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Prices and incomes-The Way out of Inflation? 
By Dr Karlheinz Kleps, Berne * 

I n almost all industrialised countries of the West 

the rates of inflation have risen considerably if we 
compare the averages of recent years. This can be 

seen in a particularly clear and striking way when 
rises in consumer prices are compared over the periods 

1954-61 a n d  1962-66.  

Rates of Increase of Consumer Prices in 12 OECD 
Countries between 1954-61 and 1962-66 

~ Average 11962 ! i Country I 1954-61 I 1963 1964 1965 1966 * Average . . 1962-66 

France 4.t 5.0 5.2 3.9 2,7 2.8 3.9 
Sweden 3.1 4.0 3.0 4.0 6,0 6.7 4.7 
Britain 2.9 4.4 2.2 3.6 5.4 4.1 3.9 
Norway 2.7 5.0 3.0 6.0 5.0 3.3 4.5 
Holland 2.6 2.0 4.0 6.0 6.0 6.9 5.0 
Austria 2,4 4,9 3.0 4.0 6.0 2.3 3.9 
I ta ly  2,1 4.8 7.9 6,8 5.5 2.6 5.5 
Fed. Republic 

of Germany 1.8 3.1 3.1 2.6 3.8 3.7 3,3 
USA 1.4 I,I 1,3 1.4 1.7 2,6 1,6 
Belgium 1.3 1.4 2.2 4,4 4,4 4.4 3.4 
Canada 1,3 1,2 1.8 1.9 2.6 3,6 2.2 
Switzerland t .2 4.4 3.6 3.4 3.9 4.9 4.0 

* Provisional figures for January-September 1966. 
S o u r c e s  : for 1954-61 O E C D  : Policies for Price Stability, 
Paris 1962, p. 12: for 1962-66 O E C D : Main Economic Indicators, 
Paris, November 1966. 

S i n c e  t h e  u s e  of  c o n v e n t i o n a l  e c o n o m i c  i n s t r u m e n t s  

w a s  o f t e n  u n a b l e  to  a c h i e v e  t h e  a i m  e n v i s a g e d ,  n e w  

m e t h o d s  of c o u n t e r i n g  i n f l a t i o n  a r e  b e i n g  s o u g h t  o n  

a l l  s i d e s .  I n c r e a s i n g  i n t e r e s t  i s  b e i n g  s h o w n  in  t h e  

c o n n e c t i o n s  b e t w e e n  p r o d u c t i v i t y ,  i n c o m e  a n d  p r i c e s  

i n  a full-employment economy. 

Considered in a general way, the national level of 

prices rises as soon as the effective total economic 

demand exceeds the supply of goods and services, the 

extent of such imbalance being expressed in the size 

of the inflation rate. Balance can be restored either 

by an increase in supply and/or a reduction in demand. 

In a full-employment economy the opportunities to 

increase supply are very limited. In the short term, 

in particular, there is scarcely any opportunity to 

solve the problem of inflation in this way. Thus 

greater hopes are placed upon measures to reduce 

demand. 

Since the effective total economic demand must be 

considered as a variable dependent upon income and 

since---once the inflation process has commenced-- 

this is determined primarily by price development, 

the view has spread that the problem of inflation can 

* Like the earl ier  paper by this author on ~Economic Planning in 
Theory and Practice---The Experience of Western Buropean Coun- 
tries" (INTERECONOMICS, No. I0, 1966, p. 18-23), this con- 
tribution is also based mainly upon the conclusions to which 
Dr Kleps came in his recently published study on "Lung-term 
Economic Policy in "Western Europe',  Freiburg im Breisgau, 1966. 

b e  s o l v e d ,  o r  a t  l e a s t  r e d u c e d  to  m a n a g e a b l e  d i m e n -  

s i o n s ,  b y  m e a n s  of  a c e n t r a l  p r i c e s  a n d  i n c o m e s  p o l i c y  

a i m e d  a t  b r i n g i n g  i n c r e a s e s  i n  d e m a n d  i n t o  l i n e  w i t h  

g r o w t h  i n  p r o d u c t i v i t y .  

