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Some Observations om the 1/2/
World Wide Intensification of Inflation=
' by Helen B. Junz

During 1974, the world economy suffered from virulent
inflation coupled with a slowdown in economic growth and an actual
f£all in output in the largest industrial economies. Thus, the question
of how to bring their economies back to a stable growth-path with
acceptable r;tes of price increase preoccupied most national authorities
during the year and, in almost every case, authorities opted to deal
first and foremost w1th the problem of inflation.

By the end of 1974, rates of inflation among major indusfrial
ccuntries, as measured by the consumer price index, ranged from year-to-
year increases of 7 per cent in Germany to 25 per cent in Japan. In the
second quarter of 1974, the average year-to-year‘increasé for the CECD

area as a whole was 13 per cent (See Table 1). This represents an
acceleration in the rate of price increase to abqut four times the longer-.
run post-war average. In the 1ess-develpp§d countries, many of which

havé faced high rates of inflation throughout the post-war period, a
similar acceleration in the rate of price increases has occurred. When
the most extreme cases are excluded,él recent inflation rates in the
less-developed countries ranged fromv6 per cent in Veéezuela to over 60
per cent in Vietnam. ‘On average, in the second guarter of 1974 consumer

prices in all less-developed countries for which data were available

1/ This paper presents the views of the author and should not be
interpreted as reflecting the views of the Board of Governors of the
Federal Reserve System or its staff. Much of the substantive material
- in this original paper, sometimes in modified form, was used in a
related paper by Ralph C. Bryant -and Helen B. Junz presented at the
XI Meeting of Technicians of Central Banks of the American Contlnent

Quito, Ecuador, November 18-23, 1974.
2/ 1 em grateiul for comments by Ralph Bryant and for the help of

Doral Cooper in particular, and also of Scott Brown in the preparation
. of this paper.
\g/ Chile at the upper range and Tunisia at the lower end.
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were 35 per cent abdve their year-earlier level. This represents an
‘énnual.inflation rate almost three times that registeréd in the 1965-69
period.

This acceieration in the pace of inf1ation has proceeded at a rate
unprecedented in peacetime and in the last two years or so, is in part
explained by an unusual set of circumstances. But it reflects also
longer-run tendencies towards generally rising rates of price increase,
which have been at work at least since the mid-1960's.

Longer-run inflationary tendencies. Inflation has posad a

problem to many authorities from time to ‘time throughout the postwar
period. But during the 1960's it seemed that each bqut of inflationary
pressure bégan with rather higher inflation rates than each preceding
one. There are several factbrs thaﬁ may have contribuféd to';his uéﬁard
tendency of underlying inflation trehds. Thesevfactors relate to the
general growth in.iﬁcomes, stfuctural shifts in the distribution of
income‘and the stance of economic policies in many countries, Rising
incomes coupled with a firm expectation of continuous increases in
standards of 1i§ing are tending to pull resources into current coﬁ-
"sumption, while at the .same time stimulating ipvestment Aeménd aimed

at providing the longer-run capabilities needed to satisfy the growth in
overall demand. And governments have been.slow to recognize that economic

. management problems no longer center mainly on the peed to provide sufficient
. P . .

demand to absorb available resources -- as they were a few decades. ago

and as government policies still focussed primarily on demand management

would seem to imply -- but rather on how to assure a suffieciency of
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supply to meet growing demand or how to restraim the growth of demand
so as to correspond to prospective supply. All these factors may
have combined to create an underlying pressure of demand that has
tended to strain the limits of capacity, at least in certain areas.

Income shifts. Incomes in general have grown ccnsiderably

over the past decade, although clearly the population in many
countries still lives at intolerzble poverty levels and whcle segments
of the population in even relatively rich countries live at the
margin of poverty. As shown in Table 2, per capita real output has
grown steadily in both déveloped and developing market economies and
the rate of growth has accelerated during the ﬁast decade.

’ The fact that there has been growth in affluence probably
would by itself imply some stimulus to cdnsumption.‘ But in mauny
countries a process of income‘redistributién also has been takiﬁg plaée,
with larger shares of income going to wége and salary earners. and .
smaller shares to profits, entrépreneurial apd unearned income. This
has been partly the result of market forces and partly also a cense-

. quence of deliberate governmentvpolicies. Table 3 shows the shares.
~of nation;I income accounted for'by coméensation-of employees
and government transfers to households for a numbef of‘induétrial
countries, Between 1955 and 1972, compensation of employees in all

the countries listed has accounted for an increasingly larger share
N .
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- relative importahcéfof transfer payments grew by about one-fifth in Japan

.

of national income. But the growth in the share of government transfers

to households in national income is perhaps even more striking. The

o

3

the country which experienced the smallest growth, and morz than

‘tripled in the Nétherlands, the country showing the sharpest growth,

between 1955 and 1972. To some extent, the growing importance of

government transfer payments reflects rising old-age pensions sﬁemming

from the changing age structure of the population im the industrial

countries. But other transfer payﬁents also have gained significantly

in importance. And there can be little doubt that these income transfers

have pléyéd an-importaﬁt role iﬁ the'grdwthvofrconsunption expenditures.
Table 4 relates govermment transfers to househoids to personal

consumption expenditures and shows, indeed, how impertant a factor

. these transfers have become: in 1955 they equalled 7 per cent of

personal consumption expenditures in the United Statas and Japan and,

" at the upper range, they equalled 20 per cent in Fraice and Gérmany.

