the United States, Washington, D.C.

Dear Mr. CrarMaN : Transmitted herewith is a collection of essays
entitled “Wage and Price Policies in Australia. Austria, Canada,
Japan, The Netherlands, and West Germany.” The study was con-
ducted by the Congressional Research Service of the Library of Con-
gress at the request of the committee. The collection was coordinated
by William Cox and John Henderson.

The papers review the policies utilized in recent vears by these six
mature capitalist democracies to moderate wage and price increases.
In combination with hearings held bv the committee on wage and price
policies in Austria (June 2, 1981) and Scandinavia (October 20,
1981), this study provides an extensive background of information
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on the use of wage and price policies to moderate inflation. Because
these policies do not impose massive unemployment, social disloca-
tion, stagnating investment and productivity, and declining real
growth, they are more cost-effective than conventional macroeconomic
policies alone.
Sincerely,
James K. GarsrarTH,
Executive Director, Joint Economic Committee,



FOREWORD
By Chairman Henry S. Reuss

This volume, “Wage and Price Policies in Australia, Austria, Can-
ada, Japan, The Netherlands, and West Germany,” attempts to fill a
void in the analysis of comparative economic systems,

Traditional deflationary monetary and fiscal policies work only
slowly and inefliciently to moderate wage and price pressures. In the
postwar period, wages and prices have increasingly become rigid
downward. As the late Arthur Okun described this reality of today’s
economy, participants in the price-setting and taking process are un-
responsive to short-term fluctuations in demand and supply. As a
result of what Okun termed “implicit contracts” or “invisible hand-
shakes,” employers and employees, suppliers and customers act to re-
inforce and stabilize their long-term relationships. They price their
services and purchases to maintain existing commercial relations,
rather than always selling at the dearest or buying at the cheapest
price. The result is the insulation of wages and prices from market
forces in all but severe circumstances.

Wage and price inflexibility downward has rendered the use of a
deflationary monetary policy to moderate inflation grossly inefficient
and wasteful, for that approach only works by disrupting market rela-
tionships and forcing market participants into crisis. Yet time and
again in recent decades, Administrations and Federal Reserve Boards
of Governors have launched assaults on inflation with contractionary
monetary policies alone. Their effect can be measured by the wasteful
excess production capacity, unemployment, and foregone income
which these policies created. Wage and price moderation was won only
through the fear of diminishing profits on the spectre of unemploy-
ment.

The disruption in economic activity due to the workings of this sys-
tem—excessive interest costs and credit rationing by lenders—falls
very unevenly across society as well. Interest-sensitive sectors, such as
small business, housing, autos, agriculture, and capital investment, bear
the brunt of tightening credit and rising interest, while some large
firms enjoyed both conitnued access to ready credit and the ability to
pass rising interest costs on to others. In labor markets, the brunt of
anti-inflationary tight money policies falls on the unskilled, women,
and minorities with the least seniority protection.

This pattern is being repeated by the current Administration. The
result is a sharp rise in excess capacity and in unemployment to
record postwar levels. More, the Administration’s present economic
policy mix presents a greater threat than did earlier postwar episodes
of deflationary monetary policy. The present blend of extraordinarily
expansionary fiscal policy and tight monetary policy ensures that real
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short- and long-term interest rates—after adjustment for inflation—
will remain far above traditional levels. In turn, these rates will limit
the scope of any economic recovery which may occur, severely limit
prospective market growth for goods and services, and extinguish
hopes for a resurgence of capital investment and productivity growth.
The Administration has thus planted the seeds for another decade of
economic stagflation, and for a further diminution in the role and
prestige of the United States on the world stage.

It is easy enough to fault a failed policy. To devise a blend of pol-
ices to modearte inflation more efficiently is the greater challenge. Over
the last 20 years, Democratic and Republican Administrations have
adopted a variety of incomes policies which have not carried the enor-
mous cost of traditional contractionary macropolicies.

There is not much scope for optimism in these experiments. But
neither do they establish that wage and price or incomes policies have
no value in controlling inflation.

We have long needed a careful, thorough review of incomes policies
to assess what role they may hold as a cost-effective supplement to
macropolicies in combatting inflation. As a first step in this review,
the committee has looked abroad for information on incomes policies.
This selection of papers and committee hearings held on June 2, 1981,
and October 20, 1981, are the first results of that exercise. Incomes pol-
icies in most Western societies contain three key features:

They have been an effective complement but not a substitute for
macroeconomic stability. Their ability to offset the inflationary
effects of external monetary and terms-of-trade related events
is limited at best. '

A climate of cooperation and consensus is more important than
any specific institutional incomes policy framework involving
market participants or the government.

Many institutional frameworks are compatible with successful
incomes policies. But, some specific institutional features such
as annual wage bargaining and standby authority to control
certain prices, appear to be most helpful.
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Chapter I. WAGE AND PRICE POLICY IN AUSTRALIA
By Raymond J. Ahearn*

INTRODUCTION

During the 1950s and 1960s, Australia enjoyed a long period of
noninflationary and generally stable economic growth. Specifically,
from 1952 through 1960, inflation (as measured by the Consumer
Price Index) averaged 2.7 percent per year, the unemployment rate
fluctuated between 1.0 and 2.0 percent, and the economy grew at an
annual rate of 4.9 percent. Between 1961 and 1970 inflation averaged
2.3 percent per year, the unemployment rate averaged about 1.5 per-
cent, and the economy grew at an annual average rate of 5.3 percent.
In comparison with other OECD countries, Australia’s price perform-
ance (as measured by the GDP deflator) was significantly below
average during a substantial portion of these periods and only Ger-
many enjoyed a significantly lower average level of unemployment.®

After these two decades of noninflationary growth and low rates of
unemployment, Australia began experiencing acute difficulties in
the 1970s. As in most other OECD countries, inflation accelerated,
economic growth slowed, and unemployment rose. Both in Australia
and around the world, the dual problem of inflation and unemploy-
ment took on a new and intractable dimension.

From 1970 through 1972, Australian inflation increased to 5.9 per-
cent per year, the unemployment rate averaged 1.8 percent and the
rate of economic growth fell slightly to 4.5 percent per year.? The
economy deteriorated sharply from 1973 through 1976. During this
period, inflation increased rapidly to over 14 percent per year, the un-
_employment rate averaged 3.0 percent (and inereased to more than 4
percent in 1975 and 1976) and the average annual economic growth
rate fell to 2.6 percent.* Contractionary fiscal and monetary policies
helped to moderate inflation to about 10 percent in 1977, but the reduc-
tion was associated with a renewed downturn in cconomic activity.
Although the economy experienced a modest recovery in 1978, infla-
tion and unemployment pressures have persisted. In fact, from 1975

*Specialist in International Trade and Finance, Economics Division.

1 Jolley, Ainsley. Macro-Economic Policy in Australia. London, Croom Helem, 1978. p.

241-242.
2 QECD Economic Surveys. Australia. December 1972. p. 16-17.

3 Jolley, op. cit., p. 242,
¢ Ibid.
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through 1980, inflation (as measured by the CPI) has averaged close
to 11 percent and the unemployment rate has fluctuated between 4 per-
.cent and 6 percent.® Since the mid-1970s and continuing today, the
Australian economy has remained trapped in a stagflationary
straightjacket, characterized by low levels of output, double-digit in-
flation rates and unacceptable levels of unemployment.

The Government has attempted to deal with stagflation partially
through tight fiscal and monetary policies and currency devaluation.
In Australia, there is no incomes policy that sets maximum wages and
prices, accompanied by penalties for transgressions. However, there is
a national wage determination system which establishes minimum
wage levels and influences the general wage level, and a short history
of attempts to limit price increases. Australia’s experience with wage
and price policy is the focus of this report.

1. Wage Poricy 1IN AUSTRALIA

The Arbitration System

Since the early 1900s, wages and working conditions have been in-
fluenced by findings of independent Federal and State tribunals cre-
ated to arbitrate industrial disputes. Although the arbitration system
was created to deal with industrial disputes between employees and
employers, the system has evolved into a tribunal for formulating and
applying a national wages policy. The effectiveness and impact of the
system on the level and structure of wages are today issues of national
debates.®

The most important of the tribunals is the Australian Concilia-
tion and Arbitration Commission (hereafter referred to as the Com-
mission). This body has the function to settle, through compulsory
arbitration, disputes “. . . extending beyond the limits of any one
state . . .” Since the Commission can be involved only in interstate
industrial disputes, the employers and unions must create such a dis-
pute to initiate a national wage case which provides general increases
In minimum wages for various categories of employment. These mini-
mum levels are called awards. Federal awards or determinations take
precedence over State awards if the two are in conflict.” Although an
award constitutes the legally binding minimum wage for a particular
line of work, there is nothing to prevent negotiations for higher wages
or special conditions giving rise to “overaward” payments. Thus, col-
lective bargaining influences the wages of many employees who are
covered by arbitration awards.

Almost 90 percent of all employees are directly affected by State or
Federal awards. By custom or for legal reasons, decisions of the Com-
mission tend to set national standards and are reflected in the decisions

s Varioas issues of Australian Government publication entitled Treasury Round-up of
Economic Statistics.

6 In April 1981, the Government annonnced the establirhment of a commonwealth inquiry
into the wage determination system and industrial relations. The inquiry 1s charged with
looking into alternative systems. including free collective bargaining.

“ OECD, Australia, 1972, p. 82-87.
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of the State tribunals. State tribunals tend to follow closely the
determination of the Federal Commission.?

Early in its existence the Commission (then called the Court of
Conciliation and Arbitration) formulated the concept of a basic wage,
based on the principle of the necds of an average family man. The
basic wage was essentially a minimum wage for unskilled workers.
Over time, a change in the basic wage affected the wage of all workers,
skilled and semi-skilled alike, and thus constituted a movement in the.
general wage level. As a means of maintaining the purchasing power
of the basic wage, quarterly indexation was formally adopted in 1922.
This involved automatic increases (or decreases) in the basic wage in
accordance with changes in retail prices. (Indexation was kept in ef-
fect ungil 1953. It was again adopted in 1975 and once more abandoned
in 1981). '

In addition to the basic wage, skilled and semi-skilled work and
work involving special requirements was paid a margin above the
basic wage component. The determination of margin awards involved
the principle that the relative pay of different jobs should correspond
to their relative requirements in skill, training, responsibility, ete.
Margins were varied less frequently than the basic wage, representing
less concern over the effects of inflation on the purchasing power of
skilled and semi-skilled workers. As a result, in inflationary periods,
the wage relativities between the unskilled and more skilled workers
tended to decrease.® In 1967, the Commission abolished the distinction
between a basic wage and margins. It formulated a “total” wage
award for every job clessification in national wage cases.

In determining the total wage, the Commission moved away from
a criterion based on “need” toward one based on what the economy
could afford to pay. But the later concept has never been precisely
defined. Although the Commission considers economic evidence in its
deliberations, it has explicitly refused to interpret capacity to pay in
terms of the increase in money wages compatible with price stability.
In effect, the major economic standard utilized by the Commission in
the past has been increases in the cost of living.

Tho Commission justifies its position on two grounds. First, al-
though it has become a de facto wage-setting body, the Commission
has no control over other measures (e.g. prices, profits, level of aggre-
gato demand) that would make the policy fully effective as an instru-
ment of national economic policy. In addition, as mentioned above,
a substantial portion of wage increases take place outside the arbitra-
tion system in the form of over-award payments. Secondly, the Com-
mission’s statutory function is the prevention and settlement of indus-
trial disputes. It is limited as to sanctions it can apply to enforce its
wage determination decisions. Thus, the Commission must be pri-
marily concerned with the acceptability of its decision by the relevant
parties. In cases where unions fail to accept the award, strikes can and
often do occur.

8 Ihid.
* Perry, Len. Wages and the Australian System. In Veale, John M. ed. Australian Macrg-

economics. Prentice Hall of Australia, 1980. p. 66.
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Effects of the Arbitration System: 1970-75

The effect of the arbitration system on wages, prices and the distri-
bution of income is a key issue in Australian econcmic policymaking.
During the 1950s and most of the 1960s, a period of stable growth, low
inflation, and low unemployment, arbitration system appeared to work
well. Between 1953 and 1965, for example, the nominal minimum
weekly wage rate increased at an annual rate of 3.1 percent and the
consumer price index rose by 2.2 percent. Real wages, thus, increased
during this period by less than 1 percent, which was well below the
productivity trend of 2.5 percent.'

Difficulties began to appear in the late 1960s and early 1970s when
wages and prices began to rise at a very fast rate, culminating in the
wage and price explosion of 1974. As shown in table 1, sharp increases
in average weekly earnings (W), which had registered around 4.5 per-
cent in the 1960s, began in 1969. Similarly, the consumer price index
(P), which had averaged 2.5 percent in the 1960s, more than doubled
by 1971 to 6 percent. The OECD concluded that the proximate cause
of accelerating price inflation was wage inflation, first mainly through
“wagedrift” (rising over-award rates and overtime) and, from late
1970, increasingly through wage awards made by the arbitration
authorities.!*

Government efforts in 1972 to fight inflation through fiscal and
monetary restraint solidified simultaneously with a leveling off of in-
vestment. Consequently, economic growth slowed and unemployment,
though still moderate, rose to its highest level in a decade. The OECD
maintains that restrictive demand policies helped arrest the accelera-
tion of inflation, but that cost-push inflation intensified and peaked in

TABLE 1.—INDICATORS OF ECONOMIC ACTIVITY, 1966-78

[tn percent]

Period w1 p2 WR3 WA ¢ DR s ue
4.82 2.98 179 414 0.65 1.7
6.69 3.19 3.39 5.80 . 1 8%
6.32 2,65 3.58 5.97 33 1.8
8.71 2.92 5.63 6.85 1.74 1.82
8.46 3.91 4.38 5.76 2.55 1.6§
12.37 6.06 5.95 13.01 —.57 1.91
8.19 5.87 2.19 10.19 ~1.82 2.61
12.47 9.47 2,74 14.32 -1.62 2,31
22.49 15.11 6.41 31.06 —6.54 2.67
18.46 15.07 2.95 20.87 -1.99 4.90
14,51 13,51 .88 15.17 -.57 4.71
10.16 12.31 -1.91 1nm.21 ~.91 5.63
1978, - 8.77 7.92 .79 6.61 2.03 6.41

1 W=npercentage rate of change in the annual value of average weekly earnings for each calendar year.

2 P=percentage rate of change in the annual average value of the Consumer Price index for each calendar year.

8 WR=percentage rate of change in real average weekly earnings, where WR=(W-P)100+-100+P.

WA - percentage rate of change in annual average value of male and female award wage rate for each calendar year.
8 DR=earnings d:ift, where DR=(W-WA)100-+1004-WA,

8 I} =the percentage of the labor force unemployed; annual average for each calendar year.

Source: Perry, Len. Wages and Arbitration—Some Australian Aspects. In Veale, Johr M., ed., Australian Mazrozconomics,
p. 73. Prentice-Hall of Australia.

151" Downing, R. I. The Australian Economy. London, Winfield and Nicholson, 1973. p.
6-157.
1 OECD, Australia 1972. p. 44.
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1974 when increases in average weekly earnings (W) and award wage
ra,lt;]as 1()VVA) ballooned to 22 percent and 31 percent respectively (see
table1). :

Most strikingly, the increase in real wage rates (WR) in 1974
reached 6 percent, a level far in excess of productivity growth. Table
2 documents that Australia’s gap between real wage and productivity
from 1972 to 1975 was the largest among OECD countries. Such Jarge
increases in real wages over productivity growth undoubtedly placed
a severe strain on the economy. Some analysts further argue that the
growth of real wages outstripping productivity advances contributed
significantly to subsequent higher levels of unemployment.?? -

TABLE 2.—REAL WAGES AND PRODUCTIVITY GROWTH OF REAL WAGES MINUS THE GROWTH OF PRODUCTIVITY,

TOTAL CHANGE SINCE 1972 PERCENTAGE POINTS .

Up to 1975 Up to 1976

United States. o oo o o oo o ceccccmcccccceececeemmeemmmm———mea

Switzetland. ..

FO O 00 MDD 00 NN L =
©0 £ 00~ 00 00 U G2 O 2~ O I D e

—

—

EEBREBmmeonmmmwo
e

DNNANOWDOWOON WM

s et 4t ot et b
[

1 The growth of productivity is adjusted for changes in the terms of trade.
Source: OECD. Economic Survey of Australia. April 1978, p. 18.

Three factors, all related to the nature of the arbitration system,
are commonly set forth as partial explanations of the 1969-1974 period
of rising wages. First, the total wage system established in 1967 was
more inflationary than the old system. As discussed above, the new
total wage system applied wage adjustments to all categories of em-
ployment, whereas the previous system, although it adjusted the basic
wage annually and sometimes less frequently, adjusted margins for
skilled and semi-skilled workers even less frequently. This meant that
under the pre-1967 system the real wages of skilled and semi-skilled
workers declined during inflationary periods, which tended to dampen
the wage-price spiral.’ The post-1967 system, however, does not have
the dampening effect.

The second factor concerns the resistance of employees to changes
in relativities or wage gaps between industries or skill categories. As
relatively unskilled workers are awarded a wage increase, relatively
more skilled workers are motivated to agitate for wage increases to
compensate for the relative deterioration in their position. The force
of coercive comparison is strong in Australia because of the high con-
centration of workers in a few cities, which facilitates the spread of
information and a high percentage of union membership over a wide

12 Perry, Wages and Arbitration, p .72,
1 Ibid., p. 67.
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area of employment, thus enlarging coverage of wage settlements.

