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1. Sectors and sub-sectors of economic activity in a partially advanced country

In order to understand the behaviour of prices, wages and productivity, it is well to consider separately the three fundamental sectors of the economy: agriculture, industry and services. In addition, in a country that is half-way between economic back-wardness and a high level of industrialization, it is advisable to distinguish also two sub-sectors and the modern one, the former being constituted by very small firms that often are organized on a family basis and generally employ a limited number of wage earners. These sub-sectors exist in all market economies, but such a distinction is particularly sharp and important in partially advanced economies, like Italy and Portugal. Most of the contemporary discussions on incomes policy and employment policy are concerned mainly with the modern sub-sector of industry. This is understandable in highly industrialized countries, where agriculture represents less than 5 % of the labour force and where the traditional sub-sector of industry is not large. On the other hand even in a country not highly industrialized a special emphasis on the modern industrial sub-sector is fully justified, since the development of the whole economy depends principally on investments and innovations carried out in this sub-sector.
Productivity tends to increase most rapidly in industry; less rapidly in agriculture (though this is not true in all countries and in all periods); still lesse rapidly in tertiary activities, in some of which the very concept of productivity is uncertain. Since money wages tend to increase, at least in the modern sub-sectors, at approximately similar rates, in the long run relative prices tend to vary in directions opposite to the relative speed of productivity.
Productivity is higher and tends to increase more rapidly in the modern sub-sectors of the three sectors. Such a dual behaviour, as we shall see, create problems that are particularly serious in industry.
2. The logic of price variations in agriculture, industry and services
The very logic of price formation and price variations in the three sectors is different.
In agriculture competition prevails and, in the short run, price depends on supply and demand. In the long run, price depends on cost of production, since, if price happens to be persistently higher than cost, new firms enter the market, supply increases and price falls or, viceversa, if price happens to be less than cost a number of firms go bankrupt and disappear from the market (free entry emplies also free exit). In both cases, the outcome is that, in the long run, price tends to vary with cost.
In industry, on the contrary, as a rule we find either imperfect competition – owing to product differentiation –, or oligopoly – owing to high concentration of production units –, or both.
Under such circumstances, price depends on cost both in the long and in the short run. The difference between this situation and a situation of competition is very large indeed, because the increasing power of the firms in the product markets is matched by the increasing power of the trade unions in the labour market. As a consequence, money wages, which in the past were going up and down, in our time are always on the increase, though at different speeds. Often, wages increase at a rate higher than the rate of increase in productivity, that is, the cost of labour increases more frequently than in the past. Given the ability of the firms of the shifting on prices the cost increases even in the short run, prices are promptly raised. Considering the behaviour of wages (the market power of the unions implies that of the firms), in our time costs and prices, as a rule, tend to increase, whereas in the past they were often declining.
All this applies to the wholesale prices of industrial commodities. Wholesale prices of agricultural commodities fluctuate much more, but in the long run also tend to rise as a consequence of the behaviour of both the prices of the means of production (mostly of industrial origin) and of wages. Retail prices of all sort of commodities increase even when wholesale prices remain constant, because wages increase at similar rates all over the economy, but the efficiency of labour in retail trade increases less than the general average. This applies also to prices in other tertiary activities, where market imperfections prevail and where international competition does not work.
Construction, though belonging to the industrial sector, in a partially advanced country is constituted mainly by traditional units, with relatively low and slowly increasing productivity. As a consequence, an increase in wages in such an activity – that is also sheltered with respect to international competition – gives rise to approximately similar increases in the construction costs. As a further consequence of this and of the increasing prices of building sites in the towns, the prices of houses tend continuously to go up.
In conclusion, under modern conditions inflation is a tendency arising from the very structure of the product and service markets, as well as of the labour market. Under modern conditions, the target of price policy cannot be full stability of consumers’ prices (commodities, services and rents). In the ideal conditions, the most ambitious target is to have stable prices of commodities at the wholesale level and moderately increasing consumers’ prices – say, 2-3 %. A more realistic target is to keep the increase in wholesale prices at the rate prevailing, on the average, in the international markets and to have an additional increase of consumers’ prices of only 2-3 %.
3. The elasticity of supply of agricultural products and the expansion of demand
In agriculture, in the short run (say: year by year), the increase of wages and salaries do not necessarily raise prices. If we admit that the demand for agricultural products depends on total effective demand for consumption goods and that such demand depends principally on the variations of the wages and the salary bills, an increase of wages and salaries (total employment remaining constant or tending to increase) can raise prices if agricultural output does increase or does not increase in the same proportion. Year by year, the failure of the said output to raise, or to raise sufficiently, can depend on climatic conditions; in a longer run, that either on institutional or organizational factors, especially in the traditional sub-sector or on bottlenecks due to monopsonistic situations in the commercial system. When demand increases, the existence of such situations can imploy increasing prices at the wholesale level and constant prices for the producers, that, in this way, do not receive the stimulus to expand production.