By 1972; these fanges had moved tb 9 énd 14 per cent in.Jépaﬁ énd thé
United Staﬁes and to 30 and 40 per cent in France and the'Netheriaﬁds,
respectively. Similar daﬁa on compensation of emplogees and government
transfers are not‘avaiiable on a comparable basis for thelless-
developed countriés, but it seems clear that a similar_éréceég is
beginning to occur theré,>ét least in those countries where real

income ﬁas grown especially fast, such as Mexico, Brazil, Venezuela,

Taiwan, and many others.
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The incomé changes that occu;réd over‘ﬁhé past -decade might
thus suggest that consumption expenditures are playing a more important
role in aggrégate expenditure than they did ea;&ier. Indeed) a look
at thé share of aggregate ekpenditure that is émcounted for Bj ﬁfivaté
and government consumption supports this hypoth&misQ During the
1950's and the early 1960's consumptioﬁ playéa éadiminishing part --
and in some fast g?owing countries such ‘as Japan,, a rapidly diminishing
one -- in totallexpenditures. But around the mididle of the decade, the
share of consumption in total GNP appears to have stabilized in many
countriés, and it has grown since in some, notably in Sweden and Italy
(See Table 5). Of course, these comparisons must be inﬁerpreted with
Eare bécéuse Ehevcyciical“éitﬁation ténds>to inflmenée.éxpenditufe;'
shares strongly, sc thgt a) a change over time in any one country may
reflect merely a change in the prevailing cyclical position and b)
.differeﬁéeé aﬁbﬁgvéougfries i; ény‘one yééfvm%y.be the reéﬁlﬁ of theif!
being in diffe;ent stages of the cycle. Nevertheless, data qu inter-
vening years not shown in the tgble support.the view that in recent
years the'frend for consumption to grow'ﬁore slow}y than other
expenditure categories h;$ been halted. .

A similar conclusion can be drawn when growth rates of major
components of industrial production are compared ower time (See Table 6).
In the developed countries the growth rate of output. in the heavy

manufacturing industries has declined in relation to that of total
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output; and that in the consumer goods sector appears to have
stabilized and possibly is trending up again. 1If the_aﬁtomobile
sector; which is included in heavy manufacturing, were added to

the consumer industries a stronger downtrend in the ratio of the
growth rate of output of the machinefy sector tc tetal output

would be shown and, conversely, a clear uptrend in that for con-
sumer in&ustrieé.would be-apparent. In the developiag market
economies, there appears to have bgen a shift in relative growth
rates of industrial output away from mining and towards consumer
goods. But because of the heterogenous natﬁre of development
patferns among these countries, generalizations of this sort tend to
be subject to very large numbers of exceptions and variations., This
is shown in the regional breakdown given on Table 6.

The movement towards a consﬁmer society in many countries
tends to be reflected in the invéstmeﬁt pétterns. It appeérs fﬁat
iﬁvestment iﬁ productive capacigy és a share‘of total investment may
be.deciiniﬁg over time. However,'Staﬁistics in this afea are not
readily available for many countries, so that it is hard to make
any generalizations. Nevertheless, some data that are avéilable
for éarticular industries indicate that investment seems to have
been channelled increasingly to industries p;oduqing finished goods

" as well as to the service industries. Consequently, capacities in
. N
the industrial material and intermediate goods sectors, with the
exception of the chemical industry, do not seem to hawe expanded
appreciably in recent years. It seems that the relative profitability.

at least in the short-run, of investment in finished goods capacity
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and services may have been greater tban.that cf investment in the basic
materials industries., 1In part,kthis reflects the lumpiness and longer-
lead times associated with investment in heavy indﬁstries and in part
the fact that productivity advances may havé been greater in other
industrial sectors. Thus, the supply base for continued fast
longer-run expansion may ha&e been eroded slowly, adding to longer-

run inflationary pressures.

A further factor, putting pressure on 1oﬁger-run price trends,
is associated with the ﬂiminishing proportion of the labor fcrce in
industrial countries that is engaged in the prad@mction of goods. Labor
productivity in the service sector tends to be Iower than that in
industry. ‘Consequehtiy, unless productivity iﬁ iﬁdustry grows aﬁ.an
accelerating rate, employmen; shifts towards the service sector imply
a slowing in the rate of productivity growth for the economy as a whole.
Moreover, in the indﬁstrial éountries avéraée wages in fheiéeryicé sééto;
appear not to have grown app;eciably less’fast than those in manufa;turing.'
Thus a tendency to%ards slower productivi;y growth was .not accompanied

by slower growth in labor costs and this may have intensified longer-run

.

- ' . -

price pressures, : . . . L.

Government policy. Government actions in many countries,

apart from those designed to redistribute ®ncome, may well have been the

Py .

most important factor adding to the uptrend in underlying inflation rates.