A third factor explaining the sudden and rapid wage inflation dur-
ing 1969-1974 relates to an increase in agreements reached between
employees and employers outside the national arbitration system. Al-
though the settlements were eventually ratified by the Commission, the
process arguably intensified the campaign of other wage groups to
ncrease their wages. :

Wage Indexation: June 1976-August 1981

As previously mentioned, from 1923 through 1953, the Commission
(then the Court) operated a system of automatic quarterly adjust-
ments of minimum wages based on changes in the consumer price
index. Partly as an adjunct to the Court’s decision to switch from a
need criterion to a capacity to pay criterion for wage determination
cases, the Court dropped indexation. According to the Court, changes
in the price level did not necessarily indicate an increase in the capacity
of an industry to pay higher wages. The Court added that automatic
quarterly adjustments had contributed to inflation and that abolition
of indexation would contribute to greater community expectations of
price stability.

After indexation was dropped, unions frequently complained that
their real wages were being eroded by inflation. With the acceleration
of inflation in the early 1970s, proponents of wage indexation began
to argue that its restoration was necessary not only to maintain real
wages, but also to reduce inflation. Full indexation, 1t was now argued,
would reduce the rate of inflation when the actual rate was less than
the expected rate on which successful wage demands were based. Fur-
thermore, it was maintained that in an inflationary environment in the
absence of indexation, workers would ask for large wage increases to
insure against the worst possible price increase.’®

Despite the fact that the Commission had abolished wage indexation
in 1953 in order to create greater expectations of price stability and
despite the fact that indexation was not made part of an overall pack-
age, the system was reinstituted in April 1975. Beginning in April
1975 the newly instituted system indexed wage increases every quar-
ter (which was changed to every six months beginning in 1980) to
the most recent movement in the consumer price index.

Table 3 presents the results of the 18 decisions under wage indexa-
tion. Full indexation was granted in six of the eighteen cases and par-
tial indexation in the remaining 12 cases. According to the OECD,
the extent of indexation has been higher than the Government has sup-
ported on general economic grounds.’®

Opinions differ on the impact of indexation on inflation. One view
is that indexation has reduced cost-push inflationary pressures. Cited
in support of this view is the decline in real wages after 1975 (see
table 2). The opposite view is that indexation has intensified inflation
and unemployment. Data supporting this view include continuing
2 i Nieuwenhbuysen, John P. and@ J. Sloan. Wages Policy in Australia. In Gruen, F. H. ed.
Surveys of Australian Economics. Sydney, George Allen and Unwin, 1978. p. 96.

15 Thid., p. 100.
13 OECD Economic Surveys. Australia, June 1980. p. 48.



hi%h levels of inflation after 1975 and an increase in the unemployment
rate. .

Whatever the real effects of wage indexation, the system was aban-
doned in 1981. The President of the Arbitration Commission an-
nounced in August 1981 the termination of wage indexation due to
strikes in the telecommunications, transport, and auto industries.
Moreover, because of widespread industrial strikes and disputes in-
volving some 50,000 workers, the future of the Arbitration Commis-
sion is also at present unsettled. The Government in April 1981 in fact
announced the formation of a national inquiry into the whole wage
determination system. Free collective bargaining, with market forces
being allowed to determine wage rates, is the system supported by the
Australian Treasury.'”

The main argument in favor of retaining the arbitration system
without indexation is that its elimination would create immense un-
certainty during a return to collective bargaining and might lead to
an acceleration of wage increases. On the other hand, a more flexible
and decentralized system might encourage workers to move from in-
efficient sectors such as manufacturing to more profitable sectors such
as construction, mining, and mineral processing.'®

TABLE 3.—DECISIONS IN NATIONAL WAGE CASES

Change in Effective
CPl change award wages indexation
Quarters (percent) (percent) rates
March 1975 3.6 3.6 100
June 1975.___ 3.5 3.5 100
Deptember 19 [ I
December 1975 5.6 6.4 1
March 1976_. 3.0 Q] 72
June 1976.___ 2.5 @) 68
September 1976 - 2,2 2.2 100
December 1976, i - 6.0 ® 57
March 1977_.._. - 2.3 ) 7
June 1977..____ - 2.4 2.0 83
September 1977____. - 2.0 L5 75
December 1977__. - 2.3 (0] 55
March 1978___.____________ - 1.3 1.3 100
June 1978 to September 1978__ - 4.0 4.0 100
December 1978 to March 1978___ 4.0 3.2 80
June 1979 to September 1979____ 5.0 4.5 90
March 1980 to September 1980__ 4.7 4.5 95
October 1980 to March 1981._____ 4.5 4.2 93
April 1981 to September 1981 ... ____ ... 4.5 3.6 80

13 gercent up to $125 per week $3.80 flat rise above that.

22,5 percent up to $98 per week; $2.50 up to $166 per week; 1.5 percent above that.
3 Flat $5.70 per week.

4 1.9 percent up to $200; than fiat $3.80.

6 1.5 percent up to $170 per week; flat $2.60 per week above that.

Source: OECD, Australia. OECD Economic Surveys. June 1980, p. 47. Updated with data from Treasury Round-up of
Economic Statistics.

II. Price Poricy

In the early 1970s, as the pace of inflation accelerated, a recurrent
trade union concern was that wages, but not prices, were sub]g,ct to
regulation. The Labor Party position was articulated by Gough

1 Pinancial Times (London), June 25, 1981. p. 3.
1 Australian Economic Review, Fourth Quarter, 1980. p. 3.
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Whitlam prior to the November 1972 general election : “We will estab-
lish &> Prices Justification ‘L'ribunal not only because intlation will be
the major economic problem facing Australia over the next three.
years, but because industrial cooperation and goodwill is being under-
mined by the conviction among ewployees that the price of labor alone
is subject to regulation and restraint’.** Thus, the Labor Party sup-
port for surveiilance over prices rested on an implicit belief that it
would slow down inflation and would contribute to harmonious indus-
trial relations. '

Subsequent to the election of a Labor Party Government in Decem-
ber 1972 (which ended 23 years of Liberal-Country coalition rule), a
Prices Justification Act was enacted on June 1, 1973, The Act estab-
lished a Prices Justification Tribunal to monitor prices and proposed
price increases by major companies. The 'L'ribunal became opera-
tional on August 1, 1973. The jurisdiction of the Tribunal applied to
all companies whose sales during the previous year were greater than
$20 miliion.2® ‘

All companies covered by the Act were required to inform the
Tribunal of intended price increases. The Tribunal was required to
notify the company within twenty-one days if it proposed to hold a
public inquiry. If 1t decided to do so, the 'L'ribunal had three months
to submit a report. In its report, after all public investigations had
been completed, the Tribunal made a determination whether the pro-
posed price increase was justified.

The Act provided no guidelines as to what constituted a justified
price increase, but the Tribunal, in carrying out its functions, devel-
oped certain guidelines and criteria. The most important guidelines
for considering a price increase were the following: (1) the cost in-
creases, upon which a price rise was based, must have actually oc-
curred, but not all cost increases (e.g. advertising, or those due to inef-
ficiency) were allowable; (2) the cost increases should be unavoidable
(e.g., extravagant wage increases were considered avoidable) ; and (3)
highly profitable companies might be asked to absorb a greater per-
centage increase in costs.?!

Table 4 lists the 45 public inquiries undertaken by the Tribunal
from August 1, 1978 through June 30, 1975. As can be seen, the
Tribunal in only 6 cases failed to reduce the proposed increase by more
than 10 percent. In most of the cases, the reduction was substantially
greater. The figures, however, do not provide the basis for concluding
that inflationary pressures were restrained. The majority of requests
for price increases did not trigger a public investigation (e.g., the first
2,000 requests led to only 9 public investigations). In addition, com-
pany requests for price increases could be made on a frequent basis.

Amendments to the Tribunal’s operations in 1976 and 1979 watered
down its mandate from a price justification body to a price surveil-
lance and inquiry body. In April 1981, the Minister for Business and
Consumer Affairs announced that it would introduce legislation to
abolish the Tribunal. However, a new Petroleum Pricing Authority
would be established to monitor petroleum product prices.

1 Nieuwenhuysen, John P. The Australian Price Justification Tribunal. Melbourne Uni-
versity Press, 1977. p. 5. -

2 QECD Economic Surveys. Australia. April 1974. p. 51.

21 Nieuwenhuysen, John P. The Australian Price Justification Tribunal. p. 131-133.



TABLE 4.—PERCENTAGE PRICE INCREASES PROPOSED AND GRANTED AT PUBLIC INQUIR!'ES OF THE PRICE
JUSTIFICATION TRIBUNAL TO AUGUST 1976

Price
increase Increase Proposed Date of
. proposed approved increase Tribunal
Notifying company by company by Tribunal appioved report
BHP_______ 9.42 5.50 58 Oct. 10, 1973
APM €.75 6.00 89 Oct. 24,1973
GMH 6.00 4.60 77 Dec. 21,1973
3.20 2.40 75 Jan. 16,1974
6.91 5.00 72 Mar. 28, 1974
CUB...___.___.. 3.10 1.80 58 Apr. 9,1974
Cascade B ewery Co._ 2.60 2.20 85 Apr. 19,1974
Shefl Secu.ities___ m [Q) 80 May 3,1974
Bradmili_____ 6.24 3.90 63 May 13, 1974
Tara Towels .. __ 9.85 4.43 45 Bo
Lever & Kitchen. 5.60 3.80 68 Do.
unge. _____.___ 10.20 7.80 76 May 24,1974
Swan Brewery . 3.97 (2.10) 53 June 7, 1974
Kellogg. .. __ 12.76 (6.70) 53 July 19, 1974
Southe:n O1d Dairy_ T T
E & T Indiistries___ 10.92 10.92 100 July 31,1974
Mayne Nickless.___ 18.00 12.00 67 Aug. 2,1974
Brick and Pipe. . (8.10) (7.20) 89 Aug. 5,1974
e e e o o e e e e e et e e e
Philips Industiies Hotdings__ ) (O] ®) Sﬂ)
...................... 11.00 8.40 76 Aug. 20, 1974
GMH. .. _______ 6.73 5.10 76 Aug. 23,1974
W. D. & H. 0. Witls 1.80 0 0 Do.
J.Gadsden. .. ... 9.53 9.00 94 Avg. 29,1974
Arnotts .. _._____ 10. 50 7.30 70 Sept. 2,1974
John Faifax & Sons___ ... ... ___________. 24.00 15.00 63 Sept. 13,1974
H.J. Heinz. ________... 10.17 7.80 73 Oct. 3,1974
Ready Mix (Products). ) (71) ............ _ Oct. 7,1974
Ready Mix (Cartage). - . .80 a1 98" Do.
1.35 .90 67 Do.
13.46 9.10 68 Oct. 18,1974
5.50 4.30 78 Do.
4.27 2.80 66 Oct. 30,1974
3.93 2.60 66 Do.
14,87 13.24 83 Nov. 7,1974
11.70 (9. 80) 84 Nov, 11,1974
37.30 36,10 ._....________ Nov, 14,1974
2.12 2.12 100 Nov. 18,1974
13.81 11.75 85 Nov. 19,1974
9.70 8.80 91 Nov. 29,1974
19.70 [ Dec. 10,1974
8.45 7.82 93 Dec. 12,1974
1.34 1.34 100 Dec. 17,1974
('; (‘; ------------ ;Ieb- 2%. {ggg
Ampot Petroleum_________. ) S ay 5,

c? N, 32.98 25.00 77 June 19,1975
Radio Zerllsqls_.....___.___. ............................. July
Thorn Holdings. . .

° & 3 X July 4,1975
BHP o eeaan N ' ) July 28,1975
Watsons Foods Holding idi i

others. e 5 N Nov. 14,1975
H. C. Sieigh_.......__._. ) 1) Dec. 23,1975
Ford Motor Co. of Australia , . 86 Apr. 12,1976
BP Austrailia, Ltd....__.. Do.
Meunt Isa Mines, Ltd Aug. 11,1976

1 Not available. i
2 New product (average 3 percent below proposed price).
$ Plus timing costs.

Source: Nieuwenhuysen, John P. Melbourne University Press, 1977, pp. 36-27.
The Price Justification Tribunal and Inflation

Was the Tribunal a successful anti-inflation instrument? In its
first annual report, the Tribunal claimed that it was. The report men-
tioned that about one out of eight of the notices of higher prices were
partly or completely disallowed, and that the savings accountable to
these reductions amounted to about $253 million. This figure repre-
sented slightly less than 1 percent of the value of non-government,

93-876 0 - 82 - 3
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private production at market prices at the start of 1973-74. On this
basis the Tribunal argued that it had reduced the inflation rate dur-
ing 1973-74 to 15 percent from a hypothetical 16 percent level.?> How-
ever, any claims concerning the Tribunal’s anti-inflation effects must
be balanced against the possibility that many businesses, with eight
month’s prior notification of the decision to create the Tribunal, might
have raised prices in anticipation of its establishment.

The effect of the Tribunal’s work on inflation during the second
year of its existence appears less positive. One analyst, in fact, deter-
mined that not only did the Tribunal do little to lessen inflation, but
that it probably contributed to inflation. The view was that price in-
creases sanctioned by the Tribunal made it easier for companies to
apply price increases that otherwise would not have stuck in a de-
pressed market.?* In addition, the consequences of the price pressures
on profitability must be considered. There is evidence to suggest that
a profit squeeze occurred, leading to reduced investment, which may
have led ultimately to higher prices.

Overall, any assessment of the impact of the Tribunal on inflation
raises a number of difficult questions. To what extent did the price
justification system increase the lag between cost and price increases?
To what extent did the system lead to a reduction in profit margins
in areas where they had previously been excessive? To what extent
did the price system make wage restraints more acceptable? To what
extent did the system increase the resistance of the Wage Arbitration
Commission to grant excessive awards? Finally, to what extent would
the inflation record have been different in the absence of the Tribunal ?

ITI. ConcLusiON

Assertions that the centralized wage determination systemn in Aus-
tralia and the short-lived activities of the Price Justification Tribunal
served as a form of incomes policy are generally misleading. The pri-
mary function of the Wage Commission was to serve as an instrument
of industrial relations and the Tribunal was designed for the purpose
of monitoring price increases. Arguably, both institutions could have
been utilized more effectively had there been a broader framework of
an incomes policy. However, the Commonwealth government lacks the
constitutional power to control wages and most prices. Interestingly,
in 1973, a national refendum turned down a constitutional amendment
to provide the government with such powers. (The “no” vote on price
controls was 56 percent and the “no” vote on wage controls was 64
percent.) . "

Given the more limited functions of the Commission and Tribunal,
observers provide varied views on their effectiveness. One analyst
argues that the arbitration system helped to limit wage pressures in
several ways:

The whole procedure of wage determination by means of national hasic wage
and margins cases, and by means of arbitration in specific disputes, almost cer-

tainly exercised a greater degree of constraint on the scale of particular wage
increases than would have applied under collective bargaining. At the same high

23 Thid., p. 209.
% Ibld.
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level of employment, in the absence of compulsory arbitration there would prob-
ably have been more unrest and a faster increase in wages and prices in strongly
unionized sectors than that which actually occured, coupled with a tendency for
a real wages to decline in other lower wage sectors. Such a tendency might in
turn have generated political pressures for the raising of low wage increases.?4

Other analysts maintain that the range and frequency of wage set-
tlements outside the Commission’s purview undermined centralized
control. Furthermore, in the wage settlements where the Commission
had an impact, a wage floor rather than a ceiling was established. The
wage floor arguably served as a benchmark from which negotiations
outside the system would begin, thus leading to higher wage settle-
ments than what otherwise might have been achieved.

The price justification mechanism encountered its own difficulties.
An elaborate bureaucracy of 2,500 employees was created. Subjective
judgments concerning exemptions and criteria for improving price
Increases were necessitated. An alleged advantage of the Tribunal to
allow employers to stiffen their resistance to wage demands by threat-
ening to refuse to allow the passage of excessive wage increases into
higher prices never materialized, due in part to lack of coordination
between the Tribunal and the Wage Commission. Most importantly,
business was willing to tolerate the price policy only as the price for
harmonious industrial relations. As strikes and disputes increased,
support for the policy diminished.

A central challenge of wage and price policies appears to be in ob-
taining the restraint of producers and workers in the name of the pub-
lic interest. Without agreement between unions and employers over
tie distribution of income and general acceptance on how wage and
price policies might affect that distribution, the chances that such
policies will help reduce inflation appear to be reduced. In Australia,
the high growth of mineral and energy-based industries in recent
years and a subsequent increase in the demand for skilled labor is an
important factor undermining such an agreement.
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Chapter II. WAGE AND PRICE POLICY IN AUSTRIA
By David D. Driscoll*

A small, relatively homogeneous nation (population: 7.5 million},
with a well-educated workforce, a relatively diversified industrial
economy, and a postwar tradition of social cooperation, the Republic
of Austria enjoys distinct advantages in combatting inflation. Because
virtually all basic industry in Austria is nationalized, the government
as major or sole shareholder in many large enterprises can exercise
an unusual degree of influence on wage and price policies in these
sectors. But the chief advantage is perhaps an institution unique to
Austria, the Joint Commission on Wages and Prices, with was estab-
lished in 1957 and now represents the most sustained effort by an in-
dustrialized nation to restrain wages and prices. The Commission is
more than an instrument of wage and price control: it has become a
system of economic and social partnership. The Commission has been
a major factor in achieving Austria’s relatively low rate of inflation,
the advance in real earnings, the maintenance of full employment, and
the absence of debilitating swings in the Austrian economy over the
past decade.}

The Commission has not, of course, been the sole cause of the rela-
tive economic stability Austria has enjoyed during the 1970s. Though
this paper will concentrate on incomes and prices policy, the influence
of monetary and fiscal policy and particularly the importance of ex-
change rate policies in stabilizing the economy during the turbulent
1970s should not be ignored. These other aspects of economic policy
will be dealt with first.

