INFLATION THEORIES, WAGE-PRICE

CONTROLS AND THE BEHAVIOUR
OF RELATIVE PRICE CHANGES

Introduction

Inflation is a process of continuously rising prices or, equi-
valently, of a continuously falling value of money'. Two important
controversies are currently being waged in the economic world as
to what causes inflation. Both involve a conflict between fundamen-
talists and the neo-Keynesian, the shorthand for the school of
economists which has dominated British economic policy since the
war. The first argument is about whether inflation is monetary in
origin, or whether it results from the operation of mechanical factors,
like world prices or the supposed ability of powerful unions (and
businesses) to push up wages and prices respectively.

In the following pages we provide a brief description of the
economic theories of inflation, the changing emphasis on wage-price
controls to counteract inflation, and we trace the behaviour of rela-
tive price changes during the period of control. This theoretical
discourse, followed by empirical evidence, is intended to show that
at an aggregate level operation of the Price Code had been effective
to hold down the level of increases in output prices relative to in-
creases in current input prices. This has been possible due to the
historical cost-based pricing adopted for the operation of the price
control, which the proponents? of “normal price hypothesis” found
to explain successfully the behaviour of manufacturing prices in the
UK. during the decade and a half preceding 1970—a period of much
lower input price increases compared to the environment of the 1970s.
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No personal involvement in any estimation of the price path
based on an a priori model of the behaviour of the industrial prices
such as the “normal price hypothesis had been engaged in by the
researcher. He has, however, discussed in this chapter the result of
a recent econometric study based on the above hypothesis which
confirms the impact of price controls as well as the effect of historic
cost-based pricing, as can be observed from a much simpler analysis
of published indices of input-output prices, and analysis of unit cost
data published by the Price Commission.

Economic Theories of Inflation and Wage Price Controls

At any given time, the value of total production in an economy
equals the income generated in the process of production—income in
the form of wages and salaries, interest, rent and profit. The classical
cause of inflation is excess demand in the economy, i.e. more goods
and services are being demanded by consumers, investors and govern-
ment than the economy can produce at full productive capacity.
In other words, at any given time society has limited resources availa-
ble to it, and these can produce at full capacity only so many
goods and services. If the demand on those resources emanating
from all sectors exceeds that potential, there will be a scrambling
for goods and services, and indirectly a scrambling for resources,
pushing up the prices. This type of price increase is known as demand--
pull inflation.

The question is : how is this excess demand financed ? It is
associated with government overspending, while not matched by
tax collection and public sector borrowing and is ultimately met
by printing money. The money spent by the government ends up
in the hands of private businessmen and workers, for it is private
business and individuals that supply the goods and services to the
government. This is what starts the process. With the added purchas-
ing power (multiplied by the banking system) private individuals
and businessmen would try to match and outbid the government
in its control over resources. This over-heating of the economy
initially manifests itself in overtime working, longer delivery lags
and inventory reductions. The secondary response is the marking
up of wages and prices at a faster rate. In a complex industrial
economy, the output of one stage is the input of subsequent stages

Qe



66 PRICES, ACCOUNTING AND VIABILITY

and initially rising prices and wages are transmitted through the
economy as an increased cost to others. This induces further rounds
of price and wage increases. A persistance of this process will
activate a third stage in the transmission mechanism, namely: “an
upward revision of inflation expectations which, if held firmly
enough, will lead firms and unions to raise wages and prices by
the amount of which others are expected to raise theirs—regardless
of the current state of demand’3.

The monetary demand-pull theory is strongly supported with
empirical evidence ; ¢...there is a strong correlation between the rate
of monetary expansion and the rate of inflation some ten to twelve
quarters /ater. There is no such strong correlation in the opposite
direction™?,

The second type of inflation, known as cost-push inflation, refers
to price increases pushed from below by unions pressing for higher
wages and management for higher profits. It occurs because firms and
unions are not pure competitors, rather they possess varying degrees
of market power. Known as price-makers (instead of price-takers in
a competitive market) they do not merely adjust to market prices, but
by their very action they affect these prices. In this perspective, infla-
tion is the result of a battle over income distribution, with income
recipients all attempting to raise their share of national income.
Simple raising of claims does not generate more output, the conflict-
ing demands are “resolved” by a rising price level. This view is
sometimes reconciled with the monetary view by assuming that be-
cause of concern over maintaining full employment, the monetary
authorities simply ratify whatever claims are imposed by increasing
the money supply, passively®.

Regarding the monopoly power of labour unions and industrial
producers, Friedman argued that their existence may be one of the
factors that, by a variety of devices, affects the course of monetary
-policy. “But in this respect it is just one of many influences. What
produces inflation is not trade unions, nor monopolistic employers,
but what happens to the quantity of money. Anything else that
affects the quantity of money will have the same effect”®,

. Further, it is argued that while demand-pull inflation generally
implies full employment, the cost-push variety can co-exist, because
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of ‘administered prices’, with unemployment and recession. This
latter proposition seems to have been borne out by the lessons of the
early seventies which were found to be in contradiction to the “‘Phillips
Curve”’ trade-off relationship between .unemployment and inflation.
The strong relationship between . inflation and unemployment had
ruled economic policy for nearly two decades, with governments
deliberately either moving to raise unemployment and lessen inflation
or accepting a degree of inflation as the price of full employment.

