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Preface

This two-volume collection brings together the first 56 Joseph Fisher Lectures in
economics and commerce, presented at the Adelaide University every other year
since 1904. Funds for the Lectures, together with a medal for the top accounting
student each year, were kindly provided by a £1,000 endowment to the University
by the prominent Adelaide businessman Joseph Fisher in 1903 - before his death,
to avoid 10 per cent going to the government! (Since the average adult male wage
is now well over 200 times greater than it was in 1903 in nominal dollar terms,
that endowment represents more than $0.5 million in terms of today’s spending
power.) An additional sum of $10,500 was donated to the Adelaide University
Centenary Appeal in 1974 by Trustees of Settlements made by Joseph Fisher.
The Lectures, which are free and open to the public, have been published by the
University as stand-alone booklets, and copies distributed at the fund’s expense.

The Lectures are mostly on economic issues and reflect Fisher’s interests in
liberal markets and non-interventionist government. They have stood the test of
time extremely well, while also providing a reminder of the events and concerns
that were prominent at different times during the past century. That, plus the fact
that many of the earlier Lectures are now out of print and only a small subset of
them were reprinted in scholarly journals, justifies putting them together in this

collection for posterity.

The timing of this collection’s first publication, in 2001, celebrated the
centenary of economics teaching at Adelaide, which began with the Federation
of Australia in 1901. It also celebrated the fact that it was 50 years since the
2001 Joseph Fisher Lecturer, Peter Karmel, took the Chair of Economics at the
University of Adelaide and built the department to an outstanding level (before
Peter moved on in the mid-1960s to establish the Flinders University of South
Australia). Since 2001, five more Lectures have been added to this second edition
of the collection. (See List of lectures in volume 1, 1904-1954 following this
Preface.)

The Centre for International Economic Studies (CIES) at the University of
Adelaide is proud to be the publisher of the collection, particularly since so many
of the Lectures deal with international economic issues or Australian issues that

were influenced by major international events.



Preface

The lectures have been reproduced fully, preserving the spelling, punctuation

and citation forms of the day, with reproduction of figures wherever possible.

This collection would not have been published had it not been for the
thorough bibliographical research and editorial assistance including copy-editing
and typesetting provided by Jane Russell. Our thanks go to her, and to Bob Fisher
and Keith Hancock in providing material for the opening chapters. Finally, to the
descendents of Joseph Fisher, we thank them for their on-going support to the
University of Adelaide.

Kym Anderson
October 2012
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The benefactor Joseph Fisher

Extract from Joseph Fisher — A Pioneer Colonist
by E. R. Fisher (Printed by Open Book Publishers,
Adelaide, in 1998)

Joseph Fisher was born in Yorkshire on 14 September 1834, to Joshua and
Hannah Fisher. Joseph and his parents and sisters sailed for South Australia in the

Pestonjee Bomanjee, leaving from London on 11 June and arriving in Glenelg on
12 October 1838, when Joseph was 3 years old.

A family friend, Anthony Forster, probably influenced their decision to
choose South Australia. Forster himself travelled to South Australia in early
1841, to take possession for George Fife Angas of the latter’s Barossa Estates.
This was a fortunate event for Joseph, with whom Forster had a particularly close
association both as a friend and mentor consequent upon Joshua’s untimely death
on 3 September 1841.

Joseph appears to have had the bulk of his schooling at the Oddfellows
School and subsequently in Anthony’s Forster’s old home. He left school at age
12, five years after his father’s death, to work in the mercantile business established
by Anthony Forster. Two years later Forster took up an offer of a share in the
Register and Observer newspapers, and Joseph joined the Registers commercial
department. In an interview in 1903 Joseph described his duties as follows:

“I had to assist the bookkeeper, deliver papers, take a turn at the old

hand press, occasionally read proofs and also numerous other odd

jobs at the office. I frequently remained on duty for 12-14 hours a

day and I soon gained a practical knowledge of the work in almost

every department of the newspaper office.”

In his article entitled ‘A Man of Honor’, which appeared on 17 February
1958 in the Adelaide News, Douglas Pike (a distinguished historian at Adelaide
University) wrote the following about Joseph’s early activities:

pa%



The benefactor Joseph Fisher

“With its new copper wealth and heavy immigration, Adelaide in
1846 was full of opportunities. At 14 Joseph needed no prompting,.
For two years he quietly imported potatoes from Tasmania and had
£2,000 in the bank before his little monopoly was invaded. He was
still employed in the Register when it came up for sale in 1853. With
his potato money he joined the syndicate that bought the newspaper.”

Shortly after that time Joseph took over the management of the commercial
department of the paper, in which position it was his function, in the words of Dr
Pike, to know ‘the ins and outs of every business deal in town’. It appears that he
also acted as shipping reporter for the paper.

By 1857 Joseph had acquired a quarter share as a proprietor of the Register.
During that year he both married and purchased the 8-acre property Woodfield,
his home until his death, in what is now the State Heritage-listed building at 78
Fisher Street, Fullarton. His wife for the next 50 years was Anne Wood Farrar,
the eldest daughter of Henry Wilkinson Farrar, a ‘highly respected Melbourne
Merchant’ and also originally from Yorkshire. Joseph appears to have been
intensely interested in and proud of his home and gardens. His obituary states
that in the later years of his life he spent several hours daily in his garden and
was never happier than when tending his roses and fruit trees. Tragedy hit the
family at the end of 1865, however, with the death of three of their children of
diphtheria. Subsequently three further children were born.

Joseph sold his interest in the Register and left his employment there in
October 1865, at age 31. In recording his retirement, the newspaper made
reference to his ‘recent domestic afflictions and the fact that his retirement would

give him leisure for which he and his family would be grateful.’

At the time of his retirement he had already acquired what appears to
have been his first outside interest, having accepted appointment as one of the
trustees for shareholders of the Deed of Settlement of the Bank of Adelaide. This
institution was established in August 1865 and Joseph’s association extended over
the next 23 years, he having been appointed a director in 1868. He is quoted as

having been a shrewd and industrious director, and acting for a time as Chairman.
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F. R. Fisher

Another South Australian Bank in whose foundation Joseph was involved
was the Commercial Bank of South Australia. Trevor Sykes, in his book Zwo
Centuries of Panic: A History of Corporate Collapses in Australia, says that the Bank
was ‘the brainchild of Joseph Fisher, a shrewd, restless entrepreneur’. It was as
a Member of the Legislative Council that Joseph in 1878 sponsored a Bill of
Parliament and presented a petition to the House of Assembly. Hansard quoted
Joseph as saying on the second reading that the Bill was almost a verbatim copy
of the Acts under which the National Bank and the Bank of Adelaide had been
incorporated. The shares had been subscribed three times over, he said, and five
gentlemen who stood high in the colony for honour and probity had been named
as directors. However, the accounts of the Commercial Bank were signed by a
Manager appropriately bearing the surname ‘Crooks’. The Bank collapsed in 1886
and Crooks was convicted of embezzlement and sentenced to eight years in gaol.
It is unlikely that Joseph was ever a director of this bank because, throughout the
years in question, he was a director of a competing bank, the Bank of Adelaide.
Neither he, nor any members of his family, at any time owned shares in the
Commercial Bank of South Australia.

Joseph’s advice was, as Douglas Pike says in his newspaper article in 1958,
greatly sought after and he became director of a number of companies in addition
to the Bank of Adelaide. He served on the Boards of the South Australian Gas
Company, the Port Adelaide Dock Company (as chairman), the Adelaide Steamship
Company, the Adelaide Marine and Fire Insurance Company (as Chairman) and
the Momba Pastoral Company. He was also on the local Board of Advice in South
Australia of the South Australian Company, established in England in 1835.

The centenary history of the Stock Exchange of Adelaide, entitled Bulls,
Bears and Wildcats, has this to say of Joseph and his assiduous interest in the
performance of Adelaide companies:

“Several city capitalists, with holdings in a number of companies,

customarily attended company meetings to hear of current progress.

One of the best known was Joseph Fisher. A doughty supporter

of private enterprise, by his own practice of it he had become an

early proprietor of the Register and a director of several companies.

Fisher also served in Parliament, though he was better known for

his business investments and astuteness. His remarks at the Gas
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Company’s annual meeting in 1895 were typical of his attention
to company affairs. He claimed that on a visit to England and to
Europe he had taken as much interest in the Gas Company as if he
had been in South Australia. He had walked the foreign streets to
see how gas was competing with electricity, and was delighted that
Adelaide’s citizens had turned down the Corporation’s proposal to
light the streets with electricity.”

In addition to his interest in urban business, Joseph was involved in pastoral
investments, frequently in association with a number of other South Australians
such as Barr Smith, Elder and James Francis Cudmore. It would appear that
his interests were financial in nature, however, rather than those of an active
pastoralist. His first venture into this field was probably the property north of
Adelaide known as Hummocks Run, comprising 97,000 acres of freehold land as

well as some leasehold.

In 1870 Joseph and Anthony Forster each acquired a one-eighth interest
in the partnership that owned the Mount Murchison Run in New South Wales.
In 1872 the partnership acquired a one-third interest in the Momba Run and
the ownerships were amalgamated. The other partners at this time were Robert
Barr Smith, McCullock Sellar & Co. of Melbourne (the then proprietors of Mt
Gipps Pastoral Company of Broken Hill which was the employer of Charles
Rasp, the discoverer of the Broken Hill lodes), Peter Waite, W.C. Swann, and
Thomas Elder. In 1888 the interests of the partners were acquired by a limited
company in which Joseph became a partner. In 1881 Thomas Elder and Joseph
each acquired a one-eight interest in the Ned’s Corner Run, which held 1300
square miles in Victoria just over the South Australian Border. On 1 August 1899
Joseph transferred half of his interest to the Fisher Trust.

Joseph made five visits in all to England. The first of these was in late 1866
or early 1867. Upon his return, at the age of 33, Joseph entered the Legislative
Assembly representing the District of Sturt. He served there until February
1870, and then in the Legislative Council from July 1873 to March 1881. In the
obituary published on his death, the Register commented that ‘he was at all times
plain spoken and was not the man to make compromises of principle for the
sake of securing any private advantage’. His speeches in the House were usually
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F. R. Fisher

shorter than those of many of his colleagues, but he made his points clearly and
forcefully. In his opening speech he expressed two strong views, which he was
often to repeat in later years: a distaste for waste and profligacy, and insistence on

his own imperviousness to pressure from any quarter.

During his next seven years at the Legislative Council, Joseph gave his views
on a wide variety of matters in a typically uninhibited manner. In his first speech
in the Council on July 30 he touched on an issue that was eventually to lead to

his political downfall: immigration.

In November 1873 Joseph opposed a Bill that would increase the Ministry
from five to six members. He said he would be glad to see a Government that did
not seek to be judged by the large number of Bills it introduced. In his view many
of the Bills involved an expenditure of time and money for which there was not

the slightest necessity.

Then in December that year, in an unusually lengthy speech, Joseph
vigorously opposed a Bill providing for compulsory education and State
schools. He said the voluntary system of education had not failed, whereas a
Government system introduced in 1851 had been an utter failure. He was not
opposed to education, but to the compulsory clauses in the Bill. He objected to
the unwarrantable interference with the rights and duties of parents, and believed
some parents who could afford private schools would no longer be able to if they

had to contribute also to the cost of State education.

In the following year, 1874, he berated the Government for its lack of
enterprise. He urged, not for the first or last time, that telegraphic communication
be extended to Cape Borda to avoid uncertainty about shipping movements. He
regretted that ‘no action had been taken in the matter of inter-colonial free trade’
and wanted ‘this colony to step forward and invite the more important colonies

to come in’.

He also stressed what he believed was an urgent need for a new railway
to tap the Murray River trade. He said a Murray rail connection would enable
the Riverina wool then being shipped through Melbourne to be diverted to Port
Adelaide. This, he felt, would give employment to thousands: there would be 30

Xix
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extra ships at the Port within twelve months of the line opening, and the squatters

of Riverina would make their headquarters in Adelaide.

As well, he wanted better shipping arrangements than those provided by
P&O steamers for landing mail to Glenelg; he opposed a Customs Bill imposing
new tariffs to foster manufacturing; and he opposed a Bill to close hotels on Sundays

to all but travellers (on the grounds that it simply would make people sneaks).

In 1877 Joseph strongly supported a no-confidence motion carried
against the Chief Secretary, Sir Henry Ayers, the only Minister in the Legislative
Council. The dissatisfaction with Ayers arose from a Government contract to
build a new Parliament House, with an estimated cost of £200,000 and without
the proposal being put before the Council. Joseph took exception not only to
the Council being ignored but also to the proposed site of the new Parliament
House, at the corner of North Terrace and King William Street. The site, he
contended, should be reserved for the future railway station. He looked forward
to the time when the colony would be regarded as the great centre of Australia.
He thought mail steamers would possibly make Adelaide their terminus, with
the mails being conveyed to the other colonies by railway. He believed the new
Parliament House, with the University and the Institute, should be designed
together on North Terrace and become ‘three of the grandest buildings in any

of the colonies’.

In December 1877 Joseph successfully moved for an award of up to £4,000
to John Ridley, the inventor of the reaping machine, for whom he had acted as an
agent before entering Parliament. He said it was a standing disgrace to the colony
that no substantial public recognition had been made of Mr Ridley’s services: had
he taken the precaution to patent his invention, he would have been one of the

richest men in South Australia.

Joseph’s parliamentary career, which he had never seen as the most
important phase of his life, ended in 1881. His failure to win re-election was
widely attributed to his opposition to legislation intended to restrict Chinese
immigration, legislation that he regarded as unchristian, uneconomic and
meddling in imperial matters. Joseph spoke about his election defeat in an

interview published in the Register on 15 April 1903 as follows:
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“Some of my friends thought that I was unnecessarily outspoken at
times, and I was frequently told that it would be better for me to
give more diplomatic answers when questions were put to me on
the hustings respecting popular measures which I could not support;
but I refused to make compromises in connection with matters of

principle merely for the purpose of gaining a seat in the House.”

It was during the decade of the 1890s that Joseph established what thereafter

became known to his descendants, somewhat incorrectly, as The Fisher Trust.

On 14 April 1903, Joseph wrote a letter to the Editor of the Register
newspaper in which he made charitable donations totalling £3,315, which he
requested the Register to distribute on his behalf. In his letter he sets out his
reasons for making the donations during his lifetime rather than by will on his
death. The letter reads as follows:

“Sir — I have much pleasure in sending you herewith a list of

donations, which I have decided to give to the various institutions

enumerated therein. Will you kindly communicate with the
representatives of those institutions so that they may collect the
amounts in which they are respectively concerned. Subject to your

consent, the sums are payable at The Register Offices, in Grenfell
Street, Adelaide.

“In explanation I may say that for many years past | have made
provision in my will for charitable and other public purposes, but I
am now led by several considerations to anticipate the date on which
effect can be given to that document. The only one of these which I
need mention here is the law now in force that all moneys given in
his will by a testator for charitable purposes are subject to a deduction
of 10 per cent payable to the Government. I regard this exaction as
equally unjust and unwise, and as one tending to check the flow of
public-spirited benevolence. In these circumstances I have resolved
to make during my lifetime the distribution, which I have intended

to reserve until after my decease.”
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The first item reads:

“Adelaide University — To encourage commercial education — (1)
a perpetual gold medal to the student of exceptional merit on
completion of the course for the advanced commercial certificate;
(2) a special lectureship on the commercial side — a lecture to be
delivered in alternate years, and published; and (3) the remuneration
of lecturers, examiners, and professors engaged in the general work

of the commercial course — £1,000.”

For the last 20 years of his life, Joseph had been suffering from gout and
diabetes. In mid-September 1907 he suffered an attack of influenza which, on 26

September, assumed a serious form and he died the same day at Woodffreld.

signed on 21 May 1903 in the presence of G.J.R. Murray, subsequently Sir
George Murray, Chief Justice, Lieutenant Governor and Chancellor of Adelaide
University, and W.A. Magarey, Queen’s Counsel and donor of the Magarey Medal.

He left a will in which he appointed his two sons his executors. It was

On 5 October 1907 the Register published an obituary, which concluded

as follows:

“The late Mr Fisher was a man highly respected in business and
private life, and though in recent years he had taken little active part
in public affairs, in his earlier political career he expressed himself
as sternly opposed to many of the political ideals which have since
found favour in certain quarters, and refused to shirk what he deemed
to be his duties and responsibilities merely to retain his seat. He was
at all times plain spoken, and was not the man to make compromises
of principle for the sake of securing any private advantage. He always
manifested a deep interest in the district in which he dwelt, and

progressive municipal movements found in him a warm supporter.”

Half a century later, Dr Douglas Pike wrote in his article ‘A Man of Honor’

(the News, 17 February 1958):

Xxii

“What makes a pioneer and brings him honour? Publicity, land
ownership, and pastoral wealth? Does a townsman qualify? Some

early arrivals did not care. Sincerity meant more to them than fame.



F. R. Fisher

Joseph Fisher was content to boast that he had spent his life in sight
of Adelaide. Parliament claimed him for 10 prosperous years when
honest men were scarce. Reporters sharpened their pencils whenever
Fisher rose to speak, but landjobbers and speculators quailed before
his revelations. He knew the ins and outs of every business deal in
town. His advice was sought by high and low. Proposals below his
moral standards he denounced in plain unvarnished terms; what
he approved was supported with equal vigour. He had too much
candour to be accepted by the genteel, yet a dozen boards sought him
as a director. Even the Cricket Association made him its president
for 25 years. As agent for colonists retired to England he had further
inside knowledge, but he rarely used it for personal gain. His own
investments were varied, safe, and seldom changed. His family and
home meant more to him than power. Solid and unpretentious
Woodlfield at Fullarton gave Fisher Street his name. Its roses and trees
were his pride. The full extent of his charity was revealed only after

influenza laid him low in 1907.”
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The Lectures

Kym Anderson

There is of course no sense in trying to summarize as eclectic a set of Lectures
as this one. The purpose of this note is simply to whet the reader’s appetite by
describing the range of economic issues discussed over the almost one hundred

years the Lectures cover.

Given the interest of Joseph Fisher in fostering higher education in matters
commercial, it is not surprising that the first Lecture was on precisely that
topic. The Lecturer, who headed a major bank at the time, was evidently very
widely traveled and well informed of the embryonic attempts in other affluent
countries to introduce economics and commerce courses into universities. The
Inaugural Lecture provides fascinating reading for today’s graduate economists
and accountants unaware that their courses had hardly begun to be established a
century ago. Adelaide University can take pride in being at the global forefront in
developing a course as early as 1901. Its initial requirements were not as tough as
the University of Birmingham’s though, where commerce students had to master
at least two modern foreign languages in addition to English!

The next few Lectures cover practical commerce/business issues before the
topics turn to mainstream economics and finance issues that were important at

the time and, in numerous cases, have remained so.

The issue of price stability concerned Copland in 1919 in the aftermath of
the Great War, for which he saw a return to the gold standard as an inadequate
solution. That issue also concerned Gregory, Davidson and Melville at the time of
the Depression in the early 1930s, where it was addressed more in an international

context.

Another big economic issue discussed just prior to the Depression was
public finance, particularly in relation to Australia’s rapidly growing public debt.
Prime Minister Bruce provided a political perspective while Professor Mills gave

an academic economist’s view. It is also a crucial issue in times of war, as Irvine’s
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Lecture in 1917 and Wilson’s in 1940 make clear. Within the public finance
field, Federal-State financial issues are never far from the top of the agenda in a
federation. It is surprising, therefore, that only one Lecture has been devoted to
the topic, namely by Prest and not until 1954.

Shortly after the Depression, Giblin provided a detailed analysis of the
effects of import tariffs. This had been a hot political topic before federation in
1901, and it continued to be so well into the twentieth century. At a superficial
level the issue seems to have not changed, with Giblin referring in 1936, just
as we do today, to the highly protected sectors of textiles and motor vehicles.
But analytically the economics profession has come a long way since then. A
comparison with Corden’s Lectures three and then again six decades later (1967
and 1995) reveals a progressive development of understanding, not only by
economists but also by the public at large, of the economic cost and distributional
consequences of tariffs. Also noteworthy is a warning by Menzies at the end
of his Lecture in 1942: despite his predisposition to favour import tariffs, he
acknowledged that Australia would have to do its part in reducing barriers to
international trade once the war was over. As Corden’s 1995 Lecture makes clear,
Australia took a long time to get to that stage, but in the final quarter of the 20™
century it did eventually liberalize its markets.

Just before World War II broke out, Colin Clark treated his Adelaide audience
to an application to Australia of ideas that appeared shortly thereafter in his classic
treatise on 7he Conditions of Economic Progress (1 edition 1940). His estimates
suggest Australia in 1938 was the 4" most affluent country in the world after New
Zealand, the United States and Great Britain, and perhaps equal to Argentina —
down from first or second at the time of federation and a sharp contrast to today’s
ranking of around 20" (using similar purchasing power parity measures). As if to link
with the previous Lecture, by Giblin on tariffs, Clark points to the comparatively
poor labour productivity performance in Australian manufacturing. He also stated
that the future for Australian farm exports lies in the politics of trade agreements

rather than in the economics of comparative costs of production — precisely what

the post-war history of the GATT/WTO has revealed.

Following World War II, attention turned to ensuring full employment.

Among the chosen approaches were efforts to boost agricultural and industrial
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development, including through infrastructural and research investments. These
are the themes of the next five Lectures, by Coombs, Wadham, Lewis, Condliffe
and Crawford. Coombs focused on the macroeconomic challenge of ensuring full
employment once wartime activities ceased, suggesting the need for non-trivial
government intervention. However Wadham, a Professor of Agriculture, warned
that trying to boost employment by allocating land in small parcels for one-person
farms could lead — as it did -- to them being uneconomic, and at the same time
adding to environmental and resource management problems associated with
soil, water and forests. On the positive side, he stressed the crucial importance of

education for rural people if they were to share in the fruits of economic growth.

Condliffe in 1950, like Williams in 1962, drew attention to the growth-
enhancing role of investments in research and development and the probable
underinvestment in such activities by Australia. This topic has risen again in 2001
as an election issue, along with the perennial concern with brain drain problems.
Less emphasis is being given by today’s government to the other great contributor
to economic growth, namely investments in formal education — despite the strong
empirical evidence linking educational attainment and income, as demonstrated
for example in Ashenfelter’s 1993 Lecture.

Another lecture topic in the 1950s that has a contemporary resonance
is superannuation. Downing in 1958 argued that the Australian system of age
pensions subject to a means test was not necessarily inferior to the compulsory
national superannuation systems operating in numerous other countries at
that time.

The 1970s was a period when serious concerns with inflation and associated
wages policy and unemployment arose. Some if their effects on economists
activities are surveyed in Gruen’s 1978 Lecture, including the increased use of
macroeconometric modeling designed to assist policy makers. Related lectures
are the ones by Henderson in 1971 on inflation, by Laidler in 1986 on monetary

policy, and in between by Gregory in 1981 on unemployment.

Not surprisingly, as globalization has proceeded, international issues of
relevance to Australia are more prominent in the second volume of these lectures.

Importantamong those in the 1950s was the issue on which Nobel Laureate James
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Meade focused in his 1956 Lecture, namely, why post-war Japan’s membership
of the GATT should be expedited. The arguments presented are remarkably
similar to those currently being used in connection with China’s application to
re-join the GATT/WTO system. Japan is also the subject of Bronfenbrenner’s
Lecture three decades later, when that country had become far more affluent. At
that time (1985), Bronfenbrenner argued that Japan was not yet suffering from
the sclerosis problems of other advanced economies, a claim that would be less

easy to make today.

Trade issues were the subject of several other Lectures since the 1950s. The
two by Corden have already been mentioned. His analysis of Australian tariff
policy in 1967 is still regarded as a classic reference. It provides great detail and
insight into the tariff policy formation process and a critique of, and suggested
alternatives to, the method of setting tariff rates at that time. His retrospecive
analysis in 1995 reviews the extent and causes of the massive trade liberalization
in Australia since his first Lecture, and compares it with the forces at work in
many developing countries. One of the key forces aiding reform in Australia
was greater policy transparency, thanks to the transformation of the Tariff Board
in 1973 to the Industries Assistance Commission (subsequently changed to the
Industry Comission and most recently to the Productivity Commission). Its
first Chairman, Alf Rattigan, contrasts in his 1976 Lecture the IAC’s approach
with that of the more interventionist Jackson Committee’s proposal for boosting

industrial development.

Regionalism and American trade policy were the focus of the Lecture in
1994 by Krueger (the only female Fisher Lecturer to date). She expresses concern
that regional arrangements such as the North American Free Trade Agreement
are being designed in ways that make them more stumbling blocks than stepping
stones to freer global trade, for example through diverting the attention of
trade negotiators away from the GATT (and now WTO). Since then regional
agreements have sprung up like mushrooms, making this Lecture even more
pertinent now than in 1994.

Food trade problems wax and wane, but the perceived long run problem of
population outstripping supply growth, commonly associated with the name of
Malthus, is erroneous according to Johnson in his 1996 Lecture. With population
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growth slowing and new farm technologies expanding supplies, food-exporting
countries will be under continual pressure to adjust to a long-run decline in
international food prices — notwithstanding potential food import growth by
China in the 21 century. This view contrasts sharply with that of the Australian
government in the early 1950s when, according to Crawford’s Lecture of 1952,

the prime aim of agricultural policy was to produce more.

External payments problems also received attention. In 1969, Phelps-
Brown focused on it from a UK perspective, prior to the freeing of currency
exchange rates. The issue was revisited by Krugman in 1988, in his case focusing
on the persistent US deficit which he saw as the other side of the coin to persistent
trade surpluses in Japan, South Korea and Taiwan. He claimed he would not be
surprised if the high value of the US dollar was sustained for a long time, as
indeed it has been.

Problems of developing countries had been barely touched on in this
Lecture series until recently. The three exceptions in addition to Johnson’s Lecture
on population and food are Arndt’s treatment of foreign aid policy (1964), an
assessment of the impact of strengthening intellectual property rights in developing
Asia (Maskus, 1997), and an economist’s perspective on the transmission of

infectious diseases (Gersovitz, 1999).

Only a few of the Lectures since at least the mid-1920s are not part of
mainstream economic thinking of the time. One in particular is worthy of
mention, namely that by the British social historian Asa Briggs, in 1960, on the
mass entertainment industry. It provides a fascinating history of that industry’s
development since the 1800s. According to Lord Briggs, it has been quoted more

than any other lecture he has given.

Joseph Fisher would have been pleased that this series not only started
with a Lecture on higher education, but also includes the 2001 Lecture by Peter
Karmel who has had a distinguished career in higher education administration
since leaving the George Gollin Chair in Economics at Adelaide in the mid-
1960s. Unlike the first Fisher Lecture by Turner, Karmel’s is focused not on the
education of economists but on the need for better economic analysis to inform

the higher education policy reform process.
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Several of thelectures since 2001 focus on issues associated with globalization,

including its impact on trade, natural resources and the environment.

In a collection that covers a period longer than a century, the Lecturers’
word usage reveals changing social norms. Readers should be warned that the use
of gender-neutral language does not become common until well into the second
half of these Lectures!
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The Joseph Fisher Lecturers to date have been a mixture of prominent economists
in academia and government, senior politicians including two Prime Ministers,
and influential Australian bankers and businessmen. Most shared Joseph Fisher’s
interests in liberal markets and small, non-interventionist government. Only one
female has given a Fisher Lecture so far, a reflection of the male dominance until
recently of the world of economics and business. Fifteen of the past Lecturers
appear in Whos Who in Economics (3 edition, edited by M. Blaug, London:
Edward Elgar, 1999), eighteen appear in A Biographical Dictionary of Australian
and New Zealand Economists (edited by J. E. King, London: Edward Elgar, 2007)
fourteen were knighted, two became lords, and one was awarded the Nobel
Prize in Economics. Brief biographies of each of them follow. They are listed
in alphabetical order, with the Fisher Lecture number and date given after their

name.

Arndt, Heinz W., 1915-2002 (No. 31, 1964): Economist. After moving
from Germany to Oxford with his parents in 1933, Arndt studied politics and
sociology there and took up economics only after taking an appointment at
Chatham House and then the University of Manchester under John Hicks. The
University of Sydney attracted him to Australia in 1946, and by 1950 he moved
to the new Chair of Economics at Canberra University College (later ANU),
where he remained affiliated as an Emeritus Professor and continued to write and
edit journals profusely until his untimely death on his way to Sir Leslie Melville’s
funeral. Arndt did more than anyone to link Australian and Southeast Asian

(especially Indonesian) economists.

Ashenfelter, Orley, 1942- (No. 42, 1993): Economist and wine enthusiast.
Ashenfelter specializes in labour economics, law and economics, and econometrics,
with some of the latter skill being dedicated to understanding the viticultural
determinants of the ultimate quality of premium wines, including Penfold’s
Grange. A professor of economics at Princeton since 1971, he has directed the

industrial relations group there most of that time. From 1985 to 2001 he was
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Editor of the American Economic Review, and was President of the American
Economic Association in 2011-12, but that did not stop his own research program

from flourishing.

Barbier, Professor Edward Barbier 1957- (No. 49, 2002): Economist. Professor
Barbier is currently with the University of Wyoming but he has previously served
at the University of York, UK and as Director of the London Environmental
Economics Centre at University College London. As an environmental and
resource economist, he has worked mainly on the economics of environment
and development issues, including land degradation, wildlife management, trade
and natural resources, coastal and wetland use, tropical deforestation, biological
invasions and biodiversity loss. His latest book, Natural Resources and Economic
Development, was published by Cambridge University Press in 2005.

Bhagwati, Jagdish N., 1934- (No. 56, 2012): International economist. Based in
New York as University Professor in economics and law at Columbia University
and senior fellow for international economics at the Council on Foreign
Relations, Bhagwati has combined seminal scientific contributions to the theory
of commercial policy with several bestselling books and myriad essays in leading
newspapers and magazines. He has been a senior advisor to the heads of the UN
and WTO, and remains one of the world’s strongest advocates for liberal trade

and a rules-based multilateral trading system.

Braddon, Sir Henry Yule, 1863-1955 (No. 5, 1912 and No. 11, 1925):
Businessman. Braddon worked for 44 years with Dalgety’s, the livestock and
station agency, and was director of numerous companies. He was President of the
Employers’ Federation of New South Wales in 1905-07, of the Sydney Chamber
of Commerce in 1912-14, and of the Associated Chambers of Commerce of
Australia in 1913-14. He also lectured on business principles and practice at the
University of Sydney, and he served terms in the New South Wales Legislative

Council as both an appointed and an elected member.

Briggs, Asa (later Lord Briggs), 1921- (No. 29, 1960): Social and cultural
historian of the 19" and 20" century. Born in Yorkshire, Briggs became Professor
of Modern History at Leeds University (1955-61) before moving to the (then)
new University of Sussex where he rose to Vice-Chancellor by 1967. He spent

XXXii



Kym Anderson and Keith Hancock

1976-91 as Provost of Worcester College, Oxford and 1978-94 as Chancellor of
the Open University. He is President of the British Social History Society and of
the Victorian Society. His trilogy, Victorian Things, Victorian Cities, and Victorian
People is published by Penguin.

Bronfenbrenner, Martin, 1914-1994 (No. 39, 1985): Macro-economist.
Shortly after finishing his PhD at Chicago in 1939, Bronfenbrenner was engaged
in the US Navy in Japan, which gave him an abiding interest in that country. In
addition to economics professorships at such universities as Wisconsin, Michigan
State, Minnesota and Carnegie-Mellon, he was Professor of Japanese History
and Kenan Professor of Economics in Duke University (1971-84) and then of
International Economics in Aoyama Gakuin University, Tokyo (1984-90).

Bruce, Rt. Hon. Stanley Melbourne (later Viscount Bruce of Melbourne),
1883-1967 (No. 12, 1927): Prime Minister 1923-29. Bruce entered the
conservative side of politics in 1918 with strong business connections. He was a
strong believer in Empire economic development, a supporter of tariff protection
for selected industries, and a successful protagonist of reform in Commonwealth-
state financial relations. His government was defeated in 1929 after Bruce failed to
persuade the Parliament to pass legislation for abolition of the federal conciliation
and arbitration system. Offices he later held included that of Australian High

Commissioner in London.

Butchart, James R. (No. 10, 1923): Banker and dealer. At the time of the Lecture
he was a foreign exchange dealer with Edward Dyason and Company. Previously
he had been an Inspector in Victoria with the London Bank of Australia. In 1918

he wrote a text on Money and its Purchasing Power.

Clark, Colin Grant, 1905-1989, (No. 18, 1938): Economist, public servant.
Clark originated many of the concepts of national accounting and was a major
contributor to the economics of economic development. He arrived from England
in Australia in 1938 to take up an appointment at the University of Western
Australia, but soon moved to Queensland as Director of the Bureau of Industry.
He remained in Queensland until 1952. After a further period in England, at

Oxford University, he returned to Australia, where he spent his later years.
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Condliffe, John B., 1891-1981 (No. 24, 1950): Economist. At the time of his
Lecture Condliffe was a Professor of Economics at the University of California,
but his first appointment to a Chair was at Canterbury University College in
New Zealand in 1920. In 1931 he joined to the Economic Intelligence Unit of

the League of Nations in Geneva for a time.

Coombs, Herbert Cole (‘Nugget’) (AC 1975, resigned 1976), 1906-1997
(No. 21, 1944): Central banker, public servant, university leader, advocate of
aboriginal rights, supporter of the arts. Formerly an assistant economist in the
Commonwealth Bank, Coombs transferred to the federal Treasury in 1939, was
appointed to the Commonwealth Bank Board in 1942 and in the same year
became Director of Rationing. In 1943, he was appointed Director-General of
Post-war Reconstruction. He became Governor of the Commonwealth Bank in
1949 and of the Reserve Bank in 1960. He also served as Chancellor of the
Australian National University (1968-76), which he helped found in 1946. He
retired in 1968 to take up a Visiting Fellowship at the ANU in Canberra (1976-
95). In 1972 he was named Australian of the Year.

Copeland, Brian, 1956- (No. 53, 2009): Economist. At the time of his Lecture,
Professor Copeland was Head of the Department of Economics at the University
of British Columbia, where he was an undergraduate before completing his PhD
at Stanford. His research has focused on developing analytical techniques to
study the interaction between international trade and the natural environment.
He (with Scott Taylor) wrote the seminal book on 7rade and the Environment:
Theory and Evidence, published by Princeton University Press in 2003. He has
been co-editor of the Journal of Environmental Economics and Management and

an Associate Editor of the Journal of International Economics.

Copland, (later Sir) Douglas Berry, 1894-1971 (No. 9, 1921): Economist,
administrator and diplomat. Copland, a New Zealander, was appointed a
Lecturer in the University of Tasmania in 1917 and Professor in 1920. He was a
Professor in the University of Melbourne from 1924 until 1945. During World
War I, he was Prices Commissioner. Copland was the first Vice-Chancellor of the
Australian National University, the first Principal of the Australian Administrative
Staff College and founder of the Committee for the Economic Development of
Australia. He held diplomatic appointments in China and Canada.
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Corden, Warner Max (AC 2001, FASSA), 1927- (No. 32, 1967 and No. 44,
1995): International economist. One of the world’s best-known analysts of tariff
policy, Corden in more recent years has focused on the international monetary
system, following a period as senior advisor to the IMF (1986-88). He has had
long periods on the faculty of such universities as Oxford, Melbourne, ANU and,
since 1989, Johns Hopkins University. He was instrumental in having the first
official estimates of effective rates of protection included in the Vernon Committee
of Economic Enquiry report of 1965. His writings on Australian economic policy
are published in 7he Road to Reform (1997), but his globally influential works are
Trade policy and Economic Welfare (1974) and Inflation, Exchange Rates and the
World Economy (1977).

Crawford, (later Sir) John Grenfell, 1910-1984 (No. 25, 1952): Economist and
administrator. After humble beginnings, Crawford became Economic Advisor to
the Rural Bank of NSW before moving to Canberra as the head of a new Bureau
of Agricultural Economics (1945-50) and then the Department of Commerce
and Agriculture which became the Department of Trade. In 1960 he returned to
academia as Professor of Economics and head of the Research School of Pacific
Studies, became Vice-Chancellor (1967-73) and then Chancellor (1976-84). His
impacts on agricultural economics, trade policy (especially towards Japan) and
international development assistance were profound. In 1982 he was declared
‘Australian of the Year’.

Davidson, (later Sir) Alfred Charles, 1882-1952 (No. 15, 1932): Banker.
Davidson, at the time of the lecture, was General Manager of the Bank of New
South Wales. He had played a leading role in the financial adjustments of the early
phase of the depression. His actions included initiation of the breach of parity of
the Australian pound with sterling. He was an advocate of an independent central
bank. Davidson, in 1936, was a major witness before the Royal Commission on
Monetary and Banking Systems.

Downing, Richard Ivan, 1915-1975 (No. 28, 1958): Economist. In 1954, after
service as a lecturer at Melbourne, wartime public servant and economist at the
International Labour Office, Downing was appointed to the Ritchie Chair of
Economic Research at the University of Melbourne. He had wide interests and
occupied various public positions. At the time of his death, he was Chairman
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of the Australian Broadcasting Commission. Throughout his career, Downing
displayed a strong conviction of the obligation of economists to improve the lot

of people. His interest in national superannuation reflected this conviction.

Elles, J. Currie, 1852-1934 (No. 3, 1908): A self-described commercial man
who dealt in investment stocks and mining shares, Elles also refers to himself
as a Member of the University of Glasgow, Honorary Member of the Institute
of Bankers of New South Wales and Correspondent in New South Wales of the
Board of Trade of Great Britain (Intelligence Department). He also joined the
NSW Stock Exchange and then, after its demise, the Sydney Stock Exchange. He

spent some time in China, and was fluent in several languages.

French, Sir John Russell, 1847-1921 (No. 4, 1910): Banker. French was for the
last 27 years of his life the General Manager of the Bank of New South Wales.
He was a founder of the Institute of Bankers of New South Wales, President of
the Sydney Camber of Commerce and President of the Associated Chambers of
Commerce of Australia. As the leader of Australia’s largest bank, he played an

important role in relations between government and the banks, especially during
World War I.

Gersovitz, Mark, 1949- (No. 47, 1999): Economist. Following his PhD at Yale
in 1995, Gersovitz has had faculty appointments at Princeton University, the
University of Michigan and currently Johns Hopkins University. He has also
taken time out to be Editor of the World Bank Economic Review and World Bank
Research Observer, 1992-94. As an applied microeconomist, he has focused his
research on the problems of poor countries, traveling widely to many African and

Asian countries.

Giblin, Lyndhurst Falkiner, 1872-1951 (No. 17, 1936): Economist. Formerly
government statistician in Tasmania and advisor to the Premier, Giblin was
appointed in 1929 to the Ritchie Chair of Economic Research in the University of
Melbourne. He was actively involved in the policy debates of the 1920s and 1930s
and served on various advisory bodies, including the inaugural Commonwealh

Grants Commission and the Bridgen Committee of enquiry into the Australian
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tariff. As Acting Commonwealth Statistician, he prepared the 1933 census. A
friend of J. M. Keynes, Giblin did much to introduce Keynesian ideas into the
Australian debate.

Gordon, (later Sir) David John, 1865-1946 (No. 6, 1914): South Australian
journalist and politician. Gordon had been employed by the South Australian
Register in various capacities. He became active in the non-Labor side of politics
and in 1911 was elected as member for the federal seat of Boothby, which he lost
in 1913. In the same year, he was elected to the Legislative Council, of which he
was President from 1932 until 1934. He served a brief term, in 1917, as Minister

of Education. Gordon was an enthusiast for rural economic development.

Gregory, Robert George (AO 1996, FASSA), 1939- (No. 38, 1981): Economist.
Following doctoral studies at LSE and a short teaching period at Northwestern
University, Gregory has been based at ANU’s Research School of Social Sciences
where he has been Professor of Economics since 1987. He shot to fame in the mid-
1970s with the ‘Gregory thesis’, on the structural changes that a mining boom
inflicts on an economy, but since the 1980s has focused mainly on labour market
and associated welfare issues where his research has been very influential through

being widely disseminated. He has served on many government committees and

was on the Board of the Reserve Bank from 1985 to 1995.

Gregory, (later Sir) Theodore Emanuel Gugenheim, 1893-1970 (No. 14, 1930):
Economist. Gregory was, at the time of the Lecture, a Professor of Economics at
the London School of Economics. He accompanied Sir Otto Niemeyer, who
visited Australia in 1930 as a representative of the Bank of England to advise
the federal government and the Commonwealth Bank on Australian economic

problems.

Gruen, Fred H. (AO 1986, FASSA), 1921-1997 (No. 37, 1978): Economist.
Gruen was born in Austria, lost his father when he was 15, was sent to boarding
school in England in 1937 knowing no English, heard his mother died in the
Auschwitz camp, was deported on the ship Dunera to Sydney in 1940, and then was
interned in Hay, NSW until war’s end. Few would have risen from that beginning

to become one of the country’s most widely appreciated economists. Starting
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as an agricultural economist for the NSW government and then as Professor at
Monash University, he moved to general economics at ANU’s Research School
of Social Sciences in 1972. From there he made a formidable contribution to a
wide range of economic policy debates, and mentored generations of economists

including his two sons.

Henderson, Ronald Frank (CMG 1976, AO 1988, FASSA), 1917-1994 (No.
34, 1971): Applied social economist. Henderson took economics at Cambridge
and, after World War II, was appointed a Lecturer in Economics there and a
Fellow of Corpus Christi College. He visited relatives in Australia from time to
time and took part in policy debates here. In 1962 he accepted an appointment to
the University of Melbourne where he built up a team that became the Institute
for Applied Economic and Social Research. When Henderson retired in 1979
the Institute had 50 staff and a reputation as the country’s most influential unit

analyzing economic and social policy issues, particularly poverty.

Irvine, Robert Francis, 1861-1941 (No. 7, 1917): Economist. In 1912 Irvine
was appointed as the first Professor of Economics in the University of Sydney. He
resigned, in controversial circumstances, in 1922. His views about economics,

both during his tenure as a Professor and thereafter, were unorthodox.

Jessop, Lewis Angelo, 1842-1922 (No.2, 1906): General Agent. Little is known
of this Lecturer beyond the facts that he lived in North Adelaide, was married in
1879, addressed the Free Trade Association of South Australia on 26 November

1898, and at the time of the Lecture he was employed at the Alliance Assurance
Office in Adelaide.

Johnson, David Gale, 1916-2003 (No. 45, 1996): Agricultural economist.
Johnson was a member of the Economics Department in the University of
Chicago from 1944, a full Professor from 1954, and then Eliakim Hastings
Distinguished Service Professor from 1970. During that long tenure he served in
a wide number of University positions including Provost. Outside the University
he was equally influential in a vast array of offices, including as President of the
American Economic Association in 1999. Notwithstanding, he was a prolific
researcher and for decades was the world’s most influential agricultural trade

economist. He is best known for his book World Agriculture in Disarray.
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Karmel, Peter Henry (CBE 1967, AC 1976, FASSA), 1922-2008 (No. 48,
2001): Economist, educationalist and administrator. Appointed Professor of
Economics at Adelaide University at the age of 28 (in May 1950), Karmel built
up a vigorous and highly regarded Department. In 1961 he became Principal-
Designate of Adelaide University’s Bedford Park campus. This became Flinders
University in 1966, with Karmel as its first Vice-Chancellor. He was later
Chairman of the Australian Universities Commission and the Commonwealth
Tertiary Education Commission, and Vice-Chancellor of the Australian National
University. He served as chairman or member of many governmental, university-
related and public-interest entities, and was the first Chancellor of the University
of Papua New Guinea. In 1965 he was appointed an Emeritus Professor with the
University of Adelaide.

Krueger, Anne O., 1934- (No. 43, 1994): International economist. Krueger,
the only female Joseph Fisher Lecturer to date, has been on the faculty of the
universities of Wisconsin (1955-59) and Minnesota (1959-82) before spending
a period as Vice President of the World Bank (1982-86). She then moved to
Duke University until 1991 when she transferred to her present position at
Stanford University. A prolific researcher in the areas of economic development
and international trade, she is author or many influential books on the scope for
policy reform, and an advisor to numerous developing countries. In 1996 she was

President of the American Economic Association.

Krugman, Paul, 1953- (No. 41, 1988): Economist. A PhD from MIT in 1977
launched this brilliant analyst and advocate onto the world stage. He has since
taught at Stanford and Yale universities as well as MIT, before moving in 2000 to
Princeton. In addition to profound academic writings in international economics
he is one of the most prolific and successful popularizers of complex economic
ideas via the mass media. All of those popular writings get posted on his website
which must be the most visited of any economist. In 1991 he was awarded the
John Bates Clark Medal, given by the American Economic Association every two
years to the top economist under 40.

Laidler, David, 1938- (No. 40, 1986): Monetary economist. English born and
raised, PhD from Chicago in 1964, a professor back in England (Manchester)
until 1975, and then Laidler migrated to Canada to take up a Chair at the
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University of Western Ontario whre he still is employed. In addition to research
for his books and articles on monetary theory, Laidler has been heavily involved
in monetary policy debates, particularly in Canada. In 1987/88 he was President

of the Canadian Economic Association.

Lewis, Essington, CH, 1881-1961 (No. 23, 1948): Industrialist. A diplomate
of the South Australian School of Mines and Industries (now the University of
South Australia) and with major involvements in the Port Pirie smelters, Lewis
remained with the BHP Company after its disposal of the smelters. He became
general manager of BHP in 1921 and Managing Director in 1926. During World
War II, Lewis occupied the major office of Director of Munitions, returning to
the iron and steel industry in 1945. He was Chairman of BHP during the Korean
War years (1950-52).

Maskus, Keith E. 1954- (No. 46, 1997): Economist. Maskus has been on the
faculty of the University of Colorado ever since he completed his PhD at the
University of Michigan in 1981, and a full Professor since 1995. He has been a
Research Fellow with the Institute for International Economics in Washington,
D.C. since 1998, and was also appointed as an Adjunct Professor at the CIES in
Adelaide University in 2001. As a specialist in international trade policy and in
intellectual property rights, he has been widely sought as a consultant/visiting

scholar by international agencies, government and business.

Meade, James Edward, 1907-1995, (No. 27, 1956): Economist. From 1947 until
1957, Meade was Professor of Commerce at the London School of Economics.
During this period he wrote several seminal books about international trade. He
was Professor of Political Economy at Cambridge University from 1957 until
1968. Meade served a term as President of the Royal Economic Society. In 1977,
he was awarded the Nobel Prize in Economics. During a visit to Australia in
1956, Meade collaborated with Adelaide’s Professor Eric Russell in producing an

important paper on wages, prices and the balance of payments.

Melville, (later Sir) Leslie Galfreid (FASSA), 1902-2002 (No. 16, 1934):
Economist, public servant, Vice-Chancellor. Trained as an actuary and employed

in the South Australian Treasury, Melville in 1929 was appointed at age 27 as
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the first Professor of Economics in the Adelaide University. He left his Chair
in 1931 to become the first economist in the Commonwealth Bank. His later
distinguished career included leadership of the Australian delegation at the
Bretton Woods conference in 1944, Vice-Chancellor of the Australian National
University (1953-60), Chairman of the Australian Tariff Board (1960-63), and
Board member of the Reserve Bank of Australia (1965-74).

Menzies, Right Hon. (later Sir) Robert Gordon, 1894-1978, (No. 20, 1942):
Australia’s longest-serving Prime Minister, holding office between 1939 and 1941
and between 1949 and 1966. Prime Minister at the outbreak of World War II,
he resigned in 1941 as Leader of the United Australia Party and Prime Minister.
When the Labor Government led by John Curtin came to power later in 1941,
Menzies moved to the Opposition benches. He became Leader of the Opposition

in 1943 and in 1944 founded the Liberal Party.

Mills, Richard Charles (OBE), 1886-1952, (No. 13, 1927): Economist. As
Professor of Economics in the University of Sydney (1922-45), Mills was one of
the founders of the Economic Society of Australia and New Zealand in 1924. He
had previously undertaken a searching analysis of the Wakefieldian experiments
in South Australia and elsewhere. He was later to serve on the Royal Commission
on the monetary and banking systems, chaired by Mr Justice (later Sir Mellis)
Napier. Near the end of his life, Mills served with distinction as a public servant
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Japan and the General Agreement
on Tariffs and Trade

James E. Meade"

I am much honoured by the invitation which the University of Adelaide has
extended to me to give this Joseph Fisher Lecture in Commerce. The subject
which I have chosen to discuss is a current issue in commercial policy of great
interest to Australians and Englishmen alike. But being an English man, it is my
intention to discuss the problem today primarily from the point of view of the
United Kingdom. I propose, therefore, in this lecture to examine the Japanese
case for an easier access for her exports to world markets, to discuss what would
be the effects of the treatment of Japan by the United Kingdom as a full member
of the General Agreement on Tariffs and Trade, and to consider the difficulties
which this course presents for the United Kingdom.

Let me start, then, by considering the basic facts of the present Japanese
economy. Japan is a country with a large population relatively to her resources. If
the following figures can be trusted, the density of population per square mile of
cultivated land is more than twice as high as in such densely populated countries
as China and the United Kingdom, fifteen times as high as in the United States,
and more than twenty times as high as in Australia.

1 Twenty-seventh Joseph Fisher Lecture, 8 August 1956.
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Table 27.1: Density of population per square mile (1948-50)

Total area Cultivated area
Australia 3 164
United States 42 213
China 203 1639
United Kingdom 537 1,764
Japan 563 3,596

Source: “Outlook of the Japanese Economy Today” Ministry of Finance, Japanese Government, Tokyo,
1951. Quoted by Jerome B. Cohen, “Economic Problems of Free Japan”, Centre of International Studies,
Princeton University, 1952.

Moreover, the Japanese population is growing rapidly. As the following
figures show, the Japanese death-rate since pre-war years has been drastically
reduced as a result of improvements in medical practice and hygiene, and it
is now as low as the death-rate in such rich and advanced communities as the
United States, the United Kingdom, and Australia.

Table 27.2: Crude birth-rates (BR) and death-rates (DR) per thousand of total

population
1937 1938 1953 1954

Australia BR 17.4 17.5 22.9 22,5

DR | 94 9.6 9.1 9.1
United States BR 17.1 17.6 24.6 24.9

DR 11.3 10.6 9.6 9.2
United Kingdom BR 15.3 15.5 15.9 15.6

DR 12.6 11.8 11.4 11.4
Japan BR 30.8 27.1 21.5 20.1

DR 17.0 17.7 8.9 8.2

The Japanese birth rate has also fallen, but it has fallen rather less than the
death rate, with the consequence that the natural rate of increase in the Japanese
population is now as high as before the war. In 1938 it was just under and is
now just over 1 per cent per annum. It is true that, as a result of a marked rise
in fertility since the pre-war years, the natural rate of increase of population in a

number of rich countries like the United States and Australia is of the same order
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of magnitude. But it is a different problem in Japan with its 3,600 persons per
square mile of cultivated land than in Australia with its 160 or the United States
with its 210 persons per square mile of cultivated land. I do not myself believe that
an overpopulated country should countenance a rapid and unrestrained further
increase in its population and expect the other countries of the world to take the
steps which are necessary to relieve the effects of its growing population pressure.
It is up to the Japanese Government and people themselves to avoid ultimate
economic catastrophe by restricting births in Japan. But such demographic changes
are bound to be slow in their effects. We are inevitably faced by an overpopulated
Japan with a rapidly growing population for many years to come.

Relatively to her population Japan is poorly endowed not only with land,
but also with other natural resources. She must import some 20 per cent of
her requirements of food; although she is again the world’s leading exporter of
textiles, she must import all her raw cotton; she must import 100 per cent of her
requirements of raw wool, phosphates, rubber, nickel and bauxite, some 90 per
cent of her oil, 80 per cent of her iron ore, tin, and salt, and 70 per cent of her

cooking coal.

This dependence of Japan upon imported raw materials combined with
the dense and rapidly growing population of Japan raises another important
problem — that of maintaining full employment in Japan. If Japan cannot
import her essential raw materials, she cannot maintain her factories at a level of
operations which will avoid heavy unemployment among her workers. Japan is
already experiencing difficulties of this kind. Some reflationary expansion of total
domestic money expenditure (through lower taxes and more ample supplies of
money by the banks) would be needed to stimulate economic activity in order to
give employment at home. But Japan has had to do exactly the opposite. In recent
years she has adopted a fairly restrictive domestic financial policy in order to
restrain the growth of demand and the rise of prices at home so as to damp down
the Japanese demand for imported raw materials and foodstuffs, to make the
price of her exports more competitive in world markets, and so to keep the deficit
on her balance of trade within manage able limits. This policy has been fairly
successful in affording some immediate relief to the balance of payments; for
there has recently been a considerable increase in Japanese exports and reduction

in her imports. But it has naturally had an adverse effect upon the employment



27 Japan and the General Agreement on Tariffs and Trade

situation. The number of workers recorded as wholly unemployed has grown
from 450,000 in 1953 and 580,000 in 1954 to 680,000 in 1955. Moreover, these
figures greatly underestimate the unemployment problem in Japan, where, as a
result of the country’s social and economic institutions, unemployment is likely
to take the form of short time or of unrecorded unemployed persons supported
without real opportunity for work on the land or in other similar positions.
According to a recent official Japanese survey, the number of persons without
jobs but seeking employment was in fact more than 3,000,000 in October 1954.
It must also be remembered that some 700,000 new persons (a number equal
to somewhat more than 3 per cent of the non-agricultural working population)
seek employment each year.? The maintenance of full employment has become
a testing point for the efficiency of the economic systems of the free countries of
the world. If Japan is to be attracted to the free and democratic way of life, she
must be able to sell her manufactures on world markets in sufficient quantities
to pay for the imports of foodstuffs and raw materials needed to make possible a
domestic full-employment policy.

Now what would one expect to be the economic situation in a country
which, like Japan, is endowed with much labour but little land and other natural
resources? Labour which is plentiful will be cheap; and land and natural resources
which are scarce will be expensive. For this reason it will be easy and cheap to
produce labour-intensive products (like cotton textiles) which require little land
but much labour to produce; and it will be excessively difficult and expensive
to produce land intensive products (like wheat and wool) which require much
land but little labour to produce. Indeed, it may well be impossible for such a
country to produce adequate supplies of food and raw materials for itself. In such
a case, either its excess population must emigrate or it must be able to export
large quantities of its cheap manufactures in order to acquire the foreign exchange
needed for the purchase of a large part of its own foodstufs, for the purchase of
raw materials for the production of the manufactures needed for its own use, and
for the purchase of the raw materials to be embodied in the manufactures which

it is exporting.

2 Economic Survey of Japan, 1954-55, p. 19. Published by the Japanese Economic Planning Board.
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We can, I think, rule out as totally impracticable any solution of this
problem through the mass emigration of-the Japanese into less densely populated
areas. The Japanese in pre-war years, when there were overseas territories into
which they could have moved, showed little willingness to migrate. Human
beings are in any ease expensive things to move in a civilised manner, particularly
when regard is paid to the need to provide new houses and other social services
which cannot be transported with the migrants from their old to their new
land. Any emigration from Japan on a scale which would appreciably affect the
economic position of that country would be a fantastically expensive operation.
Finally, I need not remind an Australian audience of the very real difficulties of
linguistic, cultural, social, and political assimilation involved, and — since this is
a lecture on economic problems — I will not pause to consider them now. There
remains only the solution through foreign trade. A country like Japan which
is very densely populated, which lacks most natural resources, and for which
there is no possibility of large-scale emigration, must rely on selling its labour-
intensive manufactured exports and upon importing land-intensive food stuffs
and raw materials. Let us accordingly consider what is in fact the present position
of Japan in international trade. As the following figures show, Japanese domestic

production has shown a very remark able recovery since the end of the Second

World War.

Table 27.3: Japanese population, industrial production and foreign trade

1934-36 1954 1955
Population 100 128 130
Industrial Production 100 167 181
Volume of Exports 100 55 72
Volume of Imports 100 86 90

In 1955 the Japanese population was some 129.5 per cent of the pre-war
level, but her industrial production was 181 per cent of the pre-war figure, or
in-other words, her output of industrial products per head of the population
was 140 per cent of its level before the war. But her position in world export
markets had lagged alarmingly behind this domestic recovery and expansion.
The volume of her total exports in 1955 was only 72 per cent of the pre-war

level, which means that the volume of her exports per head of her population
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was as low as 56 per cent of the pre-war figure. Before the Second World War,
in 1937, Japanese exports accounted for about 5.1 per cent of total world
exports; in 1954 the corresponding percentage was only 2.1 per cent.” Japan has
indeed a long way to go to achieve an adequate volume of exports to support
her domestic economy; and she could expand her exports greatly before she

regained the share of world markets which she enjoyed immediately before the
second World War.

In view of the figures which I have just quoted, one may well ask how
the Japanese economy has been able to sustain itself upon so exiguous a volume
of exports. A part of the answer to this question is to be found in the fact that,
because of direct and indirect United States aid and support, Japan has been able
to acquire a larger volume of essential imports than she could purchase with the
very low level of exports revealed in the figures which I have just quoted. Indeed,
whereas the volume of Japanese exports in 1955 was only 72 per cent of its pre-war
level, the volume of her imports was as much as 90 per cent of pre-war. During
the occupation of Japan, the United States, as is the way with those wealthy and
generous victors, instead of extracting reparations gave no less than $2,000m in
direct economic aid to Japan. It is true that since the end of the occupation direct
United States economic aid to Japan has amounted to the much smaller figure of
$150m. But since the outbreak of the Korean War in June 1950 the United States
has spent about $3,000m in Japan on special procurements for its armed forces
in that part of the world; and the receipt of these dollars has, of course, enabled
Japan to spend so much more on imports from the outside world than its receipts

from its exports to the outside world.

But even so, Japanese imports in 1955 were 10 per cent lower than pre-war
although her population (which affects her need for imported foods) was 29.5
per cent higher than pre war and her industrial production (which affects her
need for imported raw materials) was 81 per cent above pre-war. Japan has been
able to manage on so low a volume of imports only by means of the most severe
quantitative restriction and licensing of imports so as to limit them to the most

essential items.

3 United Nations. Yearbook of International Trade Statistics, 1954.
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If my argument is correct there are four important reasons why Japan
needs to increase her exports substantially. First, as an unrepentant, if somewhat
old-fashioned, believer in the gains to be won all round by freer trade and the
international division of labour, I personally would stress the undesirability of a
system which makes it necessary for a country to restrict its imports as rigidly as
Japan is restricting hers at present. If Japan could export more of the products
(like cheap textiles) in the production of which she has a clear comparative
advantage and could thereby earn the foreign exchange which would enable
her to import more freely the products (like United Kingdom machinery or
Australian raw wool) in the production of which other countries have a marked
comparative advantage, then it should be possible for standards of living to be
raised all round. Second, it cannot be assumed that American aid to Japan or
the expenditure by the United States on special procurements for her forces
in that part of the world will continue indefinitely at the high level of recent
years. At present the Japanese balance of payments is kept in good shape by
these exceptional receipts, but their disappearance or substantial reduction
would mean that Japan would have to increase her exports substantially in
order to maintain even her present low level of imports. Third, if Japan, like
other countries in the free world, is to have an effective full-employment policy,
then she must be able to finance through larger exports the increased imports of
raw materials which will be required to raise the level of output and production
in her factories. Fourth, the increase in population in Japan over the next years
will also necessitate substantial increases in imports of foodstuffs and raw
materials. I cannot now enter into a discussion of the various estimates which
have been made of the increase in Japanese exports which would be necessary
to meet these different needs. Suffice it to say that the needed increase is very
great. But may I remind you that the volume of Japanese exports in 1955 would
have had to have been more than 1% times as great as it was to have regained
the pre-war level of exports per head of population, over 2V2 times as great
as it was to have regained the pre-war relationship with domestic industrial
production, and about 2.33 times as great as it was to have regained its pre-
war share of world trade? It is necessary to think in terms of a doubling of
Japanese exports over the next few years. But granted that Japan needs to find
additional openings for her foreign trade, would it not be possible for her to find

a solution by the restoration of her trade with China to its important pre-war
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level? The following figures* show how much the reduction in Japan’s foreign
trade is to be ascribed to the loss of her trade with this part of the world, in large
measure as a result of the embargo on trade with communist China.