Fiscar Poricy

Between 1968 and 1974, the Austrian economy cxperienced very
rapid growth in production, running at more than 5 percent a year
with strong advances in both domestic and foreign demand. This

rowth was accompanied by an accelerating rise in the cost-of-living
index, speeded by exogenous inflationary factors such as the introduc-
tion in 1973 of a value added tax of 16 percent, soaring world com-
modity prices, and, of course, the oil price hike. The Federal Govern-
ment’s fiscal response (embodied eventually in eight phases) to the
inflationary surge of the early 1970s contained little that was novel or
untried by other governments which had chosen restrictive fiscal poli-
cies to counteract inflation. The response consisted in cancellinf or
postponing federal expenditures, reducing subsidies, restricting Ioan

*Consultant in International Ecoromics, Economics Division,

1 The Honorable Hans Seidel, Minister of State, Federal Ministry of Finance, has recently
given testimony before the TYoint Economic Committee on Austrian income policy. U.S.
Congress. Joint Economic Committee. Austrian Incomes Policy. Hearings. June 2, 1981.
U.S. Government Printing Office, 1981. p. 3-6.

(12)



13-

and guarantee programs, encouraging the states (Laender) to invest
in certificates issued by the Austrian National Bank, and freezing
revenue transfers from the federal to state and local governments.

These fiscal attempts to dampen the economy were of course modi-
fied when the effects of the worldwide recession of 1974-75 forced the
government to shift its fiscal policy to an expansionary stance. The
shift from price to employment stabilization was accompanied b
additional budget appropriations, an adjustment of income tax sched-
ules to compensate for fiscal drag, an increase in family allowances to
raise personal income, and the release of accumulated reserves to
finance additional investment, mainly in construction. These measures
led naturally enough to a rapid increase in the size of public debt.
Consequently by 1977 the federal government reduced its net bor-
rowing requirement, shifted its emphasis again fromn generalized sup-
port of demand to more selective stimulus of productive invest-
ment, and (on the revenue side) increased taxes and social security
contributions.

MonEeTarY Poricy

In the early 1970s, the Austrian federal authorities attempted to
gain stricter control over the money supply through the use of the
Limes—a limit of 1 percent a month on expansion of bank credit.?
As a secondary means of restricting money, the Central Bank also
revised upwards the whole interest rate structure. The aim of these
measures was to stabilize domestic interest rates, in the conviction that
the elimination of wide interest-rate fluctuations would assist the
orderly development of domestic credit markets. After 1974, world-
wide inflation and increasing international mobility of capital made it
difficult to continue this policy, so that maintaining a stable schilling
exchange rate gradually replaced stabilizing domestic interest rates as
the principal objective of monetary policy. To secure this objective,
the Central Bank has emphasized the instruments of monetary policy
such as credit ceilings, control of new bond issues, establishment, of
limits on deposit interest rates, and selective control of capital
movements.

Excrance Rate Poricy

The size of the external sector in the Austrian economy—exports
and imports are equal in value to about a third of the gross domestic
product—heightens the importance of exchange policy. Since the early
1970s. Austrian exchange rate policy has linked the schilling to a bas-
ket of European currencies. In mid-1976 this system was abandoned
and the schilling was tied exclusively to the Deutsche Mark (DM),
and it has remained through the intervention of the Austrian mone-
tary anthorities within a narrow band around the German currency.
The schilling’s relationship to the DM is very important because about
one-third of Austria’s foreign trade is conducted with Germany. Fluc-
tuations in the schilling-mark exchange rate would have major effects
on exporting and import-competing industries and on the domestic
inflation rate.

3The Iimes was Introduced in 1972. The penalties for exceeding the Iimes are an
interest charge on the excess credit granted and the denial of refinancing facilitles.
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In sum, except for the fixed relationship of the schilling to the DM,
nothing unusual nor particularly innovative can be found in Austrian
fiscal and monetary approaches to cycles of inflation and recession.
The federal government has had recourse to well-known fiscal and
monetary controls, which it has applied with sound timing and ap-
parently in the correct mix. The novelty of the Austrian approach
lies not in unusual monetary or fiscal policy, but in its imaginative
control mechanism on wages prices.

‘WagEe anp Price Pouicy

The Joint Commission for Prices and Wages has been the principal
instrument of incomes policy since 1957. The Commission consists of
delegates from four interest groups, two representing labor (the Trade
Union Federation and the Chamber of Labor) and two representing
employers (the Chambers of Agriculture and the Chamber of Indus-
try and Trade).® The Commission reviews important requests for
higher prices and higher wages and has the final say in their deter-
mination. The Commission operates in complete informality with no
statutory authority and no direct means of enforcement. Because all
decisions must be unanimous and must be arrived at within a specified
time, the commissioners, despite differing constituent interests, have
shown themselves flexible in modifying their demands and in searching
for compromise solutions. Although the requirement of unanimity may
seem harsh if not impossible, the system has worked for twenty-five
years, indicating the determination of the commissioners to make it
succeed. The economic vulnerability of Austria as a small country
heavily exposed to international competition contributes to the willing-
ness of the interest groups to collaborate for the common good. Fur-
thermore, the relative ease of controlling wages and prices in national-
ized industries (that is, most of the basic industries in Austria) con-
stitutes another reason for the policy’s success.

In contrast to the customary practice of agencies charged with in-
comes policy in most nations, the Commission has adopted no quan-
tified guidelines for wage or price increases but deals with requests for
such increases on a caseby-case basis. The Commission operates
through two subcommittees, one on wages, the other on prices.

WaeeEs SUBCOMMITTEE

Wage claims proceed through several stages. A union wishing to
revise its contract submits its request to the Trade Union Federation
which processes the request to SI%Z out demands it considers unreason-
able. The Federation then submits the processed demands to the Sub-

3 The so0-called Chambers for Commerce, Labor, and Agriculture were established by law.
Membership is compulsory and ex:enditures are financ.d by taxes. This type of interest
group re~resentation has no parallel in most other countries. In addition to these Cham-
bers, workers are represented by the Federation of Trade Unions, in which union member-
ship is voluntary. The tight union federation in Austria is a centralized organization which
leaves less room for intcrunion competition than in most other countries: there are only 16
different unions. The Federation controls the finances of the unions; the methods by which
members elect their representatives leave those officials free from direct rank-and-file
pressure.

The Chamber of Industry and Trade consists of a volnntary membershin drawn from
business interests. Hans Seidel. Minister of State. Federal Ministry for Finance. State-
ment before the Joint Economic Committee. June 2, 1981. p. 4.
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committee on Wages with the request that negotiation between the
union and the employer be allowed to proceed on the basis of the proc-
essed claims. The Subcommittee may approve or disapprove the re-
quest to begin negotiations. (If the claims are vital to the general eco-
nomic health of the nation or are likely to lead to large price increases,
the Subcommittee is required to refer the matter to the Commission
itself.) Only when the Subcommittee (or the Commission) has agreed
that the parties may go ahead with the negotiations, may the contract
be negotiated. The negotiated contract is ultimately submitted to the
Committee for final scrutiny.

PRICES SUBCOMMITTEE

The Subcommittee for Prices considers requests by business firms
or business associations to raise prices on goods and services. At first
the Subcommittee attempted to act on almost all price changes, but
this proved unnecessary and impractical. Because of difficulty of su-
pervision, such items as fashion articles and restaurant meals are ex-
cepted from scrutiny by the Subcommittee as (for obvious reasons)
are imported goods. About one-third of all consumer expenditures
fall within the jurisdiction of the Commission, which now confines
itself to setting prices for industrial goods, raw materials, staple com-
modities, and a few services.* About 200 standard articles are encom-
passed by the Subcommittee’s review.

The operation of the Subcommittee on Prices is analogous to that
of the wages subcommittee. Applications for price increases are
channeled through the Chamber of Trade and Industry which acts as
the first level of review by determining which requests should be
passed on to the Subcommittee and in what form. Like the Wage Sub-
committee on Prices must act within six weeks or pass the matter on
to the Joint Commission, which must come to a decision within five
weeks.

Requests for price changes must be accompanied by information on
changes in costs since the last price increase. Price increases are al-
lowed only if justified by increased costs not offset by productivity
gains, and requests based only on favorable market conditions, such
as stronger foreign or domestic demand, are simply not considered.
Firms which raise prices without the Subcommittee’s approval run
the risk of having the federal government set prices for a period of
six months. Except for this rule, the opertaion of the Commission and
its subcommittees carries no sanction but depends entirely on the vol-
untary cooperation of the parties involved.

Economic anxp Sociar Apvisory Boarp

In addition to the subcommittees on wages and prices. a third sub-
committee, the Economic and Social Advisory Board, assists the vyork
of the Joint Commission. The purpose of the Advisory Board is to
study questions of broad economic and social policy and to make rec-

4+ The federal government itself (independent of the Commission) has also imposed price
ceilinzs on certain basic foods. energy, and public services, which together account for
between.a fifth and a fourth of consumer expenditures.
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ommendations on changes in fiscal and monetary policy as well as on
investment, taxation, and the labor market. The Board forwards these
recommendations through the Commission to the federal Government
itself, About 300 technicians participate in the Board’s work. Like the
Commission and the other two subcommittees the Advisory Board has
no executive power to enforce its recommendations.

EFFECTIVENESS

How effective has the Joint Commission been in controlling wages
and prices? Its success is difficult to measure statistically because it is
impossible to gauge what would have happened had the Commission
not been established. Furthermore, prices exempt from the supervision
of the Commission, such as the price of imports and of officially con-
trolled items, tend to restrict the influence of the Commission on the
overall development of the Austrian price level. Structural shifts in
employment over the past twenty-five years during which the tertiary
sector (principally services) with its slowly rising productivity ex-
panded more rapidly than the secondary sector (fabricating indus-
tries) also caused a rise in wages and exerted inflationary pressure on
prices. These factors tend to obscure the achievements of the
Commission.

Neverthless external criteria, such as comparison with other coun-
tries, suggest the Commission has met with some success, as the fol-
lowing facts indicate : :

1. Austrian inflation averaged about 7.2 percent from 1971 to 1976
and about 4.8 percent from 1977 to 1980. These rates lie well below the
average for OECD countries and certainly well below the U.S. aver-
age. The low intensity of inflationary expectations in Austria can be
attributed in part to the work of the Commission.

2. The rate of unemployment generally hovers under 2 percent in
Austria, suggesting a favorable trade-off between unemployment and
inflation.

3. The performance of the Austrian economy during the 1970s was
satisfactory on the whole, for not only was inflation lower than in
other industrialized countries (with the exception of Switzerland and
Germany) and unemployment at what may be regarded as its irredu-
cible “natural” rate, but the economy grew at an annual rate of 5 per-
cent, which was 1 percent higher than the OECD average. The Aus-
trian worker is better off now than before: though prices doubled
between 1969 and 1980, wages trebled during the same period. Qutput
per employee is now about 150 percent of what it was in 1979.

4. Strikes do not exist in Austria. Wage claims are negotiated in an
apparently open and reasonable atmosphere. Attitudes of social co-
operation have much to do with this circumstance, but the forum of
the Subcommittee on Wages has made a significant contribution to
the success of the system.
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Chapter III. WAGE AND PRICE POLICY IN CANADA*
By Julius W. Allen**

INTRODUCTION

Canada’s single experience with mandatory price and wage con-
trols in peacetime lasted from October 1975 through December 1978.1
This three-year episode followed upon the third major inflationary
period in Canada since the end of World War II, and the first which
was not directly associated with wartime or postwar readjustment.
The first inflationary period, from 1946 to 1948, was a direct out-
growth of Canadian participation in World War II and followed
the termination of controls in 1945. The second period, 1950 to 1951,
occurred during the Korean war, at which time more informal and
short-lived attempts to control prices were undertaken.

The third major inflationary episode, from 1971 to 1974, provided
the rationale for the incomes policy with which this report is pri-
marily concerned. Not only was it the first inflationary period in Can-
ada’s history not associated with war, but it was also more protracted
than either of the other two major post-war inflationary periods.

A fourth period of inflation started in 1977 and is continuing, al-
though at a lesser rate than in some other industrial countries.

I. VoLunTarRY ANTI-INFLATIONARY EFFoRTS, 1965-75

During the 1960s, the Canadian government took a number of steps
to curb wage and price increases as supplements to monetary and fis-
cal policy, including several forms of voluntary incomes policy.

In 1965, the Federal government requested the Economic Council
of Canada? to commission a study of foreign experiences with in-
comes policies with a view toward their applicability to Canada. The
study, by David Smith of Queen’s University, suggested that several
characteristics of the Canadian economy and government would make
it difficult to adopt a successful incomes policy.

Smith argued that the division of authority in Canada between the
Federal government and the provincial governments on labor matters
and on price regulation would limit the effectiveness of a national
policy in these areas. Further, the decentralized power of labor and
management organizations would make it difficult to obtain a nation-
wide consensus on the criteria of an incomes policy and restrict the

*Adapted from a report, dated June 10, 1980, prepared for the Congressional Research
Serviez. CRS Report No. 80-109 E. .

*#sEconomic Consultant, Economics Division. .

1 Like most belligerents in World War II, Canada had a program of mandatory price and
wage control during the war, lasting from Octoker 1941 to the s ring of 1045.

2The Economic Council of Canada was established by Act of Parliament in 1963. It con-
sists of 28 members, none of them from the government, apgpointed by the Governor in Coun-
cil to advise the government on economic issues.
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role that leaders of economic interest groups can play in committing
their members to specific wage and price control guidelines. Finally,
the openness of the Canadian econony, and especially its close econom-
ic ties with the United States, would make it impossible to isolate
Canada from inflationary pressures originating abroad, and so greatly
limit the scope for an independent incomes policy.®

In its third annual review, entitled “Prices, %roductivity and Em-
ployment,” issued in November 1966, the Economic Council of Canada,
concurring with Smith, concluded that under the given circumstances
of the Canadian economy and government, adoption of an incomes
policy was inadvisable.

However, from 1967 to 1969 economic growth slowed down, unem-
ployment rose, and prices rose at an increasing rate. As a result, inter-
est in some form of incomes policy grew. In June, 1969, a four-man
Prices and Incomes Comnmission (PIC) was established, “to inquire
into and report upon the causes, processes, and consequences of infla-
tion and to inform those making price and income decisions, the gen-
eral public and the government on how price stability may best be
achieved.” * Its powers, however, stopped short of enforcement.

On August 6, 1969, the PIC announced a plan to enter into negotia-
tion with major economic interest groups—business, labor and the pro-
fessions—in order to seek voluntary over-all cooperation in an etfort
to scale down income and price increases. Despite support by most
business groups, this effort failed. On October 17, 1969, the leaders of
both leading labor organizations, the Canadian Labour Congress and
the Confederation of National Trade Unions, formally rejected the
PIC’s attempt to obtain an across-the-board agreement on income and
price restraints.

Thereafter the PIC tried a piece-meal approach to curb prices
through consultations with business representatives. During much of
1970 1t had some success in persuading businesses to forego part of
the net profit margins which they might otherwise have been able to
obtain. However, without labor participation success could only be
very modest. As Eric Schiff wrote in a survey of Canadian income
policy:

The voluntary adoption of a guideline for price increases by practically all
Canadian business could justly be regarded as a promising initial success for this
second phase of the commission’s efforts. However, the commission was con-
vinced that despite willingness on the part of business to accept profit squeezes
(a willingness that had its inevitable limits anyhow), the Canadian price level
would continue to rise as long as collective agreements provided (as they did)
for pay increases of 8-10 percent per year in the face of an annual rise in labor
productivity of only about 2-21; percent.’

The renewed efforts of the PIC to obtain labor cooperation con-
tinued throughout 1970, but without conspicuous success. In the hope
of enlisting public support for some restraint on inflationary wage in-
creases, the PIC ¢cn June 9, 1970, announced a guideline of 6 percent as
the maximum justifiable wage and salary increase under existing cir-
cumstances. This was arrived at as a composite of 215 percent for the

3 §..ith, bavid C. Incomes Policies : Some Foreign Experiences and their Relevance for
Canada. Ottawa, Queen’s Printer, 1966. p. 203.
+ Canada. Order-in-Council, P.C. 19691249, dated June 19, 1969.
Esichlﬁ', Eric. Incomes Policies Abroad. Washington, American Enterprise Institute, 1971,

p.
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current annual increase in labor productivity and 814 percent for the
current rate of annual increase in the Consumer Price Index. The
commission also indicated that pay increases over 6 percent per year
were justified in certain circumstances: for example, where there were
abnormally low current earnings in individual cases, or where it was
necessary to attract manpower into some particular industry.

The PIC hoped to enlist Federal and provincial government sup-
port for its 6 percent guideline. However, provincial governments were
generally dissuaded by labor opposition from giving the guidelines
any official endorsement. Labor attacked the guidelines from the outset.

Efforts to achieve voluntary restraint of incomes and prices came to
a halt at the end of 1970. The Prices and Incomes Commission dropped
its 6 percent guideline for wage and salary increases. In addition, it
prepared contingency plans for mandatory control of prices, wages,
salaries and other forms of income, in case the government should at
some future date decide to undertake such a program. This contingency
planning was continued in the Department of Consumer and Corpo-
rate Affairs after the PIC was terminated on March 31, 1973.

In its summary report, published on June 20, 1972, the Prices and
Incomes Commission suggested, with certain qualifications, that the
Canadian government should consider adoption of a mandatory price
and wage policy. It stated :

In conjunction with policies aimed at creating and maintaining a more stable
demand environment, temporary resort to controls offers a means of bringing cost
and price increases more promptly and reliably into line with the change in
demand conditions. This can speed up the precess of adjustment and reduce the
transition loss of jobs and output in bringing inflation under control. Even so,
the process is unlikely to be quick or easy, and the results will not be lasting
unless inflationary expectations can be changed. ..