According to Galbraith, the modern corporation does not seek
mainly to maximise profits, but to attain smooth and steady growth.
It may be far more willing to cut prices when demand is rising and
unit costs falling, than when the market sags and profits are threate-
ned. Based on this downward stickiness of wages and prices,
Galbraith and his followers have been advocating a “permanent sys-
tem of wage and price controls, at least covering those industries
dominated by a few large companies™. It is difficult to accept this
proposition for two reasons. First, as has been argued by Friedman,
such ‘administered pricing’ may be capable of raising relative wages
and prices, and insofar as the government has a full employment
policy, may also temporarily raise price levels to a new level, “but it
‘does not produce continuing inflation”s, Secondly, whatever the
source of inflation, one does not see how in the face of high factor-
cost increase, prices could be reduced or price increases restrained
for products in general, with the exception of a few with high techno-
logical content.

It is being increasingly accepted that post-war ““demand manage-
ment” by governments based on the assumptions of Keynesian eco-=
nomics, of which the Phillips Curve was an empirical extension,
did work well up to the mid-1960s in the U.K. because of special
circumstances. Up to this time, Friedman explained, the apparent
success of policy was due to Britain’s link, via a fixed exchange
rate, to a world economy dominated by the United States which did
not begin to pursue Keynesian policies until the mid,1960s°. From
then on these conditions ceased to exist, hence the pursuance of
full employment policies under changed conditions resulted in grow-
ing balance of payment problems, and continued high inflation, as
well as high unemployment. Relatively higher levels of employment,
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it ‘was suggested, under these changed conditions could be achieved
by policies directed towards the structure of the labour market and
not with “demand management policies’*!°,

The Federal Republic of Germany is a clear example of the use
of atight monetary policy as opposed to price controls. They have,
as a matter of policy, operated without price controls and have
minimised government interventions since 1949. The German Federal
Bank has always pursued a tight monetary policy, and the trades
unions have been very moderate in their wage demands believing
that if they pushed them too far this would raise marginal costs
and cause reduced output and high unemployment. It is interesting
to observe that Germany enjoyed the lowest rate of inflation amon-
gst the nations of Western Europe and North America, even in
the climate of the 1970s.

While the debate as to what causes inflation continues, the role
that is being assigned to wage-price controls is limited to the mode-
ration of “inflationary expectations” in the short run only!!. There
also seems to be a growing concern for “micro-economics’’—the
various small details of what actually happens in the economy—at
the level of firms rather than broad macro-economic forces as the
key to predicting events'?. As has been commented by Professor
Hague, this is possibly going in the right direction in terms of the
most important contribution to the theory of the firm in recent years,
by Simon, Cyert and March. The work of these people at the
Carnegie-Mellon University in the U.S.A. emphasized the way busi-
nessmen usually run their businesses—through a system of budgetary
control. This process is more likely to result in “satisficing” objectives
rather than the “profit maximising’’ behaviour which economic theory
traditionally assumed. Satisficing firms pursue a multiplicity of objec-
tives, altering course only when one or more such objective fails to
be met. Limiting conditions, or otherwise, arise from the changing
environment which cannot be experienced uniformly by all the firms
in a country nor even within an industry sector. Therefore, beyond
the shortsterm role of influencing expectations, the rationale for
comprehensive price controls does not seem to exist.

In the U.K. the state of very low real proﬁtability and investment
had created an overall impression in which price control in some
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form was being advocated only as a political quid pro quo to obtain
moderation in wage claims. Even Sir Campbell Adamson, Director
General of the C. B.I., admitted that although the present Price
Code subsidised consumption and discouraged investment, the connec-
tion in the public’s mind between pay and price controls was such
that he believed it would not be possible to get acceptance of a tough
policy on pay restraint if all supervision on prices were to be
removed',

The next phase of confrol, which was to be operated in the
UK. for one year was intended to be general supervision on the
substantially altered profit margins control of Stage V. Concen-
tration, within this general supervision, was on the cases of ““excessive’’
price increases, while overseeing the gradual withdrawal of price
controls, which actually began in Stage V. Following Stage V how-
ever, the ‘inquiry criteria’ listed in the new prices policy had em-
phasized that the new Price Commission should have regard to
the, ‘earnings of profits which give a real rate of return on capital
employed sufficient to meet the cost of finance, including compen-
sation for the business risk, and to sustain investment in expansion,
innovation and technical 1mprove:1nents14 This reflects a consi-
derable shift in emphasis towards the right direction, but much
would depend on how ‘profits’ would be measured.