A t  a f i r s t  g l a n c e ,  t h i s  v i e w  ( t h e  p r i n c i p l e  of  w h i c h  i s  

b y  n o  m e a n s  n e w ) ,  e x p r e s s e d  i n  d i f f e r e n t  w a y s ,  

s e e m s  q u i t e  c o r r e c t .  1 B u t  a c l o s e r  l o o k  a t  ex -  

p e r i e n c e  g a i n e d  m e a n w h i l e  i n  t h o s e  c o u n t r i e s  w h i c h  

h a v e  e x p e r i m e n t e d  w i t h  a p r o d u c t i v i t y - o r i e n t a t e d  

S t a t e  i n f l u e n c e  u p o n  t h e  s t r u c t u r e  of  p r i c e s  a n d  in -  

c o m e s  r a i s e s  c e r t a i n  d o u b t s .  S u c h  d o u b t s  a r e  m a i n l y  

i n  c o n n e c t i o n  w i t h  t h e  i n d i c a t i v e  v a l u e  of  p r o d u c -  

t i v i t y  p r o g r e s s  a s  a n  i n d i c a t o r ,  t h e  e f f i c i e n c y  of  t r a d e  

c y c l e  p o l i c y ,  t h e  s i d e - e f f e c t s  o f  g r o w t h  a n d  s t r u c t u r a l  

p o l i c i e s  a n d - - n o t  l e a s t - - w i t h  t h e  c o n s e q u e n c e s  u p o n  

c o n t r o l  p o l i c y  of  a S t a t e  p r i c e s  a n d  i n c o m e s  p o l i c y  

a s  a m e a n s  of  c o u n t e r i n g  i n f l a t i o n  i n  a m a r k e t  

e c o n o m y .  

The Problem of Indicators 

The ex post calculation of productivity rates still 
causes considerable difficulty and the final results 

often give rise to violent arguments. But we do not 
need to go into this aspect here. More important is 
the fact that State prices and incomes policies attempt 
to base themselves upon productivity estimates which, 
e.g. determined by the duration of tariff agreements 
or national plans, are made for periods of one year 

or more. 

.is such estimates are necessarily based upon numerous 

hypotheses, they can never be more than relatively 

valid bases of prognostication. On the degree of 

reliability of these it depends, in the first place and 

to a very considerable extent, whether or not the 

proposed balance in the future development of sup- 

ply and demand can be achieved by corresponding 

measures in the field of prices and incomes policies. 

With a logical prices and incomes policy, any over- 

estimation of ex ante productivity rates leads to 

greater inflation and, vice versa, any under-estimation 

to deflation. 

If the Government is content to predict merely the 

average productivity of the total economy and to an- 

nounce this as an indicator, a further question then 

i The only new aspect is the transition from a State policy on 
wages to an incomes policy covering all types of income. As 
early as May 1944 the British Government, with regard to its 
future prices and wages policy, stated inter alia: "Increases in the 
general level of wage rates must be related to increased pro- 
ductivity . . . ~ And elsewhere it goes on: "If the general level of 
wage rates rises, end there is a corresponding increase in prices 
of goods for civilian consumption, the individual wage earner will 
be no better off." (For more details, see M I n i s t r y o I R e - 
c o n s t r u c t i o n  : Employment Policy. (Cmd. 6527), London 
I944, paras. 50 and 52. 
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arises about  wha t  concrete  pr ices  and incomes  deci- 
s ions can  use  th is  type  of ave r age  macro-economic  
indica tor  as a guide. For  instance,  to take  wage  nego-  
t ia t ions  in the  min ing  industry,  the  pr in t ing  t rade  or 
in ce r ta in  se rv ice  industr ies ,  w h e r e  there  are con-  
s iderable  va r ia t ions  in p roduc t iv i t y  deve lopment ,  th is  
ques t ion  almost  answers  i tself:  in ac tual  ind iv idua l  
cases the  forecas t  va lue  of the  p red ic ted  a v e r a g e  
ra tes  of g rowth  is ex t remely  small. 

The  forecast  of de ta i led  g rowth  ra tes  of p r oduc t i v i t y  
canno t  be  cons idered  a solut ion to the  indica tor  p rob-  
lem, if or~ly becaus e  t he  degree  of re l iab i l i ty  of such 
p rognos t i ca t ions  fails as the  b r e a k d o w n  becomes  
more  detai led.  

However ,  the fai lure  of a t tempts  to date  to solve  the  
p rob lem of inf la t ion b y  adopt ing  Sta te  pr ices  and  in- 
comes policies is on ly  in pa r t  due  to the  in any  case  
h igh ly  p rob lemat i ca l  and  the re fo re  a lways  con t rover -  
s ial  va l id i ty  of forecas ts  as indicators .  