Table 27.4: Volume of Japanese trade (Measured in millions of US dollars with
trade valued at 1934-36 prices)

Japanese exports to: Japanese imports from:
Mainland Rest of the Mainland Rest of the
China and world China and world
Korea Korea

1934-36 (annual ave.) 307 599 197 744

1954 23 404 15 731

A little simple arithmetic from these figures leads to the conclusion that if
in 1954 Japan had been able to send the same volume of exports to Mainland
China and Korea as before the war without diverting any of her exports from
other foreign markets, this would have involved an increase of roughly 66 per
cent in her total exports. From this we can, I think, conclude that a re-opening
of trade with the Chinese Mainland might make a substantial contribution to the
solution of Japan’s trading problem. I have no desire in this lecture to enter into
the important political issue whether the restrictions on trade with communist
China should be relaxed or not. But it is clear that even if all such restrictions
were removed, Japan’s export problem would be alleviated but not wholly solved.
For in the first place as I have already argued, we must think in terms of a
doubling of the volume of Japanese exports rather than in terms of a 66 per cent
increase in it. And, secondly, it is certainly very over optimistic to think of Japan
restoring her pre-war position in these markets. Before the war she was herself in
control of much of the Chinese mainland. She imported from these markets large
quantities of ore, coking coal, salt, and similar raw materials for her heavy and
chemical industries; and in exchange she exported to them her textiles and other
manufactured products. But the probability now is that China will need much
of her own ore, coal, and other materials for her own industrial development,

which will reduce the supplies of these things available for export to Japan, while

4 Based on a report of the US Department of State, 29th March, 1955.



James E. Meade

her own industrialisation will lessen her own need for Japanese textiles and other

manufactured goods.

There are perhaps other hopeful possibilities for the expansion of Japanese
trade. Japan has reasonably low costs in the production of some forms of capital
equipment. Such goods might be produced for the countries of South-East
Asia to help them in their programmes of economic development, and Japan
might import from these countries increased quantities of some of the primary
products which she needs. This concept of Japan playing a leading role in the
industrialisation of South East Asia is perhaps a promising one, and there have in

recent years been some developments of this kind.

But all these developments are somewhat problematic and the Japanese need
for expanded export markets is great. The full solution of the problem therefore
involves also an expansion of Japanese trade with the main trading countries of
the Western world — with the countries of Europe, the United States, and the
members of the British Commonwealth. The admission of Japan as a full and
equal member into the General Agreement on Tariffs and Trade — or the GATT
as I shall call it in the rest of this lecture — has naturally come to stand as a symbol
for this development. I intend, therefore, now to describe briefly the steps which
have been taken towards the treatment of Japan as a full member of GATT, the
attitude of the United Kingdom to this development, and the difhiculties which
this development raises for the United Kingdom.

The GATT is a multilateral trade agreement. Each contracting party — or,
as | shall inaccurately call it in what follows, each member of the GATT — must
in general be prepared to undertake a bilateral tariff negotiation with each of the
other members. Each of these negotiations results in the binding or reduction
of certain rates of duty which the two members concerned levy on their imports
from each other. But the benefits of these tariff concessions are then passed
on to all the other members of the GATT through the operation of the Most-
Favoured-Nation clause which provides that, when any member undertakes to
reduce any duty which it levies on imports from any particular country, it must

reduce the duty also on the same imports coming from any other member of

the GATT.
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In addition to the obligation to enter into tariff negotiations of this kind
and to grant to all other GATT members treatment which is as favourable as that
which it grants to any other country, the GATT contains a number of additional
articles, some of which (as for example, the article which in general prohibits
the use of quantitative import restrictions) are designed to set limits to trade
barriers other than tariffs, and others of which ( such as the article which allows
countries with serious balance-of-payments difficulties to restrict their imports)
are designed to allow certain escapes and exceptions to the general rules for the

freeing of trade.

The members of the GAT'T are able to admit new members to the agreement
by a two-thirds majority vote. The admission of a new member to the GATT
would automatically entitle that new member to receive Most-Favoured-Nation
treatment from all the existing members; or in other words, the new member
would automatically receive the advantages of all the reductions or bindings of
duties which the existing members had previously negotiated among themselves.
In order to prevent a new member from obtaining such benefits without itself
giving similar concessions in the form of reductions and bindings in the rates of
its own import duties, the practice has grown up of admitting new members to
GATT only after there has been a series of bilateral tariff negotiations between
the new member and a sufficient number of the existing members. By this means
it is hoped to achieve a sufficiently extensive reduction in the tariff of the new
member to make its admission a fair bargain for the existing members of the
GATT. Finally, I must mention the important Article 35 of the GATT, which may
be invoked by any existing member who has not entered into tariff negotiations
with the new member. Any existing member who invokes Article 35 can refuse to
extend to the new member the concessions and benefits which it would other wise
be obliged to extend to it; and in this case, of course, the new member is similarly
relieved of the obligations which it would otherwise have incurred towards the
member which had invoked Article 35. In other words, a new member may be
admitted into the club by a two-thirds majority vote of existing members; it is
normally not admitted unless it has paid, as it were, its entrance fee in the form of
negotiating a suitable reduction in the duties which it imposes on imports from
other members; but any old member can decide to treat the new member as if he
were not a member of the club, in which case the new member in turn can treat

the old member as if he were not a member of the club.
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Japan made formal application for membership in July 1952. There then
followed a long period of enquiry, negotiation, and discussion, into the details of
which I will not enter. Certain countries of which the United Kingdom may be
taken as the leading example expressed their inability to commit themselves to
extend the full privileges of membership of GATT to Japan. The United Kingdom
was influenced by memories of the nineteen thirties when many existing lines of
trade and production were disrupted by a sudden incursion of. cheap Japanese
products, sold in many cases by means of questionable commercial devices which
misled customers about the original content, or quality of the goods, which relied
upon the copying of other traders’ designs, and which involved export subsidies

of one kind or another.

In the course of these negotiations the question arose whether there were
not sufficient escape clauses already in the GATT for it to be possible for a
country like the United Kingdom to take the necessary remedial measures
against any repeated experience of this kind even if she had accepted Japan as
a full member of the GATT. There are two provisions in the GATT which are
relevant in this connection. The first is Article XIX which allows a country to
take emergency action to restrict the import of particular products if as the result
of concessions given under the GATT imports are coming into its territories in
such quantities as to cause serious injury to its domestic producers. The argument
against relying on this provision was that it did not exempt a member of GATT
from its obligation not to discriminate against imports from any other member.
In other words, if cheap Japanese textiles flooded into the United Kingdom, the
United Kingdom would have had to restrict imports of textiles from all members
of the GATT, which it might not wish to do, in order to protect her own textile
industry from an expansion of cheap Japanese textiles. The other escape clause
on which, in the opinion of some, reliance might have been placed was Article
XXIII, under which, if action was taken by any member which had the effect
of nullifying or impairing the purposes of the GATT, other members might,
with the agreement of GATT as a whole, take action to offset the effects of the
offending member. A proposal was made for an official GATT interpretation
of this Article which would remove some of its procedural delays; but in spite
of this the United Kingdom was not ready to rely upon it since, in its opinion,

action under it was too uncertain.
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In October 1953 a temporary compromise was reached. Japan was invited
by the members of GATT as a whole to take part in all the meetings, discussions,
and work of GATT. At the same time a declaration was drawn up under which any
particular member of GATT which wished to do so could state that commercial
relations between it and Japan would be governed by the provisions of GATT
for the period which must elapse before Japan could finally accede to the GATT
after suitable tariff negotiations between it and the other members of GATT. A
number of GATT countries accepted this declaration and so in effect extended
the full privileges of GATT membership forthwith to Japan. A number of other
countries, including Australia and the United Kingdom, did not do so.

In February 1955 tariff negotiations were opened in Geneva between Japan
and a number of the GATT countries, including the United States, as a result
of which Japan gave concessions in her duties and received further concessions
in the duties of the other negotiating countries. In September 1955 Japan was
admitted as a full member of the GATT. But that was by no means the end of
the story; for no less than fourteen countries, including Australia and the United
Kingdom, and accounting for more than 40 per cent of Japan’s trade with GATT
countries, did not undertake tariff negotiations with Japan and invoked Article
35 of the GATT, so that in effect commercial relations between these countries
and Japan remain as if Japan had not been admitted to the GATT.

So far I have considered only the negative side of the United Kingdom’s
position. But the United Kingdom has stressed the fact that there was at no
time any desire on her part to prevent Japan from regaining her status as a great
trading nation. Membership of the GATT had become a symbol of this status,
and Japanese membership of the GATT as such was not opposed by the United
Kingdom. Indeed, it its official statement of policy on this subject, issued in
April 1955, the United Kingdom Government expressed the “hope that the
United Kingdom’s trading relations with Japan and Japan’s trading relations with
the rest of the world will so develop as to enable the United Kingdom and the
Colonial territories in due course to accept the full application of the provisions
of the General Agreement to their trade with Japan”. But until there was more
assurance of the course which Japanese trading practices would take, the United
Kingdom required more adequate safeguards against excessive competition from
Japan than were written into the existing GATT. Nor had the Untied Kingdom
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any desire to prevent the expansion of Japanese export trade. Indeed, in a series of
bilateral trade and payments arrangements outside the GATT, which concerned
the total trade of Japan with the sterling area, and to which [ shall return shortly,
the United Kingdom, had taken steps to make possible an expansion off trade
between Japan and the sterling area. But the United Kingdom was unwilling to
undertake to impose no more controls over her trade with Japan than over trade
with the other members of GATT. She would have preferred that the issue of
principle should not have been raised, so that she could have continued gradually
to relax her controls over Japanese reader by the ad hoc development of her special
trade and payments agreements with Japan. Experience could then have shown
whether the dangers which were feared in some quarters in the United Kingdom

would or would not prove well grounded.

But Japan did raise the issue of principle by applying for membership of
GATT. In the first place, she needed an expansion of her export markets; and the
commercial benefits which she would obtain not only in the markets of the United
kingdom, but in those of the other members of GATT through the application
of GAT'T principles to her trade were of importance to her. Secondly, exclusion
from GAT'T carried with it some stigma; and it was politically important to Japan
to re-establish herself as a full member of the commercial club of the main trading

countries of the free world.

Let me turn now to a brief description of the development of trade and
payments between Japan and the United Kingdom since the end of the Second
World War. At first during the Occupation of Japan trade between Japan and
the countries of the sterling area was very low. It would in any case have been
low because of the initial disruption of Japan’s economy after the war. But it
was specially restricted by the fact that the payments arrangements were such
as to make Japan for currency purposes a member of the dollar area. Any excess
of payments by the sterling area would have had to be settled in gold or dollars
and thus imports from Japan had to be restricted as severely as imports from
the United States. This was altered by the Anglo-Japanese payments agreement
of September 1951, whereby payments between Japan and the sterling area sere
to be settled in sterling. If Japan ran up a balance of sterling because of heavy
imports of Japanese products into sterling area countries, these sums could not be

converted by Japan into gold or dollars. The intention was that a broad bilateral
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balance should be maintained between Japanese payments to the sterling area
and the sterling-area payments in Japan. If an unbalance developed, then this
would be corrected by a change in import controls on the one side or the other
so as to encourage Japanese purchases from the sterling area and to discourage
sterling-area purchases from Japan when Japan had large balances of sterling, and

vice versa.

This original Anglo-Japanese agreement was to run for twelve months. It
has been followed by a number of new agreements which are basically of the
same pattern. There have been times when Japan has accumulated large balances
of sterling. Such situations have been met to some extent bay a tightening of
restrictions on imports of Japanese products into sterling-area countries, but also
by a relaxation of Japanese restrictions in imports from the sterling-area. At other
times Japan has been running down her sterling balances; and in this case the
situation has been met partly by a tightening of Japanese restrictions on imports
from the sterling area, but also by a relaxation of sterling-area restrictions on
imports from Japan. The general development of these Anglo-Japanese payments
agreements has been to plan each time for an expanded, but still a bilaterally

balanced, volume of transactions between Japan and the sterling area.

At first these Anglo-Japanese agreements were reach multilaterally between
Japan on the one side and many countries of the sterling area on the other side.
That is to say, delegation form the Untied Kingdom) would attempt to work out
simultaneously with the Japanese a programme of Japanese imports from the
various sterling-area countries concerned and a set of programmes of imports of
Japanese products into the sterling-area countries concerned which would result
in a balance between Japanese payments to, and receipts from, the sterling area as
a whole. But the more recent agreements have been strictly bilateral agreements
between Japan and the United Kingdom. In these negotiations statistical
estimates have been made of the total amount which, under their separate trade
arrangements, independent sterling-area countries are likely to spend on Japanese
products. Moreover, since 1954 there have been virtually no quota restrictions
on the import of Japanese products into the dependent colonies of the United
Kingdom, so that the imports of these territories can also merely be taken as a
statistical estimate of what will be the result of such free importation into the

colonies. Balance between the sterling payments and receipts of Japan as a whole
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can then be maintained in the Anglo-Japanese agreement only by changing the
restrictions on imports of Japanese products into the United Kingdom itself
or, on the other side, by a change in Japanese restrictions on imports from the
sterling area. It is in terms of these two variables that a balance has been sought in

the most recent Anglo-Japanese agreements.

As the following figures show, these Anglo-Japanese payments agreements
have made possible an expansion of Japan’s export markets in the United Kingdom
and in the rest of the sterling area. But this expansion has been at an uneven rate.
In particular in 1953 there was a severe cut-back in the United Kingdom and
other sterling-area imports from Japan to meet the situation which had arisen
from the greatly increased — purchases of the sterling area from Japan in 1951 and

1952 with the resulting heavy accumulation of sterling balances by Japan.

Table 27.5: Value of Japan’s exports, monthly averages (million yen)

Exports to United Kingdom | Exports to rest of Sterling area | Total exports
1949 | 1,264 6,195 15,293
1950 781 8,140 24,606
1951 1,620 16,758 40,637
1952 2,194 14,009 38,187
1953 | 994 8,526 38,245
1954 1,534 13,242 48,880
1955 1,823 17,649 60,320

The sterling area provides an important market for Japan. The proportion
of Japanese exports going to the sterling area has ranged from nearly one half in
1949 to one quarter in 1953, and in 1955 was about one third.

Let us now consider against the background of these arrangements the
particular difficulties which the United Kingdom would encounter if she were to
accept full GATT obligations towards Japan.

As far as tariffs are concerned, there would be no difficulties. Both the
United Kingdom and her Colonies (unlike Australia) already extend Most-

Favoured-Nation treatment to Japanese imports in so far as import duties are
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concerned. That is to say they do not levy higher duties on Japanese products than
those which they levy on the products of any other country which does not enjoy
Imperial Preference in the United Kingdom and Colonial markets. Of course, the
United Kingdom and the Colonies do give preferential tariff treatment to other
Commonwealth countries; but these existing Imperial Preferences are permitted
under the GAT'T rules and they would not be counted as a discrimination against
Japanese products.

The difficulties which the United Kingdom would experience relate to
the quantitative restriction of imports by import licensing. In this connection
we must consider, first, the question of the restriction of imports of Japanese
products into the British Colonies and, secondly, the restriction of imports of

Japanese products into the United Kingdom itself.

In the nineteen thirties quantitative restrictions were placed on imports
of Japanese products into many of the British Colonies as part of the general
development of commercial policy to counteract the disruptive effects of the
great lood of cheap Japanese manufactures. After the second World War imports
of Japanese products into the Colonial territories, just as imports of Japanese
products into other sterling-area countries, were at first controlled on balance-
of-payments grounds in order to prevent the accumulation in Japanese hands
of excessive balances of sterling which directly or indirectly would lead to a
pressure on the gold and dollar reserves of the sterling area. But since 1954, as |
have already explained, restrictions on Japanese imports into the Colonies have
not been used in this way. Colonial governments have been free to licence the
import of Japanese products in any quantities which they desire. The old criticism
that the United Kingdom has employed quota restrictions in order to protect
expensive Lancashire products against cheap Japanese products at the cost of the

inhabitants of Colonial areas can no longer be sustained.

It is true that the apparatus of import licensing is maintained in the
Colonies against Japanese products, but not against the products of the sterling
area or of the European countries which are members of the European Payments
Union. But the quotas set for Japanese products are now so large that they are in
many cases ineffective and not fully used; and where the quotas are fully used,
additional licences are fairly freely obtainable upon application. The reason for
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the maintenance of this system is in order that the United Kingdom may hold
ready in reserve a weapon which it might need to use once more on balance-of-
payments grounds, if there were another sudden surge of cheap Japanese products
into sterling markets. This system is, of course, formally discriminatory under the
GATT rules and would have to be abolished if the United Kingdom applied the
GATT rules to Japanese trade. This might have some slight beneficial effect upon
Japanese exports, since the maintenance of the apparatus of licensing may itself
somewhat discourage Japanese trade. A Colonial importer must go through the
tiresome drill of using an import licence if he buys from Japan, but not if he buys
from Europe or the British Commonwealth; and there may be a tendency for
the issue of the licences to concentrate the trade in the hands of existing traders
who, be cause of their existing commercial connections, are somewhat less likely
to buy from Japanese than from other sources. But the discriminatory effect is no
longer substantial and the abolition of this system would not have any very direct

favourable effect upon Japanese, or adverse effects upon British, trade.

Quantitative restrictions on the import of Japanese products into the United
Kingdom itself are quite a different matter. In this case there are quotas on the
import of Japanese products which effectively restrain the imports of Japanese
textiles, toys, and other products. To give GATT non-discriminatory treatment
to Japan would mean the removal of these restrictions; for the import of these
products is not similarly restricted when they come from other countries of the
Commonwealth or of Western Europe. It is this requirement which presents the
most direct and obvious difficulty which stands in the way of the United Kingdom
giving GATT treatment to Japan. To let these Japanese products enter the United
Kingdom without licence restrictions would not be catastrophic for the United
Kingdom. These products are not basic essentials; and neither on military nor on
economic grounds would a contraction of these industries in the United Kingdom
be disastrous. Moreover, the problem of industrial readjustment would be easier
now than it was in the nineteen thirties. In the first place, we now live in an
inflationary instead of a deflationary atmosphere. Alternative opportunities for
employment would now exist in the rest of the country for workers dismissed from
factories hit by Japanese competition. Secondly, largely as a result of readjustments
made in the second World War industry is now more diversified in Lancashire
where there are now many light engineering and other industries available to give

more local employment if the cotton industry were contracted.
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But the transitional problems would nevertheless be very real ones. The
difficulty of the problem for the United Kingdom is particularly great because
the increased competition from Japanese products would be highly concentrated
on a few industries in the United Kingdom. The removal of import restriction
on Japanese products would not cause a little extra competition for a large
number of industries; it would cause a great deal of extra competition for a small
number of industries. Certain branches of the textile industry would be very
seriously cut back. Certain small industries, like the cheap toy industry or the
net-making industry, might be faced virtually with complete ruin. It is politically
and economically a serious matter to take steps which may substantially effect the
fortunes of a traditionally basic industry like the Lancashire cotton industry and

which may bring concentrated loss on a few small producers.

There is another possible danger for the United Kingdom which might turn
out to be more important economically, although it presents less obvious political
difficulty. Japan since the war has continuously spent a great deal more on dollar
products than she has earned by her sales to the dollar area. There have been some
structural changes in Japan’s trade which have emphasised this lack of dollar balance.
For example, the development of competing synthetic fabrics in the United States
has greatly restricted the United States demand for natural silks, one of Japan’s most
important exports to the United States; and the collapse of the Chinese mainland as
a main source of supply of important Japanese imports like cooking coal has meant
that Japan must make heavy purchases of these products in the United States. This
natural and perhaps inevitable structural change has been artificially reinforced by
certain types of United States aid to Japan. For example, disposals of United States
surplus wheat on special payments terms in Japan may have restricted the Japanese
demand for Australian and so for sterling wheat. In 1954 the volume of Japanese
exports to North America was only 57 per cent of its pre war level, whereas the
volume of Japanese imports from North America was 135 per cent of its pre-war
level. In 1954 Japan’s exports to North America were worth $349m, but her imports
from North America were $1,102m. On the other hand, in many post-war years
there has been a tendency for the purchases of the sterling area from Japan to exceed
Japan’s imports from the sterling area. In these circumstances there might well be an
underlying tendency for Japan to earn sterling for her exports and to convert this
into dollars for the purchase of her imports, thus putting a strain upon the sterling

areas gold and dollar reserves in London.
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This tendency has up to now been avoided by the Anglo Japanese trade
and payments agreements to which I have already referred. United Kingdom
restrictions on purchases from Japan have been deliberately maintained and
Japanese restrictions on sterling-area products have been deliberately relaxed
so as to keep a rough balance between Japan’s sales and purchases in sterling.
It is not at all certain that this would be permissible if Japan and the United
Kingdom applied GATT rules to their mutual commercial relations. Under the
GATT rules a country can restrict imports so long as its balance of payments is in
serious disequilibrium. But the general GATT rule is that such restrictions should
be non-discriminatory; and if Japan were not free to discriminate in favour of
sterling products and the United Kingdom were not free to discriminate against
Japanese products, it would not be possible to offset any underlying tendency
for Japan to sell to the sterling area but to buy from the dollar area. It is true
that the GATT rules do in certain circumstances also permit discriminations in
import restrictions on balance-of-payments grounds. I cannot on this occasion go
into these complicated rules in detail. Suffice it to say that the freedom of Japan
and the United Kingdom to seek a bilateral yen-sterling balance would be more

circumscribed than at present.

Thus there are some very real difficulties in the way of the extension by the
United Kingdom of full GATT treatment to Japanese products. There would, of
course, probably be some compensating advantages to the United Kingdom in
achieving a removal of barriers to Anglo-Japanese trade. While the transitional
difficulties might be considerable, the change in the structure of United Kingdom
industries would probably in the long-run bring some gains. Consumers in the
United Kingdom would obtain cheaper supplies of certain products (like textiles
and toys) which would be obtained from the export of products (like machinery)
in the production of which United Kingdom industry was more economical.
The main danger would be the instability of industrial production which would
occur if there were ever once more a sudden surge of cheap Japanese products into
the relatively unprotected markets of the United Kingdom, as happened in the
nineteen thirties. But that development was a product of the Great Depression.
In the early nineteen thirties the American market for Japanese silk and other
pro ducts collapsed as a result of the collapse of buying power inside the United
States combined with the erection of the excessive Hawley-Smoot tariff by that

country. This was the main reason why the Japanese suddenly sought alternative
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outlets for their exports at excessively low prices and by questionable commercial
devices in markets such as the British which enjoyed little protection from them.
In my view, we can rule out the possibility that the United States will once again
permit a major domestic economic depression to develop, or will reverse their
commercial policy and build once more an excessively high tariff. And if these
things should occur, it is certain that the GATT, as we know it now, would not
long survive. In present conditions Japanese products are not so excessively cheap

as to cause an overwhelming flood of cheap goods into British markets.

Of course, the United Kingdom is not the only country which has difficulty
in giving full GATT treatment to Japanese trade. There are the thirteen other
members of the GATT — Australia, Austria, Belgium, Brazil, Cuba, France, Haiti,
India, Luxembourg, the Netherlands, New Zealand, Rhodesia and Nyasaland,
and the Union of South Africa — which have followed the same course as the
United Kingdom in invoking Article 35 so as not to be obliged to give GATT
treatment to Japanese trade. But the United Kingdom is the leading trading
country which has invoked Article 35 of the GATT in order to refrain from
giving GATT treatment to Japan. It is probable that the United Kingdom’s
example has been important. If she ceased to invoke Article 35, a number of
the other thirteen countries which at present also invoke Article 35 might be
persuaded not to do so. The indirect effects of this might be important for the
United Kingdom. Suppose that some third countries remove some barriers on
imports of Japanese products. In so far as similar products were previously being
imported from the United Kingdom the result may be that Japanese products
are purchased instead of United Kingdom products by the countries concerned;
and this would mean contraction in the market for United Kingdom products.
Such unfavourable developments are in fact likely to occur in some cases as
Japan finds an easier access into third countries. But in so far as the easier access
into third markets enables Japanese products to compete successfully in those
markets against the domestic production of the third countries themselves, the
effect may be to ease the pressure on the United Kingdom. For the more readily
Japanese products are absorbed into such third markets, the less plentiful and
cheap will be the remaining supplies of Japanese products available for sale in
United Kingdom markets or in markets in which they compete directly with
United Kingdom products. The extension of full GATT treatment to Japan by all
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the other members of GATT might thus have some adverse effects upon United
Kingdom exports, but at the same time it might relieve the pressure of Japanese

competition in other United Kingdom markets.

Even those members of the GATT who did not invoke Article 35 have
experienced difficulties in extending full GATT treatment to Japan. There was, for
example, a very considerable expansion of cheap Japanese textiles into the United
States after the mutual tariff reductions which took place before Japan’s entry
into GATT relationships with the United States. This caused some considerable
concern among the New England textile producers. It became clear that the
United States Administration might be forced to take steps (either through the
escape clause in GATT which can be invoked if a domestic industry suffers
serious injury from imports or by other means) to prevent this natural expansion
of Japan’s cheap labour intensive products. In fact, an uneasy modus vivendi has
been found only through the agreement of the Japanese to restrict their exports to
the United States. The formal GATT relationship between Japan and the United
States has been accepted; but nevertheless some special restrictions on the trade
with Japan have thus been continued. In other cases, of which Germany may be
cited as an example, countries which have accepted Japan as a full member of the
GATT have not yet found it possible so to liberalise their quota restrictions over
imports of Japanese goods as fully to carry out the obligations which they have
thus incurred. The United Kingdom should not per haps be too severely criticised
for having been willing to incur the odium of stating in advance that she could
not extend full GATT treatment to Japan.

Is the assumption by Japan of the obligation to give GATT treatment to
those members of GATT who do not invoke Article 35 likely to give rise to
serious difficulties for Japan? Japan at the present is operating a system of very
strict controls over her imports. As long as her balance of payments remains in
its present difficult position it will be legitimate for her under the GATT rules
to continue to control her imports. But her import controls will now be subject
to review and challenge by the other members of the GATT on two counts: the
Japanese restrictions must not be more severe than is necessary to cope with the
Japanese balance-of-payments problem and they must be non-discriminatory as
between the products of the other members of GAT'T which have accepted Japan
as a full member of the GATT. It is possible that on both these counts Japan may

21



27 Japan and the General Agreement on Tariffs and Trade

need to revise her restrictions. In particular, there have been serious complaints
that the Japanese import restrictions have on occasions been administered in
an arbitrary manner which has discriminated against the exports of particular

countries.

Another feature of the Japanese trading system to which serious exception
can be taken is the well-known “link system” in Japanese foreign exchange control.
Under this system the right to acquire foreign exchange for the purchase of certain
imports has been linked to the export of certain other products. Often the right
to purchase imports of a certain raw material has been linked with the export
of products made out of that material. But occasionally there has been no such
obvious connection between the exported product and the imported product
which is linked with it. Thus in the past the export of machinery, ships, and silk
has carried with it a right to receive foreign exchange for the import of textile raw
materials, sugar, petroleum, and bananas. This system is equivalent to a system
of export subsidies. For the exporter will be willing to export, if necessary, at a
price which does not fully cover his costs of production because his loss will be
linked with the acquisition of a valuable right to acquire certain scarce imports.
Until recently, the GATT rules did not include any direct prohibition of export
subsidies on manufactured goods. They required only that such subsidies should
be notified to the GATT and should be the subject of consultation with other
aggrieved members. But the new GATTT rules on this subject, proposed at the
revision of the GATT in 1955, would provide for a standstill on export subsidies
on industrial products until the end of 1957 and for their abolition at the earliest
possible date after that. Japan has, in fact, recognised that the “link system” would
be subject to criticism as not being in the spirit, even if it were within the letter,

of the existing GAT'T rules. She is in the process of dismantling the whole system.

Japanese traders have been the subject of severe criticism in many
countries and, above all, in the United Kingdom, for adopting unfair methods
of competition, such as the copying of designs which are in reality the property
of their competitors. There is no doubt that these complaints have in the past
been justified. Recently after discussions with the British traders concerned steps
have been taken to attempt to stop the pirating of designs in the case of textiles.
A Japanese Textile Colour Design Centre has been set up and all members of the

Japanese Cotton Textile Exporters’ Association are required to obtain the approval
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of the Design Centre for their designs before concluding a foreign sale. This
method of control might have two forms of weakness. First, there is the problem
how the Design Centre is to make sure that the foreign buyer of Japanese textiles
who says that he is the owner of a foreign design is really the owner of that design.
Secondly, there is the need to control the exports of the small Japanese producers
and exporters who are not members of the Japanese Cotton Textile Exporters’
Association. Recent legislation in Japan has enabled regulations controlling the
designs used in Japanese exports to be applied to the producers and exporters
who are not members of the Exporters’ Association. It remains to be seen whether
these measures will effectively put an end to objectionable trading practices in

the case of textiles, and whether similar safeguards can be applied to other trades.

It is, in my opinion, greatly to be hoped that trading conditions will so
develop, and that such safeguards will be found, that the United Kingdom will
be able soon to apply GATT treatment to Japanese products. As I have tried to
show, Japan is a country whose economic survival depends above all things upon
being able to sell her manufactured produce in overseas markets; and for this
reason there must be a reasonably ready access for Japanese products to world
markets, if a healthy and contented Japan is to be attracted to the democratic and
free way of life. In the nineteen thirties the countries of the free world made a
double mistake in their attitude towards Japan. In the first place, they should have
opposed Japanese military aggression more firmly. But, in the second place, they
should have taken a more liberal line towards the expansion of Japanese export
markets. They should have said to Japan: “You may not acquire the raw materials
and foodstuffs which are necessary for your existence by force of arms; but it is
possible for you to acquire them through a commercial expansion of your exports
into our markets”. Alas, they said something which was almost the exact reverse
to this. Today we must avoid finding ourselves in the position of saying to Japan:
“You may not, of course, sell your exports on equal terms with the products of
other free countries in our markets; nor should you trade with communist China.
But, pray, join with us in the prosperity which is offered by the free, democratic,
western way of life”. The old-fashioned, Cobdenite view that a reduction of trade
barriers is a bulwark of this free, democratic, western way of life has often been

overstated; but it is not always totally wrong.
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National superannuation:
Means test or contributions?

Richard I. Downing’

The income of retired people gives them a claim on the flow of goods and services
currently being produced by the active population. Whatever form their income
takes, it must be paid at the expense of this active population. Retired people
may be living on capital and the income from their investments (an annuity or
an income from a superannuation scheme is a combination of the two) or on
private gifts or national age-pensions. In all these cases, their spending is directly
or indirectly, a charge on those currently producing any earning who save, pay
taxes and pay rent, interest and dividends on the capital they use in production.
This paper discusses how the amount of income accruing to retired people in

these ways is to be determined.

Private insurance

It is a common assumption that people should, both for their own good and for
the community’s, provide for their own retirement. This is believed to promote

the virtue of self-reliance and to reduce dependence on the welfare State.

We may take as our exemplar the man who, either alone or jointly with
his employer, pays premiums on an endowment policy or contributions to a
superannuation scheme. (I shall not be discussing here the question of relative

contributions to superannuation schemes by employees, employers and

1 Twenty-eighth Joseph Fisher Lecture, 24 September 1958. The late Mr. E H. Rowe, former Director-
General of the Commonwealth Department of Social Services, and Mr. Max Wryell and his officers in
the Research Section of that Department, gave me invaluable and friendly help in assembling a mass of
detailed information about superannuation schemes in various countries. None of these people is in any
way associated with either the analysis or the suggestions contained in this Lecture.
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governments; in effect, I treat all contributions as being, directly or in directly,
acharge on earners’ incomes.) These payments accumulate in a fund, earn substantial

compound interest and can be used, on retirement, to purchase an annuity.

There is an increasing acceptance of the idea that the income so provided
for retirement should be a substantial proportion of the individual’s income
received while working. This relation of retirement income to earned income is a
natural extension of the acceptance of income as a socio-economic criterion. The
income a man earns during his working life determines not only the real income
of goods and services he can enjoy, but also his material status in relation to other
people in his community.

With income playing this important socio-economic role, it is natural that a
man should be anxious to ensure that, after his retirement, he will have an income
adequate not only to meet his reduced need for goods and services, but also to
maintain his material status relative to other retired people. The British Labour
Party, for instance, bases its proposals for a national superannuation scheme on
the desire to extend to workers, as well as to “the privileged minority” (that is,
those who are in private superannuation schemes) the benefit of “between half
pay and two-thirds of pay on retirement” rather than relying on a low flat-rate
National Insurance benefit.? It claims that “wage related pensions satisfy the social
requirements of the second half of the twentieth century just as flat-rate pensions
suited the first half”. (One commentator, Professor A. T. Peacock, points out
that, since the scheme proposed by the British Labour Party will not operate
fully at least until the year 2030, it would really be necessary to ask one’s great-
grandchildren whether a system designed for the second half of the twentieth
century would suit the first half of the twenty-first century.)

For a man wanting an annuity equal to one-half his average earnings over
his life-time, and with no widow to provide for, the cost through an Australian
insurance office would be about 5 per cent of his income if he began his provision
at age 15, 7 per cent at age 25, and 12 per cent at age 35. The cost would be
greater if he wished to provide, as some schemes do, for a benefit related to his

2 National Superannuation: Labour’s Policy for Security in Old Age (published by the British Labour Party,
Transport House, Smith Square London, 1957).
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income in his last 5 or 10 years of earning, or his best 15 years; and if he wished to
provide for a surviving widow. The United Nations” pension fund, for instance, is
based on thirty years’ contributions. It provides a pension equal to half the salary
earned in the last ten years of the contributors’ career, with a half-pension for a
surviving widow. It is financed by contributions totalling about 22 per cent of

the salary, two thirds being paid by the employer who also carries any deficit in
the fund.

The case for Government intervention

It would appear within our reach to provide decently through private insurance
schemes for our own retirement. What case is there for any intervention by the
Government? Why not leave people to look after themselves? The case for the

Government intervention rests on three bases:

Improvidence

The first is the natural improvidence of man — his inability to look ahead and see
that his future needs, when he comes to them, are going to be as urgent as his
present needs. Pigou, in his Economics of Welfare, describes this irrationality as “a
far-reaching economic disharmony . . . People distribute their resources between
the present, the near future and the remote future on the basis of a wholly
irrational preference . . . they will often devote themselves to . .. obtaining a
small (satisfaction) now in preference to a much larger one some years hence”

(p. 25, 4™ edition).

Because people do not realise, during their working years, the full
importance of an income during their retirement, there is a case for the
Government to introduce a compulsory system of superannuation. There is also
an implication that anyone who prefers to provide his own endowment, or join a
private superannuation scheme, provided the private arrangement gives at least as

good cover as the nationally-prescribed minimum.
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Redistribution of income

Second, there is the age-old question of income-distribution. If community
opinion was satisfied with the existing pattern on income distribution among
income-earners, it might be reasonable to suppose it would also be satisfied with
the similar pattern of income-distribution among retired people that would
be achieved by, say, half-pensions for all, financed by uniform, percentage
contributions from all. If the community is not satisfied with the existing pattern,
it might be reasonable to suppose that it should seek to change relative incomes
both directly, and indirectly through progressive taxation and social services, so
as to bring out a pattern of income-distribution more nearly conforming to its
ideals. Individuals could still be left to provide incomes for their own retirement

related to the incomes the received while working.

There are, nevertheless, two reasons why considerations of income-
distribution might support government intervention in superannuation. Firstly,
while the community may be satisfied with an income range for earners of, say
£500 to £5000, it may, for the reduced incomes of retired people, prefer an
income range of, say £300 to £2000 rather than the £250 to £2500, that would

be achieved on a uniform insurance basis.

Furthermore, the community may feel that the task of changing income-
distribution, either directly or through the Government budget, is so difficult
that the process could be made more effective if reinforced through the medium

of a national superannuation scheme.

For both these reasons then, the community may consider it desirable
that the provision made by lower-income groups for their retirement should be
supplemented, either out of the insurance contributions collected from higher

incomes or out of consolidate revenue.

Inflation

Out third basis for believing that there is a case for Government intervention
arises from the fact that, in this question of provision for retirement, we are

dealing essentially with a problem with a long time-scale. It will normally be
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a 40 to 60-year period between the time when a man begins providing for his
retirement and the time when he dies and needs no further provision. During
such a period we can be sure that there will be substantial increase in productivity,

bringing corresponding increases in average real income to the whole community.

If the average level of incomes remained stable in money terms throughout
the period, there would be continuing price reductions and/or improvements
in the quality of products, so that the real value of these stable money incomes
would be correspondingly increased. Thus, if a man received £1000 a year during
his working life, he would enjoy, along with his fellow-earners, a steady increase in
his real income as he and his fellows became more productive. The provision of an
annuity of £500 a year would preserve his (reduced) relative income status during
his retirement, enabling him to go on sharing in any increase of productivity
accruing to the community as a whole in the form of price reductions or quality

improvements.

In fact, average money incomes do not remain stable over time. Indeed,
it does not any longer seem even to be accepted as a socio-economic objective
that they should. It is often stated as an alternative that prices should remain
stable, the implication being that money incomes should rise with productivity.
If this objective were achieved, an average earner would then share in any gains of
productivity during his working life. After retirement, however, his income, fixed
in money terms, should also be fixed in real terms. He would no longer share in
the community’s increasing productivity and his relative income status would

sink as productivity rose.

Moreover, in view of our last 20 years’ experience, we must go further and
acknowledge that, even if stable prices are our objective, it is one we have failed
to achieve. In this period, prices in Australia have increased threefold. Many
people have come to fear that prices are likely to go on increasing, if not at the
rapid rate of the last 20 years, then anyhow by an average of, say, 2 per cent or
3 per cent a year. Over the 40-60 years in which we are interested, this implies
prices tripling or quadrupling. Our average earner, who keeps up with the average
incomes, is, of course, protected against inflation during his working life. But
on retirement, his life savings, designed to give him an annuity equal to half of
his average earnings, might buy him an annuity of only one-quarter or one-fifth
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of his average earnings at retirement; and he would have no protection against
inflation after his retirement. Not only his relative income status, but also his

ability to provide a stable real income of goods and services, would be destroyed.

It is often suggested that money accumulating in personal or group
retirement-funds should be invested in securities that could be expected to rise in
value with the general price-level rather than in the usual trustee-type security with
a redemption value fixed in money terms. But inflation-hedged securities are not
easy to identify and inevitably entail other risks from which trustee-type securities
are free. Moreover, the supply of “growth-stocks” is limited. A substantial and
sustained switch of funds into them would raise their prices immediately, partly

defeating their usefulness as a hedge against inflation.

There is a real resentment that people are thus precluded, through
no apparent fault of their own, from providing decently for their retirement.
Moreover, the basic cause of inflation is the failure of the community as a whole to
provide enough savings to finance the investment required for our development.
There is a bitter irony in the fact that the very who, by saving, have done their bit

to prevent failure of others to match their efforts.

It is especially the fact of inflation to date, and the widening fear of inflation
in the future, which has brought the present ferment of anxiety and thinking
about the problem of provision for retirement, and about the responsibility of
Governments to protect people against an inflation which is the result of the

community’s act rather than the individual’.

We have found, then, three reasons for Government intervention in the
provision of income for retired people. First, many people are so short-sighted
that they will provide adequately for themselves only under a statutory obligation.
Second, the provision which lower-income groups can afford to make for
themselves may need to be supplemented by the Government at the expense of
higher-income groups. Third, to an increasing extent people are coming to expect
that the Government should protect their savings against loss by an inflation
which is not of their causing, and should even make it possible for them to share

in increases of productivity accruing to the community as a whole.
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Two basic types of national superannuation schemes have been designed,
particularly in Western European countries, to meet the objections raised against
pure insurance schemes which tie retirement-benefits to actual contributions. An
examination of these will help us to assess the present Australian system and to

suggest ways in which it might be modified.

The British Labour Party’s insurance-type proposals

The first type of scheme I shall describe is one which retains some of the features
of insurance schemes. In particular, it accumulates contributions in a fund and
the benefits are related to the contribution-history of the retired earner. I shall
take as a basis for analysis the system recently proposed for adoption in the United
Kingdom by the British Labour Party. The scheme is not, of course in operation
there, but schemes incorporating similar principles are already in operation in a
number of Western European and other countries — notably Germany, France,

Italy, Belgium, Austria, Greece, Israel, Japan and Brazil.

There are several essential features of the British Labour Party’s proposals.
Firstly, it is to be compulsory for all who are not members of approved private
schemes. A condition of approval for opting out the national scheme is that
the private scheme is that the private scheme should grant full transferability of
accrued pension rights to anyone who wishes to change his job. It is a regrettable
feature of most private superannuation schemes that, if a member changes his

job, he gets back, at most his own contributions and loses his employer’s.

Secondly, the retirement-benefit paid is to be related to the individual’s
average earnings during his working life. A typical wage-earner would get a
benefit of about 60 percent of his income. But the scheme is so arranged as to give
a higher ration of benefit to income for lower-income groups than for higher-
income groups. There are also both a floor and a ceiling to the rate of benefit, and
a ceiling on contributions. The pension entitlement accrues to retired earners,

whether single or married. A reduced pension will be paid to surviving widows.
Thirdly, in calculating the individual’s average earnings, his actual earnings
in each year of his working life are to be revalued by means of an earnings index, to

bring them to equivalence with the average rate of earning in his year of retirement.
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(Thus, if the earnings index in the year of retirement say 1990, was four times the
earnings index in 1960, the contributions paid and the actual earnings in 1960
would be multiplied by four in order to calculate the pension right he would be
credited with, in 1990 on account of his earnings and contributions in 1960).
This adjustment will correct fully for any inflation of money incomes that occurs

during the individual’s working life up to the time of his retirement.

Fourthly, during the individual’s retirement, his benefit is to be varied, each
year, with an index of old people’s cost of living. This adjustment will correct
fully for any inflation of prices that occurs after the individual’s retirement. The
French and German schemes, already in operation, go still further and vary the
benefit after retirement with the average earnings index. This not only protects
the individual against any price inflation, but also enables him to share fully in
any increases of productivity accruing to the community as a whole after his

retirement.

Fifthly, a higher rate of benefits is paid to those who postpone their
entitlement. Thus, in France, a man retiring at 60 receives 20 per cent of his
average income as benefit; at 65, 40 per cent; at 70, 60 per cent and so on. In
Germany, after 40 years of contributions he receives 60 per cent benefit, after 50

years, 75 per cent.

Sixthly, receipt of the full benefit is conditional on a full working-life of
contribution. (The estimated rate of contribution under the British Labour Party
proposals is 10 per cent of earnings, 3 per cent paid by the earner, 5 per cent
by the employer and 2 per cent by the Government; self-employed persons will
contribute 8 per cent). The scheme will not, in fact, become fully operative until
some 50 years or so after its introduction, that is, till some time in the next
century, depending on when the British Labour Party goes into office. In the

transition period, some minimum benefit will be paid regardless of contributions.

Finally, the British Labour Party believes that, during this transition
period, contributions will exceed benefits, so that a fund will accumulate and
be available to supplement resources available for investment. It is important
to note, however, that the net addition to savings of such schemes will be

less than might be expected. In the first place, people may make part of their
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superannuation contribution at the expense of other savings they would have
undertaken anyhow; and secondly, the fund will also be depleted to the extent
that the desire to achieve some redistribution of incomes and to offset inflation
forces the payment of benefits in excess of recipients contributions. Thus, for
instance, the present National Insurance Fund in the United Kingdom, which
is more strictly based on the insurance principle than the British Labour Party
proposals will be, is expected to be in deficit by £126m in 1960-1, by £322m in
1969-70 and by £475m in 1979-80.

The insurance element in these schemes turns out, in fact, to be largely a
masquerade. This is inevitable. You can have a true insurance scheme, based on
contributions determined by an actuarial calculation of what an individual has
to contribute during his working life in order to receive an agree proportion of
average earnings after retirement, only if you can make your calculations in terms
of a money which retains indefinitely its value in relation to average earnings.
You could even build into such a scheme a moderate degree of redistribution. But
once you have to vary benefits to take account of changes in the general level of
money-earnings, the insurance principle and actuarial calculations become a mere
front, behind which you carry on the essential operation — namely the transfer
from today’s earners of whatever part of their income is needed to support today’s
retired people. Lewis Meriam comments, in 7he Cost of Financing Social Security:
“Adoption of the term ‘insurance’ by the proponents of social security was a
stroke of promotional genius. Thus social security has capitalised on the goodwill
of private insurance and, through the establishment of a reserve fund, has clothed

itself with an aura of financial soundness”.?

The Netherlands distributive scheme

The second type of scheme I shall describe retains the principle of contributions
but abandons entirely the pretence of an accumulating insurance fund. It is known
as a “distributive” or “assessment” scheme. I shall take as a basis for discussion the

scheme which has been operating in the Netherlands since 1955.4

3 Quoted in A.T. Peacock, The Economics of National Insurance (William Hodges, London 1952), p. 41.
4 A summary of the relevant legislation is published in ndustry and Labour (International Labour Office,
Geneva), Vol. XVI, No. 8, 15 October, 1956, p. 346.
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This scheme pays a benefit equal to about 27 per cent of average hourly
wage rates for all single people, and about 45 per cent for married couples. The
rate is varied automatically with the index of hourly wages. Retired people have
thus full protection against inflation and enjoy full participation in any increases

of productivity that accrues to the community as a whole.

The essential feature of the scheme is that contributions are levied on
today’s income-earners aged 15 and under 65, at whatever rate is necessary to
finance the benefits being paid to today’s population aged 65 and over. No fund
is accumulated — today’s contributors support today’s retired people. The size of
contribution needed will vary according to the ratio of these two populations.
For Australia, at present, I estimate that provision of benefits similar to those paid
in the Netherlands would require contributions of about 6 or 7 per cent of our
national income. If our population growth slackened so that the proportion of
older people rose, the cost would be higher.

It would appear at first sight that a distributive scheme of this sort must
cost more than insurance scheme of this sort much cost more than an insurance
scheme, in which contributions are multiplied by the powerful force of compound
interest. This would certainly be so if, thanks to the funds made available while an
insurance fund was building up, investment was higher than it would otherwise
have been and if this led to increases of productivity greater than would otherwise
have occurred. If, however, the community ensures through its general economic
policy, as we are now trying to do, that it has always full employment and an
optimum allocation of resources between consumption and investment, the rate
of growth of productivity will in any case also be optimum. If this optimum
growth is achieved, the real burden on the community, in any year, of supporting
its retired population at, say, half-pay will be the same, whether it is financed by
contributionslevied on the distributive principle, or by alower rate of contributions
levied on the insurance principle plus interest payments on earlier contributions.
The contributions paid by an individual may well be different according to
whether he is contributing to an insurance or to a distributive scheme. But these
contributions cannot be considered alone — they must be considered as part of his
total payment of contributions, taxes and interest. Fiscal policy could be used to
achieve any desired distribution of this total burden.
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A second and corollary feature of a distributive scheme is that, while the
receipt of full benefit will ultimately be conditional on contributions having been
paid throughout the beneficiary’s working life, all people over the age of 15 when the
Dutch scheme came into operation in 1955 are deemed to have been contributing
since the age of 15. The entire population thus qualifies, as soon as retiring age is
reached, for the full rate of benefit, instead of waiting until some time in the next
century. This follows naturally from the principle that today’s retired people are
supported by today’s earners, leaving to the earners of the future the responsibility
of supporting today’s earners when they retire. For this reason, the national scheme

is compulsory for all, with no provision for opting out into private schemes.

An incidental feature of the Dutch scheme, and one that makes it more
re-distributive of income than the British Labour Party proposals, is that while
it too is financed by a proportional levy on incomes (subject to an upper limit),
supplemented by a government contribution which is presumably progressive in
its incidence on income, the benefits paid are a flat rate for all. The benefits under
the British Labour Party scheme, it will be recalled, are largely proportional to the

individual’s own earnings.

A distributive scheme could easily be designed to pay benefits related to
individual earnings, particularly once it has been operating long enough for a
complete contributions-history of all beneficiaries to have been built up.’ In
fact, in France, private schemes have been established for particular professional
or occupational groups — notably civil servants, teachers, bankers, doctors and
lawyers — on this same distributive basis.® Under these schemes, retired members
receive benefits varying according to the status they enjoyed while earning. Thus
the pension of a retired Assistant Secretary to the Treasury or of a Professor would
be determined in each year as a percentage of the salary currently being paid to
the present occupants of these particular posts. The pensions would be financed
by current contributions collected from currently employed members of the
groups. The administration of a scheme of this type would be much simpler than

the British Labour Party’s proposals.

5 A distributive scheme granting differential benefits could operate immediately, on the basis of
information as to the beneficiary’s occupational history and his past income-tax returns. This would give
a fitting reward to those who have not understated their incomes in the past.

6 See V. S. Garibian and P. J. D. Wiles “Pensions and Rising Prices” Oxford Economic Papers (N.S.), Vol.
IV, No. 2, July, 1952, p. 131.
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Any identifiable occupational group of private individuals, which is large

<« . . » .
enough “to carry its own insurance” and stable enough not to be threatened with
a contraction in the future, could establish such distributive schemes. I commend
them, in particular, to the Universities of Australia. Individuals in such private

distributive schemes could be permitted to opt out of a national distributive scheme.

Any superannuation scheme financed out of current revenue rather than
a capitalized fund is essentially of the distributive type. Thus in Australia, Eire
and South Africa, pensions are paid, subject to a means test, out of consolidated
revenue. In New Zealand and in Canada, flat-rate benefits are paid to all, free of
means test, out of current tax revenues. Moreover, the adjustments that have to be
made to schemes which pretend to be based on the insurance principle, in order to
incorporate in them some measure of redistribution and some protection against
inflation, have made more obvious the extent to which any system of provision
for retired persons has to be based on the distributive principle. It has been said
of the present British National Insurance system: “It is difficult to regard (it) as
genuine ‘insurance’ in any strict sense of the word, for . . . as it is compulsory and
there is no adjustment of premium to risk, it is, in fact, a social service financed
by a poll tax (on workers) by an indirect tax on employers and by general taxation

levied by the Government.”

This being so, I believe that there are enormous advantages of ease of
administration and clear understanding of the nature of the scheme, in adopting
a simple distributive scheme like the Dutch one, rather than a complicated

insurance scheme like the British Labour Party’s.

The present Australian system

The two schemes we have been discussing provide benefits for the whole retired
population and compel the whole working population to contribute. The present
Australian system offers benefits to any person over the prescribed ages, 65 for
a man and 60 for a woman, who can prove need under the means test. No
specific pension-contribution is collected, the pensions being financed out of

consolidated revenue to which everyone contributes in the various taxes they pay.

7 DPeacock, op. cit., p. 42.
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People are left to decide for themselves what private provision they will make for
their retirement. According to the amount they so provide, they may receive in
addition a full or a reduced national pension, or they may be disqualified under

the means test from receiving any at all.

The rate of benefit paid is fixed from time to time by legislation. Experience
shows that, while there is a time lag, the rate of pension is adjusted upwards to
match increases in prices and wages, thus providing a protection against inflation
and enabling pensioners to share in increases of productivity accruing to the
community as a whole. Indeed, compared with 1939 when the pension was 25 per
cent of the basic wage, the rate has, in recent years, been between 30 and 35 per
cent of the basic wage. Before, however, we can conclude that we are making better
provision for old people now than we were before the war, we should allow for the
facts, first, that the excess of actual average earnings over the Federal basic wage is
now relatively greater than it was before the war; and secondly, that some important
items in many old people’s living costs — particularly the rent of furnished rooms —

may have increased more than has the average level of prices and wages.

These age benefits, financed out of general revenue, cost only about 2 per
cent of our national income. It seems reasonable to suppose that the incidence of
public revenues in Australia, which include no substantial levy of contributions
proportionate to income, is significantly more progressive in relation to income
than is the incidence of public revenues in a country which, in addition to normal

taxes, levies a substantial superannuation contribution proportionate to income.

So, with benefits confined to those, presumably primarily from the lower
income groups, who can pass the means test, and with finance raised by relatively
progressive taxes, it seems likely that our system of age benefits is substantially
more re-distributive of income than are national superannuation systems of the

contributory type.

Improving the present Australian system

Of all the countries about which I have been able to obtain information, only
Eire and South Africa have non-contributory means-tested schemes similar to

Australia’s. All other countries have contributory systems paying benefits to all
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free of means test.® It is often assumed that our scheme, so different from most
other countries’, must be wrong and that we also should change to a contributory
system of national superannuation free of means test. Before accepting this
conclusion, however, we should look at the arguments specifically raised against
our present system and, where they seem valid, at the extent to which they might

be met by improvements of that system.

The basic rate

What the basic rate of pension should be is essentially a matter for political
argument as to how income should be distributed between those who are earning
and those who have retired. The rate of benefit payable under Australia’s national
scheme is reasonable by international standards — the present rate of £4/7/6 a
week, established in the 1957-8 Budget, represents 23 per cent of average earnings
for employed single males, 34 per cent of the male basic wage rate and 46 per
cent of the female basic wage rate. For a married couple both eligible for the
pension, the rates are double these percentages. This is only slightly less generous
than the Dutch scheme. For married people and for surviving widows and for
spinsters, though not for retired males, it is not much less generous than the most
advanced of the Western European insurance-type schemes — and it is available
immediately and has been since 1909. We do not have to wait until some time

next century for the scheme to come into operation.

Whatever may be done about the basic rate, I should like to see the rate
varied automatically with an index of average earnings. And I should like to see the
principle of differential pensions according to need, established in the last Federal
Budget for some of those who have to pay rent, and extended to other special
cases. Pensioners who live alone and cannot share overhead expenses of rent,
heating and light are especially in need of extra income. Many overseas countries
pay to single people 60 to 65 per cent of the rate for married couples, rather than
the 50 per cent paid in Australia. On this basis, if married couples receive £8/15/-
as they do now in Australia, a single pensioner would receive about £5/10/-.

Others deserving differential pensions are those with no supplementary income

8 It is, however, significant that both New Zealand and Canada find it necessary to supplement their
national pension system, which is free of means test, with a means-tested pension for those who need it
earlier than the age at which they become eligible for the national pension.
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or with other special needs. I should also like to see more substantial government
subsidies given to municipal or private organisations who provide communal or

domiciliary services for old people.’

These improvements are important and have to be fought for. If we could

get them, we would not need to feel our basic pro vision for the aged was mean.

The means test

Several objections to the present Australian system of providing for retired people
centre around the effects of the means test. First, it is said that the means test
destroys any incentive to provide for one’s own old age. This is simply not true.
Today more than half the population eligible by age — 52 per cent- does not draw
the pension and has presumably therefore made enough provision to put them
above the limit of the means test. More important, the means test is framed in
such a way as to leave ample incentive for people to make supplementary pro
vision for their old age without affecting at all their right to draw the full pension.
Thus a married couple can own a house and all its contents, the land on which
it stands and a car; they can have £400 in cash or other property; and they can
have income from earnings, superannuation or annuities up to £7 a week. The
capital value of all this might be £10,000 to £12,000, yet they can still draw the
full pension totalling £8/15/- a week.

Poverty and improvidence may inhibit our savings, but I do not believe

that they are inhibited by the means test which leaves such great scope for saving.

Certainly the means test could be improved. In particular the property test,
which is grossly discriminatory against property, should be abolished. Even with
the liberalisation introduced in the last Budget, no pension is paid to an applicant
with property, other than a house, in excess of £2,250. On this property, he might
be receiving an income of £2 a week or less, according to how it was invested. Yet
if he used his capital to buy an annuity of £4/10/- a week, he could in addition

9 See Raising Age Pensions (Melbourne University Press, 19S7) for a discussion of the case for differential
pensions, by the author and a group of his colleagues. This case has recently been argued strongly also by
the Brotherhood of St. Laurence in their pamphlet, 100,000 Depressed Pensioners (Melbourne, 1958).
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receive a pension of £3/7/6 (the full rate of £4/7/6 a week being reduced by the
£1 a week excess of his annuity-over the prescribed maximum of £3/10/- a week).
So, if he chooses to remain a small property owner — supposed to be the ideal
citizen of our liberal democracy — he may be condemned to an income of £2 a

week or less. If he gives up his capital and becomes an annuitant, he can receive
an income of £7/17/6 a week.

There is no reason to force people to give up the capital they want to keep,
partly as a reserve for emergencies, partly as some thing to leave their families.
These advantages accruing to the small property owner could be allowed for fully
by valuing property, not on the basis of the income actually received from it,
but on the basis of the annuity that could be purchased by the capital value of
the property. I suggest that the property means test should be abolished, and
that we should have only an in come means test. Full Pension would be paid to
any person whose income from earnings, superannuation or annuities, plus the
annuity that could be purchased by the value of his property in excess of £200,
did not exceed the prescribed amount, at pre sent £3/10/- a week.

This would leave people with complete freedom to dispose of their asset

holdings as they wished.

Another aspect of the means test needs modification. At pre sent, the pension
is reduced by any amount of income from earnings, superannuation or annuities
in excess of £3/10/- a week, the pension cutting out altogether when income from
these sources reaches £7/17/6 a week. This, in effect, imposes a 100 per cent tax
on such income over this range. It would be better to have a partial reduction, the
pension being reduced by 1/- for every, say, 2/- or 3/- of excess income. If considered
desirable to accommodate this modification, the amount of in come permitted

without any reduction of pension might be reduced below £3/10/- per week.

It is also objected that the means test subtracts from human dignity — that
people should not have officials prying into their private affairs. This sense of
indignity probably looms larger in the imagination of those who do not have to
undergo it than it does in the experience of those who do. In the last 20 years
there has evidently been a great change in the attitude to social services. Any

sense of social stigma attaching to them has practically disappeared, encouraged
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by more sensible thinking and public discussion, by the universal acceptance of
social services like child endowment and blind pensions which happen not to be
subject to the means test, and by the fact that you can now get your pension by
means of a cheque posted to you in a plain envelope, instead of having to stand

in a queue in the post office on pension day.

From the economists point of view, the main effect of the means test
is, by excluding higher income-groups, to make the Australian scheme more
substantially re-distributive of income. If, then, you want a substantially re

distributive scheme, you will favour a means test. If not, then you won'.
] Y 4 y

Age qualification

It would be desirable to reconsider the age-qualification for our pension. Of
the 945,000 people qualified by age to receive the pension at the time of the
1954 Census, 200,000 were women aged 60-64. Few overseas countries now
have a lower age qualification for women than for men, and in still fewer is the

differential as great as our present five years.

Another 300,000 were men and women aged 65-69. Most overseas
superannuation schemes incorporate some inducement to people to go on
working after the age of 65. We might, under our present system, at least offer an
easing of the means test for such people. Whatever system of providing for retired
people we adopt, it is desirable to include some inducement for people to go on
working while they are capable. This is tremendously important for the welfare
of the old people themselves. With the prospect of a continuing growth in the
proportion of old people in the community, it is also tremendously important to

minimise the burden of supporting them.

Taxes versus contributions

It is argued against our present system that there are several advantages in
financing retirement benefits by contributions rather than by taxes. The British
Labour Party, in putting forward its proposals, argues that a contributory scheme
is the only way to secure adequate benefit rates, since there are limits to what

can be raised by taxes (as distinct, apparently from insurance contributions);
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and that it is the only way of ensuring that the benefits are never slashed “to
weather an economic storm” and that they are received “as of right” and not as a
social service. Australian experience shows, however, that it is perfectly possible,
especially if benefits are confined to those who prove need under a means test,
to pay adequate rates out of consolidated revenue. Those eligible do regard age
pensions as a right, the receipt of which incurs no social stigma. It would be
politically impossible to cut the rates significantly to weather an economic storm.
And it is not unreasonable to argue that those who want, as of right, a retirement
benefit greater than the basic rate should provide it themselves, through private

savings or superannuation schemes.

It is also often argued in favour of contributory schemes that contributions
are popularly regarded less as taxes than as an instalment-purchase of a retirement
benefit. They will therefore arouse less political opposition than taxes, and should
be less disincentive to effort and risk-taking. In reply to this, I would argue, firstly,
that, whatever may be the reactions of people in other countries, I cannot see
Australians regarding a national superannuation contribution as any thing other
than a tax. Certainly Mr. Chifley’s well-meaning attempt to disguise part of his
income tax as a Social Service Contribution never fooled anyone, the separate
levy was quickly abandoned by the present Federal Treasurer, in his 1950-51
Budget. Secondly, insofar as contributions do have smaller disincentive effects
than income taxes, it is because they are proportional to income, not progressive.
It is this very lack of progressiveness in the incidence of contributions that makes

some people prefer taxes for their distributional effect.