A sustained increase in the wage and salary bill can raise the demand for agricultural commodities both produced internally and imported from abroad; and this all the more so, the more rigid is the internal supply. This can contribute to create balance of payment problems. (This type of problems can arise also when the imports of industrial consumers’ goods increase quickly as a result of a rapid increase of the wage and salary bill). A final remark with respect to agriculture. Hand in hand with the process of industrialization, a sustained flow of persons leave the countryside and go to the towns. For various reasons, at least in a certain stage of development such an outflow tends to exceeds the possibilities of employment in non-agricultural activities in the towns; as a consequence, either an emigration abroad or an increase in precarious employment and in hidden unemployment take place, or both.
4. Cost and price variations in industry, the variations of profit margins and the determinants of industrial investment
In industry both the variations in the cost of labour per unit output (given by the ratio between wages and productivity) and the variations in the cost of raw materials, are shifted on to prices even in the short run – say in the course of a year.
After making a series of empirical tests for several industrialized countries (United States, France, Western Germany, United Kingdom, Italy), it appears that the shift of cost changes onto prices is incomplete: on the average, it is of the order of 80 %. This means that, when direct costs increase, the gross profit margin per unit of output shrinks, whereas such margin rises when direct costs decrease. More precisely, the shift onto prices is of the order of 90 %. When costs increase and considerably less – between 40 and 75 %, depending on countries – when costs decrease. The fact is that, when costs increase, prices, on the average, are not raised on the same proportion owing, first, to the international competition and, second, to the internal competitive pressure, which is limited and imperfect, but not negligible. Such a pressure can induce or compel the price leaders to raise prices less than in proportion not to lose or even to expand their individual market shares. When costs decrease prices, on the average, are not reduced in the same proportion because the international competition does not work (as a rule international prices are either stationary or even rising) and because the internal competitive pressure of the type I have mentioned does not compel all the firms to reduce prices: these are reduced only if the price leaders consider profitable to do so.
Finally, I have tried to estimate, for Italy and the United States, the partial elasticity of the two elements of direct cost, the cost of labour and the cost of raw materials per unit of output. It appears that the shift of the increase in the cost of labour is near unity, whereas the shift of the increase in the cost of the imported raw materials is much less. This is probably due to the fact that wages – differently from imported raw materials – are, at the same time, an element of cost and the most important source of internal effective demand. As a consequence, when wages increase, effective demand increases too (at least effective demand for consumption goods) and this – apart from the pressure of international competition – allow a potentially complete shift onto prices of the increase in the cost of labour.
The margin over direct costs covers the overhead cost per unit and gives a net profit. The height of such a margin, in each industry and even in each firm, depends on the obstacles to entry – obstacles determined by technology, or by product differentiation, or both. There are three categories of overhead costs:
1. salaries of white collars, technicians and engineers and compensations to managers;
2. capital consumption allowances and
3. expenses for research and development, including commercial development.
It appears that in the industrialized countries in recent decades overhead costs have been increasing not only in their absolute but also in their relative amount, that is, there is a clear trend of overhead costs per unit of output to rise. This means that the reduction of the net profit margin per unit is even greater than the reduction of the gross margin over direct costs when these costs increase, whereas the increase of the net margin is proportionately less than the increase in the gross margin when direct costs decrease. This also means that even when the increases in direct costs are fully shifted onto prices (and this tends to happen when only the cost of labour increases) the net profit margin decreases.
Industrial investment depends fundamentally on four factors: total profits (needed for self-financing), the expected rate of profit, the volume of loanable funds – depending primarily on total liquidity of the banking system –, the degree of utilized capacity – depending on effective demand and on the stock of capital. In nationalized industries, investment decisions depend also on political factors and on State subsidies. (Private firms also obtain subsidies, though, as a rule, to a lesser extent).
Profit, then, is a fundamental factor in investment decisions in two respects. The increase in demand, that affects the degree of utilized capacity can stimulate investment only if the profit margin is not falling. As for the external loans, neither banks nor firms are inclined to push indebtedness beyond certain limits: self-financing is a necessary basis for investment. (It is also true, however, that high profits due to prices considerably higher than costs become a brake, not an incentive, to investment, since they imply an obstacle to the expansion of demand).