The Efficiency of Trade Cycle Policy 

In general ,  it is poss ib le  to d i f fe ren t ia te  be t w een  an  
indi rec t  and a d i rec t  S ta te  incomes  and  pr ices  policy.  
Both methods  h a v e  a l r eady  b e e n  g iven  prac t ica l  tests,  
bu t  no sa t i s fac tory  resul t s  h a v e  ye t  been  achieved.  

In case  of an  i n d i r e c t  pol icy  the  G o v e r n m e n t  
l imits  i tself  to pub l i sh ing  the  p red ic ted  ave r age  ra tes  
of p r o d u c t i v i t y - - w h i c h  as sume  the  character  of in- 
s t r u m e n t s - w h i l s t  a t t empt ing  to convince  the  numer-  
ous dec i s ion-makers  in the  field of pr ices  and incomes  
pol icy  of the  neces s i t y  to conduct  t hemse lves  in  l ine  
wi th  such product iv i ty .  The  G o v e r n m e n t  ref ra ins  f rom 
an y  s igni f icant  intervent ion in pr ices  and incomes  
policy. 

W h e n  this  v a r i a n t  of "mora l  persuas ion"  is adopted,  
the  an t i c ipa t ed  success  c an  on ly  occur  if the  fo l lowing 
condi t ions  are also fulfi l led: first, in f la t ionary  impul- 
ses der iv ing  from fore ign t rade  h a v e  to be e l iminated;  
secondly,  r ises  in e x p e n d i t u r e  by  atl State  author i t ies  
must  be  b rough t  into  l ine  wi th  p roduc t iv i ty  rate;  
finally, all  pr ices  and  incomes  pol icy  dec is ion-makers  
in  the  p r iva t e  sec to r  mus t  be  wit!ing and  able to l imit  
the i r  exp lo i t a t ion  of m a r k e t  oppor tun i t ies  open  to 
them in accordance  w i th  the  degree  of p roduc t iv i ty  
increase .  

Qui te  apar t  f rom the  l imi ted  and a lways  con t rovers ia l  
va l id i ty  of p red ic ted  a v e r a g e  p roduc t iv i ty  rates,  i t  is 
an  i l lusion to hope  to fulfil  such fundamenta l  con- 
di t ions on a v o l u n t a r y  bas i s  in an  economic socie ty  
wi th  differ ing in teres ts .  O n  the  o ther  hand,  it seems 
more  correc t  to a s sume  t h a t  in low produc t iv i ty  sec- 
tors (for ins tance ,  m i n i n g  and  agriculture)  a t tempts  
are  made,  for p res t ige  reasons ,  to obta in  increases  in 
income at leas t  equal  to, or even  in excess of, aver -  
age p roduc t iv i ty  rates .  For  example,  one cannot  help 
w o n d e r i n g  wha t  t r ade  u n i o n  l e a d e r - - c o n t r a r y  to his 
funct ion  and his  m a n d a t e - - w o u l d  be able  and wil l ing 
to conv ince  the  m e m b e r s  of his  un ion  that  the i r  wage  
inc rease  should  be be low the average.  

Cons idered  from this  poin t  of view, the a v e r a g e  r a t e s  
of p roduc t i v i t y  pub l i shed  b y  the  G o v e r n m e n t  m a y  
even  be  an  addi t iona l  i n c e n t i v e  to inflat ion,  for  it is  
ha rd ly  to be  expec t ed  tha t  excess ive  wage  i n c r e a s e s  
in l ow-p roduc t iv i ty  sec tors  wil l  be  ba l anced  b y  vol-  
u n t a r y  w a g e  res t r i c t ion  in h i g h - p r o d u c t i v i t y  sec tors .  
This  is c e r t a in ly  not  the  case  w h e n  a fu r ther  unavo id -  
able  r ise in pr ices  is expec t ed  in the  r e l e v a n t  ex  an t e  
per iod  and  is p red ic ted  at  the  same  t ime as the  pro-  
duc t iv i ty  ra tes .  