Two essential conditions must be satisfied for a temporary control program to
work effectively and then to be phased out with minimum risk of a renewed out-
break of inflation. First, the public must be convinced that such measures are
necessary and that there exists on the part of governments a strong determina-
tion to make them operate as effectively and equitably as possible. Second, gov-
ernments must be prepared to demonstrate a resolve and capacity to maintain
relatively stable prices and costs over a sufficiently long time span, embracing not
only the control period but also its aftermath, to convince the public that infla-
tionary expectations and patterns of behavior are no longer justified . . .

It is our view, therefore, that temporary price and income controls should only
be used as part of a longer-run policy aimed at maintaining underlying demand
conditions both during and after the control period consistent with the target
rates of increase in average price and income levels.®

The effectiveness of the 1969-70 voluntary program is difficult to
assess. Canada’s price performance in 1970 was better than in 1969, and
also better than that of the United States and most other industrialized
western countries. To some extent the improvement was due to de-
pressed market conditions which made it impossible for firms to raise
prices enough to cover the full increase of costs. The restraint program
of the PIC may also have helped.

As the PIC reported on Dec. 1, 1970, “many firms with opportuni-
ties open to them to raise prices during 1970 have deferred, limited

6 Canada. Prices and Incomes Commission. Summary Report, p. 7, 8. Published as Ap-
pe}llgix B in: Inflation, Unemployment and {ncomes Policy. Ottawa, Information Canada,
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or reduced the size of these increases in order to conform with the
price restraint criteria.” ?

Finally, success in restraining prices at this time can also be at-
tributed in considerable measure to tightened monetary and fiscal
policy. During most of the 1960s, macroeconomic policy in Canada
was directed at high employment and output goals, with little con-
sideration of the potential inflationary impact. In the latter part of
1969, and throughout 1970, stabilization policies were tightened se-
verely, and the growth of monetary aggregates was cut back. The
Canadian dollar was allowed to appreciate on world markets. These
policies contributed to the economic downturn of 1969-70 and thus to
a lessening of inflationary pressures.® .

However, the slackening of price increases was short-lived. Begin-
ning in 1971, commodity prices rose substantially. Late in 1972, food
and energy prices climbed rapidly, and commodity prices continued to
be a major factor contributing to inflation throughout the first half of
the 1970s. This led to a squeeze in real labor incomes during most of
1973 and 1974, with resultant pressure for higher wages and salaries.
The consequence was an upward push of labor costs.®

In addition, the increase in unemployment induced by the 1969-70
recession led to a policy switch from restraint to stimulation. In par-
ticular, monetary policy was expansive, and the growth rates of the
monetary aggregates accelerated sharply. As the Anti-Inflation Board
concluded in 1979:

In retrospect, the macroeconomic efforts to push the economy out of the 1969-70
recession involved a degree of stimulus which was too intensive and lasted too
long. These policies would have caused severe inflation problems in the mid-1970s
even if no additional strains had occurred.”

The Canadian government also took little action to prevent inflation
in other nations from spilling over into Canada. The strength of world
demand in 1972-73 not only boosted demand for Canada’s exports but
put upward pressure on Canadian domestic prices and wages. If Can-
ada had permitted its exchange rate to appreciate, as it had in 1970—
thus slowing the demand for Canadian goods—the impact of foreign
inflation would have been smaller.

The Economic Council of Canada attributed the inflation of the mid-
1970s primarily to the volatility of the external environment along
with unrealistic policy formulation.’* It pointed out that although
Canada’s price performance was not out of line by international stand-
ards up to the mid-1970s, Canada benefited greatly from the com-
modity price boom because of its role as 2 major producer and exporter
of resources. Between 1972 and 1974, Canada achieved the largest im-
provement in terms of trade in its history. But this very success, com-
bined with the depreciation of the Canadian dollar, were major factors
in the inflation of the mid-1970s.

7Canada. Prices and Incomes Commission. National Conference on Price Stability.
Concluding Statement, Dec. 1970, cited in Schiff, Eric. Op. cit., p. 41.

8 Organisation for Economic Co-operation and Development. OECD Economic Surveys,
Canada, Octo“er 1971, p. 28-31.

® 8re tahle 1.

1 Canada. Anti-Inflation Board. Inflation and Public Policy. Ottawa, Minister of Supply
and Services Canada, 1979, p. 32.

1 Canada. Economic ‘Council of Canada. Two Cheers for the Eighties, 16th Annual Re-

view, 1979, p. 5.
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A few additional anti-inflationary measures taken in the two and
a half years before the imposition of controls in October 1975 may be
briefly mentioned. As a result of the sharp increases in food prices in
1972 and early 1973, and the recommendation of a House of Com-
mons Special Committee on Trends in Food Prices, a Food Prices Re-
view Board was created on May 25, 1973. It was designed to monitor
price movements of a comprehensive series of food products, to issue
quarterly reports, to inquire into the causes of particular food price
increases and to make recommendations. Its functions were extended
to the end of 1975.

I1. Events LEeapinGg To IMPosTTiON oF MANDATORY CONTROLS
1N Ocroser 1975

The serious deterioration of the Canadian economy in 1974 and 1975
on several fronts can be seen from the data in table 1. Consumer prices
were rising at an annual rate of nearly 11 percent. Unemployment was
rising. Productivity growth measured bv output per man-hour was
reduced to zero. UTnit labor costs were rising even more rapidly than
consumer prices. Increases in Canadian production costs were getting
seriously out of line in comparison with those of the United States,
jeopardizing Canada’s international position. Wage demands were
threatening a further cost-push spiral. And public sector emnloyees
were pushing for wage increases above those being granted in the pri-
vate sector.

TABLE 1.—SELECTED CANADIAN PR'CE, WAGE, PRODUCTIVITY, UNEMPLOYMENT, INDICATORS, 1972-79

Percentage change from p evious year

Consumer Price Index Average Average Unemploy-
tourly weekly ment as

All items earnings wages, Unit percent

except  in manu- manu- labor Produc- of lator

All items Food food facturing  factwing costs 1 tivity 2 force
2.9 1.0 3.4 9.0 8.4 2.9 5.2 6.4
4.8 1.7 37 7.8 8.4 4.6 3.7 6.3
7.6 14.1 5.1 8.9 2.3 7.3 3.5 5.7
10.9 16.3 8.8 13.5 10.8 13.5 .6 5.5
10.8 12.9 10.0 15.7 15.0 15.0 0 6.9
7.5 2.7 9.4 13.8 13.0 8.3 5.0 7.1
8.0 8.4 7.8 10.8 10.3 6.3 2.7 8.1
9.0 15.5 6.4 1.2 7.4 4.7 .9 8.4
8.1 13.2 1.9 8.8 9,2 1.6 0 1.5

1 All commerical industries.
2 Qutput per man-hour.

Sources: Canada, Statistics Canada. Canadian Statistical Review, Ap-i 1920. Canada. Department of Finance. Economic
Review, Ap:il 1980. Organisation for Economic Cooperation and Development. Main Econcmic Indicators, March 1980. U.S.
Department of Cammerce. Inte;national Economic Indicators. September and December 1979,

Thus, although the Liberal government in the campaign preceding
the July 1974 general election had strongly opposed temporary wage
and price control, within a year it was showing signs of a major modi-
fication of its opposition. In June 1975, the Minister of Finance, John
N. Turner, stated:

In contrast to the situation in 1973 and 1974, when our inflation primarily
reflected international forces, and controls couldn’t possibly have worked, we are

now faced with escalating domestic costs in an under-employed economy. In those
circumstances. controls could provide the most direct response to the problem.”

13 Canada. House of Commons Debate, Ottawa, June 23, 1975, p. 7024.
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The Government was also increasingly concerned with the habit of
more and more Canadians to make bargaining and other economic
plans on the assumption of future inflation. As Donald S. MacDonald,
Minister of Finance after Turner’s resignation, stated in late 1975:

People, whatever their economic sector, were looking not only to catch up with
the increased cost that had come through in the past, but also to leap ahead and
anticipate what they believed would be the continuing rate of inflation in
Canada. And it is the anticipation, the result of that anticipation in terms of real
cost to the Canadian community, which has most concerned the government and
has caused us to bring on the selective program of controls and the general appeal
for restraint.”

Fifteen months after his Liberal party won a general election on a
platform in opposition to wage and price control, Prime Minister
Pierre Trudeau, on October 13, 1975, announced the government’s pro-
gram to institute mandatory price and wage control, for the first time
In peacetime in Canadian history.

The program went into effect the next day, October 14, 1975, initially
under authority of the Inquiries Act. With no basic change, the anti-
inflation program announced by the Prime Minister was incorporated
in the Anti-Inflation Act, which passed the House of Commons on
December 3, 1975, and received Royal Assent on December 15, 1975.
Under the Act, controls were to expire no later than the end of 1978.

III. Masor FEATURES OF TEE ANTI-INFLATION PROGRAM
BecinNing OcroBer 1975

The anti-inflation program consisted of four main elements:

1. Restrictive fiscal and monetary policies providing for a lowering
in the rate of growth of demand and production;

2. Slowing the rate of growth of government expenditures;

3. Structural policies to deal with special programs of energy, food
and housing, to ensure a more competitive economy, and to improve
Jabor-management relations; and

4. A prices and incomes policy establishing enforceable guidelines
for price and income determination, and machinery for administer-
ing them and ensuring compliance. Contrary to incomes policies
adopted in the United States and Britain, this policy did not involve
impositions of an initial price and wage freeze, but instead took the
approach of gradually bringing down inflationary pressures.

A. Coverage

The price and incomes policy guidelines applied to prices received
and wages paid by (1) all firms employing over 500 persons (in the
construction industry, over 20 persons) ; (2) all firms with employees
who bargain in association with employees of other firms; (3) the
federal government and participating provincial governments; and
(4) all persons in receipt of professional fees. About half of the labor
force and 3,400 firms or groups of firms were specifically affected.

Prices of raw materials and imports were excluded from coverage
under the Anti-Inflation Act. These prices, which are set in world mar-

13 MacDonald, Donald S. The Federal Government’s Anti-Inflation Program. Address to
the 27th Tax Conference, Quebec City, Nov. 10-'2, 1975. In: Canadian Tax Foundation,
1975 Report of Proceedings. Toronto. Canadian Tax Foundation, 1976, p. 819.

11 Bill C-73, First Session, 30th Parliament, 23-24 Elizabeth II, 1974-75.
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kets, included prices of agricultural commodities, fishery products,
paper and allied industry products, primary metal products, and
petrolenm and coal products. According to a study of the Conference
Board in Canada, given the structure of costs in the Canadian econ-
omy in 1975, between 34 and 44 percent of the nation’s overall price
level was not subject to mandatory control.’®

B. Administration

Three governmenal entities were difectly involved in the adminis-
tration of price and wage control: the Anti-Inflation Board ; the Ad-
ministrator ; and the Anti-Inflation Appeal Tribunal.

1. THE ANTI-INFLATION BOARD

The Anti-Inflation Board (AIB) was the central controls agency,
responsible for monitoring changes in prices, profits, wages, divi-
dends, and professional fees; for disseminating information about
guidelines; and for identifying violations of guidelines. If the board
was unable to achieve a resolution of a violation, the violation was to
be reported to the Administrator. After a few months’ experience, ap-
peals could be made to the Administrator without a violation of guide-
lines having occurred.

In the words of one student of Canadian incomes policy : “The fune-
tions of the Board were consultative, advisory and interpretive. The
means to achieve compliance with the Anti-Inflation Guidelines were
persuasion, publicity and public education. The approach was that of
the carrot and the stick: comply and be a good citizen. Fail to comply
and face the penalty of the law.” 2

2, THE ADMINISTRATOR

The Administrator was responsible for enforcing guidelines. Where
a guideline had been violated, the Administrator had the authority to
order the cessation of the violation. In compensation cases, he could
require the employer or employee to pay to the federal treasury an
amount equal to any remuneration in excess of the guideline. In case
of price or profit violation, he could order a refund to the purchaser or
payment to the federal treasury. The Administrator also had the
power to impose fines. It was up to the courts to enforce the Admin-
istrator’s decisions by further fines and imprisonment. The Cabinet
was allowed, within thirty days of a decision of the Administrator, to
instruct him to change his decision.

3. THE ANTI-INFLATION APPEAL TRIBUNAL

Orders of the Administrator were appealable to the Tribunal. The
Tribunal could dismiss the appeal, allow it in full or in part, or refer
the matter back to the Administrator for reconsideration and varia-

B Letorneau, Reginald S. Inflation and Incomes Policy in Canada. Conference Board
in Canada. Executive Bulletin No. 9, May 1979, p. 1.

16 Firestone, O. J. Canada’s Anti-Inflation Program and Kenneth Galbraith. Ottawa, Uni-
verity of Ottawa Press, 1977, p. 113.
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tion of the orders. On questions of law the Tribunal’s decision could
in turn be appealed to the Federal Court of Appeal. Appeal could also
be made to the Canadian cabinet.

C. Program Guidelines

1. COMPENSATION

Originally, maximum allowable increases in compensation, includ-
ing fringe benefits and incentive plans, were to be computed to include
four basic parts: (a) a basic protection factor, designed to cover the
expected rate of inflation, which was set at 8 percent for the first year
of a contract, 6 percent for the second, and 4 percent for the third.
Should the actual increase in the Consumer Price Index exceed this
factor, the excess was to be added to the basic protection for the fol-
lowing year; (b) a productivity factor of 2 percent a year; (c) an ex-
perience adjustment factor to permit certain employee groups to catch
up or to be restrained, depending upon whether the group was above
or below the national average rate of increase prior to the beginning
of the program; and (d) regardless of past compensation experience,
the sum of parts (a), (b) and (c) must fall within a range of $600-
$2,400 per year, for the average increase for the numbers of a bargain-
ing group.

In the third year of the program, factors (a) and (b), the basic
protection and the productivity factors, were deleted and replaced by
a basic guideline rate of 6 percent.

Two exceptions to these guidelines were permitted. First, an em-
ployer who could demonstrate that he could not attract or hold work-
ery at levels of compensation within the guidelines could be granted an
exception to the guideline limits, Second, some increases in guidelines
were permitted if deemed “necessary to maintain long-established his-
torical relationships between wages in closely related groups.” **

2. PRICES AND PROFITS

Allowable increases in prices were to be limited to the amounts re--
quired to cover net increases in costs. Prices received by farmers and
fishermen were exempt from this guideline. Where firms could allocate
costs to individual products, prices were to be controlled on a day-to-
day basis in terms of increases in allowable costs of materials and
labor. Where firms could not allocate costs to individual products,
profits were to be controlled, mainly through year-end tests based on
the profit histories of such companies. Pricing should leave the firm’s
percentage pre-tax profit margin no higher than 95 percent of the
average figure for the last five years.

The key element of the prices and profits regulations was to be the
calculation of excess revenue—the earnings which would accrue to a
firm if prices were in excess of allowable levels. Excess revenue was
to be eliminated in the subsequent period either by lowering prices

1 Qrganization for Economic Co-operation and Development. OECD Economic Surveys,
Canada, June 1976. Paris, 1976. p. 47-48.
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relative to costs, by issuing rebates to customers, or by paying the
amount of the excess revenue to the government.

During the second year of the program, there was a shift from the
two-control system—day-to-day price control and year-end and profit
tests—to a generalized application of profit margin control for all
firms, except those in the retail and wholesale trades. The profit re-
straint was tightened from a level of 95 percent to one of 85 percent
of the average pretax net profit margins for the last five years. In
addition, a special incentive to firms to expand and improve plant
capacity the government permitted business firms to keep a portion
of excess income for such investments.

3. PROFESSIONAL FEES AND INCOMES

These guidelines incorporated elements of both compensation and
of price and profit regulations. The objective generally was to limit
the income of professionals to the amounts necessary to cover in-
creased costs. In cases of increased workloads, increases in profes-
sional income in excess of cost escalation were permitted.

4. DIVIDENDS

The basic principle of the regulations was that dividend rates were
not to be increased above their October 13, 1975, level. An exception
was provided for the first year of the program, allowing companies
to pay shareholders up to 25 percent of after-tax earnings in the last
fiscal year terminating before October 15, 1975. Furthermore, divi-
dends in excess of the maximum amounts could be paid, if approved
by the Anti-Inflation Board, on the grounds of being necessary to
raise new equity capital, or if it could be demonstrated that the last
year’s dividends, prior to October 1975, were atypically low.

IV. Grapuar Puasine In or CoNTROLS

In one important respect, the initial phase of Canada’s wage and
price control experience was quite different from that of other indus-
trialized countries. As noted above, Canada did not adopt a price and
wage freeze at the outset of its period of wage and price control.
There were & number of reasons for this different approach. A politi-
cal reason was that a price and wage freeze was part of the program
of the opposition party, the Progressive Conservation Party.’®

A second reason was that only a gradual deceleration of inflation
was sought. This approach was deemed feasible since the price situa-
tion at the time the new incomes policy was announced. on October 13,
1975, was not as critical as it had been earlier in the yéar. The rate of
increase of almost all indicators of prices, base wage rates and earnings
had peaked on or before the second guarter of 1975. The situation was,
however, still quite serious. As the OECD survey of Canada in 1976
noted :

While not explosive, the price sitnation was fe't by the authorities to provide

signs of serious inflationary difficulties in the absence of changes in policy or
behavior. The deceleration of wage settlements by the third quarter was only

18 See pp. 22 and 23.
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slight and from a very high rate which was much higher than in.the United
States. The deceleration of prices which had occurred appeared to reflect tem-
porary factors, as confirmed by the small reacceleration in the third and fourth
quarters. In these conditions, the prices and incomes policy was seen mainly as
an aid to bringing about a steady, firmly based deceleration of prices without
increasing unemployment. This was felt to be al] the more necessary since the
Canadian economy, unlike its most important trading partners, had not experi-
enced a severe recession with its attendant favorable effects on the inflation rate.
In addition, it was felt that the introduction of a prices and incomes policy at
that stage of the cycle would be assisted by the general economic environment. A
substantial deceleration in wholesale prices. industry selling prices, and import
prices had already occurred and some productivity gain seemed likely in the
course of 1976.®

V. ProegraM DIFFICULTIES

The absence of a price and wage freeze created problems for the ad-
ministration of Canada’s incomes policy from the outset. It mean that
the Anti-Inflation Board had to make decisions before guidelines were
explicitly formulated, and in some cases, before the enforcement ma-
chinery had been put in place. The guidelines and administrative
regulations were widely considered to be complex and difficult to
interpret. The administrators were confronted with the task of finding
the proper middle ground between controls so vague that avoidance
could be rampant and the program totally ineffective, or so strict that
1t would have severe negative impact on the economy, diminish confi-
dence in the Canadian dollar, and evoke labor protests, strikes, and
other disruptions,

A further difficulty resulted from the division of responsibility and
authority between the federal and provincial governments. Although
the bulk of the Anti-Inflation program was under federal jurisdiction,
provincial governments were permitted to retain discretion on wage
control over their own government employees and on rent control.
Labor relations was also a matter primarily within the constitutional
jurisdiction of the provinces.