If we consider that the shift of increases in direct costs onto prices is, on the average, incomplete and that overhead costs per unit of output tends gradually to increase anyhow, it follows that an increase of wages greater than the increase in productivity tends to depress profits and investment in industry and, consequently, to reduce the expansion of employment or even its level.
5. The «optimal» rate of increase of money wages
If wages are an element of cost, they also constitute an important part of effective demand, particularly for consumption goods. As a matter of fact, the degree of utilized capacity depends on all the elements of effective demand – demand for consumption goods, demand for investment goods and foreign demand. And since the degree of utilized capacity is one of the determinants of investment, an increase of wages – strictly speaking, of the wage and salary bill – can contribute to expansion of investment. Thus, if from one point of view an increase of wages can depress investment, via a profit sequeeze, from another point of view it can stimulate investment. Which outcome will prevail will depend on the relative intensity of the two contrasting forces.
There is, then, a problem of the «optimal» rate of increase of money wages: such a rate can be either «too low», i.e. considerably less than the rate of increase of productivity, or «too high», i.e. considerably higher than the increase of productivity. If the rate of increase of wages is «too low», a deficiency of effective demand could arise and, more precisely, a deficiency of demand for consumers’ goods. If the rate of increase of wages is «too high», effective demand for consumers’ goods expands rapidly, provided total employment increases or at least remains stationary. But investment can be discouraged, because the cost of labour rises and, «ceteris paribus», the net profit margins decrease. Since the degree of utilized capacity is, as a rule, below the maximum, we will observe a rate of increase of consumers’ goods more rapid than the rate of increase of producers’ goods, when demand for consumers’ goods is expanding at a high rate and the net profit margins are falling; after a point, the rate of change in the output of producers’ goods becomes negative.
The «optimal» rate of increase of money wages, however, does not necessarily coincide with the rate of increase of productivity. As a matter of fact, the increase of wages can well be less than the increase of productivity without negatively affecting the expansion of national income and of investment, if foreign demand is increasing at such a rate as to allow an increase of income at least equal to the increase of productivity. On the other hand, wages can increase more than productivity without reducing the profit margins if raw material prices tend to fall. In the long run, however, the «optimal» rate of increase of wages is very near the rate of increase of productivity.
Uup to now I have implicitly considered as a datum, given exogenously, the increase of productivity, which, on the contrary, depends on economic factors, such as the rate of expansion of output, the rate of growth of investment and (invertedly) the degree of utilized capacity. At the same time, when the rate of increase of wages exceeds the rate of increase of productivity, an incentive arises to modify the composition of investments: labour-saving investments increase relatively to the output-expanding investments and the rate of increase of productivity can be speeded up. On the whole, however, when wages persistently increase at a rate considerably higher than productivity, profits and, with profits, investment and employment in industry – «ceteris paribus» – tend to decline. Consequently, the increase of productivity that, though with a delay, is originated by investments, is reduced.
6. Different causes of inflation, the so-called «stagflation»
We are now in a position to comment briefly, but systematically, on the different causes of inflation and on that peculiar phenomenon, practically unknown before the second world war, called «stagflation».
In agriculture, the increase of prices can depend on a demand increasing more than supply; in an open market, it can also depend on an increase in international prices. In its turn, the relative scarcity of supply can depend either on factors related to the conditions of production, or on factors related to the conditions of trade (especially, wholesale trade), or on both.
In industry, we may consider an equation of the type (see Appendix):
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where Pi is the index of industrial wholesale prices, W the hourly wage rate and II the output per man-hour, M the index of raw material prices and Pii the index of industrial prices in the international markets (in an open economy, the variations such prices act as a ceiling to the internal variations).
In general, in industry – and, more particularly, in its moder sub-sector – the demand factor is not directly relevant in determining price variations. An increase in the demand for labour, depending on an increase in the demand for commodities or services, can reduce the rate of unemployment and push up wages; if wages increase more than productivity, prices tend to go up. Wages tend to increase also as consequence of an increase in the cost of living, an increase that does not necessarily depend on a demand pressure.
For instance, if the prices of agricultural commodities go up as a consequence of a bad crop, or as a result of an increase in international prices, wages tend to increase, independently of a pressure of demand. Wages can also go up as a consequence of trade union pressure or of a political action, again, independently of a pressure of demand. (An index of the trade union pressure can be derived from the number of days lost for strikes).
On the other hand, the pressure of demand can affect indirectly the industrial prices not only via the increase of wages due to a rising demand for labour, but also via the increase in the agricultural products that are used as raw materials in the food industry. Such industry has got a strategic position in the economy, since its products represent an important share of the basket of goods bought by the workers: an increase in the prices of such products necessarily brings about, with a lag of variable duration, a general increase of wages; and this increase affects the costs of all goods.