The  hope  t ha t  the  economy  wil l  v o l u n t a r i l y  
conform wi th  d i rec t ives  a n n o u n c e d  b y  the  Sta te  ha s  
h i ther to ,  and  wi thou t  except ion,  n e v e r  b e e n  fulfi l led, 
e i the r  in  the  p r i va t e  or the  publ ic  sector.  Even  ex-  
pl ici t  s t a t emen t s  of in t en t  (for ins tance ,  b y  the  Br i t i sh  
Gove rnmen t ,  t he  un ions  and  t rade  assoc ia t ions  on  16th 
December ,  1964) to base  t h e m s e l v e s  on  p roduc t i v i t y  
and  to exerc i se  p r ice  d isc ip l ine  h a v e  r ema ined  in-  
ef fec t ive  due  to t he  i n t e rp l ay  of in te res t s  and  of po-  
l i t ical  forces and  also because  of the  t e n d e n c y  of a n y  
m a r k e t  e conomy  to follow its own  laws and  impulses .  

Meanwhi le ,  th is  e x p e r i e n c e  ha s  caused  ce r t a in  coun-  
t r ies  to adop t  direct ,  r a t h e r  t h a n  indirect ,  p r ices  and  
incomes  policies.  

Amongs t  the  n u m e r o u s  p h e n o m e n a  caused  b y  d i -  
r e c t S ta te  p r ices  and  incomes  po l icy  a re  the  es tab-  
l i shment  and  cons t an t  e x p a n s i o n  of S ta te  cont ro l  
author i t ies ,  p r o g r e s s i v e l y  more  de ta i l ed  p r o d u c t i v i t y  
forecasts ,  de ta i led  admiss ib i l i ty  s tudies  of p roposed  
pr ices  and  incomes  increases ,  r e s t r i c t ions  upon  the  
au to- f inanc ing  of p r iva t e  inves tmen t ,  c redi t  controls ,  
se lec t ive  tax  and  f inancia l  i ncen t ives  for i nves tmen t ,  
i nc reas ing ly  g rea te r  i n t e r f e rence  in the  a u t o n o m y  of 
trades" un ions  and  employers '  a s soc ia t ions  conce rn ing  
ra tes  and, finally,  d i rec t ives  f reez ing  pr ices  and  wages .  
For  seve ra l  reasons ,  h o w e v e r , - - i f  f reezes  u p o n  pr ices  
and  wages  are  left  ou t  of a c c o u n t - - t h e  resul t s  of such 
measu res  h a v e  h i t he r to  r e m a i n e d  unsa t i s fac tory .  

F i r s t - - a s  has  been  s een  v e r y  c l ea r ly  in  B r i t a i n - - e v e n  
the  a n n o u n c e m e n t  of direct  i n t e r v e n t i o n  on pr ices  
and  income s t ruc tu re  resu l ted  in a w a v e  of pr ice  in- 
creases  and  demands  for income increases .  S ince  
en t r ep reneu r s  and  un ions  bo th  e n d e a v o u r  to explo i t  
in good t ime w h a t e v e r  chances  the  m a r k e t  offers 
before  Sta te  measu res  take  effect, p rec i se ly  the  con-  
t r a ry  happens  in the  ini t ia l  s tages  of a pr ices  and  
incomes  pol icy  to w h a t  it is supposed  to achieve,  i.e. 
inf la t ion becomes  more  acute.  

Secondly,  s imilar  cons idera t ions  on the  par t  of en t re -  
p reneu r s  m e a n  tha t  pr ice  r educ t ions  a re  un l ike ly  to 
be  made  v o l u n t a r i l y  because  Sta te  i n t e r v e n t i o n  is to 
be  an t ic ipa ted  w h e n  such pr ices  a re  due to be  ra i sed  
again. Thus  a cons iderab le  e l emen t  of compe t i t ion  
and  economic  impetus  is l a rge ly  exc luded  by  a S ta te  
pr ices  and incomes  policy. Not  on ly  wages  but  pr ices ,  
too, are obs t ina te  about  falling. 

Thirdly,  the  more  ac t ive  the  G o v e r n m e n t  is in l imi t ing  
increases  in pr ices  and  incomes,  the  s t ronge r  b e c o m e  
the  over t  and  cover t  res i s tances  in  the  economy.  As  
wel l  as uncon t ro l l ab l e  pr ices  {mainly in  the  se rv ice  

14 INTERECONOMICS, No. 12, 1968 



sector),  h idden earnings  and tax avoidance,  there  are 
"black" wages  and firms which grant  i l legal social 
payments .  Market  dynamics,  so to speak, go under-  
ground. 

