








Outline of Proposed Modifications
in the Guidelines for the Restraint
of Prices and Profits

Price developments since the Anti-Inflation program was introduced have been
encouraging. Analysis of-the application of the present guidelines indicates, however, -
that modifications are needed in order that they will continue to provide a basis for
- effective price control in the future. The modifications summanzed here will increase
the overall effectiveness of the price restraint and ensure that the degree of restraint
- which was originally intended will be achieved. They will also provide a more even
- distribution of restraint among f|rms

" The impact of the present guidelines on individual firms varies widely. Some firms are
not subject to adequate restraint on-their future pricing decisions. By contrast, other
firms are subject to excessively severe restraint, to the point where the pncmg action
necessary to ensure compliance could have seriously | harmful effects not only on these

“firms, but also on their competitors. If action is not taken to overcome these problems,

-while malnta|n|ng overall restraint on prices.consistent with the objectlves of the

‘ program |ncreasmg dlfflcultles will be encountered .

. " Both the choice of ruIes avallable at present to firms and the |mpact of the various
- bases in the existing rules have led to difficulties.:

Under the present guidelines for the non- dlstnbutnon sector the’ impact of the unit cost
rule (Section 16) can be very'different from that of the product line or the overall net
margin rules (Sections 17 and 18). Under Section 16, the base against which
comphance by a firm is determined is unit proflts in |ts fiscal year prior to the
introduction of the program, or unit proflts on’or about Octobér 13, 1975. On the other
hand, the base for the net margin test in Sections 17 and 18is the five fiscal years prior
to October, 1975: The effective difference between the bases under the two rules can
be very substantial indeed, with the result that broadly similar flrms flnd themseives in
wndely dlfferlng pos|t|ons under the present gu1deI|nes

. L

" Even v'v_ithin an existing sing_Ie ruIe, the position of individual firms is not necessarily the
same. The impact of the five-year base that is available under Sections 17 and 18 can
vary greatly among firms, depending on their own experience during those years and in
the subsequent period up to the introduction of the program. Thus a f|rm whose net ... -
margin was significantly higher in 1975 than on average during the five years inciuded
in the base may be subject to very substantial restraint in relation to its position at the -
start of the program. At the other 'extreme, a firm whose marg|n had fended to decline
and was lower in 1975 than over the precedlng five- years may have avallable very
substantial room to raise pnces before the gundehnes |mpose a I|m|tat|on

.The rule for distribution activities provides for only one base, the 1974 fiscal year
Nonetheless the |mpact of that- Slngie base varies among firms.




A Uniform Net Margin System s e e T

The best way to overcome the problems noted above is to establlsh a. unlform type of
rule to which all firms will be subject. The one approach hav1ng general apphcatlon
among firms is a net margin rule of the same character as in three of the four existing
rules. The net margtn rule is an effective technique of price restraint and provides
' broadty similar treatment to all. It shouId be noted that companies having roughly 80
per cent of the gross revenues of all businesses subject to mandatory compliance are
now subject to the net margln rules. The basic net margin test wut appIy at the level of
' the total operations of the suppI|er

: However, suppliers havmg both distributiorn and non-distribution activities will be
required, as at present, to treat these two activities separately. The distinction must be
maintained in order that these different kinds of business may be subject to rules

. appropriate to each kind of actiyity. The calculation of the overall net margin test will
be made separately for distribution and non-distribution activities.

This overall het margln test prowdes the best assurance of general pricing restraint
“consistent with the obJectlves of the program. However, many firms sell a variety of
products and Customarlly organize these products into product lines. It is necessary to
maintain a product line rule in order to t|e permitted price increases to related cost
increases. For both distribution and non-distribution activities, firms that have not
already established product lines for purposes of the program will be required to do so
-where this is appropriate. Firms that have already established product lines will be
required to maintain them; A margin test will also apply to these product lines.

~ Because pricing practicesz,are different in distribution than in non-distribution activities,
different margin tests will apply to product lines in the two activities.

In distribution businesses, the test for product lines will be on the basis of gross
margins. A.gross margin test is used for distributors in the present rules, but it
applies at the level of the distributor as a whole rather than to product fines.