Relative Price Changes and Price Control

Relative price changes, including their connection with inflation,
represent a central problem in corporate financial management and
planning. The distinction between relative price changes and inflation
has been characterised by a great deal of confusion. Economists
have often been criticised, especially in the United Kingdom, for
using the word ‘inflation’ in more than one sense!’. A recent
LE.A. Conference took ‘inflation’ to mean a rise in the price level
as measured by some price index'®, The rate of inflation therefore
would refer to a rise in that index expressed as percentage of the
value of the index on the base date. Anindex purporting to show
the change in the general level of prices would contain the weighted
average of all price changes taking place in an entire economy
in any given interval of time. Relative price changes, on the other
hand, indicate the changes taking place in the individual prices,
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similarly measured, relative to each other. The relationship between
the price of steel, for example, and the price of wheat is a relative
concept. Therefore, the rise in the general level of prices consists
of a multitude of different price changes and typically would conceal
a wide degree of dispersion about the rate of inflation.

The impact on business firms of what is very often referred
to as inflation, is essentially a question, therefore, of the behaviour
of the specific prices of the firm’s factor inputs relative to the
prices at which it can sell its goods and/or services'’”. The main
factor inputs for most manufacturing firms usually include materials
and components, wages and salaries, fuel and power, and a number
of different categories of overhead and capital expenditure.

Since inflation started to accelerate, the use (and misuse) of
statistical indices has become increasingly widespread. But as in-
dexing became a national pastime, there was a growing awareness
of the limitations of general price indices'®. For example, when
the price of leaf tobacco rose by 209 in 1974, no general cost
index represented, even remotely, the situation in which a cigarette
company found itself. For this reison, to measure the impact of
relative price changes on a company’s costs and prices, one really
needs to use a company specificindex constructed from data inter-
nally gencrated" or developed from published statistical series?. There
are indications that the use of such indices by companies has increased
substantially during recent years. In response to a questionnaire
survey, by the researcher, 46 ‘out of 50 large firms said that they
were operating a procedure for monitoring cost increases of indi-
vidual products on certain formal bases.

Some idea of the order of magnitude of the increase in relative
price changes affecting the costs and revenues of companies in the
manufacturing sectors may be obtained from the three official statis-
tics. The officially published indices of wholesale prices are of two
kinds. One set of indices traces the behaviour of the prices of
materials and fuels purchased by broad sectors of the industry,
whereas the other set recordsthe behaviour of the prices of the out-
put of broad sectors of industry sold in the U.K. home market.
The third set of indices measure the change of wages and salaries of
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U.K. employees. Indices 1 and 2 together represent approximately
the behaviour of 75 % to 85% of the cost of manufacturing industry,
the rest being the cost of capital consumption _(depreciation), inte-
rest cost and the cost of certain bought-in goods and/or services.

Materials and Fuel Costs

From the first set of indices two types of variations in the
prices of materials and fuels purchased by the broad sectors of
the manufa(;t"uring industry may be computed. Type one is the year-
on-year percentage change in prices for the same sector, and type two
is the variation between sectors, i.e. differences in percentage changes
between sectors in a particular year. For the manufacturing industry
the compound annual average rate of increase over the three-year
period 1973-1975 was 30.229, whereas the range of the geometric
mean rate of change of input prices of seven sectors widened from
20.079% to 33.37 9 .1In 1974 the prices of materials and fuels purchaséd
increased by as high as a percentage of 53 for the paper and board
sector and as low as 13 9] for the textiles sector. The corresponding
increase in unit cost for materials and fuels must have varied con-
siderably among companies in the different sectors. Although a
material cost increase was entirely allowable, the adverse effect of
some delay in passing it over might have been higher for some sectors
relative to others. Besides, the use of FIFO principles of stock
valuation resulted in higher levels of under-charging of costs and
consequent overstatement of conventional profits for those sectors
which experienced relatively higher rates of increase in the price of
raw materials and fuels.

Wages and Salary Costs, Productivity and Output

Changes in wages and salary cost to different industries was com-
puted from the index numbers of average earnings for all employees.
The percentage changes measure increases in total earnings over
time, and so do not provide an accurate measure of the increase
in unit labour costs without taking into consideration changes in
productivity and output. “The productivity of a nation’s work force
and the compensation paid to workers, are intricately intertwined
with the marketability of the output produced both at home and
abroad. Gains in labour compensation which exceed increases in
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output per hour of labour expended, lead to rising unit labour
costs unless offset by falling costs of other factors. The result might
be shrinking profit margins, rising prices, or some combination of
both’*2!, By comparing indices of output produced per hour worked
and labour cost per unit of outputin manufacturing industries for
twelve industrial countries from 1960 to 1974, Goldstein found that
only the United Kingdom experienced a faster rate of growthin
unit labour costs than in labour productivity—an average annual
change of 5.7% compared with 3.7% respectively. No doubt the
difference between the two indices widened sharply after 1970.