The Organization for Economic Cooperation and Development
characterized the Canadian price and incomes policy as notable for
its comprehensiveness and degree of detail on the one hand, but also
for its potential flexibility on the other. “It is comprehensive in that
it applies to prices, profits, wages and salaries, rents, dividends, and
professional fees, the only major exception being the price of agricul-
tural and fish products. It is extremely detailed in that it allows for a
range of possible income increases depending on past experience, a
choice of either ‘cost pass-through’ or ‘profit margin’ criteria for
price setting and differential treatment of companies by sector (e.g.,
distribution, finance, construction, etc.). Its flexibility is apparent
from the provision for exceptions to the guidelines in cases where it
is thought that adherence would impose a severe strain or where
important ‘historical relationships’ would be violated.” 2°

This flexibility is also evident in the wage decisions of the Anti-
Inflation Board. According to a survey of these decisions, “most agree-
ments submitted to the board in excess of the compensation guideline
applicable to that group have received approximately the guideline

12 QECD Economic Surveys, Canada, June 1976, p. 35.
2 OECD Economic Surveys, ibid., p. 34.
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increase plus one half of the excess in the first year of the collective
agreement.” *

As with the previous voluntary incomes policy of the late 1960s and
carly 1970s, the greatest opposition to the mandatory controls of
1975-78 came from organized labor. Opposition was based on the
grounds that controls were discriminatory, that they interfered with
collective bargaining, that they failed to reduce the gap between the
haves and the have-nots, and that they interfered with the freedom
of choice of the individual. Symptomatic of this opposition was the
one day protest against the Anti-Inflation Act, on October 14, 1976,
when over a million workers stayed off the job.

VI. TERMINATION OF MANDATORY CONTROLS

As announced in October 1977, two years after the beginning of the
program, the controls program began to be phased out in mid-April
1978. Employee groups and firms became exempt from controls as
wage contracts and company fiscal years ended respectively on or after
April 14, 1978. As a result, about half of the controlled employees and
a quarter of all firms were freed from controls before the end of 1978,
when by law the controls program expired.

The termination of the Anti-Inflation Board was followed by the
establishment of a Center for the Study of Inflation and Productivity
(CSIP) within the Economic Council of Canada. Its function was to
monitor price and income movements during the transition post-
controls period; it was given neither mandatory powers over prices
and wages nor authority to require information from companies. In
March 1979 it was replaced by the National Commission on Inflation
and thg power to require pricing information from companies was
restored.

VII. Post-ConTroLs EXPERIENCE OF THE CANADIAN EcoNoMy

Virtually all the reports that have attempted to assess the impact of
Canada’s anti-inflation program of the mid-1970s, suggest that the
controls program had a substantially greater impact on wages than
on prices. This can be seen at the outset from table 2, prepared by the
Organization for European Cooperation and Development. and pub-
lished in its 1979 Economic Survev of Canada. The OECD reached
the following conclusion on the Canadian wage and price control
experience:

On the face of it, the controls program, after easilv achieving its price objec-
tive in the first year (covering the twelve months to October 1976), fell short in
the two succeeding years. Whereas in the first period exogenous factors—the
exchange rate of the Canadian dollar and fdod prices—remained propitious, they
subsequently exercised an unfavorable influence. Corrected for food and energy,
consumer price increases in a year-average basis declined over the period . . .
The [OECD] Secretariat in its 1977 Survey of Canada suggested that, on the
basis of the then available information. it appeared that there had been a direct
restraining influence on waces, but that the impact on prices was mainly indirect
through the slowdown in labor costs. While recognizing the extreme degree of

21 Osberg, Lars. A Note on the Wage Decicions of the Anti-Infation Board. Canadian Pub-
lic Policy, v. 3, Summer 1977, p. 378. See also : Maslove, Allan M., and Gene Swimmer. Wage
Controls in Canada. Regulation, v. 3, January—February 1979, p. 31-36.
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uncertainty which attaches to such estimates—in particular given the abnormal
inflationary conditions prevailing just prior to the program’s introduction which
may well have had a lasting effect on inflationary expectations—subsequent
studies covering a longer period of control tend to support this finding.?

TABLE 2.—PRICE AND COMPENSATION GUIDELINES AND OUTCOME

[in percent]

Prices t Compensation 2 \
PRTRT out Gridelt P W
\
Pre-program3_ _____ s 11.0 15.5 \‘ 14.2
Program year 1 8 6.2 9.7 10.0 . 9.3
Program year 25 _ 6 8.8 7.5 7.4 7.1
Program year 3¢ ___ 4 8.7 5.7 5.6 5.4

1 Change in total Consumer Price Index in 12 mo to October of each year.

2 Covers report received by Anti-Inflation Board up to Sept. 1, 1978, X X

2 Contracts under negotiation on Oct. 14, 1975, but due to have come into force prior to that date.
412 mo prior to October 1976.

5 12 mo prior to October 1977.

¢ 12 mo prior to October 1978.

Source: OECD Economic Surveys. Canada. June 1979, p. 36. Based on annual reports of Canada's Anti-laflation Board,

Other analyses of the impact of Canada’s anti-inflation program,
notably those of Letourneau and the University of Guelph economists 23
have indicated that the success of the program would depend a great
deal on the way in which prices and wages behaved once controls were
terminated. The fear of a “bubble” in wage settlements was often ex-
pressed, while at the same time several observers expressed doubt that
such a significant wage hike would materialize.

Two tables show that although there was no sudden spurt in prices
or wages following the phasing out of controls between April and
December 1978, neither was it possible to achieve a stable level of these
wages and prices. Table 1, above, demonstrates that the annual per-
centage increase in both wages and prices since the phasing out of
controls in 1978 has been less than the rate of increase in the immedi-
ate pre-control years, 1974 and 1975. However, consumer price increases
continue to exceed the rate of increase before 1974; and increases in
average weekly wages in manufacturing, except in 1978, are also faster
than in the 1960’s and early 1970’s.

Table 3, below, compares the rates of change in consumer prices and
in hourly wage rates in manufacturing for the five years, 1975-79 in-
clusive, in four countries: Canada, the United States, the Tinited King-
dom, and West Germany. As this table shows, both the United States,
after a three year pericd of wage price control, and Canada, in a period
that included three years of controls, had lower rates of wage and price
inflation than the United Kinedom but considerably more than ex-
perienced in West Germany. With two exceptions. Canada’s inflation
record in this period was similar to that of the United States, a result
reflecting the interlocking relationships between the two countries.
However, Canada did show a progressive decline in the rate of increase

23 Organi~ation for Economir Cooreratinn and Development. OECD Economic Surveys.
Conada. Jrne 1979, Por's. ORCD. 1979, n. 36-37.

2 Letonrnean, Reeinald 8. Inflation and Incomes Policy in Canada. Executive bulletin
(Conference Board in Canada) No. 9, May 1979, 16 p.
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in hourly earnings from 1975 to 1978, largely as a result of its anti-
inflation program, while that of the United States showed little change.
In addition, from 1975 to 1978 Canada’s rate of increase in the con-
sumer price index was slightly above that of the United States, but in
1979 it rate of increase was only slightly higher than in 1978 whereas
the United States experienced the largest annual increase since 1947.
This contrast may be due to several factors, including greater slack in
the Canadian economy and lesser vulnerability to the sharp increases
in prices of imported oil.

TABLE 3.—COMPARATIVE TRENDS IN CONSUMER PRICES AND HOURLY EARNINGS IN MANUFACTURING IN CANADA,
THE UNITED STATES, THE UNITED KINGDOM, AND WEST GERMANY, 1975-79

[Percent increase over previous year]

Canada United States United Kingdom West Germany

Consumer Hourly  Consumer Hourly  Consumer Hourly  Consumer Hourly

prices earnings prices earnings prices earnings prices earnings

1975, ___. 10.7 17.6 9.3 8.7 24.2 30.0 5.9 8.7
1976 ... 1.5 14.0 5.8 8.0 15.8 19.8 4.5 7.0
1977 .. 8.0 10.5 6.4 9.3 16.0 4.8 3.9 6.5
1978 9.0 7.1 7.6 8.5 8.9 11.2 2.5 5.3
1979 _.__ 9.2 8.9 1.3 8.6 13.4 14.8 A7 5.8

Source: Organization for Economic Cooperation and Development. Main E ic Indicators, 1978 and March 1980.

The ability of Canada to escape a post-controls bubble has been
attributed to a number of factors, including the gradualness of de-
control over a period of nearly nine months, and the fact that the
economy was in a considerable slump at the time.

That inflation remains one of the most serious questions for Canada,
as for most other industrialized nations, is universally acknowledged.
Higher energy prices as well as higher labor costs due to increased
wages and slower productivity growth are basic factors in Canada’s
inflation, which is widely expected to remain in the 1980s. These do
not appear to be factors that can be effectively treated on a long-term
basis by mandatory incomes and price controls.

CoNcLUSION

For Canada, there is likely to be extended debate as to the benefits
and costs of the controls that were in effect between October 1975 and
the end of 1978. It seems clear that, as has already been suggested,
the Canadian incomes policy was a limited program that had limited
success. In the short run, there appears to be general agreement that
the controls brought about a slieht dampening of price increases di-
rectly, and a more siemificant diminution of wage hikes. The latter
had ‘some indirect effect on price increases as well. Price controls
were more effective in the first year of the program than in the last
two. Controls became increasingly unnopular the longer they lasted.
In addition. it must be noted that Canada was also vulnerable to
such major inflationary factors as energy prices and the prevalence of
serious inflation in its major trading partner, the United States, and
elsewhere abroad, factors which were largely exempt from the exist-
ing wage and price controls.
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The flexibility of Canada’s incomes policy and the gradual rate at
which it was phased out contributed to a relatively smooth transition
to the post-controls economy, which avoided the wage “bubble” or
price hikes that were commonly experienced by other countries when
they terminated a period of mandatory wage and price control. The
costs of the incomes policy experience in terms of misallocation of
resources, impact on morale, and on efficiency within the economy
as a whole, are matters on which there appears to be little consensus.
Some feel that such effects were relatively small, particularly due to
the limited nature of the program, while others believe that their
negative influence was substantial, even if largely unmeasurable. The
United States experience with price and wage controls in 1971-74
and the Canadian one in the next three years had many similarities as
well as significant differences, some of which have already been men-
tioned.

The United States freeze on wages and prices in 1971 had no parallel
in Canada. In general, authority for the anti-inflation program was
more diffuse in Canada than in the United States, with significant
powers being held by the provincial governments. In both countries,
the first years of the program were more successful and more readily
accepted than the third year. In both countries a sharp rise in food
prices contributed significantly to the difficulties of wage control, In
both countries the termination of the program occurred over a period
of several months. In both countries recessions in the economy at the
end of the respective control periods eased the transition and pre-
vented severe price and wage explosions.



Chapter IV. WAGE AND PRICE POLICY IN JAPAN
By Dick K. Nanto*

INTRODUCTION

Japan initially borrowed the concept of anti-inflation economic pol-
icies from the West. As with other economic ideas, however, Japan
seems to have succeeded in refining the concept and applying it in an
unusually effective manner.

Japan’s record in controlling inflation, however, has not always
been exemplary. Until the mid-1970s, Japan’s rate of inflation was con-
sistently higher than that in the United States. Of course, Japan’s
economy also was growing at rates averaging around 10 percent per
year—which would cause some inflation in any economy.

Japan’s experience with inflation after 1975 appears to be the most
interesting for U.S. policymakers. Despite rising prices for imported
petroleum and a high rate of economic growth, Japan has been able to
maintain remarkable price stability at the consumer level.

While Japan relies mainly on traditional tools of monetary and fis-
cal policy to keep inflation within bounds, it also has employed direct
price controls and has a system of labor relations that effectively works
to keep wages in line with changes in productivity.

In this paper, Japan’s experience with inflation, its system of emer-
gency price controls, public service fees, and price supports through
import controls are briefly examined. Japan’s labor institutions and
their effect on moderating wage increases are also surveyed.

SuMMARY

After several decades of inflation rates higher than in the United
States, Japan has enjoyed relative price stability during the last half
of the 1970s. The Japanese government’s anti-inflation policies are
based primarily on traditional monetary and fiscal measures but also
include emergency price conrols, restrictions on prices of government
services or activities regulated by government, and influencing prices
through import controls. Japan also has a labor relations system that
tends to keep wage increases in line with the ability of enterprises to
pay them.

apan’s current emergency price control laws were enacted during
1978-74. They authorize the government to intervene in markets for
petroleum products and commodities essential for life in order to con-
trol prices and prevent hoarding. By 1976, however, all emergency con-
trols actually imposed had been lifted, although statutory authority
allows them to be revived if necessary.

*Analyst in International Trade and Finance, Economics Diviston.
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The Japanese government has direct control over about 15 percent
of the components of its consumer price index. These consist primarily
of charges for government services or prices for items which require
government approval, and include: freight and passenger fees; elec-
tricity, gas, and water charges; prices for tobacco products and salt;
the wholesale price of rice; fees for medical treatment under national
health insurance; and tuition at national universities. The govern-
ment takes national anti-inflation policies into account when approv-
ing changes in these prices. '

Japan also supports some prices of agricultural products through
import controls. During inflationary periods, these prices can be sta-
bilized by allowing the gap between domestic and foreign prices to
narrow.

With the exception of the wages of public employees, Japan gen-
erally does not intervene extensively into wage settlements between
unions and employers. The institutional structure of Japan’s labor mar-
ket, however, produces some of the results that a policy of wage con-
trols seeks to obtain. Furthermore, during the spring wage bargaining
season the government will occasionally meet with labor leaders to ask
for their cooperation in holding wage increases to the rise in labor
productivity or to the increase in consumer prices.

TRENDS IN JAPANESE INFLATION

During much of its modern history, Japan has been engaged in a
running battle with inflation. Following World War II, in particular,
Japan’s surrender brought a burst of hyperinflation. In 1946, Tokyo’s
wholesale prices soared by 398 percent. although that rate subsided to
196 percent in 1947. Tn 1949, as the U.S. occupation of Japan began
winding down, General MacArthur aimed his last major reform at
stabilizing prices.

During the 1960s, Japan’s inflation rate for consumer prices aver-
aged 5.8 percent, or twice the U.S. average of 2.7 percent. During the
1970s, the average inflation rate for both countries increased, but the
gap between them narrowed, as Japan averaged 8.9 percent and the
United States 7.6 percent.

Beginning with the 1973 oil embargo, the Japanese economy suf-
fered three years of donble-digit inflation with a peak inflation rate of
24.3 percent in 1974. The harsh anti-inflationary measures leading to
the 1974-75 recession combined with an appreciating yen, however,
caused the inflation rate to drop steadily until by 1978 it was only 3.8
percent followed by 8.6 percent in 1979 and 8.0 percent in 1980.1

Only during the second half of the 1970s did Japan’s inflation rate
drop below that of the United States. During this period, Japan’s ex-
perience in combatting inflation can be instrnctive, becanse many of the
policy tools open to Japan for reducing inflation parallel those in the
United States. Japan also is even more dependent on imported oil (the
%ommonly cited source of much of U.S. inflation) than is the United

tates.

1 For an overview of recent experience with inflation, see Pigott, Charles. Wringing Out
Inflation : Japan's Experience. Federal Reserve Bank of San Franclsco Economic Review,
Summer 1980. p. 2442,
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After the disruptive inflation during 1973-74, the Japanese govern-
ment, partly afraid of a repeat of the hyperinflation following World
War II, took stern economic measures to curb price increases. The
Japanese citizenry has tended to support these policies despite their
adverse effects on certain segments of the economy.

The Japanese have gone through a learning process somewhat com-
parable to that which Americans currently are experiencing. After
Japan’s high rates of inflation in the past, the people are now willing
to accept harsh economic measures to prevent a reoccurrence.

The Japanese government relies primarily on fiscal and monetary
policy, the traditional macroeconomic tools to control inflation. It also
exercises, however, some controls over prices, and it benefits from har-
monious labor relations.

Fiscar. Poricy

Japan applies fiscal policy, or changes in government taxes and
expenditures, aimed at controlling inflation in much the same manner
as other market economies. During the later half of the 1970s, in par-
ticular, the Ministry of Finance often reduced major budgetary items,
such as public works expenditures, or even increased taxes in order
to create slack in the economy and ease upward pressures on prices.?

During 1980 and 1981, for example, rising inflationary pressures
and a huge government budgetary deficit in Japan forced the govern-
ment to keep expenditures for public works at virtually the same level
as in 1979. During 1981, taxes were also raised on corporate earnings,
stamp duties, eleven commodities (including automobiles), and on
liquor.?