Even these  few aspects  show that the chances of 
solving the problem of inflation by  di rect  manipula-  
tion of pr ices  and incomes are ex t remely  slight. It is 
only possible  to achieve modest ,  par t ia l  results  by 
these means,  in par t icular  when  a Gove rnmen t  decides 
to freeze prices and incomes and at the same time is 
able to maintain  economic growth by  means  of suit- 
able tax and financial  incent ives  to encourage  in- 
ves tment .  However ,  one cannot  help  wonde r ing  wha t  
price will have  to be paid, in the long term, for the 
re la t ive  mone ta ry  s tabi l i ty  thus achieved. 

Consequences of Growth and Structural Policies 

Prices and incomes increases  res t r ic ted  equal ly  by 
sectors  mean  smaller  profit  expecta t ions  for entre-  
p reneurs  and h igher  risks in in t roducing n e w  prod- 
ucts. This leads  to a lower  rate  of pr iva te  inves tmen t  
ac t iv i ty  and a hardening  of the product ion structure,  
above eli in the consumpt ion sector  of the economy, 
where  a direct  pr ices  and incomes pol icy has more 
effect than  upon the product ion and distr ibution 
sectors.  A fur ther  effect  is a fall in economic growth, 
which becomes  more  acute when  employee  incent ives  
are  s imul taneous ly  curtailed. 

Thus the  problem of inflation is r endered  more  acute 
by the supply sector,  so that  fur ther  in tervent ions  
are  requi red  in the formation of pr ices  and incomes.  
A deve lopment  is ini t iated which e i ther  leads, when  
unemployment  is on the increase,  from a recession,  
via s tagnat ion,  to deflation, or te rmina tes  in a sys tem 
where  the Government  succeeds  in balancing the re- 
cession in pr iva te  inves tment  act ivi ty by  public in- 
ves tment .  Hi ther to  exper ience  has shown that  the 
chances of solving the problem in this way  are ex- 
t r emely  slight, if only because  of the limited opportu- 
nit ies for deficit  spending.  The main thing is that it 
is almost impossible  to achieve s t ructural  modifica- 
tions or n e w  combinat ions  of product ion factors by 
such means.  

Problems of Control Policy 

Whereas the widespread assumption that inflationary 

problems can be solved by means of State prices and 

incomes policies seems to be false and the effects of 

such a t tempts  upon the growth and structure of the 
economy give rise to fur ther  anxiety,  there are also 
cons iderable  reserva t ions  to be reported about control 
policy. 

Due to the p rogress ive  intensif icat ion of State inter- 
vent ion  and control,  the guiding function of the for- 
mat ion of free marke t  prices is being excluded from 
ever  increas ing  sectors of the economy and the speed 
with which the  marke t  economy system is able to 
adapt  to changed c i rcumstances  is considerably re- 
duced. To an increas ing  degree,  the State is respon- 
sible for deve lopment  deficiencies and this leads to 
further  in tervent ion .  But at the same time this means 
that  tens ions  and conflicts be tween  the unions and 
employers '  associat ions,  on the one hand, and the 
State, on the  other,  become more acute, and because  
of this growing  in tolerance and radicalisation a situa- 
t ion is reached where  democracy  itself is ser iously 
endangered .  

The high ra tes  of inflat ion which have  pers is ted  for 
yea r s  in almost  eve ry  industr iat ised country in the 
Wes t  have  been  descr ibed as the expression of our 
impatience.  -~ This is cer ta in ly  correct,  but it is only 
a partial  evaluat ion of the problem. For inflation is 
not only a consequence  of the excess ive  demands 
made  from all sides upon the  nat ional  product,  but also 
the result  of a p reserv ing  economic policy, w h e r e b y  
the market  economy process  of adaptat ion and, con- 
sequent ly ,  economic growth have  been more or less 
inhibi ted for years .  Instead of speeding up this hard-  
ening process  by  interfer ing in the formation of prices 
and incomes, the economic pol icy of the State should 
real ly  be d i rec ted  at cons tant ly  improving the adapt-  
abil i ty of the market  eonomy system. This is the only 
means  by  which the problem of inflation can be satis- 
factori ly solved. 

2 See Gfinter  S e h m S l d e r s  : Die schleichende In f la t ion- -e in  
Ausdruck unserer  UngeduId.  (Creeping Inf la t ion- -an  Expression of 
our Impatience,)  In:  Schleichende Inf la t ion? Information,  Vol. 12; 
publ i shed  by M. N e m i t z , Cologne and Berlin 1965, p. 129. 
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