Besides thé delay factor imposed by the Price Code, there was
a provision for productivity deductions in respect of increases in
labour cost per unit, to offset the supposed gains in productivity.
Productivity in manufacturing increased by about 8%, in 1973 but
in 1974 it remained constant and was declining in 1975. On the
other hand, manufacturing output increased by 8.203% in 1973, but
it decreased by 2.437% and 6.1989 in 1974 and 1975 respectively.
Over the three years the geometric mean rate of change was — 0.144%,

In its report, March-May 1974, the Price Commission saw the
prospects for prices and profits as follows : When manufacturing
output was rising, as it was last year at 89, or 99 on the year,
and productivity by nearly as much, an increase in wage rates of
139 could be absorbed without too much effect on prices. If wage
rates were now to rise by 159 or 209 per annum and the in-
crease in output falls to 29 (first quarter of 1974) the effect could
only be an unacceptable rise in prices, or a dramatic fall in profits,
or both. It was observed that for all manufactured products the
percentage increase in output prices jumped up to 23.289 and
24.14% in 1974 and 1975, whereas profit margins (shown elsewhere)
fluctuated at their lowest points (50%-62 %) of reference levels®

The index numbers of average earnings for all employees showed
accelerating rates of increases in average earnings for all the industry
sectors. It was observed that the range of variations over time
within an industry as well as between industries in the average rates
of increase over the three years was quite small. This was to be ex-
pected from the nature of the collective bargaining experienced during
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the period ; however, the rates of acceleration slowed down con-
siderably in 1976 because of the (£ 6 per week increase) agreement
entered between the Government and the Trades Union Congress

The effect of input price increases, increases in average earnings
and declining productivity and output and price control may be
observed from the following table. Table 1 shows the magnitude

TABLE 1 : MANUFACTURING INDUSTRY
1970=100 Incremental Price-Cost Ratios

Index of Index of wages Index of
materials and salaries wholesale
Year and fuels per unit of prices of Col (3) =~ Col 3)=
purchased output output Col(1) Col (2)
1 2 3 4 5
1968 915 83.1 89.9 ~ - 983 108.2
1969 95.0 88.4 : 934 98.3 105.6
1970 100 100 100 100 100
1971 104.6 108.6 109.0 104.2 100.3
1972 109.2 112.9 114.8 105.1 101.6
Av, 1968-  100.06 98.6 101.42 101.3 102.8
1972
1973  164.5 122.5 123.2 . 853 100.6
1974 2153 149.1 152.0 70.6 101.9
1975 2355 197.1 188.7 80.2 95.7
Av. 1973- 1984 156.2 : 1546 780 99.0
1975

of the deteriorating relationships between input-output pricesin the
manufacturing industry during the period of price control compa-
rative to the reference level period.

It may be observed that the rates of increase in output prices
in the home market had fallen short of the rates of increase in input
prices during the period of control in comparison with the average
performance during the preceding five years.

In columns 4 and 5 a ratio of greater than 100 indicates that
output prices were incregsing at a higher rate than the increase

10—
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in input prices, a situation which should lead to an expansionof
the “price-cost margin)® over the period 1968-72. On the other hand
the “price-cost margin” during the control period 1973-75 contracted,
as shown by the figures of 78 and 99 in columns 4 and 5, indi-
cating that output prices did not keep pace with input prices. It
may be argued that the contraction of ‘‘price-cost margin® during
this period was not peculiar to the UK. as these periods (1973-
1975) have seen dramatic increases in the prices of oiland other
raw materials all over the world. For this reason it is helpful to make
some international comparisons.

OECD* in its year-end publication in both 1975 and 1976
published the trend of input/output prices in seven major countries,
including Britain. It was shown that the average rate of increase
in materials and fuels, etc., were higher than the average rate of
increase in output prices in all these countries during the 1973-75
periods. At no time, however, did the unit labour cost increase
exceed the increase in output price, whereas since the middle of 1974,
this had been happening in the U K. in the home market?,

Cost and Price Changes

At a formal level and in relatively more detail, the following
table compares costs and prices annually between 1967 and 1971
and on a quarterly basis from 1972. In computing costs the weight-
ings of unit labour and basic material costs were obtained on the
basis of most recent input/output tables. These were 709, for wages
and 309 for materials and fuels in 1972. Using this as a base,
appropriate weighting for each year since 1967 was calculated by
taking into account the rates of increases in cost of materials and
‘labour. On the assumption of a typical production cycle of three
months the cost figures were lagged by one quarter. The 16.29]
rise in costs implied by the official statistics for the fourth quarter
of 1976 is therefore shown against the first quarter of 1977. These
changes in costs, prices and their differences during the period under
review is shown in Table 2.