The widespread political and social commitment to high levels of employment
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in the industriaiized countriés at 1ea$t implics a reluctance to use
restrictive demand management mezasures bgfpre they are clearly needed
and a use of reflationary measures at the earliest possible stages
of a downturn. Tﬁus, on balance, policies have been rather more
expansionary than restrictive or neutral éver'thg past decade, in
particular also because there has been a general teadency to underestimate
the strength of underlying demand forces. .A further factor is the fact
that fiscal policies in many countries have been slow to reépond to
stabilizatioﬁ needs, so that the major burden of amti-inflationary
policy has tended to be put on monetary measures in the fi;st instance.
Data on the posture of the government seétor are fairly
inconclusive for the 1960's and the early 1970's. But it would seem
that governments, with the exception of Francé, certainly have not
pursued more stringent fiscal policies in recent years than they did
in the 1950's and early 1960's wheh price pfessures, on average, were
rather less. This is certainly true for the Unifed States, where
taxes were cut in the early 1960's in order to help bring the economy
to a better level of capacity utilization than had prevailed in the - .

latter part of the 1950's. When in the mid-1960's relatively high

‘employment levels were reached and the Vietnam War put additional

pressure on resources, the government was slow to increase taxation .

and allowed inflationary pressures to continue to build. Consequently,

v .

the government sector, on a national accounts basis, was a massive

e A g e 5 v
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borrower in every year starting in 1966, except im 1969, A similar
trend, towards more frequent or rather larger government deficits,
although somewhat less pronounced, can be observed in other industriel

countries, notably Italy, Germany and the Netherlands,

With fiscal policy slow to react, swings in monetary policy -

have tended to be rather large. And this clearly was not helpful in
creating an investment climate conducive to satisfying the longer-run
needs for expansion of capacities inherent in the emerging demand
trends. Thus, a number of interacting factors were putting upward
pressure on longer-run inflation rates weil before the further world-
wide acceleration of price increases occurred in 1272-74. The most .
important of these factors may have been an inflatjonary psychology
generated by the widespread expectation on the pawt of the general
public that standards of living would rise coqtinmally, an exéectation
' partly caused by, and partlf itself the cause of,. government}s.commit;
ments to levels of employment that may have been too ambitious;:

The 1372-74 inflation. The particular scjuence of events

culminating in the rapid rates of price increasé shdwq_in Table 1
really began.in 1970-71. During these two years wutput growth_slowed
virtually simultaneously in most industrial countries bringing about
in turn a slowdown in production in the less-developed world. Duiing
these two years, industriél production grew on average by 1-3/4 per

cent in the developed market economies and by 5-3/4 per cent in the
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developing market econémies. These figures compare with longer-run
averages pf 5.5 per cent and 7.4 per cent; respectively (See Table 7).
Over the same period, the combined GNP of the OECD countries grew by
2.3 per cent in volume as compared with a longer-runm average of 5-1/4
per cent. This slowdown in economic activity was im part the result
of anti-inflationary measures taken earlier in various countries and
partly caused by the shock to busincss confide::c czsoclated with the
international monetary crisis of 1971,

Business ccnfidence was relatively quickly restored, however,
after the conclusion of the(Smithsonian agfeément in December 1971.
At the same time national authorities took an increasing number of
reflationary measures. The record shows that‘during 1972 and even
through early 1973, most national and international forecasters con-
sistentiy ﬁnderestimated the strength of demand in particular economies
and in the world economy as a whole. Thus,“governﬁemtsléontinuéd to
take reflationary measures well into 1972, in part because unemplbymeht
rates were slow to decline. 5y

}iscal éolicy in Japan in 1971 and 1972 prevides a good

‘ illustration of this as well as of the general point: that douﬁts
‘;bout the appropriate policy stance have more often than not been
resolved in an expansionary diréction. The economic slowdown in Japan
that began in 1971 was exacerba;ed by the uncertainties creatéd by the

‘international monetary disturbances culminating in the New Economic

Policy, or as the Japanese termed it, the "Nixon shaxck" of August 1971.

|
\
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Consequently, the Japanese éuthorities adopted a strongly expansionary
supplemgntary budget in October 1971 designed to impart a fiscal stimulus
equal to 2 per cent of GNP, This supplementary budget followed an
already expansionary initial budget adopted at the beginning of the
fiscal year in April, 1971. Although businesé comfidence began to
revive after the Smithsonian agreement of Decembexr 1971, the 1972

budget injected a further strong stimulus.

As a consequence of the improved general climate and the éxpan-
sionary policies pursued by the Japanese authorities, economic recovery
continued to gain strength during 1972. However, businéss investment
demand remained relatively weak and no significant inroads were being
made into the amount of unutilized resources that had existed at the
beginning of the year. Cousequently, there also was no noticeable
reduction in Japan's large external balance of payments’surplus.

The authorities, clearly underestimating the stimulus already built
into the economic situation, took further expansionary measures in a

supplementary budget in October 1972, The total of fiscal measures

‘ brought appropriations for fiscal 1§72-tb almost 30 per cent abdvg
their 1971 .level. Clearly, this sort of fiscal stimulus superiﬁposéd
upon an already broadening upswing in economic activity.could noﬁ

ibut bring about the strong inflatianary pressures that indeed, ensued

in 1973.

-

The Japanese expérience was fairly typical of that of other

industrial countries: investment expenditures were not yet turning
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up in volume and unemployment was slow to recede. But other indicators,
such as order books and foreign trade were.showing evidence that the
expansion of aggregate demand had indeed become broad-based.