When the prices of imported raw materials (including oil) or when the prices of imported finished industrial goods increase, the inflation, in both cases, is imported. A special case of imported inflation is that originating from a devaluation of the internal currency in terms of foreign exchange.
In all cases in which the increase of prices is directly or indirectly due to a pressure of demand, an expansion in the quantity of money is a necessary condition, or pre-condition, for allowing such as increase. But it is clearly misleading to concentrate the attention to the variations in the quantity of money rather than on the different channels and mechanisms determining the increase of prices in the different sectors and sub-sectors of the economy.
From the above analysis it appears that it is perfectly possible, under modern conditions, to have, at the same time, an increase of prices and a fall in investment. This can occur when prices go up owing to an upward pressure of costs not due to an expansion of demand (for example: wages increasing more rapidly than productivity as a result of trade union pressure; or raw material prices increasing in the international markets). As we have seen, when costs increase prices tend to increase somewhat less than in proportion; profit margins shrink and investments are discouraged: a situation of stagflation, or of recession with inflation, can be the outcome. Such an outcome can also occur as a consequence of a credit squeeze brought about by the central bank to reduce a deficit in the balance of payments (see equations 11 and 13 in the Appendix).
7. The question of the «incomes policy»
Under modern conditions, then, a certain amount of inflation is unavoidable: but, for reasons partly explained above, when the inflationary process becomes too rapid, it tends to create obstacles to the process of development of output and employment, either because it determines a profit squeeze, or because it tends to deteriorate the competitiveness of the economy under consideration in the international markets and to create balance-of-payments problems, or for both reasons. (A devaluation might seem to solve both types of problems; but though isolated devaluations can help to overcome for a period the above mentioned hardships, a policy of systematic devaluations create serious economic and social tensions and, in the long run, can derange the whole company).
Two of the most important sources of the problems I have just mentioned are: (1) an increase of money wages systematically more rapid than productivity and (2) an increase in the prices of imported raw materials (including the sources of energy). The first category of problems belong to the problems usually discussed under the heading of the so-called incomes policy.
After considering the experiences of several countries, particularly those of the United Kingdom and of the Netherlands, it is clear by-now that, in a democratic country, with powerful trade unions, a statutory incomes policy – i.e. an incomes policy enforced by an administrative machinery instituted by law – cannot work. The countries just mentioned abandoned that type of policy to adopt one kind or another of «social contract», or a wage policy based on agreements – not necessarily formal – between the trade unions and the Government, the former accepting to moderate their wage claims, the latter, taking, or promising, certain measures of economic policy: tax reductions, stability of certain prices (including rents), social benefits (low-priced houses, improvements in the health services, measures to promote the expansion of employment; also, in certain countries: the introduction of important social reforms). The abandonment of a statutory incomes policy even in those countries where such a policy had been tried depends not simply on the hostility of the trade unions. It depends first of all, on the extreme difficulty of working out a set of rules capable of taking into account the possible significant changes in the labour market and the consequences of changes in productivity, which differ very much in the different product markets.
To be sure, in periods of emergency the decision to freeze wages and salaries, or strictly to control their increases, can certainly be justified, as well as the decisions to freeze the prices of certain categories of goods and to impose strict limits to the power of firms to dismiss workers. But it is not advisable to rely on such measures for more than relatively short periods. The only exception can the fixation and the periodic revisions of the minimum level of wages; but the system of wages normally should not be regulated from the center.
When discussing the incomes policy, great attention has been devoted to the behaviour of wages; much lesser attention has been devoted to the behaviour of salaries. Moreover, it is well to consider carefully the role of profits both in private and public enterprises.
As I said in the previous sections, in the long run the optimal rate of increase of money wages is approximately equal to the increase of productivity; in the short run – year by year –, the actual behaviour can depart from such a rule without serious consequences only if the deviations are not very great. In principle, a similar rule can be extended to the salaries; but in this area there are two special problems to be considered: (1) the question of the trend of the number of the so-called white-collars employed in the firms (administrative officers) and (2) the question of the relative levels of salaries. As for the first problem, it appears that the number of the white-collars tends to increase more than in proportion than that of the workers (in certain industries the latter number tends even to decrease) and, often, more than in proportion than the increase in output, so that the incidence of the salaries per unit of output tends to increase, independently of the velocity of the increase in the individuals salaries. Given this trend, the problem arises whether the white-collars are really all necessary. In the case of production workers it is relatively easy to establish whether or not they are all necessary to the production process, given a certain technology; in the case of white-collars, it is not easy to make such a judgement. Yet, it is strongly advisable to avoid having supernumerary or superfluous administrative officers, since they are a burden to the firm and reduce its self-financing capacity. Perhaps, considering the political pressures, a risk of this type is