Accumulation of funds

Finally, the present Australian system provides no interim accumulation of funds.
It is argued that a national superannuation scheme, collecting contributions
now and paying out considerably less in benefits for the next 40 or 50 years,
would provide forced savings which would be quite invaluable at this vital stage
of Australia’s development. We desperately want to maintain and even to increase
our investment, but are chronically threatened by inflation because we cannot
match that investment by voluntary personal savings, budget surpluses, business

savings and overseas borrowing.
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We certainly need a high level of savings to permit a high rate of economic
development without an intolerable degree of inflation. But I do not accept that

a national insurance scheme is necessarily the best way to achieve this.

I have already pointed out that, by the time we allow for the replacement of
other savings by contributions, for payments to beneficiaries during the transition
period in excess of the actuarial value of their contributions, and for the raising of
benefits in step with prices and earnings, the extra funds available for investment
will be much smaller than we might expect from a first consideration of the
scheme. We know that the present British National Insurance Fund is actually
about to go into a rapidly increasing deficit.

An insurance-type superannuation scheme, insofar as it does succeed in
securing a net increase in savings, is essentially a device for financing investment
by postponing an intended improvement in the living standards of a particular
section of the population, namely, retired people. It is a device for making taxation

more palatable to taxpayers, particularly in the lower income-groups.

Its introduction for these reasons would degrade the contributory
principle as a measure of self-reliance and community virtue. If we are to have
a tax designed to yield forced savings, I should prefer us to take the plunge into
educating ourselves to a higher standard of community responsibility. I should, in
fact, call such a tax a “tax for investment” and not disguise it as a “social security
contribution”. The institution of such a tax for investment would have two clear
advantages over a social security contribution. In the first place, it could be varied
from time to time according to whether economic pressures at the time were
making for inflation or deflation. If the happy day comes when we can devote
a smaller proportion of our resources to investment and more to consumption,
then we could reduce or abolish our “tax for investment”. It would be difficult, on
the other hand, to vary a social security contribution purporting to be determined
on an actuarial basis. Secondly, social service contributions are traditionally levied
proportionate to income. It could, however, be separately argued whether a tax
for investment should be levied progressively, proportionately or even regressively

(e.g., a tax on consumption) to income.
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Protection against inflation for people providing for
their own retirement

I want finally to spend a few minutes discussing the problem of the many people
in Australia who want to make provision for their own retirement without
becoming dependent on the age pension. It is this group which has become so
keenly aware of how difficult it is to make such provision because of the erosion
of the real value of their savings by inflation. They fear they will eventually be
forced anyhow to take the pension despite the sacrifices they have made. There
is a real resentment in this group that they should suffer so from inflation, when
the age pensioner and the retired civil servant are protected against this threat
by the Federal Government, which is ultimately responsible — “or perhaps more

accurately irresponsible” — for having allowed inflation to occur.

If we want to retain our present system under which the majority of
people make independent provision for their own retirement and all people are
encouraged to make at least supplementary provision — and such a system has,
I think, significant advantages, economic, social and moral, over a compulsory
system of national superannuation — then we must be prepared to explore ways in

which people who save can be protected at least in part against inflation."

Private individuals who are employed in suitable occupational groups could
protect themselves by organising distributive superannuation schemes of the type
now operating in some French professions. Governments could acknowledge their
liability for the inflationary threat which has given rise to the need for schemes
of this sort, by introducing legislation to enable occupational groups to compel

members to join the system and to keep it going indefinitely in the future.

10 Professor Ludwig Erhard, Minister for Economic Affairs in the German Federal Republic, says, in his
Prosperity Through Competition (Thames and Hudson, London, 1958): “The trend towards a Welfare
State begins when State compulsion extends beyond the circle of the needy, to include people who as a
result of their position in economic life consider such compulsion and dependence as unwarranted”. It
is significant, however, that Professor Erhard simultaneously emphasizes the implication that inflation
must be avoided — as he has avoided it during his ministry: “Any social policy,” he writes, “which does
not regard the stabilization of the currency as of first importance must create the greatest dangers for the
market economy”. (Quoted in the London Sunday Times, 19 January, 1958.)
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Many individuals, however, will not be able to organise themselves in
schemes of this sort. They could hope to protect themselves by investing, directly
or indirectly, in inflation-hedged securities. As I have said earlier, however, this
is not as easy as it sounds. For many investors, government securities are the
desirable investment. It has been suggested, for instance, that governments should
protect their bondholders by tying the redemption value of securities to a price
index. This would not only give greater justice to bondholders, but would also

provide an extra incentive to governments to avoid inflation.

Many people, however, want to make their provision for retirement directly
or indirectly through insurance companies. This not only frees them from the
burden and risks of under taking their own investments, but also gives them
protection for their dependents in the event of their own premature death. For
these people, I see great advantages in a system recently adopted in Denmark.
In that country, a rather low basic pension, varied automatically with the cost of
living, is paid to all, free of means test. But in addition, any individual can take
out through an insurance office, so-called “index-contracts” up to a maximum

which is about double the basic national pension.

These index-contracts are, in effect, endowment policies, pur chased during
working life and used on retirement to buy an annuity. The premium to be paid
on such a policy is determined in the first instance in the usual way, according
to the amount of the policy and the age of the insured person. But thereafter
the premiums are varied each year with the cost of living index. On retirement,
the original annuity provided in the contract is also increased in accordance
with the rise in this index since the contract was made. Thereafter the annuity is
varied automatically with the index. Any deficit in this scheme is financed by the
Government. In this way, individuals can secure an inflation-protected pension

equal in all to nearly three times the basic national pension.

These are three suggestions of methods for protecting savers against
inflation. There are others. From them we should try to find some method that
suits us. Unless we do give some measure of protection, we must expect a decline
of self-provision for retirement. If some protection could be given, we could
honestly encourage people to provide for their own retirement, or at least to
provide privately for a substantial supplement to the age pension. There is, for
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instance, a great opportunity here for insurance companies to develop schemes to
make it easier for lower-income groups to take fuller advantage of the provisions of
the means test, particularly with regard to home-ownership and annuity income.
Employers could usefully extend the coverage of their private superannuation
schemes, now mostly restricted to the salaried class, to wage-employees, by
introducing schemes designed to provide benefits at least up to the limits set by
the means test. I would suggest, however, that we do need legislation to force
employers to give full transferability of all accrued pension rights to employees

who wish to change their jobs.

Conclusion

To sum up, I should like, first, to emphasize that I have, in this paper, been
discussing, not visionary or Utopian schemes of providing for retired people, but

schemes all of which are actually in operation in one country or another.

It is also, I think, worth saying that, when I first began thinking about this
subject, I had a strong prejudice in favour of national superannuation systems
based on the insurance-fund principle. I was attracted to them because they
eliminate the means test, they make people realize that they must provide for
their own retirement, and they provide an interim accumulation of funds vital to

our economic development.

However, looking into and thinking about the implications of various
schemes being operated throughout the world has persuaded me that our present
national system of age pensions subject to a means test has substantial advantages
which should not be overlooked. It needs improvements, particularly to meet
special needs, and anomalies in the means test should be removed. With such
modifications, however, the system would give adequate help to retired people
who need it, it would confine public help to those who have not made adequate
pro vision for themselves and it would effect a substantial measure of redistribution

of income to the poor.

Our present system leaves people with ample incentive to make
supplementary or independent provision for their own retirement. For the many

people who will always want to make such private provision, it is urgent that they
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should be given some protection against the erosion of their savings by inflation.
Some occupational groups would be able to protect themselves by establishing
distributive systems similar to those now operating in the French professions.
For the rest, if the Government is not willing to tie the redemption value of its
securities to an index which measures inflation, it should at least make avail able

some protection along the lines of Denmark’s “index contracts”.

If finally we wish, however, to abandon our present mixed system and
adopt a national contributory system, paying benefits to all free of means test,
we should do it on the distributive principle, not on the outmoded, discredited
and dying insurance fund principle. Distributive schemes automatically protect
participants against inflation of income and prices. They can be administered so
as to achieve any desired pattern of income distribution. They can give full scope
to appropriate private superannuation schemes, provided they also are based on

the distributive principle.

If forced savings are needed to finance economic development, we should
obtain them by means of a tax designed for that purpose, and not by a tax

masquerading as a social security contribution.
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Mass entertainment:
The origins of a modern industry

Asa Briggs’

The provision of entertainment has never been a subject of great interest either
to economists or to economic historians — at least in their working hours. Yet in
twentieth-century conditionsitis proper to talk of ahighly organised entertainment
industry, to distinguish within it between production and distribution, to examine
forces making for competition, integration, concentration and control, and to
relate such study to the statistics of national income and output, the development
of advertising, international economic relations and — not least — to the central
economic concept of the market which in the twentieth century is as much

concerned with leisure as it is with work.

In this Fisher Lecture I shall be directly concerned not so much with the
present as with the recent past. I want to try to show how and why a so-called
mass entertainment industry emerged. An understanding of this history, I believe,
is necessary to an understanding of contemporary economy and society, above all
to an understanding of the fascinating but formidable frontier areas of modern
society where commerce touches questions of taste, discrimination and, deeper
still, of human values. I am honoured to be asked as a historian to deliver the
Fisher Memorial Lecture on this still neglected theme. Joseph Fisher himself as
commercial director of the South Australian Register would have appreciated its
importance. An additional pleasure is that Fisher was born only a few miles away
from my own birth place in Yorkshire. Surely it is not fanciful to suggest that

one of the biggest social differences between his world and ours has been the

1 Twenty-ninth Joseph Fisher Lecture, 19 October 1960. Reprinted, with slight revisions, in Briggs, A.
(1991), Collected Essays, Vol. 11, Hemel Hempstead: Harvester Press and Chicago: University of Illinois
Press.
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revolutionary change in the amount and use of leisure and within that leisure a
transformation in the provision of entertainment. Neither Yorkshire nor South
Australia — each with its own strong cultural foundations — has been immune

from assault, although neither area has been a centre of innovation.

How far back is it necessary to go to understand the story? Some people
would say the fall of the Roman Empire. “In the sixth century the barbarians closed
the Roman theatres, amphitheatres and circuses. The dispossessed entertainers
became wanderers on the face of the earth. “? Entertainment was decentralised,
the status of the full-time entertainer was under mined, the travelling fair became
the main institution. Although the entertainment of the few might on occasion
be sophisticated and expensive, the entertainment of the many — with the
exception of self-entertainment or home entertainment — was local, intermittent,
boisterous, and cheap. In 1834, the year when Fisher was born, the biggest of the
London pleasure fairs, Bartholomew Fair in Smithfield, was still going strong,
as it had done in Ben Jonson’s day. For one penny you could see the Black Wild
Indian Woman and Child, the White Indian Youth and the Welsh Dwarf; you
could join a thousand other spectators in visiting Richardson’s Theatre with a
twenty-five minute show of melodrama, pantomime, comic songs and incidental
music (Dickens described it); you could take your pick of two menageries — one
of them, Wombwell’s Menagerie, collected £1,700 in sixpences from satisfied
clients in the three days of the Fair in 1828; or, if you wished, you could restrict
your spending to one halfpenny and see real Chinese jugglers. The sponsor of
these jugglers collected £50 in halfpennies in 1828.°

Such figures give a fleeting but vivid glimpse of the limited economic
dimensions of show business at what was then one of the biggest fairs in the
world. The businessmen behind the scenes were obviously far from being
tycoons. They were still wanderers: some of them, as in Jonson’s times, were
hucksters and tricksters, adept in judging the levels of popular credulity. But
there was plenty of subsidiary and lucrative commerce at the Fair — in transport,
accommodation, ballad selling (one of the biggest scale sectors of nineteenth-
century entertainment), and, probably the most important of all, in the supply of

2 S. McKechnie, Popular Entertainment Through the Ages (1931), p. 1.
3 Ibid, p. 52.

50



Professor Asa Briggs

food and drink. The retailing of commaodities and the provision of entertainment

were already associated.

Bartholomew Fair disappeared before the rise of modern mass entertainment.
It was too rowdy for the respectable mid Victorians and was held for the last time
in 1855. In other parts of the country also, as a very shrewd observer noted just
over twenty years later, fairs were becoming institutions which in their old form
were “almost out of date.” “The showman’s van which, a quarter of a century
since, collected the whole countryside to view its contents, has almost ceased to
exist.”* Big changes had also taken place during the middle nineteenth century
in the provision of other kinds of entertainment. Vauxhall Gardens, the great
seventeenth and eighteenth-century centre of outdoor entertainment in London,
closed its gates for the last time in 1850 after a lavish fireworks display. A year later
the Great Exhibition of 1851, housed in the Crystal Palace, was a triumphant
landmark in the history both of “improvement” and entertainment, attended
by over six million people drawn by cheap transport not only from London but
from all parts of the country and overseas. The road to the Crystal Palace was full
of stalls and sideshows, and the incidental business carried on in connection with
the Exhibition was prodigious. The earnestness of the so-called lessons of 1851
should not eclipse the incidental fun surrounding the event.

There was no doubt about the fun in a long-term development, the biggest
single development in entertainment during the next thirty years — the rise of
the music halls. The first buildings specifically erected for this purpose were the
Canterbury in Lambeth and the Oxford in Oxford Street. Charles Morton, their
proprietor, had acquired his initial capital from receipts from so-called “free-and-
easies” in a London tavern. During the next thirty years the growth of music halls

destroyed the hold of the old elaborate pantomime on the London audience.

In sport there were big changes, too, as the rough, crude and often
dangerous sports of earlier centuries gave way to more highly organised, more
precisely regulated games. Football was one of these: eight years after the death

of Bartholomew Fair the Football Association was founded — a small enough

4 T. H. Escott, England, Its People, Polity and Pursuits, Vol. 11 (1879), p. 419.
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association in all conscience, with an income in its first year of only £5,° but a
portent of the shape of things to come. The first admission charges to football
games were made in Britain in 1870: the Aston Villa Club in Birmingham,
founded as a Sunday School team, took 5s. 3d. at its first game when spectators
were called upon to pay in 1874. Gates remained small throughout the 1870’
and professionalism was not legalised until 188S, but journalists were beginning
to see the possibilities of sport appealing to spectators — or even mere readers —
as much as to players. The participants would be few: the spectators and readers
would be many. In 1867 Routledge’s Handbook of Football was the first important

publisher’s response to the new developments.

Publishers were usually in the vanguard of the mass entertainment business. I
have already mentioned the sale of ballads. An early nineteenth-century publisher,
James Catnach, specialised in sensational cheap books, ballads and broadsides to
bewitch and tintillate the “masses” of his age. In 1828, the same year for which
the statistics of Bartholomew Fair are available, he is said to have sold over
1,100,000 copies of the “Last Dying Speech and Confession” of William Corder,
the murderer of Maria Marten in the Red Barn. In 1837 he sold 1,650,000 copies
(with illustrations) of the last thoughts before execution of another murderer,
James Greenacre. That was the pinnacle of his success, for another spectacular
murder took place just too soon afterwards for another publishing success. There
is a modern ring in a Victorian comment on his inability to make good use of
the second of the two murders. “That took the beauty off him. Two murders
together is no good to anybody.”® Catnach operated from the heart of London.
He employed a team of helpers known as “The Seven Bards of Seven Dials” who
knew their public and composed fluently to order. During the middle years of
Victorian England — a very different age from that described in most nineteenth-
century history books or even in the pages of Lytton Strachey — there was a regular
sale of “penny dreadfuls,” and at least one publisher “pre-tested” his manuscripts

by having them read first by a servant or a machine-boy.”

5 M. Marples, History of Football (1954), p. 176.
6  See C. Hindley, 7he Life and Times of James Catnach (1878).
7 T. Frost, Forty Years Recollections, Literary and Political (1880).
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At the same time the Sunday newspapers first came into their own. They still
lack a serious historian. A. P. Wadsworth, the economic historian and late editor
of the Manchester Guardian, briefly described them in a most interesting lecture
he gave to the Manchester Statistical Society in 1955. He pointed out that as early
as 1812, when eighteen Sunday newspapers were being published in London,
they were as renowned for their ribaldry as for their radicalism. “They were far
from being mainly political, and their attention to crime and sport anticipated
later publications, and in sheer frankness excelled them.”® 7he Observer, for
instance, specialised in wood-cuts of murders, Edward Lloyd’s newspaper named
after him (1842) and G. W. M. Reynolds’s Reynolds Weekly News (1850) were
pioneers of sensationalism, and the News of the World (1843) was selling 109,000
copies a week by 1854. These Sunday papers were the real precursors of the mass
circulation papers of today.

In the United States of America as early as 1833 Benjamin Day, with a few
associates, started a paper specifically intended — in his own words — for “mechanics
and the masses generally.” The price of this paper — the Suz — was only one cent at
a time when the other New York papers were selling for six cents. The publishers
in what is now a familiar fashion expected to make up by larger circulation and
by advertising the loss sustained by the lower price. This was the same successful
formula later applied by Joseph Pulitzer and James Gordon Bennett, the publisher
of the New York Herald, in New York and by Edward Harmsworth, later Lord
Northcliffe, in London. The founding of the Daily Mail in 1896 should be seen
against this background and not simply, as it far too often is, against the cultural
back ground of the so-called new reading public created by the British Education
Act of 1870. Tithits and Answers, the weekly papers which provided a cultural
and a business prelude to the Daily Mail were part of an earlier tradition which
linked reading and entertainment. 7be Daily Mail and Northcliffe’s later venture
the Daily Mirror were attacked as earlier publications had been attacked — the
first as the paper for people who could not think, the second (the pioneer of the
tabloids) as the paper for people who could not read — but they survived. During

8 P Wadsworth, “Newspaper Circulations, 1800-1954,” a Paper read to the Manchester Statistical Society,
March, 1955.

9  See R. E. Park, “The Natural History of the Newspaper” in R. E. Park and E. W. Burgess (eds.), 7he City
(Chicago, 1925).
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the first twelve months of its existence the average daily sale of the Daily Mailwas
over 200 thousand: three years later it was well over half-a million. The Mirror,
designed at first as a women’s paper, had a more shaky start and passed through
a number of business hands. In time, however, it became the daily paper with
the biggest circulation in the world, appealing as much through the picture as

through the word.

The year 1896 is an important date in the history of mass entertainment,
a vantage point from which to look backwards and forwards. In the same year
that Harmsworth created the Daily Mail a young ltalian inventor, Guglielmo
Marconi, arrived in London to demonstrate for the British Post Office how he
could send signals by wireless for a hundred yards. Later in the year he filed his
first wireless patent. Also in the same year the first moving picture show was
presented in London. A February showing at the Regent Street Polytechnic was
so successful that the cinema show was transferred to the Empire Music Hall,

Leicester Square, where it subsequently ran for eighteen months."

The economic conditions for the development of a mass entertainment
industry were all there in 1896. Five conditions stood out. First, a large and
concentrated urban population had come into existence in the course of the
nineteenth century: the citizens of the towns and cities, provided for halfa century
with only limited means of entertainment, made up the first segment of what
has since been called “the great audience.” Second, the incomes in real terms of
large sections of this urban population had risen sufficiently during the previous
fifty years to enable people to afford to buy regular, cheap entertainment. Third,
an increase in the amount of available leisure time had prepared the way for its
commercial exploitation. Fourth, urban public transport systems had improved
sufficiently in the 1880’s and early 1890’ to permit late night travel from city
centres to residential suburbs; trams (and in London underground railways)
were the latest instruments of this transport revolution. Fifth, technology was
being applied to entertainment, sometimes falteringly and uncertainly, but, in

retrospect at least, decisively.

10 See PE.P, The British Film Industry (1952), p. 23.
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Each of these five economic conditions — and particularly the first four —
were also essential to the development of the retail trade in the 1880’s and 18907,
and it is not an accident that the merchandising of entertainment and the large-
scale mass merchandising of branded retail products lead back to the same initial

historical situation.'!

The term “mass market” precedes the terms “mass communications”
and “mass culture”™ the department store preceded the cinema. Advertising
provides an additional link between retailing and entertainment. Advertising and
showmanship were closely associated in the 1880’, and the successful proprietor
of a departmental store had to have some of the qualities of a successful showman.
Like his predecessors in the fairs and his contemporaries in the development of

patent medicines, he had to understand and, if need be, tap human credulity.

P. T. Barnum (1810-1891) was the classic figure in this context: a second
was W. F. Cody, “Buffalo Bill,” whose Wild West Show, “the show of shows,” netted
one million dollars in receipts in a year and profits of $100,00."2 In 1841, Barnum
took over Scudder’s American Museum, which had been started in the year of his
birth and had become New YorK’s greatest storehouse of “curiosities.” It was at
Barnum’s American Museum that Tom Thumb first made his public appearance:
it was this Museum which toured parts of Europe in 1844, Barnum having boldly
announced that he intended to take over Buckingham Palace as his headquarters.
Barnum’s later ventures were sometimes more sophisticated. For instance, he
sponsored the American tour of Jenny Lind, “the Swedish Nightingale,” in 1849,
paying her 1,000 dollars a time for her one-hundred-and-fifty appearances, along
with one-fifth of the net profits. This, incidentally, was an early example of the
“star system,” but Barnum did not invent it: in London in 1847 the crowds were
so thick in the Haymarket where Jenny Lind was appearing at Her Majesty’s
Theatre that the crush was later called “the Jenny Lind crush”® Barnum went
on later in 1871 to develop the circus, which in the new familiar language of

superlatives was proudly called “the greatest show on earth.” He remained in close

11 See my book Friends of the People (1956) for an account of the British “retail revolution.”

12 See V. Weybright and H. B. Sell, Buffalo Bill and the Wild West (1956), p. 140. Queen Victoria described
the show as a “very extraordinary and interesting sight.”

13 M. R. Werner, Barnum (New York, 1923), p. 133.
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touch with retailers and advertisers: he had met the great Boucicaut in Paris in
the 1840’s and in the 1880’s at least one pioneer English retailer deliberately set
out to imitate Barnum’s methods in his departmental store.'* Although Barnum’s
career had its ups-and-downs (bankruptcy, for example, in 1856), he achieved a
hitherto unparalleled success in mass entertainment. He tried to tell his public
the secret in a book published in the last year of his life with a touch of Samuel
Smiles as well as of the showman in its title — Dollars and Sense or How to get on:
The Whole Secret in a Nutshell. The sub-title was even more Smilesian — “Sketches
of the Lives of Successful Men who ‘rose from the Ranks’ and from the most
Humble Starting Point achieved Honourable Fame.”"

The didactic side even of entertainment was never overlooked by the
Victorians. Advertising, too, a superb mirror of social history, reflects the same
features. And advertising was more than an historical link between developments
in the expansion of the retail market and in entertainment. From the start it
entered into calculations about the financing of mass entertainment, providing a
hidden or overt subsidy from various forms of business to one particular business,
the entertainment business. Newspaper history brings out this point very clearly,
as does the later history of commercial radio. That it was not lost sight of even in
the early days of the mass entertainment industry is shown by an incident in the
history of the gramophone. In 1894 the United States Gramophone Company
offered as a “novel form of advertising” to record any musical selection along with
a sponsor’s advertisement. “Nobody would refuse,” the Company claimed, “to
listen free to a fine song or concert piece or an oration — even if it is interrupted

by a modest remark, ‘Tartar’s Baking Powder is Best’.”'

Of the five economic conditions, the fifth — the application of technology
to entertainment — is in some ways most interesting. A characteristic cluster of
inventions was developed in the last quarter of the nineteenth century. They were
as basic to new ways of life in the twentieth century as were the inventions of

the last quarter of the eighteenth century in textiles, iron and power to the new

14 David Lewis of Liverpool. See Briggs, op. ciz.
15 See also The Life of R 1. Barnum written by Himself (New York 19SS). This book was subsequently
reprinted in many different editions.

16 W. Abbot and R. L. Rider, Handbook of Broadcasting (4th edn., New York, 1957), p. 387.
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industrial pattern of the nineteenth century. The difference between them is that
the eighteenth-century inventions transformed the material standard of living and
the nineteenth-century inventions the forms of culture. Critics of the first talked
of “exploitation,” critics of the second have already talked of “manipulation.” Yet
both clusters of inventions are related to each other. Without the existence of the
first cluster there could not have been the second. One point of special interest,
which must be elaborated later, is that the social consequences of the second
cluster were not clearly foreseen: there was a great gulf between prediction and

prophecy on the one hand and what has actually happened on the other.

It is amazing how many of the inventions came out of the American
laboratory of Thomas A. Edison, born one year after “Buffalo Bill”, in 1847.
Edison’s formal education was limited to three months in a public school. At the
age of twelve he had his first taste of communications — as a railroad newsboy
— and at the age of fifteen he became a telegraph operator. He took out his first
patent in 1868 for an electrical vote recorder. Later, among the thousand patents
he took out, he devised telephones, gramophones, electric lamps and kinetoscope
cameras. He lived until 1931 when all these key objects of the twentieth century
were already taken for granted. He still lacks a good up-to-date biographer,'” but
it is clear that he is the James Watt and Richard Arkwright (rolled into one) of
the modern mass entertainment revolution. He had little direct to do with the
early development of wireless before and after Marconi’s patent of 1896, but the
invention of the thermionic valve, without which subsequent wireless history in
the pre-transistor phase would have been very different, owed much to his work
with electric lamps, the one invention of the four I mentioned above which, at
first sight, seems out of place in the list.

Paradoxically the telephone, which also may seem a little out of place,
was associated by contemporaries with entertainment as well as with work,
while wireless was at first thought of entirely as a means of point-to-point
communication — a substitute for line telegraphy — rather than a possible medium

of entertainment. It was certainly in relation to the telephone not in relation

17 The “official” biography was written as long ago as 1910 when he was still in his prime. See E L. Dyer
and T. C. Martin, Edison, His Life and Inventions (1910).
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to wireless that the idea of scattering “sound-at-a-distance” was first mooted. A
short story of 1878 published in a Sydney magazine, The Australian, includes this
passage:
“The telephone wire was laid on between Abney Hall and the village
church of Mortham, so that the Hall people could have the benefit of

Mr. Earle’s pulpit oratory without going outside their own doors.”'®

Frank Gill, in later years a leading figure in the 1922 talks leading up to the
inauguration of broadcasting in Britain, wrote that “telephony has some of the
properties both of the letter and of the newspaper: it can be clothed with privacy,

given to one individual only, or it can be broadcast to millions simultaneously.”

In some towns and cities of Britain the practicability of the telephone as a
technical instrument was first demonstrated by the transmission of music, from
a “distant source,” and in 1892 performances at the Lyric Theatre in London and
the theatres and concerts in Birmingham, Liverpool, Manchester and other places
were successfully transmitted “with entire success” to an Electrical Exhibition
at the Crystal Palace. Ten years before this experiment, a Hungarian, Theodore
Puskas, had demonstrated a “telephoned newspaper” at an Electrical Exhibition
in Paris, and his son went on to introduce a regular news-paper of this type in
Budapest. In 1894 an Electrophone Company was formed in London to provide
“listening facilities,” including four pairs of headphones and an answering-back
“hand microphone” for every subscriber. Musical performances, public lectures
and addresses, and church services were “electrophoned.” The service was neither
a technical nor a business success: after twelve years of activity sounds were
distorted and there were only six hundred subscribers. In its restricted way,
however, it pointed to the existence not only of a potential demand for diffused

entertainment but of a wide range of available “programmes.”"’

It took longer for Edison to realise the possibilities for organised
entertainment of either the gramophone or the motion picture camera, the first

of which he invented (in simple form as a phonograph or speaking machine) in
1877, the latter in 1889. Both of them were thought of as ingenious “novelties”

18 “The Days of the Telephone, A Tale of the Future,” 7he Australian, October 1878.
19 This brief account of the electrophone is taken from my fothcoming History of the BBC, Vol 1.
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rather than as instruments of mass entertainment, while Edison himself, the
prototype of what David Riesman would call an “inner directed man,” attached
chief importance to the “serious” rather than to the frivolous use of both, the first

as an “aid to the businessman,” the second as an aid to the educators.

The showmen of the day were more percipient in relation to their immediate
interests if not to an extended vision of the future. The early phonograph would
“speak” in Dutch, German, French, Spanish and Hebrew and “imitate the barking
of dogs and the crowing of cocks.” Showmen could collect as much as $1,800 a
week by playing it at exhibitions.”® Edison was very annoyed in 1891 when some
of his salesmen went further and offered to lease phonographs to cafes and stores
for coin-in-slot playing. “The coin-in-slot” he wrote, with a sublime ignorance of
the future of the juke box, “is calculated to injure the phonograph in the opinion
of those seeing it only in that form, as it has the appearance of being nothing
more than a mere toy.”* It was not until three years later — after competitors,
notably Emile Berliner and the Pathe brothers in Paris had entered the field — that

Edison began to see the future of the gramophone in terms of entertainment.

He was more dilatory still with the kinetoscope, so much so that Gilbert
Seldes, one of the first serious writers on mass entertainment, has suggested that
the history of the motion picture industry should be called “The Mistakes of
Edison.” Edison himself thought of the kinetoscope as a toy, developed it slowly,
and, even after he had seen a moving picture, stated that he thought the basic
inventions (the camera and the so called peep-show machine) would be useful
only because they made possible photographic reproduction of scenes from
natural life, operas or plays. He saw no future in the projector. His reasoning
was as follows: if hundreds of people could see a picture at one time, the public
would be very quickly exhausted. In other words he failed to see the existence of
either a potential mass or a market. As Seldes goes on, “The moving picture had
to be taken away from its inventors by aggressive and ignorant men without taste
or tradition, but with a highly developed sense of business, before it could be

transformed from a mechanical toy into the medium of the first popular art.”*

20 R. Gelatt, The Fabulous Phonograph (1956), p.9.
21 The Phonogram, January, 1891.
22 G. Seldes, The Movies Come from America (New York, 1931), p. 18.
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It was certainly humble men who first took up the new invention, men
already in the entertainment business. The first films were made in single rolls,
fifty feet long, and were shown in “peep-show machines.” Peep shows had always
been popular at Bartholomew Fair — one of the most popular of the last of them
was the Murder in the Red Barn — and as early as the 1820’s sequences of pictures
could be manipulated through the peep hole. Edison applied the invention of
the motion picture camera to the peep show, offering pictures of a performing
dog, a trained bear and a strong man.?® The first cinema peep show was opened
in Broadway, New York, in 1894. The business was thought to be so disreputable
that even after the peep-show had been replaced by the more respectable-sounding
nickel Odeon, David Warfield, a well-known actor, kept secret his investment in
one of these enterprises for fear that publication would ruin his stage reputation.*
The title of one of the first peep-show films of 1894 — “Doloritain the Passion
Dance” — suggests that he may have been right.”

The first full screening of a motion picture took place in New York in 1896,
the same year that the first motion picture was screened in London. In both cases
the rendezvous was a music hall — Koster and Bial’s in New York and, as we have
seen, the Empire Music Hall in London. The men responsible for developing the
new medium — although it could not be so described at that stage — were men
associated with old forms of entertainment The first American films were offered
to the public for ten years in the composite package “Vaudeville and Pictures™: it
was only after ten years that the label was changed to “Pictures and Vaudeville.”
The first show at the Empire consisted of an overture, a ten minutes programme
of Tyrolean singers and dancers, a ballet, a trio, a group of Russian dancers (“first
performance in England”), a display by Cinquevalli, the great juggler, then —
and only then — the films, very modestly placed, to be followed by acrobats, a
singer, an hour’s performance of Faust and, to close the four-hour show, a pair of
“eccentrics.””” There were four films — the Arrival of the Paris Express, A Practical
Joke on the Governess, The Fall of a Wall and Boating in the Mediterranean.

23 MCKechnie, 0p. cit., p. 177.

24 M. D. Huettig, Economic Control of the Motion Picture Industry (Philadelphia, 1944), p. 10.

25 T. Ramsaye, “The Rise and Place of the Motion Picture” in Annals of the American Academy of Political
and Social Science, Vol. 254 (1947).

26 Huettig, op. cit., p. 10.

27 PE.P, op. cit., p. 24.
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The most numerous of the first British distributors of films were music
hall proprietors and showmen who put up their booths at fair grounds. From
1904 onwards they were able to hire films as well as buy them. A third type of
distributor, however, the real innovators, held the key to the future. A number
of more specialised dealers travelled round the country with films, booking a
local hall and giving shows at 2d. or 8d. a time for as long as they could hold an
audience. The dealers were sometimes known as “town hall” showmen because
town halls were frequently the most convenient places to show the films. Other
places chosen were shops, theatres, music halls or even skating rinks. It was not
until 1908 that the first building specially built for film shows was opened at
Colne in Lancashire.?® By then there were three exhibiting companies in Britain
with a total capital of £110,000: one of them was controlled by Albany Ward, a
“town hall” showman, who by 1914 owned 29 cinemas, a second in Scotland was
controlled by George Green, whose first activities had been in the fair grounds.
It was not until 1909 that bigger business entered the field of film distribution,
and Provincial Cinematograph Theatres Ltd. was set up with a nominal capital
of £100,000, and a leading British financier, Sir William Bass, as its chairman.
Progress was rapid — to use a film phrase “spectacular” — in the years immediately
before the First World War. In 1914 there were at least 3,500 cinemas in Britain,

and 1,833 companies were in existence with a combined capital of £11,304,500.%

At this stage the United States did not completely dominate either
distribution or production. Demand for films was greatly in excess of supply, and
A. C. Bromhead, who was later to become the chairman of the Gaumont-British
Picture Corporation, has reported how in the early days of the cinema “American
showmen, unable to find enough films on their own side, visited England and
the Continent seeking films.”* France was a main source of supply, as it was
also in the gramophone business. Yet by 1914 the United States came second
in the world export market and during the first two years of the First World

War American Exports almost doubled. In the already large American overseas

28 R.Low and R. Manvell, 7he History of the British Film, Vol. 11 (1949), p. 18. Another very early cinema
was the Alpha Theatre at St. Albans. See 7he Bioscope, 18 September 1908.

29 PE.D, op. cit., pp. 33-4, 26.

30 A. C. Bromhead, “Reminiscences of the British Film Trade,” An Address given to the British
Kinematograph Society, 11 December 1933.
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market in 1918 Britain was the most important customer, Canada the second
and Australia the third. American pictures by then had acquired something like
80 per cent of the world’s screen time. As in so many other sectors of twentieth-
century economic life war has favoured the position of the United States in the

world economy.

Having started the story of technical invention in the laboratory of Edison, it is
important to qualify the claim that technical change was primarily dependent on his
personal contribution. He was no more the only inventor of the new entertainment
devices than most of the eighteenth-century inventors were sole inventors of
new industrial devices. Like them he was engaged in fierce patent battles which
dominated the early years of business exploitation. It is possible to understand the
early development of the mass entertainment industry only if two kinds of conflict
associated with the business side of the story are unravelled. The first kind of conflict
was that between one form of entertainment and another. This conflict did not always
end in the supplanting of one kind of entertainment by another but more frequently
by their commercial integration. The second kind of conflict was between different
contestants seeking to provide the same kind of entertainment. This conflict centred
on patent rights and invoked frequent litigation. Again, it was more likely to end in
integration — mergers, trusts and the erection of a network of holding companies —
than in complete victory or defeat. The details are frequently intricate and difhicult:
the pattern, however, is plain and straightforward.

The early history of the cinema illustrates both kinds of conflict. E. V.
Lucas visited Barnet Fair in 1906, nearly two years before the first cinema was
opened. He noted that “many of the old shows had given place to animated
pictures, and at the Fétes of the Invalides in Paris a few weeks later I observed
the same development. Instead of taking the place of the illustrated paper, as
the cinematograph did at first almost exclusively, it was taking the place of the
theatre.” A year later a writer in Encore, the music hall journal, claimed that as
early as 1900 he had “pointed out to the profession that the greatest enemies
the artistes had were the film merchants. The kinematograph picture shows have
come here to stay, was my argument, and each time an operator is employed two
or three single items are ousted. How thoroughly my predictions were borne out
by events is patent to everyone today although at the time I was being accused of

being alarmist and pessimistic.”
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There was some truth in these verdicts, particularly as far as music halls
and vaudeville were concerned, but there was a real element of pessimism, too.
The truth was twofold. First there was inevitable technological unemployment
of a number of people in the old entertainment business, and second there were
unprecedented and dazzling prospects for the artist who could adapt himself or
be adapted to the new medium. The “star” system in the cinema dates back to
Adolph Zukor’s activities before 1912. Charlie Chaplin is by far the best early
example of the financial effects of the development of mass entertainment on
the financial prospects of the mass entertainer. In the summer of 1913 he was
appearing in vaudeville and refused an offer to appear in films for $75 a week.
The offer was doubled and Chaplin accepted. His first feature-length comedy
Tillies Punctured Romance was so successful that other companies began to bid
for his services, and he soon signed for another company at $1,250 a week. It is
said that in the course of the negotiations he was offered $1,000 a week and in
reply asked for $1,075. When asked why he wanted so much, he said he had to
have $75 a week to live on.?' A year after receiving $1,250 a week, he signed a
contract in 1915 for $10,000 a week with a bonus of $150,000. The immediate
consequences were first that Mary Pickford, working for a rival concern, had to
have her salary put up, too, and second that the company producing Chaplin
recouped its heavy costs at once by selling the British Empire rights of Chaplin’s
comedies for $670,000. The size of these transactions emphasises the element of
caution and pessimism in the critical verdicts of 1906 and 1907. Just as important
as the “stars” to the success of the cinema were the “fans”: indeed it goes without

saying that without “fans” there could have been no “stars.”

Opver a long period the cinema did not so much divert an older audience
from other kinds of entertainment as create an enormous new one. From its first
beginnings until the end of the First World War the cinema attracted a steadily
increasing international audience, including a large number of people who were
regular habitues, neither of theatres nor music halls, and a very high proportion
of young people (up to 30 per cent of the total cinema audiences below the age
of 17) for whom the local cinema was the first institution of entertainment they

had ever encountered. From 1918 to 1926-7 the attendance rate appears to have

31 Seldes, op. cit., p.29.
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fluctuated within narrow limits until in 1926-7 there was a definite “slump” and
the cinema appeared to be losing its hold. This slump was overcome first by the
development of a new invention, the “talkie” — the first talking picture being
shown in 1926 and second by a re-styling of cinemas and their amenities until
they became “luxury palaces” for the masses of the population, the Granadas,
Rialtos, Eldorados and Ritzes of modern urban life. From 1929 onwards
attendances increased until in Britain they had reached 19 millions a week in
1939. They reached a peak of over 31 millions in 1946, when the American peak
of 98 millions was also reached, and since then — in a period which lies outside
the scope of today’s lecture — they have fallen very sharply indeed. In Britain, for
example, they fell by 16 per cent during the twelve months ending in March this
year, and since 1945 more than a quarter of Britain’s cinemas have closed. In the
United States average weekly attendances dropped from 98 millions in 1946 to
41 millions in 1953. They are still falling.*

These statistics measure the rise and fall of the greatest public audience ever
collected. The facts of the fall, however, should not eclipse the facts of the rise.
Superlatives are strictly appropriate in this context. The British public in the five
years after the Second World War was spending twice as much (£105 million a
year) on attendance at cinemas as on going to theatres concert halls, music halls,
dance halls, skating rinks, sporting events (including football and racing) and all
other places of public entertainment. Comparative American figures — they run
into much bigger aggregates — are not easy to come by, but before the Second
World War, in 1937, motion picture corporations in America, constituting 44
per cent of all so-called amusement corporations, accounted for 78 per cent of the
gross income and 92 per cent of the total net income of the group.®® The people
who were afraid of the competition of films in 1906 and 1907 had no conception
of the dimensions of the future demand for entertainment. They saw only the

32 Available British statistics are set out in RE.P, 0p. ciz., Ch. XIII. For America, see P. P. Lazarsfeld “Audience
Research in the Movie Field,” in Annals of the Arnerican Academy of Political and Social Science, vol. 254
(1947); U.S. Dept. of Commerce, Bureau of the Census, Report on Motion Picture Theatres (1953). The
1926-7 slump is an interesting phenomenon. The threat to the cinema was due partly to the poor quality
of films, partly to the competition of radio. One response to it was the provision of additional attractions
(eg., double features, cinema organs orchestras). Another was “give-aways” (dishes, refrigerators, etc.).
Higher admission prices, the consequences of such policies, aggravated the problem.

33 Huettig, op. cit., pp. 57-8.
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shadows of conflict between different entertainment interests and were afraid just
as today established film interests, saddled by high capital costs, are themselves
afraid of the future.

The established film interests are the product of bitter and prolonged
internal conflicts within the rapidly growing industry. Edison’s patents were
challenged. Other inventors in several different countries were responsible either
for parallel inventions or basic improvements, and it is historically accurate to
say of most cinema inventions as of radio and gramophone inventions that they
were products not of one particular man but of an epoch. Since in any case
Edison’s patents were not international there was always foreign competition
in the early days as well as domestic American development of thinly disguised
Edison discoveries. An attempt in 1908 by the ten leading American producing
and supplying companies of equipment and films — all using Edison patents on
the basis of an agreement with Edison — to monopolise the industry through
a Motion Picture Patents Company failed. The so-called “Independents,” who
opposed the Patents Company, moved far away from New York the Company’s
headquarters, to what Billie Burke has described as “a pepper-tree-lined village
which had begun a few years before as a suburb (of Los Angeles) for retired
Iowans.”** The suburb was Hollywood, and some of the “Independents” were men
who subsequently became the moguls of the growing inter national industry. The
Motion Picture Patents Company was finally broken up in 1915 as a monopoly
by order of the Federal Court.

Zukor, the chief of the Independents, changed from rebel into mogul
between 1911 and 1921. With the destruction of his enemy he turned to
integration himself, passing from production to distribution and then into
exhibition. In 1919 he raised funds through a $10 million issue of preferred
stock, the first major attempt to finance cinema development from capital raised
on the market. By 1921 he controlled over 300 cinemas. It was his turn now to
be accused of the same monopolistic tendencies which he had condemned in the
Motion Picture Patents Company. “It is made difficult,” ran a complaint made
to the Federal Trade Commission in 1921, “for small and independent producers

34 B. Burke, With a Feather on My Nose (19-0), p. 141.

65



29 Mass entertainment: The origins of a modern industry

or distributors of films to enter into or remain in the moving picture industry
or market, or to lease individual pictures on merit . . . By the said methods
Famous Players-Lasky Corporation (Zukor’s group) has unduly hindered, and
is unduly hindering competitors, lessening competition, and restraining trade
in the motion picture industry.” Zukor’s group was not the only menace to the
new Independents, and by 1923 it was clear that they were fighting an inevitable
losing battle. The American industry had taken on the shape which it was to
retain until 1950 — throughout the whole golden age of the cinema. There were
several large completely integrated units, including Paramount, Loew’s and Fox,
(with unequal strength, however, in production, distribution and exhibition), a
number of powerful unaffiliated chains of cinemas dominated by the so-called
“first run” cinemas; and more numerous but less powerful individual cinema

proprietors competing with the chains for “product and patronage.”

The mostimportantshiftin power after 1923 was the rise of Warner Brothers,
who had grown from nickelodeon operators to a medium-scale enterprise, and
who became one of the giants, the so-called “Big-Five,” because they were the
first concern to exploit the commercial development of sound. Other companies
were conservative in technical matters, concentrating, as is so often the case in
economic history, on commercial rather than technical development. They were
really impressed only when Warner Brothers’ first all-sound feature The Jazz
Singer, which cost £500,000 to make, netted $2,500,000 in box-office receipts.
Warner Brothers converted earlier business losses into a profit of $17 million in
1929. In 1928 they were a corporation with capital assets of only $16 million:
in 1930 — with the financial crash of 1929 intervening — their assets totalled
$230 million.*® Their stupendous progress was a measure not only of their own
initiative and drive but of business acceptance of the film industry as a profitable

field of activity.

The most revealing expression of overseas alarm at the dominance
of Hollywood in economic — and indirectly of cultural life — was the British
Cinematograph Films Act of December, 1927. When the British film industry

35 Quoted Huettig, op. cit., pp. 36-37.
36 Ibid, p. 45.
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(producers and exhibitors) failed to agree voluntarily on measures to preserve itself
from threatened extinction, the government intervened directly in the industry.
It controlled advance and block booking of films, established a quota system
and created a Cinematograph Films Advisory Committee to advise the Board of
Trade on the administration of the Act. Hitherto the government’s only measure
of control over the industry was an Act of 1909 which regulated the licensing
of cinemas and the censorship of films: it now maintained that while it saw no
reason to give financial assistance to the British film industry, as one section of
the trade wished, it had the right to intervene in the industry because of the
magnitude of what were described as “the industrial, commercial, educational,
and Imperial interests involved.””” “Should we be content,” the President of the
Board of Trade asked, “if we depended upon foreign literature or upon a foreign
Press in this country?” At this point questions of mass entertainment were bound
up with questions of propaganda and prestige. From a strictly business point of
view, however, the Act had important consequences. With the prospect of quotas
and a guaranteed market a new company, British International Pictures, founded
a few months before the Films Act, quickly raised £1 million on the open market.
Production increased, large scale vertical integration took place in the industry,

and a decade of investment in the British film industry began.

I have spent a large part of this lecture discussing the history of the film
industry because during the twentieth century it became by far the biggest element
in the provision of mass entertainment. The story of the gramophone industry,
however, has many features in common with the story of the cinema, while the
story of radio touches the history of the cinema at several points and at the same

time provides illuminating contrasts as well as comparisons.

In the early years of the gramophone industry there were fierce struggles
between the Bell and the Edison interests —a continuation of the telephone struggle
— the rapid bankruptcy in 1890 of a businessman outsider J. H. Lippincott, who

37 The phrase was Lord Newton’s. As early as May 1925, he had called attention in the House of Lords to
the state of the British film industry and asked for the setting up of a Committee of Enquiry. This request
was not accepted, but in 1926 the trade itself was asked to work out agreed arrangements which the
government might then support. The first official enquiry into films in Britain was the Moyne Report of
1936, Cinematograph Films Act, 1927. Report of a Committee appointed by the Board of Trade.

38 PE.P. op. cit., p. 50.
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for a brief spell of two years secured control of both Edison and Bell inventions,
the successful challenge of gramophone records to the discs which Edison
employed on his early phonographs, and an agreement about the pooling of
patents in 1902 — the same year as the famous American steel merger- of two
of the biggest gramophone interests in America — the Victor and Gramophone
Companies. Together they achieved a dominance in the American gramophone
industry which endured for more than half a century.” At the end of the First
World War the Victor Company’s capital assets amounted to nearly $38 million.
By 1921 a hundred million records were sold in the United States, four times as
many as in 1914.

Like the cinema industry, the gramophone record industry faced troubles
in the mid-twenties, a little earlier than the cinema industry, particularly during
the period from 1921 to 1925, but unlike the cinema industry it also faced a
major crisis from 1929 to 1932. Only six million records were sold in the United
States in 1932, six per cent of the total sales in 1927.* Immediate recovery
was not spectacular, but during the difficule 1930’ it was a highly integrated
industry on both sides of the Atantic which faced the continued depression.
Technical progress was not rapid, and it was not until much later in 1947-48 that
magnetic tape recording and long-playing records introduced a new technical
phase associated also with very substantial commercial expansion. The “battle
of the speeds” was reserved for the post-Second World War generation. In the
meantime, however, the “hit parade” established itself and by 1939 there were
225,000 juke boxes in the United States.

Integration on the business side led to many mergers and the formation
in 1931 of one new company which was later to be of international importance
— the Electrical and Musical Industries Ltd. EMI was a merger of the Columbia
Gramophone Company and the Gramophone Company: it was to be the first
company to produce cathode-ray tubes for television sets.*! This to point to the
future. A fascinating side glance at the past is that in 1929, the year of another huge
American merger, that between the Victor Company and the Radio Corporation

39 Gelatt, op. ciz., P 97.
40 Ibid, p. 195.
41 G. Sturmey, The Economic Development of Radio (1958), p. 42.
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of America — a merger facilitated by the development of the radio gramophone
— the Edison Company completely suspended the building of gramophones.
Edison himself was then aged 82. It might be very revealing to have a record from
that date of his impressions of fifty years of the mass entertainment industry.

Mention of the Radio Corporation of America and earlier of the British
Cinematograph Act directs attention to the place of wireless in this story.
RCA, founded in 1919, was the biggest of the American radio interests, while
on January lst, 1927, the same year as the Cinematograph Act, the British
Broadcasting Corporation came into existence, an experiment in public control
which went much further than public control over the film industry. The British
Cinematograph Act reflected British fear of American economic dominance in
the film industry: the foundation of RCA eight years earlier reflected American
fear of British dominance — through the Marconi Company network — of the
international wireless business. From its foundation in 1898 to the end of the
First World War the Marconi Company with its subsidiaries had controlled a
number of key wireless patents. The big American electrical companies, such as
Westinghouse and American Telephone and Telegraph, could not exploit radio
fully unless they used Marconi-controlled patents in addition to the patents in
their own possession. In 1919, therefore, the three biggest American electric
firms, with substantial United States government backing, agreed to pool their
resources, buy out American Marconi and, following a suggestion of Owen D.
Young, Chairman of the Board of General Electric, form a new company, the
Radio Corporation of America. The corporation or consortium, as it is more
properly regarded, was less concerned with the manufacture of radio sets than
with their distribution, and far less concerned with broadcasting matter than with
business expansion. The Corporation was drawn during the course of the 1920’
both into the gramophone business and after the advent of “talkies” into films:
the RKO Film Corporation, founded in 1929 was an offshoot of RCA and soon
became “an active, aggressive force in production, distribution and exhibition.”*
The chairman of its Board was a Vice President of RCA Films and radio were thus
drawn directly into relation with each other.

42 Huettig, op.cit., p. 47.
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Broadcasting developed as a by-product of business pressure, not as an
end in itself. Of all the new inventions of the late nineteenth century which
were to transform twentieth-century social life, radio inventions were least clearly
appreciated as potential agents of social transformation. Wireless was thought
of, as we have seen, as a substitute for telegraphic communication by wire, and
it was not until the First World War that the possibility of broadcasting regular
programmes was recognised. Paradoxically it was believed in the early days that
broadcasting was a disadvantage of wireless not an advantage: confidential messages
designed for one person or place could be picked up indiscriminately by other
people. Moreover, because free transmission of radio messages from individual
to individual was known to involve a great deal of “mutual interference,” it was
wrongly assumed that radio could not be fully exploited in populous areas.
“Wireless telegraphy,” a witness told a British Select Committee in 1906, “can
only be used in lines removed from each other’s disturbing influences, as in
sparsely populated countries and underdeveloped regions.”* To have restricted
the use of radio to underdeveloped regions, lighthouses and ships at sea would
have been like using the telephone only as an internal instrument within the
house. Yet the use of radio in the Titanic disaster and the arrest of Dr. Crippen
was what interested people most before 1914, not its possible use as an instrument
of instruction or entertainment. The idea of a radio audience was stumbled upon

not deliberately planned.

Two young prophets saw more clearly than their contemporaries during
the First World War that wireless could transform society. The first was David
Sarnoff, later the first Vice President of RCA: the second was Arthur Burrows,
later the first Programmes Director of the BBC In 1906, the same year that
an American, R. A. Fessenden, made a pioneer broadcast of music and the
human voice from Brant Rock, Massachusetts — the technical break-through
from wireless telegraphy to wireless telephony — Sarnoff, then fifteen years old,
became an office boy on the staff of the Marconi Wireless Telegraph Company
of America at a salary of five and a half dollars a week. He grew up with radio
till he became the commanding figure in the American radio business. It was

in 1916 that he made his first striking prophecy about the future of radio. “A

43 Select Committee of the House of Commons on the International Radio Telegraphic Convention (1906).
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radio telephone transmitter,” he wrote, “having a range of say twenty-five to fifty
miles can be installed at a fixed point where instrumental or vocal music or both
are produced. The problem of transmitting music has already been solved in
principle and therefore all the receivers attuned to the transmitting wave length
shall be capable of receiving such music. The receiver can be disguised in the form
of a simple ‘Radio Music Box’ and arranged for several different wave lengths,
which should be changeable with the throwing of a single switch or pressing of
a single button.” Sarnoff did not stop at what we now call the “wireless set.” He
went on to describe the potential radio audience, a large number of people all
receiving simultaneously from a single transmitter. He even forecast the kind of
programmes which would attract this new audience — broadcasting of events of
national importance, concerts, lectures and baseball scores. Modestly he added

that “there are numerous other fields to which the principle can be extended.”

On this side of the Atlantic Arthur Burrows, employed by the government
in collecting, editing and distributing to government departments the wireless
propaganda of the Central Powers, was also successful in peering even further
into the future. “There appears to be no serious reason why,” he wrote, “before
we are many years older, politicians speaking, say, in Parliament, should not be
heard simultaneously by wireless in the reporting room of every newspaper office
in the United Kingdom. The same idea might be extended to make possible the
concert re production in all private residences of Albert Hall or Queen’s Hall
concerts, or the important recitals at the lesser rendezvous of the music world . . .
Such departures would expose us, of course, to all sorts of logical but unwelcome
developments. There would be no technical difficulty in the way of an enterprising
advertisement agency arranging for intervals in the musical programme to be
filled with audible advertisements, pathetic or forcible appeals — in appropriate
tones -on behalf of somebody’s soap or tomato ketchup.”

Burrows in Britain looked further into the future than Sarnoff in the United
States, for Sarnoff did not reconcile himself to the arguments for commercial
broadcasting until the late 1920%. In looking forward, however, Burrows was
also looking back. Given the likely transition from radio to broadcasting, he
realised that a prophet had to take into account not only technical but social
forces. Broadcasting would never be left to the scientists and engineers alone.

He turned back to the previous thirty or forty years of history and selected a
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number of elements in British history which would help to shape the use of the
new invention. Today we can see them more clearly still, and they are in the
background of all that I have said in this lecture — the attitude of government;
the power of the press; the strength of business — particularly business in so-
called “consumer goods,” those which were bought over the counter and, as the
market was extended, were advertised for all the world to buy; the organisation
of entertainment, both local and national, and, not least in importance, the level
of education of the potential radio audience. Given the transition from radio to

broadcasting, all these became factors to take into the reckoning.

On both sides of the Atlantic the radio audience grew rapidly during the
early 1920’s, America leading the way in the boom of 1922 and 1923. There were
only three American radio stations in 1920: by the spring of 1923 there were
nearly 600, and the number of radio retail dealers had risen to 15,000; 60,000
radios were in use in the United States at the beginning of 1922: 2,850,000 by
the end of 1925.% In Britain, where a licensing system was in operation, 35,744
licences had been issued by the end of 1922, 1,645,207 by the end of 1925, and
2,178,259 by the end of 1926.

American broadcasting was provided by a welter of stations, relying
increasingly — against Sarnoff’s own personal predilections — own commercial
advertising for their revenue. There was no Federal direction either of financial
control or the allocation of wavelengths until the Federal Radio Commission was
set up in 1927.

The “chaos of the ether” in the United States served as a warning in the
United Kingdom, where, with the approval of the Post Office, broadcasting was
established as a monopoly by a consortium of business interests in December,
1922. Six manufacturing companies subscribed the bulk of the original £100,000
capital of the British Broadcasting Company. Revenue was to be raised from
royalties on the sale of receiving sets and from a share (50 per cent) of the licence
fee which was to be exacted from everyone who bought a receiving set in Britain.
Profits on the working of the Company were to be restricted to 7 per cent Per

annum and there was to be no opportunity for windfall capital gains.

44 The above account of the history of radio is from my forthcoming book on the BBC. For statistics see
W. Schramm (ed.), Mass Communications (Urbana, 1949), pp. 547-52.
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There were thus two completely different kinds of broadcasting systems
in operation in Britain and the United States by the mid-1920’s — the American
system resting on advertising subsidies and suggesting to the listener that radio
broadcasting was like “manna from heaven” coming to them without money and
without price, entertainment that was as free as air,”® the British system directed
as a public service but compelling the listener (sometimes against his will) to
pay for benefits which he did not always appreciate. The gap between the two
systems was further widened — formally at least — when on January 1 1927, the
British Broadcasting Company was converted into the British radio and electrical
trade were broken, and under the continued regime of John Reith, who had
been General Manager and Managing Director of the old Company and became
Director General of the new Corporation, emphasis on the public service aspect
of broadcasting continued to dominate all discussion of policy.

In the meantime, the volume and cost of American radio advertising sharply
increased. It is impossible to give exact figures for the early years or to trace in
detail the history of the great advertising agencies, one of the most important of
which — the A. C. Nielson Company — was founded in 1923. Again, however, the
big American networks, the products of difficult and often complicated business
mergers, of which the National Broadcasting System of 1927 the second,*® looked
for attractive broadcast programmes and then sought advertisers “who would
take a fling at broadcasting.”” After 1930 the agencies came in direct. By 1935
the net incomes of NBC and CBS had soared to $3,656,907 and $3,228,194
respectively. The financing of radio by advertisement followed the same kind of

formula which had been followed successfully in relation to the press by Lord

45 G. Archer, Big Business and Radio (New York, 1939), p. 64.

46 NBC was a subsidiary of RCA, General Electric and Westinghouse holding 50 per cent, 30 per cent
and 20 per cent of the stock respectively: it also had an agreement with American Tel. And Tel. CBS
incorporated the United Independent Broadcasters and was briefly affiliated with the Columbia
Phonograph Broadcasting System. Its success was due largely to the financial backing of W.S. Paley,
a businessman with no previous interest in radio. In 1929 a short-lived deal was made with a motion
picture company, Paramount Public Corporation. The linking of entertainment interests was further
brought out in 1938 when CBS purchased from Consolidated Film Industries Inc. the capital stock of
the American Record Company and its subsidiaries, changing the name to the Columbia Recording
Corporation.

47 N.W. Ayer of the N.W Ayer Advertising Company, quoted by L. White, 7he American Radio (Chicago
1947).
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Northcliffe in the 1890’s. When television developed as a natural growth within
the radio and broadcasting business, the income (and profits) from advertising
moved up sharply, and Britain itself succumbed to commercial television time in
1954 — along with $137 million for radio advertising. One advertiser alone, the

Proctor and Gamble Company, spent over $36 million.*

These figures are far removed from the figures of receipt of Bartholomew
Fair in 1828. Mass entertainment had become big business and the bigger and
more organised it grew, the higher the costs of entry became. When J. G. Bennett
started the New York Herald as a mass paper he had a capital of 500 dollars: today
to launch a metropolitan paper would take at least ten million dollars.”’ Press
power has become increasingly concentrated in the hands of a small number of
interests: it has also become increasingly concerned with entertainment, even
in its own particular domain. The comic strip, for example, is the substitute for
or perhaps complement to the image on the screen. But the mutual influence
is not limited to cultural forms. After feuding with new agencies, particularly
radio, the press has in some cases, as in Australia, penetrated them. There has also
been marked economic interpenetration of sport by the different entertainment
agencies — press, television, cinema and so on. Sport is a subject I have not touched
on since an early part of my lecture, but it is common knowledge that there are
many signs in the middle of the twentieth century that the small business of sport
(leaving on one side amateur sport) is giving way to big business. Contemporary
trends already have their history: by the late 1940’s there were 14 million people
in Britain betting regularly on football pools and spending more than £60 million
a year on them.” Taxation introduced in 1948 meant that a share of this sum
passed into the hands of the State. By the outbreak of the Second World War
the annual turnover of the football pools in Britain was at least ten times as great
as the annual turnover of all the football clubs put together: by a recent court
action in Britain (1959) it was laid down that a share of football pool revenue
should also pass directly to the Football League. Television, as the newest and

most aggressive of the new entertainment interests, has already made an impact

48 G. Chester and G.R Garrison, Zelevision and Radio (2 edn., New York, 1956), p. 100.

49 M. Lerner, America as a Civilization (1958), p. 763.

50 These figures are taken from the Royal Commission on Betting Lotteries and Gaming (1949-51). There
were only 4 million people betting regularly off-course on horse racing.
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(still a controversial impact) on the organization of sport. British television
companies, for example, have recently acquired a controlling interest in the
Wembley Stadium, Britain’s greatest sports arena, while the televising of football
matches has begun to revolutionise football finance. All this again is far removed
from what at the time was a prophetic cartoon in the Strand Magazine of 1898
showing a silk-hatted pedestrian at a rugby match equipped with a kind of walky-
talky set listening to the half-time scores, which he was about to pass on to a

distant friend.”!