It may be observed again that between 1967 and 1972, the indu-
stry’s prices generally rose more quickly than costs. ““Since the beg-
inning of 1973, however, profit margins appear to have been substan-
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tially eroded. Rising inflation; industries’ inexperience in pricing
for it; weak volume; and severe price controls were undoubtedly the

TABLE 2 : U. K. MANUFACTURING IN HOME MARKET?26

Costs Prices Difference in
(%) ) Percentage

Change Change Points
1967 04 15 +40.7
1968 2.5 4.0 +1.5
1969 4.5 3.8 —0.7
1970 7.9 7.1 ~0.8
1971 6.1 9.1 +3.0
1972 1 22 920, +3.3
2 3.3 4.4 +1.1

3 1.4 4.8 +34

4 4.7 6.5 -+1.8

1973 1 13.4 6.6 —0.8
2 9.4 5.8 —3.6

3 12.7 7.4 —5.3

4 18.7 9.4 —9.3

1974 1 23.7 15.7 —3.0
2 36.2 24.0 —12.2

3 33.4 25.6 —7.8

4 30.3 2711 —2.6

1975 1 31.6 27.4 —4.2
2 23.8 25.1 413

3 26.4 23.9 —2.5

4 26.6 20.7 —5.9

1976 1 21.4 17.6 —3.8
2 19.9 15.1 —4.8

3 18.7 15.4 —3.3

: 4 16.4 =175 +1.1
1977 1 16.2 19.9 +3.7

main factors behind this trend.”’?” Further, it was noted that since the

middle of 1976, these had been reversed, the effect of which had
~ already begun to be reflected in the positive differences between price
- changes and cost changesin the fourth quarter of 1976 and the first
quarter of 1977 (Table 2).

Selling Prices of Output and Unit Cost Increases

The behaviour of changes in the costs and prices of manufacturing
as presented in the foregoing, confirms that the U .K. manufacturing
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industry in general had not been able to advance its selling prices at
the same percentage rateas thatat which its input costs were rising
since the imposition of control in 1973. For the sector as a whole,
the average compound annualincrease in wholesale prices was com-
puted at 18. 289] over the 1972-75 period. As already mentioned,
the magnitude of the increase in materials and fuels was 30.22%, and
the increase in average earnings of all employees was 18.67%. All
this evidence indicates that real profit margins had been eroded,
although the exact magnitude of the erosion could only be determined
by the behaviour of fixed cost elements depending on the level
of output and cost increases affecting them. The determination of
the exact lag structure is also a problem, but taking the period
as awhole (April 1973-August 1976) there could be no doubt that
on average significant erosion in real margins occurred. The follow-
ing section presents an analysis of the extent to which it occurred
due to price controls, and other factors, as mentioned in ‘the
preceding paragraph.

To obtain a more relevant and complete picture of the behaviour
of cost and price changes within the field of control, unit cost data
published by the Price Commission is presented in Tables 3, 4 and 5.
These tables contain data on unit cost incréases, (allowable as well as
non-allowable); resulting price increases based on notifications, and
finally increases in output pricesin the home market, for the manu-
facturing industry as a whole and two other sectors. The unit cost
data analysed by the Price Commission were taken from a sample of
notifications made on the grounds of increased costs, and dealt with
during the Report period, excluding cases rejected or withdrawn. The
turnover of all such notifications in subsectors were used as weights
tofind the averages for the sectors. It should, however, be pointed
out that increases in costs were not directly comparable with the
resulting price increases during the report period, because in some
cases an earlier price increase had been applied for and obtained, and
other applications were based upon a part of the increase in allowable
costs only. Therefore, resulting price increases, as shown in the follo-
wing tables, were always lower than increases in allowable costs,
except in one period (as shown in Table 5) when they were equal.
Further, it was observed that Price Comtiission’s own index of
resulting price increases (from its base in March 1973) appeared to
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work successfully as a léading indicator of changes in the movement
raher than “the magnitutle of chahges in producers” prices in the home
market. Thete was a lead-lag relationship of approximately three
months between the movement of price increase based on the Price
Commission’s index and thé Wholesale prxce index of output sold
in the home market

TABLE 3 : MANUFACTURING INDUSTRY

o increase % increase 9 increase 9 Price 9 increase

in total in non- in allowble increase in output
cost per allowable  cost per resulting prices in
unit cost per unit the home
unit 5 market
June-Aug, 1973 10.2 1.0 9.2 5.4 4.7*
Sept-Nov, 1973 9.5 080 589 7.0 8.6*
Dec *73-Feb *74 11.6 0.4 11.2 11.1 7.4
March-May, 1974 9.0 0.6 8.4 7.6 7.6
Jung-Aug, 1974 10.7 1.2 9.5 85 4.8
Sept-Nov, 1974 8.2 1.2 7.0 6.1 5.6
Dec ’74-Feb *75 11.0 09 10.1 9.8 6.7
March-May, 1975 71 0.8  v¥ 6.3 6.1 6.5
June-Aug 1975 5.9 0.7 5.2 4.9 3.3
Sept-Nov 1975 10.8 0.6 0 102 4 9.1 2.1
Dec *75-Feb 76 5.2 0.2 4.6 4.0 4.2,
March-May 1976 4.9 0.3 4.6 4.3 3.6
June-Aug 1976. 6.5 0.4 : 6.1 5.6 4.0
Cumulative increase 110.6 9.1 101.1- 89.5 69,0
June 1973-Aug 1976

(% points).

* Based on April °73. Remainder on end to end of the three-month penod e. g
Feb *74 or, Nov °T3.