The Japanese Ministry of Finance traditionally also has followed
a type of incomes policy for the government sector through its fiscal
policy. During the high-growth years of the 1960s and early 1970s, the
Ministry adjusted government tax schedules annually (mainly down-
ward) in order to keep tax revenues at about 20 percent of national
income.*

MoxEerary Poricy

Monetary policy in Japan is conducted in much the same manner
as in other industrialized countries of the world.

The Bank of Japan, however, generally exerts more direct controls
over credit through a process called “window guidance,” a system of
specific quantitative ceilings placed on the total lending of each bank.
These controls might be described as the cutting edge of monetary
policy. They allow precise centralized control over credit expansion
and force individual banks to ration their loanable funds among cus-
tomers. On occasion. the Bank of Japan has even indicated which
types of busiress activities are to be discouraged and which preferred
in allocating loans.®

2 Ackley. Gardner and Hiromitsu Ishi. Fiscal. Monetary, and Related Policies. In Patrick,
Hngh and Henry Rosovskv, eds. Asia’s N~w Gisnt. Washington. Broo-ings, 1976. n, 210-32.
Also see Japan. Econo™ic Planning Agency. Economic Survey of Japan (English transla-
tion.) Tokvo. Annual editions.

3 Government draft of fiscal 1981 budeet. Fuji Bank Bulletin, April 1981. p. 68-72.

4 Ackley and Ishi. Fiscal Policies. p. 225. :

5 Ibid.. p. 202—204.
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Price CoNTROLS

Price controls in Japan generally can be separated into three types:
(1) Specific controls that are imposed in times of severe emergency;
(2) restrictions on prices for goods and services either furnished by
government organizations or requiring governmental approval; and
(3) prices supported by import controls. The government also sup-
presses price increases through administrative guidance, a type of
informal government directive.

Emergency price controls—The current statutory authority which
allows the Japanese government to mandate controls over the prices
of specific commodities rests in the “Seikatsu Niho” or the “Two Laws
on Livelihood.” These were enacted following the virulent inflation of
1973-75, which the Japanese refer to as the period of “frenzied prices.”
In 1973, consumer prices in Japan increased by 11.8 percent followed
by 24.3 percent in 1974 and 11.9 percent in 1975.

The first of the two laws was passed in 1973 after the OPEC oil em-
bargo. At that time, not only were prices of petroleum and products
rising rapidly, but shortages of basic commodities caused tremendous
speculative fever and hoarding in Japan. At the corporate level, buyers
rushed to sign contracts for delivery of soybeans, wool, lumber, and
other products. At the consumer level, housewives lined up for blocks
waiting for stores to open to buy bathroom tissue and other essentials.

As a result. the Law Concerning Emergency Measures Against
Hoarding or Cornering Markets in Commodities Related to Living
Conditions was enacted. This law prohibits the hoarding or buying up
of items which are essential to life. The Jaw gives the government au-
thority to designate certain commodities as experiencing severe market
pressure; conduct investigations concerning their supply, demand, and
priices; and direct any firms hoarding the commodity to release it for
sale.®

The Law of Emergency Measures to Stabilize the National Liveli-
hood and the Law for the Adjustment of Supvly of and Demand for
Petroleum are usunally considered together. These laws authorize the
government to intervene whenever the price of an essential commedity
(including netroleum products) begins to rise faster than the general
price level. The government can single out that commodity, set stand-
ard prices, levy certain charges. and provide guidance on production,
imports, and investments in facilities that produce it. The law dealing
with petrolenm also emnowers the government to secure an appronri-
ate supplv of oil and to determine measures to reduce its consumption.

The anti-hoarding law, enacted in 1978. brought 24 commodities (in-
cluding sovbeans, comnosition board, and gasoline) under government.
monitoring. The stabilization law also resulted in investioations being
conducted and standard prices being set for four commodities (includ-
ing honsehold kerosene. pronane gas, and toilet paper). Prior govern-
ment approval also had to be obtained for price increases in products
whose cost of production is related to the price of petroleum.

¢ Japan, Keizal Kikakncho (Economic Planning Agency). Bukka Repoto 80 (Price Re-
;(Jor{:l 1%)80). Tokyo, Okurasho Insatsukyoku, 1980, p. 83. (Hereafter cited as Kelzal Kika-
ucho.
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Markets soon stabilized enough, however, that by June 1974 the
standard price system was rescinded for 3 of the 4 commodities (except
for household liquefied propane gas). In September 1974, 10 of the 24
commodities designated under the anti-hoarding law had been dropped.
Two years later, in 1976, both the standard price for propane gas and
the anti-hoarding provision for the remaining 14 commodities were
abolished. Also in May 1976, the prior approval system for price in-
creases in petroleum products was dropped.

As inflation began to resurge in 1980, the Japanese government did
not intervene extensively to control specific prices, with the exception
of some emergency imports of vegetables, beef, and marine products.
It did, however, monitor supply and demand conditions in certain
markets. It also took measures to prevent hoarding by directing inven-
tories to be sold off and material shipments speeded up when necessary.’

In Japan, therefore, statutory authority has existed for the govern-
ment to exert direct control over prices of petroleum products and
commodities essential to life. Although considerable public opinion in
Japan favors the exercise of these controls, the government views them
as tools to be used only in times of extreme emergency.®

Japan’s philosophy of price controls seems to be based on the prem-
ise that markets work well most of the time. Sometimes, however, they
“get out of kilter,” and governments should intervene, but withdraw
once normalcy has returned.

Public fees and prices—In addition to emergency intervention to
control prices of essential commodities, the Japanese government also
is required to either set or approve several other prices. These consist
primarily of fees for public services and prices for commodities, in
particular agricultural products, that the government fixes under its
price support programs.

In Japan, public fees and prices can be divided into the following
three broad categories:

1. Prices determined by the Diet or central government.—The Diet
(parliament) determines rates for the national railway, post office,
and the telephone and telegraph company, as well as prices for items
produced or distributed by government corporations, such as tobacco
products and salt. Government ministries also determine the tuition
at national universities, the wholesale price of rice and other major
agricultural products,® fees for examinations and treatment under na-
tional health insurance, and some other miscellaneous charges.*®

2. Prices requiring government approval—The central government
approves increases in rates for clectricity, propane gas, private rail-
way transportation, buses, taxis, trucking services, ferry boats, and
airplane services.

3. Prices determined by local pubdlic corporations—Local or regional
public corporations approve water charges, rates for public baths, and
tuition at public colleges.

7 gullisgn, A. E. Japan Acts to Control Inflation. Journal of Commerce, March 20, 1980.
p. 1A, 19A,

8 Keizai Kikakucho, p. 84.

¢ The government swnnorts nrodvcer rrices of Tice. harlev. wheat. notatnes. svoar heets,
sugar cane, soybeans, rapeseed, tobacco, silk cocoons, milk, and pork. It also determines the
wholesnle nrice for rice, barlev, and wheat. For c¢vrrent sup~ort price levels. cee Japan,
Ministry of Agrievlt're and Forestry. Abstract of Statistics on Agriculture, Forestry and
Fisheries. Tokyo, Norin Tokei Kyokai. Annual.

10 Keizai Kikakucho, p. 95.
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In Japan’s consumer price index, the above price-controlled items
receive a weight of 1,562/10,000 or 15.6 percent of the total index.
Since increases in these rates also receive wide public attention, they
are important in terms of their effect on the inﬂl;tiona,ry expectations
of the public.

The Japanese process for determining these prices and charges seems
essentially similar to that used in the United States for items whose
prices are regulated, supported, or set by government. A major differ-
ence, however, is that in the United States each price is usually de-
termined by the government body in charge based primarily on the
economic conditions of the activity in question and usually with only
minimal consideration given to national price policies. In Japan, final
government approval for price increases must clear the Council of
Cabinet Ministers Concerned with Prices.!*

The Council can postpone some price increases, even though each
might be justified, in order to moderate the rate of inflation. The
Council also tends to keep prices for items such as medical care, electri-
city, and transportation fairly standard nationwide. Such standard-
ization tends to be more rational in Japan, however, because Japanese
firms face far less geographical variability in cost of production than
their U.S. counterparts.

The Council of Cabinet Ministers also generally insists on internal-
cost-cutting measures before allowing fee increases and, in some cases,
allows deficits to be borne by the central government treasury rather
than raising prices. In exereme circumstances, the government will
suppress public fee increases in order to exhibit a harsh posture with
respect to the price policies of the government. This helps to weaken
inflationary psychology and tendencies for bandwagon price rises.!?

During the oil crisis in 1973-74, for example, the Japanese cabinet
first decreed (in December 1973) that public fees were to be strictly
controlled. The increases in the price of rice and in railway fares
which had already been approved also were postponed for six months.

In 1974, however, upward pressures on costs forced the government
to allow increases in user fees most closely associated with the price
of petroleum. Priority was given to electrical and gas utilities, private
railways, buses, and taxis.

Government enterprises, meanwhile, were suffering a tremendous
profit squeeze caused by the large wage increase granted by the govern-
ment during 1974 on one side and the freeze on the price of their
products on the other. In 1975, therefore, postal rates, national railway
fares, and tobacco product prices were revised upward. Increases in
telephone and telegraph rates, however, were spread out over the next
two years in the interest of price stability and the well-being of the
population,

By 1976, Japan’s inflation rate had subsided to 9.3 percent. Further
upward revisions were allowed in prices of utilities, railroads, and
medical treatment. In 1977, increases were allowed in taxi fares, the
price of rice, and again in medical treatment.

In 1978 and 1979, with the inflation rate falling to less than 4 per-
cent, catch-up increases were allowed in nearly all public fees. Even

1118Alnsoverview of Japan’s structure for administering prices is in Keizai Kikakucho.
p. —83.
1* Ibid., p. 97-99.
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with inflation re-emerging in 1980. further increases were allowed,
although the scope and implementation period for some were adjusted.

Table 1 shows annual price changes for several publicly managed
goods and services in Japan as reflected in the data collected for the
consumer price index. Note that for most items, price increases during
the early 1970s were small. Later, however, catch-up increases were so
large that for national railway fares, tuition at national universities,
telegram charges, and rice, the total increases over the 1970s actually
exceeded that for the consumer price index.” Note also. however, that
for medical treatment, telephone charges, tobacco products, and elec-
tricity the total increase over the 1970s was far below that for all
consumer prices.

TABLE 1.—ANNUAL CHANGES IN PRICES FOR SELECTED PUBLICLY MANAGED GOODS AND SERVICES IN JAPAN,
1972-79

[in percent]

Al consumer Medical ~  National Telegram Telephone Tobacco
prices treatment railway fares charges charges products
4.6 11.5 0 106.8 0.4 0
11.8 -3.3 0 10.4 1.8 0
24.3 6.2 5.4 0 .7 0
11.9 13.0 16.4 0 1 0
9.3 6.3 17.9 8.3 a1 49
8.1 2.0 38.7 84.7 59.4 0
38 12.2 5.8 0 3.4 0
3.6 .7 13.8 0 .1 0
119.0 60.1 141.6 356.6 71.6 49
College

tuition i
Gasoline (national) Rice Beef Salt Electricity
1.9 11.7 3. 6.3 0 -0.1
13.3 72.3 8.3 37.8 0 —-.2
50.8 26.1 13.7 20.8 0 14.1
1.9 41.6 29.4 8.2 0 4.8
6.4 17.1 14.7 14.8 58.0 1.5
2.7 43.0 10.0 2.4 25.3 11.2
-11.3 34.6 5.9 1.0 -.6 -1.8

16.6 31.2 2.1 2.4 —-.1 1}
136.4 916.5 126.4 143.0 96.7 39.5

Source: Based on: Japan. Sorifu (Prime Minister's Office). Shohisha Bukka Shisu Nenpo (Annual Report on the Con-
sumer Price Index) 1979. Tokyo, Sorifu, 1980, pp. 130-68.

Prices supported by import controls—A third category of prices
directly influenced by the Japanese government comprises commodi-
ties, mostly agricultural, whose prices are kept high either by import
quotas or by a sliding tariff rate. The most obvious examples are beef,
pork, and mandarin oranges.

These commodities have either implicit or explicit price supports
designed to maintain the income of domestic producers. Government
intervention in these markets is aimed primarily at limiting competi-
tion from low-cost imports and at establishing a producer price that
covers the cost of production in Japan’s land-scarce agricultural sector.

The initial effect of these actions is inflationary, not anti-inflationary.
Yet, during periods of rapid inflation the Japanese government can
keep domestic prices of the protected commodities relatively stable by

1 Since the price of rice in table 1 is at retail, increases can be attributed only in part to
government increases in the wholesale rice price.
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not allowing them to rise along with world prices. This can be accom-
plished by expanding import quotas, which increases market supply
and reduces upward pressures on prices.

The result is a type of illusion. Since inflation measures price
changes, not absolute price levels, price stability can be achieved by
maintaining continually high prices. Thus, current inflation is lower
because past inflation has been higher.

Of course, domestic producers usually will oppose increasing imports
during periods of severe inflation. A government has the option, how-
ever, of “taking the heat” from such interest groups and keeping the
prices of such products relatively stable by narrowing the gap between
international and domestic prices. Such an anti-inflation policy is feas-
ible only in a country that already is protecting some commodities.

In Japan’s beef market, this process is somewhat institutionalized.
In response to a beef shortage in 1973-74, Japan revised its Law Con-
cerning the Stabilization of Livestock Product Prices and from May 5,
1975, established a system for controlling the price of beef. This new
system calls for the government to determine a price band that places
upper and lower bonnds on fluctuations in the wholesale price of beef.

The Livestock Industry Prcmotion Corporation (Chikusan Shinko
Jigyodan), a group of wholesalers and producers of beef. is allowed to
handle most beef imports and to regulate beef supplies. The Corpora-
tion earns larce profits on its markup of imported beef (about 42.1 bil-
lion_yen in 1979), which it uses to increase the efficiency of domestic
producers and to reduce prices for consumers.

The Livestock Industry Promotion Corporation, of course, has little
incentive to increase imports and reduce beef prices. Still, the existence
of the price band along with pressures from beef exporting countries
to expand their sales to Japan have combined to keep beef prices fairly
stable. During the four years following the revision of the law in 1975,
beef prices rose by 21.5 percent compared with 27.0 percent for all
consumer prices.

Wacee CoNTrOLS

With the exception of wages of public employees, Japan generally
does not intervene extensively into wage settlements between unions
and industries. The institutional structure of Japan’s labor market,
however, produces some of the results that a policy of wage controls
seeks to obtain in other countries.

Industrial relations in Japan are based on three pillars: Enterprise
unions, lifetime employment, and seniority wage increases. Other im-
portant characteristics include strong company loyalty among em-
ployees, annual wage agreements negotiated during a “soring
offensive,” large semiannual bonuses partly dependent on a firm’s
profits, potential for union members to rise to management and execu-
tive levels. and in many cases salary increases for managers deter-
mined by the union wage settlement.’s

Japan’s system of industrial relations. however, is typical only of
a core of regular employees (about 25-30 percent of the labor force)

1t Keizai Kikak~cho. p. 121-24,

15 For further details see Yakabe K. Labor Relations in Japan. Tokyo, Ministry of For-
elen Affairs. 1977 or Shimada, H. The Japanese Employment System. Tokyo, Japan Insti- .
tute of Labor, 1980.
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who work in large firms. For these workers, permanent employment
brings job security. ‘The enterprise union (rather than craft union)
¢reates an identification with other workers within a company and
not with similar craftsmen in other firms. And since semiannual bonus
payments depend partly on short-term profits, and future wages and
job security depend on the long-term viability of the company, work-
ers have a strong incentive to strive for the profitability oi the enter-
prise. Labor-management relations tend to be less adversarial, because
most managers once belonged to the labor union, and many labor
leaders expect to rise to management positions.

Japanese labor unions in the private sector usually will not jeop-
ardize the financial health of a company by a long strike. Labor unions
learned a bitter lesson from the 196Us when enterprise unions occa-
sionally engaged in militant struggles with their employers. Since
such strikes were not industry wide, the enterprise’s product tended
to lose market share. 'L'his led to reduced employment opportunities
for the striking union.’* Japanese firms, therefore, generally can en-
gage in annual wage negotiations without fear of annual labor unrest.

Labor relations in Japan, therefore, tend to be quite harmonious
despite the ostensible militancy of union rhethoric. In 1979, for ex-
ample, with a labor force slightly more than half that in the United
States, Japan lost fewer than one million working days to labor dis-
putes compared with 35 million in the United States.” During the
spring wage negotiations in 1981, strike actions were unusually
Iimited, and work stoppages generally were held to a few hours each
day—usually before or after normal working hours.s

In industrial societies, government wage controls generally are
aimed at breaking the “wage-price” spiral by restricting wage in-
creases to the growth in labor productivity. This reduces the “cost-
push” pressures on firms to raise prices and at the same time allows
them to maintain their rate of profits. The Japanese system of labor
relations seems to attain these goals quite well without formal govern-
ment controls.

The government, however, occasionally does “jawbone” to keep
wage increases moderate. Over 70 percent of all organized labor con-
cludes wage settlements during the annual “spring offensive” (April-
June). These wage increases also are used as an important reference
point in determining changes in the wages of government employees,
the price of rice, and health insurance fees. At this time, the strategy
of the labor unions is to first demand wage increases that they know
are too high. They also attempt to settle with the more prosperous
industries first, in order to set a pattern for weaker industries.'®

At the beginning of the spring offensive, government officials may
meet with labor leaders and ask for moderate wage increases or even
suggest a specific percentage change. In December 1974, for example,

16 Koshiro, Kazutoshi. Anti-inflationary Wage Determination Under Free Collective Bar-
galning in Japan from 1974 to 1976 (II). Japan Labor Bulletin, v. 13, June 1, 1976. p. 5-7.