The 1972—73 upturn, thus, was exceptionally sharp and real
economic growth in the seven major industrialvcountries,l/ for example,
rose to an annual rate of over 8 per cent between the second half of
1972 and the first half of 1973. This growth rate was well above the -
longer-run average of 5-1/4 per cent and clearly was not sustainable
for any length of time. Still, supply capabilities proved to be
very elastic, partly because of the general slack that had been
cumulating during 1970-71, and industrial output in the developed
countries grew at almost twice its longerQrun average in late 1972
and early 1973; With this very fast growth in output bottlenecks
developed at a quite early stage in the economic expansion, despite
new additions to caﬁacity. As a result price pressures intensified
and growth of output began to slow.

Furthermore, as inflation rates began to increage sharply
and delivery periods lengthened, the inflaﬁionary climate itself
added further impetus-to the expansion. Inflatienary expectations
partly motivated the strong rise in business orders -- for both fixed
investment and inventories -- which was a notable featufe of the

1972-73 upswing and which lasted well into the slowdown.

| 1/ United States, Canada, Japan, France, Germany, Italy and the United
‘Kingdom. .
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The general and very rapid expansion im demand in 1972 and
early 1973 in the industrialized countries led t®© an extremely rapid
expansion of world trade. The volume of world trade grew by 13 per
cent from 1972 to 1973 as compared with a longer-run average annual
increase of 9 per cent. But this expansion of trade could do little

to diminish the pressures on capacities because of the simultaneous

nature of the expansion of internal demand in the individual countries.

In fact, in many cases, foreign demand only added to pressures on
capacity and further intensified internal price pwessures.

Industrial materials prices. Price risies were particularly

rapid in the industrial materials sector, in part: bécause of ldﬁ
starting inventory levels, particularly in relation to the rapid
increase in demand. But much more important was ithe fact that
existing capacities were not geared to rapid expamsion of output
occurring simultaneously iﬁ North Aﬁerica, Europe: and Japan. In
previous years, the'underlying shortage of capacity in the basic
materials sector had been obscured by the fact that not many
ecbnomies had been operating at relatively high levels of output
at the same time. Thus, foreign supplies_coﬁld generally be
counted on to ease capacity strains for this very trade-intensive
sector., However, in 1972-73, when all major economies expanded
simulgéneously, it became clear that capacifies were insufficient

to adequately serve worldwide high employment levels.
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- Spot prices for industrial materials reacted quickly to
the pressure of demand. In fact, shortagés led to scrambles among
users to secufe supplies. Consequently, world prices for industrial
materials (excluding o0il) almost tripled between the end of 1971 and
May 1974, (See Chart 1.) |

Food prices. In addition to the cyclical pressures on price

levels, longer-run pressures on food prices became apparent. The
rapid growth of incomes in recent years brought about a rapid rise in )
demand for.protein-rich foods in many couﬁtries. But for a con-
siderable period of time, the existence of high iﬁvemtoryAleveis
of foﬁdstuffs in producing countries tended to mask the fact that
demand was beginning to outgrow average supply levels. This became
increasingly clear in 1972 and 1973 when a number of.factors combined
to reduce current supplies. Harvests were poor in 1972, particularly
in the Soviet Union, and world wheat production, for example, fell
by 2 per cent. 1In addition, demand for feed gréins rose as fishmeal
became scarce with the disappearance of the anchovies from the
Peruvién coastal Qaters. Further, Argentine beef pfodﬁctiou had
.alre#dy fallen.sharply in 1970 gnd 1971; this supply shortfall was
then exacerbated by 10w>beef production in the EEC, ﬁhich followed a
reduction in herds that had resulted from_policies designed to decrease

the EEC surpluses of milk and butter.
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The combination of rising demand for and shoftfalls in oufput
of agricultural products put considerable pressure on food prices.
Thus, spot prices for foodstuffs, as reported by the Economist in
U.S. dollar terms, rose by ﬁore than 150 per cent between late 1971
and early 1974. In 1974, the very low starting levels of inventories
of foodstuffs and the indications that harvests in the United States,

Canada, Australia and the Soviet Union would be well below expectations

put renewed upward pressure on food prices. By thz second half of
November, spot prices for raw foods (expressed in dollar terms) reached
a new peak 43 per cent aboﬁé their level at the beginning of the yeaf
and over three and one half times as high as in late 1971. (See Chart

1.)

1973-74 dowmturn. As inflation rates begen to climb, from
an annual average of 4.2 pexr cent éor consumer primeé in the OECD-
countries during the second half of the 1960'3 to 7.5 per cent in 1973,
authorities in many countries increasingly méved to contain demand within
the limits of available capacity. Consequentiy, tike sharp acceleration
in output of early 1973 was-féllowed by an equally sharp.deceleration'——
from an anﬁual rate of real economic growth of over 8 per cent in the
seven majéf industrial countries in the first half of 1973 to legs.than

3 per cent in the second half and to a negative rate of growth of about

-2 per cent in the first half of 1974,
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At the early stage of the slowdown, the deceleration in the
rate of eéonomig expansion was partly supply-conditioned. Thué, in
mid-1973 capacity comstraints put 1imits‘on further expansion, but
by the second half of 1973, policy restraints also began to bite,
particularly in Germany, where policy,had‘becéme,restrictive towards

the end of 1972.