For non-distribution businesses, the product line test will be a net margin test.

(A gross margin is the ditference_ between the price which the distributor receives and
the price which the distributor pays for the goods he sells. The pre-tax net profit
margin is the difference between the price received by the firm and all the costs which

it incurs. As used here the terms refer to these margins expressed as percentages of
. sales.) '

The Base Periods and Compliance Tests

. All firms will be able to.use, as.base periods, either the five fiscal years prior to October
.14, 1975 (specifically the base now used in Sections 17 and 18), or the most recent
fiscal year ended prior to May 1, 1976. Either base may be selected for each product
line net margin and for the overall net margin.

“ Excess revenue, that'is, reveénue in excess of that permitted by the guidelines, will
continue to be the basis of assessing whether a firm has complied with the guidelines.



* Firms will be required to calculate excess revenue, both on the overall basis and:by- ¢
totalling excess revenue for their individual product lines. Excess revenue for
compliance purposes will be the larger of these two amounts. ' sl

The degree of restraint on prices is determined by the percentage figure which is
applied to the relevant margin in the base period. Under the present net margin rules
for non-distributors, that figure is 95 per cent. The new base period provisions would
result in an easing of the total restraining impact of the program if the perm|351ble
margin were maintained at 95 per cent of the base period margin. In order to ensure
restraint consistent with the objectives of the program, the percentage for
non-distribution activities will be reduced to 85 per cent “at both the product line and
-the overall Ievel

For dlstrlbutlon actlvmes the gross margin for product lines will be 100 per cent, the
same as in the gross margin test that now applies to a distributor’s total business. The *
net margin applied to the total distribution business of a supplier will be 95 per cent.

" The introduction of distribution product lines will give distributors the opportumty to
improve their overall gross marglns through the ch0|ce of base perlods ‘and changes in
the mix of their product lines.

Deductions from Excess Revenue

. Excess revenue arising from the application of the margin rules may be reduced by
deductions which recognize unacceptably low base period operating results and, in the

.. case of non-distributors, from the application of specified: pricing and productivity
rules. The specific provisions dealing with these two important’'questions will be
‘detailed at the time the draft regulations arereleased.

Interim Pricing and Prenotification

The changes outlined above will provide an improved basls for the continuing control

of prices. The basic pricing rule will continue to be that firms must price their products
in such a way as to avoid excess revenue, The prior notification system that has been
used by the Board is an effective monitoring technique and has increased the pricing
discipline on firms. This system will continue to be used but the Anti-Inflation Board
intends to substantially increase the number of firms that are required to give it prior
notification of price increases. The prenotification procedures will require careful and
complete elaboration by the supplier of any prospective developments that he may
advance 1o justify price increases.

Restricted Expenses

It is proposed to amend the rules for “‘restricted expenses”. Charitable contributions
will be deleted from this section, as will expenditures for research and development
that are certified by the Department of Industry, Trade and Commerce for 100 per cent
deductability under the Income Tax Act. Political contributions will be added to the list
of restricted expenses.




Other Proposals

Trappers and Fur Farmers

Constrpctieh |

Trappers and fur farmers ere;to be made expressly exempt from the application of the

guidelines. This will place them in a position parallel to farmers and fishermen whose

- ‘farm gate or wharf-side prices are exempt from the controls.

. 'Tﬁe pfo\./_i:s:ion Whereby cohst_ruction pricee established through competitive bidding by

firms employing less than 500 persons are exempt will now apply to all firms in the
construction industry which are subject to the Anti-Inflation guidelines.

Land
‘ To ensure the continued 'a\'/ailebility of land for developfnént and'to apply the
gundellnes more fairly, a revision is being made to apply the gundelmes only to the
" appreciation in land value smce October 14, 1975. .
Implementation

The draft regulations will be issued shortly. It is intended that the new guidelines will

become effective in July. The amendments will include transitional rules which will

recognize that price actions may-have been taken prior to May 26, 1976 which were

.. allowable under the old rules but whlch would generate éxcess revenue under the new

< rules.