17 International Labor Office. 1980 Year Book of Labour Statistics. Geneva, International
Labor Office, 1980. p. 636-37.

18 Japanes2 Accept Moderate Pay Hikes. Journal of Commerce, May 18, 1981. p. 16.

18 For more detail, see Ono, Tsuneo. The Extent of Un‘on Inflation in Jananese Wage
Negotiations (Shunto Formula)—Recent Trends and Historical Review. Japan Labor
Bulletin, v. 15, August 1, 1976. p. 5-8.
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Prime Minister Miki met with union leaders and asked that wage
increases be kept to 15 percent, the government’s target for the rate of
inflation. While such guidance from the government does not hold the
force of law, it, nevertheless, is given serious consideration.2°

A formal wage (incomes) policy was seriously considered by the
Japanese government following the 32-percent wage increase obtained
by labor in 1974. The Economic Planning Agency, which was charged
with examining the problem, however, recommended that, at that time,
no such policy was necessary. It reasoned that the current inflation
was temporary, that strong export earnings were enabling firms to pay
higher wages, and that by the very nature of “enterprise unionism,”
Japanese unions tend to be very sensitive to the economic conditions
of their respective companies. Decreased profits or a slackening of
labor market conditions would eventually cause enterprise unions to be
more flexible in formulating wage demands.?

Table 2 shows average wage increases in manufacturing industries,
the growth rate in labor productivity for manufacturing industries,
changes in the consumer price index, and the ratio of job openings to
applicants from 1972 to 1980. Note that while wage increases have been
smaller recently, they do allow for some increase over the rate of
inflation.

The data on wages and productivity in table 2 show that Japan’s
high growth in labor productivity (except for 1974-75) has usually
covered wage increases. Japanese manufacturing industries, there-
fore, could grant wage increases without pushing up unit costs of
production.

After 1974, Japan experienced a drastic softening in its labor mar-
ket. Before 1975, there was more than one job available per applicant.
After 1974. the ratio of offers to applicants dropped to about 0.6, or 6
jobs per 10 applicants. This is another factor behind the moderate
wage demands of Japanese labor unions.

TABLE 2.—ANNUAL CHANGES IN WAGES AND LABOR PRODUCTIVITY IN MANUFACTURING AND CONSUMER PRICES
IN JAPAN, 1972-80

[In percent)
Labor pro- Ratio of job
Wages in  ductivity in Consumer offers to
Year manufacturing manufacturing prices applicants
15,7 1111 4.5 1.16
23.4 120.1 11.7 1.76
26.2 -.5 24.5 1.20
11.5 -39 11.8 .61
12.3 12.3 9.3 .64
8.5 5.1 8.1 .56
5.9 8.0 3.8 .56
7.4 12,1 3.6 71
8.1 @) 8.0 .75

1 Percentages for 1972-73 are based on an old series that has not been linked to the series after 1973,
2 Not available.

w%)urcess: Based on Bank of Japan. Economic Statistics Monthly, March 1981, p. 9-11, and Economic Statistics Annual,
+ P2

20 Koshiro, Kazutoshi. Anti-inflationary Wage Determination Under Free Collective Bar-
gainins in Ta~an from 1074 to 7776 (I). Japan Laror B-lletin, v. 73. May 1. 1976. n. 8-10.

21 Ibid. See also Ono, Tsuneo. Some Notes on the Background of the Recent Discussions
on an Incomes Policy. Japan Labor Ministry, v. 10, April 1, 1971. p. 4-6.
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In short, Japan has no formal wage policy. It does, however, have
a social contract buttressed by the structure of its industrial relations
that invokes a kind of soft incomes policy.

The effectiveness of Japan’s current anti-inflation policies and vol-
untary wage restraint by labor can be illustrated by comparing changes
in Japan’s wages and prices during the first (Oct. 1973-Dec. 1974)
and second (Dec. 1978-Feb. 1980) oil crises. As shown in Table 3, the
increase in wholesale prices, which depend largely on the price of
imported petroleum and raw materials, increased by 29.3 percent in
the first and 23.1 in the second crisis. The price of raw materials alone
increased by more than 30 percent in either case. Consumer prices,
however, rose by 27.6 percent in the first case compared with 7.7 per-
cent in the second. The major reason for their difference appears to be
in the small increase in wages during the second oil crisis, when wages
rose by 9.5 percent compared with a 28.1 percent increase during the
first oil crisis.

TABLE 3.—CHANGES IN WHOLESALE AND CONSUMER PRICES, WAGES, LABOR PRODUCTIVITY, AND UNEMPLOYMENT
DURING JAPAN'S 2 OIL CRISES

[1n percent]
1st oil 2d oil
crisis (Octo- crisis (De-
ber 1973 to  cember 1978
December to February
1974) 1980)
Wholesale Price IndexX_ . o oo e de e e mmmm i mmmmmm 29.3 23.1
Raw materials__.__________ - - - 34.1 39.0
Industrial goods._.. 25.0 18.1
Consumer Price Index.__ 21.6 1.7
Wages in manufacturing. . 28.1 9.5
Labor productivity in manufacturing, -11.7 112.5
Number of wholly ployed__..____ 51.7 —4.3

10 ber 1978 to D ber 1979.

19588”“5; Koshiro, Kazutoshi. Wage Determination Under the Second il Crisis. fapan Labor Buletin, vol. 19, July 1,
b Pe e

Japan’s economy, however, was better prepared in 1979 than in 1973
to cope with an increase in petroleum prices. Labor productivity, for
example, fell by 11.7 percent over the first oil crisis while rising by
12.5 percent over the second. This allowed firms to absorb some of the
higher costs of raw materials without raising prices. The number of
wholly unemployed also declined by 4.3 percent in the second oil crisis
compared with an incredible rise of 51.7 percent during the first. This
indicates that enterprises probably had already trimmed away excess
labor costs by 1979.

Perhaps the most interesting aspect of the Japan’s experience dur-
ing the second oil crisis, however, is that consumer prices stability was
maintained with little formal government intervention into market.



Chapter V. WAGE AND PRICE POLICY IN THE
NETHERLANDS

.By David D. Driscoll *

Dutch wage and price policy during the 1970s has been character-
ized by ambivalence and experimentation. The Dutch government, re-
lying on laws in place since the close of World War IT, has the author-
ity to set wages and prices and thus to the exert a strong influence on
the domestic inflation rate toward a level consistent with national eco-
nomic goals. Moreover, at the start of the 1970s, the government at-
tempted to strengthen further its already considerable control over
inflation by authorizing itself to intervene directly in wage negotia-
tions at the national level, reserving to itself the power to veto settle-
ments it considered inflationary and in conflict with the national in-
terest. In theory, the Dutch government now enjoys almost absolute
control over wages and prices. In practice, however, political and
social realities prevent the government from the full exercise of this
authority and have created a climate in which Dutch inflation has
hovered around the average rate for the European Community as a
whole.

Emrrasis on Wace Poricy

Up until the 1970s the Dutch government had emphasized price
control as the principal instrument in moderating inflation. The events
of the 1970s soon showed, however, the vulnerability of the Netherlands
to imported inflation and the powerlessness of the government to pre-
vent external events (such as the rise in the price of 0il) from influenc-
ing domestic prices, despite its theoretical ability to control them.
Simultaneously, the realization grew that even the government’s fal-
tering control over prices would soon be eroded if the seemingly in-
exorable rise in wages went unchecked. In response to this realization,
the Dutch government has tended in recent years to place more em-
phasis on wage control in its fight against inflation and has attempted
to intervene in the market to moderate wage demands. Intervention
has variously taken the form of limits on wage increases and outright
freezes, but as the 1970s proeressed, such intervention met with grow-
ing resistance from the social partners. Gradually it has been replaced
by an effort to secure stability less through the exercise of government
authority than through reasoned consensus and cooperation by em-
ployers and trade unions.

*Consultant in International Economics, FEconomics Division.

1The government is assisted on important questions of social and economic policy by
congultation with the Social Economie Conncil. an official advisory body consisting of labor
and employer representatives and of independent exports nominated by the crown.

(43)
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A Fawep ExXPERIMENT

Because of strong labor market pressures (skilled labor was tem-
porarily in short supply), widespread inflationary expectations at
home, and general inflation abroad, the decade began without great
success as far as the establishment of a wage policy in the Nether-
lands is concerned. Conditions favoring inflationary wage demands
were not ameliorated by the passage in early 1970 of an ill-advised
Wages Act authorizing direct government intervention in collective
wage settlements. The authorization met with immediate and intrac-
table resistance from the social partners. In protest against what they
considered high-handed government intervention, several central un-
ion organizations withdrew from collective bargaining at the national
level.? This effectively spelled collapse of the institutional framework
for a Dutch incomes policy and led to inflationary wage negotiations
at the sectoral level, outside direct control of the government. The Act
was a double failure. Not only were the sectoral wage settlements in-
flationary, but unpopular intervention in the process of wage settle-
ment earned the government the opprobrium of both social partners
and temporarily poisoned the atmosphere of cooperation on the issue
of inflation.? As a consequence of these developments, by 1971 the gov-
ernment had virtually renounced the powers it had voted itself in the
Wages Act and was seeking to approach wage inflation from a differ-
ent direction.

Abandoning its attempt to intervene in wage settlements in accord-
ance with the disputed articles of the Wages Act and relying on its
general authority to regulate wages dating from the immediate post-
war period, the government in the spring of 1971 established a six-
month ceiling on pay increases. (The government extended all wage
contracts expiring before June 1971 for a period of six months with
stipulated maximum pay inereases.) The leadership of the trade un-
ions felt it could go along with a general ceilings on wages, although
it could not accept government intervention in snecific wage settle-
ments. In August, 1971, the government eliminated control over prices.
These steps the government regarded as necessary to improve the rela-
tionship between itself and the social partners. Unions seemed ap-
peased by the shift to general wage control and management was
pleased with the opportunity to adjust prices.*

LinginG Waces To Prices

These gestures at improving the political climate proved effective,
and as antagonism between government and the social nartners abated,
new controls on wages and prices were gradually introduced and
strengthened. During 1972, with government urging, the social part-
ners concluded a central agreement limiting wage increases to 3.5 per-

2 Dntch emplovers and unions nevotiate ware settlements at the national level. honina
to arrive at an agreement which will be accentable throughout the nation. If negotiations
lat tlhe national level fail to result in a settlement thev continue at the sectoral and lozal
evel.

3OECD Economic Survev, Netherlands for the Economic Cooperation and Development.
Paris. November. 1971. p. 27.

< Ibid., p. 28-29.



cent above the rate of price increases, thus linking wage policy to price
policy. Simultaneously a system of selective price control was grad-
ually imposed. Because of this system and of other factors such as
slackening demand and the revaluation of the guilder, inflation was
limited during 1972 and 1973 to 8 percent, a moderate rate compared
with the experience of most members of the European Community.

The first oil shock of November 1973 and its immediate inflationary
impact induced the social partners to accept further government in-
tervention in wages and prices. The government took advantage of this
atmosphere and succeeded in mandating minimum waiting periods for
passing on to consumers external cost increases, regulating fees more
tightly, and limiting rent increases. The process of allowing govern-
ment Intervention in setting wages and prices under threat of the oil
crisis culminated in January 1974 in the Special Powers Act which
gave the government authority to act on prices and incomes without
prior parliamentary consent.

Despite the authority conferred by the Special Powers Act, con-
sumer price rises during 1975 were substantial because consumers fi-
nally had to come to terms with higher costs till then delayed by price
and wage regulations. The influence of inflated world prices on do-
mestic prices could no longer be restrained by government fiat. Infla-
tion reached 9 percent. In reaction, the authorities invoked their power
to impose a six-month wage freeze, effective in January 1976, and to
establish stricter controls on prices, setting tight limits on costs which
would be passed on in the form of price increases. The quantitative
impact of wage and price controls during 1976 is difficult to ascertain,
although it is probable that the wage freeze resulted in smaller in-
creases in wage costs than would have occurred in the absence of a
freeze. The effect on prices is more difficult to assess. Though price in-
creases decelerated and some part of this deceleration can be ascribed
to the smaller increase in the wage bill, more modest import price rises
also had a dampening effect.

Throughout 1976 and 1977 price controls were applied which allowed
price changes attributable to taxation and to increases in the cost of
materials, but not those based on wage increases. This policy naturally
narrowed profit margins considerably. Meanwhile, though authori-
ties did not directly intervene in wage negotiations, they stressed there
should be no increase in real wages for the average worked in 1978.
It is important to note that the Dutch government has never formally
relinquished its authority to veto wage agreements absolutely if it con-
siders them contrary to the national interest, although political con-
siderations make the use of this statutory authority most unlikely.

In any discussion of Dutch prices, the exchange rate of the gilder
cannot be ignored. Exports from the Netherlands amounted in 1979
to over 41 percent of the gross domestic product, while imports ac-
counted for over 44 percent. In an economy dependent to the extent
of the Netherlands’ on foreign trade, the currency’s exchange rate is
of prime importance. In this the Dutch have been fortunate : During
the past decade the guilder has retained its value and even appreciated
relative to most foreign currencies. Underlying this appreciation are
significant amounts of repatriated capital (in part from the former
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Dutch colonies) and earnings from the export of natural gas from
under the North Sea. Furthermore, the guilder has been consciously
tied to the DM and has by and large moved upward in tandem with
the German currency over the past decade. The strength of the guilder
has raised the value of Dutch exports (though diminishing the
volume) and has generally moderated for the Dutch consumer the
price of imports.
DEevELorPING A CONSENSUS

There has consequently been little use of statutory powers related
to incomes policy in the Iate 1970s. Policies have tended to rely rather
on maintaining a broad consensus between government and the social
partners, a consensus which the central wage bargaining process is
meant to implement. The elements of this consensus are an acceptance
of the principle of wage indexation, which imples moderate additions
to contractual wages and the maintenance of purchasing power. In-
dexation of wages, salaries, and unemployment compensation occurs
at mid-year and year’s end for price increases during the six-month
periods” ending in mid-April and mid-October. By and large, all
parties have accepted the complementary objectives of recovery of
profits and maintenance of workers’ living standards, though different
parties have naturally placed different emphasis on the relative im-
portance of these objectives.

To encourage and to a certain extent to direct the consensus, the
government annually makes clear the course it believes the economy
should take. To prevent the erosion of purchasing power through taxa-
tion, budget proposals (announced before opening of negotiations
between emnloyers and trade unions) begin with specific assumptions
on the development, of contractual wages. These assumptions consti-
tute quasi-statutory guidelines. Since both employers and trade unions
oppose direct government intervention in the bargaining process, wage
negotiations have proven, over the years, lengthy and arduous. No
central agreement has been concluded since 1977, but subsequent nego-
tiations at the sectoral level have ultimately led to agreements. To
contain public expenditures the growth of public sector pay and of
social benefits has been held at 1 percentage point below the growth
of contractual wages.

Price constraints in the Netherlands have proven unnecessary dur-
ing the past few years for two reasons. First. the anpreciation of the
exchange rate of the guilder, impelled partly bv large increases in
foreign exchange earnings from Holland’s North Sea natural gas pro-
duction. has reduced the cost of imported elements in products sold
domestically and subjected domestic industries to intensified foreign
competition. Second. increases in labor costs have outrun initial as-
sumptions. Because this has narrowed profit margins, the government
has authorized compensatory price increases rather than restrained
prices to reverse the unintended compression on profits. In 1979 the
allowable increase in prices was 4.3 percent, a figure virtually identical
to the actual outcome at the retail level.
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CoNcLusIoN

Dutch policies to dampen inflation contain few novelties since they
are based on the traditional practices of wage and price control. The
government’s power to set prices, however, is severely circumscribed
in a world of relatively free trade by developments in world markets.
The government’s authority to regulate wages is also limited by social
and political considerations, though the government did succeed
throughout the 1970s, after a bad start, in making some progress in
convincing the social partners to work toward moderation in wage
demands. Convincing the social partners has largely been a matter of
developing the realization that unreasonable rises in wages will benefit
nobody and of achieving cooperation in linking wage demands to un-
avoidable rises in prices through the acceptance of wage indexation. If
there is a lesson to be learned from the Dutch experience it is this:
control of inflation depends less on the government’s legal authority to
set prices and wages than on developing a consensus between employers
and unions that their own best interest will be served by accepting
the interrelation between wages and prices and by attempting to main-
tain a balance between them.



Chapter VI. WAGE AND PRICE POLICY
IN WEST GERMANY '

By Arlene Wilson*
I~nTrRODUCTION

Wage and price policy is generally understood to include government
actions, other than monetary and fiscal policies, designed to control the
rate of increase in wages and prices. Usually such policies include gov-
ernment-promulgated guidelines (or targets) for wage and price in-
creases and some mechanism (such as public censure or retaliation by
some form of government action) to encourage compliance by labor
organizations and businesses. By this definition, incomes policies have
not existed in West Germany during the postwar period. Although
some suggestions to establish guidelines have occasionallv been made,
such as that by the president of the German central bank in early 1960
for a gunidepost for wage increases of 4 percent based on estimates of
productivity gains, they were not adopted.

In this paper, therefore, wage and price policy is defined more
broadly to include institutional deve'opments in the postwar German
economy that are thought to contribute to wage or price restraint.
Defined in this way, the German preference for cooperation instead
of conflict between labor and management, codetermination (worker
participaticn in management mechanisms) and concerted action (meet-
ings between national representatives of labor, business and govern-
ment to exchange information resardine macroeconomic objectives)
may be considered as wage and price policy.

The main purpose of this paper is to explain how mutnal trust, co-
determination. concerted action and other factors contribute to waae
restraint in West Germany, with particular emphasis on the 1970s.
Since no obvious structural factors contributed to price restraints in
West Germany, the discussion concerns only wage restraint.

CooPERATION BETWEEN LABOR AND MANAGEMENT

Underlying labor-management relations in the postwar period is a
spirit of cooperation and trust that has been greater in Germany than
in many other industrial countries. To some extent, this cooperation
may result from the German system of national values in which a
desire for order and fear of social conflict are important. The need
to rebuild the war-torn economy of the 1940s probably contributed

*Specialist in International Trade and Finance, Economics Division.