more serious in the case of public than in the case of private firms. As for the second problem – the relative levels of the salaries –, it is well to promote a critical analysis of the situation in the large firms: it can be found, for example, that certain employees, especially qualified technicians and engineers, are underpaid (with the consequence that the best brains avoid certain important jobs), whereas the managers are overpaid, since they influence, or belong to the board of directors and thus are in a position to get exceedingly high salaries, that encroach upon profits and the self-financing ability of the firms. The Government has the responsibility directly to regulate both the salaries of public enterprises and of the central and local administrative officers in such a way as to promote the growth of income and employment and to minimize the inflationary pressure. The Government should also be concerned with the variations of the total wage and salary bill. When such as increase creates troubles in the balance of payments, differentiated fiscal measures are to be considered (such measures are of very limited help when the problems arise out of an increase of wages more rapid than productivity, since here the costs to the firms are involved, and these costs increase independently of the fiscal measures).
In recent decades, the role of profits in the process of development has been generally under-rated by the economists. Now, the expected rate of profit is relevant as the incentive to invest; the volume of total profits is relevant as the basis for self-financing, that cannot fall for long below certain levels. The Government, then, should help the recovery of profits, when these fall «too much», with appropriate measures: fiscal or quasi-fiscal measures, like, for instance, the shift from the firms’ to the State budget or a share of the social security contributions. (Among the fiscal measures, a special consideration should be given to a favourable treatment of re-invested profits).
Contrary to a widespread view, adequate profits are no less important for the public than for the private firms. If profits are inadequate the managers should ask for subsidies from the Government; and such subsidies imply a serious burden to the State budget and reduce the autonomy of the managers, who become more subject to political pressures for special favours.
It is true that if profits can be «too low», they can also be «too high» («too low» and «too high» from the point of view of the accumulation process: «too high» profits imply relatively high prices, a fact that puts a brake to the growth of the sales; moreover «too high» profits tends to be sterilized in purely speculative operations). Today, however, after the explosion in the price of oil and of several important raw materials, with significant increases in the cost of labour in most countries, the problem is that, generally speaking, in industry profits are «too low»
.
In a partially developped country the Government should systematically be concerned with the two sub-sectors of agriculture and industry. In the traditional sub-sectors of both sectors self-employed prevail (heads of the productive units and family aids), but wage-earners are also frequent both on a temporary and on a relatively stable basis. In fixing the minimum wage levels and the contributions for social benefits, special consideration should be given to the traditional sub-sectors, where the level of productivity is lower and increases more slowly than in the modern sub-sectors. Perhaps it is wise not to encourage the propensity to evade public obligations, completely exonerate the very small firms from the payment of the social security contributions, attributing them to the State budget. Naturally, this and similar measures imply a reform of the fiscal system. And probably it is advisable to organize, or to reorganize public agencies, one in agriculture, the other in industry, with the purpose of promoting technical assistance to the small units and for developping activities of various kinds: supply at relatively low prices of durable and non-durable means of production, including fertilizers and machinery for the agricultural units; assistance in obtaining credit and fiscal advantages; supply of technical projects of modernization and expansion; assistance for standardizing and selling the products of the small units both in the home markets and abroad, reducing and possibly eliminating private intermediaries. This last point is particularly important for small agricultural units). Such agencies should organize local units all over the country (perhaps by utilizing former institutions); they should also operate, with well equipped research bureaus, as advisors to the Government for the agricultural and the industrial policy, by preparing, at least once every year, detailed surveys of the different branches of production and of the situation and prospects of the internal and international markets. A central Government body should supervise such activities and should publish periodically a detailed analysis of the economic trends, also with the purpose of supplying basic information to the trade unions and to the employers’ associations.
8. The role of the trade unions
If the point of view is accepted that a statutory incomes policy is not advisable and a voluntaristic policy is to be preferred, the economic and political responsibility of the trade unions comes out to be of fundamental importance. It is to be hoped that the trade unions leaders will work out and discuss publicly their strategy. Basically, apart from a strategy aiming at radically changing the economic system in a short period, a strategy that in the present-day Portugal seems to have been ruled out, in principle, two types of strategies are possible: (1) a strategy that concentrates all the efforts on wage claims or (2) a strategy that, though given space to wage claims, give at least an equal importance to non-wage claims: hygienic conditions of work, housing, transportation, hospital and medical care; or, taking a longer perspective: the carrying out of certain social reforms, the participation to the investment decisions of the firms, the acquisition of a growing influence on the great decisions of economic policy.