To an economic historian pausing briefly after surveying the vast field
described in this lecture, the main conclusion must be that the chief theme of
the story is the way in which massive market interests have come to dominate an
area of life which until recently was dominated by individuals themselves with
the intermittent help of showmen and the more regular help of two groups I have
scarcely talked about at all — innkeepers and bookmakers. The massiveness of the
control is certainly more revealing than the often dubious statements made by
the controllers about the character of the “masses” whose wants they claim they
are satisfying. For the sake of simplification in this lecture and in its title — I have
talked throughout of “mass entertainment,” a now common term like a score of
other terms beginning with mass like “mass media,” “mass communication” and
“mass culture.” I must end, however, by querying the use of the term “masses”
in this context since it begs more questions than almost any term which is used
in business or society today. To see people as “masses” is not to know them or to
think of them in terms of a market formula. To talk of “mass communications”
is to mislead: the agencies of so-called “mass communication” are really agencies
of mass or multiple transmission. These points have been well made by Raymond
Williams in Britain and by Max Lerner in the United States. Let me quote Max
Lerner’s comment on the idea of the “masses” applied to mass entertainment.
“The editors of the big papers and magazines, the producers of movie, radio and
TV shows, the publishers of paperbacks and comic books, and of popular records
fall into the habit of abstracting some common denominator from all these
audiences. I suppose they have to in order to keep themselves from going crazy.

Yet the hardheaded, sharp-featured men must know that those whom they have

51 M. Marples, op. cit., p. 232.
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thus abstracted continue to be individuals with a variety of tastes. If they forget
this they forget it at their peril, for an audience whose varied and changing taste is
neglected will dissolve into thin air. Hence the continuing search for ‘fresh ideas,’
new formulas’ and formats.” If the ‘mass’ of the ‘mass media were uniform,
passive and plastic, there would be no need to woo it by novelties or to watch the
fever chart of the changes and chances.”? In judgements of this kind we cross
what I described at the beginning of this lecture as the fascinating but formidable
frontier between problems of commerce and problems of taste, and we must
remember that minority audiences as well as mass audiences have grown in the
twentieth century. Even briefly to discuss the issues raised by this would take not

one lecture but a dozen.

Yet this is not the only theme in the story I have been telling. On the technical
side scattered developments have led to the creation of an international electronics
industry with a top tier interested in a large number of fields, producing a wide
range of products and maintaining (sometimes with limited business results) large
and impressive research laboratories. On the industrial relations side not only has a
group of trade unions and employers associations been created — of which ASCAP
and the Musicians’ Union in the United States have been the most notorious —
but a huge network of agency organizations is now interspersed between the artist
and his employer. On the social side, institutions of entertainment have come
and gone in peaks and troughs of acceptance and rejection. The music hall, for
example, has almost completely gone, while other new institutions the bowling
alley in the United States, for example, are on the way in. Paradoxically some of
the changes have reinforced the position of the home. Before the rise of radio
and television, the revolution in mass entertainment was a revolution outside the
home: now it is a revolution from within. Given the sequence and the pattern,
there is need for greater public knowledge and discussion of what is going on and
what has already gone on. The want of entertainment is basically a simple want
which we all share: “show business” and “sporting business” are news. They are
also history.

52 M. Lerner, op. cit., p. 766. See also R. Williams, “Culture is Ordinary” in Conviction (ed. N. Mackenzie,
1958). For a different view see Dwight Macdonald, “A Theory of Mass Culture,” first published in
Diogenes (1953) and reprinted in B. Rosenberg and D. M. White (eds.), Mass Culture, The Popular Arts
in America (Chicago, 1957).
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Industrial research and
economic growth in Australia

Bruce R. Williams'

Alfred North Whitehead once wrote that the greatest invention of the nineteenth
century was the invention of the art of invention. He anticipated many later
writers who have claimed this invention for our time. But whenever, if ever, the
art of invention was invented, there is no doubt the use of science in agriculture
and industry has made a profound difference to our lives. It has brought a truly
remarkable increase in food and population, exciting new processes such at
atomic power stations and computer-controlled machines and plants, and an
extra ordinary array of new drugs, man-made fibres, TV, radar, jet aircraft, moon
rockets, and bombs that could end it all.

In the short time that I have been back in Australia, I have read and heard
much of the need for more research. Australian expenditure on research is often
compared very unfavourably with that in Britain and America. Whereas Britain
and America spend more than 2 per cent of their gross national products on
research and development, Australia is said to spend little more than one-half of
1 per cent; and whereas Britain spends over 3 per cent of net industrial output
on purely industrial research and development, Australian industry, it is said,
spends a mere quarter of 1 per cent and most of that on “development rather

than research.”?

It is usually taken for granted that not keeping up with Britain and America
is a sign of “backwardness”. To say, in this context, that Australia is backward

1 Thirtieth Joseph Fisher Lecture, 24 July 1962. Reprinted in Williams, B.R. (1967), Technology, Investment
and Growth, Chapman and Hall.
2 See S. Encel, Science, July 28,1961, pp. 260-266.
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implies that spending a higher proportion of national product on research and
development would ensure a higher rate of economic growth; and Dr. Encel’s
comment, which reflects the views of many scientists in universities and research
organizations, that Australian industry spends very little on research and
development and that “almost all of this is development rather than research”
implies that to increase the rate of economic growth special attention should be

given to research.

In this lecture I will not take all this for granted. Instead I will examine
whether these judgments are based on the avail able evidence. Is it true that
Australian economic growth could be increased by spending a higher proportion
of national product on research and development? Is there a special deficiency in
research expenditure? In an attempt to answer these questions, I will first define
the terms involved, and then examine the expenditure on various types of research

and development.

How much research?

Research is the activity of extending the bounds of scientific knowledge. Basic
research is concerned with fundamental scientific problems, which may be quite
unrelated to the current problems of industry, agriculture, medicine and defence;
by contrast, applied research is concerned with application to such current problems.
Such applied research may be short-term and direct. It may, however, be background
applied and difficult to distinguish from basic research, as suggested by a research
worker in a large industrial laboratory who remarked that “if you want me to do
it, it's applied, if I want to do it myself, it's basic.” Development, the process of
appraising the results of research, of selecting the most promising, and of making
them ready for actual application in industry, includes the process of building and
testing pilot plants or prototypes. Application or innovation is the process of adopting
a development and of getting it to perform as it was designed to perform, or better.
It is only this final step that gives us the new or improved products or processes. It

is therefore this final process of innovation that counts in growth.

In Australia, Government research agencies dominate the field. The
Department of Supply conducts Defence Standards Laboratories, Weapons

Research Establishments and Aeronautical Research Laboratories for military
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rescarch and development, costing more than £12 million a year. The
Commonwealth Scientific and Industrial Research Organization is concerned
with civil research and development over a very wide field, ranging from basic
research in such things as genetics and radio astronomy, to development work in
textile technology and rain-making. It now spends more than £10 million a year.
Other Commonwealth Government agencies — the Atomic Energy Commission,
the Commonwealth Health Department, the Bureau of Mineral Resources, the
Bureau of Meteorology, the Forestry and Timber Bureau and the Ionospheric

Prediction Service — spend another £7-8 million on research.

Universities play a small but important part in research. Their research
is mostly basic, and the conduct of this research is usually associated with the
training of high-grade research workers. Because of this, and of the other teaching
duties of professors and lecturers, estimates of spending on research in Universities
depend in some measure on assumptions made about the proportion of time that
members of staff devote to research. Recent estimates of University research have

ranged from £3 million to £5 million.

There is a notable lack of information about research and development in
industry. In 1955 the Research Survey Committee of the Institution of Engineers
inquired into the amount of industrial research but as the response was poor it
could only conclude that “104 firms with production in excess of ~500 million
spent £1.7m.”? Two investigators from the Stanford Research Institute recently
blew up this estimate to allow for incomplete response, for later salary increases,
and for the sub sequent growth of secondary industry, and they concluded that in
1960 industrial research was £15 million.* By contrast Dr. Encel used the same
original estimate, but after inquiries in BHP and the Colonial Sugar Refining
Company decided that it could be “said with some assurance that the total

amount spent in 1958-9 did not exceed £5 million.”

3 Australian Industrial Research, 1955.
4 Applied Research on the Development of Australia.
5 “Financing Scientific Research in Australia”, Science, July 28, 1961.
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Two estimates of research and development

Encel 1958-59 Stanford 1959-60

£m £m
CSIRO 8.5 9.2
Supply Department 11.7 (12.5)
AAEC 2.7 3.8
Other Commonwealth Government 4.5 2.5
State Governments 2.5 2.0
Universities 4.0 3.0
Industry 3.0-5.0 15.0

37-39 48
Percentage of GNP 0.6 0.7

(a. The Stanford estimate excluded defence. I have added the figure in brackets to make the two estimates
comparable.)

We have no reason to trust either guesstimate of industrial research. To get
a check I have tried an alternative approach by way of the manpower statistics of
the Department of Labour.® These statistics are not very satisfactory — they were
built up from a purely voluntary register, the definitions of qualified scientists and
engineers were loose, and the interpretation of research and development activity
was far from strict — but more satisfactory information from CSIRO and the

Department of Supply makes possible some necessary adjustments.

The unadjusted Department of Labour statistics imply that 8,000 scientists
and engineers were engaged in non-university research and development in
1959 — one-third of this number in “industry”. Now we know the expenditure
on research and development in CSIRO and the number of qualified scientists
and engineers (as usually defined). From these we can deduce the cost of
research and development per qualified CSIRO scientist or engineer. This was
£6,800 in 1959. In the Department of Supply the comparable cost was about
£10,000. If we use an average figure of £8,000 for Government research and

6 Reports on The Employment of Scientists, The Employment of Engineers, The Employment of Chemists, The
Employment of Physicists.
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development, the implication is that approximately 3,750 qualified scientists and
engineers were employed on research and development. Using the Department
of Labour ratio of industrial to Government employment, we arrive at a figure
of approximately 1,900 qualified scientists and engineers employed in industrial
research and development. In Britain the cost per qualified industrial research
and development man was at this time just under £8,000. We do not know
the figure for Australia, though from the few inquiries that I have been able
to make it appears to have been in the region of £4,500-£5,000. If so, the cost
of industrial research and development done by the 1,900 qualified scientists
and engineers was between £8%2 and £9%2 million. This estimate is almost the
average of the Encel and Stanford estimates. This is an accident from which I
derive no comfort or assurance. My estimate is based on “informed guessing”,
which is a beguiling but often misleading activity. However, the knowledge that
in the seven large firms that are frequently named when industrial research is
discussed the expenditure is near £5 million, makes me hope that my guess will

prove to be “informed.”

Recently Mr. L. Weickhardt” argued that if we make proper allowance
for the small number of large companies in Australia it is unrealistic to expect
Australian industry to spend more than £7 million on research and development.
However, this estimate is based on the assumption that the minimum cost of
an effective research and development department is £100,000 per annum. This
may be true of the chemical industry, but it is not true generally; and in any case

there will be many firms engaged only in development work.

The nature of Australian research and development

The overall position in research and development is that the Government effort
costs £30 million, the University effort, say, £5 million, the industrial effort, say,
£9 million. It is clear that Government agencies dominate the field. Defence
accounts for more than 40 per cent of Government research and development.

Commonwealth Government expenditure on the peaceful development of atomic

7 “The Future of Manufacturing Industry”: a paper read at the Autumn Forum of the Victorian branch of
the Economic Society, to be published as a monograph by the Committee for Economic Development
of Australia.

81



30 Industrial rescarch and economic growth in Australia

energy, medical research, re search into forestry, timber and mineral resources,
and State Government research in agriculture account for another one quarter

of the Government effort, and the remaining 30 per cent is provided by CSIRO.

In the civil field, both Government and private, CSIRO is the dominant
organization. Fortunately it publishes a good deal of information about the
nature of its activities. Until 1938, when defence problems pushed it into a
range of industrial research, CSIRO’s research was centred on primary industry.
After the war when defence research was transferred to other Government
agencies, the reconstituted CSIRO did not take the occasion to “go bush”
again. In 1960-61 CSIRO’s research budget was £10 million. £5%2 million
of this went on research and development related to primary industries. The
other £4%2 million was spread over chemical research (almost £1 million),
the National Standards Laboratory (£848,000), Radio Physics (£500,000),
Meteorological Physics (£128,000), Wool-Textile Technology (£450,000)
Coal Technology (£280,0.00), Building (£207,000), and a range of smaller
items. The expenditure that was consciously directed to the needs of Australian

industry was in the region of £2%2 million.

To the CSIRO expenditure of £2%2 million on secondary industry research
and development, we can add industry’s own expenditure of £8%2-£9%2 million.
This total of £11-12 million was approximately 0.6 per cent of the net value of
secondary production in 1959.

Primary industry research and development in CSIRO, in other-
Commonwealth, and in State research organizations, was approximately £9

million. This was 0.7 per cent of the net value of primary production in 1959.

To go further and to break down these civil figures into basic research,
applied research and development involves a deal of guessing. However, CSIRO
publications such as Research Review and Annual Report make possible informed
guessing about the main civil spender. Let us start by allocating to basic research
all the University expenditure of £5 million. Basic research in CSIRO appears
to cost about £4%2 million; in AAEC it may be £1 million. Total expenditure on

basic research, then, is £10-11 million.
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In applied research CSIRO spends £3%2 million and State Government and
other-Commonwealth agencies £3%2 million. AAEC spends £2%2-3 million and
industry £2-3 million. Total expenditure on applied research, then, appears to be
in the region of £11-12 million.

On development, industry spends £6-7 million, CSIRO £1 million, and
other Government agencies £2 million — a total of £9-10 million.

These estimates are necessarily rough and are meant only to indicate the
order of the problem. The Australian civil research and development effort
appears to be fairly evenly distributed between basic research, applied research
and development. The cost of each of these activities is a little less than the cost

of military research and development.

After this outline of the facts of the situation, so far as I have been able to
establish them, I came on to the teasing problems of evaluation. Is the overall
expenditure too low? Is there a sensible distribution of effort between primary
and secondary industry? Is there an appropriate balance between research and
development? These are the critical questions to which we would all like the
answers. | wish that it were possible to give them, but in the present state of
knowledge of Australian conditions it is easier to expose the wrong answers than
to provide the correct ones. Still, this is something; and I hope to go further and

indicate the appropriate lines of further inquiry.

Statistical relations between research and growth

It is important to emphasize that there is no established statistical link between
research and growth. Britain and the United States devote a relatively high
proportion of their national products to research and development but they have
not achieved notably high rates of growth. The Australian rate of growth in real
product per man hour has been higher than the British despite its much lower
ratio of research and development to output. Nor in Britain and the U.S. has there
been any apparent acceleration in the rate of economic growth with the post-war
acceleration of growth in research and development. It is not possible to provide

simple statistical evidence that it would pay Australia to raise its ratio of research
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to output. The bald assertion that Australian industry is backward because it
spends a small portion of net output on research, reminds me of Belloc’s jibe:
The scientists who ought to know
Assure us that it must be so;
Oh, let us never, never doubt,

What nobody is sure about.

In fact the lack of a close statistical relationship between research and
growth should not be a matter of surprise. The use of science in industry depends
on research, on development and on application, as previously defined. But these

are not measured and successive steps required for each innovation.

In some innovations, basic research, applied research, development and
application, do appear as measured and successive steps. Thus Rutherford’s atom-
splitting experiments were followed a short time later by applied research on
atomic fission, by development work on making bombs, and by the industrial
application of the results of this research and development. But this is by no
means a typical case. J. ]. Thomson’s basic research on electrons also provided, in
the end, for a new industry, but the time lag was 50 years and there was not an

orderly sequence of events from research to application.

Just as a contemporary innovation may draw on the basic or applied research
of an earlier generation, so it may draw on the research work of another country.
Sir Alexander Fleming’s original observation on penicillin mould in 1928 was the
starting point for Florey’s work between 1938 and 1942, Although Florey was able
to produce enough penicillin for clinical trials, the high-yield methods of growth
suitable for commercial exploitation were developed in America. The original
work on silicones was done by 1908 by Kipping of Nottingham; the development
and application between 1932 and 1942 was the work of the Corning Glass Works
of America and The Dow Chemical Company. Most of the applied research and
development leading to the atom bomb took place in North America; after the
war, Britain built on this and developed the first atomic power stations.

It is quite possible for a country to provide more than its share of the world’s
scientific output but less than its share of development and innovation. This, it is

often said, is the position in Britain: “Britain invents, foreigners apply.” Although
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this is a conceit that Britain shares with other nations, it is true that if there were not
a “development gap” British science would have a much bigger impact on British
industry.® Research may be relatively inefficient in generating growth because it
is not followed through to the point of application. This follow through is by no
means simple, as we shall see. Another country might produce less than its share
of science but more than its share of development. Until fairly recently this was
true of America. Other countries could decide to do little about either research or
development and to concentrate on the effective application of foreign developed
processes and products. This is a development gap in reverse. Switzerland followed
this policy until the 1930, and in some measure Japan follows it still. Australia in
its reliance on branches or subsidiaries of foreign companies, has acquired growth
from Britain and America’s research and development. We can call this Australia’s
vicarious research. If in our foreign dominated industries such as chemicals and
vehicles, research and development was the relevant British percentage of net
output (less present Australian percentage in these industries) industrial research
and development would be £15-20 million more than the actual £9 million. This
gives a rough idea of the importance of vicarious research and development in the

Australian economy.

The links between a country’s growth and its research and development
expenditure are also complicated by military affairs. In 1958 Britain spent 2.3 per
cent of net output on research and development. However, more than one-half of
this total expenditure was for defence research and development.” The position in
the United States was very similar. Some defence research and development yields

civil benefit, but by no means.

The uses of scientific manpower

I have already mentioned that the follow through from research to application
provides complex problems. It is obvious that scientists and engineers are needed
for industrial research and development. They are also needed for the actual

application of science to industrial processes. In the chemical industry in Britain,

8 For an appraisal of this and related issues see C. E Carter and B. R. Williams, Industry and Technical
Progress, Chapter 3.

9 Industrial Research and Development Expenditure, 1958 (Department of Scientific and Industrial
Research).
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qualified scientists and engineers make up 3.7 per cent of the total labour force,
though only one-third of them are engaged in research and development. In
aircraft, electrical engineering and precision instruments, only one-half of the
scientists and engineers are employed on research and development work. For
the whole economy, 40 per cent of the qualified scientists and engineers were
engaged on research and development. The final application of science to industry
often cannot take place unless scientific manpower is employed for the control
of production processes. When even the day-to day operation of sophisticated
industrial processes requires highly qualified technologists, the successful
introduction of new processes in factories is likely to be still more dependent on
them. The use of science in industry has very much reduced the usefulness of

production men “qualified only by experience.”

The need not to concentrate scientific manpower in research and
development is increased by the problem of identifying the relevant lines of
research. Efficiency in industrial research is largely a matter of choosing the right
problems. There are thousands upon thousands of possible research projects — the
crucial task is to choose those few projects which are made relevant by the market
position, the financial resources, the production problems, and the management
skills of the firm. Unless the research workers are guided by experts in production,
costing, finance and marketing, they are unlikely to identify the promising lines
of research; they are more likely to tangle their feet in the clouds. Perhaps Mark
Spade had this in mind when in Business for Pleasure he sardonically advised
Directors to “Give the Research Department only Big, Long Term Problems and

leave the results in trust for your heirs.”

It follows that there is an important problem of finding an eflicient
distribution of scientific manpower between teaching, basic research, applied
research, development, application, control of production processes, and technical
selling. It is quite possible to impede the application of science to industry by
drawing scientists into research and so impoverishing activities in developmentand
production departments. Since the purpose of applied research and development
is presumably to generate innovations in industry and agriculture, it is usually
better to think in terms of the overall use of scientific manpower and not simply
in terms of money spent on research. In some circumstances more research means

less growth.
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The special problems of research in Australia

The number of qualified scientists and engineers in Australia is small, both in
number and as a percentage of the population.'® It follows that it would be foolish
to spread our research and development efforts as widely as, say, the British do.
It follows too, that in some fields it may pay us to rely on the research and/or the
development work of other countries. This sets a problem in identification. In

which fields should we rely on others; in which should we concentrate our efforts?

Let us start with defence. In both Britain and America defence research
and development absorbs a large part of the scientific manpower. This is a field in
which size really matters; a field on which we could not hope to make much of
an impression. At most it could be sensible to take on a few marginal problems to
complement the work of allied countries. The Weapons Research Establishment,
operating at Salisbury and Woomera, which co-operates with the Britain’s Ministry
of Defence, is an example of such a complementary effort. The Australian defence
research effort at 30 per cent of the total spending on research and development
uses a significantly smaller percentage of scientific manpower than do the British
and American efforts. Given the low level of scientific manpower in Australia this

seems wise.

In primary industry, there are special problems set by climate and soil. We
cannot rely on the research of others, and primary industry, with a net value of
production of over £1,200 million, is big enough to justify a substantial effort in
both research and development. There is in fact a substantial effort. In 1959 the
expenditure was £9 million, 0.7 per cent of the net value of primary production. I
know of no way of deducing from these figures whether we ought to be spending
more, and I do not know enough about either the detail of the research effort
or the problems of application to judge whether the research and development
resources have been deployed in the best way. My general impression is that the
resources have been deployed well, but a definite answer to this question requires
a more careful joint scientific and economic appraisal of research programmes and
their results than CSIRO, and State Departments of Agriculture or independent
researchers have given them.

10 As a percentage of population the Australian supply of scientists and engineers appears to be 60 per cent

of the British figure.
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In secondary industries the problems of applying science are both more
complex and less special than in agriculture. They are more complex in the
sense that the isolated socialization of research is likely to be less efficient than
in primary industry. The range of output is much less in wheat or wool or dairy
farms than in engineering or chemical or electrical factories. And, because so
much less of the actual production can be left to nature, the dependence on
scientific manpower is generally greater within factories than on farms. Research
and development isolated from production is therefore generally less successful
in secondary than in primary industry. The problems are less special in the sense
that our raw materials and climate do not render irrelevant much of the research
work of other countries. This is fortunate, because any attempt to cover the whole
field would lead to the growth of many inefficiently small and ineffective research
departments and to a drain of scientific manpower out of other important work.
(I assume, I think realistically, that the increased demand for scientific manpower
would not be met by increased imports from abroad.) In development, too,
the work of other countries is generally relevant, though there are some special
problems of adapting foreign techniques to Australian climate, raw materials and

COSt structure.

It does not follow from the fact that our problems are not for the most part
special, that it must pay us to ignore industrial research. In some fields it will pay
us, in others not. In some fields the cost of buying know-how may be so high
that it would be more economical to develop our own technologies. The cost of
buying know-how tends to be high in the “patent sensitive fields” in which, it
so happens, small countries can sometimes compete with the big: witness the
success of Switzerland in pharmaceuticals and dyes, and Holland in electronics.
Where our Universities and Research Institutes make significant contributions
to basic research in the relevant “patent sensitive” fields, we can expect to find

opportunities for profitable industrial research and development.

It is, however, misleading to think of research and development as the
general alternative to buying know-how. Often the relevant alternative will be
between spending money on development or on buying know-how. Given that
the objective is the fruitful application of science to industry it is reason able to
assume that it would be wise for a country with a special shortage of scientific

manpower (in the sense already explained) to concentrate more of its manpower
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near the point of application than in countries with a less acute shortage. In
other words, we should expect Australian industrial research and development
to be more concentrated on development than in say Britain or America, unless
a range of Australian industry is made so dependent on foreign technology that
there ceases to be a shortage of scientific manpower to deal with the problems of
the other industries. As I have indicated in my calculation of vicarious research,
certain Australian industries, notably chemicals and vehicles, do draw consider
ably on foreign research and development. But this does not keep them out of
the market for scientific manpower. The vehicles industry uses engineers for local
development and for production; the chemical industry is a large employer of

scientists and engineers for research, development and production.

Looked at in this way the roughly equal distribution of expenditure between
basic research, applied research and development does not look ideal. Even by
comparison with the US — a large economy with a relatively good supply of
scientific manpower — the ratios of applied to basic research and of development
to applied research are low. For industry alone, development expenditure is
approximately equal to the total of relevant basic and applied research, which
again by comparison with the industrial sector even in large countries suggests

that development is very low in relation to research.

There is another problem that calls for further investigation. A high
percentage of expenditure on research relevant to industry is conducted by
institutions with no direct interests in production and selling. There is evidence
from other countries that does not encourage a rapid application of science to
industry."" Research detached from production problems and facilities is quite
likely to increase the sum of unused applied science, to add to the development
gap. In primary industry, CSIRO for example has experimental farms and is
able to develop the results of its research under field conditions. In part of its
coal research it is able to find solutions to particular problems referred to it by
industry. In textile technology it has created production facilities to carry through
its development work on processing and finishing to the point of application. But
elsewhere CSIRO has not given such attention to the problem of the development

11 See C. E Carter and B. R. Williams, Science in Industry (O.U.P).
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gap. Part of this problem must remain unsolved until manufacturers employ
a sufficient number of scientists and technologists to make possible a fruitful
collaboration, but even so I suspect that CSIRO is not giving suflicient attention
to the choice of fields in which it could make its biggest contribution to Australian
industry. I do not pretend to know what these fields are. The knowledge cannot be

acquired without a considerable joint research effort by economists and scientists.

The role of overseas companies

[ referred earlier to the importance of vicarious research and development. I have
argued that these foreign companies do not relieve Australia of its special shortage
of scientific manpower. But do they overcome the apparent under-emphasis on
development? This is an important question. Australian subsidiaries or branches
of overseas companies can draw on the results of research and development that
costs very much more than £15-20 million, and, more importantly, they draw
on the successful results. It is therefore reasonable to treat most of this vicarious
expenditure as equivalent to development. It is this operation of overseas
companies that begins to make sense of the Australian use of scientific manpower.
I put the matter in this way quite deliberately. Much of the argument about the
need for more research in Australia arises from the belief that we spend too much

on buying foreign know-how.

It is interesting to note that the role of Research Associations in Australia
has been small. There are Research Associations for bread, wine coal and tobacco,
but the total expenditure is very small — it is about one-twentieth of what it would
be if we used Research Associations as they are used in Britain for co-operative

research in industries where there are many small firms.

Significantly, and shamefully, we do not know-how much is spent, but
even if we did, the fact would remain that we lack the scientific manpower to be
self-sufficient in our technology, and that the more we tried to be, the more it
would be necessary in the interests of economic growth (though not necessarily of

scientific fun) to put more money into development rather than research.

At the beginning of this lecture I quoted Dr. Encel’s estimate that Australian

industry spends a mere quarter of 1 per cent of net industrial output on research
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and development. If Australian industry spent the same percentage as British
industry, industrial research and development would cost £70 million. Such a
comparison, though it is often used, is rendered meaning less by the different
industrial structures of the two countries. The British weights are wrong for
Australian conditions. If instead of using the British average net industrial output
on research and development, we use the appropriate percentage for each industry
— 36 per cent for aircraft, 12 per cent for electronics, 6 per cent for chemicals, one-
quarter of 1 per cent for wood paper and pulp, and so on — then the comparable
figure for Australia is not £70 million but something like £40 million. (The
eccentric way in which Australian production statistics are compiled makes an
accurate estimate impossible.) If to the direct Australian industrial expenditure of
(the calculated) £9 million we add the vicarious expenditure of £15-20 million
(and, in the interests of realism, some such addition should be made to the direct
expenditure) the Australian effort does not look quite so puny. In saying this I do
not want to give the impression that there is good reason for complacency. The
special shortage of scientific manpower is in part due to a low ratio of scientific to
total manpower. If this ratio is raised the opportunities to make and to use science
will be increased. And though I have stressed the very important role of overseas
companies I have not implied that we do get the benefits of these companies
on the most favourable terms. Indeed I do not think that we do, and I think
it high time that more attention was given both to the capital structure and to
the limited trading opportunities of the Australian parts of overseas companies.

These, however, are distinct issues.

Summary and conclusions

a) 'The relation between research and growth is complex. Growth in output per
head depends on new or improved products and processes of production. The
life history of such innovations is made up of the basic research from which
applied research grows, the development of the results of applied research to
prepare them for use in production, the decision to use the new development
or design and where necessary to invest in the planned innovation, the
application of the new method to the farm or the factory processes, and the
marketing of any new products which in some cases involves sophisticated

technical selling and service.
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b)

)

d)

e)

92

These events in the life history of innovations do not usually follow each
other in a consistent time sequence. Nor need all these events take place in
the same industry, or in the same country. In any country, the life history may

start with research or with development or with application.

All these events in the life history of innovation depend in some measure on
the use of scientific manpower. Research and development depend on the
employment of scientists and engineers. So, too, does the actual introduction
of the new method to the farm or the factory — whether in the form of field
officers or production engineers. Sometimes operating the new processes is
fairly simple and only calls for occasional servicing by experts; frequently,
as in a chemical plant, day to-day operation depends on highly qualified
technologists. The use of science in industry has very much reduced the

usefulness of those “qualified only by experience.”

It is misleading to think of the possible contributions of science to industry
just in terms of research, or even in terms of research and development. It
is possible to have too much research. It is possible to produce many more
useful scientific ideas than can be developed and applied by the scientists
and engineers employed in development and production. It :is also possible
to have too much research in another sense namely, that a higher rate of
innovation could be achieved by using a higher proportion of a country’s
scientific manpower to develop and/or apply the research results of other
countries. In other words, it is possible to aim for an inefliciently high level
of self-sufficiency in research as well as in production. The key problem is
not how much applied research, but how best to distribute the scientific
manpower between research, development and other activities. Much of the
talk about the need for more and more research implies either that there is an
unlimited supply of scientists and engineers, or that they are only good for

research and development work.

It is not possible to speak with confidence (at any rate not possible for me to
speak with confidence) about the precise balance of the Australian effort. The
information on which such a judgment should be based is often conspicuous
by its absence. However, such calculations as I have been able to make lead
me to suspect that Australian industry is backward in its use, or lack of use,
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of qualified scientists and engineers for both production and development.
I suspect also that too high a proportion of the applied research effort is
too detached from production interests and development facilities. Such
remoteness usually leads to a mixture of irrelevance in applied science and of
failure to bridge the gaps between invention and innovation. Such remoteness

is therefore likely to impede growth.

To get to the answers to these questions we need accurate information on
research and development expenditure in industry and on the size and
distribution of scientific manpower. We need research into possible lines of
innovation that look promising on both scientific and economic grounds,
into the problems of distributing scientific manpower efliciently, into the cost
of making innovations at home compared to the cost of buying them from
abroad. These are important and interesting lines of research, and I take this
occasion to express surprise that so very few resident Australian scientists,
both natural and social, have not found them so. If this lecture should help in
any way to stimulate such research, I should have some reason to think that

had done my duty to Joseph Fisher.
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Australian foreign aid policy
Heinz W, Arndt’

I do not in this lecture propose to state the case for economic aid or for more
economic aid by Australia to developing countries. This has recently been done
well by a group of Melbourne colleagues.? What I want to do is to discuss some
of the difficult choices that confront a willing donor country in foreign aid policy.
What kinds of aid are most effective? More especially, what is the most sensible

foreign aid policy for Australia?

Foreign aid has been the subject of much earnest and anxious re-thinking
overseas in the last year or two. In the United States which for a decade and more
had carried the burden almost alone, there was a good deal of disillusionment.
The ordinary American often found it hard to see what there was to show for
many billions of dollars other than the resentment so often and unfairly earned
by charity. The new approach to foreign aid which formed part of President
Kennedy’s New Frontier did not still all doubts whether American aid was being
used as effectively as it might, doubts which were voiced again last year in the
Clay Report. A similar re-appraisal has been going on in Britain and other donor
countries, and in the United Nations and its specialised agencies. As 7he Times
pointed out a while ago, “at a time when most economists are agreed that more
aid than ever will be required in the next decade both the effectiveness of aid and
the question of whether other countries can share the burden with the United

States are coming under close scrutiny”.?

1 Thirty-first Joseph Fisher Lecture, 9 September 1964. Reprinted in Arndt, H.W. (1968), A Small Rich
Industrial Country: Studies in Australian Development, Aid and Trade, Melbourne: Cheshire.

2 A Clunies Ross, and others, One Per Cent, Melbourne University Press., 1963.

3 The Times, London, 3 October 1963.
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Australians have so far left the job of thinking about foreign aid policy
very largely to a few officials of the Department of External Affairs. If, as I hope,
Australia will substantially increase its aid effort in the next few years to the point
when it begins to hurt just a little, the issues of foreign aid policy will provoke

public interest also in this country.

The ends of aid
The first difficulty in formulating an effective foreign aid policy has everywhere

been found to be uncertainty about the ends which foreign aid is to serve.
“Effective” for what? There is no simple answer to this question. The wide range of
motives behind national foreign aid policies has recently been neatly summarised
by the United Nations economist, Dr. H. W. Singer:
“There is a strictly humanitarian feeling that social welfare measures
should not stop at home. There is the shock of world poverty in the
midst of plenty. There is a feeling that such a world is not stable
and the affluent nations will not be safe unless they help the others
to higher standards (the ‘insurance policy argument’ for foreign
aid). There is the desire to win friends and influence people. There
is the desire to maintain open and democratic societies in the
underdeveloped countries. There is the competition of the Cold War.
There is the desire, or feeling of commitment as now in Western
Europe, to repay help received in their hour of need, i.e. under the
Marshall Plan. There is the desire to support one’s actual or potential
customers. There is the desire to reduce one’s unemployment or get

rid of surplus food or surplus industrial capacities.

“As may be seen even from this short list, the motives range all the
”4

way from the sublime to the, well, less sublime.
The fact that in the democratic countries Governments lean over backwards
to stress the selfish arguments for aid unfortunately hides the novel and exciting

fact that very many of their ordinary citizens today accept, and indeed passionately

4 H.W. Singer, “International Aid for Economic Development: Problems and Tendencies”, International
Development Review, March, 1964, p. 17.
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believe in, the humanitarian case for aid to the developing countries. In the words
of the authors of One Per Cent, they believe that “the simple fact that we, as a rich
nation, can afford to help those whose needs are desperate is reason enough.” 3
But even to assume, over-optimistically, that the object of aid is simply to help the

poorer countries is to pose questions, rather than to answer them.

Meere relief of poverty or distress, it is now generally agreed, is not enough.
Of course, relief is often imperative. It is hard to refuse food to starving people
or medicines and doctors to fight epidemics. But such help does good only while
it lasts. At best, it temporarily raises current standards of living in the poorer
countries — or postpones a fall. It does little or nothing to further their economic
development. This applies also to all technical assistance that merely helps out
temporarily with scarce expertise of one kind or another. If — pace Shaw — foreign
experts do not teach as well as do, technical assistance ensures at best that, for a
time, the job is done better. It may even do harm by weakening the incentive to

develop these skills locally.

Aid must seek to accelerate economic development in the poorer countries,
not merely to raise current living standards. In the broadest sense, it must be aid
to investment rather than to consumption. Hence the increasing emphasis in all
aid policies on capital assistance to supplement inadequate local saving for capital
formation and scarce foreign exchange, and on technical assistance in education,

training and research.

But even this definition leaves two major questions unresolved. Should aid
policy concentrate on those countries which need aid most or on those which
are likely to make the best use of it? Is the target a rate of economic development
sufficient to enable the underdeveloped countries to catch up, to close the gap
between the rich and the poor, or at least a rate equal to that of the advanced

countries?

To take the latter question first, recent overseas thinking about foreign aid
has moved away from either answer. For most parts of the underdeveloped world,

a closing of the gap between rich and poor countries is for the foreseeable future

5  Op. cit, p. 26.
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an impossibly ambitious target. Since World War II the gap has been widening
because the rich countries have, on average, enjoyed much faster growth than the
poor. Merely to aim at equalling the rate of growth of the advanced countries,
which would still leave the absolute gap in living standards growing larger
and larger, will seem too modest a target to most of the developing countries

themselves, but is in any case of little relevance to aid policy.

The target for foreign aid must be, not any particular level of income or
rate of growth, but to make the developing countries independent of the need
for further aid; in other words, in the current phrase, to aim at self-sustaining
growth. On this basis, the haul may be a long one but there is an end to the road —
in the sense in which the US Administration was able to announce last June that
aid to Taiwan and Greece will shortly end because these countries have outgrown
the need for it.®

Discussion of the other question, the best distribution of aid among recipient
countries, has yielded a similar conclusion. Since capacity to make effective use
of aid, like almost every thing else, improves with economic development, the
two criteria are liable to point to opposite policies: the countries most likely to
make good use of aid will generally be countries, like Malaya or Taiwan, already
well on the road towards economic development, while the capacity to absorb
aid of very poor countries may be very limited. A better criterion than either is
that pro posed by President Kennedy’s chief adviser on foreign aid, Dr. Rodan:
“Ideally, aid should be allocated where it will have the maximum catalytic effect
of mobilising additional national effort or preventing a fall in national effort. The
primary criterion is thus to maximise additional effort, not to maximise income

created per dollar of aid.””

In practice, this will not be an easy test to apply. Additional national effort
is hard to measure or predict. But as a broad guide to aid policy, it offers the best
chance of channelling aid where it will do most good, in terms not merely of

growth but of self-sustaining growth.

6 Sydney Morning Herald, June 10, 1964.
7 P N. Rosenstein-Rodan, “International Aid for Underdeveloped Countries,” Review of Economics and
Statistics, May, 1961, p. 107.
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The means of aid

While the economic objectives of aid policy have now been reasonably clarified,
there is still much argument about the relative merits of different forms and kinds
of aid: capital aid versus technical assistance; multilateral versus bilateral aid;
loans versus grants; tied versus untied aid; project versus programme aid; the role
of surplus disposal, trade credit, and private investment; supply of experts versus
training programmes; and last but not least, aid versus trade. Even to summarise
the pros and cons of each one of them would take all my time and more. I will

confine myself to some that may have particular relevance to Australia.

The choice between capital aid and technical assistance is obviously not
mutually exclusive. All the developing countries need both. They need external
capital because their poverty does not allow them to finance an adequate rate of
capital formation from domestic saving. Itis estimated that total aid — international
financial assistance from public funds for economic development — at the present
rate of $5-6 billion a year constitutes about 30 per cent of total net investment
in the under developed countries.® While there is no simple mechanical relation
between the rate of capital formation and growth of living standards, it is doubtful
whether even the current rate of growth in per capita incomes in the developing

countries, on average perhaps 1-1.5 per cent per year, could be sustained without

this aid.

Technical assistance has the advantage to the donor country that it costs
less than capital aid — for the simple reason that the quantity of it that can be
organised in any year, or for that matter absorbed, is limited. But there is little
sense in the currently fashionable notion that education and technical progress
are more important for growth than capital formation. Both must go hand in
hand, and this holds for foreign aid policies as much as for planning for economic
growth in one country.

Much the same applies to the prolonged debate over the relative merits
of multilateral aid, through the United Nations, the World Bank and other
international agencies, and bilateral aid from country to country. There are still

8 H.W. Singer, op cit., p.16.
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very great advantages in channelling at least some part of aid through multilateral
channels. Such aid is less liable to be suspected of having political or other strings
attached to it, particularly where, as in the case of the United Nations, the agency
straddles both sides of the Iron Curtain; the usefulness of funds is less likely to be
limited by their being tied to the exports of individual donor countries; in the case
of some international agencies, like the World Bank aid will be administered with
unrivalled expertise; finally, the United Nations and other organs of international
co-operation deserve support for their own sake, and using them as channels of

aid is support of the most telling kind.

But there is also much to be said for bilateral aid, even from an international
or from the recipients’ point of view. As the number of donor countries has
increased, the opportunity to play off one against the other has made bilateral
aid quite attractive to receiving countries and has diminished fear of interference
or political strings. Arrangements like the Colombo Plan and the Aid-India
consortium have, by exercising a measure of co ordination, alleviated one of the
more obvious disadvantages of bilateral aid. When it comes to efficiency, some
of the inter national agencies, hamstrung by country quotas in staffing and other
respects, have a checkered record. The bulk of aid will in any case continue to
be bilateral simply because bilateral aid is overwhelmingly more attractive to the
donors. Each donor country cherishes its “freedom to be more generous to a
decent, friendly government than to an indecent, unfriendly one”;” all donors “have
political objectives, regional loyalties, security interests, and special relationships
which move them to provide assistance over and above what is available from
elsewhere”.’® What may look like interference to the recipient may to the donor
seem no more than a minimum assurance that aid will not be wasted. Even the
developing countries would suffer on balance “if exclusive reliance on multilateral
agencies resulted in substantial economies but even greater reductions in the total

availability of aid for developmental purposes”."!

9 R. E. Asher, “Multilateral versus Bilateral Aid. An Old Controversy Re-visited”, International
Organization, Autumn, 1962, p. 705.

10 Ibid., p. 719.

11 Ibid., p. 709.
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Ten years ago, it was common to urge donor countries to give aid by way of
outright grants, rather than by loans with their burdens of interest and ultimate
repayment. On this point there has been a change of emphasis. The problem of
debt service has not disappeared; indeed, the International Bank has stressed that
many poor countries are nearing the limit of their ability to borrow on present
terms.'> But the answer is now seen, not so much in grants, as in “soft” loans,
loans for fifty or more years, at low interest, with debt service waived for an initial
period which, rather in line with Soviet thinking and practice, are felt to be more

businesslike.'?

On another major issue, tied lending, there has been some clarification
of thinking. It is obviously in the interests of the developing countries that loan
money should be freely available to be spent where their needs can be met most
effectively and cheaply. It is no less obviously tempting to donor governments
to buy domestic support for aid by tying loans and — thus making aid a vehicle
of export promotion. What has come to be more clearly recognised is that
tied lending is legitimate where the donor country is in balance of payments
difficulties and that explicit provision should he made for this. Ideally, countries
in balance of payments surplus would agree “to untie their aid while permitting

the countries in deficit to tie theirs”.'

Technical assistance as a form of international aid is little more than ten
years old. It is the subject of second thoughts both in relation to the supply
of experts to developing countries and to the training of their nationals in the
advanced countries. To quote just one observation made some years ago by one
of the experts of the Ford Foundation: “A large part of this [technical] assistance
has been wasted, in the long view, because it was not related to the process of
achieving relative institutional self sufficiency in the countries receiving it... For
the most part technical assistance has dealt with immediate problems. Only now,
I believe, is it being applied to the long-range job of institution building.”"> On

this principle, the Ford Foundation is, for example, helping to establish more than

12 The Times, London, 3 October 1963.

13 H.]. P Arnold, Aid for Developing Countries, Bodley Head, 1962, p. 36.

14 H.W. Singer, op. cit., p. 19, ¢f. also Rosenstein-Rodan, op. cit., p. 111.

15 George F. Gant, “Technical Assistance in the Sub-Continent”, paper delivered at the London School of
Oriental and African Studies, London, January 8, 1960, Ford Foundation (roneoed), pp. 6, 7.
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50 polytechnics in Pakistan. This approach is also receiving increasing emphasis
in the work of the Special Fund and other United Nations agencies.

There is, finally, the large subject of Aid and Trade. It has frequently been
pointed out that the developing countries lost as much through the deterioration
in their terms of trade during the nineteen-fifties as they received in aid. The
recent United Nations Conference on Trade and development was called to seek
some agreed answers to the desperate trade needs of the developing countries.
If UNCTAD achieved little agreement except on the establishment of another
international organisation, it did secure all-round recognition that “the play of
market forces is an inadequate basis for the economic relations between rich and
poor countries”.'® It is a paradoxical fact that the rich countries seem willing to
pour out aid, but are niggardly to a degree with trade concessions. The reason is
no doubt that “the burden of trade concessions and trade adjustments may be
concentrated upon influential, if narrow, vested interest; whereas the burden of
aid is more widely spread among the general body of taxpayers and less clearly
defined”.”” There would seem to be scope here for breaking down some of the
opposition through tax-financed assistance to the vested interests in undertaking
the required adjustments of production and trade. As Dr. Prebisch said in his
preparatory report to UNCTAD, “it is no good to preach the need for them
[the developing countries] to develop by their own efforts and at the same time
to limit their possibilities of giving practical expression to that effort in the inter

national field through the expansion of their exports”.'8

These then are some of the ideas on foreign aid policy that have emerged
in recent overseas discussion. What is a sound approach to foreign aid for the
major donor countries like the United States or the United Kingdom, however,
does not necessarily make a sensible foreign aid policy for a country in Australia’s
in many ways very different circumstances. Before we can test Australia’s present
performance in the light of these principles, we should look more closely at her

special circumstances.

16 Lynceus (7he Economist, London ), “After the Geneva Trade Talks”, Canberra Times, June 25, 1964.

17 H. W. Singer, op. cit., p. 19.

18 Towards a New Trade Policy for Development, Report by the Secretary General, UNCTAD, United
Nations, New York, 1964, p. 124.
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Australia’s circumstances

The first of these, which places Australia much more nearly in the position of Britain
or France than the United States, is her responsibility for a large underdeveloped
dependent territory in Papua and New Guinea. While the United States has
some dependent territories, their claims are negligible in relation to the total of
American aid. More than 90 per cent of aid given by Britain and France, on the

other hand, goes to their present or former Colonies."

The case for giving first priority in aid to “the territory politically dependent

on ourselves’

is obvious: being politically de pendent, it can get aid only
from us or through us. At the same time, while we control its government and
administration we will feel confident, perhaps unduly confident, that aid will
be effectively used. It is not perhaps so obvious why Australia should not, like
Britain and France, channel almost the whole of her aid effort in this direction.
The answer is partly that, at least in the short run, the absorptive capacity of
Papua and New Guinea is limited, but mainly that the former British and French
Colonies represent a large part of the underdeveloped world. In Australia’s case, a
policy of giving all aid to New Guinea and none for multilateral aid or bilaterally
to other underdeveloped countries would, from a purely self-interest point of
view, have a double disadvantage: it would mean giving up all the diplomatic,
commercial or other purposes that aid can serve while making Australia look
selfish in the eyes of the world.

The second feature which obviously distinguishes Australia from the
major donors is that she is small. On a generous reckoning, Australia is this year
contributing no more than 1.5 per cent to the world total of aid to developing
countries and only one fortieth of the American contribution. If we, in common
with all other rich countries, raised our aid to 1 per cent of national income, our

share would be much the same as now.?!

19 Sir John Maud, Aid for Developing Countries, Stamp Memorial Lecture,1963, University of London,
1964, p. 11; H. J. P Arnold, op. cit., p. 87.

20 Sir John Maud, op. cit., p. 9.

21 Estimates given by Rosenstein-Rodan (op c¢iz., p.118) suggest that Australia accounts for about 1.3 per
cent of the aggregate national income of all the developed countries.
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It at once follows from this that, unlike the United States, Australia can
never through her aid alone make a significant difference to the capital resources
and therefore the rate of economic growth of the developing countries. What is
happening to the overall rate of economic development of the recipient countries
— New Guinea excepted — can never be a test of the efficacy of Australian aid. And
this would remain true even if it were practicable, as it is not, to concentrate all
our aid on one country, say Malaysia or Thailand. We can, of course, con tribute
our mite to joint efforts large enough to make a difference — whether through the
United Nations or through consortia — but only at the price of relative anonymity.
The modest dimensions of what we can give also imply that we cannot, generally
speaking, attach major conditions to our aid, while not weighty enough to insist
on conditions which might reassure us as to the effective use of our aid, we have
the correlative advantage that we are much less likely than a major donor to
be suspected of interference in the recipient countries’ internal affairs. And, of

course, we can, if we choose, help by setting the pace for other donor countries.
y g

A third closely related fact is that Australia is not a Great Power. We are free
from the burden of leadership of the Western Alliance which inevitably colours
most aspects of American foreign aid policy. It should therefore be easier for us
than for the United States to concentrate on economic criteria in aid policy. But
Australia is neither so small as to be effectively in capable of aspiring to a foreign
policy of her own nor in the position — a by no means inexpensive position —
of neutrals like Switzerland, Austria and (in some respects) Sweden. Even the
smallest country is liable to pay regard at least to goodwill in its allocation of aid,
because even the smallest country -like Ike — likes to be liked. To a greater extent
than New Zealand, Australia has foreign policy interests which to her are vitally
important and which she cannot ignore in her foreign aid policy. Unlike Canada,
Australia lies close to one of the world’s trouble spots and has all kinds among
her neighbours. Aid is to her in part a means of undoing some of the damage
done in Asia by her restrictive immigration policy. Last but not least, Australia is
a member of the Western Alliance and carries the obligations of this membership
in her part of the world with respect to both military aid and the allocation of

economic aid.

Finally, there is the notion that, in the words of her official spokesman at
UNCTAD, Australia is “in something of a midway position between the developed
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and the developing countries”.** This is true in a sense but much less relevant to
foreign aid (or trade) policy than is sometimes suggested. It is true that, as a country
exporting primary products, we share the interest of most developing countries in
more stable and expanding world markets for such products. On the other hand, we
share the reluctance of the advanced industrial countries in giving the manufactures
of the Asian countries freer access to our home markets. And to suggest that we
resemble the poorer countries in being a “developing” and “capital importing”
country and that this, in some way, excuses us from helping them through aid
and trade in the same measure as other rich countries is sheer humbug. No doubt
Australia is developing, but so are the United States, France Japan, Germany,
and some of these a good deal faster. No doubt our immigration policy makes
heavy demands on our capital resources, but it is a policy which is not in anyone’s
national interest but ours. No doubt Australia is importing capital, but her capacity
to “attract from overseas investors a large inflow of funds which those investors . .
. would not invest in poorer countries”® might well be thought to enhance rather
than diminish her obligation to make what aid she can available to her less fortunate
neighbours. I was shocked to hear that the resolution adopted at UNCTAD, asking
each economically advanced country to give not less than 1 per cent of its national
income in aid to developing countries, was qualified, apparently at the insistence
of and for the special benefit of Australia, by the phrase “having regard, however,
to the special position of certain countries which are net importers of capital”.** I
hope we will not use this miserable loophole to crawl out of an obligation which
less wealthy countries are shouldering willingly. Here I must leave the discussion of
principles in order to leave myself time to say something about what Australia is
now doing, and what she might be doing, in the field of foreign aid.

Australia’s performance

Table 31.1 gives an overall statistical picture of Australia’s past record and present
performance. In 1963/64 Australian Government expenditure on foreign aid in
all forms amounted to £45 million. Expressed as a percentage of national income
this was two-thirds of 1 per cent. No equally up-to-date figures are as yet at
my disposal for other countries. Since foreign aid effort has increased almost

22 Statement to UNCTAD by Mr. John McEwen, March 26, 1964.
23 A. Clunies Ross, 0p. cit., p. 43.
24 UNCTAD, Final Act, Annex A, p. 86. E/CONE 46/L.28, 16 June, 1964.
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everywhere in the last few years, any comparison with figures for earlier years in
other countries may put Australia in an unduly favourable light. For what it is
worth such an international league table placed Australia well behind the leader,
France (1.9 per cent), and also behind the United States (0.8 per cent) and two
smaller countries with whom she might well compare herself, Belgium (0.9 per
cent) and the Netherlands (0.8 per cent), but on a par with the United Kingdom
and Germany in fifth place.”

In addition to aid from public funds, Australians contribute a not insignificant
amount, estimated at something over £3 million in 1963/64, through private channels
such as the Churches, the Volunteer Graduates Scheme, the Freedom from Hunger
Campaign and Community Aid Abroad.” But if this is mentioned, one might
feel constrained to mention also the perhaps not dissimilar amount of “technical
assistance” which Australia still receives, mainly from American public agencies and

foundations for research in Australia and training of Australians abroad.”

Almost two-thirds of the £45 million of official aid last year was accounted
for by net government expenditure in Papua and New Guinea. While one might
blush at some of the items included in this definition of “aid” to the Papuans,
it seems to me entirely reasonable, as I have said before, not only to treat such
expenditure as aid but indeed for Australia to accord this form of aid high priority.

Of the rest of Australia’s official foreign aid last year, some £6.5 million
constituted bilateral aid, the bulk of it under the Colombo Plan and SEATO
Economic Assistance. Some £9.5 million was multilateral aid, of which £6 million
went to the International Bank, its subsidiary the International Development
Association and the Bank-sponsored Indus Waters Project, and most of the
rest to the Special Fund and other agencies of the United Nations. Even if the
contribution to the Indus Waters Scheme is treated as bilateral, Australia was doing

rather better than most countries in the share of aid given in multilateral form.?

25 The percentages for other countries are those calculated by A. Clunies Ross for OECD data for 1962
(op. cit., p. 12).

26 Nancy Anderson, “Australia’s Voluntary Foreign Aid Activities”, Australian Outlook, August, 1964.

27 Cf statement by Dr. P. A. Siple, Scientific Attaché, US Embassy Canberra, quoted Duaily Telegraph,
May 1, 1964.

28 “Only some 10 per cent of total world aid is in multilateral form, 90 per cent being bilateral, and the
proportions of our British aid are much the same” (Sir John Maud, op. ciz., p. 9)
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Heinz W. Arndt

(Australian grants and grant-like contributions to international

development and relief, and assistance to Papua New Guinea)

1945-46 to Annual 1962-63 1963-64
1962-63 average 1958- estimate
69 to
1962-63
Multilateral
International financial institutions:
IBRD gold and dollar 2,379 119 - -
payments
IBRD release of 18 per cent 18,583 2,817 2,672 2,672
subscription
IFC 998 - - -
IDA 1,909 382 1,346 2,724
Others:
UN Special Fund - - - 375
UNRRA 22,522 - - -
Post UNRRA 1,830 - - -
UNKRA 1,799 - - -
UNICEF 6,068 230 240 240
UNHCR 479 51 50 75
UNRWA 1,300 88 90 90
UNEPTA 2,926 299 279 335
UN Fund for Congo 335 67 - -
ICEM Far East Refugees 265 48 50 50
Indus Waters Scheme 2,594 519 968 2,770
World Food Programme 202 40 202 240
WHO Malaria Eradication 48 9 - -
FAO Freedom from Hunger 8 2 - -
WRY 50 10 - -
Total 67,657 4,687 5,906 9,529
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Table 31.1: Australia’s foreign aid (£A ‘000)

(Australian grants and grant-like contributions to international
development and relief, and assistance to Papua New Guinea) cont.

1945-46 to Annual 1962-63 1963-64
1962-63 average 1958- estimate
69 to
1962-63

Bilateral
Laos Stabilisation Fund - - - 179
Colombo Plan:

Economic development 35,783 2,638 2,764 2,700

Technical assistance 12,716 1,588 2,082 2,300
Gifts to United Kingdom 45,000 - - -
SEATO: Economic Assistance 3,774 717 1,248 1,000
SCAAP 96 30 76 150
Scholarships 685 110 273 322
Flood and disaster relief 429 42 89 35
Refugees 291 4 22 -
Congo Medical Team 19 27 - -
Total 98,793 5,156 6,554 6,686
Papua/New Guinea
Grants to administration 143,619 15,275 20,000 25,250
Identifiable departmental 12,434 1,448 3,000 3,000
expenditures
Agricultural loans to ex-servicemen | 2,327 463 634 354
(Net)
Total 158,380 17,186 23,634 28,604
Grand total 324,830 27,029 36,094 44,819

Source: Department of External Affairs, Canberra.

It is the £5 million of Australian Colombo Plan aid that Australians hear
most about because, though given in response to specific requests by the receiving
countries, it consists of Australian products, experts and training facilities and

thus comes into the lives of numerous Australians. Since the beginning of the
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scheme in 1950, Australia has given more than £35 million in economic aid, a
good part in the form of commodities such as wheat, flour and skimmed milk,
but also buses, tractors, road building and agricultural machinery, radio sets for
schools, books scientific instruments — a great range of things selected largely from
specialties incorporating Australian know-how. Under Colombo Plan technical
assistance, Australia has supplied some 600 experts to give assistance and advice,”
and has provided training facilities at universities, secondary schools, technical
and other colleges for some 5,200 students from Asia.*® In addition, some 400
Australians have undertaken technical assistance missions under United Nations

1 and some 3,000 Asian students a year study privately at

and other auspices,
Australian universities, like Australian university students very largely at the

expense of the Australian taxpayer.”

Table 31.2 shows the country distribution of Australian Colombo Plan
Aid — in the nature of the case no similar breakdown is possible for multilateral
aid. More than one-half of the total has gone to India, Pakistan and Ceylon; but
most of this has been economic development aid, a not inconsiderable portion
in wheat and flour. The largest recipient of Australian technical assistance (in
all three forms, training, experts and equipment) has been Malaysia; followed
for training facilities by Indonesia, India, Burma, Thailand, Pakistan and the
Philippines; by Indonesia, Pakistan, Ceylon, Vietnam and Thailand for experts;
and by Vietnam, Thailand, Pakistan, India and Indonesia for equipment.

So far so good. But is this record good enough for a country as wealthy
as Australia and, through her geographic position, so intimately associated with
many poor neighbours? Certainly our performance so far does not justify excessive

self-congratulation.

29 J]J. Pratt, Deputy Director, Commonwealth OffIce of Education, “The Services of Australians Overseas”,
paper delivered at Fifth Annual Conference, Australian College of Education, Canberra, May 15-18,
1964 (roneoed), Table 1.

30 Senator Gorton, Acting Minister for External Affairs, Canberra Times, July 1, 1964.

31 ].J. Pratt, op. cit.

32 G. Caiger, “What are we doing for Foreign Students in Universities?” paper delivered at Fifth Annual
Conference, Australian College of Education, Canberra, May 1S-18, 1964 (roneoed), p. 7.
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It was only last year that Australia’s total official aid expenditure, including
expenditure on New Guinea, reached two-thirds of the one per cent target. In
1962-63 Australia’s multilateral aid contribution was under £6 million, less than
one-tenth of 1 per cent of her national income. Unitil that year, Australia was one
of the few developed countries which did not contribute to the United Nations
Special Fund. By June, 1964, Australia had contributed in all some £24 million
to the International Bank (and its subsidiaries) from which it had, in return,
obtained loans totalling almost £170 million.”> Most of the rest of Australia’s
multilateral aid (apart from steady support for the United Nations Children’s
Fund) had been for refugee relief, a laudable cause, but not perhaps entirely
unconnected with the immigration programme towards the cost of which a not
inconsiderable contribution has been made by international agencies and over
seas governments.** Even in 1963-64, Australia’s total aid effort of £45 million

was less than one-fifth of the amount she borrowed from overseas and not much
more than the amount she lent — very sensibly, in my view — as 12 months’ trade
credit to Communist China.®

Australia will, T hope, without quibbling, aim to fulfil the obligation assumed
by the developed countries at UNCTAD to raise their contribution to foreign aid
to at least 1 per cent of national income. If expenditure is to be thus increased, it

becomes correspondingly more important that the money is well spent.

Comparing Australia’s present foreign aid policy with the principles
I discussed earlier in this lecture, I do not feel that there is much seriously
wrong with the forms or directions of Australian aid. In particular, none of the
suggestions for radical reform one hears from time to time — such as that all
or none of Australia’s aid should go to particular countries or assume particular
forms — does justice to the complexity of the problem. But there are a number of
suggestions I would make.

33 Commonwealth Year Book, 1963, p. 973; Commonwealth Statistician, Balance of Payments 1963/64.

34 Attempts to estimate this contribution have so far failed.

35 Total sales of wheat to Mainland China in 1963/64 were worth £64 million; one-half of this was on 12
months’ credit, 40 per cent on shorter-term credit, 10 per cent in cash.
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Suggestions for the future

Australiais committed to an all-outeffort to prepare New Guinea for independence,
economically as well as politically. This will require raising Australian government
expenditure to the limit of the Territory’s absorptive capacity, and attracting
private capital by any means which will not store up trouble for the future. Nor
should we be too proud, at the Papuans’ expense, to ask for United Nations and

other multilateral aid in this task.