. Source : Price Commission Reports, Appendix 4B& Monthly Dlgest of Statise
tics, HMSO.
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In Tables 3, 4, and 5, it may be observed that the cumulative in-
creases in total cost per unit during the period June 1973-August 1976,
were 110.6, 95.1 and 100.1 per cent points for the manufacturing
industry, food and drink, and engineering, vehicles and metal sectors
respectively, whereas cumulative increases in output prices in the home
market were 69.0, 70. 4 and 68.9 per cent points. So, relative to unit
cost increases, price increases fell short by 41.6, 24.7 and 31.2 per
cent points respectively for the industry groups mentioned above.
However, these figures underestimated the magnitude of the relative

TABLE 4 : FOOD AND DRINKS SECTOR

%increase % increase % increase 9 Price, 9 increase

in total in non- inallow- increase in output

cost per allowable  able cost resulting. prices

unit. cost per per unit. in the home

unit. market,

June-Aug, 1973 14.9 0.8 14.1 5.5 6.4*
Sept-Nov, 1973 9.3 1.0 8.3 6.7 12.5*
Dec *73-Feb °74 7.1 0.3 T el 6.0 7.6
March-May, 1974 8.5 0.5 8.0 6.7 3.6
June-Aug, 1974 9.6 0.7 8.9 7.5 4.6
Sept-Nov, 1974 8.2 1.0 7.2 6.0 8.6
Dec *74-Feb °75. 8.0 0.9 7.1 7.0 8.7
March-May, 1975. 6.3 0.4 59 5.7 44
June-Aug, 1975 4.0 0.7 33 3.2 2.4
Sept-Nov, 1975 6.3 0.6 57 3.9 2.3
Dec*75-Feb *76 4.2 0.6 3.6 3.1 3.5
March-May 1976 34 0.3 3.1 2.9 2.3
June-Aug 1976 5.3 0.4 4.9 3.7 3.8
Cumulative increase 95.1 8.1 86.9 679 70.4
June 1973-Aug 1976 ;

(% points).

* Based on April *73. Remainder on end to end of the three-month period, e. g
Feb *74 or, Nov °73.
Source : Price Commission Reports, Appendix 4B & Monthly Digest of Statise
tics, HMSO.
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TABLE 5: ENGINEERING, VEHICLES AND METALS SECTOR

% increase % increase 9 increase 9% Price % increase

in total -in non- in allow- increase in output

cost per allowable able cost resulting prices

unit, cost per per unit in the home

unit market

June-Aug, 1973 6.7 1.3 54 52 3.8%
Sept-Nov, 1973 7.6 1.0 6.6 5.8 7.5*
Dec *73-Feb *74 8.4 1.0 7.4 7.0 5.2
March-May, 1974 9.9 - 1.1 8.8 8.5 6.4
June-Aug, 1974 10.1 1.3 8.8 84 ~ 55
Sept-Nov, 1974 8.2 1.5 6.7 6.2 6.0
Dec *74-Feb *75 9.2 13 79 7.9 6.8
March-May, 1975 7.8 1.0 6.8 6.7 6.0
June-Aug, 1975 6.5 0.6 59 5.6 4.4
Sept-Nov, 75 6.4 0.7 517 5.3 3.2
Dec *75-Feb *76 5.6 0.6 5.0 4.5 4.3
March-May *76 6.7 0.4 6.3 5.8 3.7
June-Aug, *76 7.0 0.4 6.6 5.8 4.1
Cumulative increase 100.1 122 87.9 82.7 68.9

June 1973-Aug 1976
(% points).

* Based on April, 1973. Remainder onend to en‘d of the three-month period, e. g.
Feb 1974 on Nov. 1973.

Source : Price Commission Reports, Appendix 4B & Monthly Digest of Statise
tics, HMSO.

shortfall, because output price increases included the effects of incr-
eases permitted under various special provisions of the Code, e.g.
investment relief. The data indicates that the “price-cost margin’’ of
the two latter sectors were squeezed relatively less than that of the
manufacturing industry. Between the two sectors it appears that the
“price-cost margin” of the engineering and vehicle sector was squeezed
more than that of the food and drink sector. Data analysed by the
Price Commission showed that as a percentage of reference levels
profit margins of the food and drink sector were, on average, higher
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than those of the engineering, vehicle and metals sectors?s. But the
comparatively better performance of the food and drinks sector could
equally be due to comparatively higher levels of stock appreciation.
One important factor that contributed to the differing shortfall of
increases in price in relation to cost was the increase in non-allowable
costs. The cumulative magnitude of non-allowable cost increases
was 9.1, 8.1 and 12.2 per cent points for the manufacturing, food
and drink, engineering, vehicles and metals sectors respectively. That
still left 32.5, 16.6 and 19.0 per cent points of the relative shortfall
for these sectors respectively, measuring the differences between
cumulative increases in allowable cost and output price increases.