0il prices and supply.‘ The o0il crisis in the fall of 1973 put
a further brake on economic growth, first because of supply problems and
later through the impact of higher o0il prices on the cost of petroleum-
products and the production'costs of other goods and services. The
direct impact of the oil price increases, which affects the system in
a manner zkin to that of an excise tax the revenues of which are not respent,
is estimated to amount to about 2 per cent of the iwmdustrial countries'
GNP. But, at the same éime that the oil price ihcreases put a brake on
overall demand, they may stimulate>new investment demands, for example,
for energy saving equiﬁment or for the production of energy from other
sources. Thus the net effect on demand of the oil price rise is hard
to assess, although it is likely to be significant.
There can, however, be no doubt about the zdverse effect the
oil price rises have had 6n the ‘already strong inflationary expectations
that economic policy during the past year or so0 has been aiming to combat.
By the fall of 1973, price increases in the OECD countries, as measured

€

by the consumer price index, had already accelerated to an annual rate
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of over 8 per cent. Then, in just 2 few months, prices of crude oil in
the major producing areas quadrupled. This quantum jump in the price
of a2 commodity as all-pervasively used as petrolezum quickly led to

substantial increases in the production cost of many goods and services.

Whereas in 1972 and 1973 increases in food prices had been the

single most important factor in pushing up inflation rates, petroleum
prices played the major role in the doubling of inflation rates between
late-1973 and the fall of 1974. According to estimates made by the

OECD Secretariat, one~fifth of the overall rise in consumer prices that
occurred in the OECD area during the six months from September 1973 to
March 1974 was attributable to the oil price increases. As higher costs
of petroleum worked their way more fully through the various economies
in subsequent months, prices of finished goods were more widely affected,
publié utility charges rose and prices of domestically produced energy

- sources moved up. Consequently, the impact of the petroleum price

increase in overall inflation rates currently must be significantly larger

than the one-fifth share estimated for the initizl period.

Foreign trade prices. Toreign trade pric:s in the past two

decades tended to exert a moderating influence om overall inflation rates,

with export and import unit values rising only fractionally as much as

domestic price levels. But during the 1972-74 period'foreign
trade prices failed to conform to this pattern (See Table 8)-. .This ‘-

was in part a consequence of the commodity boom during which unit

values of primary commodities (in dollar terms) tripled. lPrices rose

A
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in a2ll commodity categorigs at unprecedented rates for.peacetime,
except in the ca;e of metals, the pfice of which rose at similar
rates during 1954-56. But prices for internatipnally traded manu-
factured goods also rose very rapidly. Unit values for exports of
manufactured goods rose by 8.1 per cent between 1971 =znd 1972 and by
16.4 per cent between 1972 and 1973. In the second quarter of 1974,
unit values of manufactured goods exports were a further 17 per cent
above their 1973 average (See Table 8).

The rise in foreign trade prices was associated with a very
large expansion in the volume of trade: 9 ﬁer cent from 1971 to 1972
and 13 per cent'from 1972 to 1973. The rapid expansion of demand during
most of this period combined with the generally inflationary climate
blunted the effect of price competition, thus éllowing foreign trade
prices to rise at rateé quite similar to those of domestic price levels.
Overall unit values of exports in recént quarters have been showiné
increases over correspending periods in 1972 and 1973 of around 25 per -
cent for‘developed countries‘and of close to 40 per-cent for developing
countries (including oil producers). Of course, export prices for
| fuel, a category in which petroleum carries a weight of four;fifths,
have increased at exponential rates, risfng‘by over &40 per cent between
‘1968 and ‘1972 and by a further 283 per éent between 1972 and the second

quarter of 1974. This means that export prices for fuel have more than
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quintupled since the mid-1960's. Conseqﬁentiy, the price terms at which
fuels are exéhanged for manufactured goéds in imternaiional trade had
swung in favor of fuels by 1971 and the favorshle margin established
then, of course, has widened continually and ®emormously since.

But the terms of trade also swung in fawor of the non-oil
primary producing countries during most the 1972—?4 expansion. This
allowed developing countries to expand their impoxrt volume considerably,
first adding to the pressures on capacities in thie developed countries
during Qost of 1973 and then providing support tc general levels of
activity in 1974 as internal demand in tﬁe industwrial cbuntries
weakened; |

Some mitigating influence on the upward momentum of price
increases can be expécted from the recent decline in world prices for:
metals and fibers (Seé Charttl). Priceskfor these industrial mateiials
- began to weaken early ip-1974 as economic éctiviﬁy slowed throughout
the industrial world; By the ernd of the.year sp@t'prices fof agricuitural
fibers had come down two-fifths from their mia-January high and metal
‘prices, which began to weaken in May, had been reduced by more than Qde-
half. Nevertheless, fiber prices are still almost twice as high as’
in 1971 and metals are about one-third higher than in 1971. 1In December
1974 eVeq food prices began to recede z little frqm their Novembér

record levels. If these price declines were to continue,. they would
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contribute to a substaﬁtial weakening of inflationary expectations and
such a movement of itself would reflect some turnaround in the inflationary
| psychology.