Table 31.2: Australia’s expenditure on the Colombo Plan
(cumulative total 1947 to 31/12/63)

Head of expenditure Total
Country Economic Training | Experts Equipment | £A°000 | Per head (of

development recipient

country —
1961)

£A°000 £A°000 £A000 £A000 s. d.
Brunei - 32 1 - 32 7 5
Burma 682 569 58 187 1,496 1 5
Cambodia 780 45 82 69 976 4 0
Ceylon 3,450 357 186 158 4,152 8 2
India 13,112 725 87 258 14,183 | 0 7
Indonesia 3,347 1,710 451 235 5,743 1 2
Korea - 16 - - 16 0 0
Laos 308 33 25 61 427 4 10
Malaysia 832 2,348 827 524 4,531 0
Nepal 132 51 25 13 222 0 6
Pakistan 10,950 548 217 293 12,008 | 2 7
Philippines 43 405 57 204 709 0 7
Thailand 1,351 550 119 306 2,326 2 0
Vietnam 1,504 327 160 340 2,330 3 5
Mekong Survey - - 170 65
Miscellaneous 250
Total 36,740 75717 2,464 2,713

Source: Department of External Affairs, Australia in the Colombo Plan, Progress Report to December 31,
1963, Canberra, 1964.
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In return, Australia might well increase her contribution to multilateral
aid, especially to the United Nations Special Fund and by joining the India and
Pakistan consortia.

Australia is almost unique among the rich donor countries in that all her aid
has hitherto consisted of grants, virtually none of it of loans. Such a policy, as we
saw before, no longer earns the high marks it would have done ten years ago. In
Australia refusal to lend to developing countries tends to be justified by her own
large-scale borrowing from overseas. This is a specious argument. Why should
not Australia make her contribution in part by passing on to the developing
countries some of the benefits of her high international credit standing and other
attractions to overseas investors? Through such institutions as the Inter national
Development Association, or a regional Development Bank in the ECAFE area or
in other ways, Australia might per form a modest role as an international financial
intermediary — not for profit but as a contribution to the common purpose of aid.
If our balance of payments situation demands it -as it surely does not at present —

let us by all means offer tied loans which are better than no loans.

Without suggesting that Australia’s aid programme under the Colombo
Plan is not in general soundly conceived, there is a case for re-appraisal of some
of its features. How effective is the technical assistance Australia gives through the
supply of experts? Could it be made more effective by better selection or briefing
here or by more careful preparation at the other end? Would money be better
spent by taking up the Ford Foundation’s principle of “institution-building”? Is
the student training programme as useful to the students and their countries, and
as productive of goodwill for Australia, as is commonly assumed? What happens
to the Asian students when they return? Are they dissatisfied, nostalgic for western
fleshpots? Do they find jobs for which they were trained, or for that matter, any
jobs at all? Without departing from the Colombo Plan principle of acting only in
response to specific requests for aid by the receiving countries, could aid be made
more effective by Australian advice on the selection of aid projects, for instance
by the appointment of some capable and sympathetic Australian of standing as
Aid Adviser? To some of these questions we are now, at the Australian National
University, seeking answers through a research programme financed by the Ford
Foundation.
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There may be scope for greater participation in Australia’s aid effort, and
particularly in technical assistance, by Australian private enterprise. The US
Government has recently set up an Executive Service Corps which “will provide
American business men with an opportunity to furnish, on request, technical and
managerial advice to businessmen in developing countries”.?® Australia’s capacity
to help in this area is obviously much more limited, but it is not negligible. CEDA
— the Committee for Economic Development of Australia — is the obvious body

to examine the possibilities for a larger aid contribution by Australian business.

One has the impression that in Australia the politicians are reluctant to
adopt a more ambitious foreign aid policy for fear of hostile public reaction
while large sections of the public, particularly among the younger people, are
increasingly impatient for the Government to give a stronger lead. Could this
gulf be bridged by following the example of the Netherlands where the Ministry
of Foreign Affairs has recently set up a Foreign Aid Advisory Council to ensure
continuous contact between Government, Voluntary agencies, universities,
business, trade unions and other groups actually or potentially concerned with

foreign aid issues.

Finally, a few words on trade and aid. Australia has every right to fight side
by side with the developing countries for a better deal for primary products in
the markets of the industrial countries. But she also shares the duty of the rich
industrial countries to stop discriminating against the exports of manufactures
of the so-called “low-wage” countries and, indeed, to examine some of the ways
suggested in the Prebisch Report by which the principle of non-discrimination
might be waived in their favour, so as to compensate them for their initial infant
industry handicap. In her trade agreements with Japan, Australia has gone
some way in this direction. But much more is needed. Yet it will not be done
if every increase in imports from Asia threatens some Australian vested interest,
some existing local industry. It can be done only in the context of a long-range
programme for Australia’s own industrial development which links the pattern of
expansion of Australian manufacturing production with the pattern of mutual
trade in manufactures most likely to be beneficial both to Australia and to her

Asian trading partners.

36 President Johnson, Message to Congress on “The US Foreign Aid Program”, March 19, 1964.
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In turn, Australia should not be backward or mealy-mouthed about linking
aid in some measure to her own trading interests. Aid in kind, soft loans, technical
assistance — all these can be of genuine help to the developing countries and
at the same time assist Australian manufacturers in overcoming the difficulties
of breaking into new export markets in competition with the major overseas
industrial countries. As has been pointed out, even “Soviet aid, just like the
market operations of Western commerce, ought to be regarded as a method of

securing foreign markets”.?’

In 1919 Alfred Marshall wrote: “It is becoming clear that this [Britain] and
every other western country can now afford to make increased sacrifices of
material wealth for the purpose of raising the quality of life throughout their
whole populations. A time may come when such matters will be treated as of

cosmopolitan rather than national obligation: but that time is not in sight.”*®

Today, much sooner perhaps than Marshall expected, we can say that the
time has come. Foreign aid is the extension to the international sphere of the
principles of the Welfare State. To rich countries like Australia foreign aid is as
much a matter both of moral obligation and of self-interest as were progressive

income tax and social services for the well-to-do in Marshall’s England.

37 K. Billerbeck, Soviet Bloc Foreign Aid to the Underdeveloped Countries, Hamburg Archives of World
Economy, 1960, p. 100, quoted H. J. P. Arnold, p. cit., p. 117
38 Alfred Marshall, Industry and Trade, Macmillan, 1919, p. 5.
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Australian tariff policy
W. Max Corden’

Tariff policy has recently been a matter of controversy. Criticisms of government
policy have been along two lines. First, it is said that there have been important
increases in tariffs and extensions of the field of protection so that in many cases
protection is now excessive. Secondly, it is said that the Government is not leaving
it to the Tariff Board to decide which industries should be protected and how
much protection there should be, but that it is limiting the Board or by-passing
it in various ways. While the two issues are in principle distinct, in practice they
tend to get mixed up because the Tariff Board has come to be regarded to some
extent as a guardian of tariff moderation against the supposed protectionist

inclinations of the Government.?

Here my purposes are as follows. First, I shall present briefly some of the
main facts about recent tariff policy bearing on the two criticisms above. This is
not an easy task since our tariffs, and the machinery for changing them, are very
complicated and are in fact in a continuous state of change. It is therefore not
surprising that most people find it very difficult to get a clear perspective on what
has been happening. Secondly, I shall discuss a central issue of long-term tariff

policy, namely the question of the “bench mark.”

1 Thirty-second Joseph Fisher Lecture, 27 July 1967. Since published as chapter 6 in Corden, W. M.
(1997) The Road to Reform: Essays on Australian Political Economy, Sydney: Addison-Wesley

2 'The debate and the general development of tariff policy have been fully reported by Mr. Alan Wood in
the columns of 7he Australian Financial Review. A review of the issues and the political background by
Mr. Peter Samuel appeared in 7he Bulletin, May 13, 1967.
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I. Recent tariff changes
Between January 1965 and April 1967, 57 Tarift Board reports were tabled in

Parliament. These covered a wide range of products and industries, from the
trivially unimportant, such as pins, cycle saddles and bubble levels, to such major
reports as those on motor cars and components and on industrial chemicals. To
obtain proper perspective it is necessary to be selective. My basis of selection
is the size of the industry or activity affected by a report, judging primarily by
employment. There were 15 reports affecting manufacturing industries which
employed at least 800 persons. In addition there is the report on crude petroleum
which must be included in a list of important reports. The 16 reports are listed
in the Appendix. Most of the other reports affected quite minor products or
industries. Of the 16 reports on which my discussion will be based, the two most
important ones by far are those on motor cars and components and on industrial
chemicals. Much of the political controversy has been provoked by tariff changes
resulting from this last report. It must be stressed that the tariffs reviewed in all
these reports are only the top of the iceberg which happened to emerge in the
period considered; many important tariffs were not looked at and indeed have

not been looked at for many years.

First I shall outline the level of protection provided as well as the devices
that are being used. For each tariff item there are usually two rates, the General
and British Preferential rates; I shall always cite the former. Every thing I shall say
will be oversimplified and thus somewhat inaccurate. I am looking for a broad
picture. Details can be found in the relevant Tariff Board reports and Ministerial
statements. At this stage I shall describe not Tariff Board recommendations but
actual tariff changes imposed by the Government. As will be indicated later, in
important cases these have not been in line with Tariff Board recommendations.

I begin with the two major cases.

Motor cars and chemicals

In the motor car field we may broadly distinguish the vehicle manufacturers from
the manufacturers of components. The former were until recently protected by
a 35 per cent tariff. The tariff rate for most components was also 35 per cent,

but the crucial complication was that manufacturers were allowed to import
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a high proportion of the components they used under by-law, that is free of
duty or at a rate of 7.5 per cent. This was not important for those cars, notably
the Holden and the Falcon, which in fact have an Australian content of 95 per
cent or more. But for manufacturers such as Volkswagen it meant that their
effective protection® was well above 35 per cent; in view of the limited volume
production of all producers other than GMH and Ford they clearly needed very
high effective rates to survive. In 1964 the Government decided to enforce a
higher Australian content on the smaller motor car manufacturers. Continuation
of the privilege of importing their components under by-law was made subject
to an undertaking to increase steadily the Australian content of their vehicles, a
time-limit having been set to reach 95 per cent Australian content for all but the
very lowest volume producers. The details of these arrangements have been varied
several times; a complete assessment is difficult because information about the
content percentages of the different firms and the Government’s requirements
for them is insufficient. Essentially it means that protection for the components
manufacturers is being increased sharply at the expense of protection for the
smaller vehicle manufacturers. At first sight it seems that the tariff on components
is really no more than 35 per cent since the vehicle manufacturers appear to have
the option of moving to 95 per cent Australian content or simply paying a 35 per
cent duty on all parts. But this is not really so. It is clear that the Government
is determined to increase the Australian content of locally assembled vehicles
and in fact to induce a movement towards 95 per cent. If many manufacturers
chose the option of not following such a “plan”, the Government would no doubt
raise the duty on components until the manufacturers made the desired decision.
Thus the new arrangements are really the equivalent of the gradual imposition on
components of a near-prohibitive duty. In addition there has been a rise in the
tariff on completed vehicles from 35 per cent to 45 per cent. This was designed
to discourage increased imports but might also be regarded as part compensation
for the “forced march” to Australian content. On balance there appears to have
been a large increase in protection for components producers paid for partly by
the lower-volume vehicle manufacturers and partly, through the rise in the tariff

on fully assembled cars, by the consumer.

3 I use the term “effective protection” as meaning the rate of protection in relation to value added. The
concept is explained in the Vernon Report and in my review of this report in 7he Economic Record, XLII,
1966. Figures cited in this paper are apparent, not effective rates, unless indicated otherwise.
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The great chemicals case covered numerous industrial chemicals and plastic
materials. This was a comprehensive case covering many items which had been
investigated several times separately before. In fact in the last few years chemicals
have kept the Tariff Board busier than textiles. The normal tariff rates were
simplified and consolidated. Most chemicals were given either a 25 per cent or a
40 per cent tariff. Certain products, namely synthetic rubber, PVC, polyethylene
and vinyl acetate monomer, were given a 60 per cent tariff. The tariff was extended
to cover substitutes which had previously not been protected and provision was
made for future substitution resulting from technical developments. There were
some unimportant tariff reductions; on important items there were increases or

extensions of the tariff.

The innovation coming out of the chemical industry review was the system
of “support prices”. A price is fixed which is regarded as a “normal” duty-paid
import value. If duty-paid import prices fall below this, 90 per cent of the
difference is charged in tariff. Currently support prices apply to about forty
chemical items. Let me take an example of how the system works. Say the support
price is $134, that the normal tariff rate is 40 per cent and that normally transport
accounts for 15 per cent of the landed duty-free cost of goods. This implies that
the normal f.o.b. price is $85 and the normal c.i.f. price $100. Now if the actual
f.0.b. price is $70 and the actual c.i.f. price $82, the normal tariff will be $28 and
the special duty $21.60, the consumer thus paying $131.60. The impact of the
system depends of course completely on the level at which support prices are fixed
and on actual import prices, and is very difficult to assess. Its object seems to be
to provide almost complete protection against “disruptive pricing” from abroad.
It is a form of “ultra-protection” which the European Economic Community uses

for its agriculture.

There are interesting contrasts between the motor car and the chemical
cases. The motor car and components industry must be regarded as broadly
an economic industry for Australia. If there were little or no tariff on cars and
components there would still be a substantial Australian industry, even though
protection was no doubt required in its early stages and some components
would, very rightly, not be produced in Australia. With a uniform tariff of
30 per cent (and no by-law imports) there would probably be a readjustment

involving expansion of components manufacture and some contraction of
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marginal vehicle manufacture. By contrast there must be serious doubt whether
a substantial section of the chemical industry is economic, in the sense of
having reasonable prospects of being able to manage in time with moderate
protection. With a uniform tariff of 30 per cent and nothing else, important
parts of this industry would, on their own evidence, be in serious and probably
long-term difficulty. There is another contrast. The motor car components
manufacturers have not been in difficulties. They have been expanding and
profits have been good. The Government’s move to increase Australian content
has thus not been a rescue operation. Rather, there seems to have been a
deliberate decision to expand this section of Australian industry. The reason
for this has not emerged from Government statements; perhaps it reflects an
ideology of forced manufacturing development, the motor car having the same
mystic role in Australia as the steel mill has in some underdeveloped countries,
or per haps it was in response to specific pressures. On the other hand, the
increase in protection to the chemical industry has more the appearance of a
rescue operation for the companies concerned (mainly six foreign controlled
companies), though it is not clear from the evidence just how great the need
really has been.

These are the two major cases which dominate the tariff history of 1965
and 1966. The chemical case may go down in history as a high-water mark of
Australian postwar protectionism. Let me now quickly run through some of the
other cases listed in the Appendix.

Other industries

Protection for crude petroleum production has been provided for the first time; the
object is to stimulate exploration, but of course it will also stimulate production.
A domestic price above the price of imported crude has been fixed; together
with arrangements designed to ensure that refiners absorb all the crude produced
domestically, it has an effect equivalent to a tariff (c.i.f. basis) of about 45 per
cent. In the short run the cost is borne by the refiners, who are themselves not
protected — so that it gives them a negative effective rate — but in the long run
they are likely to be allowed to raise prices to take account of the higher cost of

domestic crude so that the cost will be borne by consumers.
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For small engines a tariff of 65 per cent has been provided, with a specific
alternative duty which may yield even higher protection. This tariff rate is to be
reviewed within three to five years. The three foreign-owned companies producing
electrical capacitors were until 1966 receiving a 100 per cent tariff, except for those
capacitors used by electricity supply authorities on which the tariff was 50 per
cent. These were all reduced in 1966 to 45 per cent. The effective rate would now
be about 100 per cent. The industry producing air conditioning and refrigerating
equipment was reviewed this year and the tariff was left undisturbed. For its main
item the tariff is at least 57.5 per cent, and more for lower-priced imports. For
the average price of sealed compressors from Japan the duty would be about 75

per cent.

The changes in the glassware tariff reflected a fairly typical pattern. Consider
heat-resisting glassware. The normal tariff had been 40 per cent. In addition there
had been a temporary duty imposed by the Special Advisory Authority in specific
form. In ad valorem terms, the total duty had ranged from 55 per cent to 130 per
cent. Now the normal tariff was raised to 60 per cent. Thus the tariff change to
some extent consolidated the temporary duty by making it permanent, but not
wholly so, since for lower-priced items there was a tariff reduction. The duty on

table glassware was in creased to 45 per cent or 30 cents per dozen, whichever is

the higher.

An important case is the foorwear industry’s. It is important because this
highly labour-intensive industry employs about 23,000 persons. For leather
footwear there is now a single rate of 45 per cent; previously the rate had been 4S
per cent for men’s shoes and 40 per cent for ladies’ and children’s shoes. Leather
is obtained at or near world prices and the effective rate is probably over 100 per

cent. The rubber footwear industry obtains much higher duties.

The tarift on man-made fibre yarns is fantastically complicated with many
types of products and complex rates of duty. So far as I can tell, the main items
seem to be nylon and terylene yarn, produced by a subsidiary of ICIANZ, for
which the tariff is now about 40-50 per cent, with the effective rate much higher.

Finally, I come to those habitues of Tariff Board hearings, the manufacturers

of textile fabrics. There have been two important cases in the period. For cotton

120



W. Max Corden

fabrics the tariff has been greatly simplified, a great mass of complex tariffs having
been replaced by a single rate of 55 per cent. This applies only to those items
(accounting for about one-quarter of the Australian market by value) which are
produced domestically, tariffs on other cotton items being at non-protective
levels. The 55 per cent rate for the protective items seems to be roughly an average
of pre-existing duties but represents a substantial decrease in the tariff for certain
sections that were previously protected at very high rates, notably that producing
canvas and duck. The effective rate for cotton fabrics would be well above 55
per cent. Similarly a uniform duty of 55 per cent was provided for man-made
fibre fabrics, though in this case an alternative specific duty would yield higher
protection for very low-priced fabrics. Previously the ad valorem equivalent of
duties had been much higher than 55 per cent for the lower-priced fabrics, this
being the type of fabric competitive with most Australian production. I would
estimate the tariff on relevant items to have averaged 75 per cent, so that there
has been a significant decrease in protection for what has been one of Australia’s
most highly protected larger industries. On the other hand, protection for higher-
priced fabrics has been increased.

So as not to present an unbalanced picture, let me end with another case.
Tubes of iron and steel paid a tariff of 35 per cent up to 1965, when the tariff was
reduced to 20 per cent. There has been virtually no import competition. The
principal producer is the British-owned firm of Tubemakers and it was found to

be making high profits.

What emerges from this? The difficulties in tariff averages are well-known
and I have not attempted to summarize the story in a few figures. One is struck
above all by the high rates of protection provided in almost all cases. This is so
even though I have not been able to calculate the implications in ad valorem terms
of support prices for chemicals. These high tariffs must be regarded in many cases
as the long-term consequences of the period of import licensing. In major cases
there have been increases in protection or consolidations of temporary duties
into normal duties. But this has not been an invariable trend. Some tariffs have
been reduced, the major examples being electrical capacitors (to 45 per cent) and
lower-priced man-made fibre fabrics (to 45 per cent), and others have remained
constant, though often at very high levels. The assessment of these tariff levels
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depends on many considerations, some of which I shall explore later in my

discussion of the “benchmark”.

The Government and the Tariff Board

Some people think that all tariff decisions, other than purely administrative ones,
should be made upon the advice of the Tariff Board and that the Board should
be completely independent in its approach. Let us see what this might imply
in any particular case. First, the Department of Trade and Industry would send
a tariff reference to the Board that would simply ask the Board to recommend
“whether assistance should be accorded the production in Australia” of the
products concerned, and what rates of duty should be provided. There would
be no “writing of policy into the reference”. Secondly the Board would make its
recommendations without taking into account what sort of recommendations
it thinks the Department would welcome; it might perhaps provide a choice of
policies, indicating its own preference. In other words, it would be independent.
Thirdly, the Government would accept the recommendations and propose the
relevant legislation. It would not vary them nor send the reference back to the
Board. Fourthly, the Government would not within a short period send any of the
tariff items concerned to the Special Advisory Authority. Fifthly, the Government
would not send the case back to the Board for reconsideration within the following

few years, unless indeed the Board itself requested that it do so.

I am unable to say anything definite on the second point. But on the other

points I have assembled some information from my sixteen cases.

Motor cars and chemicals

Let me begin again with motor cars and chemicals. In both cases the policy was
written into the reference in considerable detail. The motor car reference began:
“Having regard to the Government’s policy of ensuring the sustained
development of an economic and efficient automotive industry in
Australia, in relation to the production of complete motor vehicles

Wlth max mum Australian content. . ..
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“The chemical industry reference was very specific, and made it clear
that the Government wanted “a reasonably profitable development
of a soundly based chemical industry” and that it was looking for
something like support prices to deal with “disruptive low prices”.

In the case of motor cars, the main features of the Board’s recommendations
were not accepted. It proposed a scheme for relating by-law admission of
components to scale of output of motor car producers without in general any
time-limit element. The details are too complicated to pursue here, but the
essential point is that the Board’s scheme would have involved less protection
for the components manufacturers and less difficulties for the marginal motor
car manufacturers and assemblers than the Governments scheme. In fact the
Government was already half committed to its scheme which had been under
way before it sent the reference to the Board. It modified its original scheme a
little, but the main features of the Board’s recommendations were not accepted.
The Board gave detailed and convincing reasons for its recommendations; by

contrast the Government’s policy statement was quite curt.

In the case of chemicals, the Board proposed a scheme of bounties and tariffs
combined or, as a second preference, a scheme of protection by tariffs alone. The
Government rejected the bounty proposal and chose the second preference. But
apart from this it accepted all the Board’s proposals, including those for extending
the field of protection and for support prices.

Other industries

As for the remaining fourteen cases there were nine where the policy was 7ot
written into the reference, where the Tariff Board recommendations were fully
accepted, where significant parts of the industry have not so far gone before the
Special Advisory Authority since these reports were produced, and where the
cases have not been sent back to the Board before it wanted them sent back. Now

let us look briefly at the remaining cases.

The policy was written into the reference in two other cases, crude petroleum
and man-made fibre yarns. The petroleum reference was extremely detailed, stating
that Government policy was “that crude oil shall be utilized when found in Australia
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in quantities which, having regard to the location, may be regarded as commercial”
and affirmed “the Government’s desire to encourage oil exploration . . . ”. It set out
at length five guiding considerations for the benefit of the Board. The man-made
fibre yarn reference clearly hinted at support prices.

The Board’s reccommendations were not wholly accepted in these two cases,
nor in the cases relating to small engines, man-made fibre fabrics and agricultural
tractors. The Government’s variations in the last two cases were rather minor,* so
let me just refer to crude petroleum, man-made fibre yarns and small engines. In
the case of crude petroleum the Board was asked to provide a price valuation for
domestic crude. It arrived at a price which can be calculated as equivalent to a
24 per cent tariff (this is c.i.f. basis; the equivalent would be higher on an f.o.b.
basis). This incorporated an incentive margin for exploration.

But the Government decided to raise this margin, in effect increasing the
protection to about 45 per cent, saying no more than that “it is very important
that exploration in Australia should be at a high level and the level of the stimulus
adopted by the Government should provide a significant incentive”. In the man-
made fibre yarns case the three Board members who conducted the inquiry
examined the case for support prices at length, but rejected it, while the Chairman
of the Board came in with a minority recommendation recommending support
prices. The Government rejected the report and sent it back to the Board asking
it to look more closely at the reference — which is understood to be a direction
to propose support prices. Meanwhile the Government sent some of the main
items to the Special Advisory Authority who continued or even increased the pre
existing temporary duties and recommended some support prices. In the small
engines case two Board members recommended 55 per cent and two 75 per
cent. The Government rejected both recommendations, criticized the Board for
producing a divided report and decided upon 65 per cent. But this is not really
the significant feature of this case. The Tariff Board had looked at this industry
in early 1961 and in late 1962; on both occasions it recommended and the
Government apparently accepted a duty of 42 per cent or £6.10.0, whichever is

the higher. In fact the specific rate was normally equivalent to 50 per cent or even

4 There was also a very minor variation in the case of cotton fabrics which I have ignored.
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more, so it was the operative normal duty. Thus for seven years a normal duty of
£6.10.0 had operated. But on three occasions temporary duties were added by
the Special Advisory Authority or his predecessor, with the net result that for half
of the seven years the operative duty was far above £6.10.0, at least for one of the
two major types of engines. This type of situation has not been unusual in recent

tariff history.

The role of the Tariff Board

An inevitable question is: does it really matter whether tariff policy is made upon
the advice of the Tariff Board or not? In fact, why do we need a Tariff Board at
all? The issue is an old one. The last Joseph Fisher Lecture to be devoted to the
Australian tariff was delivered 31 years ago by Professor Giblin. He was quite
eloquent about the virtues and role of the Tariff Board and expressed his concern

that the Board had been ignored by the Government on two important occasions.’

Three reasons in favour of the Tariff Board system can be suggested. First,
tariff investigations are a specialized and detailed matter; for this work to be done
adequately there must be a specialized agency. If there were no Tariff Board one
would need a separate government department. This would not be so if we had
just a few tariff rates which were infrequently changed, but it is essential given
the present approach to tariff making in Australia. Secondly, it seems essential
that this type of work be done by a body removed one stage at least from politics.
Tariff decisions have vast effects on the profits of individual companies, so that
the temptations for questionable connections or pressures must be immense. If
the detailed application of tariff policy, as distinct from the broad principles, is
made in a political way — as it has been made lately — it becomes at least possible

5 Icannot refrain from quoting Professor Giblin: “There have been at times hesitations and postponements
but in the end the Tariff Board’s reccommendations have been substantially carried out. It appeared
likely that this policy if pursued would give the Board a status in public confidence that would be
increasingly difficult to upset; so that even a die-hard freetrader or protectionist in the Ministerial Chair,
though he might impede, would find it impracticable entirely to frustrate the Board’s guidance to a sane
and balanced protective economy. . . This pious hope has been rudely dashed by the new trade policy
promulgated from Canberra. [He then details three cases] . . . By this action the Government appears to
have undone the good work in the past, to have destroyed the promising building it has been patiently
erecting, and to have exposed the whole structure of our tariff policy to the vagaries of future political
expediency, and the log-rolling of interested parties.”
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that contributions to party funds would have some effect on actual policies. The
Tariff Board system of public enquiries is particularly important in bringing issues
and facts out into the open and so reducing the scope for tariff decisions being
made in an underhand way. Incidentally, it might be wisest if the Tariff Board
were attached to the Prime Minister’s Department rather than to the Office of
Secondary Industry of the Department of Trade (even though the Office might
continue to be the source of tariff references). The latter sees itself, perhaps rightly,
as primarily concerned with the interests of secondary industry.® But tariff policy
is more a matter of adjudicating between tariff applicants on the one hand and
consumers and other industries on the other. Thirdly, the Tariff Board’s custom of
providing in its reports a great deal of information as background and in support
of its recommendations is valuable. By contrast, the Minister for Trade and
Industry has provided the minimum of information and reasons for his decisions

on tariff matters.

The Tariff Board can obviously be no better than its members and staff. If
one day all its members were incompetent or lacking in detachment we should
all want to reduce the role of the Tariff Board. And it is always within the
power of the Government to make this so by its appointments. To judge by
the limited evidence available, excessive enthusiasm about a number of recent
Tariff Board members would be unwarranted. Nevertheless detachment should
be somewhat easier for Tariff Board members than for the Minister for Trade

and Industry.

The problem is both to have a genuinely independent and influential Board
and to ensure that its members and staff are of adequate quality. Some of the 16
reports which form the basis of my discussion here have been very good, containing
most of the relevant information, drawing attention to relevant characteristics of
the industry, clear in their analysis and making the essential calculations about
the impact of the duties proposed. Some others have been inadequate. Thus the
chemical industry report tells us a lot about the industry and its point of view.
But it is quite devoid of information enabling the reader to assess the impact of

the recommendations, nor does it contain a critical examination of the issues

6 See the speech by Mr. W. Callaghan, the Head of the Office of Secondary Industry, to the Australian
Industries Development Association, 24 October 1966.
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involved in protecting by support prices. I have the impression that the quality
of a report and of the recommendations seem to depend a good deal on which

Board members sat on the case concerned.

The benchmark

Is there a simple guiding principle for tariff policy, one which can be used as a
“benchmark” even though it may be modified by various other considerations?
The Minister for Trade and Industry has a ready answer in his only recent
statement of government tariff policy:
“The Tariff Board is bound to recommend protection only to
those industries which it judges are reasonably assured of sound
opportunities of success — industries which are efficient and economic
— and at levels which it considers will not prevent reasonable
competition from imports on the basis of economic and efficient
production in the Australian economic environment. This is a policy

of this Government. It is a policy of previous governments.””

The magic, oft repeated words are “economic and efficient”. But what
is “economic”? Certainly no clear answer emerges from the Minister’s
statement or from the discussion of “the principles and procedures
in tariff making” which were contained in the Tariff Board’s Annual
Report for 1958-59 and which he quotes with approval. The Vernon
Committee attempted to give some meaning to the concept. It made
an impact on the Tariff Board, which commented on the Committee’s
suggestions for a “benchmark” at length in the form of a majority and
a minority view in their Annual Report for 1965-66. An important
talk given recently by the Chairman of the Tariff Board also reflects

keen concern with the fundamental issues.®

7 Commonwealth Parliamentary Debates, H. of R. 1967, p. 804.

8 G. A. Rattigan, “The Tariff Board and Today”, delivered in Perth, May 24, 1967; see also the talk by Mr.
E.J. L. Tucker, a member of the Board, “The Tariff Board and Tariff Policy”, delivered in Melbourne, 11
July 1967.
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The subject of course is complex and no single, simple approach is likely
to be ideal. But the more questing attitude of members of the Tariff Board, the
widespread desire for some coherence in tariff policy and for making the logic of
policies explicit, and the unease with which recent policies have been received
all suggest that it may be useful to put forward an analysis of various alternative

approaches as well as some concrete suggestions.

I shall assume a fixed exchange rate and rule out radical “overnight”
changes.” I shall ignore a variety of special arguments for or against protection
which concern particular industries, and which deal with such matters as whether
industries are foreign or Australian-owned and whether economies of scale,
dumping or fluctuating import prices (what the Government and the chemical
industry call “disruptive low pricing”) justify special protection. In order to cover
a good deal of ground the approach will have to be somewhat less rigorous than
might be appropriate. A more rigorous discussion covering some of the same
ground can be found in my review of the tariff chapters of the Vernon Report."
Inevitably, the policy suggestions advanced depend on implicit assumptions, first
about the working of the economic system, secondly about orders of magnitude
of various elements in the system, thirdly about the relative valuations to be
placed on the real incomes of relevant sections of the community, and fourthly

about political possibilities.

Free trade approach

Given full employment and balance of payments equilibrium, it is at least arguable
that free trade would yield the optimum allocation of resources, or at least a better
allocation than any likely protective system. So one could take the view that the
only proper direction in which to move is towards free trade, the only desirable
movements in tariffs therefore being down ward movements. This view would
lead to the following practical recommendations: (a) Tariffs which protect existing
industries should be brought down as far as possible, the downward movement

being faster wherever political resistance is less; and (b) No new tariffs should be

9 To assume a fixed exchange rate is not of course to advocate that it should be fixed. But for various
reasons it seems a realistic assumption.
10 W. M. Corden, “Protection”, Economic Record, XLII, 1966.
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imposed, and no import-competing industries or activities should be encouraged

to come into existence if they would require tariffs for their survival.

Those critics who regarded the Vernon Committee’s tariff chapters as too
protectionist probably subscribe to a view of this kind. The Vernon Committee
suggested that tariffs at a “benchmark” rate of, say, 30 per cent should be provided

readily. But in this view such a policy would represent an undesirable movement

in the wrong direction, further away from free trade.

There are at least four objections to this free trade position. The first is
that there may be some general arguments for protection of manufacturing in
Australia — generalized external economies associated with industrialization,
“infant economy” arguments, arguments for diversification, for improving the
terms of trade and the distribution of income, and so on. I shall not elaborate
them here as they are well known. It is doubtful whether one should give these
much weight in present Australian conditions, though no doubt some protection
in the past was justified, above all by “infant economy” arguments. A second
objection is probably more important. If existing tariffs were indeed dismantled
completely while the exchange rate remained unaltered, either unemployment or
a balance-of-payments deficit would result. Non-frictional unemployment could
be avoided by expansion of demand through fiscal and monetary policy, but
only at the cost of a balance-of-payments deficit, while external deficit could be
avoided by contraction of demand but only at the cost of unemployment. Thus
some significant downward movement in existing tariffs would be practicable
only when (with a given tariff level and full employment) balance-of-payments
trends were favourable. Such an opportunity would result from an improvement
in the export situation (such as might result from present mineral developments)
or if the Australian wage and price levels could be made to increase more slowly

than wages and prices abroad.

The third objection is of a different kind and applies only to tariffs
protecting existing industry. It may be politically impossible to bring about
by deliberate policy a substantial reduction in the size of any major protected
industry even though full employment and balance-of-payments equilibrium can
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in general be ensured. A change might have to be so gradual that the reality of
some continued protection has to be accepted. The fourth objection follows from
the third one and applies to tariffs for new activities. If existing tariffs are not
substantially dismantled the argument for providing some protection for new
import-competing industries becomes much stronger. If existing industries were
protected but no protection were provided for new potential developments there
would be a misallocation of resources as between existing and new activities.
This would be so even if existing resources in existing industries were completely
immobile. For existing industries would tend to be extended, in preference to the
development of new industries or activities, even when the latter would require

much less protection.

Existence principle

At the opposite extreme to the free trade approach is a view which may be crudely
summarized as follows. Any industry or economic activity which is actively in
operation and which has involved the investment of substantial capital or the
employment of a significant labour force shall be protected sufficiently to enable
it to continue in existence. In this view it is the role of the Tariff Board and
the Special Advisory Authority to recommend the use of whatever devices are
possible, whether straight-out tariffs, temporary duties, anti-dumping duties or
support prices, to achieve the object of a tariff made-to-measure for existence. It
is usually conceded that this tariff should not “over-protect” but should normally
allow “reasonable competition from imports” and should not be so high as to
yield the industry abnormal profits. But even quantitative restrictions or devices

with equivalent effects could be used.

But who decides which industries shall exist? To some extent history — wars,
a period of import licensing, and a variety of past circumstances — bequeaths
industries whose survival the tariff must then ratify. To this extent the principle is
simply one of economic conservatism — hardly a prescription for economic progress.
To some extent the initiative comes from private enterprise. But in recent years the
Commonwealth and State governments have in fact played a crucial role in giving
encouragement to new developments and, in the case of the Commonwealth,

in giving explicit or implicit assurances about adequate protection. Clearly the
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Altona petro-chemical complex, which appears to be rather a costly venture for
Australian users of synthetic rubber and other chemical products, cannot have been
started without Commonwealth encouragement. Thus the argument with regard
to extensions of the field of protection is really that the Government should decide
who shall be protected and the Tariff Board and the Special Advisory Authority

recommend the form or degree of protection required.

How then should the Government decide who shall be protected? One
answer might be that it can be left to chance, to the relative pressures and
initiatives from the interests concerned, to “political considerations”. An other
approach might be to promise protection to any activity at all which is likely to
yield substantial import replacement, irrespective of the excess cost of the new
production over the value of the imports replaced. This view, which completely
disregards cost considerations, might be justified if there were a desperate
balance-of-payments or employment problem. But otherwise it can only reflect
ignorance of the elementary economic concept of opportunity cost. If economics
is to come back into the picture, then for any new venture involving extension
of protection the question must be asked: “In the light of estimates of expected
costs, markets and overseas supply prices, what long-term level of tariff protection
may be required to sustain the new activity?” And if the degree of tariff protection
expected to be required turns out to be too high, the new venture should not
be given any assurances about protection but should rather be discouraged. The
question remains of what is “too high” a degree of protection? This in fact brings

us back to the unavoidable problem of a tariff benchmark.

Cost approach: simple uniform tariff version

One way of discriminating between activities and industries on the basis of cost

is the application of a simple uniform tariff. The logic behind this idea is well-

known. In addition to its merits as an allocator of resources it has the appeal

of simplicity and of some degree of certainty. There are really two aspects of a

decision to apply a uniform tariff:

i. Itinvolvesan acceptance of protection, perhaps because of generalized external
economies believed to attach to import-replacing industrialization or other of
the general arguments for protection listed earlier, perhaps for balance-of-

payments reasons or perhaps as a second-best policy of political realism.
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ii. It ensures an optimum allocation of resources within the import-competing
sector, at least in so far as relative private costs of various import-competing
activities reflect also the relative social costs, and provided that private
enterprise is efficient from its own point of view; it uses the cost criterion for
this aspect of resource allocation, even though, because of the fixed exchange
rate, the allocation of resources as between the import-competing and the

export sectors may remain distorted.

An appropriate rate of uniform protection must be selected. In any period
this must be determined primarily (though not wholly) with a view to the balance
of payments. If we go some way towards accepting the free trade approach this
uniform tariff might be reduced over time, at least whenever balance-of-payments

prospects permit, with free trade as the long-term objective.

The general idea is thus quite simple. There are certain complications arising
from the input-output relations between products — that is, the need to consider
effective rather than apparent rates — which I shall consider in Part 7 below.
Until then, my discussion will refer only to apparent rates and I shall assume that

effective rates are equal to apparent rates.

Two problems would be created by a uniform tariff, the problem of
“under-protection” and the problem of “over-protection”. The uniform tariff will
inevitably be too low for some industries and too high for others. Modifications
to the simple uniform tariff approach can take some account of these problems.

But as we shall see, the modifications would create new problems.

Cost approach: Two uniform tariffs

If the uniform tariff rate were fixed at so high a level that it would maintain the
output from every existing activity and would protect adequately every conceivable
new activity then it would have no discriminating effects on resource allocation
within the import-competing sector. To have any effects on resource allocation it
must under-protect some existing industries, causing a contraction of output or
even the closing down of industries. Similarly it must “discriminate out” some
potential new activities. The under-protection of potential import replacement

creates no problems, provided it is clearly made known in advance what uniform
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tariff rate will apply. But the under-protection of existing activities is a different
matter. The political and social reality which motivates the existence approach to
tariff-making cannot be ignored. One approach might be to apply the uniform
tariff or benchmark only to new activities. This is what a minority of the Tariff
Board appear to have in mind in their comment in the Annual Report for 1965-
66. They might argue that one cannot do much about the resource allocation
mistakes already made, but at least one can avoid new mistakes. Another, less
conservative, approach would be to have two uniform tariffs to start with — a
relatively low one for new activities, say 30 per cent, and a higher one for existing
activities, say 45 per cent or even 55 per cent. Notice would be given that the
higher tariff would over a long period be reduced until it reached the lower one.
Between the two extremes of not applying the uniform tariff at all to existing
activities and of having two uniform tariffs, with the one for existing activities
relatively high, there are a variety of compromises all of which would involve

concessions for those existing industries which depend on high protection.

The difficulty is that one cannot distinguish clearly between tariffs which
protect existing production and tariffs which induce new production. The
economy is not static and even a tariff which has given an existing industry the
whole domestic market, and which applies to a product with no close substitutes,
will induce new production as the size of the market expands. But the problem
is greatest where there is significant substitution. The chemical industry may
be correct that a 60 per cent tariff on high density polyethylene is needed to
protect the existing production of low density polyethylene. But the fact is that
this extension of the tariff has induced for the first time domestic production
of the high density product. In such a case the distinction between a tariff
which protects existing production and a tariff which protects new production
completely breaks down.

If high tariffs applied to some or all existing activities, in so far as these
could be narrowly defined, while a lower uniform tariff rate applied generally to
new industries or extensions of existing industries, we should have the odd result
that new industries obtain less protection than old ones. This is odd because
it conflicts with the widely accepted view that infant industries should obtain
an extra margin of protection. The validity of the various versions of the infant

industry argument I cannot discuss here; but in so far as some argument of this
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type is valid, the following further modification might be made to the policy
outlined above. New activities obtain a high rate (say 50 per cent) in their first
year, dropping in steps for three years down to the benchmark rate for newly
protected products. If the benchmark is to mean anything at all there would have
to be complete certainty that the tariff will indeed drop to the benchmark within
a short specified period.

Cost approach: Made-to-measure version

Inevitably, a uniform tariff would provide more protection for some industries
than they need; that is, it would over-protect them. This may simply mean that
some part of the tariff is redundant, the Australian market price being below the
duty-paid import price. But it may also provide opportunities for monopolies
or oligopolies to raise their prices above the minimum required to make normal
profits. The excess profits may eventually induce new entrants and so lead to
inefficient fragmentation of production. All this may lead to the conclusion that
tariffs should be made-to-measure to the needs or costs of different industries,
the calculations being based on the assumption that each industry consists of
an optimum number of firms and that individual firms are managerially and
technically efficient. This sort of made-to-measure approach under lies much
current thinking about tariff-making. It is supplemented by the view that there
should never be a tariff when it would have little or no protective effect, that the

worst tariff is one that does not protect, especially when it is a tariff on an input."

The case for made-to-measure tariffs is in fact similar to the case for price
control; and it is subject to the same objections. To begin with, there is simply the
difficulty of measuring the right tariff rate. Any suggestion of accuracy implied in
fine variations of rates must be spurious. A tariff rate that yields minimum profits
to one firm producing a product will give excess profits to another producing the
same product. Secondly, the whole concept of a single made-to-measure tariff rate
for each product valid for a reasonable period of time is doubtful. A rate which
is just right for existing production may keep out new production as the market
expands. Thus a tariff on a particular product may have been squeezed down to

ten per cent to deprive existing producers of excess profits; yet as demand expands

11 Ibid,, p. 139.
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there might be scope for extra production provided a 20 per cent tariff were
provided. Thirdly, one can argue that industries which require tariff rates below
the benchmark should be allowed to make excess profits. These are the industries
that have the greatest potentialities for exporting, and the high profits may help
to finance their expansion for export production and make possible exporting at
marginal cost. Furthermore, the low tariff requirement may be an indication of

managerial efficiency, which it is certainly desirable to reward.

In spite of these qualifications, one should probably take some account of
the made-to-measure principle. The benchmark rate would be an upper limit.
Those industries, for example steel, which clearly need less than the benchmark
rate, could continue to receive a somewhat lower rate. There may also be cases
where a tariff below the benchmark rate would clearly prevent monopolistic
exploitation or undue fragmentation of production. The benchmark rate need
not be imposed where it would bring forth little or no domestic production,
especially if the product concerned is an input into export or into other protected
industries. But new developments which would be economical at the benchmark
rate must not be discouraged by this policy; thus anticipatory protection at or
below the benchmark rate could be provided, with free-of-duty (by-law) entry for

imports until the possibility of domestic production arises.

Industry rates approach

It is clear from recent Tariff Board reports, from the Annual Report for 19-66 and
from the Chairman’s recent speech that there is a movement towards simplifying
the tariff and aiming in general at a limited number of “industry rates”. Thus we
now have an industry rate of 55 per cent for woven cotton and man-made fibre
piecegoods and two industry rates, 25 per cent and 40 per cent, for the chemical
industry. There has been an industry rate for motor car components since 1957.
(These are not the only rates applying in these industries; furthermore, in the
case of chemicals and motor car components they are partly overlaid by the other
arrangements | mentioned earlier). The virtues of industry rates are considerable
and are the same in nature as those of a single uniform tariff, though less in
degree. Resource allocation as between different products produced by the

“industry” is left to market forces, tariff administration is simplified, and a
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clearer under standing of the height and pattern of tariffs results. Furthermore,
the establishment of a limited number of such rates might be regarded as a
step towards a modified benchmark approach. The industry rates approach is
a compromise between the more radical uniform tariff approach and two of
the other approaches discussed above, namely the approach which takes into
account the impracticability of greatly under-protecting existing industries, and

the made-to-measure approach.

But it is clearly inadequate as a guiding principle for tariff-making. It does
not deal at all with the problem of resource allocation as between industries.
Perhaps one must accept, at least in the short-term, the choice of high industry
rates which are designed to avoid major areas of under protection for long-
established industries. The main objection is rather that industry rates may
provide the wrong signals for resource allocation as between new developments.
Even though an existing industry may require for its survival a 55 per cent tariff,
it does not follow at all that new developments in the industry must also be

protected at 55 per cent.

Thus, while the general tendency towards industry rates is probably to be
welcomed, where industry rates are especially high or low they should clearly not
be applied rigidly to extensions of the field of protection. In any case, industry
rates can only be a step, if an important one, on the way to a coherent tariff policy

based on economic considerations.

Effective protective rates

So far the complications presented by the input-output relations between
products have been ignored. These are allowed for in the concept of the effective
protective rate. It is these effective rates, and not apparent rates, which are relevant
for assessing the impact of a tariff system on resource allocation. The whole of the
preceding discussion should have referred to effective, not apparent rates. Thus,
if the degree of protection for a group of products is to be uniform, it is their
effective rates, and not necessarily their apparent rates, which must be uniform.
The difficulty is that effective rates are not easy to calculate. There are many
problems in the concept itself. The calculation depends on information about

the shares of certain types of inputs in costs; there are difhiculties about deciding
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which inputs are relevant for the calculation; furthermore, the input shares differ
for different firms and vary year by year as a result of changes in techniques and

relative prices.

Is this then a reason for giving up the whole idea of a benchmark? Is a
benchmark in terms of apparent rates wrong and in terms of effective rates
impossible? Should one let the benchmark wait until reliable calculations of
effective rates on a large-scale have been made? These are reasonable questions,
but the answers are really a matter of commonsense. If we wait until all the
calculations have been made we shall have to wait a long time — and meanwhile
decisions about tariff rates must still be made. We must be careful not to allow
the important complication of effective rates to prevent the evolution of more
coherent tariff policies. Effective rates often cannot be calculated precisely or
require an inordinate amount of work. But rough calculations indicating the
broad order of magnitude by which in any particular case the effective rate is
likely to be above or below the apparent rate are certainly possible and in fact
have been made frequently by the present author and probably also by the Tariff
Board. And this will usually be enough.

Undoubtedly effective rates differ frequently from apparent rates. This
would be true even if there were a completely uniform tariff with raw materials
and intermediate goods all paying the same apparent rate as finished goods. For
products which use exportable inputs purchased in Australia at world prices
such as wool, steel and leather, would obtain effective protection higher than the
uniform tariff rate. But when most imported inputs come in duty-free or at low
non-protective rates of duty, perhaps under by-law, the possibility of divergence

between effective and apparent rates is much increased.

The solution to the problem seems to me to be along the following lines.
The uniform tariff or benchmark rate (or the two rates, one for existing industry
and one for new developments) should be expressed in ad valorem apparent
terms. Where there is clear evidence that the effective rate would be significantly
above the apparent rate, the tariff-makers should diverge below the apparent
rate benchmark. Thus the apparent-rate benchmark would have some of the
characteristics of an upper limit even when the made-to-measure complication is

not introduced.
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There is of course the possibility that the effective rate is less than the
apparent rate, in which case the divergence should be above the apparent rate
benchmark. But such cases would be rare. It must be remembered that for the
effective rate to be less than the apparent rate it is not sufficient that there are
tariffs on the relevant inputs; the input tariff rates must actually be higher than

the apparent tariff rate on the final good.

The divergence between apparent and effective rates might be similar for
the various products of an industry; if this were so there would be an industry
apparent rate which reflected the general divergence from the benchmark
appropriate for these products; this would yield a partial re habilitation of the
idea of industry rates. But I do not think one could explain or justify much of the

present pattern of industry rates in this way.

Effects on exports

In so far as protection of import-replacing industries draws resources out of export
industries which are unsubsidized, or at least subsidized at lower rates than the
effective protection of the import-competing industries, and in so far as there
are no special arguments for protection, there is a misallocation of resources.
The balance-of-payments-cum-employment argument for protection to which I
referred earlier and upon which a case for a uniform tariff could be based assumes
that, in the absence of exchange devaluation, the resources absorbed by protected
import-competing industry could not be employed in export industry. In general,
the more easily the resources could be absorbed at the constant exchange rate in
the export industries and the extra output sold without undue price falls, the
weaker the argument for protection and hence the lower the optimum uniform
tariff or benchmark. Thus the scope for increasing export production and selling
the extra output must be taken into account when determining the long-term
level of the benchmark.

Effects on exports may also justify divergences from the benchmark. In
general, those import-replacing industries which use resources that are close
substitutes for resources in unsubsidized actual or potential export industries
should be protected at rates less than the benchmark. Furthermore, tariffs on

products which are significant inputs into export industries will raise the costs
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of export industries. If, like wool and meat, the export industries them selves
are not protected, they obtain in fact negative effective rates. This is obviously
undesirable from a resource allocation point of view and suggests that tariffs on
products which are important inputs into export industries should in general be

somewhat lower than they would be otherwise.

Conclusion: The benchmark

To conclude, what should the benchmark rate be? This is clearly a matter of
judgment rather than precise calculation. It should be the higher, the higher existing
tariffs; to this extent calculations of tariff averages are relevant in determining the
benchmark rate. It should also be the higher, the higher are the tariff rates that
seem to be required to get any new import-replacing development. On the other
hand, the better the balance of payments prospects and the more scope there is for
expansion of export industries, the lower it should be. Perhaps a benchmark (in
apparent rate terms ) of 30 per cent for new activities and 45 per cent for existing
activities would be reasonable at present. The benchmark for existing activities
would involve lopping off the substantial high protection areas, an operation
which would have to be gradual, perhaps in steps announced precisely in advance.

The lower benchmark rate would be readily available to new activities.

The two benchmarks would be upper limits exceeded only rarely, except
during the transitional period for existing high protection industries and during
a short “infant” period for some new industries. Apparent rates would be reduced
below the relevant benchmark for any of three reasons: (a) made-to-measure
reasons (avoidance of excess profits, of fragmentation of production, and of
tariffs on inputs which have no protective effect at all); (b) effective rates clearly
exceeding apparent rates; and (c) adverse effects of protection on exports. There
are also some special reasons, which I do not have time to discuss here, that may

justify departure from the benchmark upward or downward in limited cases.

These are suggestions which take into account the constraints of what is
possible. They are close to, though somewhat more radical than, the approach
towards which some members of the Tariff Board seem to be moving, especially
the three members who wrote the minority comment in the Annual Report
for 1965-66, but to a lesser extent also the Chairman. Practical “benchmark
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policy” involves a balancing of various opposing considerations: on the one hand
the arguments for tariff simplicity, for firm guides to tariff-making and for a
little ruthlessness in the interests of economic efficiency, and on the other, the
arguments for providing for numerous complications and repercussions and
avoiding sudden or unexpected discomfort to any section of the community or

foreign investors.
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Appendix

Between January 1965 and April 1967, 57 Tarift Board reports were tabled in
Parliament. Of these 15 dealt with industries or sections of industries employing
at least 800 persons. These 15 reports, along with the report on crude oil, are
listed below. The date of the report follows in each case. In those seven cases
where the Tariff Board recommendations were not wholly adopted the date of the

relevant Ministerial statement is also given.

Satisfactory employment figures for many of the industries or products
concerned are not available. But using information in the reports, combined with
some guessing, one can give the following indication of orders of magnitude
involved. The motor vehicle and components industry is by far the biggest
employer in the group, with over 64,000 employees. Next comes the footwear
industry with about 23,000. The production of industrial chemicals and synthetic
resins employs about 9,000, and all the other industries listed, other than crude
oil, together about 25,000. Most of these others, except small engines (860) and
man-made fibre yarns, employ between 1,500 and 2,500 persons. While the
figures are likely to be too low rather than too high, one must be impressed by
the small proportion of the Australian manufacturing workforce which appears

to be concerned in these cases.

The largest capital investment is in motor vehicles and components and in

chemicals followed no doubt by crude oil exploration and production.

The list, which does not include the important report on aluminium which
was made public in July 1967 is as follows:
Copper and Brass Strip, etc. (25 February 1967 and 19 November 1965).

Hollow Bars, Tubes and Pipes of Iron or Steel (22 June 1965).
Sulphuric Acid and Pyrites Bounty Acts (30 June 1965).

Crude Oil (23 July 1965). See also statement by Minister for Trade and Industry
September 8, 1965; A. Hunter, “Investment in Petroleum Exploration in
Australia”, Economic Record, XLII, 1966; and S. McL. Cochrane, “The Pricing of
Australian Crude Oil”, Australian Quarterly, XXXIX, 1967.
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Agricultural Tractors (2 September 1966). See also Commonwealth Parliamentary
Debates, H. of R. LIII, 1966, pp. 2102-2103.

Motor Vehicles and Concessional Admission of Components (24 September 1965).
See also statements by Minister for Trade and Industry, 8 February 1966, and
July 29, 1966.

Tinned Iron and Steel Hoop, Strip, Plates and Sheets (24 September 1965). (These

items were not protected; deferred duty provisions were cancelled.)
Woven Cotton Fabrics, Bed Linen, etc. (6 August 19606).

Woven Man-made Fabrics (6 August 1965). See also Commonwealth Parliamentary
Debates, H. of R. XLVIII, 1965, pp. 2346-2353.

Glassware (22 December 1965).

Industrial Chemicals and Synthetic Resins (13 April 1966). See also Commonwealth
Parliamentary Debates, H. of R. LIII, 1966, pp. 2103-2105 and H. of R. 1967,
p. 1863.

Electrical Capacitors (30 November 1966).

Air-cooled Engines not Exceeding 10 B.H.P and Parts (December 15, 1966). See
also Commonwealth Parliamentary Debates, H. of R. 1967, pp. 613-614.

Man-made Fibres and Yarn, Tyre Cord and Tyre Cord Fabric (15 December 1966).
See also Commonwealth Parliamentary Debates, H. of R. 1961, p. 548; and
Report of Special Advisory Authority on High Tenacity Man-made Fibre Yarns,
etc. (23 June 1967).

Air Conditioning and Refrigerating Equipment (17 February 1967).
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Balancing external payments by
adjusting domestic income

E. H. Phelps Brown'

I owe my hearers an apology at the outset for taking a subject that has so much
immediate application to the United Kingdom, and so little to the happier land
of Australia. The external balance has been a recurrent source of embarrassment
to the United Kingdom for many years past: no such difficulties afHlict or threaten
the Australia of today. The regulation of money income by means of a national
incomes policy has been attempted in recent years by a number of countries, the
United Kingdom among them, in which wages and salaries are generally changed
by collective bargaining without the intervention of third parties: but Australia has
inherited a different procedure, whose availability has largely spared her the need
to devise new institutions in order to check cost inflation under full employment.
Yet if nonetheless I invite you to consider these issues, it is not only because it is
they alone that I can speak of from my own experience in the United Kingdom,
but also because I believe they have their relevance to Australian thinking. For
in the weather map of international trade, high and low pressure systems are
apt to succeed one another unexpectedly; especially where the external balance
is supported by an inflow of capital, change may set in rapidly; he would be
a rash man in any country who would say that its balance of payments could
not become adverse in the foreseeable future. And not only if such a change
should ever come about again in Australia, but already for many years past, the
Conciliation and Arbitration Commission in its major awards has had to have
regard, among other things, to the prospective impact of those awards on the

level of costs in Australian industry, and on Australian foreign trade. Although,

1 Thirty-third Joseph Fisher Lecture, 26 June 1969. The author is very much indebted to Professors Keith
Hancock and E. A. Russell for comment.
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therefore, the thoughts I shall lay before you have been formed mostly in the light
of United Kingdom experience, and will be couched in corresponding terms, I
hope you will find the question of how far the adjustment of domestic incomes
can help to balance external payments not without its relevance to economic

policy in Australia.

I

Any government that commits itself to a National Incomes Policy soon finds
out how to lose friends and fail to influence people. What has pushed many
governments into that commitment nonetheless has been a pressing need to right
the balance of payments. At least three countries, the Netherlands, Sweden and
the United Kingdom, maintained a wage stop for some time in the later 1940s,
when their first necessity was to restore their export trade — and, in the United
Kingdom, to raise it far above its pre-war level. Through all the subsequent
vicissitudes of Dutch incomes policy there has run a concern with the prospective
“room”, as the Dutch say, for rises in pay, and in a country whose exports yield
more than half its national income that “room” has meant the greatest rise in
domestic incomes compatible with balancing external payments. Similarly in
Sweden: there, it is true, the government itself eschews all overt commitment
to incomes policy: but exports yield a quarter of the national income; and when
the national organisations of employers and labour meet to negotiate a central
framework agreement that will regulate the course of wages throughout the
economy for the next two or three years, the question of how much rise in wages
will be consistent with maintaining exports is crucial. It was remarkable that
President Kennedy commended to the Congress an elaborate set of guideposts
for pay and prices, at a time — early in 1962 — when prices in the United States
had been comparatively stable for some years. The purpose in great part was
to ensure that the spending to be released by tax remissions would not simply
be mopped up by rises in pay and prices in the sector of existing employment;
but so controversial a step might not have been taken had there not also been a
mounting concern about the balance of payments. Most evidently of all, in the
United Kingdom, it was the crisis of sterling in 1957 that induced a Conservative
government, dedicated to restoring the working of the free market, to set up the
Council on Prices, Productivity and Incomes and so take the first step along a
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road that the continuing troubles of the British balance of payments have driven
governments farther and farther down since then, until a Labour government has
taken statutory power to defer for up to twelve months rises in pay that its trade
union supporters might obtain in negotiation.

The restraints that these essays in incomes policy have imposed have often
been resented by those on whom they bore, without solving the problems of the
economy as a whole. There have been uneasy compromises, chops and changes of
the policy, outright defeats for it. If nonetheless the policy has been adopted by
governments, and accepted in principle by national organisations of management
and labour, that is because no other way has offered itself of checking inflation
while maintaining full employment. The immediate compulsion to apply that
policy has often been exerted by the effects of inflation on the balance of payments.
In particular, incomes policy has been invoked as a means of stemming a deficit
in the balance of payments in the short run, and of preventing one from being set

up in the long. Let us consider those two purposes in turn.

II

In the short run the contribution that incomes policy can make to righting
the balance of payments is small. Certainly the determination of a government
to bring in or stiffen an incomes policy will have its effect on confidence: if
government can be credited both with willingness to undergo the opprobrium
it must incur by attempting to check the rise of wages and salaries, and with
the power to make that attempt good, the prospects of the economy escaping
from the inflationary spiral will be visibly enhanced, and that will take its effect
on world opinion. But the embarrassments and rebuffs that have attended on
incomes policy hitherto tend to deny credibility to the announced intention of
governments to apply it anew. Even, moreover, if they do make it take hold,
its immediate effect on the balance of payments can hardly be pronounced.
For the function of incomes policy is to check the parallel rise of unit labour
costs and prices, not to hold back money incomes relatively to prices so that
real demand is restrained. Certainly, insofar as incomes policy does check the
rise in costs and prices, it will help to keep imports down and exports up, but

this price effect will not be great in the short run. In any case, what is needed
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to restore the balance of payments quickly will almost always be a reduction in
aggregate real demand. In the experience of the United Kingdom, for instance,
a rapidly mounting deficit in the balance of payments has been set up not by
any rapid turn for the worse in relative costs and prices but by a rapid rise in
aggregate real demand — a rise that cannot be satisfied by domestic output and
spills over into imports. This surge of aggregate real demand will not have been
brought about by increases in pay, for it has been of the essence of the process
that, insofar as rises in pay exceed those in productivity and so raise unit labour
costs, they carry prices up with them. The surge must have been due to a rise
in a form of outlay largely independent of money incomes, and not like them
currently linked through costs and margins to prices. That form of outlay is
investment. There is no reason why firms’ decisions to increase their outlay on
investment should be matched by an increase in voluntary saving. Nor, so far as
it impinges on the home market, will much of the increased investment outlay
be quickly absorbed by higher prices, because unlike a rise in spending due to
higher pay it does not tend to raise costs at its point of origin, and it is to rises
in cost, not to extensions of demand, that administered prices respond. Insofar,
then, as the increase in investment outlay impinges on domestic output it can
only set up queuing, as delivery dates recede; the frustrated customer turns to
the foreign supplier; the excess of real demand is met by higher imports. Since
the upset does not begin with spending out of income, we cannot look to
incomes policy to put it right. True, if incomes policy did actually check the rise
of money incomes while the rise in prices went on, it would reduce aggregate
real demand, but this is not how it is meant to work, or likely to be allowed to

work for long in practice.