The author of the present paper must state that he decidedly prefers the latter strategy. The former in the long run is apt to undergo what in Italy we call «corporative» or «sectional» degenerations and does not really help the process of civic and political development of the work class. Again, I refer to the Italian experience, where to some extent certain «corporative» degenerations have taken place and where for a number of years the trade union movement has given, in fact, great emphasis on the wage claims as such. The outcome has been a considerable improvement of the economic conditions of the workers employed in the relatively large firms, that, in general, were – or at least have been until recently – in a position to pay high and increasing wages both for their relatively high and increasing productivity and for their relatively high market power. In principle, the first condition relatively high and increasing productivity – was not enough to allow those firms to pay relatively high and increasing wages: without a certain amount of market power, those firms would have been compelled to pass on to all the consumers, under the form of decreasing prices, their productivity gains. The formation and the expansion of groups of privileged workers are to be related to the formation and the expansion of privileged firms, which are in a position to retain their productivity gain either – in certain periods – in the form of increasing profits or – when the trade union pressure is powerful – mainly in the form of higher and higher wages of their workers. In contrast with the conditions of these workers – who as a rule belong to relatively large firms, those of the other workers has improved much less. Moreover, the large firms, precisely to reduce the fall in their profit margins, to a considerable extent originating in the increasing cost of labour, have – so to say – decentralized a number of their operations, by means of some modern version of the «putting out system» and by means of special forms of sub-contracting with small and very small firms, that are in a position to pay wages lower than the official rates, fixed in collective bargaining, to evade the payment of social security contributions – very high in Italy – and even the payment of certain types of taxes. Hand in hand with the increasing pressure of the trade unions for rapidly increasing wages, shorter hours and other benefits, an area of precarious and irregular employment has thus developped, a tendency that was known to exist in Italy since long, but that has been analyzed and systematically discussed by Professor Giorgio Fuà in an important essay published recently
.
This means that, in a partially advanced country like Italy, too great a concentration of the trade union pressure on wage increases and on other economic benefits to be financed by the individual firms gives rises to a pathological transformation of an increasing fraction of the traditional sub-sector, especially in industry: such a sub-sector, that in a physiological evolution would have gradually to shrink, expands and becomes more and more an appendage of the modern sub-sector. The outcome, then, is an increasing separation between regular and irregular employment and increasing inequalities among workers. The growth of income and of modern employment is slowed down.
The alternative strategy of the trade unions can have as its fundamental objective the management of the productive apparatus by the workers themselves. To implement such a strategy the trade unions should make a great effort to create a large and well equipped research organization – a sort of brain trust of the working class – with two large departments: one for the short run claims, which should be compatible with the maximum rate of growth of income and employment; the second for working out and continuously adjusting the long run strategy of the unions.
Lest this suggestion appears to be too much intellectualistic, let us remember that, on the other side of the battlefield, the multinational corporations have set up, at their center, important research organizations, with two kinds of departments, one dealing with short-run business, the other with their long-run strategy; and, so far as I know, nobody has accused the multinational corporations of being too much interested in purely intellectual affairs.
If it is true that the rapid economic and political progress of the working class is in the public interest, the Government should help the trade unions in various ways to create such an organization. Of course, the brain trust is not, in itself, a guarantee of success of the proposed line. But is a necessary condition: under modern circumstances critical and analytical knowledge is essential not only in the field of technical and economic changes, but also to carry out social and political transformations. Today, much more than in the past, knowledge is power. In particular, today it is an illusion that the working class can grow out of its subordinate position simply by means of elementary and generous struggles. Struggles are necessary, of course, but they must be based on a detailed critical analysis of the forces at work. The process of social change is by no means an idillic one, but it can be made less painful by systematic knowledge of the rapidly changing conditions of society.
9. A few observations on the employment policy
The question of the incomes policy is strictly related to that of the employment policy, in the sense that – referring to an abstract evolution – if the actual rate of increase of money wages do not deviate very significantly and for too long from the «optimal» rate of increase and (what to a good extent, but not entirely, is a consequence) if the average rate of profit in the modern industrial sub-sector is neither «too high» nor «too low», then accumulation of the enterprise would tend to grow in the long-run through fluctuations of various intensity – at the highest possible velocity, given the natural resources and the changes in technology and in the social framework. Such an accumulation, under modern conditions, would imply a considerable public intervention not only in the area of the public enterprise, but also in that of private firms; an intervention directed to influence in various ways the investment decisions of the relatively large firms, that under modern conditions imply a significant degree of discretionary power. At the same time, the said accumulation of the firms would proceed (I am always talking of an abstract evolution) with limited and anyhow not systematically increasing subsidies from the State budget, considering the increasing flow of profits of the firms.