Hggg§o} A lessening of inflationary expectztions would be
particularly important at this time because of the effect it could have on
wage negoliations. Moderation of wage demands in1turm, would have important
effects on price pressures and thus help to reenforce tendencies towards
a reversal of the upwafd twist of the price-wage spirsl.

But for the moment there is little evidence that wage pressures
may be moderating. The sharp rise in consumer prices over the past two
years has generated increasingly large wage-demands as workers have
attempted to protect -- and in some cases to restore -- their real income
levels. And in this process the especiélly sharp increases in prices for
items that loom large in family budgeﬁs, purchases of which occur on
a regular basis so that they afe not postponable, have been particularly
important. For example, the fise iﬁ foodbpriées hés béeﬁ so lafge thét,
in the major.industrial countries, it has accounted for from about one-
fifth to almost one-half of the overall increase in consumer prices from
the three months ending August 1§73 to the same period in 1974 (See
Chart 2). And to these price rises, which cut heavily into family
incomes, wére added the enromous increases in prices for fuel, lighting

and transportation that followed the hike in oil prices.
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With the impetus given to ﬁage demands by the high iuflation
rates, wages themselves were again becoming a major force as a cause
for price inflation during 1974, And the mdvement from cause to
effect to cause has been quickened because the use of escalator
clauses, which rapidly tramslate higher prices into higher wages, is
spreading fast. Labor militancy has been rising as inflationary
expectations became more deeply rooted, and wage-push inflation is
likely to give further impetus to the rate of price increases in

the near future, despite growing levels of unemployment.,

Summary and éoncluding remarks. Confrouted with unprecedented
rates of price inflation in peacetime, policymakers almost everywhere
faced the same dilemma in 1974: how to cope simultaneously with a possible
excessive wezkening of economic activity and with continuing rapid

inflation. Most authorities have been pursuing restrictive policies

sinqe sometime in 1973. But the timing and the particular types of
policies adopted by different countries -- whether general monetary
and fiscal policies or direct intervention in the pricing mechanism ~-
reflect circumstances specific to each country, as well as differing
views among governménts as to hﬁw to deal with these problems. The
inflationary pressure emanating from the the strains pﬁt upon the
international financial system by the }arge oil price increases cleariy
are a major factor in the policy determinatiom of the oil-consuming
v

countries.

Whether one believes that the poliries currently in place to

combat the high inflation rates are likely te be successful depends
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Fiscal policy during the 1971-72 period also appears to have

added considerably to the pressure of demand, particularly in the capital

- goods sector, where capacities were alsq being ab:sorbed quickly by
rising private demand. Public investment expenditures rose particularly
fast in Japan, Canada and Italy during 1971 and 1972. And, as noted
above, policies remained expansionary well into tke upturn, partly
bebause of a misreading of the gathering strength of demand.

Second, there is a cousiderable school of thought that argues
that the move to a flexible exchange rate regime in itself has given
rise to inflationary pressures by removing the balance of payments
discipline that might have put constraints on policies and by letting
foreign trade pricesbflex more substantially. The latter would lead
to upward pressures on price levels if it were accepted that prices
tend to be sticky in a downward direction, so that an asymmetry would

be introduced regarding the effects of revaluationms and devaluations

upon price levels. Recent studies appear to suppoxrt the argument that such

assymetric behavior of foreign trade prices indeed exists. If it were
~accepted that the easing of the balance of payments constraint and the
way the pricing mechanism operates tend to impart an inflationary impetus

to the world economy, it still would be difficult to estimate the net .

effect of moving from one exchange rate system to another. The possible

costs on the inflationary side associated with the flexible system might

be partly; fully or even more than offset by.the gains coming from
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elimination of the large speculative capital flows that had been
associated with the way the fixed exchange rate system was -operated
and that had resulted in large increases in the monetary reserves of

one country or another from time to time.

A third strand in thé inflationary pattern is the so-called
commodity inflation. Howevef, it would be hard to argﬁe that, éxcept
in the case of the o0il price increases, the rise in industrial
commodity prices was other than largely demand-inducrd. For any
one country, the large increase in commodity prices nay well héve
appeared to be imposed from the outside and the authorities in individual
countries may have felt helpless in the féce of this upsurge in infla-
tionary pressures. But, it was government policies that were
the basic cause for the very fast worldwide expansion of demand thatA
occurred in 1972-1973, and it was government neglect that failed to
perceive that capacities in the maﬁerials sector were insufficient to
meet high levels of demand occurring simultaneously in many countries.

fn the case of food pricgs, there were severe supply short-
falls and it is likely that supplies over the next few harvest periods. -~-
at least until stocks are rebuilt to more comfortable levels -- will not
be so abundant as to cause a very significant reversal of the féod price

increases of the past two years. Thus, there will be a need for

[ ¢

countries to adjust for the time being to substantially higher relative

prices for food than existed before. 1972-1973. This adjustment comes
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at the same time as economies also need to adapt to the enormous

increases in the relative price of energy.

The responses of consumers and prodicers to these changes in
relative prices involve a shift in current imwestment patterns as demand
for the output of certain sectors declines and that for others.rises.
This shift, combined with the longer-run neéd ttw shift resources into
certain investment activities as discussed abowe, will pose most
difficult policy questions. Financial markets will need to be very
flexible in order to effect an efficient distriburion of capital, both
among industries and among countries; policies will need to aim to shift
resources according to the perceived longer-run needs and this may well"
imply a possible reordering of social priorities.