In the short run, then, though incomes policy has in practice been included
among the measures adopted by governments that need immediate relief from
balance of payment troubles, its virtue at the time lies largely in its announcement
effect. This in turn depends on its capability of preventing inflation from

worsening the balance of payments in the long run.

We look to it to do this by guiding the course of costs and prices. The
assumption is that the higher the domestic level of costs and prices, with a fixed
exchange rate, the bigger imports will be, and the smaller exports. How, then, do

we want costs and prices to behave? A country with persistent balance of payments
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difficulties might well want to aim at what has sometimes come about in the
past — constancy of money incomes, with costs and prices falling as productivity
rises, and real incomes rising with productivity through the rise in the purchasing
power of money. But we are all so accustomed nowadays to taking out the rise in
productivity in the form of higher money incomes, that this aim seems visionary,
and most governments would be gratified if their incomes policy could achieve
the aim set by President Kennedy’s economic advisers in 1962, of holding the
general level of costs and prices constant. In practice, many governments would
be content if they could even ensure only that costs and prices rose more slowly
in the future than in the past. Looking around them in the world market for
manufactures, they would have reason to expect that if they could achieve only so

much as this, they would still not be undercut by their competitors.

The effectiveness of such a policy must be assessed differently according
as it is required only to prevent fresh trouble being created by a rise in domestic
costs and prices relatively to those of other countries, or is expected to remedy an

external deficit arising from other causes.

III

If incomes policy is looked to only in the first of these ways, as a way of avoiding
a relatively high rate of inflation, no question arises of its usefulness if only it can
succeed in its own immediate aim. We should all agree that the more slowly a
country inflates, the less likely it is to run into fresh balance of payments difficulties
through its costs becoming uncompetitive. But many of us will ask, granted that
you want to check inflation, why resort to such a clumsy: laborious and unproven
type of interventionism as incomes policy? Why not rely on the familiar fiscal and
monetary restraints, working impersonally through market forces?

The answer is not merely that if those restraints are familiar, so also is the
unemployment which they inflict when they are imposed, and which if created
deliberately by any western government would be likely to bring it down. If that
were all, then the aim of incomes policy would be to keep the economy in a state
of suppressed demand inflation — to keep demand high enough to ensure full
employment, while preventing the pull of demand from raising costs. But its aim

is not that. It has the same aim as the fiscal and financial restraints, namely to
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avoid inflation altogether. If it imposes itself in their place, that is because, unlike

them, it goes to the source of inflation in the contemporary economy.

For this source proves to be on the side not of demand but of costs. The
world has known for centuries the inflation that is caused by excess demand —
be it when Spanish gold and silver spread across Europe, or when governments
created fiat money, especially to pay their way in time of war: then excess demand
set up shortages, and the pay of labour and the prices of products were pulled up
by the competition of buyers. But a study of what has actually been happening
in recent years soon reveals a process quite other than that. Excess demand has
not been an invariable condition of rises in pay and prices. In the industries
that are shedding labour, or carry a substantial margin of unemployment, pay
has risen at much the same rate as in the others. In Denmark down to 1959 the
prevailing level of unemployment was around 6 per cent, and in some districts
and occupations it was more like 10 per cent; but pay went up at much the same
rate in Denmark as in its Scandinavian neighbours where employment was full.
The sequence, so far as that can be distinguished in a spiral, has been not that
pay follows prices up, or even that pay and prices move together, but that prices
follow pay. They have done so because the rises in pay have generally been
greater than those in productivity, so that unit costs have been raised. Pay has
been able to rise so fast, because the habit has grown up of raising it annually at
a rate that has emerged from a spontaneous alignment of decisions. The rate has
varied somewhat from year to year, but not in a way that can be systematically
related to the state of the labour market. What has happened is rather that a
consensus has grown up about the rate of change that will prevail from time
to time. Management in any one firm or industry will find it hard to settle for
less than this; nor has it any incentive to involve itself in a painful struggle to
do so, when it knows from experience that so long as it does not raise its own
costs faster than others are doing all around it, it will be able later to maintain
its profit margins by raising its selling prices, without losing business. What
the rate is about which the consensus grows up is within wide limits arbitrary.
Those who take part in negotiations and settlements feel individually that little
discretion is left them; but collectively they are largely autonomous. So far at
least as they sell in the home market, they can afford any rise, provided enough

of them are tacitly agreed on it.
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At the root of cost inflation, then, there is an alignment of expectations
about a norm. It is the specific merit of incomes policy that it does go to this, the
root of the matter. In a word, its purpose is to align expectations about a norm
that is non-inflationary.

It may well be objected, however, that expectations never could have
become aligned about an inflationary norm unless experience had shown that
the government would provide the money needed to support a growing real
turnover at a rising level of prices. Even if cost inflation does arise independently
of an extension of the flow of spending, it still depends on such extension for its
continuance. So, it will be said, even if inflation under full employment is cost
inflation ex ante, it is demand inflation ex post: let the government only make it
clear that demand is not going to be raised so as to float firms off whatever level
of costs they allow to accrue, and the accrual will cease. One proposal is that
the government should announce its intention of increasing the monetary base
by no less but also no more than the expected increase in tumover at constant
prices — say three per cent per annum. It would thereby serve-notice on the pay-
fixers that if their determinations raised the general level of costs and prices, sales
would fall and unemployment would rise. But in this proposal the difhiculty is
twofold. How far will individual decisions be influenced by a sanction that is
activated only by the aggregate of decisions? And how far will the threat of that
sanction be credible, when it is itself so painful, so invidious in its incidence, and
so easily lifted? — for should the community collectively overshoot the mark, the
pressure on the government of the day to provide the once-for-all addition to the
stock of money, which was all that was needed to cure unemployment and restore

prosperity, would surely be irresistible.

An alternative proposal is that governments should guide the decisions of
pay-fixers not by direct intervention but by using fiscal and monetary controls to
adjust the balance of aggregate supply and demand. In one form, this proposal
would keep industry running with a rather wider margin of unused capacity
than of late, so as to avoid bottlenecks in which competitive bidding for scarce
resources raises costs, and to give firms a continuing incentive to keep prices
down in order to get additional orders which they will now have the capacity
to fill if only they can get them. We can agree that aggregate demand cannot be
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raised beyond a certain level without excess demand being set up at particular
points, and without firms generally becoming much less concerned with keeping
costs down than with getting production up. We must accordingly accept the
necessity of using fiscal and monetary restraints to prevent aggregate demand
from passing through the level at which costs begin to rise in bottlenecks and
cost control is loosened widely. But this is not to say that so long as we achieve
this there need be no fear of cost inflation: for in recent years the movement of
costs has come to depend on something other than the balance of supply and

demand.

That this is so appears when we examine another proposed way of
adjusting that balance — the proposal, namely, to maintain a rather higher level
of unemployment than has prevailed of late. Higher unemployment is seen as
marking a changed balance of supply and demand in the labour market, and it is
believed that the rates of pay arrived at in that market would then rise more slowly.
This belief rests upon an association observed in the past between the change
of the general level of wages on the one side, and the current unemployment
rate, together with the direction in which that rate was changing, on the other.
But the labour market is not a produce market. It is arbitrary to interpret the
observed association as the outcome simply of the changing balance between
job vacancies and job applicants. All that the observed association shows is that
the movements of wages varied with the phases of the eight-year trade cycle; the
rate of unemployment, and the direction in which the rate is changing, serve
only as an indicator of the phases. If we take an alternative indicator, namely the
deviations of pig-iron output from trend, we get an equally close association,
but no one would suggest that by regulating pig-iron output the government
could control the movement of wages. It seems likely that what determined wage
movements was not so much the rate of unemployment itself as the state of
expectations prevailing in each phase of the cycle. Today, however, estimates of
firms’ current and prospective ability to pay no longer rise and fall with the course
of a trade cycle that seemed to be no less exogenous than cycles in the weather. We
all know now that we can spend our way out of depression, and that governments
can reduce unemployment if only they choose to. This knowledge, fortified by a
quarter century of full employment, has given our current expectations a new base
and a force of self-propulsion. It is these expectations that govern the rises in pay

that the community has come to expect and that employers have come to believe
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they can concede without harm to their businesses; and it is these expectations
that must be changed by any policy that is to influence the rise in pay. A plunge
into depression would shatter them, but this is precluded. The alternative is to try
to mould and guide them through incomes policy.

These are the reasons, I believe, for which governments concerned to avoid
the worsening of their external balance by a rise in their costs have turned to
incomes policy. They have done so because incomes policy goes directly to the
point at which cost inflation under full employment arises, and because fiscal and
monetary restraints of themselves offer no politically practicable or ultimately
effective alternative. They have persisted in it, for all its embarrassments, because
their external balance forbids them to let cost inflation go unchecked, and they
know no better way of checking it in the state of mind induced by years of full
employment.

IV

The case we have just been considering is that for using incomes policy to prevent
inflation from bringing a country into balance-of-payments difficulties. What
has been at issue is the appropriateness of the instrument, namely incomes policy,
and not of the operation, namely, regulating domestic money income. But as
we now come to consider the regulation of income as a remedy for a deficit
in the external balance arising from causes other than domestic inflation, what
is in doubt is the effectiveness of the operation. Balances of payments can go
wrong for many reasons other than the domestic level of costs and prices. An
inflow of capital may dry up; an outflow of capital may set in; or the government
may undertake additional expenditure overseas for aid or defence. Especially in
countries at an early stage of development, but not in them alone, an increase in
the rate of growth may systematically raise imports more than exports. As between
different sectors of one economy, so between different economies, there may be
structural changes, arising from the advance of techniques and shifts in consumers’
demand. Some of these factors can be dealt with directly by government, but by
no means all: in particular, governments are inhibited by the rules of GATT, or
the apprehension of counter-measures, from restricting imports or subsidising

exports. How much can regulation of incomes do to restore the external balance,
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when it is not with incomes that the trouble begins? Much can be done, we know
from sad experience, by restraining not monetary income merely but real income.
Let us consider for a moment why we hear so much of the balance of payments
between one country and the rest of the world, and so little of that between one
region and the rest of the same country. Forty years ago I heard Edwin Cannan
in a lecture at Oxford ask why there was no public concern about the balance
of payments of the Isle of Wight, and I would like to follow him now, though
not, as I remember, to the conclusions he then drew. If the balance of payments
between one region and the rest of the same currency area becomes passive, it
will be corrected by a ruthless deflation within the region. The multiplier effect
of a passive balance will not be offset in the interests of sustained activity by fiscal
and monetary easements at the centre; the quantity of money within the region
will be reduced by the amount of the deficit; and this will go on until the region’s
bill for imports from the rest of the country ceases to exceed what it earns by
selling to it. The major part in that adjustment will be played by the reduction of
spending on the region’s imports. But this will be only part of the total reduction
in spending within the region that will have to be brought about. If a quarter of
the spending that is cut would have been spent on the region’s imports, then the
whole cut in spending will be four times the required reduction in the region’s
imports, and output within the region will have been cut back to the tune of
three times the required reduction in imports. This loss of employment, output
and consumption, moreover, itself contributes nothing to the restoration of the
balance, except insofar as the resources now made idle can be diverted into sales
outside the region, and there is no assurance that they will lend themselves to that.
The cut in external purchases is thus achieved only through a waste of resources,
and an invidious infliction of unemployment on particular men and women.
For a monetary problem there has been substituted a structural. No regional
imbalance of payments troubles the authorities; but the region may become a
depressed area. And this may be no less the plight of any entire economy that
holds down domestic income in order to counter a persistent tendency of imports
to exceed exports. There come to mind the examples of the United Kingdom in
the inter-war years, and of Denmark with its high unemployment between the
Second World War and the righting of its balance of payments in 1959. Yet when
governments obligated to maintain full employment refuse to allow an external

deficit to reduce real income, the deficit will persist. Is there any way out?
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One way of diagnosing this dilemma is to see it as arising from a gap in the
system of incentives in the market economy. Generally, when the economy needs
an increase in a given line of output, the market gives producers an incentive to
supply it. But when a persistent tendency to import more calls for an increase in
exports, the market gives producers no incentives whatever to bring this about
if domestic income is maintained; while even if domestic income is cut they are
given only the doubtful incentive of needing to find fresh markets, at a time of
depression and dubiety, for what they cannot now sell at home. What the market
should be doing, we feel, is to make exports immediately more profitable. But
this is just what it would do if the external value of the currency were not pegged
regardless of supply and demand, but allowed to float. For then as imports rose the
rate of exchange would fall, and the yield in domestic currency of exports selling
at unchanged prices abroad would be raised. There is no gap after all in the market

system of incentives if the external value of the currency is in the market too.

Another line of diagnosis leads to the same conclusion. By this we view
both the persistence of an excess of imports in the absence of a cut in domestic
incomes and the wastefulness of the cut in incomes that will restore the balance as
alike derived from our inability to separate the money that will buy abroad from
the money that will buy at home. The two are not separate so long as the central
bank will at need provide foreign currency at a fixed price in terms of domestic:
for then anyone who holds the domestic currency is a potential buyer abroad;
and the availability of foreign currency cannot be reduced save by a reduction
in the domestic currency for all purposes. What is wanted is a way of separating
the domestic currency from the money that will buy abroad, and limiting the
amount of that money to so much as is being currently offered in exchange for the
domestic currency. This can be done, with a fixed rate of exchange, only if there
is rationing of imports. One form of rationing is by administrative allocation
of licences to import. It has been suggested that the allocation would be more
efficient as well as simpler if it were left to the market — if import licences were
put up to auction. The procedure would be simpler still if there were no licences,
but those who wanted foreign currency had to bid for the available supply. But

this is only a way of describing a floating exchange rate.

Two lines of diagnosis of the malady of the persistently passive balance of

payments have thus brought us to the same prescription: let the exchange rate
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float. Needless to say, there is more to the argument than this. Governments
would not have held on to fixed exchange rates so long and been at such pains
to re-establish them when they broke down, if the only case for them were that
they are traditional and suited the convenience of bankers. Nonetheless, it is
the usefulness of a floating exchange rate that we come upon when we ask how
a persistent deficit in the external balance can be removed without a wasteful

contraction of domestic income, and follow the argument where it leads.

Yet this is by no means to say that a floating exchange rate would make
incomes policy needless: on the contrary, incomes policy would be an essential
complement of a floating exchange. And this for two reasons. First, it is the great
political danger of the floating exchange that it might be taken to remove all
checks on cost inflation: no longer could an inflationary rise in the general level
of pay be resisted because of the threat to the balance of payments through higher
costs, for these, it would be said, would be offset automatically by a depreciation
of the exchange rate. With this, secondly, goes the danger of a vicious spiral, in
which a high rate of rise of pay leads to a fall in the exchange rate, which raises
the price of imports and the cost of living, and this in turn prompts claims for a
further rise in pay. The removal of a deficit in the balance of payments can never
be painless, for — save insofar as it can be provided for out of the annual increase
in production — it means a reduction of the resources available in the home
market. When the deficit is removed by a fall in the exchange rate, the reduction
of resources imposes itself in great part by way of a rise in the price of imports. In
modern economies that rise may have to go a long way — for price is only one of
the factors on which the volume of imports and exports depends. As the articles
traded have become more elaborate and more dependent for their appeal on their
design, and as the promotion of trade has come to require more investment in
sales effort, stocks and service, changes in the volume of imports and exports have
shown persistent trends. The changes in prices required to remove an external
deficit, whether by promoting exports or checking imports, may therefore have
to be big; and where imports enter substantially into consumption, the cost of
living may have to be pushed up sharply. If the improvement is to be maintained,
money incomes must not rise correspondingly. There as elsewhere, the movement
of those incomes requires to be guided by a policy that has regard to the many-

sided needs and prospects of the economy.
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\%

There remains one observation of particular relevance to Australia. At several
points I have urged the usefulness, even the indispensability, of a national incomes
policy in meeting problems arising on the side of the external balance. The prime
function of that policy is to avoid cost inflation in economies that maintain full
employment and mean to go on maintaining it, so that firms in the aggregate have
no reason to resist inflationary rises in pay on the ground that higher costs will
reduce their profit margins or their sales. The requirements of the policy are mainly
two: the participation, in the reaching of particular decisions, of a spokesman of
the common interest; and an understanding of the grounds on which decisions
are reached. I wish at the last to state my belief that both those requirements
are met, more fully than through the institutions of most other countries, by
the conciliation and arbitration system of Australia. For this provides for the
participation in major decisions about pay of a third party, concerned both to do
justice to the cases put forward by the two sides and to see the particular award
in the context of the needs and prospects of the whole economy; while the public
hearings, and the deliverance of reasoned judgements, serve to inform opinion,
and gain acceptance for the awards. It may be an accident of history that long
before the need for a national incomes policy was apprehended, Australia came
to adopt procedures so propitious to one; but that they should now be available
to meet the needs of the hour seems to me a precious legacy of their history to
the Australian people.

155






54

Income inflation in Australia

Ronald F. Henderson'

1971 will go on record as the year in which the general public in Australia began
to worry about cost inflation or income inflation as I prefer to describe it. This
concern was expressed clearly in the Commonwealth Treasurer’s budget speech;
unfortunately the action taken in the budget did not correspond, for it was aimed
at further restraint of demand which was already sagging below the level of full
employment. In public discussion it is now understood that the 1971 variety
of inflation is significantly different from previous bouts, in that this time the
general level of demand, profits, and activity are not very high as they have been
on previous occasions pulling prices up. Indeed the use of the term “stagflation”
to describe the 1971 situation is becoming common to indicate the combination

of a stagnant level of activity combined with a rapid rise of prices.

The problem of cost inflation is not really economic; it's more difficult than
that; it is social and political. It is another variant of a very old political problem
how to prevent a pressure group, whose interests are immediately and obviously
affected, from prevailing over the greater interest of the whole of the community.
In the United States recently it has been how to prevent the well organised
militant coal miners’ union from wrecking the whole of President Nixon’s prices

and incomes policy to restrain inflation and reduce unemployment.

But while recognition of the disease is fairly general there is still a long way
to go in the difficult process of analysis and discussion of causes and remedies. It

is to that discussion that I hope to make a small contribution this evening.

1 Thirty-fourth Joseph Fisher Lecture, 2 December 1971.
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My first point is that this income inflation was only recognised in Australia
a year after it had been prevalent and carefully documented throughout the
rich countries which constituted the membership of OECD in 1970 — USA ,
Canada, Japan and Western European countries (Australia joined belatedly in
1971). A special report on the subject was published by OECD in December
1970 showing that for the group as a whole the rise in prices in 1970 was 5.5 per
cent as compared with an average of 2.6 per cent for the years 1960-65. It was
only towards the end of 1969 and in early 1970 that a general acceleration took
place throughout the OECD countries. This happened in the absence of strong
pressure of demand. Demand was particularly low and unemployment high
in both Britain and the United States. In 1969-70 in all these countries except
France the share of wages and salaries in national income was rising to well above
its long term trend value and profits were being squeezed. As a proportion of
national income profits in the United States fell from 12.5 per cent in the period
1955-64 to0 9.7 per cent in the first half of 1970. This, of course, is clean contrary

to what one expects to happen when a boom is caused by demand inflation.

The first condition I want to draw from international experience is that as
this disease is so widespread it is most unlikely that its main cause in Australia
is a purely local phenomenon such as the rate of immigration. Yet this is being
forcibly suggested by the Institute of Public Affairs. Further consideration suggests
that the upsurge of inflation in 1971 cannot really be attributed to long term
immigration policy; the inflationary influence of high migration, which is real, is
exerted on the demand side through demand for new housing and new factories,
not on the cost side. The influence of an inflow of migrants of working age is to
moderate rather than aggravate the rate of increase of wages and salaries. Thus a

reduction in the rate of migration is not a remedy for income inflation.

Another local phenomenon that has been suggested as a substantial cause
of the 1971 inflation is the high level of government expenditure, with the
corresponding remedy cut “government expenditure”. The main part of the answer
to this has been given by Dr. P. J. Shechan in 7he Australian Economic Review,
Issue 3, 1971% in which he points out the remarkable stability of government

2 P ]. Sheehan, “In Defence of Public Expenditure”, 7he Australian Economic Review, Vol. 3. 1971,
pp. 37-44.
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expenditure as a proportion of gross national product. For the decade 1959-60
to 1970-71 it averaged 20.4 per cent; for the 1970-71 it was 20.3 per cent. One
need only add that there was no upsurge in government expenditure throughout
the OECD areas either to account for the upsurge of income inflation on an

international scale.

There is not yet a consensus of opinion among economists as to the precise
causes of this burst of income inflation. Many I think would agree with professor
Meade in his Wincott Memorial Lecture’® that one reason is that “wage earners
have become more conscious of rises in the cost of living and more insistent that
it is real wages rather than money wages in which they are interested”. Moreover,
he continues, “a marked increase in the rate of rise of money wages rates may
have given individual trade unions an unexpected glimpse into the very large
monopolistic powers which they posses for pushing money wage rates up and
which they have not fully exploited in the past. The consequence may have been
a basic change in their attitudes. The order of magnitude of what is regarded as a
reasonable annual claim may have been more or less permanently changed; and
trade union leaders may have become much more acutely aware of their power to

obtain concessions through the threat to disrupt basic economic activities.”

I would wish to add that this increased awareness of inflation is not
confined to wage earners. In Australia it is clearly evident among salary earners
such as engineers, teachers and public servants who have also changed their
expectations as to a reasonable rate of increase of their money incomes, have
made much bigger claims and have succeeded in getting much bigger rise sin
money incomes. These rises in incomes, of course, raise costs of production and
lead to rises in prices just as rises in wages do. So to control this type of inflation
the rate of increase of all incomes — not just of wages — must be reduced. This is
the economic justification for an incomes policy as distinct from a wages policy.
There is also a social or political justification for an incomes policy; trade unions
will certainly not acquiesce in a policy that restrains wages while increases of a

thousand dollars a year or more are obtained by judges, doctors and professors.

3 Inflation the Present Problem. Reports of the Secretary General OECD. December 1970.

159



34 Income inflation in Australia

Why has there been this apparently sudden acceleration in the rate
of increase of incomes in the rich countries in the past three years? Is this a
sudden gust of wind that has blown us of course and can we expect to return
to a comfortable situation in which the pursuit of sensible monetary and fiscal
policies to prevent over-full employment will be sufficient to prevent prices from
rising at more than three per cent per year? If so, all we need, presumably, is
some temporary corrective such as a six month income freeze before returning to
business as usual. President Nixon in his speech of October 7 introducing phase
2 of his New Economic Policy, with a pay board, a price commission and a cost

of living council, said specifically “we will not make controls a permanent feature

of American life”.

I think this analysis is mistaken, for I believe that the experience of inflation
has caused such a change in expectations and modes of action that we cannot
hope to get back to the conditions of the early 1960s when inflation could
be controlled by monetary and fiscal policy alone. In technical terms I think
the Phillips curve has shifted right out and cannot be pushed back by a short
term incomes policy. There is no longer a moderate, politically acceptable level
of unemployment which will prevent an unacceptable price inflation. On the
contrary we have seen in Britain, the United States and are threatened with I
Australia the combination of unacceptably large unemployment at the same time
as unacceptably rapid inflation.

One important underlying reason for this change is that one generation is
succeeding another in the seats where important decisions are taken. Men and
women over 50 years of age grew up in a world of stable prices. For many of them,
subconsciously perhaps, that is still the normal world from which aberrations
occur but to which, with a bit of luck, things will return. So they act accordingly,
they put up their prices when they have to, they stick to price stability as long as
they can. But that generation is being replaced by a younger one that never knew
price stability; for them rising prices are the normal state of things and so they
act differently, young professional men adjust their fees to allow for rising prices,
young trade union leaders claim larger wage increases, business men expect their
costs to rise further and so raise their prices. As this replacement of the generation
is completed it will become even more difficult to check inflation.
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So I submit that what is needed is not just a temporary set of controls over
prices and incomes but something built to last. In the future there must be three
main elements in control over the economy, fiscal policy, monetary policy and

controls over prices and incomes.

Evidence in support of this view can be culled from European experience.
In Britain and in Holland it can be seen in retrospect that “wage freezes” failed
because they were temporary. OECD studies of inflation stress that these short
run efforts have been disappointing and a broader, longer term approach is
needed. The report’ by the Secretary General of OECD, for instance, states in
its conclusions, “The question remains of how in practical terms to make price

incomes policy more effective over the longer run”.

This conclusion that a structural change has occurred that requires a change
in long term policies is reinforced, I think, by careful study of the sequence of
events in the 1960s in Britain and in USA In both countries there was growing
awareness of the cost inflation problem throughout the period and under the
Wilson and Johnson governments. In USA  the Council of Economic Advisers
set up guideposts for wages and prices and engaged in continuous efforts to
prevent wage and price increases greater than these. It is probable that in the
years 1962-65 when demand was not excessive these efforts did moderate price
increases. They were swept away by the strong demand pressure that developed
with the escalation of the Vietham War. Then with a change of government in
1969 President Nixon abandoned attempts to influence prices and incomes by
“jawboning” and resorted to an old fashioned policy of demand restraint. This
failed. It created heavy unemployment but prices continued to rise. So in August
1971 the New Economic Policies of price and income control were introduced.

In Britain there was a rather similar pattern with a National Board for
Prices and Incomes exerting some pressure on prices and wages under the Wilson
government. This was swept away by the Heath government devoted at first, like
that of President Nixon, to orthodox restraints of demand as a counter to inflation;

but it too failed to cure stagflation by these orthodox measures. After considering

4 Inflation the Present Problem. Reports of the Secretary General OECD, December 1970.
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a policy of heavy differential taxation on all companies giving wage and salary
rises of more than the established norm it shelved this when the Confederation of
British Industry introduced a policy of pledges by leading companies not to raise
prices by more than 5 per cent over the next 12 months.

Thus in both countries governments initially hostile to any form of prices
or incomes policy introduced or welcomed such policies after two years with out
them — years of heavy unemployment and rapid rises in prices.

The other protagonists in this drama are the central bankers who have to
carry out monetary policy with the aim of restraining inflation without causing
too much unemployment. Dr. Arthur Burns, President of the Federal Reserve
Board of the United States, has been one of the most persistent and persuasive
advocates of some form of prices and incomes policy to supplement fiscal and
monetary policy. Others of this persuasion include the Governor of the Bank
of Norway who said recently,’ “An incomes policy is obviously no panacea in
itself but is a vitally important supplement to demand management policies. In
Norway the expert reports on the effects of alternative wage awards on price
developments have proved very helpful. These estimates have been worked out
by an expert committee chaired by a prominent economist and with members
representing both the trade unions and the employers organisations. A remarkable
degree of agreement has been reached and this has probably had some influence
in moderating wage and price increases. This, of course, is facilitated by the

centralized character of the wage and price negotiations in Norway.”

Opverseas observers often suggest that Australia has had something like an
incomes policy for many years, as the Commonwealth Arbitration Commission
gives judgements on wage and salary increases. But the objective of the
Commission, as its President has stated clearly, is to preserve industrial peace not
to prevent inflation; and it has not prevented inflation. That is and must be the
direct responsibility of the government, a responsibility that cannot be discharged
simply by giving evidence before the Commission but must be discharged by

action.

5 The Banker, London, August 1971.
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This action must be a long term programme in which monetary, fiscal and

incomes policy are co-ordinated.

Thus I disagree with a recent statement by Mr. Snedden who said, “With
Australia’s system of independent arbitral tribunals a complete incomes policy
would be possible only if the Government in its public interest interventions is
able to persuade tribunals to make decisions which accord with the established
criteria’. I do not think this will achieve success. I believe that the government
must introduce legislation laying down norms, a permissible range of income
increases within which in future the arbitral tribunals must operate. This would
be a major change, but I am convinced that major changes in our apparatus of
control over the economy are required. Insufficient attention has been paid, I
suggest, to the question “In what circumstances has an incomes policy a chance of
success?” Clearly it has little or no chance at a time of strong demand inflation as
in USA in 1967. What is perhaps not so obvious is that it may well break down
if the government is responsible for a severe recession as in Britain in 1971. For
in those circumstances wage earners and trade union bodies may flatly refuse to
co-operate in any way, and without some such co-operation no incomes policy,

statutory or voluntary, can hope to succeed.

So a reasonably high level of demand, activity and employment must
be maintained by monetary and fiscal policy without bursting into over-full

employment. Australia has had a good record in this respect since 1962.

In such conditions prices will not escalate unless incomes do, but there is
no longer any reason to be confident that trade unions and professional bodies
will refrain from using their monopoly power to drive up their incomes and cause
an income inflation. This must be controlled and is the nub of the problem. In
order to achieve acceptance of that control by those affected it may be necessary
to erect a control mechanism over prices and dividends, but that mechanism is of
secondary importance. It may be sufficient, as has been done in the United States
to exercise direct price controls only over a small number of the largest companies.
If incomes escalate out of control no control over prices and dividends will be

sufficient to check inflation.
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Control over incomes must be exercised in both the public and the private
sectors of the economy. A norm must be set and should be below the average
aimed at in order to leave room for a little upgrading for special reasons. If we
estimate productivity per employee to be increasing at two per cent a year and
are willing to allow prices to rise at three per cent our target average income rise
will be five per cent and our long term norm four per cent. When introducing
the policy to reduce unfairness between those who have recently had a rise and
those who have not, a three-year base period might be used. Ideally using four per
cent this would mean that par would be 12 per cent in the past three years. But
such large increases in incomes have been gained in this period that some higher
norm will have to be accepted as par and a gradual transition made to the four per
cent. Within the public sector it is particularly important that restraint is seen to
start at the top with the salaries of the Prime Minister, the cabinet, the judiciary,
and senior public servants, and extend downwards as far as the influence of the

government extends. This would include the fees of doctors for instance.

To regulate incomes in the private sector it may be useful to have a series
of committees with representatives of labour, employers and the government as
has been done by President Nixon in stage 2 of his operation. These may help
to secure an informed consensus of opinion and to secure voluntary compliance
with the norm. But behind this there must be a stiffening of compulsion and
sanctions against those who refuse to comply. There are a number of possible
methods and the choice in Australia will depend on constitutional and political
considerations as well as economic ones. We can, however, distinguish certain
characteristics that are common to schemes under discussion. The penalty for
non-compliance — arranging for too big an increase in income — may be imposed
on either the employer or the employee (theoretically it could be imposed on both
but I have not yet heard of such a proposal). The penalty may be prosecution or

loss of certain privileges or it may be liability to substantially increased taxation.

Australian experience suggests that attempts to impose legal penalties on
large trade unions are unlikely to be effective. Professor Meade has proposed for
Britain a modified scheme of penalties which will only apply to strikes in support
of a claim judged to be in excess of the norm by an independent tribunal. These
include loss of accumulated rights to redundancy payments and charging the cost

of supplementary benefits to wives and children of strikers to the trade union or
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individual concerned. I doubt whether any modification of such measures for
Australian conditions would be acceptable. Moreover, such reliance on penalties
on employees on strike will only be effective in preventing inflationary wage
and salary settlements if the employers resist large claims. A few years ago such
resistance could be taken for granted. But this is no longer the case. The most
flagrant example in the private sector is the Metal Industries Trades Association
acceptance of an increase of $6 a week for tradesmen and $4.50 a week for others
awarded on 16 July 1971. This did not even occur at the peak of a boom but at
a period of some slack in the economy when unemployment was 30 per cent
higher than in the previous year and when we were suggesting in The Australian

Economic Review that a stimulus should be given to the economy in the budget.

Thus we must accept the fact that employers can no longer be relied
on unaided to resist inflationary claims even when the level of activity in the
economy is not excessive. Although this is regrettable it is hardly surprising when
no effective steps are taken to restrain even greater increases in the public sector
such as a 15 per cent increase in salaries for second division public servants, a big

increase for judges and a large increase in doctors’ fees.

In these circumstances neither legal penalties nor a tax on employees seem
likely to be sufficient to restrain income inflation even if they were politically

acceptable.

Professor Weintraub® has set out a proposal for using company tax policy
to restrain employers from granting wage and salary increases. For Australia this
might be modified, on the lines of the 30:20 legislation for insurance companies,
to give a tax rebate to those companies which conform to the wage and salary
guidelines. The rebate should be substantial, perhaps 20 per cent of company
tax, for the object is to secure conformity; it should be tapered so that those who
only slightly exceed the norm pay only a slight penalty, “it should be based on
total wage and salary payments in each job classification and grade divided by the

number of man hours worked in the respective categories and combined into a

6 Sidney Weintraub, “An Incomes Policy to Stop Inflation” Lloyds Bank Review, January 1971, pp. 1-12.
Henry Wallich and Sidney Weintraub, “A Taxed Based Incomes Policy”, Journal of Economic Issues, Vol.
5,1971, pp. 1-19.
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weighted index of wage increases”.” The data are available for such calculations but
the administrative burden would be substantial. It would not be worth considering
if the problem were thought to be temporary. But if, as I believe, this is a long term
problem and the alternatives are substantial unemployment and loss of output or

rapid inflation, then the burden of this tax rebate system is well worth shouldering.

Since the penalty will fall on company income it is less likely to be passed
on in higher prices than a levy on units produced or labour employed. There is at
least a good chance that most companies would try hard to earn the maximum
tax rebate by resistance to demands for wage and salary increases above the norm.
It is, of course, essential that such a policy in the company sector be buttressed
by strict adherence to the norm in the public sector. Of course there will be
hard cases, but hard cases make bad law. It is surely fair overall that one norm be
applied to all increases in incomes. It is possible, I think, for the taxing power of
the Commonwealth Government to be used to restrain inflation in this way. So

this is one suggestion for a long term policy.

I am very glad that the Federal Treasurer has now joined in the discussion
of income policies in a most interesting address on 18" November. He said, “it
has yet to be demonstrated that such a shift has occurred here that our problems
are not now amenable to the normal range of policies” and points out that
prices incomes policies will seem like unwarranted interference to companies,

professional people and wage earners alike.

I suggest that the situation is rather like that which obtained in the 1930s
when Keynes was advocating that the government should assume responsibility
for maintaining the general level of demand and output in the economy by
counter-cyclical fiscal policy. There was strong opposition to that for many
years. We have now reached the next phase of development in which, after 30
years of high employment, additional government measures, which do involve
interference with the decisions of individuals and companies, are required in
order to restrain inflation to an acceptable pace while maintaining a high level
of employment and output. I hope we shall not have to wait for a major disaster

before we learn this lesson.

7 Wallich and Weintraub, op. ciz. If this is not done salaries of higher executives can be raised without
penalty if some more charwomen are hired to keep down the average wage paid.
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Political economy and the
problems of our times: In defence
of general economics

John Vaizey'

Despite the eminence which is accorded by our profession (if such it be) to the
abstract theorist, it is the general economist who in the long run decides what
is the significant theoretical innovation, or points to the inadequacy of accepted
theoretical formulations.” It is his needs and problems which ultimately determine
the shape of the theoretical structure. It is my thesis that we are witnessing today
the culmination of some fifty years of radical restructuring of economic theory
in the light of radically different problems that the general economist has had to
deal with. And while fifty years may seem a long time, it is only the lifetime of
one academic, it may be that a long working life is the necessary perspective in
which to see the full working out of a new system of ideas. I am not claiming
continuous victory for those ideas; a young revolutionary of 1789 looking back
on his lifetime in 1848 — a revolutionary year seen as the logical culmination of
1789 — from one point of view would see the Terror, Napoleon, Waterloo, the
restoration of the Bourbons and the reign of the Citizen King. That it was a series
of uninterrupted victories from any one point of view, only a man who turned his
coat as often as Talleyrand could say; most people would be content to say, with
the Abbe Sieyes, “/ i vécu.” But, sir, we have come through, and 1789 did mark
the end of the ancien regime.

1 Thirty-fifth Joseph Fisher Lecture, 18 September 1974.
This lecture is not intended to be a contribution to the history of economic theory, that is a task I
am doubly disqualified for by a lack of reputation as a theorist, and only a partial knowledge of the
manuscript sources which would be necessary for an historian. The job that I am particularly trying
to do is a different one. It is the need of a general economist, like myself, who is interested now in one
thing, and now in another, to judge the state of economic science as a whole.
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As general economists we may lock ourselves into one field, as I did with
the economics of education, but our claim to competence cannot arise from our
specialism alone. A general economist requires a general theory which in some
sense must preside over the works of different specialists, whether in industrial
or monetary economics, in the economics of transport or econometrics. The
training of a general economist, and his function, is neglected at our peril, and
those who have done most to advance our discipline — Marshall and Keynes, or
Schumpeter and Myrdal — have not only carried economic reasoning to a higher
point; they have also been interested in the history of their own subject, its links
with the other disciplines, and above all, with the world as it really is and as
people have to deal with it. And just by standing a little on tiptoe, by neglecting
for a moment the latest article in the latest journal, and looking back at our own
professional lifetimes, we may see how the world has changed while we have been
looking after our particular interest; it is as though, sleeping on some aircraft,
we were to awake and see below us some strangely unfamiliar landscape. In my
view, this landscape is the new subject of political economy which has claimed to
replace the so-called economic “science” which is now past. It is my view that a
false analogy with physical sciences has led us and the world up the garden path.
What I shall discuss is the nature of the general theory of economics that links the
different parts of our subject. I shall argue the concept of general equilibrium is
elegant but unhelpful; and that political economy is inelegant but helpful.

Consider, briefly, the disarray that our subject is in. I will not refer to
the hostility that the world bears us for events, like falls in share prices, over
which we have as much control as the doctor does over the onset of senility or a
meteorologist over the weather. (We can, admittedly make things worse.) I will
merely list a few of the topics where a general economist, hired by a government,
or a firm, or a newspaper, or by a co-operative of adult students, has to fly by his
own bootstraps because the high theorists disagree and hope he will do less harm
than another might. I do not denigrate the achievements of our subject; I merely

list the problems where the answers are in dispute.

What causes inflation and where will it go to next? Is the Common Market
a Good Thing or a Bad Thing? How far can the redistribution of income go
without adversely affecting economic growth? Ought school teachers to be paid
more or less than skilled carpenters? What ought to be the price of bread? We
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don’t know the answers, or we deny that they are appropriate questions. Yet to all
these, and to many other questions, there would have been virtually unanimous
replies at the time of Marshall’s death, fifty years ago, in the English-speaking
world. The exceptions would have been the Marxists, a tiny handful, tenuously
in power in Russia; some Thomists, busily providing an ideology for Mussolini;
and the German and American historicists. But “true” economists, especially
Marshall’s slightly less than best pupils, and through them the overwhelming
majority of English-speaking economists, would have known all the answers to
my questions.’ Indeed, the test of their professional status would have been to
know the answers, as you would expect an anatomist to know where the kneecap
is, or a navigator to get to Tasmania rather than New Guinea, if he wishes to. I say
“slightly less than best pupils” because Keynes and Sir John Clapham — the only
economic historian to have students queueing up to attend his lectures and to
be cheered to the echo at the end (how times have changed!) — shared Marshall’s
doubts, expressed in his appendices, and by small quibbles in the footnotes, about
the system, or at least large parts of it.*

In the 1930s and 1940s specialists in a range of peripheral subjects, like
the theory of wages and of distribution, and various topics in applied economics,
including industrial and agricultural economics — peripheral, that is, to the
central theoretical topics to which the journals and the ambitious young men
addressed themselves, but far from peripheral to general economists and to those
who sought their aid — carried on as though nothing had happened. Keynes had
put everything into the melting pot, and the process of sorting it all out was — is
— still going on. Came the war and the incidental suspension of all free-market
economic laws, by rationing, direction of labour, and forced egalitarianism, and

after the war the Bourbons returned, to write their textbooks, as though the

3 There were then very few economists. And there were substantial numbers of currency reformers tariff
advocates, and socialists, whom Marshall dealt with faithfully in his enormous footnotes. The case for
free trade, laissez~faire and the gold standard, with Jevon’s supply and demand curves, was economics.
The rest was heresy.

4 And, two years after Marshall’s death, Sir John Clapham’s doubts were expressed in his empty economic
boxes metaphor. Sraffa prompted Joan Robinson into the overthrow of the theory of competition. Sraffa
and Richard Kahn — and above all three million unemployed — had stimulated Keynes into the overthrow
of the theory of money and employment. Kalecki and Joan Robinson had done away with distribution
theory. All that was left of the economic consensus was the theory of value, increasingly under the assault of
those who had doubts about utilitarianism, so Hicks and Allen tried to put economics on a “positive” basis.
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Revolution had never been, having learned nothing and forgotten nothing. In the
1950s tranquillity reigned, along with Eisenhower, whilst once more the world
economy transformed itself, neglecting to obey economic laws the while. Now,

why was there this strange experience?

The answer to this is, I suggest, not a simple one. It is certainly not enough
to suggest (what is undoubtedly historically true) that the brand of general
equilibrium theory which the fervently anti-statist theorists took to the United
States in the late thirties, which missed the Keynesian revolution’, was successful
because it then suited a particular political ideology. Too many socialists, like
Anthony Crosland, share it for that to be wholly true. And there are conservatives
on the other side, too, including Sir John Hicks. Rather, it seems to me, that in
the field of the social sciences there is an almost inextricable welter of ideology
and technique, of ends and means. Not only are these disciplines relatively under-
developed, but they draw not only upon mathematics, but upon history and
philosophy for their techniques, and they are inescapably policy-oriented. To
try to abstract from this in a quest for “intellectual purity” seems to me to be
understandable but erroneous. Lacking the methods of experimental science, we
have no real way of building up a stock of accepted results. But that is, surely, not
to say that all non-natural science is not intellectually valid? It is surely possible
to have integrity, to try not to fake results, but to be eclectic, as historians are;
to blinker your vision as though you were a horse in a classic race is to speed up
the attainment of the goal, but to leave the question whether the goal is right or
wrong out of consideration. And really, it is the goal which is interesting, as well

as the way to it.

I think to identify economics with the present set of techniques is to ignore
the fact — for it is a fact — that the bases of our subject are still in dispute, especially
as many of us hold that the question of — for example — the measurement of
capital, and hence of the concept of capital (and capitalism) is still (to put it
mildly) open. To suggest that we hold the views we do is because we are either
badly trained or politically committed (or both) may be partly but it cannot be

5  Sir John Hicks in Value and Capital broke with Marshall and embraced Walras, which was a major
revival of old ideas which fitted, however, American theory in the 1950s, with its assumption that
flexible prices guaranteed full employment.
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wholly true. The question of what economics is about is not yet settled, nor in
my view ever will be. Yet we still refer to ourselves on both sides as “professional

economists”.

The model of economics that is still widely taught is a fully-employed
economy with steady money prices; where there is pure laissez-faire, and no
government, where competition between small artisans determines supply, and
roughly equal and informed consumers — who are immortal, for Time has been
abolished, and single because they are solipsists — carefully weigh up their needs,

and settle prices by haggling outside the carpenters’ huts or the hen runs.

In the 1950s there was a major revulsion, in Cambridge especially, against
those ideas because the real problems arose from growth and change — that is time
—and the notion of who should get what — that is ethics and justice. In the 1960s
the real facts of the real world broke into the academy, and it is this revolution of

ideas which is my theme.

Here we are, then, once more at the barricades of our discipline. Even
the most reactionary of Bourbons have packed their things for fear of the sans-
culottes. Professor Hahn so rightly says,

“. .. the achievements of economic theory in the last two decades are

both impressive and in many ways beautiful. But it cannot be denied

that there is something scandalous in the spectacle of so many people

refining the analysis of economic states which they give no reason to

suppose will ever, or have ever, come about . . . It is an unsatisfactory

and slightly dishonest state of affairs”.”

Some may think it is indeed scandalous, and though the achievements
of that economic theory are still taught, in many universities it has now been

replaced by a new political economy. What is it that has caused this? It is, I suspect,

6 The Keynes theory of employment was, initially at least, accepted. But his theory of money, wages and
prices was not. “Pure” theory was revived on the basis of a Walrasian system of general equilibrium, with
no time, and with perfect knowledge. This cut it off automatically from real problems of society — which
is what the subject is about, according to the political economists.

7 Professor Frank Hahn, quoted in John Kenneth Galbraith’s Economics and the Public Purpose, p. 27,
footnote 4. It is from Hahn’s Presidential Address to the Econometric Society.
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the return of commonsense as it was found that the conclusions of neo-classical
economics seemed increasingly paradoxical to ordinary intelligent citizens. It is

also a theoretical consolidation of a high order, which I shall attempt to spell out.

But before we get to that point I must deal with the Bourbon restoration,
and for that story I must turn to some recent extraordinarily interesting
publications by Professor Harry Johnson. It is perhaps easier to take these lesser,
casual publications as a topic for discussion than Professor Johnson’s assuredly
more technical articles, because they raise directly what the technical articles only
raise by implication, namely what subject it is that Professor Johnson says we are
all professing. I have no doubt that Professor Johnson represents precisely and
fairly the point of view of a large group of economists, who regard what they
do as economic science and what the others do as drivel. “Economics has been
undergoing a research revolution”, Professor Johnson writes®, and he refers to
the “demonstrable superiority” of “the new techniques of mathematical analysis
and econometrics, as contrasted with the social wisdom and philosophizing that
characterised the older style of ‘political economy’.” “Economics shifted from
an orientation towards ‘political economy’ to an orientation towards ‘economic
science’; and the essence of science is research . . . the application of known . .
. techniques to the solution of suitable problems . . . which . . . may not be of
general social interest.” Johnson attributes this shift to a dominance of the US
graduate schools. That dominance was due to the vast availability of graduate
awards in the US for American and foreign students, in the late 1940s and early
1950s; the coherence and rationality of graduate training programmes in the US;

and the exhaustion and demoralisation of postwar Europe.

In his Encounter article Johnson describes his own departure from
Cambridge as he “began to appreciate the difference between scientific and
ideological motivations for theoretical work.” “Keynesian economics”, in
Cambridge, “was not a theoretical advance . . . it was only a tool for furthering
left-wing politics”. This is an extremely serious charge, and one that is often made.
It is that “the intellectual poverty of English economics” is due to “a mistaken

belief that to prove capitalism to be logically impossible is sufficient to dispose

8 “Cambridge in the 1950s”, Encounter, XLII, I January 1974.
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of its existence.” In contradiction to this group of Lysenko-ish ideologues,
squabbling in an environment of intellectual and physical poverty — “no coal, and
they managed also to contrive a shortage of bread” . . . “English public licensing
hours are rather barbarous” . . . “bitterness” . . . “you can be as incompetent as you
want to be” . . . “material poverty” . . . and so on — Johnson describes a group of
competent, hardworking scientists who are using known techniques to advance
the truth. In the United States, we are told, “a professor is not a member of the
national élite” (Kissinger?), he lives in “a fairly self-contained world, within which
entry and promotion are fairly strictly governed by academic standards.” The
United States has “a long tradition of explicit and organised programs of graduate
instruction . . . in which the program adapts itself . . . to the incorporation
and transmission of new developments in the field . . . an orientation towards
techniques and research comes more naturally to the US than to the European
scholar” and so on. In the US economists share “the general freedom of the public

to disagree with its government”™°

— a freedom presumably lacking in the United
Kingdom and Australia — and “as a result of this freedom, the most impressive
characteristic of the economic profession in the United States is its consistently
high quality.” Johnson correctly points out that a concern with “research is an
extremely modern phenomenon in the history of the academic community . . .

up to modern times, what was valued was knowledge or ‘scholarship’.”

Towards the end of his article Johnson concedes that “the possibilities of
acquiring useful knowledge by further research along scientifically respectable. . .
lines will play out, and . . . the world will discover that what it needs, after all, are

political economists and not economic scientists.”

9 'This belief he attributes to a Marxist, Maurice Dobb, and to Joan Robinson — who “was not recognisable
as a female of the species and did not behave like one” — and Richard Kahn, who conspired against
the “shy and gentle” Dennis Robertson, who was “incapable of standing up in public and defending
himself.” Robertson was a sophisticated academic, who, far from being incapable of standing up in
public, had been President of the Union, President of the ADC, a senior civil servant, an army officer
on active service, who at first regarded Harry Johnson as a sinister influence. What Robertson was
frightened of was poverty, and, most clever and charming of men, he lived frugally.

10 Paul Sweezy’s comments would be relevant at this point. There have been no “loyalty” oaths in England
since the abolition of the laws against dissenters, Catholics and Jews over a century ago, which even then
were rarely enforced, and only applied to the House of Commons and Oxford and Cambridge.
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That is, indeed, the point of this lecture. I think social wisdom is as
important as equations. Let me at once concede that, despite the unfortunate
tone and factual errors of Johnson’s article, there is much in what Johnson says.
It is easier for clever people to debate than to do research. And there is a degree
of absolute ignorance about so many matters that is inexcusable. If I may I will
give three instances from my own autobiography. The first concerns education,
the second the Irish famine and the third the British steel industry. I shall try to
show how various interpretations are possible, but that the facts tend to suggest

extremely complex answers to difficult questions.

Education first. Perhaps I should explain the points at issue. In the early
1950s the perennial problems of the British economy were attributed by the
Economist newspaper, by economists like John Jewkes and Lionel Robbins, and
by H. G. Johnson (in 7he Overloaded Economy), as due to excess demand, partly
due to the welfare state with its substantial increase in public expenditure. Abel-
Smith and Titmuss, in a report to the Guillebaud Committee on the Cost of
National Health Service, showed that the NHS had not added greatly to the
proportion of the GNP devoted to health, but had redistributed its benefits and
economised in its use of resources. In 7he Costs of Education (London 1958) 1
showed that the same was true of education and, moreover, that the benefits of
the public education system went proportionately more to the better-off. It was
also necessary to refute the theory held by the more sophisticated — that education
expenditure was demographically determined. (This heresy is now returning. It

seems to be a feature of economic crises and the reactions to them.)

At the same time, Chicago sought to argue that people chose different sorts
of education because of their evaluation of their discounted life-time earnings.
This ignored much sociological research. But it was necessary for them to (a)
prove that the labour market “worked”, and (b) that “human capital” — a central
part of the new neo-classical formulation — was not a mere metaphor (as Marshall
had asserted). These matters are examined in Vaizey, Norris and Sheehan, 75e
Political Economy of Education (London 1972).

I was also concerned to examine the actual role of education in economic
and social change and development. This could not be argued a priori, but had

to be examined case by case. Chicago, on the other hand, took the view that
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“investment in man” could be subjected to the same criteria as capital projects —
the cost of educating a person being equivalent to buying a machine. The trouble

with all this was an absence of facts.

When I took up the economics of education nobody knew how many
British children were at school — the official estimates were half a million out
— and the accepted view was that the slump of 1931 had caused disastrous cuts
in expenditure. Laborious research, including the calculation of outlays and the
construction of price indices, showed that from 1931 to 1934 a combination of
falling prices and a reduction in the number of children caused per capita real
expenditure on education to rise. In my view, the “human capital” argument was

unnecessary, on the principle of Occam’s razor.

Ireland next. The accepted explanation of the Irish famine of 1845 to 1850,
20 years ago, was that the English landlords extracted the surplus from their
Irish tenantry in specie and spent it in London. By months of going through
dusty and uncatalogued documents in the basements of Guinness’s brewery I was
able to show that this was not the case. The famine was the result of the collapse
of a virtually moneyless economy in the interior of Ireland as a direct result of
the post-Napoleonic war deflation, consequent upon the revaluation of the Irish
pound, in the maritime sector. This is now the “accepted” explanation of the
Famine which the clever young men are attacking. My argument, it will be seen,
rests upon simple supply and demand. So much, I hope, for the charge that we
eschew ordinary economic tools. In the Irish case, the error was nationalism. The
accepted view was that the Union of the Parliaments in 1801 was designed to
kill Ireland’s nascent industries, condemning the Irish to a marginal, subsistence
economy. The Guinness documents showed a great growth of prosperity between
the mid-1790s and 1815. This coincided with the devaluation of the Irish pound.
The postwar slump coincided with (a) a reduction in military expenditure in
Ireland and (b) a very substantial revaluation of the Irish pound, as E W. Fetter
and E G. Hall pointed out. At this time, the maritime sector contracted. In the
view that Patrick Lynch and I took (Guinnesss Brewery in the Irish Economy, 1859-
1876, Cambridge University Press, 1962), the famine resulted chiefly from this
fact and was — as a Marxist historian, Strauss, had suggested — the death throes
of a subsistence economy which was contiguous to a commercial economy. The

Irish emigrants added greatly to the reserve army in Scotland, England, America
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and Australia. Irish landlords, continuously hard up, were exploiters, but on a
most petty scale. The Guinnesses were the first wealthy Irish family, and not until
the late 1860s.

In this case, there were three “explanations” — nationalist, laissez-faire and
Marxist.

Lastly steel."" The issues are indeed serious. In the Brewing Industry 1886-
1951 (London 1960) I had already demonstrated that profit maximisation was
not a realistic description of business motivation, and that the mix of political
and economic considerations in industrial policy was inextricable. The issues in
steel were: (a) the technological superiority of Germany and America; (b) tariffs;
(c) location; (d) home based and foreign ores; (e) the level of investment. It is
now clear that the joint-stock banks controlled the industry; that from 1929 the
Bank of England had clear and strong policies; that agreement with the BanKk’s
views was essential for promotion to the chairmanship of a major steel firm; that
these steel firms had operated as a cartel from (at least) 1910. All this determined
their approach to government, and to location and price policy. It does not make
“supply and demand” wrong; but it utterly changes their context. The British steel
industry has been nationalised twice and the debates between the free enterprisers
— what Keynes called the lazy fairies — on the one hand and the centralisers on
the other have been acrimonious, both at the political and the so-called scholarly
level. As I read through literally thousands of forgotten documents about the
steel industry in the past sixty years, I discovered that in 1930 an American
consultant, Colonel Brassert, had written a six page secret report for Montagu
Norman, the Governor of the Bank of England, which formed the basis of the
next forty years’ structure of the steel industry. The political and — more relevant
to our purpose — the academic debates on pricing, location and investment were
almost entirely irrelevant. It had all been decided by Colonel Brassert. The logic

of inertia explained a great deal.

These three examples show that I emphatically agree with Professor Johnson
on the need for research in our scholarly discipline. It seems to me that research

may mean what I have just illustrated. Or it may mean a string of mathematical

11 7The History of British Steel, London 1974.
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theorems from a priori assumptions, which are not derived from any appropriate
real problems. The assumptions are convenient for that particular mathematical
reasoning. Now, it is far dirtier, and more difhicult, to build up a plausible story,
which makes some kind of sense, from the complexities and realities of the world as
it is. This is what an historian means by research. In other words, we have to have

the courage to be rough and ready if we are to try to tell the truth about reality.

Let all Johnson’s claims be conceded. But a central question remains. What
is this science that leads to all this research? This science that is clean and true,
like the hero of some Edwardian novel. Why does Joan Robinson’s remark that
economic theory is difficult since economies which are not capitalist have come
into being since it was invented still rouse Johnson’s ire? And, if this clean and true
discipline is indeed a science, why are all its results entirely predictable? There are
two senses of predictable. If the scientists are right about the atom, then on a given
day Hiroshima will blow up. But I can also teach my pet parrot to say “marginal
productivity” every time it opens its mouth. Neo-neo-classical economics is just
not predictable in the first sense, the sense in which a weather forecaster, with
enough data to hand, can predict rain in the next few hours, but predictable in
the second sense. One must pressingly ask why is scientific economics, as defined,
so predictably pro-market, so predictably oriented to a particular set of policy
prescriptions? If “intellectual purity” means a deductive axiomatic system, it is
not a science, natural or historic a science requires (by definition) an empirical
content. That is the reason, I think, why neo-neo-classical economics is widely

regarded, not as a pure science, but as inherently apologetic: a dogma.

Now, then, is economics a “science” This raises directly the question of
what is a professional economist and what is not? I will not try to evade the
question by the obvious positivist answer that an economist is somebody who is
hired to be an economist, or recognised as such by the Royal Economic Society or
the American Economic Association. I am trying to suggest a deeper question and
answer. At any time those who study a subject may be divided into three: those —
by far the greater number — who study the subject for an examination and then
leave it; a second group who will carry on with the subject as practitioners, and as
teachers and as researchers, whom we may call the professionals and who add to
knowledge; and a third group who will ask really new questions. Now only in the

second and third groups will an intellectual revolution be successfully achieved;
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and since most people are intensely conservative about most things — from eating
to sex — only a few even in the third group will question the bases of the subject.
It is easy to see, therefore, why a subject carries on along railway lines, even when
new discoveries are being made which suggest that a trek across country will be
more interesting. Progress is bound to be fastest on railway lines. But occasionally
the need for a reformation of the subject is so great that it affects all three groups.
The need arises either from intellectual incoherence, or from pressures to answer
questions that the subject refuses to acknowledge. These pressures have been

present since the great slump, and are redoubled by the current economic crash.

Both intellectual incoherence, and new questions ignored, have been
charges levelled at economics. We are obliged to answer many questions from
the world of affairs by saying that a major part of the answer lies in the territory
assigned to other disciplines. Take inflation as an example. There are two main
sorts of explanations of inflation. One is the monetarist and the other is that it is
ultimately the consequence of wage-fixing arrangements under full employment.
Both sets of explanations are “economic”, though the wage-fixing argument is
suspect to “scientific’ economists, and — nota bene — for its validity it depends
upon a series of statements about the behaviour of trades unionists which are
derived from what might be conventionally regarded as non-economic disciplines.
But that is equally true of the “monetary” explanation, which is more orthodox
in economic terms. If monetary mechanisms were to be effective in controlling
inflation they would require quite specific political and social conventions —
viz. that government did not seek to intervene in the economy in the way that
governments have been intervening in the economy for the past 35 years, and
that the trade unions did not seek to overthrow the political structure in order
to force governments to resume their interventionist techniques, in the face of
widespread unemployment. In other words, even the “purest” economic doctrine,
that of the monetarists, not only assumes a given framework of social and political

institutions, but is explicitly concerned with preserving them in a particular form.

This fact, for so I take it to be, is openly acknowledged by Professor Milton
Friedman, whose stated — and in my view wholly praiseworthy — concern is with
the need to avoid coercive relationships. He is an old-fashioned liberal with a
highly specified moral and political position. His economics, for which I have a
great deal of respect, is derived directly and explicitly from the Austrian general
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equilibrium school. This model is not in any sense value-free except when it is
wholly formal. That is a point Professor Hahn has frequently made. There is no
instance (that I have seen, at any rate) where the policy prescriptions are not
predictable, in their general tenor, from the political and ethical predilections of
the economist who undertakes the analysis. I do think this is an important point
because if it is valid, the movement from a formal model to a situation where it
is intended that a description of reality should be relevant, either to policy or to
academic study, is inescapably “dirty”. In that sense, then, a “clean” social science
is impossible except in the wholly trivial sense that a formal model is bound
to be neutral, since it assumes (explicitly) that it is neutral, in the sense of not
being “about” anything. This is relevant to the notion of positive economics as
a discipline that is “scientific” in the non-political sense. (I shall argue that it is
possible to be “scientific” as historians and literary critics are — though the words

“scholarly” and “dispassionate” may be better)."

Several questions immediately arise. The first is why a theory which some
would claim has been discredited should not only have survived but still be
flourishing. That might suggest that it has not been discredited. The second is
whether or not it matters that theory and practice have so markedly diverged.
That is a matter of common observation. The third is what the “correct” theory

might be. In the 114 years since Soapy Sam Wilberforce was acidly rebuked by

12 Galbraith argues that one of the purposes of the preoccupation of the self-styled “pure” economists with
this abstraction is in order to divert attention from the real world. He suggests that this diversion is
not as unconscious as the amiable eccentricity of many of the economists concerned would lead us to
believe; it serves the interests of those who wish their behaviour not to be thoroughly examined. He
then begins a root and branch examination of the working of the modern American economy, pointing
out that the consumer society depends for its functioning upon the subordinate role of the housewife,
and that any change in the status of women would require a fundamental re-evaluation of the nature
and process of consumption. He then points out that the major part of the economy is dominated by
large firms which plan their own output and set their own prices at reasonably low levels, and that by
a system of interlocking contracts they impose some degree of stability upon that part of the economy
(predominantly the manufacturing sector) which they control. Furthermore, they exercise this power of
planning partly through government agencies, with which they also have close and sometimes — though
not necessarily — wicked relationships. The market sector consists of small firms in peripheral activities,
chiefly in agriculture and the service industries, and as Professor Galbraith points out, in art. In this area
of the economy, according to Galbraith, the level of wages, of conditions, is generally low. This reverses
the normal findings of competitive theory that monopoly leads to inefficiency and competition leads to
efficiency, and a great deal of his book is devoted to a survey of this particular paradox. Professor Galbraith
says “The neo-classical model describes an ill that does not exist because it assumes a purpose that is not

pursued.” Economics and the Public Purpose, J. K. Galbraith (London: Andre Deutsch, 1974), p. 120.
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Huxley for his vulgar attack on Darwinism, theology has ceased to be intellectually
respectable in the great majority of the world’s intellectual centres, and religious
practice has become a fringe activity."® But religion has been a long time a-dying
and since Joan Robinson’s great grandfather, E D. Maurice, was unseated for
heresy, a great deal of water has flowed under the religious bridge. (The reflection
is appropriate for it was at about that time that the theory of value began to go on
the wrong road. His point was that he did not believe in eternal damnation; her
point is that she does not believe in eternal economic truths.) For the purposes of
exposition, I intend to take Joan Robinson’s work as a basis of an interpretation
of the present state of political economy, and to assume that there is an alternative
view of economics to the neo-classical, that is intellectually respectable. The forty
years of Mrs. Robinson’s work touches on many themes; but constant among
them is the view that neo-classical economics, and its offspring neo-neo-classical

economics, has had bad practical and intellectual consequences.'