NoTE.—For further discussion of the West Germany case, see Richard Medlev, “Monetary
Stabi'itv and Indvstrial Adantation in West German>". in Monetary Policu, Selective
Credit Policy, and Industrial Policy in France, Brita‘n, West Germany and Sweden, a Staff
Study prepared for the use of the Joint Economic Committee, June 26, 1981.

(48)
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to a practice of working together for common goals that lasted long
after the immediate reconstruction period. While labor-management
cooperation contributed to Germany’s postwar economic success, the
attainment of rapid growth and prosperity also facilitated the main-
tenance of labor peace.

Labor unions are considered more cooperative in Germany than
in other countries. For example, from 1968 to 1978, the number of work
days lost to strikes per 1,000 employees was 49 in West Germany, com-
pared with 139 in Japan, 191 in France, 446 in Great Britain, 545 in
the United States and 1,549 in Ttaly.!

There is some evidence, however, that the cooperative spirit is lessen-
ing and tension is increasing, particularly regarding non-wage issues.
For example, the 1978 strikes in the metalworking, engineering and
newspaper industries, largely concerned with issues such as job
security in the face of increasing automation, were bitter. Recent wage
negotiations have been c¢onducted in a less cooperative and more
hostile atmosphere. Some analysts feel that younger trade union mem-
bers tend to view confrontation, rather than cooperation, as the
essence of labor-management relations. Employer dissatisfaction with
the Codetermination Act of 1976 and labor’s withdrawal from con-
certed action meetings in 1977 also are evidence of changing attitudes.

CODETERMINATION

Many observers believe that codetermination, or worker participa-
tion in management decisionmaking, contributes to greater trust and
cooperation between management and labor. Continual exposure to
problems and needs of the enterprise provides workers an awareness
of the difficulties facing management and the economy. Moreover, steps
to solve problems before they become inflamed result in greater effi-
ciency in the long run.

There are basically two worker participation mechanisms in Ger-
many. First, workers are represented on the supervisory board of a
company * and secondly, at the plant level, works councils are con-
cerned with the daily operation of the firm.’

Interest in worker participation began in the mid-1800s in Germany
when some workers committees were established on a voluntary basis
to deal mainly with social matters. After World War I, works councils
were introduced and worker participation became an important goal
of the German labor movement. However, all trade unions and works
councils were dissolved by the Nazi regime.

After World War II, the trade unions introduced a codetermina-
tion plan in which the entire economy would be run jointly by employ-
ers and workers at the plant, company, industry, regional and national
levels. Although the trade union plan was not adopted, the Codetermi-
nation Act of 1951 was a major breakthrough.

lgéé)ornhf_}'g. John. Germany Faces a Troubled Decade. Institutional Investor, v. 14, June
. p. 4.

3 German companies have two boards of directors—a supervisory board, which meets
infrequently to examine financial statements and broad policy. and a toard of executive
directors (also called a management Foard). which meets often and makes the imnortant
business decisions. The Foard of executive directors is elected hy the surervisory hoard.

3 The term “codetermination” is sometimes used to refer only to worker representatives
on supervisory boards and other times also includes works councils. In this paper, codetermi-
nation includes both worker representatives on supervisory boards and works councils.
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This act, which applied only to the coal, iron and steel industry,
included equal representation of workers and shareholders on the su-
pervisory board and provided for a labor director (similar to a per-
sonnel director) who would be a full member of the management board
and could be appointed or dismissed only by the majority of workers’
members on the supervisory board. The Works Council Act of 1952
extended worker representation on supervisory boards to most other
corporations above a minimum size but workers elect only one-third
of the supervisory board members; shareholders elect the remaining
two-thirds.

The issue of whether or not workers should have equal repreesnta-
tion on supervisory boards was discussed and disputed over the years.
Workers believe that parity is necessary, even though it would mean
that workers would share in the responsibilities for decisions. Employ-
ers, however, are strongly opposed to parity on the grounds that pri-
vate property rights would be jeopardized, management’s authority
would be undermined, and its independence in collective bargaining
would be compromised. After much discussion and study of this issue,
the Codetermination Act of 1976 was passed, which applies to firms
employing more than 2,000 people. The 1951 Act still applies to firms
in the iron, steel and coal industries, while the 1952 Act still applies to
smaller firms.

Although workers were given equal representation with manage-
ment on supervisory boards in the 1976 Act, several qualifications give
workers less than equal representation in practice. The main qualifica-
tions are:

1. A labor director is appointed by a majority of the supervisory
board (not majority of the labor representatives on the board, as
in the coal, iron and steel industries).

2. The chairman of the supervisory board is chosen by a ma-
jority of the shareholders’ representatives and casts two votes in
the case of a tie.

3. The labor members of the supervisory board include white-
collar and managerial workers. ’

Neither the workers nor employers were fully satisfied with the 1976
Act; workers felt the act did not go far enough while employers felt
it went too far. Employer dissatisfaction led to a court challenge by
the Federation of German Employers’ Associations (BDA) to the
constitutionality of the act in 1977. Although the Court ruled in 1979
that the Act was constitutional, trust between workers and employers
was adversely affeced by the Court challenge; the trade unions in re-
sponse to the Court challenge withdrew from the “concerted action”
discussions on the national level.

Some employers have taken steps to avoid complying with the 1976
Act. For example, a few companies have attempted to restrict the
number of employees to 2.000 or less in order to avoid complying with
the codetermination reauirements of the 1976 Act.

The highly publicized Mannesmann Companv’s attempt to change
its codetermination status contributed to recent labor-management ten-
sions. Mannesmann, which in the past was primarily a steel company
(and consequently under the 1951 Codetermination Act). has diversi-
fied away from steel and wanted to merge its steel manufacturing fa-
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cilities into its pipe division. In early December 1980, management
adopted a proposal for a two-step procedure by which the steel facili-
ties would be leased to the pipe division by mid-1981, and the Codeter-
mination Act of 1951 would no longer apply. Trade unions and the
Social Democratic Party (which has a large labor constituency) pro-
tested. In January 1981, the Federal Cabinet, in a compromise, decided
that Mannesmann’s codetermination status will continue under the
1951 Act until 1987. Neither employers nor trade unions were satisfied
with this compromise.

The Works Constitution Act of 1972 is the current legal basis for
works councils. This act provides that works councils shall be elected
by employees in all firms with five or more employees, and deal with
issues such as conditions of work (hours, remuneration methods), per-
sonnel matters (such as dimissals and layoffs) and changes in the
organization of the enterprise (such as department closings). In gen-
eral, wages are determined by collective bargaining between the trade
unions and federations of employers at the industry level, but in prac-
tice works councils influence remuneration in some cases. Works coun-
cils, unlike trade unions, are not permitted to strike to settle
differences; instead, “compulsory arbitration” is utilized.

It is important to note that collective bargaining is carried out be-
tween trade unions and federations of employers (or employer asso-
ciations) at the industry level. This means that individual employers
deal mainly with works councils at the plant or enterprise level and
employer associations deal mainly with the trade unions at the in-
dustry level. Although union members are often members of works
councils and other interrelationships between the two exist, the basic
separation of works councils from collective bargaining contributes
to the success of works councils.

The average worker has little direct involvement in his representa-
tion on the board of supervisors, but is considerably more involved
in the works council. Many analysts believe that the works councils
are the most important part of the worker participation mechanism,
since they represent the workers in day-to-day operations of firms.

Despite some resistance by employers, most observers believe that
the codetermination system has worked well. The anticipation of
problems and their early resolution by works councils probably con:
tributed to the high rate of economic growth. Perhaps more impor-
tant, employees (and indirectly unions) became better informed and
more responsible than had codetermination not existed.

CONCERTED AcCTION

Althouoh the market is the basic allocator of resources in Germany’s
post war “social market economy,” large groups. in particular, govern-
ment, business and labor, have a significant influence on the way in
which economic decisions are made. As a result, there has been a
conscious effort to make each of these large groups fully aware of
the consequences of their actions on the economyv. Concerted action,
the term applied to these efforts. was intiated by the Council of Eco-
nomic Experts for the Examination of Aggregate Economic Demand
(CEE) in the mid-1960s. As will he discussed later, Jahor withdrew
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from concerted action meetings in 1977, which, to date, have not been
resumed.

Established by law in 1963, the CEE is composed of five experts
1Susually university professors) appointed by the federal government

or five-year terms. The CEE is completely independent of the gov-
ernment, and its members cannot be part of any government or legis-
lative body. The CEE is required to analyze the current economic
situation and make suggestions regarding the four goals of price
stability, high employment, international equilibrium and adequate
growth (often referred to as the magic square or magic quadrangle)
in an annual report submitted to the government in the autumn of
each year.*

The CEE suggested the basic concept of concerted action in its 1965—
66 Annual Report. The federal government, which agreed with this
idea, took steps to put it into effect. The “Act to Promote the Stability
and Growth of the Economy,” passed in 1967, included a provision
that the federal government submit an annual report to the legislature
on the German economy. This report must include the government’s
comment on the CEE report and the government’s own projections.
Whenever one of the four goals appears to be unobtainable, the govern-
ment is to provide “benchmarks for orientation” ® to be used by the
“social partners” (business, government and labor) in an attempt to
reach all four goals simultaneously. Thus, concerted action was aimed
at four broad macroeconomic goals, not only price stability.

More specifically, concerted action has been described by the CEE
as follows:

Representatives of the social groups meet and communicate to each other, and
to representatives of policy-making officialdom, reasoned accounts of their ex-
pectations about prospective economic developments. This exchange of views
proceeds on the basis of benchmarks for orientation by which the Government—
taking due account of the limits of what appears at all attainable—states its own
targets quantitatively in the framwork of a national-income projection. The
benchmarks include estimates of the anticipated development of incomes, but
they definitely do not represent guidelines for the behavior of the groups bar-
gaining on the market.®

The purpose of concerted action is to provide an opportunity for
coordination of private decisions and official policy through an ex-
change of information. Trade union leaders, representatives of em-
ployers and officials of the government (including the Bundesbank
and Council of Economic Advisors) as well as members of CEE meet
several times a year to discuss the government’s economic forecasts and
analysis. Attendance at meetings is voluntary, no guidelines for dis-
cussion or debate are prepared, no votes are taken, and no votes are
taken, and no group Is expected to commit itself to any particular
economic behavior. Occasionally the government officials have been
very explicit regarding the economic conseauences of different actions
by the social partners. For example, in 1975, the negative relationship
between the increase in money wages and the increase in real GNP was
made clear in three alternative scenarios presented by the government.

4« The CEE may also issue other reports in unusual situations, &s it did after the first oil
shock and most recently in 1981

8 Price, income. emnloyment and other data on the current economic situation, as well
as possible and desired future developments.

e Schiff, Erie, Incomes Policles Abroad, Part II. Washington, D.C. American Enterprise

Institute, 1972. p. 19.



53

According to one analyst, CEE emphasizes wage restraint as the
most important strategy in attaining the four broad targets.” The
CEE’s Annual Reports since 1974 contain numerous statements urging
trade unions to exercise wage restraint. The CEE has usually suggested
that the annual percentage increase in wages be less than the sum of
the anticipated increase in labor productivity plus the expected rise in
the cost of living. The 1977 Annual Report of the CEE, however,
suggested limiting wage increases to the anticipated increase in labor
productivity. . .

In addition to the CEE, representatives of the five leading economic
research institutes in West Germany meet twice a year and issue a
report analyzing current economic conditions and projections for the
near future. Although these research institutes have no official role
in the concerted action process, their views are widely publicized and
respected, and thus may influence CEE or government analyses as
well as concerted action meetings.

Concerted action was made possible in West Germany by the con-
siderable trust between labor and management and by the existence
of a central federation of trade unions (the German Federation of
Trade Unions or DGB), and a high degree of organization of em-
ployers (represented by the Federation of German Employers’ Asso-
ciations or BDA).

The success of concerted action in promoting wage restraint de-
pends partly on the accuracy of the government’s forecasts. If the
forecasts are accurate and labor believes that they achieved a fair
settlement, they support concerted action in the next round; if the
actual inflation rate or productivity gain is above the anticipated rate,
labor usually exercises less restraint in wage demands in the next
round. This occurred in 1969 and in 1978 when workers based their
wage demands on official forecasts which turned out to be underesti-
mated; in the next concerted round, workers’ demands were less re-
strained.

The trade unions withdrew from concerted action in 1977 after the
Federation of German Employers’ Associations challenged the con-
stitutionality of the 1976 Codetermination Act in court, which the
unions considered a breach of trust. Despite plans to reestablish some
form of concerted action, recent labor-management relations have
been relatively poor (partly resulting from the Mannesmann reor-
ganization dispute discussed earlier), and concerted action meetings
have not been resumed. Other contacts between labor and management
have, however, continued.

Oraer Facrors

Most wage contracts are signed in the spring, beginning with that
of the metalworking trade union, I.G. Metall. In practice, the agree-
ment made by this union, and to a lesser extent the public sector union,
sets the pattern for settlements made by other unions. Contracts are
renegotiated annually and no cost-of-living clauses are included. An
important feature is the “bunching together” of contracts in the

? Roberts, Charles C. Economic Theory and Policy-Making in West Germany : The Role
of gl&e Council of Economic Experts. Cambridge Journal of Economics, v. 3. March 1979.
p. 86



54

spring, when heavy government and public scrutiny is focused on the
bargaining process. Increases once a year help to avoid the competition
among unions that results from a succession of contract negotiations
occurring throughout the year, as in other countries.

Related to, and perhops one explanation for, the cooperative spirit
is that trade unions are also owners of businesses in some caess. For
example, among the firms owned by the German Federation of Trade
Unions is the country’s fourth largest bank and its largest construc-
tion company.® ‘

Since hyperinflations of the early 1920s and the immediate post-
World War II period, the Germans have had a well publicized fear
of inflation. Not only does this affect their behavior as consumers (for
example, they tend to cooperate with anti-inflationary policies of the
government by cutting back spending when monetary policy is tight-
ened), but it also contributes to the wage restraint exercised by labor
unions. i

The year-end announcement by the Deutsche Bundesbank (central
bank) regarding the rate of growth of the money supply which it will
permit in the subsequent year also may contribute to wage restraint.
Wage increases in excess of those estimated by the government may be
seen as inflationary in view of the anticipated limits to money supply
growth ; consequently, money supply growth limits reinforce the need
for wage restraint.

Wage INCREASES IN THE 1970s

In the German consensual approach, wage negotiations are con-
ducted in the framework of anticipated productivity and price in-
creases, not actual increases. However, a comparison of wage increases
with actual productivity and price increases may provide evidence
regarding the success of German incomes policies.

As discussed earlier, one of the two formulas for wage restraint
suggested by the CEE was that wage increases should not exceed the
sum of productivity and price increases. As shown in table 1 below,
wage increases were substantially greater than the sum of productivity
and price increases only in 1971 and 1974, years of labor unrest and
of adjustment to the first oil shock.

By the CEE’s second formula, that wage increases should not
exceed productivity increases, the evidence is less favorable. Except
in 1976, wage increases were greater than productivity increases every
year, often by a substantial amount, but this is not surprising in view
of the significant inflation even in Germany during the 1970s. This
second wage-setting formula is more realistic for a time in which
inflation is mild or nonexistent.

Wage increases in the late 1970s were relatively moderate, especially
in view of the recent tensions between labor and management. And in
1981 (not shown in the table), wage settlements in the metalworking
industry and public sector were about 5 percent, continuing the trend

of moderation.

8 Hein, John. Revisited—Geormany’s “Bconomic Miracle.” Across the Board, v. 17,
March 1980. p. 51.
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TABLE 1.—PRICES, PRODUCTIVITY AND WAGES IN WEST GERMANY

Annual percent change in—

Productivity
Consumer plus con-
Year Wages ! Productivity 2 prices?  sumer prices
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1 Monthly contractual pay rates.
2 Qutput per person.
% Including food.

Source: Computed by CRS based on data in OECD Economic Survey, Germany. June 198}, p. 75,

Comparing wage increases with price increases, one sees that prices
increased less than wages in every year since 1971. This means, of
course, that real incomes of workers increased every year, and the con-
sensual approach did not lead to a reduction in real income of workers.

CoxncrusioNn

Trust between labor and management, codetermination, concerted
action and other factors are interrelated. For example, concerted ac-
tion could not exist without mutual trust and, at the same time, con-
certed action meetings contribute to greater trust. Also when relation-
ships in one sphere break down, they tend to break down in other areas.
For example, as mentioned earlier, labor unions withdrew from con-
certed action meetings in response to the court challenge of the 1976
Codetermination Act by the employers. Because of the interrelation-
ships and because some of these institutional devices (especially con-
certed action) are on an informal basis, it is impossible to estimate the
effect of each factor individually on price stability in West Germany.

Furthermore, the informal wage policies discussed in this paper are
only one aspect of the economic situation in Germany. It is likely that
other economic measures, such as monetary policy and to a lesser extent
fiscal policy, play a larger role in the maintenance of price stability
than do incomes policies. Attitudes of Germans, such as their consider-
able fear of inflation resulting from the hyperinflations of the 1920s
and post-World War I period, cause them to cooperate with govern-
ment policies to curb inflation. Institutional factors, such as the close
relationship between the banking and industrial sectors and the rela-
tively large proportion of the industrial sector owned by the govern-
ment, may also be important. At times, such as in 1977-78, appreciation
of the Deutsche Mark relative to other currencies contribute to the
moderate inflation rate.

Nevertheless, wage restraint by labor unions, concerted action, co-
determination and Jabor-management cooperation probably did con-
tribute to price stability directly as well as indirectly by increasing
the effectiveness of other German economic policies.
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