Recognising that a small part of the variation in these shortfalls
were due to varyingrates of utilisation of the special provision of the
Code, this would still leave unexplained a portion of the shortfall of
market prices relative to allowable costs. As already indicated at the
end of the last section, this portion of the relative shortfall could have
been caused either from delays in recognising cost increases, notifying
price increases based on the increased cost and implementing the
resulting price increases, or weak market forces, or both. The overall
picture which could be drawn from this was that while price controls
prevented the industry from passing cost increases on in higher prices,
a planning-budgeting system within a company and market forces
outside could have made a substantial difference in the actual experi-
ence of companies in different sectors of the manufacturing in-
dustry.

As indicated at the end of the previous section (cost & price
changes), with the substantial relaxation of the Code in Stage V,
industries® experience in pricing under inflationary conditions and
comparatively improved demand conditions, had already set in motion
the process of recovering the cost which remained unrecouped so
far. Given that unit costs (in Tables 3, 4 and 5) were computed
according to conventional historic cost methods, it appears that
industry would need to cover a lot of ground in passing the backlog
of costs before it could strike a balance between current costs and
current prices. In achieving this, much would, of course, depend on
the future level of cost increases and demand conditions in home and
abroad.



INFLATION THEORIES ! 81

Predicting Price Changes within the Nordhaus & Godley (N & G)
Research Framework : A Review

The view of the manufacturing industry’s pricing behaviour which
N & G assumed to be correct, was that the “output price is set by
taking a constant percentage over average normal historical current
costs” and was not affected by “capacity utilisation” due to cyclical
variations in demand. Inorderto test the validity of this variant of
the ‘“‘normal price hypothesis”, they adopted the following procedure
to construct a predicted price series for the U. K. manufacturing
industry, excluding food, drink and tobacco.

a. Quarterly series was obtained for the period 1953-1969 for all
the components which make up current unit costs—labour,
materials, fuel, servicesand indirect taxes. Capital costs and
taxes on profits were omitted.

b. “Normal” unit costs were obtained by purgingthe relevant
series of reversible cyclical components.

c. It was assumed that firms use historical cost pricing, with the
cost base equal to the sum of costs of different inputs, the cost
of each category calculated at the time of purchase. A lag
profile was derived in order to determine the distributed lag
between cost and price changes. It extended over eight
quarters.

d. Output prices were then predicted by the following equation :
P,=(1963 mark-up) x (Historical normal unit cost) t

The “1963 mark-up” was the ratio of total value of output in 1963
to total historical normal current costs in 1963. <Historical normal
unit cost’”” was the sum of the lagged components of cost, where the
components were estimated unit costs when output equals normal out-
put. The weights and lags on the different cost items were imposed
solely on the basis of a priori consideration. “When the predicted
and actual series are confronted, the behaviour of our predicted prices
traced out the actual pattern of price behaviour surprisingly well in
view of the procedures used. The major discrepancy is the prolonged

fall in the mark-up, particularly during the period from 1961 to
1969”2, : ‘

e
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‘Nordhaus:&«Godleybelieveéd the fall iin :profit' margin :might “be
explained by the inclusion of other costs:and taxes, - the  role of.com-
petition from abroad and other factors such as nationalisation of steel

sand the imposition of -incomes ' policies, -but " they :left the -testing of
‘these alternative hypotheses for:the future. ‘As for their:main hypo-
‘thesis, they tentatively concluded that for the non-food  manufacturing
industry the normal price hypothesis'was correct, i.e. demand did not
“contribute, in‘either a systematic or a significant way, to determining
‘the behaviour of actual prices.

Recently Jeremy Cox*.undertook a research for, and under the
auspices of, H. M. Treasury as part of their ongoing programme of
“economic inveéstigation in‘price behaviour.“ Cox'attempted 'to extend
‘the work of Nordhaus ‘& Godley up to the year 1975, and ‘also inclu-
‘ded “incomes policy>as ‘a ‘ variable. “His ' other 'variables “were pre-
constructed for use on the Treasury ‘Macro-economic ‘Model. The
‘ conclusion of the study was that the “Nordhaus:and Godley method
of price forecasting, as amended; predicted: quite -accurately until the
end of 1973, -after which it was. found to - become somewhat.conserva-
-tive”?!, ‘When the relationship. between the .predicted prices and the
-incomes. policy variable was estimated on actual prices the result was
~asmall, but just -significant, negative coefficient on incomes policy.
The coefficient on policy variable was found to be more significant if
1974 and 1975 were omitted from the estimation process.. However,
it was suggested that this effect had been produced more by the accele-
ration in the rate of inflation, combined with a vast increase in the
money supply in these years rather than by any failure of incomes
policy®2. The conclusion of the -above study on the effectiveness of
- the incomes policy, although found .to be statistically. significant, .an
appreciation of the inadequacy of the model- to -predict. price changes
under. conditions-of rising inflation. might be obtained from the magni-
» tude of the.under-predictions as-shown .below. The: following table
- shows the pattern of the changes.in the . two series, - where.P. indicates

~“actual'wholesale'output price index and»“lg (t) is the predicted series.
‘Itimay ‘be vobserved that:from the:fourth quarter -of "1973:the