Adjustments of this sort can hérdly be expected to be
accomplished without friction. But when they need to occur against
a béckground éf intense brice inflation and anti-inflationary
policies, they are likely to give even greater rise to economié

inefficiencies and social friction than otherwise.

~ Economic -activity .currently is declining in a number §f
éountries and stagﬁating in others. And the outlook is for continﬁing
weakness in the industrial countries as a whole with further risés in
unemployment. At the same time that ﬁnémployment in many countries has
reached -- or is approaching -- its highest level in a quarter 5f a

century, inflation rates have remained at destructive levels. Although
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there is some scattered evidence that price pr.ssures have begun to
recedé, espeqially in Japan and Germany, two-digit inflation remains
the norm on the whole (See Table 9).

Because rates of inflation have remained intolerably high,
many authorities have hesitated to;take re%latiommry measures. A
major factor in their policy deliberations has been the fact that the
strength of inflationary expectations, és it finds its expression in
wage demands, is likely to breed further price pressures. Thus, with
unemployment cumulating; the dilemma of how to deal simultaneously Qith
a possible excessive,weakening of economic activity and with continuing
rapid inflation has been sharpened and the risk om the down-side has
been increasing.

Clearly, no responsible governmeant would deliberately aim at
creating a deep'receésion even if this in time could achieve the aim
of turning inflationary eipectaﬁions around. But the risk that
simultaneous reflation in the industrial coumtries might regenerate
inflationary pressures that had not even appreciaﬁly receded from their
1973-74 levgls has caused government; to move very cautiously. The
chances that the extremes of virulent inflation and deep recession may
be avoided might be appreciably improved if the sort of misreading of
changes in demand forces that occurred during the 1972-73 period could

be avoided. The experience of that period shows that even the largest
[ -
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economies need to take changes in the course of ocutput and demand in the

-rest of the world into account in the formulatiom of their demand

management policies. Thus, institution of an analyti..l approach that

attempts to assess changes in world demand as distinct from demand

"changes on national levels only, such as has been suggested for example

by Walter Salant, would be helpful ?n this fespect.l/

But the hope of an eventual return of the world economy to a
reasonable growth-path accompanied by acceptablevrhtesfof’price increase
does ﬁot hinge merely upon improvements in the analytical toolchest of
policy advisers. It hinges upon the ability of gowernments to achieve
the necessary shifts in resource allocation without excessive cost in
terms of social friction and ecomomic waste. It is clear that in a
situation where supply management is becoming an important pclicy con-
cern international cooperation becomes more than ewer a necessary
condition for achieving success, Stable growth-paths can be achieved
only if and when the business climate is conducive to making loﬂger-
range decisions without undue risks. And creéting such a clima;e in
isolation is becoming-increasingly difficult in a world whefe the
speed with which political and eccnomic events sp@il aéross bordefs

is accelerating. ' .

- .
-

1/ Walter Salant, A Supranational Approach to the Analysis of World
Inflation, mimeograph, September 30, 1974,
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Table 1

Consumer Prices in OECD Countries and Developing Countries, 1955-1974
(Year-to-year percentage changes and averages, annual rates)

QECD Countries Develonping Countries of which:
Western
Total Heinisphere Asiai/ Africa
1955-1960 Average 2.3 n.a. n.a. n.a. n.a.
1960-1965 Average 3.1 14 26 . 5 4
1965-1969 Average 4.2 14 16 7
1970 5.8 11 12 7 4
1971 5.2 10 16 5 4
1972 | : 4.6 12 23 6 5
1973 7.5 24 39 17 9
1974 2nd quarter 13.0 35b/ 56 31 16

a/ Excluding Near East.
b/ First quarter 1974 over first quarter 1973,
‘n.a. - not available.

Sources: OECD Economic Qutlook, No. 15; OECD Main Eccnomic Indicators; IMF
Annual Report, 1974; IMF International Financial Statistics; Federal Reserve
. Board Staff.
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‘Selected. Industrial Countries:

Table 3

Sﬁare of Compansation of Employees

and Government Transfers to Households dm Mational Income.

(Per cent, based on data on current prices and local currencies)

Belgium
France

Germany

Italy
Netherlands
Sweden

United Kingdom

Canada
Japan
United States

Belgium

France

Germany

Italy
Netherlands
Sweden

United Kingdom

Canada
Japan
United States

Belgium
France

Germany

Iltaly
Nethérlands
Sweden

Unitgd Kingdog

-~ Canada
Japan.
United States

a/ 196

\

A, Compensation of Emplovees and Government transfers

1955 1960 1965 1970 1972
59 64 68, 71 76
63 63 70 73 74
62 66 71 74 77
54 583/ 66 69 76
56 63 73 84 87
65 69 76 81 85
69 71 73 76 77
64 70 68 73 74
50 50 57 55 60
67 70 69 . 77 77
Compensation of Employees
48 51 54 55 58
49 49 52 54 55
50 52. 56 58 60
43 453/ 50 53 57
48 .51 57 62 62
57 59 64 67 69
63 64 65 66 67
57 61 60 64 63
45 46 52 50 54
62 64 63 68 67
Government Transfers
11 13 14 16 18
14 14 18 19 19
12 14 / 15 16 17
11 132 16 16 19

8 12 16 22 25
8 10 12 14 16
6 7 8 10 10
7 9 8 9 11
5 4 5 5 6
5 6. 6 9 10

Per Cent
Change in
Share 1955-1G.