Given such an evolution and assuming – always in abstract terms – a tolerably efficient fiscal system, with relatively low tax evasion and a relatively high degree of flexibility, the State budget could give a rapidly increasing space to public investment in the traditional sense. The growth of both kinds of investment – the investment of the firms and public investment in the traditional sense – would imply a sustained growth of employment.
Of course, the evolution just described is taken only as an abstract term of reference. Not only flutuations of income and employment would be unavoidable anyhow (though around a rising trend), but also international relations and political factors would affect and occasionally interrupt such an evolution, even assuming the most favourable circumstances. The above observations, however, can help to illustrate the fact that the employment policy cannot be but an aspect of the general economic policy and of the reform policy (beginning with the reform of the fiscal system).
However, the discussion of the employment policy implies the consideration of particular problems, especially two: (1) the problem of the mobility of labour and (2) the problem of the incentives for the promotion of employment in industry.
Here I will not enter into the discussion of the means to enhance the geographical and professional mobility of labour and, in any case, the mobility of the workers from one production unit to another. I will only devote a few observations on the delicate problem concerning the freedom of the firms to dismiss workers. To be sure, to render practically impossible or very difficult the dismissal – not as an emergency measure but as a matter of a long-run policy – would be wrong not simply from the point of view of the profitability of the firms, but from the point of view of the social process of economic development. But to leave entirely the matter to the spontaneity of market forces would be equally wrong. Probably, a way out consists in set of measures capable of minimizing the risks of the workers to remain unemployed and with pratically no income after losing a given job: measures introducing adequate subsidies for the unemployed and allowing a (reduced) wage for a given period, at condition that a new job be actively searched; the organization, in appropriate spots, of special courses for re-training workers who lost their job; the construction, promoted or carried out by public institutions, of low-priced houses in the industrial areas, with a fraction of these houses devoted to workers coming from other areas. All these and similar measures are to be carefully considered. It must be said, however, that the real solution consists in a rapid process of growth, that automatically creates a greater number of jobs than that destroyed by technological and economic changes.
As for the problem of incentives directed to the promotion of employment in industry, I have briefly to recall certain aspects of the Italian experience. After the second world war in Italy a system of incentives has been developped, especially intended to speed up the industrial growth of the Southern regions. Such a system, that it is not peculiar to Italy, puts a great emphasis on capital-intensive investments. The theoretical model behind such a system has never been fully spelled out and it is certainly not obvious, if it is true that in Italy in general and especially in the Southern regions capital is far from being plentiful and the problem number one is to speed up the development of employment in the modern sub-sectors of the economy. Probably, there is the idea that capital-intensive methods are by necessity more advanced and more efficient than labour-intensive methods. There is perhaps also the idea that capital-intensive methods are more apt than the others to speed up an overall process of growth. Finally, there is the consideration that good managers are scarce, so that it is advisable to concentrate investments in very large units. (Political considerations are not absent, since incentives on capital account imply a relatively high degree of discretion). All these considerations cannot be accepted without a careful and critical scrutiny. Personally, I think that a policy directed to favour capital-intensive investment in the above mentioned circumstances is wrong, since it implies a disproportionate stimulus to certain industries rather than to particularly modern and efficient methods. Moreover, I think that the idea that capital-intensive activities are by necessity more efficient than others is unfounded, witness the so-called Leontief paradox. Consequently, especially in an economy where the problem of promoting the growth of employment is urgent, it is to be recommended a system of incentives giving particular emphasis on labour-intensive, not on capital-intensive, investments. These incentives can consist in the reduction or in the exemption, for a given number of years, of social security payments, or in fiscal exemptions, or even in contributions, to be granted for limited periods, in the payment of wages to new workers. The law should indicate the areas and the type of industries to which such incentives should apply. No doubt, the risk of abuses and wastes does exist. But all types of incentives imply such a risk and, probably, incentives to the employment of workers imply a smaller risk – among other things, they imply a smaller discretion – than the incentives intended to favour capital-intensive investment.
If the development of the country requires a large factory producing steel and its market has reached the minimum size to render such a factory economical; if that development requires one or more cement factories – to make only two examples –, it should be clear that these decisions have to be taken on their own merits and not because they involve capital-intensive or labour-intensive investments; they have to be taken not simply to create jobs, but in relation to the basic needs of the general process of development. Such key decisions have nothing to do with a policy of incentives that, by the nature of things, are to be addressed to potential small and medium-sized firms.
Appendix
Reference equations