What, then is the new political economy? It arises from an increasingly
critical view of the post-Jevons school, of general equilibrium, and proposes the
establishment of a line from Ricardo, Marx and Marshall, through Keynes and
Kalecki, to a modern economics which deals with genuine problems rather than
with a series of simplified pseudo-problems, like those of Robinson Crusoe on
his desert island dividing his time between fishing and picking up coconuts, or
of a man faced with a series of choices between more rum and fewer cigarettes,
or more cigarettes and fewer glasses of rum. The problems to which we want
to know the answers are why tenant farmers earn more than milkmen; why so

many people in Calcutta are starving and out of work; why modern governments

13 I refer to the 1860 meeting of the British Association where Huxley said he would rather be descended
from the apes than degrade his intelligence by ignoring inconvenient truths.

14 It may be thought that because Mrs. Robinson is a woman, a vegetarian, a student of Marx (though not
a Marxist), and an emeritus professor, her views are academic to the point of eccentricity, but any such
patronising doubts, frequently expressed though they are, are designed to keep their students ignorant
of the body of her work. She was the first British economist to show the irreconcilability of competitive
doctrines with the facts of mass manufacturing industry with its economies of scale, she was a central
person in the debates that led to Keynes's General Theory (as the recent Royal Economic Society volumes
demonstrate) and her Essays in Employment drew attention to the implications of the new doctrines for
inflation, international trade and regional policy. When Russia was all the rage and socialism on the up
and up, she was the only serious intellectual critic of Marxist economic doctrines. She was first in the field
in the now fashionable study of developing countries. She got to China before Kissinger. And now her
views on wages and prices are the new orthodoxy. Not a bad record for relevance, it might be thought.
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cannot control prices — all real questions, to which it is doubtful whether any a
priori answers, couched in loose generalisations based on the accepted forms of
Robinson Crusoe economics, will be adequate. The nature of the new economics
is rooted therefore in relevance and direct observation of economic and social
life, and not in the erection of formal models. Its central points are simple. An
historical process cannot be understood in terms of mechanical equilibrium, and
it is necessary to take account of the social, political and economic characteristics

of the system to which the analysis is being applied.

It is perhaps not inappropriate to remark in parenthesis that the association
of neo-classical economics with the defence of capitalism, and the identification
of Cambridge economics with the defence of socialism, is accidental. Mrs.
Robinson’s socialist convictions have probably hindered the acceptance of her
economics, even by socialists, who have felt that their hearts must not lead their
heads into error. Paradoxically, therefore, a socialist like Anthony Crosland will
embrace an old fashioned economics, out of intellectual puritanism. There is an
historical link, of course, with the development of an ideology of the Cold War,
on both sides, but (formally) the theoretical problems would arise in any case,
and so would the practical questions as to what should be produced by whom and
who should get it, and the basic reasoning of the neo-classicals is either faulty or

not, regardless of whose side you are on."

The answer to the first question, then — why should an empty theory flourish
— may possibly be that it is at last ceasing to do so, and that it is common for
theories to flower after their roots have died. But the second question is a more
difficult one. Does it matter that theory and practice should diverge? Christian
morality continues, after all, though God is dead. But surely it does matter, first,
for the cause of rationality itself, for the cause of the cultivated intelligence, that a
subject like economics, which is about something, should continue to be so, and
secondly, for the world at large, it is better to act on an understood basis of what is

the case than on hunch. The declared irrelevance of economic theory is obvious to

15 But the flourishing of the neo-neo-classical theory is undoubtedly deeply related to the political condition
of the West; its present decline may also be associated with the faltering of the West. This would seem
too simple an answer, which must surely lie far more in the sociology of thought; but it is probably not
entirely incorrect.
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a Marxist — it is part of its purpose to mask reality — but it must sadden those who
prefer reason to unreason in human affairs. The important matter is not so much
to get the correct answers but to find out where and how to look for the answers.
What is the central feature of the new economics? We may take as a key text some
concluding remarks of J. de V. Graaff in his Theoretical Welfare Economics:

“any . . . ‘objective’ test . . . is itself in the last resort an act of faith,

based on fundamentally ethical notions . . . it is sufficient to remark

that more people would probably agree on the dividing line between

the factual and the ethical, or on what constitutes an ‘objective’

test and what does not, than would agree on the ethical matters

themselves . . .

“No doubt many professional economists are reluctant to abdicate
what they may like to regard as their traditional prescriptive role, and
are uneasy at the prospect of becoming mere purveyors of information.
If they are, it is up to them to show how welfare economics can be set
upon a basis which is even reasonably satisfactory — or can be made
to yield conclusions with which a significant number of men are

likely to concur.”!

At the level of high theory, the key assertion of the new synthesis lies in
the denial of any general theory of value. It is argued that Sraffa has resolved
Ricardo’s puzzles, and put the rate of profits (a key element in economic theory)
on a new basis. The reason why profits is the clue is simple. Profits are the petrol
in the engine of the system. Without profits it won't go. But are profits a return
for effort, ingenuity and so on (as some undoubtedly are), or a surplus, whose size
depends upon certain social conventions which the Marxists would refer to as the

degree of exploitation?

It is on this issue of profits that the argument stands or falls. “It destroys”
Robinson argues “the presumption that the rate of profit measures the contribution
of investment to national income” . . . “we must look somewhere else to determine
the laws which regulate the distribution of the produce of each among the Glasses
of the community.”"”

16 J. de V. Graaff, Theoretical Welfare Economics (Cambridge University Press, 1957), pp. 167-8, 170 and 171.
17 Joan Robinson, Collected Economic Papers, Volume IV (Oxford: Basil Blackwell, 1973), p. 120.
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In the new world, there are technical relationships between land and labour
(the subject is agriculture), and the distribution of the work and the crop depends
on different kinds of ownership and custom, which in turn affects the kinds of
technical relationships adopted. In industry, there are capital goods (instead of land),
and the distribution of goods depends on the level of profits in relation to money
wages. The point is the double nature of ‘capital’ as finance and as equipment. The
general level of output (whose shares are determined by the property relationships
and customs just discussed) is determined by effective demand. Technical change
occurs, and affects demand. There is then a realistic description of the way prices
are deter mined, in different markets, where prices of commodities like wool and
minerals fluctuate according to supply, demand and expectations, while prices of
manufactured goods tend to be fixed in respect of demand but to vary with costs,
which output varies with demand. The argument is then able to return to the rate

of profit, and to the determination of relative incomes.

There is an interesting series of studies that give some understanding of
what actually determines the character of public expenditure. So, too, there are
descriptions of financial institutions, and fascinating studies of the growth of

firms, industries and nation states, in an historical (rather than a static) perspective.

As the third and final section of the recent textbook by Robinson and
Eatwell'® makes clear, the new economics is opposed to all-embracing attempts
to explain the complexities of the real world in which time irresistibly moves
onward. The chief complaint about the older system was its universality and
timelessness. Each society, each age, has its economic system. Each system has its
own contradictions and its own harmonies. The harmonies can be discovered and
formulated. The error is to regard the necessary contradictions as transient flaws
to be eradicated or patched up. Further, of course, economics is only a part of life,
and it is what goes on in such matters as nationalism, race, social conflict, war,
religion and the discussion of the good life which affects not only the way people

think about economics, but the way economic agents actually act.

18 Joan Robinson and John Eatwell, An Introduction to Modern Economics (Maidenhead: McGraw-Hill,
1973).
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“Cambridge” economics, the body of doctrine chiefly embraced by the
attackers, derives from Ricardo, Marx, and Marshall, via Keynes and Sraffa. It has
in turn been subject to three major assaults: first, from the neo-classicals because
its value premises are often explicitly built into it; secondly, because it is thought to
be wholly destructive, and “something has to be taught” — which is the equivalent
of teaching people to count angels on pinheads when you no longer believe in the
heavenly host; and, thirdly, because it has seemed to be socialist in tone, direction
and intention. This last accusation is contingently true; almost all of those who
now expound Cambridge economics would call themselves socialists. (But it is an

accusation, or statement, which turns itself against those who use it, of course).

Certain major conclusions seem to emerge. The first is that in many
respects this economics adopts the sort of position in the social sciences which
has been adopted by analytical and linguistic philosophy in philosophy, that is
to say, it has by a process of ruthless criticism, to the satisfaction of those who
share its findings, destroyed a vast metaphysical construction. Its answer to those
who enquire “what do we believe in?” is highly specified for the person who
answers. But it will not present a body of agreed doctrines since it regards such
a question as not being the sort of question that philosophy as such exists to
answer. The parallel in economics is that the economist would be expected to
have a general solution for every problem, drawn from a book of rules, whereas
the political economist would say, “we have to proceed by the careful examination
of individual cases, and it is improbable that there are many general principles
that can be deduced. Certainly, it is unlikely that the general principles can be
applied pure and simple to the complexities of real life.”

The Cambridge theory, therefore, in a sense is a much more realistic and
positive theory than that which it says it supersedes.” If economics were to be
reconstructed around the central questions of a modern functioning economy,
it presumably would have to be organised on the basis of first of all a pragmatic
understanding of government activities, since government activities form a large
part of the operation of a modern economy; secondly, the determination of

relative prices and incomes in the context of modern fiscal policy; thirdly, the

19 See J. A. Kregel, 7he Reconstruction of Political Economy (London: Macmillan, 1973).
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international monetary system and its connection with the domestic banking
and financial system; and fourthly, a detailed consideration of the process
of technological change and innovation; and fifthly, the relation of all this to
individual consumption of all kinds in the field supplied by “private” industry
and the social services. It is a form of sensible pragmatism, and in that respect
closely resembles modern medicine before the invention of antibiotics. It indeed
represents the position long held and strenuously advocated by Lord Balogh, for
example, that you would start from an interpretation of government economic
activity, and proceed with questions such as what determines the exchange rate
and changes in the exchange rate, and carry on from there. Since this is what
economists who work for the government and business and newspapers actually

do, is there any real reason why this is where economic theory should not start?
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36

Comparing the Industries Assistance
Commission and Jackson Committee
approaches to industrial development

G. Alf Rattigan’

Because the Jackson Committee states that its emphasis is on “procedural strategy
as the means of progress on industry policy”, I will first discuss the procedural

aspects.

There are some basic issues which are of fundamental importance in
determining any procedures for the formulation of advice on Government

assistance for the development of industry.

The benefits provided by the assistance measures tend to be concentrated
on “relatively small areas of industry” and on a relatively small number of people.
On the other hand, the costs of these measures are widely spread throughout the
community, and are difficult for individuals to assess. In fact, many taxpayers,
consumers and users are not aware that they are contributing to assistance to
particular industries. The concentration of the benefits and the diffusion of costs
have resulted in the relatively small number of beneficiaries being better organised
and more able to articulate their case than the much larger number of people who
bear the costs. Furthermore, the provision of “discriminatory” industry assistance
has important long term significance for the distribution of the community’s
income and for the efficiency with which the community’s resources are used and

consequently for the long term welfare prospects for the nation as a whole.

1 Thirty-sixth Joseph Fisher Lecture, 1 November 1976.

187



36 Comparing the Industries Assistance Commission and Jackson Committee approaches to industrial development

These considerations are often not considered by interests seeking — or
opposing — “the provision of specific assistance measures” because these interests
are usually concerned only with their own short to medium position, rather than
with the long term welfare effects on the nation.

Because of the varying degrees of influence of the conflicting interest groups
and of the long term welfare consequences of the specific assistance measures,
formulation of advice on assistance for the development of industry should have
the following characteristics: (1) the process should be independent, even-handed
and impartial and “should be seen” to be so; and (2) the process should bring
into account all the costs and benefits of the proposed assistance measures on the

community as a whole.

I will now explain more fully the importance of each of these characteristics.

An independent, even-handed and impartial process

The large benefits which they can obtain through “measures of industry assistance”
provide the incentive for particular interests to seek decisions in their favour by
bringing strong — and usually non-public — pressure to bear on administrations.
The problems inherent in expecting “non-independent government agencies”
to tender impartial advice (or make impartial decisions) on such matters were
described by the Hoover Commission in the United States in the following terms:

“The wide latitude inherent in effective regulation opens the door to

favoritism (and unfairness) in administration. The regulated interests

are powerful and often politically influential. The privileges which

the regulatory agencies can grant (or withhold) are often of great

value, and the regulation will obviously have a tremendous impact

on the profits, services and finances of the industry involved. This

combination of wide discretion on the part of officials and strong

motives for influencing the officials’ on the part of the regulated

industry, involve serious risks of corruption (and unfairness).

“Thus, in the interests of fairness to the individuals concerned, the
attainment of the public objectives and the maintenance of the

integrity of government, there is a vital necessity for assuring that
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such regulatory agencies are insulated from partisan influence (or

control) to the maximum extent feasible.”

The independence of the agency providing advice is thus a pre-condition to
the impartiality of such advice.

Further pre-conditions to the independence (and impartiality) of such
advice are that the process should provide the maximum opportunity for
participation by all interested parties and that the whole process should be open
to the maximum public scrutiny. Public scrutiny is essential to; (1) guarantee
that all parties in the process enjoy parity, and that all interests represented are
alike in influence and importance; (2) ensure that the views of particular groups
are exposed to the critical scrutiny of all persons who may have an interest in
the outcome of the inquiry; and (3) guarantee to the government (and the
community) that the agency carrying out the inquiry (and providing the advice)

is itself impartial and free from bias or favour.

Finally, public scrutiny has an important bearing on the qualitative nature
of the advisory process. The government can only be assured that it is receiving the
“highest quality analysis and advice” from its advisory agency if that analysis (and
advice) is exposed to the critical view of all interested persons. Public “analysis and
criticism” ensures that the advice given to government is accurate, based on correct

premises and deals comprehensively with the effects of implementing that advice.

A comprehensive and well-informed process

The provision of advice on assistance measures must be based on an analysis
of what long term effects the assistance measures would have, not only on the
recipient industry and the people in it, but also on those groups who would have
to provide the assistance, those industries which would have to compete with the

recipient industry for resources, and the welfare of the nation as a whole.

It is, therefore, essential that advice to the government on industry assistance
be provided, not only after independent and impartial public scrutiny of the
various facts and arguments, but also within the framework of: (1) a programme

of general research into factors likely to influence the future development of
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industries; (2) detailed “inter-industry studies” which show the effect of such
assistance on other industries; (3) arrangements to facilitate adjustment to changes
in assistance for the industries (and persons) affected by such changes; and (4) a
clear (and unambiguous) set of assistance criteria based on generally agreed long

term economic and welfare objectives.

Features of the IAC procedures

The IAC procedures have been carefully framed, in co-operation with a wide cross
section of the community, to give independent, impartial and comprehensive
advice to the government by means of a process which is as open as possible to
public participation and to public scrutiny.

I will not detail the procedures* — most of you probably are reasonably
familiar with them. I will simply emphasise two points: (1) the Commission
extends the principle of public scrutiny to its own work. The opportunity is given
to all interested persons to examine and comment on the analysis the conclusions
and the recommendations of the Commission before the reports are finally
settled. This is achieved by publishing draft reports and subsequently holding
a public hearing; and (2) the Commission’s inquiry procedures and its research
programme are kept under constant review with a wide cross section of the
community. This is achieved through regular meetings with a consultative group
on which all sectors of industry and the trade unions, the welfare organisations

and the consumer groups are represented.

Procedures proposed by the Jackson Committee

The principle on which these procedures are based is expressed in the Committee’s
report in the following terms:
“In practice, it would plainly be best, when a major policy problem
arises in a particular industry, for representatives of the union and
the firms involved to confer with representatives of the governments
concerned to devise an approach reasonably acceptable to all and to

the public interest.”

2 The important features of the IAC procedures are set out in the attachment.
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The principle then is one in which problems would be dealt with as they arise
and resolved in a way acceptable to the existing manufacturers and trade unions
in the industry concerned. The public interest would be what the manufacturers,
the trade unionists and the government representatives sympathetic to the
manufacturers’ point of view regard as in the public interest, not what the public

. e . . b2l
might regard as “in its interest”.

The proposal is to establish an Industry Council at the national level for
each manufacturing industry, State Manufacturing Councils on the basis to be
decided by the States concerned, and an Australian Manufacturing Council at the

national level.
There would probably be some hundreds of Councils.

The report states: “Elements of the network (of Councils) would overlap, .

. . cross organisational boundaries . . . would not be ordered in a hierarchy.”

Discussions in the Industry Councils would be held behind closed doors
because the Committee states: “comsensus . . . is more likely to be achieved without

publicity”.

In the selection of members for all the Councils, the emphasis is on ensuring
equal representation from manufacturers and trade unions. Quite clearly, the
intention is that each Industry Council and the National Council (and therefore,
the whole policy making process) should be dominated by the manufacturers and
the trade unionists.

The report states that the recommendations of the Councils would be dealt
with as follows:

“Recommendations of each Council would be considered by the

government in the manner appropriate to each recommendation. For

example, a recommendation involving a new or varied government

assistance would be subject to public inquiry by the IAC. If the

recommendations affected other government policies, consultation

with other Ministers . . . would be the normal course.”
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The only element of public inquiry in the procedures would mean that
a recommendation included in a scheme — which had been drawn up by a
Council dominated by the vested interests directly involved and agreed to by
the civil servants who would be the final advisors to the government on the
scheme and on any IAC report-would be referred to the IAC for inquiry and

report.

The inquiry would obviously be a very restricted one and the procedures
would guarantee a predominant influence to the existing manufacturing interests
in determining the terms of reference and advising the government on the

Commission’s recommendations.

It will be apparent that the Jackson Committee’s proposals do not have
the characteristics I referred to earlier, namely that: (1) the process should be
independent, even-handed and impartial, and should be seen to be so; and (2)
the process should be well-informed (and comprehensive) and should bring into
account all the costs and benefits of the proposed measures on the community as

a whole.

It has been said that the Jackson Committee’s proposed procedures reflect a
“more participative” style of decision making and, therefore, will make for greater
social cohesion. But, the proposals would give a decisive role, both to the individual
industries and to the manufacturing industry generally in the determination of
policies which impinge directly on the welfare of all Australians. How could such
a process contribute to greater social cohesion within the community as a whole?
Or is “social cohesion” a quality which has relevance between “employers and
employees in a particular manufacturing industry”, but not between these and
other members of the community who may be directly affected by the process —
such as farmers, miners, people working in tertiary industry and the consumers

and taxpayers generally.

Policy for industry development

Before I outline the IAC’s approach I want to comment on the relationship

between the economic and social objectives.
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An important part of the welfare of any community depends on the goods
and services available to the community and the way those goods and services are
distributed.

The objective of increasing the supply of goods and services to the
community may appear to be essentially “economic” in character. But, in fact, it

also is of vital importance for most of the government’s “social” objectives.

These objectives are met by the provision of various services, such as
education, health, social security, communications, improvement of the
environment, and so on. The avail ability of such services to the community is
just as much an output of the economic system as the more tangible goods that

are produced.

Both “types of need” must be met from the resources available to the
community; and any action which increases the efficiency with which those
resources are used will increase the economy’s capacity to supply the public
and private goods and services considered necessary for increasing welfare. This
will be so, regardless of what particular goods and services are preferred by the

community; and what particular ratio of public to private goods is considered

desirable.

The pursuit of efficient resource use in industry development is, therefore,
“not competitive with or contrary to” the pursuit of the community’s broad

“social objectives” it is a pre-condition for achieving those objectives.

The objective of improving the general distribution of goods and services
in the community is not formally dependent on the total supply of goods and
services available. However, this objective is easier to achieve if the total supply
of goods and services is rising. In other words, the government will have less
difficulty in reducing inequalities in the community if there is a reasonable rate

of economic growth.

There is an important distinction in the Commission’s approach between
the goal of industry development — which is to encourage greater efliciency in

the use of Australia’s resources — and its recommendations regarding the means
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by which and the speed with which the goal is approached. Change will occur
gradually. But the Commission is aware that even changes which are small
from an economy-wide viewpoint may impose significant adjustment costs on
particular groups in the community. In every inquiry it under takes, in which
some reduction in assistance is contemplated, the Commission takes into account
the short term welfare costs of that reduction in terms of the adjustment costs it
is likely to impose on individuals and firms as well as the more general and long

term benefits the reduction is expected to bring to the community.

Every industry development policy will directly or indirectly involve the
provision of assistance to some industries, and will, therefore, influence the
movement of resources in the economy. The main reason why industries seek
assistance from the government, and the principal basis on which it has been
provided, is to help them to meet the competition in the markets for their
products. But, more fundamentally, assistance helps individual industries to
attract and hold resources. It helps them to obtain the inputs of materials, capital
and labour which they require, and which they must bid for in competition with
“other potential users” of those resources. If an industry is given a high effective
rate of assistance, it is being helped to attract and hold resources at the expense of

industries with lower rates of assistance.

The degree to which an industry strategy can discriminate in favour of
some industries — and against others — is shown by the structure of assistance

which has applied to manufacturing industries in Australia.

The average “effective rates of assistance” in 1969-70 ranged from “negative”
amounts for 14 industries to over 100 per cent for 16 industries. There was an

even wider dispersion of effective rates of assistance for activities within industries.

Another way of illustrating the degree of discrimination in the structure of
assistance for Australian manufacturing industries is to compare the “average net

subsidy equivalents of assistance per person employed” for different industries.

In 1969-70, these subsidy equivalents were negative for 14 industries, and
over $4,000 per person employed for 13 industries — the average wage per person

employed in manufacturing industries in that year was $3,023 — therefore, for 13
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industries, the transfer payments from the community to the manufacturers were
equal to a payment per employee of over 30 per cent higher than the average wage

per person employed in manufacturing industries.

The dispersion of effective rates of assistance for manufacturing industries
was reduced as a result of tariff reductions between 1969-70 and 1973-74 but it
has been increased again as a result of the tariff and quota restrictions imposed on
the imports in the last two years.

The figures I have referred to give some indication of the extent to which some
manufacturing industries are helped — by transfer payments from the community —
in bidding against other manufacturing industries for the use of resources.

Choices

In arriving at the IAC’s approach to industry development, three major related
decisions had to be taken. The choices were between: an inward-looking or an
outward-looking approach; a narrow, “sectoral” approach or an economy-wide
approach; and an approach which seeks to “insulate industries from change” or
one which seeks to help adjustment to change.

An inward-looking or outward-looking approach

An inward-looking approach is characterised by a policy of encouraging “import

replacement” industries. Such an approach can achieve its prime objective of

discouraging imports, but it also discourages export industries because:

i. declining imports give rise to pressure for “exchange rate appreciation” which
reduces the returns on exported goods and thus the profitability of export

industries;

ii. the assistance given to import competing industries enables them to bid
success fully (and higher than market circumstances would otherwise allow)

against export industries for productive resources; and

iii. export industries and other consumers are obliged to pay more for their inputs

when these are subject to tariffs or import restrictions.
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An inward-looking strategy, therefore, tends to reduce both imports and
exports and thus to impede trade with other countries. (It is worth noting that
Australia’s external trade, as a proportion of GDDP, is lower than in most comparable
countries. Furthermore, exports and imports, as a proportion of GDD, increased at
a slower rate in Australia than in most comparable countries over the period 1960
to 1974; this, despite the very substantial increase in mineral exports — from 8 to 25
per cent of total exports.) The implications for economic growth are obvious; the
higher the levels of protection a country affords its import competing industries,
then the greater the difficulty it will face in achieving economic growth through
international trade. In addition, such a strategy attracts productive resources
into import replacement industries which could not attract them without high
levels of assistance. This clearly results in an inefficient allocation of productive

resources and reduces the scope for general welfare gains.

The approach recognises that, because resources are limited, it is impossible
to en courage the development of low-cost industries without a concurrent, and
gradual, reduction in the high assistance now being given to some industries

which are competing for these productive resources.

The gradual lowering of high rates of assistance to “high-cost” import
replacement industries will encourage imports of lower priced overseas products
and facilitate the movement of resources into “low-cost” industries. This will be
of benefit to Australian consumers, help to lower costs generally in Australia and
encourage the growth of export industries. This approach is, of course, quite
consistent with the objective of maintaining a high level of employment in the

economy as a whole.

A sectoral or economy-wide approach

It is logical that an approach which explicitly recognises that resources are limited
and mobile throughout the economy should be “economy-wide” in its scope.
Equally, it is quite illogical that the community should continue to subsidise in
the long term the use of resources in one industry or sector if those resources could
be used “more efficiently” and with less subsidy (or no subsidy at all) elsewhere

in the economy.
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There are “low-cost” activities in all sectors of the Australian economy,
including the manufacturing sector. “Low-cost” manufacturing industries have
been disadvantaged by assistance to “high-cost” manufacturing industries in the
same way that low-cost rural and mining industries have been disadvantaged by
this assistance. Equally, “low-cost” manufacturing industries will be “encouraged
to grow” as assistance to “high-cost” industries in all sectors of the economy is
gradually reduced. The present approach recognises that the ultimate objective
of industry policy is to improve the welfare of the whole community. It follows
that those industries in all sectors of the economy which con tribute most to
the welfare of the community as a whole should be encouraged — rather than

<« . » « » <« . . » <« . » . .
manufacturing” or “rural” or “mining” or “service” industries as such.

The fact that the present system is neutral between industries, in all sectors
of the economy, in no way means that the government should do nothing to
assist and en courage industry growth and development. What it does mean is
that industry policy should provide a general climate in which all Australian
industries that use the community’s resources economically are encouraged to
grow — rather than develop separate “climates” for manufacturing, rural, mining
and tertiary industries. It means that an important result of having one approach
to industry development (which is neutral between industries and sectors) is
that it encourages individual producers to bring their own initiative, ability and
experience to bear when making decisions about where to direct “their capital and
enterprise”. It also means a climate (or framework) for private decision-making
and for industry development which involves a minimum of discrimination by

the government between individuals, industries and sectors.

Insulation from change or adjustment to change

For the greater part of this century, assistance has been provided to many Australian
industries on the basis of assessments of the amount of assistance “needed” to
maintain their profitable operations in the face of foreign competition. Frequently,
as protective needs have increased, assistance has been increased to a similar degree.
Such a policy, not only maintains productive resources in activities which are
becoming increasingly uneconomic, but also encourages a “hand-out” mentality

which stifles the enterprise and initiative necessary for the vigorous growth of
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the private sector. When assistance from the government is “viewed as a right”
and producers assume that assistance, which is, in their view, “necessary”, will be
provided, the incentive for producers to improve profitability and productivity by
seeking out new markets, developing new production techniques or transferring

resources to more economic operations is seriously weakened.

Such effects of a policy which gives assistance on a needs basis have long
been recognised. In 1929, the Brigden Committee, reporting on the Australian
Tariff, included the following passage in its report:

“The most disquieting effect of the tariff has been the stimulus

it has given to demands for government assistance of all kinds,

with consequent demoralising effect upon self-reliant efficiency

throughout all forms of production.”

In a study of industrial development policy in six countries, sponsored by
the World Bank, a few years ago, the conclusion states:
“the continued sheltering of domestic industries from foreign
competition and disincentives to exporting involve a dynamic cost
to the national economy in the form of opportunities foregone for
improvements in productivity. On the one hand, there is little incentive
to improve production methods and product quality; on the other,
discrimination against exports and objectives of industrial expansion

on a broad front limit the scope of exploiting large scale economies.”

When a firm’s operations becomes unprofitable in the long term, assistance
should be directed not at maintaining resources in the uneconomic activity
but rather at inducing resources to move into other, more economic activities.
Changes in the structure of industry are inevitable — as consumers’ tastes change,
new technologies are developed and new industries develop in other countries.
Industrial policy should be directed notat assisting industries to resist such changes
but rather at facilitating change and reducing any disproportionate burden which

may fall on any section of the community.

It is fundamental to the IAC’s approach to industry development that the
rate at which high levels of assistance are reduced must take account of the ability

of the economy to sustain any structural changes that may be involved.
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Obviously, during the current recession in the economy, there is greater
difficulty in absorbing “policy-induced” structural changes and the timing of
changes should reflect this.

It is equally important to ensure that the long term development of import
competing industries is not determined on the basis of assistance needed to achieve
profitable production in a severe recession. (It is worth recalling that a substantial
part of the emergency tariff measures introduced in the 1930 depression was in
operation 40 years later — and this has contributed greatly to the inefhicient use of

resources and the high. rate of inflation in the post-war period.)

There is a strong relationship between encouraging adjustment to change

and encouraging enterprise, invention and innovation.

To improve the standard of living of the Australian people, we need an
“economic and social environment” which encourages enterprise, invention and
innovation in the broadest sense in all sectors of the economy; which encourages
adaption to change; which encourages Australian people in industry and
commerce — investors, managers and workers — to live and work much more

comfortably in a situation where change is a normal part of their lives.

The approach of the IAC will help create this kind of environment because

it includes action aimed at:
i. providing the community generally with well-researched information about
likely medium and long term effects of naturally occurring and policy-induced

economic and social changes;

ii. ensuring that policy for development and industry is determined on an

economy-wide basis;

iii. providing assistance to industries which is less exclusively directed towards
supporting the prices of industries outputs and more directed towards

improving mobility, quality and productivity of resources; and

iv. ensuring that the form of government intervention to assist industry does not

stifle enterprise and innovation.
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I will illustrate the importance of each of these courses of action in creating

the environment I have referred to.

Looking beyond the short term horizon

We need a situation where businessmen have the best possible information on
which to base their investment decisions. The more information the decision-
makers have about future movements in demand and supply of capital, labour
and materials, about costs, prices, tastes and population changes the better will be
their decisions. The need is greatest when the decisions relate to investment in the
development and distribution of new products and services because the planning
and establishment of production (and distribution) spans a time horizon of a

considerable number of years.

At present, the only official predictions of expected change — even in the
Australian economic situation — are those made by the Treasury for a short period
ahead. The in formation is at a high level of aggregation and the basis on which
the predictions are made is not known outside the government service. There is a
need for well-researched “medium to long term” predictions to be made and for the
details of these predictions, the basis on which they are made and the likely effects
of the various options which are open to the government to be made available
to all and to be given the widest possible publicity. A project called IMPACT,
initiated by the IAC, and commenced in the middle of 1975, will do this. The
project is unique in a world sense in that it will enable integrated projections (for
example, of the future structure of industry and the labour force) to be made in
greater detail than has been possible in projects of this type undertaken elsewhere
in the world. IMPACT will give: (1) annual information for each of about seven
years ahead tracing out the dynamic economic and social interactions of a large
number of variables on 100 industry groups; and (2) also information in a less
disaggregated form for future periods of 10, 15, 20 and 25 years ahead.

A number of government departments are combining with the IAC in
carrying out this project. One great advantage which will flow from the combined
work is that advice to the government on different aspects of economic and social
policies from different departments and instrumentalities will be much more
consistent (and co-ordinated) than it has been up to the present.
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The first results of the IMPACT project will be available early in 1977. The
project will be fully operational by 1978 and will, of course, be on-going.

Since the commencement of the project, papers relating to it have been
made available to the consultative group I referred to earlier and discussions have
been held with the group as an early part of the arrangement to ensure that the

results are available to all and given the widest possible publicity.

The information available from the project will enable the government (and
the public) to be aware of likely changes in the environment well ahead of the
changes occuring — and to be aware of the policy options open to the government
and the likely effects of adopting each of the options.

Consequently, everyone should be better situated to anticipate developments

and problems rather than, as at present, react to them as they arise.

Policy for industry development on an economy-wide basis

If we are to make the best use of our resources, investors (and particularly
prospective innovators) should be encouraged to consider investments in all
sectors of the economy —and be able to compare the relative merits of the different
potential investments. This, obviously, would be greatly helped by a long term
“economy-wide” policy for the development of industries which uses “common
criteria and reconcilable data” for all sectors of the economy. The establishment of
the IAC and the development of its approach to assistance for industry has been

an important step in this direction.

Government assistance should be more in the direction of
improving the mobility, quality and productivity of resources

By far the major part of the government assistance to industry is for the support of

prices of industries’ outputs, that is, in the direction of protection against change.

I can illustrate this by referring to the situation revealed during the IAC
inquiry into Consumer Electronic Goods. The Australian industry was producing

a wider range of components than any other country in the world. All other
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countries imported some components from countries which specialised in their
manufacture. Some of the components made in Australia were of 1950 technology
despite the fact that there had been important changes in technology since the
1950s. To protect the Australian industry against changes, customs duties of up
to 1,000 per cent were operating on components by 1973. The disastrous effects
of this policy on innovation in the electronic industry in Australia and on the
industrial application of the Australian innovations (and there have been some

quite significant innovations) will be readily apparent.

Since the middle of the 1960s, the Tariff Board (and subsequently, the
IAC) has been advocating the introduction of adjustment assistance measures,
and it commenced research work, as soon as resources were available, to enable it

to assess, foresee and explain the extent of adjustment costs.

A range of government measures are required including provision for
training and re training, relocation of workers and families, income support and
compensation for unusable assets. Quite generous provisions for adjustment

would be far less costly to the community than protecting against change.

Let me give just one other example of the cost of protecting against
change. Last year, the community subsidised each apple grower in Southern
Tasmania at the rate of about $15,000 per annum, but the average income
of the growers was something less than $6,000 per annum. The need for
the high rate of assistance came from changes in the world trading situation
(the development of the EEC and Britain’s entry into the Community) and
innovations in the methods of preserving fresh fruit. Both of these changes
developed over a relatively long period during which adjustment should (and

could) have been made.

The Labor government did introduce some adjustment measures in a
piecemeal fashion and largely on a short term basis. The Fraser government
recently introduced some measures to assist in the relocation of workers
and their families. What is required is the introduction of a systematic (and
comprehensive) system. Such a system would considerably reduce resistance to

change and innovation.
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An extensive and complex set of government measures is aimed at assisting
research in Australian industry. These measures have been introduced in a piecemeal
fashion over many years. For the last 18 months, the IAC has been pointing out the
need to examine, on an economy-wide basis, the question of how best to encourage

research and development and dissemination and application of research results.

Form of government intervention should not stifle
enterprise and innovation

Perhaps I can illustrate this point by comparing the effect of providing assistance
to industry in the form of a customs duty only with the effect of a local content

scheme such as that used to protect the motor vehicle industry.

Where there is a customs duty only, the Australian manufacturers, the
importers and the distributors can establish very clearly the landed duty paid cost
of the imported article and they can then make all their commercial decisions in

the normal way.

With the local content scheme applying to the motor vehicle industry, the
government is involved in the normal commercial decisions affecting investment,
specifications of the products and the distribution of motor vehicles and
components. At a public inquiry in 1974, a leading company in the motor vehicle
industry said that the rules had changed approximately every six months during
the previous 10 years. This gives some idea of the difficulties any enterprising
producer would have in trying to plan innovations. In the administering
departments and in each of the motor vehicle manufacturers and in most of the
manufacturers of components there has been built up a large bureaucracy which
is necessary to maintain the consultations and negotiations continuously involved
between the government and each of the manufacturers. All this is very costly.
The protection now afforded the industry represents transfer payments from the
community to the manufacturers equivalent to approximately $4,000 per annum

for every worker in the motor vehicle and component industries.
The Form of government intervention is very important in determining the
type of environment in which private enterprise functions. Intervention should

be in a form which is as clear and administratively simple as possible. Without
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such an approach, enterprise and innovation will become increasingly stifled in
the bureaucratic jungle which must be built up, both in the public service and in

the business enterprises them selves.

Jackson Committee’s policies for development of
manufacturing industries

The general objectives referred to in the report are consistent with an outward-
looking approach and one which encourages adjustment to change. But the
actual proposals made by the Committee would have the opposite effect. They
would result in: (a) an inward-looking approach; (b) an approach that is narrow
and sectoral; and (c) an approach which would insulate against change and would

stifle enterprise and innovation.

This difference between the objectives and the proposals has created
considerable confusion regarding the report.

Inward (or outward) looking approach

The proposal for tariff reductions has been referred to as an indication of the
Committee’s adoption of an outward-looking approach. An examination of the
proposal shows that the best which might be expected is that after a long time
(probably 15 to 20 years in the majority of cases’), the tariff would be reduced on
most industries (although the exceptions under the vague criteria of “capabilities
for national independence” could be substantial) to benchmark levels which may
be no lower than the presentlevels in a number of cases. Thereafter, the benchmark
levels would apply indefinitely-irrespective of the cost to the community or the

3 The proposal for tariff reductions appears to involve the following steps: (1) after holding a public
inquiry, the IAC would recommend appropriate long term tariff benchmarks; (2) the government would
allocate industrial activities to the benchmarks after reaching agreement with the industries; and (3)
thereafter, tariffs would be reduced to thc benchmark levels by pre-determined installments over 5 to
15 years. There would be serious problems (and certainly a great deal of time required) to get agreement
from each of the various industries and trade unions on: the benchmark level which should apply to their
industry; the period for reduction to the benchmark level which should apply to their industry; and that
any tariff reduction at all should apply to their industry, because the report provides the basis for each
industry to disagree on each of these points with any proposal put forward.

4 'The report states: “In respect of some industries recent tariff reductions will have already reduced tariffs
to the appropriate benchmark levels.” (p. 176.)

204



G. Alf Rattigan

changes which may occur. Bug, it is also proposed that such tariff reductions as
are made may be replaced with other forms of assistance (for example, subsidies,
tax concessions, etc.) if the industries are covered by vague criteria such as “having
desirable attributes”.

Special assistance (including high protection) is proposed for activities
required for “national independence”. The Committee states that it is not
specifically referring to attributes for defence. Therefore, the aim is to increase
assistance for production for important replacement. As I have stated earlier, by
concentrating on the development of import replacement industries, Australia
has tended to insulate itself from international trade throughout the post war
period. This proposal by the Committee would further insulate Australia.

The report proposes that manufacturing industry should be insulated from
some of the effects from exchange rate adjustments when these tend to increase
competition for the manufacturing industries (p. 122, 181). A two-tier system
is referred to which apparently means the use of differential ex change rates: that
is, a deliberately under-valued rate of imports of manufacturing pro ducts which
would provide additional protection for Australian manufacturing industries,
and a deliberately over-valued rate in relation to other sectors which would
reduce their competitiveness in Australia and overseas. Therefore, the exchange
rate proposal would mean that both imports and exports would be discouraged

and Australia would be further insulated from international trade.

Sectoral approach rather than economy-wide

The Committee proposes: a massive injection of new capital into the manufacturing
sector. This could only be done at the expense of capital for other sectors. Also, the
total amount of capital available for all sectors would be reduced by some other
proposals of the Committee, for example: “buying back the factory” and reduced
reliance on overseas borrowings. Therefore, sectors other than the manufacturing

sector would find it very difficult indeed to get capital.

The Committee also proposes a large number of measures for increased
assistance (which would enable “high cost” industries in the manufacturing sector

to outbid industries in other sectors for Australia’s limited resources) are mentioned
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— specifically referred to are grants, taxation concessions, concessional interest
rates, subsidies and investment allowances — to be provided under vague criteria
such as “socially responsible”, “to encourage desirable attributes in industry” or

“to influence investment in appropriate channels.

Thirdly the Committee proposes the management of the exchange rate, but
also capital inflow and overseas reserves is proposed in a way which would assist
the manufacturing sector and would transfer the burden of change to the other

sectors of the economy.

This all adds up to a formidable list of assistance to manufacturing industries
at the expense of the development of the other sectors, and the standard of living
of the community generally. But no attempt has been made to analyse the likely
effects of these proposals on industries in the other sectors of the economy or on

the community generally.

Also, the only reach (which is substantiated in the report) as to why
preferential treatment should be given to the manufacturing sector is that this

sector needs to be restored to the relative importance in the Australian economy

which it had in the 1950s.

But the decline which has occurred in the relative importance (not the
absolute size) of the manufacturing sector should not be a cause for concern.
The Australian experience parallels that of most other developed countries. As
incomes rise, the consumers tend to spend an increasing share of their incomes

on services and a falling share of their income on manufactured goods.

Insulation of industries from change

Although the Green Paper refers to the inevitability of structural change, the
adoption of its recommendations would inhibit such change rather than promote
adjustment to it. Indicative of this is the proposal that the manufacturing sector
should be insulated from exchange rate adjustments which would disadvantage
it, although the exchange rate adjustments would reflect changes in Australia’s
economic and trading environment. Additionally, the kind of policy machinery

proposed in the report — in particular, the network of Industry Councils — would
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inhibit rather than facilitate the necessary structural change (and the adaptation)
by industries.

The proposed Industry Councils would be dominated by established
manufacturers and trade unions who have most to lose from structural change
in the short term and the greatest incentive to obstruct it. Is it not more likely
that these Councils would be pre disposed towards perpetuating (or increasing)
levels of assistance, rather than towards policies which would subject them to
the problems of structural adjustment? The need for structural adjustment
would presumably be judged solely according to its effects within the particular
industries rather than in terms of its effects on the community as a whole. Could
this process encourage other than a “closed shop” approach, since potential
new manufacturers would be excluded from policy formation? Would the rate
of change in any manufacturing industry be other than the lowest common

denominator accept able to the existing producers in that industry?

An impartial decision on whether the benefits of structural adjustment
exceed the costs can only be made on the basis of an economy-wide approach to
industry development which takes into account the effects of such change on all
sections of the community — in the industry concerned, in other industries and
on consumers and taxpayers generally — and which considers the effects of change

on long term industrial development throughout the economy.

Discouraging enterprise, initiative and innovation

Onevery important general implication of the proposals in the Jackson Committee

report is that they would discourage enterprise, initiative and innovation.

The proposals would result in a very wide range of business decisions —which
are properly a matter of commercial judgement — being subject to concurrence
by the government. Each Industry Council (on which the government would
be represented and which would be “serviced and financed” by the government)
would have the role of both developing proposals and seeing that they are put
into effect in relation to such matters as promoting rationalisation, promoting
mergers, altering the size of firms, improving the quality of products and altering

the scale of operations.
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Getting the government involved in these commercial decisions has been
suggested by manufacturers from time to time. The advantages which some
manufacturers see in this type of government intervention is that the government
can later be called upon to underwrite the profitability of the operations because
it (the government) must accept considerable responsibility for the commercial

decisions which have been made.

The proposed network of Councils would result in a very considerable
increase in the bureaucracy — in government departments, manufacturing firms
and industry and trade union organisations — all of whom would be involved in

the normal commercial decisions.

How could any enterprising, inventive or innovative manufacturer succeed

when en meshed in “the tangled mess of bureaucracy” that would exist?

Social problems

In discussions about the report a lot has been said about the Committee’s emphasis
on the social aspects — on such matters as the conditions of work, the education
(and living conditions) of the workers and their families and the relations between
employers and employees. Existence of problems in these areas has been used
to reinforce the need for “massive preferential treatment” for the manufacturing

sector.

Undoubtedly, there is considerable room for improvement in these
matters and this is cause for concern. But the problems are not restricted to the
manufacturing sector. Similar problems exist in the other sectors of the economy.
Relations between employers and employees are equally difficult in the mining,
rural and tertiary sectors. Working conditions, education, the living conditions of

families are problems relating to industries in all sectors.

Whilst these matters are very important, they are separate issues from
“policy for industry development” and should be processed consciously and
effectively as separate issues — in a way which applies to, and benefits, all sectors

of the workforce.
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If non-economic goals were introduced directly into the criteria for industry
development — as a primary determinant — the resulting confusion of priorities
and decline in efficiency of resources used would actually reduce the economy’s
capacity to achieve these non-economic goals. It would also reduce the scope for
all sections of the community to have equal opportunity to share in the welfare

gains.

We are only likely to make major progress in remedying the wide range
of social problems throughout Australia when the level of real income of the

community generally is rising at a reasonable rate.

To get a reasonable rate of increase in the level of real incomes, Australia
must make better use of its resources. The Jackson Committee’s proposals would
certainly not achieve this because the proposals would:

1) stifle “enterprise and innovation” in the manufacturing sector through the

operations of the network of Industry Councils;

2) hamstring development in the mining, primary and tertiary industries —
by giving the manufacturing industries “massive preferential treatment” in

obtaining resources; and

3) stimulate and protect uneconomic activities in the manufacturing sector
which would be covered by vague criteria such as “capabilities for national
independence”, “socially responsible”, “wisely conducted” or having “desirable

attributes”.
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Appendix

Features of IAC Procedures

The IAC’s inquiry procedures reflect the efforts made by the Commission to:

e explain clearly the assistance criteria, based on the policy guidelines in the
p y policy g

IAC Act being used in the formulation of the Commission’s advice, by setting

out the criteria and the information and analysis supporting it in documents

published by the Commission;

* encourage the participation in each inquiry of all the interested parties, by

advertising widely the inquiry, by contacting parties likely to be interested

and by the selection of suitable locations for the hearings;

* identify the main issues of each inquiry early in its life and promote

worthwhile discussion of those issues at the Commission’s public hearings,

through the publication and distribution before the public hearings of the

relevant statistical information and of staff papers on important issues;

* provide ample opportunities for both the presentation of all facts, views and

arguments and also any rebuttal of information and arguments, by the timing

of the stages of the hearings;

e ensure that all information provided by interested parties is accurate, by

taking such information on oath and carefully analysing it for objectivity and

consistency;

* record, clarify and publicise the arguments and factual evidence, through the

public questioning of the submissions by the Commissioner(s) and through

the publication of a transcript of the public hearings;

* give all interested parties an opportunity to examine and comment on the

analysis, conclusions and recommendations of the Commission before the

reports are finally settled, by publishing draft reports and subsequently

holding a public hearing;
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carry out a continuing research programme into industry assistance and
development, so that the recommendations which are made in specific
inquiries are able to take into account the long term effects on all sections of
the community; and

keep under constant review with a wide cross section of the community
the Commission’s inquiry procedures and its research programme, through
regular meetings with a consultative group on which all sectors of industry and

the trade unions, welfare organisations and consumer groups are represented.
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Australian economics, 1967 to 1977
Fred H, Gruen’

Judging from the statistics available from two major employers of economists
(the Federal Government and Australian universities) Australian economics
has been one of the pronounced growth industries over the last seven to ten
years. The number of Federal public servants (third division) with economics
degrees has increased by around 11.5 per cent per annum over the last eight
years with considerably greater percentage increases in those holding Honours
and higher degrees (14.6 per cent and 22.3 per cent respectively). The number of
university students enrolled for a Bachelor’s degree in economics, commerce and
government, has increased by around 5.25 per cent per annum over the last ten
years, with very much greater increases for Master’s and Doctorate students (11
per cent and 9.75 per cent per annum respectively — since 1970 — the first year
for which this information was available). The number of academic university
staff in “economics, commerce and government” has also grown rapidly — by 9.25
per cent per annum, with the slowest rate of growth among professors — 7.65 per
cent per annum, and the highest among assistant lecturers and teaching fellows —
slightly over 10 per cent per annum (i.e. over the period 1967-77).

Alarge part of the increase in academic staff in these disciplines is the result of
the expansion of academic staff generally. Economics, commerce and government
attracted an increasing proportion of undergraduates from 1967 to 1971 (from
12.5 to 14.2 per cent); since then the proportion has again gradually declined to
earlier levels (1977 — 12.9 per cent). On the other hand an increasing proportion

of graduate students in Australian universities study economics, commerce and

1 Thirty-Seventh Joseph Fisher Lecture, 10 October 1978. The author is grateful for helpful comments
on an earlier draft from his academic colleagues Bob Gregory Trevor Swan, Tom Valentine, Bryan Haig,
Peter Scherer, Don Challen and from a number of his previous colleagues and friends in the "official
family".
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government. (In the case of Master’s students the proportion has increased from
15.1 per cent in 1970 to 17.6 per cent in 1977 and for Doctorates from 4.4 per
cent to 6.6 per cent over the same period.) How ever both universities and the
Federal Public Service face a period of distinctly slower future rates of growth, if

not actually declining numbers in some cases.

A further impression one gets is that a great deal of extra writing and
research work is being done. At the first Conference of Economists in Melbourne
in May 1970, 35 papers were read and discussed. At the Fourth Conference in
1974 the number had increased to 75, whilst at the most recent Conference in
Sydney (1978) the number of papers fell one short of 100. Roughly two-thirds of

the papers at all three Conferences were given by academics.

At the same time there has been a substantial up-grading of university
staff in terms of professional qualifications. An examination of qualifications
of tenured teaching staff in economics departments in six of Australia’s largest
universities (Adelaide, Queensland, Sydney, Melbourne, New South Wales and
Monash) shows that the proportion without higher degrees has declined from
32 per cent in 1967 to 13 per cent ten years later, whereas the proportion with
doctorates has increased from 32 per cent to 57 per cent. The United Kingdom
remains the most important single post-graduate training centre for tenured
academic staff, although it has slipped relatively, with an increasing proportion of
such staff having US and Australian doctorates.

Again an increasing number of Australian academic economists now
frequently con tribute to the international literature — with Corden, Harcourt,
Kemp, Ng and Turnovsky being perhaps the best known but by no means the

only examples.

Partly because of this growth of the literature, because of pressures of time

and partly, no doubt, because of my own limitations, I have not persevered with

2 Tenured staff in Economics Departments in these universities increased from 119 to 149 over this period
(the figures for the University of NSW refer to 1975 rather than 1977). The number without higher
degrees declined from 38 to 19, the number with PhD.s increased from 38 to 85 with particularly large
increases in US doctorates (8 to 25) and Australian (4 to 12), whilst the U.K. Ph.D.s increased from 22
to 35.
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my original intention of providing a Corden-type survey of Australian economic
policy discussion[3] . Instead I have concentrated on three areas, areas where I am

relatively more familiar with Australian economics.

The changing climate of Australian economic opinion, 1976-77

In spite of the impressive numerical growth in the profession (at least within
universities and the Federal Public Service), and the increasing technical
competence of at least these two important groups of economists, there has
been a growing disenchantment both with the discipline itself and with such
traditional indicators of economic success as economic growth, price stability
and full employment. This disenchantment was evident both from outside and
from within the profession and has occurred both in Australia and overseas. In
this respect, as in others which we will be recording here, Australian views have
been largely derived from overseas intellectual trends. Since this disenchantment
pre dates the traumatic economic events of 1974-75 and of later years, it was
largely rising expectations rather than falling standards of performance which
were responsible. Groenewegen [9] has summarised the series of events and
the intellectual trends in the late sixties and early seventies which led to this
increasing disenchantment. The critics raised a long list of issues ranging from
degradation of the environment and of the quality of life generally, to Vietnam
and growing awareness of poverty and of discrimination against such groups as
Aborigines, migrants and women. They regarded these as resulting inherently
from the prevalent economic organisation of society. Further study of existing
modes of economic organisation (without encompassing major institutional

changes of such economies) was unlikely to be rewarding.

The radical critique ensuing from these issues has been equally wide
ranging. Although, as Groenewegen points out, Australian radical left economists
are a diverse group and often hostile to one another, there is agreement on one
underlying, even if sometimes only implicit, proposition: whatever the issue
under consideration, existing defects/problems could be alleviated, if not cured,
by the abolition of the private ownership of the means of production, or at least
by the substantial subordination of private interests to public guidance, regulation

or dictation. Or, as some of the radicals would put it, in equality, alienation,
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discrimination and imperialism are inherent in the nature of capitalism. This view
is, of course, the result of the Marxist intellectual heritage of the radical revival.
To an outsider the attempted demonstration of the causal connection between
capitalism and these evils is not very rigorous. Many non-radicals would argue
that in equality, alienation and discrimination may be inherent in the minute
division of labour which is common in all wealthy societies (whether capitalist,
socialist or different degrees of “mixed”). Again these evils may be inevitable,
though they can hopefully be mitigated, when an economy is characterised by
decentralised decision-making and a reliance on economic incentives. Finally,
they may be inevitable to some degree in any economy because of the limited
changeability of human nature. “Maoist man” appears as much a myth as was
“Soviet man” in the 1920s.

The radical emphasis is largely on critiques.? The inherent difficulties of
their implicit or explicit solutions tends to be skated over (though this is a
trait common to many critiques, not only to those emanating from radicals).
Thus at least the newer radical groups, both in Australia and elsewhere, have
tended to be critical of both markets and of co-ordination of economies
through bureaucratic planning techniques, without suggesting any alternative
coordinating mechanism which is known to be viable. The impact of radical
critiques was probably at its greatest during the late sixties and early seventies,
i.e. during the closing years of the Vietnam War, and before the election of the
Labor government in December 1972.%

A good deal has been written about the Labor government’s style and
about its economic performance; here I shall be concerned with its impact on
economic attitudes in the country. In this connection, the following aspects

require reference here.

3 In terms of their wider impact, perhaps the two most important critiques of the economy emanating
from Australian radical economists concern the piecemeal nature of planning by McFarlane (1968)
and the growing importance (dominance?) of foreign ownership by Wheelwright (Wheelwright and
Miskelly 1967; Wheelwright 1974).

4 On the other hand, in terms of conferences and radical magazines there is a good deal of continuing
activity. Three Australian Political Economic Conferences have been held, each attracting large numbers.
Two sizeable and active conferences have also been held by Labor Economists. Again there are a number
of active journals such as the Journal of Australian Political Economy, Arena, Intervention; apart from
papers by radical economists appearing in the non-radical literature.
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First there was the liberating influence of the Labor government. This
was especially felt by artists and writers, but also by many social scientists. A
large number of academic and other “outside” economists became interested in
using their skills for the solution of practical problems and were commissioned
by the Labor government to re-examine the various economic and social issues
confronting the country. The contrast was particularly great with the prevalent
pre-Labor (and post-Labor?) practice of avoiding open (i.e. non public service)
investigations of such problems whenever possible, or alternatively setting up
“semi-amateur” committees of inquiry with no professional membership, or
strictly minority representation of professional economists. Corden referred to
this anti-intellectual tendency in his earlier survey [3, pp. 49-59].

Whether this plethora of Labor-sponsored enquiries, task forces and
commissions contributed to better decision-making by government is another
question, one gathers that some political scientists and students of public

administration have some misgivings on this point [e.g. 14].

Only a small minority of the economists thus involved were committed
ALP sup porters, of two dozen names of economists which readily come to
mind, only about half a dozen stand out as committed ALP supporters.” The
much beloved jobs-for-the-boys criticism applied to two or three prominent

appointments which were probably relatively unrepresentative of the whole.

Secondly, there was the basic orientation of Labor’s programme towards
equality of opportunity. To quote a recent summary of it by Ralph Willis, MP, the
present Labor Shadow Treasurer:

“...weargued that people of all income levels should have the right
to decent education, proper health care, efficient transport, adequate
recreation facilities, and a non-polluted environment, and that the
only way that such rights could be guaranteed was for the State to

play a much greater role in their provision than hitherto” [38].

5 The names of those who were involved in government during this period include: Brennan, Brogan,
Cochrane, Deeble, Gates, Gregory, Gruen, Hancock, Holmes, Ironmonger, Isaac, Karmel, Keating, A.
G. Lloyd, Mathews, Mauldon, Parish, Pincus, Porter, Scotton, Selby-Smith, Snape, T. W. Swan, and
Wheelwright.
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of services; on the other hand there was need for extra public revenue to finance
transfer payments for more adequate social services; yet again, the trade union
members of the government expected to greatly improve their members’ real
after-tax incomes and living standards, not to mention the share of GNP going
to wage earners. Squaring this very round circle was an impossible task for any
government. Critics, and perhaps even the electorate as a whole, may indulge
in the luxury of espousing mutually inconsistent policies, but a government’s
inconsistencies are inevitably exposed publicly. After two and a half years in ofhice

Prime Minister Whitlam recognized some of these problems in his 1975 Chifley

But, as Edwards [5] pointed out:
“Labor also arrived in office with an unresolved, almost unrecognised,

conflict over the means by which it would promote equality.”

On the one hand there was the increasing role for the State in the provision

Memorial Lecture:

conflicts would have needed to be faced, and would inevitably have led to some
disillusionment among Labor supporters. As it turned out, the impossible
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... In a sense the party of Reform in a democratic system carries a
self-created handicap as a reforming Government. In Opposition, its
essential task is to raise the public perception of the need for change,
the need for reform. That is, its task is to raise expectations. The
nature of politics, founded as it is on human nature itself, is that
there will always tend to be a gap, a shortfall, between expectations

aroused and expectations met.

“A conservative Government survives essentially by dampening
expectations and subduing hopes. Conservatism is basically
pessimistic; reforming is basically optimistic. The great tradition
which links the American and French revolutionaries of the Age of
Reason with the modern Parties of Social Reform is the tradition of
optimism about the possibility of human improvement and human
progress through the means of reason. Yet inevitably there will be
failures, and the higher expectations rise, the greater the likelihood

of at least temporary failure to meet them.”

In the event, even if there had been no world recession, these unavoidable
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task Labor set itself considerably aggravated subsequent levels of inflation
and unemployment. Whilst high rates of inflation and unemployment were
shared in part (though not to the same extent) by all other OECD countries,
they were to provide a very potent impetus to the ensuing widespread
disillusionment with Labor. This is not the place for a detailed discussion of
the Labor government’s economic policies, or of what we can learn from this
particular episode.® The emphasis here is restricted to the effect of this period

on the climate of economic opinion.

Paralleling the earlier history of American disillusionment with President
Johnson’s “Great Society“, there has been a similar disillusionment with
government here, coupled with a very rapid growth in libertarian economics,
or what one might term, alternatively, the economic philosophy of Milton
Friedman, George Stigler or Fredrich Hayek (if we can, for the purpose of broad-

brush characterisation, ignore differences between their respective philosophies).

Both at ANU and at Monash (and perhaps at other universities) the
libertarian stance has become, if not the new orthodoxy, at least the predominant
intellectual movement among the younger members of the discipline. In addition
a new libertarian organisation, the Centre for Independent Studies, sponsored an
impressive professional conference on “What Price Intervention at Macquarie
University in April 1978 (e.g. the papers by McGregor, Parish, Porter and Sieper

listed in the references).

The libertarians regard their basic stance as protective to the maximum
extent possible of the liberty of the person. (In addition, there is a basic negative
stance, i.e. against government, of which more below). Power over a person
should be exercised only to protect others, not to protect man from himself or to
achieve any other social goal. If freedom and the satisfaction of consumer wants
are regarded as the most important ends which public policy should serve, the
predominant prescription of the libertarians, rely on the market in practically
every situation, follows logically. Those of us who believe that the world is more

complicated, that government needs to bear in mind other considerations as well,

6 I have contributed elsewhere to this type of exercise [10].
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find it less easy to endorse such universal remedies. Thus, to take one example,
the health of the community is often regarded as a legitimate concern for
governments which might, for instance, justify publicly financed anti-smoking
campaigns, or discriminatory taxes on such products, or even the prohibition
of tobacco advertising.” However, to the true libertarian this type of do-good
public meddling is deeply suspect and, at least one prominent libertarian —
Milton Friedman (in his Newsweek column) — has attacked both governmental
anti-smoking campaigns (“Government has no business using the tax payer’s
money to propagandize”) and prohibition of tobacco advertising as “hostile to
the maintenance of a free society” [cited in 25, pp. 160-161].