29
17
24
41
55
31
12

- 16
20
15

21
12
20
33
29
21

11
20

64
36
42
73
212
100
67

57
20
100

Source: OECD, National Accouﬁts,‘various issues; U.S. Department of Cormerce,

~Survey of Current Business, various issues.



Table &

“selected Industrial Countries: Government
Transfers to Householrds as a Percentage of _

Personal Consumption Expenditures
(Per cent, based on data in current prices and local currencies)

Per cent
Change in
1955 1960 1965 1970 1972 Share 1955-7
Belgium 14 ' 17 21 25 27 ' 93
France 20 21 27 29 30 50
Germany 20 24 25 26 28 40
Italy _ 15 18 22 23 27 80
Netherlands 13 18 25 35 40 208
Sweden | 12 ‘15 18 24 28 133
United Kingdom 9 10 12 15 i6 | 78
Canada 10 13 11 15 17 ' 70
Japan : 7 7 8 9 9 | 29
United States 7 | 9 . 9 13 14 | 160

Source: OECD, National Accounts, various issues; U.S. Department of Commerce,
Survey of Current Business, various issues.
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Table 5

Selected Industrial Countries: Share of

Private and Government Consumption in GNP
(Per cent, based on volume data)

1955 1960 1965 1969 1972
Belgium ' 82 82 78 77 77
France ' 80 74 74 72 71
Germany 70 ‘ 70 71 69 72
Italy 80 77 77 76 79
Netherlands 74 71 74 73 72
Sweden 79 77 75 75 85
United Kingdom 85 83 81 79 82
Canada 78 79 76 | 76 77
Japan s 68 64 57 56
United States 82 84 83 85 ' 85

Source: OECD, National Accounts, various issues; U.S. Department of Commerce,
Survey of Current Business, various issues.




Ratio of Growth Rates of Major Ccmponents

Table 6

of Industrial Production to Growth -Rate of Total. Production

(Per cent)

Developed Market Economies
Consumer industries
Heavy manufacturing
Mining

Developing Market Economies
Consumer industries
Heavy manufacturing
Mining

of which:

Caribbean, Central and South America
Consumer industries
Heavy manufacturing
Mining

Asia, excluding Israel and Japan
Consumer industries
Heavy manufacturing
Mining '

of Statistics.

" Source: United Nations, Monthly Bulletin

1955-60  1960-65 1965-70 1970-73
90 7 69 77
110 116 109 106
28 &2 52 21
62 70 63 72
129 123 119 130
129 116 127 84
70 70 78 63
157 128 133 146
98 65 62 24
63 78 42 82
142 135 115 56
101 101 144 143
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Table 8

Export Prices and Terms. of Trade .
' by Commodity Groups
(Index numbers, 1963=100)

Pricesl/ . Terms of Trade
Manufactured Non-Manufactures Non-¥anufactures/ Fuels/
Goods Total Fuels Only Manufactures Manufactures

1955 93 107 w03 - 115 . 111
1958 97 105 110 108 '113
1961 100 100 99 100 99
1964 101 103 100 102 99
1965 104 102 101 98 | . 97
1966 106 103 101 97 95
1967 107 102 101 - 95 ' . %
1968 107 100 100 93 93
1969 110 - 102 100 93 91
1970 117 .106 108 91 92
1971 124 113 . 127 ote 102
1972 134 128e 143 SGe ’ 107 -~ ™
1973 156 185e 188 119e o121
1974 1st Qtr. 166 284e 537 171e 323

2nd Qtr. 183 - 288e sug2/ 157e 299

1/ Prices are unit values for manufactured goods and total other (non-manufactured) -
goods, actual export prices for fuels. Export price indexes in general tend to be
more volatile than upit value indexes and tend to lead the latter. The index for
total non-manufactures is estimated for 1971-74 on the basis of the primary commodity
price index for 1971 to 1974, since unit values for that period are not available.

2/ The fuels index in thé second quarter of 1974 stood at 561. (Data for other -
columns of the table are not yet available, or could not be estimated, for the

period after the second quarter of 1974.)

e = estimated.

Source: United Nations, Monthly Bulletin of Statistics; United Nations Handbook

of International Trade and Development Statistics; FRB.
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CHART 2

The Role of Food in Consumer Price Increases

in Selected Industrial Countries

Per Cent : Per Cent

A T T R i A LV Fa nl e s e

TOTAL INCREASE IN CONSUMER | PERCENTAGE DISTRISUTION

PRICES FOO0S OTHER
JAPAN T e o & e | T T R e -]
AT —
UNITED KINGDOM bevepe ]
FRANCE SR an A —
UNITED STATES R 1
CANADA TN ]
. GERMANY BZRI R ]

Source: Federal Reserve Bulletin, October 1974, page 693.
Rates of increase are for the three-month period
ending in August 1974 over the same period of the
preceding year (for the three-month period ending
in July 1974 for the United Kingdom and Italy).
Data based on national sourreés.