1. Agricultural prices (wholesale):
Pa = a + b C – c S + d Pai

2. Industrial prices (wholesale):

Wi
Pi = a1 +b1 –––– + c1M + d1Pii

IIi
3. Idem, rates of change:

Ŵi
Pi = α ––– + βM+γPii (α + β <1)

IIi
4. Idem, food industry (wholesale):

Wfi
Pfi = a2 + b2 –––– + c2 Pa + d2 Pfii

IIfi
5. Wholesale prices:
Pw = aa P + bb P
(aa and bb: weights)
6. Retail prices (commodities):

W
Pr = a3 + b3 ––– + c3 Pw

IIr
7. Services:
SE = a4 + b4 Wi
8. Cost of living:
V = av P + bv SE + cvR
(av bv and cv: weights)
9. Wage rates, industry (rate of change):
Wi = a5 +b5 U-1 + c5 V + d5 TUP
10. Profit margin, industry:

Wi
Gi = a6 + b6 Pi – c6 –––– d6 M

IIi
11. Industrial investment:

*
I = a7 + b7 Git + c7 Gir d7 UT + e7 L + f7TP
12. Degree of utilized capacity, industry:
UT = a8 + b8 C + c8 I + d8 E
13. Imports (commodities):

PWi
IM = a9 + b9 C + c9 I + d9 Mt + e9 ––––

Pw
14. Exports (commodities):

Pwi
E = a10 + b10 WD – c10 UT – d10 ––––

Pw
Symbols
Pa
: wholesale agricultural prices
C
: private consumption, current prices (as a proxy for total demand)
S
: supply of agricultural prices
Pai
: wholesale agricultural prices in international markets

Pi
: wholesale industrial prices
W
: hourly wage rates in industry
IIi
: productivity (output per man-hour), industry
M
: raw material prices
Pii
: wholesale ind. prices in international markets
Pw
: wholesale prices (general index)
SE
: prices of services
R
: rents
U
: non-agricultural unemployment (%)
TUP
: trade union pressure (index)
Gi
: profit margin in industry

Git
: total profits
*
Gir
: expected rate of profit
UT
: degree of utilized capacity
L
: total liquidity
TP
:transfer payments (from the State budget to the firms)

E
: exports at currents prices
IM
: imports at current prices
M
total value of imported raw materials
Pwi
: wholesale prices in international prices
WD
: index of world demand
� It is well to emphasize that the above considerations on the optimum level of profits refer to industry, which is the most dynamic sector of the economy, and to the industrial process of accumulation. The problem is entirely different with references to the other sectors, like trade, banking and services. Here «low profits» can be very low, without serious consequences for the social process of accumulation. The trouble is that often in such sectors, that are protected from foreign competition. profits are «too high».


� G. Fuà, Occupazione e capacità produttive: la realtà italiana, Il Mulino, Bologna, 1976.


� These equations are taken, with (modifications), from an econometric model worked out by the author and included in the book Trade Unions, Inflation and Productivity, Saxon House – Lexington Books, England and USA, 1974.
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