Again, there is the awkward question: Atwhatage does the individual become
a sufficiently good judge of his welfare to make his freedom such a paramount
goal? Perhaps of greater basic importance is Rawls’ question, whether society
(and by implication policy) can be adequately judged in terms of the fulfilment
of given wants since society (i.e. the interaction of groups and individuals) has
an important role in influencing and shaping these wants. The criterion of the

maximum satisfaction of given wants is necessarily a partial criterion.

“Everyone recognizes that the form of society affects its members and
deter mines in large part the kind of persons they want to be as well
as the kind of persons they are. It also limits people’s ambitions and
hopes in different ways, for they will with reason view themselves in
part according to their place in it and take account of the means and
opportunities they can realistically expect. Thus an economic regime
is not only an institutional scheme for satisfying existing desires and
aspirations but a way of fashioning desires and aspirations in the

future” [33, p. 160].

7  For the economist who wants to maintain the supremacy of freedom and of consumer choice as goals,
the externalities of smoking can be used as valid grounds for interfering with consumer’s choice (i.e.
the nuisance to others and the additional public health costs). But this does not meet the (paternalistic)
argument that there is a case for discouraging patently impulsive and unwise choices which will often be
regretted in the future when the consequences of the, often irreversible, choices become apparent (e.g.
smoking, the non-wearing of seat belts or safety helmets on motor bikes).
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The libertarians’ deep suspicion of government is probably a useful antidote
to the previous implicit view of many economists that governments could be
relied upon to per form the role of Platonic guardians who, in a disinterested
fashion, determined the best course amongst alternative possible outcomes for a

particular economy.

Whatever one may think of the libertarians’ suspicious (value) judgements
about government, a great deal of valuable work on both the theory and the
empirical consequences of governmental regulation of private economic affairs
has resulted from this general orientation, though even here non libertarian

economists will not follow them all the way.

Thus there is now a general consensus among (non-Marxist?) economists
that nothing good can come of governmental attempts to regulate those
competitive industries giving rise to neither externalities or informational
deficiencies; but when confronted with such situations or with natural
monopolies, we are in the realm of the second best. Here general principles
remain elusive and case-by-case examination and (uncertain) judgements about

optimal policies are still required.

As Joskow and Noll point out in their excellent and comprehensive overview
of the US literature on regulation in theory and practice:
“ ... the inherent inefficiencies of regulation that flow from these
theories have no natural normative consequences, although one would
not deduce that from the tone of the literature. That regulation fails
to reach a Pareto optimum is fairly uninteresting if no institutions
exist which can reach a point that Pareto dominates regulation. For
regulatory interventions that deal with empirically important market
imperfections, the departure of regulatory equilibrium from perfect

competition is not normatively compelling” [18, p.61].

Wages policy

Over the period of our survey, Australian wages policy has passed almost
full circle, from a fairly centralised policy enforced by sanctions to an almost

completely decentralised policy of collective bargaining, and then back to the
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most centralised wage fixation system in our history: this time “enforced” or at

least kept under central control by record levels of unemployment.

The 1967-1977 decade started with the Metal Trades work value decision
which caused a spate of protest strikes and, indirectly within two years, eliminated
the use of sanctions and fines to enforce Commission awards. By October 1971
Keith Hancock [13] felt that one could no longer reasonably speak of Australia
having a wage policy

“Although the market and the wage-fixing institutions have always

been to some degree rival forces in the determination of pay levels

and relativities, and the domination of either has never been absolute,

the shift towards the market over the past two years has been so

pronounced as to transform the relation. Control of wage movements

has not been more slender at any time since before World War 1.”

This diagnosed loss of control was to be amply demonstrated within the
next three years when, assisted by a variety of economic and political forces,
Australia experienced a massive acceleration of nominal wage growth. Different
observers have assigned differing relative importance to the economic, political
and institutional forces responsible for the wage explosion. However this
necessarily inconclusive debate need not detain us here.® What is important is
that the Commonwealth Arbitration Commission gradually regained control
over the growth of money wages after 1975, no doubt considerably assisted
by the mounting level of unemployment. The current position is that the
Commonwealth Commission has “managed to establish the most centralised

system of wage determination ever to prevail in Australia” [36]

However, both highly centralised and completely decentralised systems of
wage fixation possess different but possibly equally grave drawbacks. On the one
hand the move towards decentralisation and allowing more room for collective
bargaining is almost inevitably associated with increased wage pressure, followed

by a more highly differentiated pay scale. This differentiation is not necessarily

8  See, for instance, J. P Meuwenhuysen and J. Sloan [30], as an example of placing great emphasis on the
role of the Labor government in the genesis of the wage explosion. I am on record for placing relatively
more stress on the importance of economic factors and institutional trends in these developments [10,

pp- 22-23].

222



Fred H. Gruen

in accordance with economic criteria but more in accordance with industrial
bargaining strength. Although bargaining strength has some influence in any
system of wage fixation, it looms much larger under free collective bargaining. On
the other hand a completely centralised system has usually produced stresses and
strains which tend to make the system fray at the edges at first and then to break
down, perhaps especially under the weight of the odd inevitably unsustainable
Arbitration decision.

The Australian profession discussed the respective merits and drawbacks
of compulsory arbitration versus collective bargaining at some length fifteen
to twenty years ago.” Intermittently, and in various forms, the discussion has
continued to the present day. During the period under review here, a good deal
of academic support built up for an incomes policy, perhaps as a kind of mid-way
house between the market and compulsory arbitration with sanctions.

According to Hagger [11] between 1973 and 1974 Australian academic
economists reached an impressive consensus on the desirability of a prices and
incomes policy:

“.. . accompanied by a variety of suggested ‘carrots’ and ‘sticks’. The
carrots proposed usually included a guarantee that wage restraint of
the required degree would be rewarded by substantial tax concessions
varying from a reduction in excise charges and sales taxes on essential
items to personal tax indexation. Good examples are to be found in
Sheehan and Ironmonger (1973) and Sheehan (1974). Among the
suggested sticks one commonly found amendments to the company
taxation arrangements designed to penalize firms which agreed to
excessive wage increases, e.g Sheehan (1974), Nevile (1974), adoption
of a modified form of the Wallich-Weintraub scheme for a tax-based
incomes policy, e.g. Henderson (1972), and other such fiscal devices”

[11, p. 175].

9 See, for instance, the three contributions by Hancock, Laffer and Isaac, in: Australian Labour Relations,
Readings, ]. E. Isaac and G. W. Ford (eds), Melbourne: Sun Books Ltd., 1966, pp. 442-470, and the

literature referred to by the three authors.
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At the time this consensus of publicly committed academics was reached,
I had temporarily deserted academia and worked as Economic Consultant to the
Prime Minister’s Department on these and related issues. In particular I was one
of six members of a Committee appointed by Cabinet in August 1974 to enquire
into the possibility of penal taxes on excessive wage increases. Having served on
that Committee, which I entered as a believer in such taxes, I am now much
more doubtful, basically because of the administrative and “political” problems
associated with such taxes. Let me summarise some of the points the Committee
made:

“It would of course be necessary for the government to lay down

a norm for permissible wage increases. The Australian Bureau of

Statistics estimates each month Average Weekly Earnings using

payroll tax statistics and a similar method is used in the formula for

Reimbursement Grants to the States.

“But greater difficulties arise in an attempt to produce a corresponding
figure for individual firms which might be used to determine what
are “excessive” wage and salary payments. While such a figure could
be produced for each firm there would be many anomalies and the
Government would be en forcing penalties which in many instances
would clearly be unjust. This is because it would be impossible from
award determination, or from other sources, to determine how
changes in pay rates, occupation by occupation, will affect payrolls,
firm by firm and quarter by quarter. . . . Even if no wage rates increase,
the average payroll might rise because of a different mix of skills and
because of variations in overtime, holiday pay, etc. A firm could be
penalised for a pay increase which did not arise from any excessive
change in rates because of accidental factors such as weather, strikes,

shortages of material or power, etc. . . .

“No doubt some of these defects could be set right in the course of
administration but it would be impossible to hope for more than
the roughest of justice. It may be that rough and ready justice can be
tolerated if it is the price of coping with the inflationary situation.
But if the injustices were sufficiently common and glaring there

would be widespread resentment against the scheme even if it would
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help keep prices down. There might also be industrial unrest and

unexpected failures of business . . .

“But it would be possible to give effect to such a measure, and if
applied as part of a total programme it could help contain cost
inflation. It would, however, be impossible to sustain such a plan
for any considerable period of time. If employed it should be seen

essentially as a short-term measure.”

I have dealt at some length with the various considerations which were
raised in the Committee to illustrate the kind of Hobson’s choice which
democratic governments the world over have increasingly faced in the last four or
five years, and which have given rise to demands for tax-based incomes policies
in other countries as well. On the one hand governments have been expected to
reconcile (painlessly) irreconcilable income claims. On the other the community
is becoming increasingly suspicious of government and less and less willing to
back government in trials of strength with various sectional pressure groups.
It would have been perhaps especially difficult for Labor. As Dr Barry Hughes
observed recently, large sections of the Labor party believed that any restraint on
the ability of trade unions to secure maximum wage increases represented high

treason against the working classes.

If government cannot (or is not willing to) enforce fines or sanctions against
trade unions, is there any reason to believe that it can enforce penal tax provisions
against firms which agree to treat their workforce more generously than rival firms?
Government also needs to consider not only the effect of proposed measures on
inflation but also other aspects of the proposed changes, such as their effect on
the acceptability of the tax system generally. My academic colleagues can and no
doubt do retort that the alter native fiscal and monetary methods of coping with
inflationary pressures and the horrendous cost and misery they imply in terms
of greatly increased unemployment made it worth trying untested and possibly
unworkable remedies and paying the price of administrative foul-ups and even
of bringing the tax system into disrepute. These are judgements which different
individuals will make differently. However, one got the impression during these
years that the recommendations of outside economists were often made without
a full awareness of all the possible pitfalls of the courses of action they were
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advocating. As Henry Kissinger once put it, comparing the policymaker and the
outsider:
“As an outsider you can paint the best consequences of your proposed
actions and you are not responsible for its failure because it isn’t being
implemented. As a policymaker you are responsible not only for the

best but also for the worst that can happen.”*

The net effect of the last ten years of Australian wages policy is that we are
now no nearer to a solution to the problem of securing wage restraint if tight
labour markets should return. Our centralised wage fixation system is no more
likely to survive a return to full employment now than eight or ten years ago. One
possible way out of this dilemma favoured at one time by Mr Clyde Cameron,
but subsequently repudiated by the 1971 Labor Party Conference, may be worth
reviving. Cameron suggested that, provided a union-management agreement was
ratified by the workers affected, it might include clauses providing for civil damages
in the event of breach by either party. Such agreements might be more genuinely
respected by both parties and could provide a more predictable industrial relations
climate for the longer term. This is obviously desirable, partly for its own sake
and partly to allow and encourage those longer-run investment and development
decisions which determine a good deal of the growth in our living standards. Some
more progressive private companies are attempting to negotiate agreements with
their workforce which provide monetary incentives for continuing operation; this

is obviously an example of private initiative in this direction.

Econometric modelling of the Australian economy

One important difference between Australian economic policy discussion when
Max Cordon wrote ten years ago and the current position is provided by the
operation and continuing refinement of sizeable econometric models of the
Australian economy. Such modelling began with a series of individual academic
efforts by Nevile (1962), Kmenta (1966), Zerby (1969), and Evans (1972).
While academic modelling of the present Australian economy (Haig & Wood,
1977, Nevile, 1975) and of such relevant past periods as the 1930s depression

10 Interview with Henry Kissinger in the London Observer, 19 July 1977.
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(Valentine, 1978) is continuing, particular attention is focussed here on the
considerably larger and more elaborate models constructed by econometricians
working either directly for government or for such statutory organisations as the
Reserve Bank and the Industries Assistance Commission.

There are at least four such models. First the National Income Forecasting
(NIF) model originally designed by Chris Higgins and Vince FitzGerald and
now operated by a team from Treasury and the Australian Bureau of Statistics led
by Neil Johnston. Then there are the Reserve Bank models, in particular RBA 1
originally designed by a team led by Bill Norton, and RBA 76 designed by Peter
Jonson and his co-workers. Finally there is the IMPACT project, headed by Alan

Powell and Peter Dixon and a group assembled under IAC auspices.

Developing and maintaining the larger models requires sustained team work
as well as gifted individual research efforts. This type of research work is done more
easily within governmental organisations than in universities, at least as presently
structured. But it must be a source of regret that all regularly used and publicly
documented models are operated by government and/or statutory organisations
(though one should mention the Melbourne Institute’s annual model — not as yet

publicly fully documented but operated for some of its clients).

Models can, of course, be classified in a variety of ways. One obvious
criterion is size, with the number of equations in the model being a common
measure. By this criterion the IMPACT system is by far the largest, followed
by the NIF model (with, at present, 14 around 130 equations); RBA 1 (with
about 100 equations); while RBA 76 is the smallest, being in fact described as a
“minimal” model with “only” 20-0odd equations. However this is really a pretty
unsatisfactory type of classification; by stressing numbers it ignores a lot, such as
completeness of modelling, in particular whether the relevant interdependencies

and relationships are adequately allowed for, etc.

More interesting questions about the models concern their characteristics,
their uses and their limitations. Broadly speaking there are three major purposes
of models; to increase understanding of the structure of the economy, to
provide conditional forecasts and to evaluate the effects of possible proposed

policy changes (including ex post assessments of actual policy changes). To some
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extent these aims may be conflicting; a model designed primarily for forecasting
may have unsatisfactory features from the point of view of consistency or of
economic theory; whilst a model for policy simulations may give relatively worse
predictions. Like policy makers, model builders often have to choose between
alternative ends and settle for trade-offs which can then be attacked by those with
different aims and priorities. I will elaborate further on the various purposes and
likely limitations below. It may be desirable first to continue with some further
characterisation of the official and semi-official models although, for reasons of

space, only sketchy characterisation is possible here.'!

As one would expect, the Treasury and Reserve Bank model concern
themselves particularly with short run macroeconomic questions they are
quarterly models used both for forecasting and for policy analysis. New forecasts
are produced every quarter as new sets of quarterly national accounts statistics
become available. On the other hand the IMPACT system is designed basically
for medium term (say 5-7 years) and longer term (over 10 years) policy analysis
and projection. It focusses primarily on such longer term questions of resource
allocation as tariff policy, manpower and immigration programmes. Since I will be
concerning myself below mainly with macro-economic questions the remaining

discussion will deal with these types of models.'*

The NIF and RBA 1 models have strong Keynesian features, gross national
product is mainly determined by effective demand, but there is considerable
treatment of inventories in a buffering role and also of capacity constraints,
especially in the longer run. As one might expect from a model developed within
the central bank, RBA 1 has a more detailed modelling of the monetary sector than
in the NIF model (at least so far, but see below). RBA 1 is also more “monetarist”
in the sense that real wealth and price expectations tend to have more influence

on expenditure than in the NIF model.

11 For a detailed discussion of the various models, the reader is referred to “Modelling the Australian
Economy*, by D.W. Challen and A.]. Hagger [1]. I am indebted to the authors for an early copy of their
book in manuscript form.

12 For a short overview of the IMPACT project see PJ. Lloyd [22, pp. 274-5], for a more detailed
description see First Progress Report of the IMPACT Project, vols. I & II, Australian Government
Publishing Service, Canberra, 1977.
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Comparisons of the predictive errors of the two models suggest that the
predictive performance of the NIF model is generally superior.'® There have been
seven annual re-estimations (and partial re-specifications) of the NIF model so
far which have no doubt added considerably to the realism and sophistication of
the model. The model as it stands now is a good deal different from the original

Higgins-FitzGerald model.

Some of the major changes made to the NIF model over the years include:
(a) a more fully elaborated model of public-private sector interactions enabling
fiscal policy changes to be analysed more adequately, (b) investment relationships
have been studied intensively and probably modelled more satisfactorily, (c) the
influence of real wage changes on unemployment has been included in the model
in various forms since 1975, (d) expression of relevant flows at constant prices
with the provision of the appropriate national accounts data, (e) the elaboration

of a more fully developed incomes sector.

Work on a fully fledged model of the financial sector was reported at
recent professional conferences and will be incorporated in the next (1978) re-
specification of the model. Inadequate monetary-real sector interactions have

been a subject of some past criticism [see 19, 20].

RBA 76 is, in many respects, a very different type of model to the successive
NIF versions and RBA 1. It pays more attention to long-run consistency and is
primarily de signed for medium and longer run policy analysis than for short-
term (conditional) fore casting. RBA 76 is more “neo-classical” and monetarist.
Demand for commodities and assets are modelled in two steps; equilibrium or
long-run levels depend on relative prices and the relevant constraints, whilst actual
demands gradually adjust to these (changing) long-run equilibrium levels. Buffer
stocks, consisting of money in the case of households and of goods inventories in
the case of firms, play an important role in the model and smooth the adjustment
paths in the face of unforeseen disturbances. RBA 76 is estimated using more

sophisticated full information maximum likelihood techniques than the models

13 D.J.P. Juttner [201]. However, as Jiittner points out. His comparisons are not conclusive, partly because
the NIF forecasts are wholly within the sample period whilst about 10 per cent of the RBA 1 forecasts
are for an out-of-sample or post-sample period.
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discussed earlier. It has been the subject of open discussion; for this discussion

selected outsiders’ experimentation with the model has been encouraged.'

Some effects of econometric modelling

It is probably too early to assess the full impact of official and semi-official
econometric modelling of the economy, either on government or on policy, or
on the economy itself. However, since I am one of the few academic economists
who has had the regular opportunity over a period of 2 1/2 years or so to read
the quarterly NIF model-based forecasts, some personal speculations on this
topic may not be inappropriate. My impression is that the development and
continuing operation of these models has considerably advanced understanding
of the economy, in particular the understanding of those who operate the models
and those who see the conditional forecasts and the policy simulations. This is
basically because the models attempt in a systematic and precise way to trace
through and to represent the relevant interactions and interdependencies within
the economy. Regular quarterly operation continually throws up questions as
to why certain unexpected events occur. This presents challenges and gradually
improves understanding. The formal nature of the models means that this
understanding can then be passed on to others, whilst the informal and intuitive

knowledge of other “economy watchers” is less readily transmittable.

One should, of course, not overstate the advances in understanding which
are possible as a result of the development and operation of these models. The
available data often will not allow us to choose conclusively between rival models,
models which might have very different policy implications. Model building will
always contain a skill which is not wholly subject to scientific rules. As FitzGerald
and Higgins [7] put it in their discussion of the RBA 76 model:

“The nature of the data with which our profession must work

requires the imposition of a high degree of prior specification if the

facts are to be dis covered. On the other hand, if the imposition of

specification is taken too far the modeller is in danger of ‘discovering’
only what he did.”

14 Peter Jonson and the Bank should be commended for these endeavours. The papers and proceedings of
a two-day conference on RBA 76 in December 1977 are published as “Conference in Applied Economic
Research”, Reserve Bank of Australia, December 1977.
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Again official forecasting with models can never be complete or self-
contained; the models can only predict how the economy is likely to behave once
alarge number of exogenous variables are specified and fed in to produce forecasts,
forecasts which are then conditional on the values of the exogenous variables
having been correctly specified. Every national econometric model forecast has to
be based on some international trade and external price assumptions; normally
the National Wage decision of the Arbitration Commission and farm output are

also assumed to take on certain values.

In practice the number of variables to be thus specified is large, in the case
of the NIF model there are over 100 exogenous variables. However, many of
them are policy variables, e.g. the company tax rate, etc. In the case of some very
large econometric models like the Norwegian MODIS 1V, there are no less than
2,000 exogenous variables. Hence forecasting with econometric models is always
conditional. Cynics might argue that since one can never get the future paths of
so many variables right, one is never really likely to get the forecast right. Whilst
it is true that the future is really unknowable, governments and other economic
agents act (either explicitly or implicitly) on the basis of a likely future. Models
then provide them with an explicit efficient information tool, a systematic storage
and processing framework for the large quantities of information used by fore

casters, whatever method they might wish to use.

The economic structure the model builders are trying to capture is a
changing one, so that understanding can never be complete. There is a good
deal of evidence that the Australian economic structure changed rapidly during
the seventies, no doubt partly in response to the much higher rates of inflation
and the much lower levels of economic activity experienced. To give just one
example, Davis and Lewis [4] cite a good deal of evidence suggesting that the
demand for money functions estimated with data of the 1950s and 1960s
exhibited considerable instability during the 1970s. A change or evolution in
the parameters creates considerable problems for statistical estimation. Also, the

structure could change just because different policies are followed."

15 Lucas has argued that these changing structures cannot in principle, be estimated sufficiently accurately
to enable us to provide policy makers with useful information as to the actual consequences of alternative
economic policies. (Cff Robert E. Lucas, “Econometric Policy Evaluation: A Critique”, in Volume I of
the Carnegie Rochester Conferences on Public Policy, North Holland 1976). For one possible reply, see

Robert J. Gordon’s contribution in the same volume.
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In spite of these drawbacks, the econometric models have firmly established
their role both in forecasting and in policy simulation, both in Australia and in
many overseas countries such as the United States, the United Kingdom, the
Netherlands, Norway, and so on. According to Otto Eckstein, a leading US
model builder and academic, virtually all serious national economic forecasting
in the US is now done with the aid of large scale econometric models. Just as
politicians rightly consult fallible public opinion polls as giving them the best
available information, so economic policy advisers consult fallible econometric
models before either making their own forecasts or recommending appropriate

policy stances.

Partly as a result of the development and operation of these large scale
models, I believe there is a substantial gap in understanding and expertise on
the Australian economy between the economists in the central policy making
departments (the members of the “official family” as they sometimes call
themselves) and those outside who do not have regular access to these and other
internal applied economic research and policy memoranda. I believe a good
deal of this gap is unnecessary for protecting the formulation and the giving of
confidential advice from senior public servants to Ministers. In fact, the gap may
often be counterproductive for achieving a government’s goal and for enabling
the community at large to understand the limitations on a government’s ability

to manage the economy.

If T were to be thoroughly impractical and consider how best to run such
a national econometric model, for the purposes of applying what intelligence
and resources we can to the solution of our economic problems, I would place
the model in a semi-autonomous organisation where its policy simulations could
be carried out on behalf of not only those charged with giving macro-economic
policy advice, but also on behalf of other groups. Other departments also have a
need for such policy simulations (e.g. Environment, Housing and Community
Development, Employment and Industrial Relations, etc.) as may others such
as the Arbitration Commission, the ACTU, Employer’s Organisations, the
Opposition, etc. Of course, this is all very fanciful, naive speculation which
neglects the realities and the intensities of both bureaucratic and party politics
in this community. It only seems worth mentioning because other countries, not

too dissimilar, have managed to order their affairs in such an apparently sensible
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fashion. In Norway, for instance, large scale public econometric models have been
used to assist policy formulation for almost two decades (since 1960). Model
development and operation is undertaken by a servant of Parliament and not of
the executive, the Central Bureau of Statistics, with the Ministry of Finance as the
largest but by no means the only user of the model.'® Nor is Norway unique. The
Netherlands Central Planning Bureau, though officially a government agency,
is given a great deal of latitude in conducting and publishing applied economic
research including model-based conditional forecasts.'” In large economies, such
as Britain and the US the question of access to officially operated models is less
pressing, since resources devoted to such studies are greater and there are several
alternative private, or at least non-official, models available. In fact, in these

countries the private models may often be in the lead.

In popular discussion of models in Australia undue emphasis has been placed
on getting the official forecasts going up to government published. It is probably
one of the less important consequences of the 1975 Constitutional Crisis that the
forecasts are not published. Under Treasurer Hayden’s explicit instructions, a set
of forecasts were pre pared for publication at the end of October 1975 and, but
for the Senate’s delay of Supply, it is likely that they would have been published
in November 1975.

Although I attempted unsuccessfully during 1973-75 to get these forecasts
published, other members of the “official family” put up a number of cogent
counter-arguments. These were basically that the professional, non-political
quality of the forecasts would probably suffer and thus government could be

deprived of the best possible information for its decisions.

16 It was, and is, used for instance by all parties in centralised income negotiations, by other groups such as
the Ship Research Institute of Norway to analyse the impact on the Norwegian economy of an expansion
and a change in the product-mix of the shipbuilding industry (towards construction of oil and gas
exploration platforms), etc.

17 Australian officials using the models are sceptical of their mechanical use without judgemental
adjustments of models where the linkages are known to be weak (e.g. expectation linkages in the case of
NIF). The Norwegians cope with this type of problem by having officials in their Ministry of Finance
who have operated the model at an earlier time and who are thoroughly familiar with its strengths and
weaknesses. In Australia, Treasury, Prime Ministers and the Reserve Bank have a number of senior policy
advisers in an identical position.
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Whilst I still believe that it would be desirable that sets of conditional forecasts
be prepared and published, this should probably not be done by those charged with
giving macro-economic policy advice, but perhaps by some more independent
group (as it is in other countries). What is more important than such conditional
forecasting is the public availability of policy simulations and of other applied
economic research work. Whilst there has been a welcome increase in the publication
of technical economic papers of professional public servant/economists at various
professional fora, it is surely ironic that the only regular quarterly Commonwealth
government publication of technical economic material for many years was the BAE’s
Quarterly Review of Agricultural Economics. A good deal of applied economic analysis
and research work is done which could safely see the light of day without betraying
confidential policy advice: in many cases it would aid public understanding and

might even make acceptance of unpopular policy stances easier.

What the public studies with the models say — a modest sample

A great deal of information and applied research work has been done on the
various models which one cannot hope to summarise within the space available.
Comments here will be restricted to the more central economic issues of wages,
taxes, inflation and unemployment and even within this broad area, the focus is

on some of the more topical issues.

The comments refer mainly to three papers: (1) The Jonson-Taylor
simulation of Australian inflation during 1971 to 1975 using RBA 76; (2) the
FitzGerald-Higgins comparisons of alternative policy simulations with NIF7 and
RBA 76; and (3) Paul Coghlan’s recent simulations with the NIF7 model.

Jonson-Taylor used RBA 76 to ascertain the effects of “steadier” trend
policies on inflation and unemployment over the 1971 to 1975 period. The
alternative policies included a managed float of the exchange rate, tighter money,
government spending growing at 1966 to 1970 average rates and award wages
growing at the same rate as productivity. If these policies had been adhered to, the
unsatisfactorily high levels of inflation and unemployment during 1971-75 could

have been substantially avoided.'®

18 According to the simulations, inflation would have averaged 5 per cent and unemployment less than 2
per cent with this bundle of policies over the period 1971-75.
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Gregory has pointed out that while it is not possible, on the basis of the
Jonson-Taylor simulations, to be certain, the simulations appear to indicate that
the single policy change which could have made the greatest difference to the
performance of the Australian economy during the early 70s was a lower path of

award wages."’

Again, as shown in the FitzGerald/Higgins simulations with RBA 76 and
NIF7, award wage increases lead both to output and to employment reductions,
whilst Coghlan’s NIF7 simulations suggest a wage pause for three quarters from
May 1975 to February 1976 would have reduced registered CES unemployment
by more than half over the next 2 112 years — i.e. by the June quarter of 1978.

None of these simulations are conclusive, in each case one can point to
certain unsatisfactory features which cast doubts on the results.?” But while
academic economists can take the time to examine these and other puzzles
regarding the real wage/employment nexus (such as the apparently slight female/
male employment responses after the introduction of equal pay), policy makers do
not have this luxury, they must act on the basis of the best information available,

even when it remains uncertain.

19 R.G. Gregory [8, p. 232]. (I will put to one side whether such a lower path was politically or institutionally
a possible option.)

20 Thus in the case of RBA 76, an aggregate production function is assumed (not estimated) with the
demand for labour adjusting to close the gap between the marginal product of labour and the real wage
rate. The speed of this adjustment is estimated empirically, but the assumption of a long-run decline
in the demand for labour when its price rises .faster than labour productivity is not satisfactory for this
type of policy simulation. In the case of the NIF model, Coghlan has pointed to the unsatisfactory
nature of the output/employment response’ in the present version of the model. Based on 1959-76
data the elasticity of employment with respect to product is about 0.9; but on the basis of 1974-78
experience, an elasticity of around half that level may be more correct at the present time (¢f” Coghlan
op. cit., p. 7). There are other unsatisfactory features about the State and local government employment
response to slower growth of award wages in the NIF model which need to be mentioned. State and
local government outlays are fixed in nominal terms; thus any cut in inflation results in correspondingly
higher real government outlays-with consequent effects on real output and employment. Thus of the
increase in real GDP in the twelfth quarter of the simulation, no less than 45 per cent is the result of
extra government output. Such modelling of State and local government expenditure seems unrealistic,
at least in the second and third years. Some reduction in nominal outlays under these circumstances
would probably model the real world more accurately.

On the other hand, as Coghlan points out, the NIF7 model probably does not fully reflect the monetary,
expectational and balance of payments effects of reduced inflation. These would tend to increase the
stimulatory effects of such a slower rate of growth of money wages.
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It seems to me, therefore, that the Fraser government’s attempt to argue
before the Arbitration Commission for a substantially lower rate of increase in
award rates is justified economically, both to reduce inflation and to gradually
improve the employment position. This does not imply that other policy stances
by the present Government could not also be used to improve the employment
situation. For instance, the reduction of government expenditure and of personal
income taxes has probably reduced employment appreciably. From an economic
point of view, the best time to reduce the absolute or the relative size of the public
sector is during a boom, not in the depth of a serious recession. According to
the Coghlan simulations, the likely combined effects of a simultaneous decrease
in current Federal government expenditure and in personal taxes is to reduce

significantly the level of employment, whilst the price level is barely affected.”

Also there are other economic policy stances of the government which
not only make no contribution towards alleviating the twin evils of inflation
and unemployment but probably aggravate them. I refer particularly to two
policy stances, first, the overwhelming preference for direct versus indirect tax
reductions, and secondly the various attempts by government to reduce the price

of capital relative to labour.

The Coghlan simulations show clearly that, according to the NIF model,
indirect tax reductions have a more favourable effect on both inflation and jobs
than direct tax cuts of the same magnitude.*” In this respect, they confirm Nevile’s
simulations in November 1977 [29, pp. 32-39].

Coghlan’s simulations enable us to compare tax cuts costing $100 million
per quarter (in 1966-67 prices, or around $1,000 million annually in 1977-
78 prices). An indirect tax cut of this size in the third quarter of 1975 would

21 Combining a decrease of $100 million (1966-67 prices) per quarter of personal tax collections and $122
million (1966-67 prices) of government expenditure (or around $1,000 million annually in 1977-78
prices) leaves the government deficit unchanged after three years, but reduces employment by between
66,000 and 78,000 over the three years and increases CES unemployment by some 27,000 to 36,000.
The implicit consumption deflator as a result of such simultaneous reductions in taxes and government
expenditure would be reduced by half a per cent after three years.

22 Here too it is necessary to enter a qualification about possible inadequate linkages in the NIF model.
While there is a consumer price/money wage rate link in the model, there is no direct tax rate/money
wage rate linkage.
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have given us 2.5 per cent lower consumer prices by mid-1978 than a cut in
personal income taxes costing the same, whilst the demand expansionary effect
on employment would have given us about 50,000 extra jobs.” There are, of
course, other reasons which can be advanced for preferring to reduce direct taxes,
but it behoves an outside observer to point out that such a preference implies a

relative downgrading of the inflation/unemployment objectives.

Recent work on the labour market sector of the NIF model by Johnston,
Campbell and Simes suggests that relative capital/labour price movements “have
resulted in sizeable amount of substitution of capital for labour” [16, p.16].
Relative capital/labour price movements depend not only on the movements in
wage costs, but also on the cost of capital. The provision of the 40 per cent
investment allowance and of accelerated depreciation allowances, not to mention
the government’s attempt to reduce interest rates have also played some part in
encouraging such capital/labour substitution. One cannot therefore “blame” the
current level of real wages for all the capital/labour substitution which seems to

be taking place at present.

While T believe the models have given us some important order-of-
magnitude estimates of a number of possible policy changes, one should not claim
too much for them. For instance they are probably not able to shed much light
as yet on one of the current central problems of economic management, namely
whether traditional Keynesian pump priming methods would still predominantly
stimulate output and employment or whether an increasing proportion of such a
stimulus would be dissipated by higher prices, or again whether such a stimulus
would set off unfavourable capital account movements. This is probably the most
basic and contentious issue separating the expansionists from those who back the
very cautious approach of the present government. But the mere fact that models
are unlikely to answer all our questions is of course no justification for not using
them to shed what light they can.

23 However the inflation rate is affected mainly in the first year (according to both the Coghlan and Nevile
simulations). According to Coghlan the control inflation rate between the 1st and 4th quarters is 10.9
per cent; with indirect tax cuts this would be reduced to 8.8 per cent. In the second year, (i.e. between
the 4th and 8th quarter) the inflation rate is reduced from a control 11 per cent to 10.8 per cent and in
the third year (i.e. from the 8th to the 12th quarter) from 8.7 to 8.4 per cent. (I am indebted to Paul
Coghlan for drawing my attention to an error on this point in an earlier draft.)
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Conclusion

In my concluding comments I want to revert briefly to the disenchantment with
economics referred to earlier. Originally this disenchantment was partly the result
of rising expectations; growth of living standards, full employment and price
stability became taken for granted; while lifting our horizons we managed to
forget that these achievements could be lost if we didn’t go on working at them.

Since then our unsatisfactory economic performance and the spectre of
economists disagreeing about the solutions have no doubt accelerated this
disenchantment. I believe some of the disenchantment is unjustified. Whatever
may have been the mistakes of economists and of economic policy advisers,
political and institutional failures have loomed large in recent inadequate
economic performances. This inadequate performance started with the failure to
appreciate in 1971, against the predominant professional advice at the time. The
unduly expansionary fiscal policy stance in 1972-73 (essentially to avoid losing
an election) and in 1973-74 (to keep election promises) set the stage for many of
the subsequent difficulties.

On theother hand, inadequate economic growth rates, high levels of inflation
and unemployment have been shared in greater or lesser degree by most if not
all other OECD economies. Economic problems have become more threatening
and are therefore more challenging than in the sixties. Can economic analysis
come up with worthwhile solutions or are the political constraints too restricting?
The dissatisfaction with the development of the discipline felt by many leaders of
the profession internationally has been documented by Groenewegen [9, p. 31]
. In a recent survey of the current state of economics, Thurow is agnostic about
the future intellectual progress of economics. He believes that the development
of the profession proceeds
“. .. in a manner similar to gold mining. Some great, or lucky,
prospector strikes a vein of high grade ore in the form of a new
paradigm, technique or vision . . . ordinary miners go to work to
mine much of the actual gold. Eventually the miners must work
harder and harder . . . The intellectual rewards of further research
along that line get smaller and smaller. In the last half century

the great intellectual gold strikes have been the national income
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accounts, Keynesian economics (a development that also allowed
monetary economics to be rebuilt or rediscovered), mathematical
economics and econometrics. Lesser gold strikes include the analysis
of oligopoly, growth, human capital, and the random walk. Some
of these strikes are still being worked in the last half of the 1970s,
but most of them seem to have reached relatively low grade ore. The
last decade has not witnessed a major or even a lesser gold strike. To
rejuvenate its internal intellectual growth the profession needs a gold
strike, but as with all actual gold strikes, no one knows where, or if,

it will occur.”?

Of course economists themselves could contribute to their professional
standing by not being quite so opinionated and appearing certain on the basis of
scanty and often inscrutable evidence. Let me close with Robert Solow’s recipe for
public statements by economists:

“Can anything be done? Your guess is as good as mine. I would

like to see us stick to fundamentals in public, and to robust, well-

established empirical relationships. Understanding about supply

and demand, and marginal cost and discounting, and the national

income identity, and stocks and flows, and substitution, and the

simpler macroeconomic models, and the limitations of those models

— all that already gives us a comparative advantage over others. Why

not stick to it? Tomorrow the world.”?

24 Lester C. Thurow: Economics 1977, Daedalus, Fall 1977, p. 93/4.
25 Challenge, March/April 1978, p. 40.
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Work and welfare in the years ahead
Robert G. Gregory'

Macro economic policy since World War II has been dominated by the notion of
a Phillips curve, whereby the rate of inflation and the level of unemployment are
linked together so that more of one implies less of the other. These two variables
are among the six major objectives of economic policy as listed in the terms of

reference to the Vernon Report [5].

It is interesting to look back over the Fisher Lectures since they began in
1904 to see the extent to which the role of these two objectives of present day

governments were reflected in the choice of subject matter discussed.

Inflation has always had a presence. In his 1921 Lecture, Professor D.B.
Copland included the following quotation in his first paragraph: “The rise and
fall of the general price level is one of the greatest evils that can affect a commercial

nation.” [7, p. 5]

Such sentiments were expressed in other lectures between 1904 and 1944
and there was a much discussion of the relationship between inflation and gold,
the money supply, national debt and government deficits in a vein similar to the

discussions that are occurring today. In 1934, during the depths of the Depression,

1 Thirty-eighth Joseph Fisher Lecture, 9 December 1981. Since published in (1982) "Work and
Welfare in the Years Ahead" Australian Economic Papers, 21(39): 219-43; (1983) “The Slide into Mass
Unemployment: Labour Market Theories, Facts and Policies”, Annual Lecture, The Academy of Social
Sciences in Australia; and “Wages Policy and Unemployment in Australia” Economica, 1986, 53: 553-
741. Much of the research reported was undertaken with W. Foster, 2. Stricker and . Sheehan of the
Institute of Applied Economic and Social Research, University of Melbourne. The author is grateful
for their help. The author also received comments from J. Pincus, E Gruen, L. Edwards, A. Hall and
M. Gray. The analysis of Parts III and IV is developed in more detail in Foster and Gregory [8, 9]. The
research was financed in part by the Utah Foundation and the Bureau of Labour Market Research.
Neither are responsible for the views expressed.
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when trade union unemployment in Australia was about 30 per cent Sir Leslie
Melville began his Fisher Lecture with the statement: “Today, in English-speaking
countries, the price level has come to be the chief pre-occupation.” [22, p. 5]

There is virtually no discussion of unemployment. A surprising omission
given that throughout the pre-World War II period unemployment was generally
much higher than it is now.

It is not until forty years after the first Fisher Lecture that an address is
specifically directed towards employment and unemployment. In 1944 H.C.
Coombs begins his lecture with the statement: “Governments of democratic
countries during the war have accepted a new responsibility — that of maintaining

»

a high, stable level of employment within their borders.” [6, p. 5]

For those of you who may be starting to lose faith in the ability of
governments to control the level of economic activity and who yearn for a simpler
world, I recommend this lecture to you. It is a good lecture to read during these
troubled times for it embodies the spirit of the brave new world that I remember
when I was first taught macro economics. Coombs talks of how governments will
manage the economy to maintain full employment and thereby increase human
welfare. In the future “There will be a few more jobs available than men and
women to fill them, (so) that there will be a slight but persistent shortage of
labour”. [6, p. 7]

Coombs mentions very briefly an inflation-unemployment link similar to
that which made Professor Phillips famous and discusses the fact “that a high
employment economy always carries within it the seeds of inflation” [6, p. 29].
However, little attention is given to this topic and he comments that the difficulties
for macro economic policy that are presented by any inflation-unemployment
link should not deter us. The emphasis is clearly on full employment and not on
inflation. A new era seems to be beginning. Coombs comments upon the 10 per
cent unemployment rate of 1940 and thought that full employment might mean
4 per cent unemployment for males and 2 per cent for females.

As we all know, after World War II and until very recently full employment

policies appeared to be very successful. Recessions were short and unemployment
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was so low that three decades passed before unemployment of males rose above

the level that Coombs called full employment.

After Coombs, inflation and unemployment disappeared from the Fisher
Lectures until 1971 when Professor Henderson began his lecture by introducing
the notion of stagflation: “the combination of a stagnant level of activity combined

with a rapid rise in prices.” [16, p. 1]

Like Coombs before him, Henderson focussed on what was to become the
central issue of economic policy through the coming decade: low growth rates

and high levels of unemployment and inflation.

I have drawn these lectures to your attention to help explain my choice
of topic. Looking back over the Fisher Lectures in the period before World War
IT it is remarkable how little regard was given to unemployment. Not only was
unemployment not in the centre of the stage but it also did not appear to be in the
cast of players. In some respects we are stepping back towards a world more like
that of pre World War II. The change in the price level is increasingly becoming
the centre of attention and the degree of responsibility that governments feel for
full employment, as measured by their policy actions, is gradually being reduced.
Because I feel so uneasy about this transition process, most of this lecture is
devoted to observations on the nature of employment and unemployment in
Australia today. These observations are made in the hope that eventually they
will make a small contribution towards the design of government policies that
will lead to higher levels of employment and lower rates of inflation than we have
experienced over the last six or seven years. They focus on the labour market, rather
than the Australian economy as a whole: because of this and the complexity of
achieving full employment and stability of costs and prices these observations do
not offer a simple and clear panacea for the problems we now face. They are more
in the nature of a beginning of an attempt to redirect the economic discussion
away from the increasing emphasis that is being placed on the control of inflation
by tight monetary policy, reduced government spending and deficits and slow
economic growth. Disquiet with the current stance of policies in many western

economies and similar ideas to those developed here can be found in Okun [25],

Solow [30], Akerlof [1], Hicks [17], and Clark and Summers [4].
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The basic themes of the lecture relate to a search for answers to the following

two questions:
1) Why do real and nominal wage increases — and therefore price increases —
appear to be only loosely related if at all, to excess demand and supply in the

labour market?

2) How is employment and unemployment allocated among people in the

Australian economy.

To a large extent these are relatively new questions, brought to the forefront
by the very poor performance of the Australian economy over the last decade.
Australia has shared this poor performance with other countries but as Gray and
Gruen [11] and Norton and McDonald [23] have shown, the relative deterioration
in Australia is among the worst in the OECD countries.

I have posed two questions because I want to suggest that to a significant
extent the answer to the first is related to the answer to the second. Since most of
the research to be described is new and possibly unfamiliar to you let me present
a brief outline of the analysis to follow.

In section II T argue that real and nominal wages are only loosely related
to excess demand and supply in the labour market, particularly in the long term.
Then in sections III, IV and V the data are assembled which will be used to

explain why the price of labour is less flexible than other prices in the economy.

The message of section III is that although many people experience
unemployment, most of the unemployment weeks incurred are concentrated on
a very small group. Thus, during 1980-81, the 4.6 per cent of all unemployment
spells that lasted more than a year accounted for 32 per cent of all the weeks
of unemployment during that year. This concentration of long unemployment
spells upon a small group means that a lengthy period of unemployment is a rare

event for most of the labour force.

In section IV I show that although job turnover is high (a new job lasts
on average 2-3 years) most employed people are in jobs which last a long time.

The expected length of a job for the currently employed is about twelve years.
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Consequently for most of the employed labour force there is a small probability

of leaving their current job and incurring unemployment.

In section V data are presented to show that at any point of time more than
half of the unemployed have either not held a full time job in the last eighteen
months or have held a job of short duration. The long term employee who works
full time has a very small probability of becoming unemployed, even during a
very slack labour market.

From these facets we develop two closely related themes. First, a steady
but higher rate of unemployment does not offer firms a significant reserve army
of unemployed persons from which they can draw good workers. Much of the
unemployment is concentrated upon the long term unemployed who, as a result of
a sorting process, appear to employers to have low productivity. Nor does a steady
but higher rate of unemployment pose a serious threat to most of the employed
work force. After one or two years in the job the probability of experiencing a
long period of unemployment is very low. For these reasons a higher but stable
level of unemployment will not significantly affect the rate of growth of money
and real wages. It is suggested that the rate of growth of real wages is determined
primarily by implicit long term agreements between the firm and its work force
as to the allocation of productivity gains. The size of the unemployment pool is

largely irrelevant for the striking of these agreements.

The second theme is more of an aside in tonight’s lecture. If it is in the
mutual interests of firms and employees to have long job tenure and implicit
contracts are an efficient means of cementing career relationships between
workers and employers then there is considerable scope for conventions, customs,
fairness and equity in the wage determination process. It is a result of this view of
labour markets that many economists have been recently expressing sentiments
similar to the following from R. Hall [14]: “There is no point any longer in
pretending that the labour market is an auction market cleared by the observed
average hourly wage. In the extreme case, wages are just instalment payments
on a long term debt and reveal essentially nothing about the current state of the
market.” [14, p. 120].
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The Phillips curve
Figure 38.1 presents a Phillips curve® for the years 1967-1981. Since I am

primarily interested in labour markets the vertical axis measures the rate of
growth of average weekly earnings per employed male unit rather than the rate
of increase of the price level. It is obvious that there is no stable relationship
between wage increases and the level of unemployment. If a trade off between
wage increases and unemployment exists then it has shifted to the right and
become worse. Relative to the late sixties, and indeed the whole post World War
IT period, Australia is now experiencing both higher rates of inflation and higher

rates of unemployment.

Figure 38.1: Unemployment and annual change of average weekly earnings

25

20 A 74

AWE (Percentage change)

0

I 2 3 4 S 6
Unemployment rate

~1

Source: ABS, Average Weekly Earnings, Cat. no. 6302.0. ABS, 7he Labour Force, Cat. no. 6204.0.

2 Phillips published his important article in 1958. He was Professor of Economics in the Research School
of Social Sciences, Australian National University, between 1967 and 1970.
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It does appear to be true, however, that initially an increase in unemployment
is associated with some reduction in the rate of increase of money wages. The
moderation of the wage increases during the 1971-72 and the 1975-78 period
appear to be evidence of this. But when the labour market improves and
unemployment begins to fall a new relationship appears to emerge with higher
rates of wage inflation at each unemployment level. The period since 1979 is very
marked in this respect. Unemployment, which is still at record levels for the post
World War II period, has fallen slightly but the rate of increase of money wages
during 1981 has been exceeded only in three of the last fifteen years.

A similar story may be told with respect to real wages (Figure 38.2). The
initial rise in unemployment checked the rate of growth of real wages quite
dramatically during 1975 but recently real wages have begun to increase again
and at rates which are only slightly less than those of the pre 1975 period. There
is an obvious move to the right of the real wage-unemployment relationship. The
recovery of the rate of growth of real wages after each initial shock of an increase

in unemployment is also evident.

Figure 38.2: Unemployment and the rate of increase of real wages
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Source and Definitions: Average Weekly Earnings (male unit basis) deflated by the Implicit Price Deflator of
Gross Non-Farm Product. Average Weekly Earnings, ABS, Cat. no. 6302.0. Australian National Accounts,
ABS, Cat. no. 5201.0.
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The original idea underlying the Phillips curve and the real wage-
unemployment diagram is that the labour market is similar to a market for any
other commodity in that the rate of change of the commodity price depends
upon excess demand or supply. Unemployment is the measure of the gap between
the demand and the supply curve. If this were an accurate description of the
workings of the labour market the rate of increase of money wages should still be
falling and real wages should not be increasing.’

Before we look more closely at the nature of the current levels of
unemployment and some reasons why it is not affecting real and nominal wages to
the extent that might be expected it is worth establishing the relative importance
of demand and supply influences which have given rise to the increased level of

unemployment.

Figure 38.3 plots the employment-population ratio (labour demand) and
the labour force participation rate (labour supply) for the period 1966-81. It
is evident that the rise in unemployment since 1973 has been the result of a
collapse of labour demand. For seven of the last eight years the employment-
population ratio has fallen. There has been no comparable drawn out recession
since before World War II. In each of the previous recessions employment has
recovered reasonably quickly. (OECD [24], Gregory and Duncan [12]). Between
1979 and 1980 the employment-population ratio increased at a rate comparable
to the previous best years of employment growth but between 1980 and 1981 the
decline has begun again.

A particularly depressing feature of Figure 38.3 is that the employment
decline has not been concentrated in one or two bad years. Although the 1974-
75 and 1977-78 recessions are evident the decline in the employment population

ratio has been fairly steady and is beginning again.

3 'The Phillips curve has generated a large literature. In that literature the shifting Phillips curve is
‘explained’ by adding additional variables to the equation that links wage increases to unemployment.
The most important of these variables is the rate of increase of past consumer prices. We have placed
this literature to one side in this paper. For an analysis of the Australian data in this tradition see M . G.

Kirby [20].
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Figure 38.3: Employment and labour force participation:
All persons, 1966-1981
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Source: ABS, The Labour Force, Cat. no. 6204.0.

It is especially interesting that the demand history over the recent seven
or eight years is not faithfully reflected in the unemployment data. There have
been unusual changes in labour supply. The 1974-75 employment falls were not
matched by supply reductions and unemployment increased markedly as we
saw in Figure 38.1. Since 1977, however, labour supply has varied closely with
labour demand so that the employment declines of the employment-population
ratio during 1978, 1979 and 1981 have not led to significant increases in

unemployment.

The parallel movement of employment and labour force participation
over recent years have led many economists to suggest that considerable hidden
unemployment has been created in the Australian economy over the last few
years (Stricker and Sheehan [29], Gruen [13], Gregory and Duncan [12]). If
employment were to grow rapidly the hidden unemployed would return to
the labour force. This phenomenon suggests that unemployment, as measured,
is unlikely to fall quickly even if employment continues to grow quickly.

Consequently in the absence of large falls in labour supply, it appears that there is
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little prospect for a significant decline in the high unemployment rates of recent
years. For unemployment to return to 2 per cent of the labour force, three or
four continuous years of employment growth would be needed at rates which
have only been achieved in isolated good years over the post war period. The
probability of three or four good years occurring together must be slight. Of
course, the employment situation could continue to deteriorate as now seems

likely and unemployment may increase further.

We now turn to consider how this higher burden of unemployment is
allocated in our community and whether that allocation has any bearing on
unemploymentas a measure of excess demand and supply of labour? In considering
possible answers to this question our focus will be primarily on unemployment as

measured by the ABS. We put aside the concept of hidden unemployment.

Unemployment
Incidence of unemployment: 1981

Employment opportunities are not spread evenly in our society. It is common
knowledge that the unemployment rate of teenagers is, on average, four times
that of adults, that the unemployment rate of teenage girls is greater than that of
teenage boys and that the unemployment rate of the low skilled and less educated
exceeds that of the skilled and educated workers. Now that the unemployment
rate is three times that of the sixties and appears likely to remain that way for
some time, the incidence and concentration of unemployment looms more

importantly as an economic and social problem.

It is usual to analyse the incidence and concentration of unemployment by
documenting the dispersion of the unemployment rate across social, economic
and demographic groups. I will adopt a different approach and analyse the
incidence of unemployment by focussing upon the length of the unemployment

spell that individuals experience.

Over the last few years the rate of unemployment has averaged about 6
per cent. Over a 12 month period this could mean at one extreme that 6 per

cent of the labour force were without work for a whole year, or at the other, that
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every member of the labour force was unemployed for about 3 weeks and, as a
result, incurred a loss of annual income of approximately 6 per cent. It obviously
matters which situation more closely characterises the actual experience. Under
most circumstances the more widespread a given level of unemployment the
more equitable the burden of this unemployment* and certainly the greater the
degree of understanding by society at large of the nature and ramifications of
unemployment. The narrower the incidence of unemployment the more likely it
is that society will generate a wide range of myths and general intolerance towards
the unemployed. It is often useful therefore to think of the unemployment rate
as the product of two factors — the rate of inflow to unemployment and the
duration of the completed unemployment spell. Thus, the unemployment rate
may increase because more people experience unemployment or because the

unemployed remain without work for longer periods.

During 1981, 16.0 per cent of those who were in the labour force at
some time experienced a period of unemployment.” The ABS does not publish
information as to the completed duration of the unemployment spell of these

people but there are a number of ways of estimating it.

The ABS publishes comprehensive data on the interrupted duration of
unemployment of those measured as unemployed by the Labour Force Survey.
The interrupted or current duration of unemployment is the number of weeks
of unemployment experienced to date by those unemployed at the time of the
sample. At August 1981, the average current duration of unemployment was
35.2 weeks. When these data are adjusted they can provide the foundation upon
which a thorough and comprehensive analysis of the incidence of unemployment
can be built.

For those in the ABS sample, duration refers to the length of the
unemployment spell to date. They will have a further period of unemployment
before their spell terminates. It can be shown (Salant [27]) that under steady

state conditions these data will understate the average completed unemployment

4 The circumstances referred to relate to individual attitudes towards work and unemployment. The
argument that equity is increased if unemployment is less concentrated presupposes that individuals
experiencing unemployment are not those with the weakest preference for work.

5 Labour Force Experience During 1981. ABS, Ref. No. 6206.0.
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experience of the currently unemployed by a factor of two because, on average,
the currently unemployed will be halfway through their unemployment spell.
Consequently for those measured as unemployed ar August 1981 the average
completed spell of unemployment will be 70 weeks. This is a very long time indeed
and it suggests that the unemployment experience is very concentrated. The
magnitude of the number is worth repeating: The 377,000 unemployed who
represent 5.6 per cent of the labour force at August 1981 will, on average, be
unemployed for between 16 and 17 months. This suggests a particularly serious

unemployment problem.

You may be puzzled by this figure because it may be difficult to reconcile
with your own experience of unemployment, or the length of the unemployment
spell of those you know. I would guess that most of this audience believed that
the average completed spell of unemployment was less than this. Further, you
may ask the following question: if about 16 per cent of the labour force looked
for work during a year and the average completed duration of unemployment, of
those unemployed at August 1981 is 70 weeks, how is it that the unemployment
rate is as low as 5.6 per cent? Should it not be much higher? These are good
questions — the answers to which have only become clear quite recently (see the
excellent article by Clark and Summers, [4]). The answers relate to the differences
between the completed unemployment spell of those measured as unemployed at
a point of time and the completed unemployment spell of all those who become

unemployed during a year.®

The ABS survey measures the current unemployment experience at a
point in time. It is a cross section sample and consequently not everyone who
becomes unemployed during a year is included. Those who begin and end their
unemployment between sample dates are excluded. In fact, the cross section is
biased with respect to the length of all unemployment spells that occur during
a year because the longer the spell of unemployment the more likely it is to be

included in the cross section. The shorter the unemployment spell the greater

6 There are differences in definition involved in the measurement of the 16 per cent on the one hand
and the 5.6 per cent and 70 weeks on the other. But these differences are not an important part of the
answer to the question posed. The 16 per cent is taken from the Labour Force Experience where the
unemployment concept used is “looking for work”. This is a wider definition of unemployment than
that used in 7he Labour Force which is the data source for the 5.6 per cent and the 70 weeks completed
unemployment duration.
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the under representation of spells of this length. This suggests that the length of
the average completed spell of all who become unemployed will be less than the

length of the average completed unemployment spell of those in the sample.

For our purposes of measuring the completed spells of unemployment
there are two biases’” at work in the ABS data. The first, as indicated above, is
an “interruption bias” which states that for those in the sample the completed
spell length is greater than the spell length to date. The second, is a “spell length
bias” which states that the average completed spell length of those in the sample
exceeds that of all those who become unemployed. The two biases operate in
different directions. Is it possible to say which will predominate? Salant [27] has
shown that the crucial factor is the relationship between the probability of leaving
unemployment and the length of the unemployment spell. If the probability of
leaving unemployment is unrelated to the length of the unemployment spell then
the two biases exactly offset each other and the average length of the completed
spell of unemployment is equal to the average length of the interrupted spells
of unemployment as published by the ABS. If the probability of leaving
unemployment declines as the duration of unemployment lengthens then the
average completed spell of all who become unemployed will be less than the

average interrupted spell of those in the cross section at the time of the survey.

In Figure 38.4 we plot the probability of leaving unemployment within
the following month against spells of differing lengths, for August 1981. In
the first month the probability of leaving unemployment is 0.29. After one
year of unemployment the probability of leaving unemployment in the next
month has fallen to 0.16. A similar relationship has been found in other western
economies.® The probability of leaving unemployment declines as the length

7 These ‘biases’ are not to be taken to imply that there is something wrong with the ABS sampling
procedure. It is only for our purpose of identifying the distribution of completed unemployment spells
through time that the cross section data of incomplete spells at August 1981 is inappropriate

8 We are not sure why this phenomenon occurs. It is also evident in other countries and is thought to be
the outcome of: (1) a sorting process — those who are most employable are employed first; (2) behaviour
changes on the part of the unemployed — long periods of unemployment create either increasingly
dispirited and unemployable people or people who adjust to their situation by reducing their desire for a
jobs and (3) the hiring policy of firms — the length of unemployment is used as a screening device. Hiring
personnel believe that the long term unemployed are. on average. Less productive than the short term
unemployed. For an analysis of the US, UK and Canadian data, see Clark and Summers[4], Main [21]
and Hasanand de Broucher [15] respectively.
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of the unemployment spell increases. Consequently the average length of the
completed duration of unemployment will be less than the average length of the

interrupted period of unemployment as published by the ABS.

Figure 38.4: Probability of leaving unemployment: All persons, 1981
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Source: Calculated from ABS, 7he Labour Force, Cat. No. 6204.0.

Table 38.1 presents the expected completed duration of an unemployment
spell for all who entered unemployment during 1981. Upon entering
unemployment the expectation was that the completed spell would be 16 weeks.

This is considerably less than the 70 weeks referred to earlier and is a
reflection of the fact that the long term unemployed leave unemployment at a
slower rate than the short term unemployed. It is the 16 weeks that should be
closer to your experience of the unemployment duration rather than 70 weeks.
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Table 38.1: Unemployment duration: All persons

Duration to date 1974 1978 1980 1981
0 weeks 5 15 17 16
26 weeks 10 24 30 32
65 weeks nc 49 68 86

nc= not calculated
Source: Derived from The Labour Force, ABS Cat. No. 6204.0, see Foster and Gregory [8].

Wealso provide estimates of the expected number of weeks of unemployment
yet to be experienced for those who have currently incurred spells of different
lengths. Thus, after 26 weeks the expected number of additional weeks of
unemployment is 32 weeks. This means, on average, that the completed spell will
be 58 weeks long. After 65 weeks there is, on average, 86 weeks of unemployment
yet to be served and, the completed spell will be 151 weeks long. There is a
clear pattern. The longer a person remains unemployed the longer the period of

unemployment yet to be served.

Anotherimplication of the fact that the probability of leaving unemployment
declines as the length of the spell increases is that there is a considerable difference
between the distribution of completed spells of unemploymentand the distribution
of unemployment weeks attributable to spells of different lengths (Table 38.2).
Thus, during 1981, when the expected duration upon entry to the unemployment
pool was 16 weeks, 28.5 per cent of those who became unemployed left within
4 weeks and 63.6 per cent left within 13 weeks. For most people the completed
unemployment spell is considerably shorter than the average. At the other extreme

4.6 per cent left after a completed spell of 12 months.

Table 38.2: Unemployment experience during 1981: All persons (per cent)

Completed spell length Spells Weeks
< 4 weeks 28.5 33

4 to less than 13 weeks 35.1 16.9
13 to less than 26 weeks 20.4 23.0
26 to less than 52 weeks 11.4 25.2
52 weeks and over 4.6 31.6

Source: Foster and Gregory [8].
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We also present the distribution of unemployment weeks attributed
to spells of different lengths. The distribution of unemployment weeks is the
opposite to the distribution of spells. The 28.5 per cent of spells which terminate
within 4 weeks account for 3.3 per cent of the total weeks of unemployment
experienced during 1981, and at the other extreme of the distribution, the 4.6
per cent of spells which last for more than a year account for 31.6 per cent of the

total number of unemployment weeks.

It is the declining probability of leaving unemployment as the spell increases
that enables the following statements to be true at the same time. During 1981:
63.6 per cent of unemployment spells terminate within 13 weeks. But for all
spells that occur the average length of a completed spell is 16 weeks; the average
completed length of an unemployment spell of all who become unemployed is
16 weeks but the completed spell of the currently unemployed is, on average, 70
weeks; and 28.5 per cent of unemployment spells last less than 4 weeks but 31.6
per cent of all weeks spent in unemployment is accounted for by the 4.6 per cent

of unemployment spells which last for more than a year.

Once these points are understood — and the concepts are difficult — a
number of potentially important observations follow:

a) Itis possible to have a very serious unemployment problem — 31.6 per cent of
the total unemployment weeks that occur last more than a year — and yet the
people you meet who have been unemployed will typically have experienced
a very short unemployment spell. Consequently, the view that will be widely
held in the community, based on experience, will be that there is no serious
unemployment problem. After all, 28.5 per cent of the unemployment spells

end within four weeks.

b) Welfare workers, and those who work with the unemployed will tend to
meet the small proportion of all who become unemployed who account fo