Ipredicted cprice  index “began ito fall ishort of | the actual ' index - of
wholesale prices of manufacturing other than food, drink tand
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Year Quarter P P(t) P—P(t)
1973 ! 1 121.400 122.296 —0.896
1973 2 123.500 105.852 —2.352
1973 3 . 127.300 127.477 —0:177
1973 4 - 132,100, 130.556 1.544
1974 1 142.200 133.087- 9.113.
1974 2 153.400 140.537 12.863.
1974 3 161.900 151.398 10.502
1974 4 170.700 163,338 7.362 ‘
1975 1 182.800 169:952: 12.848: @ .
1975 2 192.100 - 181.060 11.040
1975 3 199.402 192.086 7.316
1975 4 205.613 198.124 7.489-

tobacco. Whereas our analysis in. the. previous section of  this. chapter
showed that increases in prices fell short .of the increases.in costs
during these periods, the behayiour of. the two. indices presented
above indicate apparently contradictory outcomes. But the reasons
for the under-prediction might be explained; as follows : it could
partly be due to shift and shortening. of: the. actual lag structure
between cost increases and, price. increases, compared to the one.
used in the model and it could partly be due to the progressiveness.
that developed with rising inflation in those elements. of costs which
were excluded from the model, such as capital costs and taxes,
Most importantly it confirmed what has long been believed and
has already been indicated in Chapter 1—that historical, cost-based
pricing results in underpricing of sales in times when prices rise more
rapidly. Whereas the level of under-prediction of the expost. forecast
based on the model showed the imperfect effect of historical cost
pricing in anficipating. future trends, it also showed the extent by
which industry pricing behaviour had been changing, even,though
price control compelled companies to follow that system as a basis
for pricing until 1st August 1976. In its last report, however,
the Price Commission recognised the problem by suggesting that ““but
for. price: control many companies would undoubtedly have moved:
from FIFO to something approaching LIFO-: or replacement: cost’???;
How far companies, in the absence of control, would actually have
changed the basis of recognising cost increases would remain an
empirical question. From the nature of competition experienced by
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companies in the manufacturing industry, especially its food and drink -
sector, and the increasing use of sophisticated management control
‘and planning system®, there are reasons to believe that the process
of changes in that direction would have been faster’. This had
been confirmed, among other things, from the responses received
from company officials on a questionnaire survey carried out by us.
The background and the result of the survey are briefly presented
in the following sections.

A Survey of Company Officials on the Operation
and Effects of the Price Code

The use of the survey method to ascertain the experience, attitude
and intentions of company executives with respect to various socio-
economic phenomena is widespread®®, The CBI survey of industry
asked members for details of the effects of the 1974/75 profitability
and liquidity crisis, for which price controls were identified as partly
responsible. This and other surveys indicated that many firms had
to reduce stocks ; investment plans were cut ; production and em-
ployment suffered®’. In the 1974 NEDO survey, companies identi-
fied the Price Code as the highest ranking ‘‘specific current constraint
on trading profits and related internal cash flow”’. Finally, the Na-
tional Institute of Economic and Social Research (NIESR) carried
out a survey between March-May 1976, among manufacturers and
distributors on the working and effects of the Price Code, their
attitude towards it and suggestions for its reform3®, It was found
that since the onset of the recession, market conditions rather than
price controls were determining the current price levels. The Price
Code, however, was widely blamed for contributing to lower profit
margins, particularly in its earlier stages ; this was mainly because
of the productmty-deductlon, lack of pricing flexibility, and delays
in obtaining price increases®

The Questionnaire

The questionnaire was designed to elicit only ‘yes/no’ replies 3
some of them were followed up by a request to provide specific
instances/examples, and reasons.

The questionnaire was addressed to finance directors of one hundred.
and seventy-five Category I and II companies in the manufacturing
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industry, using jointly the financial lists of Manchester Business
School and the list of Category I companies published in the Price
Commission Reports. Of these, fifty-five questionnaires were returned,
and five of these were discarded on the grounds that they were
incomplete®, Thus the discussions of the results of this survey was
based on completed returns from fifty companies*’. Because of the
limited number of returns no attempt was made to provide any
breakdown of the replies on the basis of categories and industry
sectors.

Result in Summary

The overall result of the survey mdlcated basically the same pattem
in the nature and effects of Price Code as was identified by the
NIESR survey. These were : almost all of the companies were using
some formal procedures for monitoring cost increases of their indi-
vidual products, about half of them in cash flow terms and the
other half in conventional accounting. The operation of the Code .
entailed an additional commitment of resources,  interfered with
pncmg policies through inflexibility and  delays, held down price
increases and therefore reduced profit margins. Demand and compe-
tition were also restraining price increases, especially during Stage IV.
The resulting reduction in cash flow earnings was met mostly from
borrowings, reduction in inventory levels, reduction and postpone-
ment of replacement and new investment etc. Investment relief
would have been utilised more effectively had it been available to
cover investment in working capital also. The relaxations in
the Stage V Code were considered sufficient to improve both profit-
ability and liquidity if market conditions were improving, The
views expressed on the next phase of the control were that the
majority of firms would like to have direct control on prices
abolished and replaced by an indirect net profit margin control
only.
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